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TAX INCREASE PROPOSALS

WEDNESDAY, JUNE 5, 1874

U.S. SENATE,
Cox>yITTEE oN FINANCE,
Washington, D.C.

The committes met, pursuant to recess, at 10 a.m., in room 2221,
Dirlgs(;lqn Senate Office Building, Senator Russell B. Long (chairman)
presiding,

Present : Senators Lor%g, Ribicoff, Byrd Jr., of Virginia, Mondale,
QGravel, Bennett, Curtis, Fannin, Hansen, and Dole.

The CuatrmMaN, This hearing will come to order. Qther Senators
will be along shortly. .

I am going to read my prepared statement, and I hope by the time
the Secretary is into his statement, the other Senators will be here,

OrENING STATEMENT OF TIE CHAIRMAN

Today the committee begins hearings on a number of proposals to
increase taxes. These measures have been introduced as amendments
to H.R. 8217, a minor tariff bill now pending on the Senate Calendar,
and which we expect will soon be considered by the Senate. Among
other things, the amendments include measures to: .

(1) Repeal the percentage depletion allowance for oil and gas
production;

(2) Eliminate the more rapid depreciation of machinery and equip-
ment permitted under the Asset Depreciation Range, the so-called

ADR system; :
. (8) Phase out the 7 percent investment tax credit for property cost-
ing more than $100,000;

34; Limit the use of the foreign tax credit;

5) Repeal the tax provisions allowing deferred reporting of part
of the overseas income of a domestic international sales corporation
(DISC); and : '

(8) Increasethe present minimum tax,

These are all major amendments. Most of them cost anywhere from
several hundred million dollars to several billion dollars. If all of
them were enacted, these various proposals would amount to a tax in-
crease for corporations and individuals of some $8 billion in the cur-
rent tax year. : .

It has been the practice of the Committee on Finance, when pro-
posals are made to increase taxes, to allow taxpayers an opportunity to
present testimony before the Senate acts on a proposal. In the present
case also, the taxpayers affected should have the chance to tell us
what will happen before Senators vote on measures to increase their
tax liabilities by hundreds of millions and perhaps billions of dollars.
Senators should have an opportunity to learn the effect of the tax in-
crease proposals, and to understand who, in the last analysis, will have
to bear the cost of these various tax increase proposals,

[The committee’s press reléase announcing these hearings, follows:]

1)
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PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE .
May 31, 1974 UNITED STATES SENATE
2227 Dirkseen Senate Office Bldg,

TINANCE GOMMITTEE SCHEDULES HEARINGS ON
* TAX INCREASE PROPOSALS

The Honorable Russaell B, Long (D,, La.), Chairman of the Senate
Committee on Finance, announced today that the Committee would begin
hearings on various pending tax increase proposals beginning Wednesday,
June 5, at 10:00 A, M, in Room 2221 of the Dirksen Senate Office ﬁuhdlng.

he leadoff witness will be Treasury Secretary Willlam Simon, who will
present the Administration's position on these proposals,

Senator Long stated: ''A number of tax increase measures have been
proposed as amendments to H, R, 8217, a minor tariff measure now on the
Senate Calendar and soon to be considered by the Senate, These various
proposals would: (1) repeal the percentage depletion allowances for ofl
and gas production; (2) eliminate the more rapid depreciation of machinery
and equipment permitted under the Asset Depreciation Range (ADR) system;
{3) phase out the 7 percent investment tax credit for property costing more
than $100, 000; (4) limit the use of the foreign tax credit; (5) repeal the
tax provisions allowing deferred reporting of part of the overseas income
of a domestic international sales corporation (DISC); and (6) increase the
present minimum tax, If enacted, these various suggestions would amount
to a tax increase for corporations and individuals of about $7 to $8 billion
in the current tax year,

"The Committee realizes that ordinarily, measures involving tax
increases running into the billions of dollars would be accorded extensive
Committee hearings in both House and Senate before being advanced to the
Senate Floor for debate, However, these amendments have already been
introduced and will in all likelihood be offered on the Senate floor in the
near future. An affirmative vote by a Senator on a measure of this sort
usually implies a commitment on his part to vote for the same proposal
again if it comes up subsequently, In view of this, the Committee foels
that persons affected by the measures proposed should bé accorded an
opportunity, to the extent that it can be arranged within the time available,.
to explain the advantages, disadvantages, and problems these proposals
would present,

"In addition, I would hope that the witnesses would endeavor to
explain where in thelr view the ultimate incldence of these tax increases
would fall if they were enacted~-whether on business or on consumers, "

In the case of the depletion allowance, the Chairman asked that
witnessea testify both on the effect of a complete elimination of the per-
centage depletion allowance, and also on the effect of an alternative pro.
posal under which the depletion allowance would be retained with respect
to the first 3000 barrels of oil per day produced,
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Requests to Testify, -~ Senator Long advised that witnesses
desiring to testify during this hearing must make their request to testify
to Michael Stern, Staff Director, Committee on Finance, 2227 Dirksen
Senate Office Bullding, Washington, D.C., not later than Friday,

June 7, 1974,

The Chairman said that because an unusually large number of
requests to testify are anticipated, the Committee will not be able to
schedule all those who request to testify. Those persons who are not
scheduled to appear in person to present oral testimony are invited to
submit written statements, The Chairman emphasized that the views
presented in such written statements will be as carefully considered by
the Committee as if they were presented orally.

All parties who are scheduled to testify orally are urged to
comply with the guidelines below:

Notification of Witnesses. -~ Parties who have submitted

writton requests to testify will be notified as soon as possible as to the
time and date they are scheduled to appear. Once a witness has been
advised of the time and date of his appearance, rescheduling will not be
allowed, If a witness is unable to testify at the time he {s scheduled to
appear, he may file a written statement for the record of the hearing.

Consolidated Testimony. -- The Chairman also stated that the
Committee urges all witnesses who have a common position or with the
same general interest to consolidate their testimony and designate a
single spokesman to present their common viewpoint orally to the Committee,
This procedury will ensble the Committee to receive a wider expression
of views on the total bill than it might otherwise obtain, The Chairman
praised witnesses who in the past have combined their statements in
order to conserve the time of the Committee.

Legislative Reorganizating Act, --The Chairman observed that
the Legislative Reorganization Act of 1946, as amended, requires all

witnesses appearing before the Committees of Congress--

"'--to file in advance written atatements of their
proposed testimony, and to limit their oral pre-
sentations to baylef auminaries of their argument, "
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The statute also directs the staff of each Committee to prepare digests
of all testimony for the use of Committee Members.

Chairman Long stated that in light of this statute and in view of
the large number of witnesses who desire to appear before the Com~
mittee in the limited time available for the hearing, all witnesses who

are scheduled to testify must comply with the following rules:

(1) All statements must be filed with the Committee at
least one day in advance of the day on which the wit-
ness is to appear, If a witness is scheduled to testify
on a Monday or Tuesday, he must file his written state-
ment with the Committee by the Friday preceding his
appearance,

{2) A1l witnesses must include with their written state-
ments & su ary of th incipal points included in
the statement,

(3) The written statements must be typed on letter~size
paper (not legal size) and at least 100 copies must be
submitted to the Committee,

(4) Vitnesses are not to read their written statements to
the Committee, but are to confine their ten-minute
oral presentations to & summary of the points included
in the statement,

(5) Not more than ten minutes will be allowed for the oral
summary,

Witnesses who fail to comply with these rules will forfeit their privilege
tg te"if!;

Written Statements, --Witnesses who are not scheduled for oral
presentation, and others v-ho desire to present a statement to the Com-
mittee, are urged to prepare a written position of their views for sub-
mission and inclusion in the printed record of the hearings, He empha-
sized that these written statements would aleo be digested by the staff
for presentation to the Committee during its executive sessions, and that
they would receive the same careful consideration by the Committee as
though they had been delivered orally, These written statements should
be submitted to Michael Stern, Staff Director, Committee on Finance,
Room 2227, Dirksen Senate Office Building, no later than June 14, 1974,

PR #73
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The Crtammoran. The first witness at these hearings will be the Hon-
orable William Simon, Secretary of the Treasury.
Mr. Secretary, we are very pleased to have you before the committee

this morning.

STATEMENT OF HON. WILLIAM E. SIMON, SECRETARY OF THE
TREASURY OF THE UNITED STATES, ACCOMPANIED BY FRED-
ERIC W. HICKMAN, ASSISTANT SECRETARY FOR TAX POLICY

Secretary Stston. Thank you, Mr, Chairman. T am delighted to be
here, as always, to appear before this very able and distinguished
committee.

At the same time, T must express concern that T am here because
major tax measures have been proposed for floor action, before the
cm-(éful committee consideration and staff work which such measures
need.

Many of the measures proposed would alter provisions that are
fundamental in the present structure for taxing business income.
Fundamental changes are not necessarily bad. But when they are made,
it is important that they be made carefully and that they not be made
in a manner so abrupt that taxpayers are unable to digest them. Abrupt
dislocations cause economic slowdowns from which no one benefits.
Uncertainty alone can cause those major dislocations. When the ground
rules become uncertain and the future becomes clouded, businessmen
postpone decisions and wait for the outlook to become clearer and
more favorable. A chain reaction follows: Modernization and expan-
sion are held in abeyance. Purchases are not made. Sellers, faced with
lesser sales, cut back in their operations, Workers are laid off, and so
on. Taxes are a very major cost and changes in taxes create very major
uncertainties, They must be a{)proached with care. ,

The administration strongly supports tax reforms, Qver a year ago,
we proposed a carefully designed package of changes. Those proposals
were presented originally to the Ways and Means Committee of the
House. In December, we made additional proposals to tax the wind-
fall profits earned by domestic oil producers on the sale of oil to their
fellow Americans,

The Ways and Means Committee has now worked carefully through
the windfall profits proposals and has ordered a bill reported. It is
now in the midst of considering a wide range of additional tax reform
measures a .l expects to report a major bill by the end of this month.
Weeks of committee time and thousands of man-hours of staff time
have gone into those efforts in order to produce balanced and tech-
nically sound legislation. In normal course these measures should be
out of the House and before your committee and the Senate in & mat-
ter of weciks, so that you may consider and adopt legislation for final
passage in this Congress. That is the way major tax measures have pro-
ceeded in the past, because it is the best way to assure thoughtful and
responsible tax legislation. :

n 1969, the revisions in our tax laws took nearly a year, while the
tax writing committees explored the changes proposed with their pro-
fessional staffs, with the Treasury staff and with affected members of
the public. Tax revision is a complicated and critical task and we need
to work together and do it in a thoughtful way.
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The amendments to H.R. 8217 proposed in the Senate include a
wide array of proposals for fundamental changes in the existing
system. I could not possibly cover with you today all of the pros and
cons of the proposals. Many involve technical problems which you
ought to explore with members of your own staffs and the Treasury’s
staff, who are more versed in the intricacies of the tax law than T.
I should like, however, to make a few general comments concerning
the proposals.

Prorosep AMENDMENTS or THE MiNnimoum Tax
~y

The proposals with respect to the minimum tax are poor amend-
ments to a poor provision of existing law. They would do more to
thwart tax reform than to further it.

The present minimum tax was enacted in 1969. It was supposed to
prevent persons with large economic incomes from using tax prefer-
ences to eliminate or unduly reduce their tax liabilities, The intent was
that they should pay some “minimum tax.”

The problem with the present minimum tax is that it does not work.
A large number of persons with high incomes still pay little or no
tax. It is pertinent to note that this ineffectual provision was the prod-
uct of Senate floor action.

The problem with the proposed amendments to the minimum tax
is that they will not work either. The amendments proposed are (a)
to reduce the $30,000 exemption to $10,000, and (b) to eliminate the
offset of taxes paid against tax preferences. These amendments would
collect more tax, but they would not get at the problem of the high
income taxpayer who pays no tax. The principal effect of the proposals
would be to increase, in a somewhat haphazard way, the tax on capital
gains, Your committee may well conclude that some change in the
taxation of capital gains is desirable, but that is a different problem
from assuring that people with high incomes pay some minimum
amount of tax.

Not only do these amendments not do the job, they create new prob-
lems and would be obijectionable for that reason alone:

Reducing the $30,000 exemption to $10,000 causes the minimum tax
to apply to middle-income persons who are already paying substantial
income tax and play no part in the high income—Ilow tax problem.

Eliminating the offset for income taxes paid converts the so-called
minimum tax into an additional tax. Under the present minimum
tax, taxes paid are deducted from total preferences, which tends in a
rough way not to impose further tax on persons who are already
paying more than a “minimum” amount, The proposed change would
render irrelevant the amount of tax already paid and would thus
impose a “minimum® tax even on persons already paving large amounts
of tax. Paradoxically, the pronosed change would have little or no
effect on persons who now pay little or no tax, but would penalize most
those whio already pay the most.

T urge your committee, as strongly as I can, to approve—when you
receive the tax reform bill from the House—the two proposals which
the Treasury has developed to replace the present ineffectual minimum
tax. The first of these proposals is a “minimum taxable income” pro-
vision, It would require high income individuals to pay a reasonable
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and fair share of income tax. The second is a proposal for a limitation
on artificial accounting losses. It would limit so-called “tax shelters,”
which permit economically profitable ventures to report tax losses
which can offset other taxable income, :

I shall not attempt here to explain how those proposals work, except
to say that they focus more carefully on a wider range of items than
the present minimum tav The 1974 Report of the Joint Economic
Committee compared the present-minimum tax with the Treasury
approach and concluded as follows:

The Administration’s minimum income tax proposal should be given priority
in the Interest of improving tax equity, of restoring taxpayer confidence in the
tax system and of raising additional revenue.

The following comparisons illustrate the greater effectiveness of the
Treasury’s proposals over the present minimum tax and the proposed
Senate amendments:

I commend, Mr. Chairman, you and your committee to look at the
numbers very carefully, and the effects of the present minimum tax,
the proposed amended minimum tax, and the Treasury’s MTI and LAL
pronosals,

[The information referred to followr :]

Proposed ! amended
Treasury's MTI/LAL  Present minimum tax  minimum tax

Revenue gain from individuals (billions). . ... | 1L R, ;o.z. liienesesaiane .7,
Avl"d‘l'? J;x':n:‘:a:o‘lor h(l,uh income, low tax  $33,000.............. 9,400.....cvnnenn.. 11,000
ndly v .
Effect on 95 taxpayers in 1972 who had AGH of 69 out of 92 required  No effect............. Only 12 out of 92
$200,000 or more but paid no tax, o par ‘tgx (aversge required to plr tox
1ax of $61,600) average tax of

Eftect on “'tax sheiters’ in oll, real estate, Eliminates tax shelters. Nosignificant effect.... No sl'unlnéant effect,
etc., which are a major scurce of the high

income, low tex problem.
Rates of taK. ...oovuiiiiinninennnaeinennan Regular mdun‘ud 10 Fiat rate of 10 percent. Flat rate of 10 percent,

rates from 14 to
percent.

1 Would also raise about $800,000,000 (03900.000,000 from cornorations (an additional $300 to $400,000,000 over present
1aw) if percentace denlatton is not renaaled but would raise much smailer amounts if percentage depletion Is repealed. The
Treasury would retain the present minimum tax on corporations.

Prorosars To Revise Taxatiox oF Income Froym Business CAPITAL

Secretary Siymox. Two of the proposed amendments would dras-
tically change the terms on which business investment decisions are
made. One would lengthen the cost recovery periods permitted under
the ADR depreciation system, the other would greatly diminish the
scope of the investment credit. Before reviewing each of these pro-
posals which would amend portions of the Revenue Act of 1971, I
would like to discuss the aims of the legislation of that time.

Tho year 1971 was not a good year: unemployment ran at o rate of
nearly 6 percent for the year; industrial production was stagnant,
running at a rate nearly 4 percent below the peak of 2 years before;
and capacity utilization was fully 12 percent lower. In considerable
part, this condition of the economy could be attributed to the overall

“effects of the Tax Reform Act of 1969-which had repealed the 7 per-

cent investment credit and otherwiso increased t.he tax burden on busi-
ness capital while reducing taxes on personal income. Just as Secre-
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tary Kennedy warned this committee, the House-passed bill was im-
balanced in its effect on consumption and saving, and we are still suffer-
in;i: the consequences.

n response to the need to stimulate business investment, the ad-
ministration proposed two steps in 1971: a radically new depreciation
procedure designed to reduce uncertainty faced by investors, and re-
institution of the investment credit. The record shows these were
successful :

Unemployment declined steadily to a rate well below 5 percent
before the decline was interrupted by the energy crisis last winter.

Investment increased by 9 percent in 1972 and 13 percent in 1973.

Industrial production increased by nearly 19 percent in 2 years, and
capacity utilization rose substantially, by 10 percent.

But the need for a high rate of capital formation has not terminated.,
Now, even more clearly than in 1971, we see the need for additional’
investment : -

Since 1971, additional demands for capital investment by U.S, in-
dustry have been imposed by the drive to achieve improvements in
the environment. Just to stand still and employ no more workers or
{)roduce no more goods and services than presently, U.S. industry will
iave to invest more in order to achieve the required reduction in air-
and water-polluting emissions.

Although currency revaluation has appreciably improved the com-
petitive position of U.S. industry, the fact remains that, as compared
with its major foreign competitors, U.S. industry is less modern, If
wo are not to fritter away the opportunity to maintain and increase our
ghare of world markets, we must continue to foster a high rate of in-
vestment in manufacturing, one of the sectors in which we possess a
comparative advantage.

Havir:f; been rudely reminded of the importance of maintaining a
higher degree of energy self-sufficiency, especially in oil, wo have
launched Project Independence. This will call for vast additional
investment in coal mining. coal and oil shale processing plants and a
new logistical network to bring these resources to market.

Many of our basic materials producing industries have found their
existing plants inadequate to supply the growth in demand—for
domestic use as well as exports. Order backlogs for durable goods aro
up by more than 40 percent over 1973, Textile, paper and pulp, chemi-
cals and metals producers have been operating at near capacity, with
backlogs and bottlenecks, notwithstanding increases in capacity of
nearly 13 percent since 1971.

Prorosars To Cur Back ADR

One of the progood amendments would lengthen the cost recovery
periods permitted under the ADR depreciation system, thus decreas-
ing depreciation deductions. The result would be to discourage invest-
ment in new productive capacity, to decrease R))rodnctivity and to
increage inflationary pressures, That would be absolutely the:wrong
direction in which to move, and today would be absolutely the worst
time to move in that wrong direction,

The ADR system specifies an average life for each asset class and
permits taxpayers to select an appropriate life within a range above
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and below that average. The system recognizes the plain fact that there
is no way to know today just how many years into the future an asset—
especially a long-lived asset—will be used. At best, we can achieve
rough approximations. In a world of rapidly changing technology and
obsolescence, the past is apt to be a poor guide to the future. Latitude
for human error and difference of opinion must be allowed. The
inescapable fact is that investors must be convinced that they will be
able to recover their costs over reasonable periods or they will not
invest. The higher the rate of inflation and the longer the life is
expected to be, the more critical is this problem.

he ADR system was enacted in 1971 and is a structural reform of
great importance in dealing with the tax aspects of investment in
machinery and equipment. It permits business to make investment
decisions with certainty about the depreciation deductions which will
be allowed. In addition it provides for a reasonable degree of uni-
formity in cost recovery practices within given industries. Neither
certainty nor uniformity was available under the previous system.
Both facilitate investment in productive capacity.

The ADR system providegl flexibility and updated guideline lives
which were 10 years old at the time the system was adopted. The lives
and the system are under continuing study by the Office of Industrial
Economics, set up in the Treasury in 1971, We believe that the system
has functioned well, that it provides reasonable cost recovery periods,
and that it has encouraged needed moderization and expansion.

. Postenactment experience with ADR data indicates that the amount

by which cost recovery periods were shortened was less than half the
amount originally expected. Nearly 40 percent of the depreciation base
is even now accounted for on a “facts and circumstances” basis, thus
indicating that ADR cost recovery periods are in fact in a reasonable
middle range. To now lengthen the periods would simply return the
bulk of taxpayers to a facts and circumstances system, in which they
would be required to haggle with individual revenue agents. Many, if
not most, would reach nearly the same result provided by ADR, but
would lose the uniformity and certainty which the ADR system now
provides. It should be noted in this connection that the first year
revenue gain which would follow from the proposed amendment is
about $400 million, rather than the $800 million figure cited by pro-
ponents of the amendment. - : ’

No doubt the ADR system can be improved and no doubt adjust-
ments in particular lives can and will be made. But they should be made
after analysis of the experience since 1971 and after consideration of
the facts of particular industries. Enactment of arbitrary, blanket
changes in the system would be extremely unfortunate and would
further cloud the climate for the investment and increased produc-
tivity required to dampen inflation.

Puase-Ovur oF THE INvestMENT TaAx CRrEDIT

The other pending proposal is to phase out the investment tax
credit as the cost of the qualifying propert{ increases, We believe that
proposal to be unsound ?rom both a tax policy and tax administration
standpoint. We strongly oppose it.
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I have already recounted the increase in investment which followed
reinstitution of the credit in 1971, Now, even more clearly than in 1971,
we see the growing need for additional investment to increase our basic
capacity and to effect changes we all wish to bring about in our
environment. To suspend or repeal the investment eredit even in part
would simply compound the difficulties we must overcome.

The proposal to graft on to the investment credit an exeeption for
property costing in excess of $50,000 or $100,000 is unwise because:

The exception is not a small business exception. A large business
could obtain a full credit on millions of dollars of property so long as
each piece of property had a cost basis of $50,000 or less.

Under the exception there will be an economic incentive for pur-
chase of property which is sold for less than $50,000 and none for
purchase of property which is sold for more than $100,000. Why?

The exception will repeal the investment credit or retain it in a com-
pletely haphazard fashion. Some businesses will be unaffected by the
repeal of the investment credit because they buy many pieces of equip-
ment each costing less than $30,000. Others will get very little invest-
glent credit because most of the equipment they buy costs more than

100,000.

The exception would be a very difficult rule to administer. What
standards are to be used by taxpayers and the IRS in determining
whether two pieces of machinery, each costing $50,000 and sitting
side by side on the factory floor, should be considered as one niece of
investment credit property, in which case there is not credit, or as
two pieces of investment credit property, in which case there is a
$7,000 investment credit ?

As the Treasury has consistently stated. the investment credit is a
fiscal device for reducing the cost of capital investment in order to
stimulate that investment. It will only serve this function if investors
can count on it. If investors believe that Congress will forever be
taking it on and off, on some assets or all assets, the investment credit
will become too uncertain, investors will not rely on it and the stimulus
effect will be greatly diluted or lost entirely.

The investment credit should therefore be left alone.

Prorosars To Rerear. PERCENTAGE DEPLETION

‘We estimate that at current price levels the elimination of percentage
depletion for oil and gas would raise revenues $2 billion per year.
Revenue effects of various phaseout plans vary with the number of
vears included in the phaseout and the number and type of exemp-
tions from phaseout. For example, the Wavs and Means Committee
phaseout plan would produce revenues of $130 million in 1974, $860
million in 1975 and so on, until it reaches $3 billion in 1979, by their
staff estimate.

The additional tax revenues will come from tax payments by oil
producers and, in the short run, will lessen their profits. In the longer
run, however, if we maintain some given degree of self-sufficiency,
removal of percentage depletion will result in higher prices to con-
sumers. The principal beneficiaries of the percentage depletion deduc-
tions have not been the sharcholders of the oil companies, but rather
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the consumers of oil and gas who have enjoyed larger supplies and
lower prices than would otherwise have been the case.

The Tremsury is-opposed to change in the percentage depletion
allowance at this time. Our oil and gas shortage is critical and this is
the wrong time to make a fundamental change in the economics of
the oil and gas industry by climinating percentage depletion. The oil
and gas industry has relied on percentage depletion for 48 years in
making billions of dollars of investments and in formulating billions
of dollars of investment plans to move the United States toward energy
gelf-sufliciency. Capital investment that is available to go into oil and
gas exploration and development will be discouraged by fundamental
tax law changes at this time. The extent of this harm to the industry
cannot now be safely predicted and we simply cannot afford to be
wrong.

Another consideration is that the adverse effects on capital invest-
ment from elimination of percentage depletion may fall more heavily
on the independent oil producers than on the major oil companies
because the present depletion allowance is worth more to individual
taxpayers in brackets a'{)ove 50 percent than it is to corporations in 48-
percent brackets, Many independents rely on that fact in raising
capital. Even if the aggregate present benefits of depletion were
translated dollar for dollar into higher prices, the industry as a whole
would be unaffected. However, high bracket producers to whom the
deduction was worth more than the price inerease would be somewhat
disadvantaged, and lower bracket producers to whom the price in-
crease was worth more than the deduction would be somewhat ad-
vantaged.

Elimination of percentage depletion imposes a further penalty on
owners of controlled oil. Contro{)led oil already bears a price penalty
of over $¢ 8(:1' barrel compared with the $9 and $10 per barrel prices
we pay to Canadian, Indonesian, Middle Eastern, and South Ameri-
can suppliers. The removal of percentage depletion would be equiva-
lent to a vollback of 55 cents a barrel to $4.70 from the ﬁresent average
of $5.25. That rollback would apply to roughly two-thirds of the oil
produced in the United States and could eliminate some production
we are now getting, :

Elimination_of percentage depletion for natural gas is even more
difficult to justify. Most, if not all, of the pronosals to eliminate per-
centage depletion for natural gas recognize that most gas prices are
controlled at low levels already by the Federal Power Commission
and by long-term gas sale contracts. Therefore, these proposalg exempt
controlled gas from the depletion phaseout. Our present system of
pricing natural gas is illogical and wrong, and widespread gas short-
ages have been caused as a result. We are certainly not going to en-
courage the finding of any additional natural gas supglies by eliminat-
ing percentage depletion on a major fraction of the gas produced
todav. The prospect is that such action will further discourage the
drilling of gas wells when we already have a major shortage in this
area.

You have asked that we address snecifically the 3.000-barrel-per-
day exemption from the phaseout of percentage depletion. I have
already indicated that we do not favor elimination of percentage de-

34-639 O~ 74-2



12

pletion. If it is to be eliminated, however, it is difficult to justify non-
uniformity in treatment of producers, except perhaps on a transitional
basis. Further, to make the 3,000-barrel-per-day exemption meaning-
ful, there have to be complex rules which prevent the same economic
unit from having the benefit of more than one 3,000-barrel-per-day
exemption. These rules can never work perfectly and some people are
not penalized who should be and, what is even worse, others who
should not be affected at all are penalized.

In addition, if a barrel of oil is worth $5.20 after tax, in the hands
of producer A, who has no depletion, but is worth $5.92 after tax to
producer B, who still has 15-percent depletion, producer A will tend
to sell his oil property to producer B, since the oil is worth more to
Eroducer B than A. The price A receives from B tends to reflect the

igher value of the oil in the hands of B—for example, it tends to
reflect the 15-percent depletion allowance. The result is that A gets a
higher price and B gets percentage depletion and thus both tend to
have the benefit of the 15-percent depletion allowance but a lot of
transfers of property for no sound, underlying economic reason will
have occurred. We should avoid creating problems like this with the
tax laws wherever possible,

In summary, we believe it would be a mistake to eliminate percent-
age depletion, but if it were to be done, we believe that generous transi-
tion periods are an absolute essential.

ForeroN MiNeraL IncoMe AND THE ForeigN Tax Creprr

Amendments have been proposed which would repeal foreign per-
centage depletion and the current deduction for foreign intangible
drilling costs, require a separate foreign tax credit limitation for
foreign mineral income and direct the Secretary of the Treasury to
establish criteria to prevent oil royalties from being treated as credit-
able income taxes.

Although the administration opposes repeal of percentage deple-
tion for domestic oil and gas, we have proposed that foreign percent-
age depletion be ecliminated, and the Ways and Means Committee has
incorporated this proposal in the Oil and Gas Energy Tax Act of
1974, We have no obijection to the Senate acting on this provision
independently, although it would seem more appropriate to deal with
it in connection with the Energy Tax Act.

We oppose the elimination of the deduction for foreign intangible
drilling expenses. Unlike depletion, intangible drilling expenses
represent actual current cash outlays. Present law permits current
deduction of such expenditures, whether at home or abroad. The pro-
posed amendment would require such expenses to be capitalized and
recovered through ordinary depreciation deductions. The present
treatment is far simpler and does not make foreign operations more
attractive than domestic operations,

On the other hand, we do not helieve our tax laws should encourage
foreign exploration more than domestic exploration, Net foreign losses
can be and have been used to reduce U.S. tax on U.S. source income.
A loss recanture provision, recommended by the administration in
April of 1973 and included in the Energy Tax Act, is an effective
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means of equalizing the tax treatment of domestic and foreéifn oil
production. Under our proposal, foreign losses which are deducted
against U.S. income would be recaptured in later years when foreign
income is realized. The mechanism for the recapture would be to
reduce the allowable foreign tax credit in those later years. The effect
of our proposal would be to prevent the interaction of the U.S. foreign
tax credit and the often somewhat arbitrary tax laws of foreign
oil-producing countries from unjustifiably reducing U.S. tax revenue
on foreign source oil income.

Another proposed amendment would establish a separate foreign
tax credit limitation for foreign taxes imposed on mineral income, in-
cluding oil production. The objective of this amendment is to prevent
a foreign tax credit attributable to mineral income from reducing U.S.
taxes on other foreign income.

In February 1974, the administration proposed the elimination of -
excess credits arising from foreign taxes on oil production income. We
believe that our %pproach is preferable.

The Ener, ax Act as reported by the Ways and Means Com-
mittee contains still another approach to this problem. It would limit
the available amount of excess credits attributable to foreign oil
production income to 10 percent of the U.S. tax on that income, It
would also restrict the use of those excess credits to “foreign oil-
related income.” We believe that our approach is preferable, but we
recognize that the issue is complex, and intelligent decisions can be
made only after considering alf’ of the ramifications of the problem
and the several alternatives.

The last proposed amendment in the mineral area would direct the
Secretary of the Treasury to establish criteria to determine what por-
tion, if any, of payments made to foreign countries in connection with
oil or gas income is in fact a royalty payment. The effect of charac-
terizing a payment as a royalty rather than a tax is that a rO{alty is
on'lty deductible from gross income while tax may be creditable.

here is a problem in this area. But the amendment provides no
standards for reaching a solution. Many foreign countries which have
{)etroleum reserves have substantial latitude in structuring their tax
aws so that payments will qualify as creditable taxes rather than
deductible royalties. This latitude also makes it virtually impossible
and certainly self-defeating to establish the types of criteria the pro-
posed amen(f'ment demands. As soon as criteria were established, those
oreign countries would change their tax systems to qualify.. .

The administration’s February proposal limited the available
foreign tax credit on oil production income to the present U.S.
statutory rate. This insured that the oil companies would not be
subjected to double taxation, but it also insured that these foreign
levies would not be used to reduce U.S. tax on other foreign income.

Foreran Lossks

The proposed amendment on recapture of foreign losses would re-
duce the allowable foreign tax credit where a previously incurred
loss has reduced U.S. income. As T mentioned earlier, the Treasury
Department made a similar proposal in April of 1973. This spring the
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Ways and Means Committee applied this proposal to oil companies in
the Energy Tax Act and has tentatively decided in the pending tax
reform legislation to extend it to all companies.

Here again we have no objection in principle to the proposed
amendment. But we do have various technical problems with the
specific language proposed. W2 are now working on these problems
with the Ways and Means Committee, and expect tc be working
closely with your committee in due course.

IncoME oF FOREIGN SUBSIDIARIES

In general, the foreign income of foreign corporations controlled
b U.g?owners is not taxed by the United States until repatriation in
the form of dividends. This is an extension of the basic tax principle
that shareholders are not taxed on dividends until they receive them.
Another proposed amendment would end this system by taxing the
shareholders of all U.S.-controlled foreign corporations as if they
had received the income of the foreign corporations even though it
was not distributed to them.

The Treasury Department opposes this approach. We believe it
would make our industries less competitive with those of other
countries. No other country imposes its tax in such o manner.

A primary effect of the proposed amendment may be to increase the
amount of tax paid to foreign countries, Since the parent corporation

~would be subjected to U.S. tax on subsidiary’s profits, it is likely to
cause the subsidiary to remit those profits. As actual dividends, these
profits would in most countries be subjected to foreign withholding
‘tax, thereby increasing the foreign tax revenue and increasing the
foreign tax credit applied to reduce U.S. taxes. The after-tax profits
could then be returned to the foreign subsidiaries as working capital.

Although we oppose the complete elimination of deferral, we believe
there are certain situations where deferral is not justified. In April
1973, the Treasury Department proposed legislation which would
eliminate deferral where the foreign subsidiary receives a “tax holi-
.day” from the foreign country as an inducement to locate these or
where the domestic parent decides to manufacture abroad products it
‘intends to sell in the United States. We believe these proposals are
sufficient to limit unjustified deferral of taxation. The Ways and
Means Committee is presently considering action in this area and we
hope will eventually adopt an approach similar to our-April 1973

- 8u tion.
. SIBees DISC

The Domestic International Sales Corp., the DISC, legislation was_
adopted in late 1971 as an incentive to exnorting U.S. products. It
‘'was also designed to encourage the retention and modernization of
domestic production facilities and to allow smaller domestic corpora-
‘tions to receive tax benefits equivalent to those available to lareer cor-
porations which could locate production facilities abroad. One of the
pronosed amendments would repeal this legislation.

_The Treasury Department opposes elimination of the DISC pro-
visions,
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While it is difficult to measure the magnitude of DISC’s effect on
exports, it was anticipated that its incentive value would be felt only
over time as U.S. manufacturers became more export conscious and
the tax benefits of DISC were actually understood and realized. Thus,
while there were only approximately 2,000 DISC’s by the end of 1972,
there are now over 5,000 DISC corporations in existence, many of
which are owned by medium or small parent corporations. At the
present time, only the relatively incomplete statistics for 1972 are avail-
able on the effects of the DISC legislation. However, as the April re-
port issued by the Treasury Department demonstrates, the available
information does indicate that DISC did increase the level of U.S. ex-
ports. While the revenue cost was larger than estimated, we believe
this was primarily attributable to the unexpectedly large profits
realized on exports in 1972, )

U.S. exports have increased drastically in the past 2 years. How-
ever, so have imports, and there is no assurance that the surplus ex-
perienced in 1973 will continue. Therefore, we believe it unwise to
eliminate this export incentive after so brief a trial period. especially
when other industrialized nations are making substantial efforts to
increase their share of world export markets. It should be noted that
the Ways and Means Committee did not adopt the suggestion of some
of its members to repeal DISC in its recent review of the legislation.
It did, however, tentatively decide to limit its benefits by excluding
agricultural and natural resource exports.

Altogether, the pending amendments, if enacted, would effect a
fundamental transformation of many aspects of our existing system
of taxation. We must realize that these proposals will have very pro-
found effects on our already highly strained economy. Jobs are at
stake. Our ability to control inflation is at stake. It is a time for ex-
ceedingly careful deliberation and careful change.

The basic decisions involved in the pending amendments affect bil-
lions of dollars of investment and profits. I have recounted for you
above the major surge of investment and new productive capacity
which followed the Revenue Act of 1971 which enacted ADR and re-
instated the investment credit. I could also recount for you the de-
cline in investment following the Revenue Act of 1969, which re-
pealed the investment credit.

In closing, I would emphasize that changes in our tax laws such
as those discussed with you today should only be made after careful
committee consideration of the full impact they would have on our
economy. Satisfactory economic growth depends to a significant ex-
tent on public confidence that our system for making major changes
in our economic policy will be allowed to work. Let us all work together
to restructure our tax system carefully. We must consider all pro-
posals for tax reform fully and fairlv and to shane our tax policy in
coordination with the long-range objectives or our total economic
policy. We stand ready and willing to cooperate with vou in that effort.

Mr. Chairman, Fred Hickman, our Assistant Secretary for Tax
Policy, and I would be deliohted to respond to any questions.

The CrarMan. I would like to ask that ench member confine him-
self to 10 minutes, and that staff set the timer during this first round of
questions,
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1969 Tax Acr

Mr. Secretary, I have now forgotten a few of the things I learned
in law school about the law of evidence, one of them being historically
a purely self-serving statement was not admissible, but if someone
cared to make a statement or a confession, that was admissible, on
the theory that people tend to say that which is to their advantage.
But if they want to admit something, that you could use it without
proving it has probative value. And I think everyone that was in Con-
gress at the time we passed that 1969 Tax Act ought to search his own
conscience to see to what extent he did a statesmanlike thing and to
what extent he was expeded in that measure.

Now, as I recall it, back at that time the administration was trying
to extend the surtax that had been passed under President Johnson, at
least for a while or at least in part, and the Democratic leadership
took the attitude that there woulé be no extension of that surtax with-
out tax reform. Now, of course tax reform is something that everybody
can have a different opinion on.

But I for one thought that we ought to repeal the investment tax
credit at that time. It looked to me, as it looked to Chairman Mills and
others, that was attracting the capital that was needed for building
homes wway from that market, running up interest rates and making
it difficult for people to borrow money to buy homes, while were were
placing too much incentive on building new plants and equipment.

But look at what happened when we repealed the investment tax
credit, reduced the depreciation advantages, increased the taxes on
capital gains, put $700 million of additional taxes on the oil industry,
and struck in about every other area that we could find where some-
body seemed to be getting an advantage. A minimum tax was passed,
the way you stated, with whole varieties of ideas having been offered
in haste and the committee substituting a floor amendment for its own
version even on the floor.

That act was on balance a 1ax cut. It raised taxes by $7 billion in the
reform area, and it reduced taxes by $9 billion, so on balance it was a
$2 billion tax cut. And yet, there 1s no doubt in my mind that that
measure, tax cut though it may have been, was the key factor that
E;oceeded to tax us right into a recession by the middle of the year,

cause in fairly short order President Nixon, who had signed that bill
and who had gone along with us in recommending that we repeal the
investment tax credit frantically urged us to restore the investment tax
credit to get things going again. :

Now, on the t eorfy that honest confession is good for the soul, I
am saying that all of that tax reforming we did at that time had the
effect of putting this Nation into a recession. I am pleased to see that
your statement tends to say that. Back at that time the Democratic
leadership could not afford to say that, since we had advocated the
bill, and 1t would have been politically unwise to say that. The admin-
istration, in fact, did not say so. The President had signed the bill
and took the view that on balance this was good legislation.

- But look what happened.

Were we not in a recession by August of that year?

Secretary Simon. Yes, sir.

The CnarMan. I personally feel that the Tax Reform Act played

major part in it.
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1969 Revenve Acr Taxine THE Om CoMPANIES

T have read statements by some persons studying the energy crisis in-
dicating that the $700 million a year of additional taxes that we put
on the domestic oil industry under the Tax Reform Act, if it had been
used to provide more energy, would have brought us in 10 percent
more energy by the time the Arabs put the oil boycott on us. Certainly,
that would have made a major contribution toward helping us be
self-sufficient, I would assume, if the $700 million had been put into
drilling for.more energy.

O1 AND Gas Prices—-DoMesTIC VERSUS FOREIGN

Now, can you tell me at this time about how much we are paying on
the average for energy produced in this country, if you include natural
gas as well as oil and average it out on a per barrel basis?

Secretary Simon. Well, on a per barrel basis for oil we pay on the
controlled barrel an average of $5.256 a barrel, and the last number
I saw, Mr. Chairman, was $9.50 average on the uncontrolled barrel.
The uncontrolled barrel is between 30 and 35 percent of our domestic
production.

The Cuarman, I was informed the last time I asked the question
that we were averaging on oil about $6.25 a barrel, because most of
our domestic oil is $5.25 oil.

Secretary Smmon. Yes, sir. I did not average it. I gave you the two
prices.

The Cuamrman. Right. But if you are thinking only in terms of do-
mestic oil, when you take the gas that is being produced and average
that in at the price to which it is being held by the Federal Power
Commission and which is selling intrastate—that brings the average
g:icebdowrll for energy, if you are looking at oil and gas, down to about
$4 a barrel.

Does that sound somewhere in the ball park?

Secretary Simon. That would be a ball park number, Mr. Chairman,
yes, sir. ‘

The Cruamrman, All right, then, how much are we paying for oil
that we are importing in the country right now?

. Secretary Simon. An average of $9.50 per barrel. It goes as high as
$10.50 per barrel for oil from longer distance destinations.

The CuairMaN. That means the energy we are producing here is
saving the taxpayer at least 50 cents on every dollar that he pays for
energy, to the extent we are able to produce it domestically at this
moment. .

Secretary SimonN, More important, Mr. Chairman, is that the one-
third we are forced to import at these much higher prices could be
produced domestically at much cheaper prices.

Oi1n Inpustry ENcouracep To Go OveRseas

The Cuamrman. Well now, there is one further problem that con-
cerns me. The tax and trade policies of this countr{ during the last
20 years have in effect told the oil industry that they ought to
overseas, because the economics of it were such that they could make
o lot more money producing oil overseas than they could here.
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Now, is that still true?

Secretary Simon. Yes, sir, the economics are better overseas. All of
the cheap and easy oil and gas has been found in this country. Where
it cost $50,000 to $75,000, perhaps $100,000, to drill a well in the early
1960’s, we now have to go to the more hostile climes of the Outer Con-
tinental Shelf, the North Slope in Alaska, as well as use the more
expensive secondary and tertiary recovery methods to get oil.

go obviously an industry is going to respond by exploring where
they can get greater production much casier and much cheaper.

InpePENDENT OI1L Propucers Forcep Qur or Business

The CramyaN. During the last 20 years, 50 percent of the inde-
pendent oil producers have been forced out of business, I know that
was the case in Louisiana, and T am confident that was the case in Okla-
homa and Texas. Some of those people are asking me right now, does
the ?Govemment want me in this business or do they want me to get
out

One of the larger independent producers asked me just a few days
ago, Senator, do you people want me to get out of the oil business? If
ili will help matters, I can get out of it. I can put my land to something
else.

When we continue to adopt policies that look like we want these
people out of business, just like we liquidated half of their friends,
what conclusion would you expect them to draw from it ?

Secretary Simon. Well, you can illustrate that rather dramatically,
Mr. Chairman; 1956 was the year oil and gas exploration peaked in
this country, and the actual number of wells drilled in the late 1960’s
versus 1956 had declined by 50 percent. It created today’s shortage of
rigs because nobody is going to manufacture rigs and tubular steel if
indeed there is no demand for it. Then, when the price of oil went up
slightly for domestic oil last year, after the two-tier, incentive price
system was put in, we had an explosion of demand for tubular steel as
well as rigs, and it has resulted in a 40-percent increase in drilling
this year over last, and that is good.

The Cuamrman. Well, Mr. Secretary, we still have our rigs going
overseas. People down my way say they are fabricating away on drill-
ing rigs for the North Seas or where it is more attractive financially to
make their investments. They are still exporting to go elsewhere.

Secretary Simon. Yes, and it will continue until our Outer Con-
tinental Shelf program is stepped up, as it is being stepped up right
now. I think vou are going to see greatly increased activity in the Quter
Continental Shelf as a result of the improved leasing program.

The CuamrMaN. My time has expired. Senator Bennett?

Om INpusTRY PROFITABILITY

Senator BENNETT. In your confirmation hearings before the com-
mittee, Mr, Secretary, you stated that you were conducting a study on
the profitability of the oil industry.

Do you have any preliminary results of that study ¢

Secretary SrmoN. We, Senator Bennet., are finalizing and attempt-
ing to bring that study up to date and calculate the foreign and domes-
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tic proportion of the income of the oil companies. Qur resutls from
September 1973 to now are not conclusive yet. But it does show that
the oil industry made a significantly larger amount from foreign
operations, those outfits that operate overseas, than they did from their
domestic operations. But they still made significant domestic profits,
and that, of course, is because the price of domestic oil increased.
Then again, one can say that nearly all industry in 1973 in the United
States had a very good year.

I will, as T promised in my confirmation, when that study is com-
pleted and gone over very carefully by the accountants—and we had
a private accounting firm do the first portion of the study, and I would
expect that we would do the same thing with the update—I will submit
it to you for the record, sir.

Requust ror CoMprarisoN or Prorrrasiniry or Magor O, CoMPANIES
Wittt INDEPENDENTS

Senator Bexnerr. The staff of the committee asked you, as a suF-
plementary study, to compare the profitability of the majors with the
independents,

Have you been able to move along on that one ?

Secretary Styox. Boy, that is proving to be hard, because there are
so many inde%)endents in the United States. As you know, they drill
i majorlt.ty of the holes in this country. 75 percent approximately
of the wells drilled are drilled by the independent segment, To get a
handle on all of these small outfits, and get their profit statements is
extraordinarily difficult, because most of them are smaller operations
and are not. reporting the way the larger corporations are.

Senator Bexxerr. Well, have you made any progress or are you
continuing the study ?

Secretary Siyox. Yes, we are working with the Independent Pe-
troleum Association to attempt to get the figures that you requested.

Ernuxarion or Forriex Tax Creprr For Tiie O1L InpustrRy—EFFECT
oN BAraxce or PAYMENTS

Senator Bex~err. Have you compiled any data . the possible ef-
fect of the ending of the foreign tax credit on oil income upon our bal-
ance of payments?

Secretary Sisox. Do we have the numbers on that, Fred ¢

Mr. Hickaax. I do not believe we have any numbers in just that
form, Senator Bennett.

Senator BENNETT. Can you put them together in such a way, even if
they are a ball park rather than very specific and exact figures?

I'think we are very interested.

Mr, HickMaN. You are talking about the total elimination of the
foreign tax credit and its effect on the oil industry?

Senator BenNErT. Well, its effect on our balance of payments.

If we eliminate it from the oil industry, what will the effect be on our
balance of payments?

[Tge] following information was subsequently supplied for the
record :
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The effect on the United State balance of payments from eliminating the
foreign tax credit for foreign oil income is not susceptible of a precise dollar and
cents answer. The principal reasons are that we cannot accurately predict tax-
payers’ responses to such a major shift in the taxation of such income nor can
we predict the effect of such responses on currency exchange rates. We are cer-
tain, however, that a significant change in taxpayers' activities would occur over
some time period to attempt to avoid a double taxation of foreign income.

According to Commerce Department figures for 1972, the balance of payment
inflows from the foreign petroleum sector were about $4.2 billion, comprised of
$2.6 billion in branch earnings, $1.1 billlon in dividends, $0.2 billion in interest
and $0.3 billion in royalties and fees. These figures would be higher now due to
increases in oil prices and profitability.

The elimination of the foreign tax credit would tend to reduce first the $1.1
billion inflows from dividends. If the dividends could not be repatriated without
double tax, they would tend not to be repatriated. We would also expect the
foreign branch operations which produce inflows of $2.6 billion, to become orga-
nized instead as subsidiaries so that those foreign earnings too could be pro-
tected against double taxation. Of course, if these earnings were not being
repatriated in full, there might be some reduction in outflows of U.S. capital to
finance future investments.

Overall, while we cannot prediet the amount of reduction in inflows from
foreign petroleum operations, we can predict that there would be a significant
reduction.

RepuctioN orR ELIMINATION OF THE DEPLETION ALLOWANCE

And another question, Mr. Secretary :

To what extent do you believe that any of the amendments proposed
to reduce or eliminate the depletion allowance would have in causing
companies to move their o;l)erations abroad to avoid the tax change?

Secretary Simon. I really do not think—and—although we have no
complete study of this—that it would cause many companies to move
oveflselas. A lot of the independents obviously do not have the where-
withal.

Senator BENNETT. They cannot move overseas. .

Secretary Simon. They cannot move overseas. They just do what
comes naturally. They give up the depletion allowance and they pass
it on to the consumer. So their net benefit would be the same and the
%::sumer would end up paying the bill. That is always the way it has

n. .

Every economist I talk to—and I am, as you know, not an econo-
mist—presents very compe]lin% arguments that the depletion allow-
ance for years has been Eassed along to the consumer.

Senator BexNerT. I have no other questions, Mr. Chairman,

The Cuairman. Senator Ribicoff ¢

O Company Prorrrs

Senator Risicorr. Mr. Secretary, I think we have got a basic ques-
tion of how much incentive must major oil companies get from the
United States in order to get a fair return and be fair with the public.
Now, even with the immediate repeal of oil depletion the oil industry
will have a $7 billion aftertax profits.

Now, this is an increase of $3 billion over 1973 profits with depletion.

How much incentive must they have ¢

Is not $3 billion more this year than last a ;})’retty good rise?

~ Let us take Exxon, up 39 percent, although I have read in the press
that many people questioned the legitimacy of that 39 percent, with



21

some of the credits they have taken. I am assuming that the Internal
Revenue Serviee is looking into the legitimacy of those deductions.

Secretary Smox. Basically, they set aside a reserve because they
still have not made their deal in the OPEC nations as to what price -
they are going to pay for lifting the oil, Senator Ribicoff, and the IRS
looks very carefully at reserves to make sure that——

Senator Risicorr. They will look before they accept it ?

Secretary Simon. Yes, sir.

Senator Risicorr. Now Texaco, up 123 percent; Skelly, up 97 per-
cent; Occidental, up 817 percent; Gulf up 75 percent; Standard of
Indiana, up 75 percent.

How much more incentive must the major oil companies get ?

Secretary Snon. Well, their profitability, 1974 over 1973, will be
up, although our initial study running 15 years clearly demonstrated,
their profitability was average. The 800-percent increase that we had
in world crude oil prices last year is a one-time phenomenon—I do
not think anyone would suggest it was going to go up again this year;
indeed, I feel it is going to start declining in the near future. You
recognize that world oil has gone up slightly in excess of 500 percent
since 1971.

Now, any time you have a price explosion caused by what I would
call artificial factors—there were certainly no free market factors
involved in the price going up 800 percent last year due to the OPEC
nations control of 67 percent of the world’s reserves—you are going
to have windfall profits. That is the reason the administration pro-
posed the so-called windfall profits tax bill.

To get specific about your question, what is adequate profitability:
The windfall profits tax takes care of the windfall profits that per-
haps one could argue they do not deserve. Tt is a one-time
phenomenon.

We think the world price is going to decline. I can remember testi-
fying some months ago when emotions were running rather high, and
one of the most noted economists in the United States was saving that
the oil industry in 1974 is going to make between $18 and $22 billion
of additional profits. Well, now they are down to $7 billion dollars.
I do not know where they are going to end up.

We can do all sorts of things with numbers. But I will say that
a year from now, as sure as we are sitting here, you will find the oil
industry’s profits back exactly where they were over the last 15
years. The oil industry, out of basically the 29 or 30 average manu-
facturing groups in this country, ranked 11th on return on equity,
and on average compounded growth they ranked 23rd or 24th, and
their average compounded growth rate was 6.6 percent.

Senator RisIcoFr. You are not suggesting that the American %)eople
pass the hat for the American oil companies, are you, Mr, Simon?

Secretary Styox. No. I also realize what I am s:(llying is not ter-
ribly popular, because all the American people un erstand is that
we are paying an exhorbitant amount for gasoline and for our heat-
ing oil and for the basic feedstock of our industry. Al T am trying
to say, Senator Ribicoff, is that T agree. this has been an extraordi-
nary blow to the consumer in our country to have all of this occur in
just 1 year. But in order to inject something a little more rational
into the discussion, recognizing what has to be done in the future
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in this industry, the capital-intensive industry that it is, you have to
go back and say, well, have they always had these profits, what some
people call a boondoggle ?

No they have not. They have been in the middle range of industrial
groﬁtnbi]ity in our country. And I am not saying either that just

ecause of the ca{)ital intensity of this industry, as many studies

have stated, that these industries should average after tax 18-percent:
or 20-percent return, because I do not, frankly, buy that.

They ou§ht to have just sufficient return on eapital to enable them
to attract the investment, not all internally generated to do what has
to be done here in the United States.

INCENTIVES NEEDED FOR ALTERNATE SOURCES oF ENERGY

Senator Risicorr. You had a big role in formulating the Presi-
dent’s Project Indedendence. I believe in that. As you know, that
ERDA bill is a bill that I have been pushing for the administration.

Secretary Siyon. Yes, sir. I do. Thank you.

Senator Risicorr. We must rush alternate sources of energy. But
with the oil depletion allowance factor, you really discourage the pro-
duction of alternative energy sources by subsidizing only the raw ma-
terial extraction of oil. There is no comparable break for solar, wind
energy technologies, and these new technologies. So if someone is going
to put in the capital they are going to put the capital in where you are
going to get the break—oil—instead of the new types of alternate
sources of energy.

TIs that not so?

Secretary Siyox. Well, of course, they do get the break on the in-
vestment tax credit, the building of the new facilities and what have
you, perhaps——

O1n, DEPLETION ALLOWANCE AND INDEPENDENT PRODUCERS

Senator Risicorr. But the oil companies get that in addition to oil
depletion allowance. Now, what worries me in your statement, this
oil depletion allowance is a bad break for the consumers and the poor
independents are going to be very badly hit.

Now, do the independents really need this break?

As T understand the situation, three-quarters of the independent
production is not subject to price control.

Secretary Siyox. I have not seen thet number, Senator Ribicoff.

Senator Rinicorr. Well, is not a pretty substantial proportion of the
independent production against the major companies not done under
price control ?

Secretary Siarox. Well. the calculation of the free and matched bar-
rel, as far as price controls are concerned, is based on the level of pro-
duction during the 1972 base period. And if you produce in excess of
that, meaning if you have new production, the incentive is the free-
dom from price controls. But of course, production continues to de-
cline each year on existing reserves. I just have never done the study
and I do not know, but T have not seen the numbers that would suggest
that your figures for independents versus the majors are correct.
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Senator Risicorr. But how much uncontrolled oil are we getting?

How much of the oil being produced in the United States is the un-
controlled capacity and the so-called $9 a barrel as against the so-called
$5.25 a barrel ?

Secretary Siox. Tt is between 30 and 35 percent. Senator Ribicoff.
Part of that is new reserves and part of that is stripper wells.

Senator Risicorr. So much of that would be the independent, the
uncontrolled?

Secretary Siaon. Well, there again T would hesitate to make a
blanket statement. The stripper well is probably owned by the inde-
pendent. T would say that that is undoubtedly true in general. We use
that example that Senator Bucklev has used so often about the 5,400
wells in New York State that pump a half a barrel a day on average.
Some sav. well, is not $9.50 or $10 a barrel for that oil unconscionable ?

Well, T do not know what the right price is for a barrel of oil from
Onandaga County, a well that ig producing a half a barrel a day. But
I would hate to take a real chance of cutting the price on that to the
point of having the well shut down, .

What is our alternative?

We are paying the Arabs $9.50 or $10 a barrel,

Why not pay the same to the guy in New York State or Colorado or
any place else? ,

Senator Risicorr. Well, the FEO in production as of 1974 showed
the independents control 56 percent of uncontrolled oil. That is the
figures from FEQ, your former agency.

So will you take those figures as correct.?

Secretary Siymox. T certainly will. They have always been very
accurate. [ General laughter.]

UNRELIABILITY OF STATISTICS

Senator Risicorr, I wish they were, really, with no reflection on you
or your Agency. T think this is one of the great problems we have, is
the unreliability of the figures and statistics that come from industry
and come from Government agencies, which makes in impossible for
us to try to formulate policy, because we do not really know the facts
upon which policy is being made.

Secretary Siyrox. Well, you know, Senator——

Senator Rpicorr. And this is causing a lot of the trouble that we
have because of the inaccuracy of statistics and the lag of statistics
to be applied to current problems.

Secretary Siyox. We never hesitated to agree with you on that,
Senator Ribicoff, and that is why we put in the reporting system that
will be able to provide you with those statistics so you can make
sound policy.

Errecriveness oF DISC

Senator Rieicorr. We have spent a lot of time on this. Let me get a
few minutes on DISC.

The General Accounting Oflice has expressed some doubt as to the
cffectiveness of stimulating export by DISC provisions of the Tax
Code. In trying to make a detailed study of the effects of DISC, the
GAO was denied access to Treasury statistics this year. This was be-
fore you were Secretary.
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Mr. Hickaaxn, That is not correct, Senator.

Senator Risrcorr. The GAQ is incorrect ¢

Mr. Hickaan, Well, I think it is misstated there. What did happen
was that GAQO wanted to come in and look at numbers and we said,
we do not yet have numbers and when we do, and when we have things
sorted out, we would be happy to have you come. And when we got to
that point we did invite them and they did come. And we have, as you
know, submitted the report.

Senator Risicorr. Well, my time is up. I cannot pursue that
question. )

The Crairyan. We will come back to you later if you wish,

Senator Curtis?

InvestMENT Tax CREDIT

Senator Curtis. Mr. Secretary, I want to commend you on your
statement. I think it is sound. I think it is good for our economy. I
think that it would be far better for the consumer than to follow the
course that is being advocated in opposition thereto.

I opposed the investment credit when it was first enacted back in the
Kennedy administration. I felt that it probably would be unfair to
the business that could not buy new equipment. T have changed my
mind, but I have also learned that this, having the investment credit
on, lfhéan repealing it, then reinstating it, is not a good thing for
anybody.

Would you agree to that, that it should be constant ?

Secretary Siarox, Yes, sir, I would. Business needs certainty to make
its plans for investment. The minute you inject uncertainty in an area
the investment money that would go into that area immediately moves
somewhere else.

Senator Curtis. Yes, I think the investment credit is a very good
instrument for promoting jobs through plant expansion and that sort
of thing. But in addition to the uncertainty that it creates, when we
follow a policy of having a tax provision and then eliminating it and
then restoring it, it is also very unfair to taxpayers.

The individual who for other economic reasons buys new equipment
during the gap when it is not in force may have an unfair situation
compared with his competitors.

Is that not correct?

Secretary Sivon. Yes, sir. And it is also unfair to the board or the
company, whatever the size, that sits there and makes exhaustive
studies on expansion or new equipment and spends a great deal of
nioney on these studies to see if they can expand and produce more in
this country, if the Congress eliminatesit after they have made an af-
firmative decision. They just say, well, the hell with it.

IncenTIvES NEEDED FOR DomEsTic O INDUSTRY

Senator Ctruis. I feel very strongly that we must encourage our
domestic oil industry to the maximum. I do not thing that we dis-
charge our responsibility for anything less than an all-out effort for
self-sufficiency. No foreign nation or group of nations should be able
to tie up our economy, transportation, industrial production, and our
national defense by shutting off oil.
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I would like to call attention for the record to our experience in
Nebraska. We are not a large oil producing State. Our oil activity is
confined to about four counties, three of which are adjacent. Unlike
the Alaskan fields and these other places, it is not a costly operation
to drill the holes. But the oil, it is not a high grade field at all, and I
have some figures based upon the last 8 years. At the time that the
price of $il was about $3.70 a barrel we had a great many wells aban-
doned in this small three-county area. I know of one individual who
had two oil wells. They were down producing six barrels a day. They
had to be abandoned.

The price of oil went up about $5. He spent $20,000 on the wells treat-
ing them with acid and other things. They are now producing 20 bar-
rels a day. But 40 barrels is just less than a dr(X) in the bucket, but 40
barrels of oil is much better than 12 barrels. And in this small area
there are 100 wells producing now that were not before the price
increase. .

I also asked, What is the cost of drilling? The average cost of drill-
ing a well there over the last 3 years, $32,000 if they get a dry hole.
If they strike oil, the pipe, the pumps getting into the pipeline runs
at about $100,000. Andp a%so, in the last 8 years there have been 13 dry
holes drilled for every 1 that produced oil.

Now, this is small production. It is low cost in the drilling. But if
we talk about whether we do it or not, if we talk about rolling back
the price, if we talk about eliminating and phasing out the depletion
allowance, what promises to be a new and growing industry in my
State is just foing to fade out.

Do you believe that the exploration and discovery of new sources in
this country is dependent upon the present tax incentives?

Secpetary Siamon. I believe they have been of tremendous assistance
in attracting the capital necessary to drill the wells. They have been
useful for the independent segment of the industry which raises its
money from thousands of individuals around this country. Tax incen-
tives are certainly a carrot.

Senator Curris. 1 do not think there is any (}‘uestion about it. Now,
there are a few people with funds in my State who, in a stable situation
where they can rely on the tax incentive, will continue to invest in these
oil wells. But if all of the so-called reforms go through, it just is not
going to be there.

DISC Provision

Now, on another matter, I feel that the DISC proposal has not had
a long enough time to really be tested.

About how long has it ?

Secretary Simo~, It has been about 2 years and a half, Senator
Curtis, and we would agree with your statement.

Senator Curtis. Since it was enacted ?

Secretary Sryon. Yes, sir.

Senator Curtis. But people had to make plans for it, did they not ¢

Secretary Siyon. Yes. We saw in 1972 slightly under 2,000 DISC
corporations, and now we have in excess of 5,000, It involves the same
‘principle as the investment credit. If you put it on, you take it off, you
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put it on some products, you take it off for other products drive people
away with ad hoc decisions. They begin to feel if they invest money on
this basis they’re crazy.

Senator Curtis. If the company views a potential market in a for-
eign country, and goes over there to build a factory and produce it,
the U.S. Treasury does not get any revenue from that until dividends
are brought back.

Is that not correct ?

Secretary Srmox. That is correct, yes, sir.

Senator Curris. And we have no payroll.

Secretary Simon. But, if I can interrupt. As far as our dollar in-
vestment abroad, which sometimes comes under what I consider false
attack, it has been well demonstrated, I think, on many occasions that
foreign investment is very healthy for this economy. For every $2 that
is invested abroad, we get $4 back in repatriation, which is very salu-
tary to our balance of payments.

Senator Curtris. Yes, but some of those new factories are built by
other countries, and what the DISC does, it enables the American
producer to compete for those foreign markets and still keep his major
operation at home,

Is that not the whole idea of the DISC?

Seeretary Sryon. That is correct. A stimulus to our exports, to be
able to compete ; and also it has got the safety valve where, if the Presi-
dent determines something is in short supply, he can suspend DISC
for the particular product that is deemed in short supply.

Senator Curtis. I think it would be helpful, if there is time in my
10 minutes, if you would just concisely tell us for the record and to
refresh our memories on how the DISC works, not a technical explana-
tion, but a practical one in layman’s language.

Secretary Siaton. Fred, why do you not answer that one?

Mr. HickMan. The basic concept is that you may use for export
purposes a corporation which is a domestically incorporated corpora-
tion, That is the DISC, Domestic-International Sales Corp. One half
of the total profits from sales is then attributed to the rDS)ISC. That
gives %n allocation rule as to what the profit is and who gets what
part of it.

Of the one half that the DISC retains, it is permitted to defer the
tax on half, so there is a 25 percent tax deferral of the total. Now,
that is not an indefinite deferral, because the money has to be used
for export purposes. There are a variety of things the DISC can do.
But the idea is that so long as the one-half of the profit attributed to
DIS'OC1 continues to be used in export activity, it will not be currently
taxable,

The overall intent was to leave the DISC in roughly the same situa-
tion as if the manufacturer had gone abroad and had invested in
plant equipment abroad. It would normally have been reinvesting
In that, and the reinvested portion would not come back and would
not have been taxed currently in the United States. So it was an at-
tempt to put American exporters on a basis technically comparable
to—not precisely the same, but comparable to—vhat they would be
on if they had gone abroad and financed,operations there. Thus the
DISC help to keep their operations in this country.

Senator Curris. Thank you.
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The Cuairymax. Senator Byrd. )
Senator Byrp. Thank you, Mr. Chairman.

Tue Bupeer

Mr. Secretary, first I want to congratulate you and commend you
for your statement citing the importance of a balanced budget if this
severe inflation is to be brought under control. I know it takes a lot
of courage for you to stress that point, but I think it is a vitally im-
portant one.

Secretary Siyox. T want to commend you for the legislation that I
believe you coauthored the other day in this regard. I will probably
get shot for saying it.

Senator Byro. Thank you.

Wrrtine Tax LrecisnaTioN oN THE SENATE Froor

Your testimony this morning brings out that this matter of taxation
is very complex. I cannot imagine a more inopportune or a more unde-
sirable place to attempt to write tax legislation than on the floor of
the Senate. But I assume that that attempt will be made.

WixpraLL ProriTs

I am not clear, Mr. Secretary, as to the administration’s position on
the huge profits which the oil companies made in 1978 and will make
apparently in 1974, The administration opposes, I gather, most of
the amendments which have been or are likely to be presented dealing
with this subject.

Does the administration recommend a one-time windfall profit tax?

Secretary SimonN. We recommended a windfall profits tax which
would phase out as the market forces took over later in this decade. We
also proposed an elimination of foreign depletion. We also proposed
a solution to the inequity that was created due to the excessive increase
in the foreign price of oil that enabled the companies to deduct as a
tax credit the taxes and royalties that ave being charged by the coun-
tries. We suggested that the deduction could not be greater than our
tax rate here domestically to remove this abuse. And we testified at
great length about this proposal in the Ways and Means Committee.

Mr. HickymaxN. I think T ought just to clear that up slightly for
the record. Technically, there is no credit for royalties as such. The
technical proposal that we made was to, in effect, deny the use of
credits in excess of our tax rate but otherwise it is as the Secretary
sz;)id. It is a complicated thing that there is a good deal of confusion
about 1t. -

Secretarv Siyox. Qur proposal deals with the windfall side of the
problem. We directed ourselves at the windfall itself, which was the
explosion in the world price of oil rather than proposing, as some
suggested, an excess profits tax. When one sees excessive demand and
then an embargo-induced shortage, every time that occurs in any com-
modity, the price i going to be puched up to extraordinary levels,

And that affected not only the tanker rates, which exploded from
world scale 100 to world seale 450 last year, but refineries which were
operating at 100 percent capacity until, of course, the embargo. Profit-
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ability was all across the board, including exchange rate gains when
the dollar strengthened. .
Senator Byrp. I assume the Treasury’s position in regard to excess
groﬁts tax is based somewhat on the experience of World War IIL, It
id not prove very feasible.
Secretary Simon. Yes, that is correct, Senator Byrd.

Gorp Prices

Senator Byrp. Mr. Secretary, you spoke last night, I believe it was,
in regard to gold. And without getting into specifics as to what the
Government may or may not recommend with regard to changing the
price of gold, could you outline for the committee the advantages and
disadvantages of changing the price of gold ?

Secretary Smox. Well, I read that in the newspaper, Strange that
they would just pick that that is what I meant by the broad a lusion
to the commodity of gold. - )

As you know, the position in the Treasury Department, the position
of our administration, is basically to remove gold from the center of
the monetary system, that it would be replaced by the special drawing
like the SDI{ and that gold should be treated as any other commodity,
silver and lead, and traded, and, indeed, ultimately be allowed to
be owned by citizens in the United States.

Now, there are problems in moving immediately to a free world
system, Obviously, when one frees up and marks up—if that were,
in deed, one thing that occurred—all of the nations, the gold-holding
nations, of this world were allowed to mark up their reserves, one
could argue very strongly that this would be very inflationary. It
would inflate their reserves fourfold, because they are today priced
at $42.22, which is the controlled price under the agreement. Also,
perhaps, in the other countries of the world, that this new-found
wealth would encourage some countries to improve fiscal policies and
monetary policies, which would fuel inflation.

What T was attempting to do is to show to the other countries of the
world who are coming here this weekend for our week-long Inter-'
national Monetary Conference, the Ministers’ C-Twenty meeting,
that we were, indeed, prepared to be forthcoming and cooperative
in discussions of gold, to once and for all attempt to sit down and
discuss the thing together and attempt to begin to arrive at a con-
clusion on this very emotional subject.

Senator Byro. Thank you, sir.

LIQUID LIABILITIES OF FOREIGNERS

Do you happen to have available the liquid liabilities of foreigners
at the present time, or as of March 81 or April 30¢

Secretary Sryox. T can supply that for the record, Senator Byrd.

Senator Byrp. Would you do that?

Thank you.

(The Department of the Treasury subsequently supplied the follow-
ing information :)

At the end of March 1974, U.S. liquid Habilities to all foreigners (official in-
stitutions, banks, and other foreigners) were 91.1 billion dollars.
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At the same date, U.S. liquid claims oxi foreigners amounted to 6.7 billion
dollars,
InvesTmMENT Tax CrepiT

Senator Byrp. You mentioned the need to leave the investment tax
credit alone. And you say, “If investors believe that Congress will
forever be taking it on and off, then the investment credit will be-
come too uncertain, and a great deal of its value will be lost.”

I think you are right. It was recommended in 1962 by President
Kennedy and then in 19686, it was not the Congress but it was Presi-
dent Johnson who recommended taking it off. Congress went alon
with him. T happened to vote against it. But then 6 months later Presi-
dent Johnson asked that it be put back. And then in 1969, President
Nixon asked that it be taken off and then in 1971, President Nixon
asked that it be put back. So I think we have got to decide whether
we want to have an investment tax credit or not have one and leave
it alone.

Secretary SiyoN. It is enough to make you dizzy, is it not?

Senator Byro. Yes. I started out in opposition to it when President
Kennedy first proposed it. And since then I think it has been helpful
overall to our economy, helping in providing jobs. And I think that
unless we are going to take it off entirely and forget about it, we had
better leave it alone, just as you recommend today.

Secretary Sion. Well, you know, Senator, a lot of the conversa-
tion this morning, a lot of the dialog, has been focused on the oil and
gas industry and the critical area of energy. But, many of our basic
material producing industries have found their existing plants in-
adequate to supply the growth in demand for, both their domestic use
and our exporting use to maintain the strength of our dollar.

We have to look at steel and paper and chemicals and the bottle-
necks and the backlogs of orders. We have a supply problem in our
economy right now, and it is not going to be cured in the near term,
It is necessary to bring these commodities to our consumers ultimately
at the lowest prices, so we will not be dependent on foreign sources
to bring in so many of our basic needs.

We should be sure these things provide true, useful incentives and
make sure that they are doing exactly what we intended them to do.
But we really ought to leave them aist,)ne. It is really the answer, or
one of the answers, to our inflation problem, creating a supply in our
country to meet the demand. Today the demand exceeds supply in
most of our industries significantly.

Senator Bysp. I think you are right. And the point I am suggesting
in regard to the investment tax credit is that it is not just the Con-
gress that has been taking it on and off, but it is two administrations
which have recommended that it be taken on and off. So I think both
the administration and the Congress were to blame for this yoyo
proposition.

Thank you, Mr. Secretary.

Thank you, Mr. Chairman.

The CnairMax. Senator Fannin,

Senator Fax~ix. Thank you, Mr. Chairman.

Mr. Secretary, we are certainly pleased to have you with us here
today and very proud that you hold this very important position.
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You have certainly been forthright in your statement and also in
answering your questions. I am very proud that you have placed the
priorities in proper perspective.

Tax Rerorm?

I would like to read a statement that I think states the case that I
feel exists today. Tax reform will not serve the public interest if
the results in terms of short-term gains in tax revenues are bought at
the expense of long run costs in terms of employment, national in-
come, social welfare, economic security, and building for the United
States to exert its influence in international affairs in support of peace
and freedom.

Mr. Secretary, do you not agree that the only reforms of serious
consideration will be those that will strengthen this Nation by pro-
viding long-run public benefits?

Secretary SizoxN. Yes, I do, Senator Fannin,

OVERTAXING INDUSTRY

Senator Fax~ix, What I am concerned about is that many people
think we can tax industry more and individuals less, and it will be
very popular, and it will operate to the benefit of the country. Here
we have employment so dependent upon what business is able to do,
and I fear we are unable to emphasize this perspective.

And, Mr. Secretary, our current capital recovery allowances do not
compensate for the confiscation of capital by inflation. You have
talked about the tremendous need for additional revenues to furnish
the capital. You have used figures, I think, of $1.3 trillion—$1,300
trillion will be needed just in the energy industries.

Is it not true that accelerated depreciation rates combined with

investment credits have narrowed the gap between the U.S, and foreign
capital recovery allowances, but our taxes are still behind those of
other industrialized nations?
. Secretary Simon. Yes, I would say that is accurate overall, though
it varies on comparison from country to country. But certainly the
first portion of your statement, I just could not agree with you more,
whether the figure is $1 trillion, or $1.3 trillion, or ends up at $1.5 tril-
lion over the next decade that is needed for the energy industry.

And we seem to focus on that becausc of our recent experience and
neglect to think about the other two-thirds of our capital investment
that is needed in this country in our other basic industries, We seem
to move from one crisis to the next and attempt to react to the crisis
just passed until the next one is upon us. I am just suggesting we
ought to look a little ahead at this $3 trillion or so that must be raised
over the next decade, and refrain from in any way inhibiting the at-
traction of this capital that is going to continue to bring the greatest
standard of living to this country at reasonable prices. ‘

Senator FANNIN, The chairman very forcefully brought out the
issues at hand. And if we do not follow what was advocated by the
chairman, we will be confiscating capital that we require. We cer-
tainly will not be able to do what you feel is so necessary, not onlry
in the energy picture but in the overall needs of our country. We
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have a short supply of many commodities, and if we are going to
meet the challenge that is with us today and that is almost world-
wide as far as the non-oil-producing countries of the world, we
certainfy are going to need adcfitional capital.

The first quarter results show many American companies with
recordbreaking profits. Is it not true though, Mr. Secretary, that many
companies’ profits were bolstered by underappreciation, which ignores
soaring replacement costs ?

Secretary Simon. Yes, that is correct. Inflation contributed a great
deal to profitability, unfortunately.

Senator FanNIN. So when we are using many of these figures, we
are really misleading the public as to what is happeningf?

Secretary Siyon. If you look back, and we are really just starting
that, for the true profitability of all businesses in our country over the
last few years, you will see some of the root causes of some of our
problems. Our shortages in productivity are due to the heavy capital-
Intensiveness that is required, to labor factors and other extraneous
factors. We have to turn this about a little bit. -

What I am suggesting is not the big banker approach, which some-
times I have been, I think, falsely accused of, because if I was taking
the big banker approach, I woulcY be back up there with the big bank-
ers. Basically, w{:at I am doing is honestly—and I could be wrong—
but honestly trying to recommend what I think is in the best long-term
interest of this country and to continue all of the things that our great
free enterprise system has provided us with in the past.

Senator FaANNIN. Well, T assure you that I agree with you in that
respect. And this off-again, on-again basis of handling our different
tax credits and tax programs—it is always casy to talk about what
you can do to see that everyone pays their fair share of the taxes, but
there are many complications involved when we are speaking of tax
incentives, .

Advocates of repeal of the foreign tax credit question why foreign
income tax should be allowed as a direct credit—and that has been
discussed here before—against U.S. tax liability when State and local
taxes are allowed only as a deduction in arriving at taxable income.
AccordingIY', they believe foreign taxes.should not be given more
preferential treatment than State and local taxes. That is one of the
problems we have, is explaining exactly why this exists,

Secretary Siaon. Well, there are two things that sort of stick in
my craw on that, Senator Fannin, One is that State taxes are certainly
si%rmﬁcantly below what the foreign taxes are. Too, sister States have
all sorts of arrangements that enable you to set one tax off against
the other.

Basically, what we are talking about is whether our industries and
our corpﬁanies that wish to go into other foreign countries and com-

te with the other countries of this world and the other industries

rom those countries should be allowed to compete on an equal basis,
And our present tax system, which we constantly work on to make sure
it is equitable,"works in that direction. Qur system is opposed to the
concept of double taxation or even permitting a deduction instead of
a tax credit, because the cost would be prohibitive. It would move com-
panies from a 48-percent bracket, if that is what they are paying in
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one of the foreign countries, to roughly a 72-percent bracket. And
that clearly would force them to sell out.

Senator FANNIN. In other words, the return we now receive and you
Slf)°1}§° abou?t that is so beneficial to this country would just be a thing
of the past

Secrlg,tary SiMon. Yes, and would it have a very deleterious effect on
our balance of payments.

Bexgr1Ts oF U.S. CaritaL INVESTMENTS THROUGHOUT THE WORLD

Senator Fannin. We have done so much in many of the countries in
helping to build their economies, if this were discontinued, then we
would not be in a position to render the same service that has been so
valuable to these other countries.

Is that not true?

Secretary Simon. Yes.

Senator Fan~NiN, We forget about the quid pro quo that has been
forthcoming because we have been willing to make the capital invest-
ments and take the risks in so many countries in the world. And I know
we have criticism of the oil industry for having made these tremendous
investments., And, still, if we look at the overall world picture, we see
that this world as a whole would not have progressed nearly as rapidly
in their developments if it had not been for the industries of this coun-
try going abroad and helping them with the development of the re-
sources, furnishing the technology.

Secretary SimoN. And that in turn redounds to our benefit. We tire
going to be having the first negotiations with the Saudi Arabians who
arrived today. They will be here through the balance of this week
and they have great plans for industrialization and diversification o
their country, which is going to promote jobs in this United States
and exports and all of the things that world trade means to everyone
in this, today, one world. o

Senator Fan~ix. At this time it would be so very critical if we dis-
continued some of these programs that have been beneficial in these
developments. And here we have an opportunity as vou say, with the
Arab countries, Saudi Arabia and other countries, that if we discon-
tinue the incentives for carrying forward on these programs, it would
work very detrimentally to our economy.

Secretary Staon. If T could say one thing: We have to look at incen-
tives on a case-by-case basis, but we also must look at removing the
impediments. We have a withholding and a State tax todav for foreign
investments in this country. It raises—oh, gosh—the number I believe
is $50 million a year in revenues, a really insignificant amount when
one compares that to our total revenues.

Now, this is a real as well as an imagined constraint on foreign in-
vestments, especially when one deals with the very conservative invest-
ment practices in these countries. And it would be very positive if we
could remove that and do it quickly to enable the funds to flow over
here, which of course would be positive for our balance of payments.

We have enough restraints that we need not be concerned about
countries coming in and buying up massive industries and buying up
massive companies. We have got the Defense Department and many
rules and regulations under our antitrust laws that are adequate safe-

¥
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. guards to protect us against that. We should remove these inhibitions
and remove them quickly.

Senator Fan~iN. Thank you, Mr. Secretary.

The CuammaN. Senator Mondale.

STupY OF TAX INCENTIVES FOR BUSINESS

Senator MonpaLE. Mr. Secretary, the President the other evening in
his economic message indicated that there is a highlevel committee or
commission working on studies of tax incentives for business and busi-
ness investment.

Who is on that high-level committee?

Secretary SimoN. Basically, the tax department in the U.S. Govern-
ment is the Treasury Department, and one might say that we are al-
ways studying taxes and tax reform.

enator MonpALE. He indicated there is a special effort.

Who is on that ? :

Secretary Simon. Fred Hickman, who is our Assistant Secretary for
Tax Policy, has been working on these areas to assess the feasibility of
various incentives for savings and investment.

Senator MoxpaLe. Who else is on the committee ?

Secretary Stmon. Oh, to study the capital needs of the future. That
is the Council of Economic Advisers, Senator Mondale.

Senator MonpaLe. Is that what he was referring to, just the Coun-
cil of Economic Advisers?

Did he not say there was a high-level committee ?

Secretary Siyon. That would be the economic mechanism of Gov-
ernment. It would include the Treasury Department and the OMB.
The Federal Reserve, where ap%ropriate, is part of the quadriad, as
well as the Council of Economic Policy.

Senator MoxpaLe. Has this committee met yet ?

Secretary Simon. Not to the best of my knowledge, no, sir. But this
work——

Senator MoxpaLe. When is it going to meet

Secretary Simox. I would defer that to Chairman Herb Stein. But
this work 1s ongoing as far as the Treasury Department is concerned.
We have for a long time done these studies independently, Senator
Mondale.

Senator MonpaLE. I am talking about the Presidential message, in
which he referred to a high-level committee that was working on this
capital problem. I want to know who is on it, when you are meeting,
and what you are considering.

Will you answer that?

S Secretary Srifon. It has not, to the best of my knowledge, met yet,
enator.

Senator MoxpaLe. When is it scheduled to meet ¢

Secretary Simon. I would have to ask Herb Stein that question.

StaTE oF THE EcoNoMmy

_Senator MonpaLe. As I see the present economic policy, we have the
highest interest rates since the Civil War. We have got a restrictive
budget, something like a $12 billion surplus on a full employment
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basis. We have no incomes policy left except in very few limited fields.
We have no policy to stimulate demand in terms of tax relief for the
average consumer. So that, basically, what we have is a policy of
stepping on the brakes very hard, and I gather you think that is going

to restrain inflation. ,

How do you review the results of that policy over the next year
in terms of unemployment, in terms of the average workweek, in
terms of the inflation rate?

Where are we going ¢

Secretary Simon. Senator, I do not happen to believe we are, as you
said, stomping on the brakes very hard. Monetary policy has been
exerting significant influence over the last few months, which has sent
interest rates to these peak levels; there is no doubt about that. Each
time in the last 10 years we have seen interest rates rise in response
to monetary policy, and, I might add, in the absence of fiscal policy
restraints which would enable the Federal Reserve to be more moder-
ate in the utilization of monetary policy. As you know, I do not con-
sider a budget deficit of $1114 billion in 1975 as one of restraint,

Senator Moxpare. What do you think it should be?

Secretary Simon. I think that our direction should be pare our
1975 budget wherever we can pare it and move to a balanced budget
in 1976. T recognize the fact that it is extremely difficult and I have
never, as I have been accused of saying, suggested that we go right to
a balanced budget in 1975. While some people say that 73.5 percent
of the budget is uncontrollable, I do not agree with that and I do
not think any of you Senators would agree with that, either.

Senator MonpaLE. I only have 10 minutes. I want to stay on my
questions.

INFLATION

Where do you think the economy is going this year in terms of
inflation ¢

Secretary Simon. I think the problem in our economy today is one
of demand, and it is a very pervasive demand-throughout our entire
economy. Now, the inflation rate at the present double-digit infla-
tion that we are experiencing right now is going to decline as the
year goeson,
hSenator MonpaLe. Where do you think it will be by the end of
the year.

Secretary Simon. By the end of the year, my judgment is that it
will be 714 to 8 percent, Senator. ‘

UNEMPLOYMENT

Senator MonpaLe. Where do you estimate we will be in terms of un-
employment?

Secretary Simon. Unemployment will certainly move up slightly
from the 5 percent level that it is presently. But we do not expect
that it will reach 6 percent.

Senator Monpare. You do not think it will reach 6 percent ?

Secretary Simon. No,sir.
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ReLier NEEDED FOR AVERAGE TAXPAYER

Senator MonpaLe. As I listened to your testimony today, it seemed
to me that your policy focuses entirely upon the pleas of businessmen
to continue or expand what they call investment incentives, I did
not hear any discussion of the demaid problems which I think exist
in our society, and I wonder how this policy looks to the average
American. He is being asked to pay the highest interest rates in
American history. Their tax bills are rising under inflation as they
get into higher tax brackets, The payroll tax is rising dramatically,
with no exemptions or loopholes for them at all.

He is being asked to pay in terms of unemployment, in terms of a
reduced work week. He is being asked to pay in terms of an inflated
dollar, which has substantially eroded his purchasing power. He is
being asked to pay in terms of a cutback in social programs that are
directed toward him and his family—education, health—housing
is a dramatic example. And the policy of the Government is that he
should enjoy it, it 18 good for him, that in the long run if you just
keep responding to the claims of the major industries such as the oil
industry for higher profit, that is good for him.

Now, I think there is a problem of balance here. When I think in
terms of how Government and economic policy looks to the average
American, it is terrible. I sense today that the average American hears
this and it sounds like Alice in Wonderland. )

Secretary Styow. Senator, we are just dealing with one part of it.
To say that that is our total enunciated economic policy is really not
correct. I do not believe you have heard me enunciate on a proper
balince between fiscal and monetary policy, which most certainly
acts to reduce the demand.

Senator Moxpare. Well, let us just take DISC for example. Here
is & case where many economists claim it is not buying us anything.
More than that, it may be encouraging shortages. And we have a situ-
ation now where export policy is being stimulated dramatically with
the change in monetary values.

This might be a good place where we could save a little money,
and maybe bring some relief to the average person. Your position
is, it is very complicated, we do not have the figures yet, so let us
leave it the way it is.

Secretary Simon. It just has not been in long enough. Our exports
are what keep our dollars strong, and that is extremely important, is
it not, and where we have removed the set-asides—and that is the other
side of the picture——

Senator MonpaLe. But you say you do not have the figures to
justify that.

Secretary Snrox. Well, the operation is slightly over 2 years old, the
DISC corporations, We have allowed these DISC corporations to grow
where today we have in excess of 5.000 corporations, We think it 1s too
early to assess the entire economic impact of the DISC program that
wns legislated. Now, recognizing the fact that there are areas of short-
ages, with the President can suspend the DISC treatment if he deems
that there are shortages in special areas.
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Senator Monpark. It just seems to me, every time there is a tough
economic problem—say the oil crisis—the answer of this administra-
tion is high oil prices. Every time we have got an inflation problem,
the answer is higher interest rates or more tax incentives for big
business.

Secretary Simox. I was not advocating—

Senator MoxpaLe. It may satisfy you, but I think when the average
American looks at the present tax structure, looks at the present
economic. policies, he sees a policy that is loaded in favor of big business
and a policy which does not give a damn about him and his family, and
I do not think they are going to let you or me get away with it.

Secretary Syron. Senator, what in the world did we have to do with
the OPEC nations trebling the price of oil in December?

Senator MoxpaLe. Why did you let 40 percent of the production in
the United States bring the Arab boycott price %

You once said yourself that seven bucks was plenty. It is now $10.

Secretary Styox. Seven dollars was our estimated long-term supply
grice in the Treasury, and that is, as I have said, a judgmental price.

Vhen we bring in the alternate sources of energy and have this ability
for self-sufficiency, that is our judgment of what it will cost.

Senator MonpaLe. In what substantial area have you once disagreed
with the major oil companies?

Secretary Simox. Oh, I would say the mandatory oil import policy.
You can start there. I changed the mandatory oil import program as
chairman of the Oil Policy Committee long before the embargo recog-
imizing that this was a bad idea. And I am sure there are lots of others.

agree——

enator MoxpaLe. Can you think of one other?

Secretary Siymox. Pardon me?

Senator MoxpaLE, Can you think of one other area ?

Secretary Staox. The windfall profit tax would certainly be very
controversial for the oil companies. I think our tax proposals are
punitive for the oil companies as far as the majors overseas are con-
cerned. I am not a captive of big oil or big anything else, as far as that

oes. I do not think we are that far apart when we talk about what
appens when all of a sudden there is a shortage and the spurt in
prices that occurs when demand so far exceeds sup}})ly.

The thing you have to do is look back and see what caused it—all of
the bad government policies running back to 1956 that brought this
shortage into being. That ought to be fair warning for the other in-
dustries where we are looking for the same kind of trouble. We have
to deal with the incentives carefully on a case by case basis. We have to
deal with supply, Senator Mondale, in agriculture and our other com-
modities. We have to deal with the fundamentals, and that is fiscal
policy, to make sure that ¥ovemment just doés not continue to spend,
spen(i as it has in particular in the last 20 years. Then you will begin
to wring the inflationary expectations out of our economy, that are
going to bring interest rates back down to moderate levels where our
people can afford them.

Senator MoxpaLE. My time is up.

The Cuarmax. Senator Hansen ?

Senator Haxsex. Thank you, Mr. Chairman.
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Five Day Exrerts ox The O1L INDUSTRY

Mr. Chairman, I was once Governor of Wyoming, and along with
nine other Governors we visited Japan for a couple of weeks, and then
Southeast Asia for 5 days, and I became a 5-day expert on Vietnam.
It occurs to me that there are some of us around here who have become
5-day experts on the oil industry. Not many years ago some of the
castern representatives were saying that we ought to do away with
domestic production. We ought to close down stripper wells, because
we were paying too much for that oil and that we ought to go abroad
where we could buy it cheaply. It is interesting that some of these
same critics of a few years ago are now damning the international oil
companies and saying, “put them out of business.” I guess it will not
be hard to -put them out of business.

I wonder, though, if the American public will conclude that we are
better off when we have done that.

Senator Ribicoff is not here. T wish he were because I am going to say
that when he criticizes the figures that you have submitted, Mr, Secre-
tary, that he too may not understand as completely as you.

He says the oil industry figures cannot be relied upon. I have heard
him and others speak about the amount of reserves. Reserves, I ask
vou, are the estimate of what can be recovered from the known deposits
at a specific price level with a specific cost incident to that production,

Is that right, is that what is meant by reserves?

Secretary Simox. That is correct, Senator,

Senator Haxsex. And if the price goes up and the other costs do not
rise proportionately, would it follow that reserves could become greater
simply because of the mechanism of price?

Secretary Simox., They necessarily will. because you can drill
deeper, use secondary and tertiary recovery, explore the more expen-
sive climes that I spoke of before. Of course they will go up.

Senator Haxsex. And without doing any drilling, without takinf{
a single thing, is it not a fact that when the price of stripper well
oil went from about $3 a barrel to $10.30 a barrel, we do have wells
that are pumping now simply because it is profitable to pump that oil ?

You spoke about Senator Buckley from New York with 5,300 wells
in his-State, the average production of which it about half a barrel a
day. If that oil were selling for $3 a barrel, my guess is not a single
one of them would be pumping a single barrel of oil.

Is that right?

Secretary Siyox. Yes, and this is a nifty lifebelt., at this time, from
from our balance of payments and our economy point of view. As we
drill the Outer Continental Shelf and bring on the alternate sources
of energy that we so abundantly have in this country, and subsequently
the price begins to come down, these strippers are going to shut down.
And in the interim it is a good idea that we have them because our
alternative is to pay the Arab producers this price and maybe even a
higher price.

Senator Haxsex. Senator Mondale asked when you disagreed with
the oil companies. T think vour response certainly was a good one, T
recall what Winston Churchill once said. He said, the inherent vice of
capitalism is the unequal sharing of blessings, and the inherent virtue
of socialism is the equal sharing of misery.

[y
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Now, all I can say is that maybe there is a better way. Maybe you
have not disagreed with business too much. I have not observed Sen-
ator Mondale disagreeing with George Meany too much. But I do not
think George Meany wants to socialize this country because he knows
pretty well that the workers in this country are far better off than the
coal miners are in England. If that is a hetter way of getting along
than the way we are doing over here it must be different than it
appeared to me in January when I was in England, and the hotel in
which T stayed in London shut the heat off. They had very dimly
lighted hallways. Crime was up because that was practically a
darkened city.

Do you think that, despite all of the things wrong with capitalism
that socialism is as good an answer as capitalism? .

Secretary Simon. Nobody has ever had a system that is better or
fairer to people than our system here in the United States, and we
have got millions of medium- and small-sized businessmen that will
attest to that fact. I wish those people who ask me questions about,
when was it that you last agreed with big this or big that, wonld
call in the independent petroleum people, whether it is the drillers,
whether your marketers or the jobbers, and ask them which way our
policies leaned to make sure that this very competitive force remained
operative during a very extraordinarily difficult period. And they
will respond for the record.

Senator Hansex. Well, Senator Ribicoff asked, what is an adequate
return, and he mentioned what the returns were for Occidental Petro-
leum. He quoted a figure, I think, in excess of 800-percent increase in
profits of 1973 over 1972, according to Time magazine, which is not
always my best source of information, I would say that they said that
Qcclid;ntal’s profits went up in 1973 718 percent over what they were
in 1972,

They did not bother to point out that Occidental had a very disas-
trous year in 1971, that it actually lost money, that the dividends it
paid in 1972 were 1.3 percent on the stockholders investors investment.
And it is true that when they paid 9 percent in 1973, if you figure
out all of the fractions that were in those figures, they did go up 718
percent. I would ask you, do you think that Congress ought to
decide what is an adequate rate of return, or do you believe that maybe
theeAmerican investor might be relied upon to make the best decision
in this case?

Secretary Simox. Why, of course, the American investor is the only
one that can determine what is an adequate—adequate, 1 said—rate
of return. An adequate rate of return is one that will attract the needed
investment for expansion and provide a reasonable rate of return to
the investor, and that is the way it should be. And we can use all sorts
of numbers. Somebody wrote a book when I was very early in the
investment business, “How To Iie with Statistics’, and you know,
recent periods have taught me some new tricks with that, I will tell
you.

Senator Haxsex. Senator Ribicoff is a lawyer, I am a cattle rancher. .
If I were living in the east I suppose I would be called a farmer. I do
not suppose he would think that my idea of what is a reasonable law-
yer’s fee would necessarily square with what he might think is one, nor



39

do T expect that the average physician would believe that it would
serve society well if I were to determine what doctors charge rather
than let them make this decision.

Do you think that the fact that the number of drillers, independents
in this country, declined from- 1956 to 1972 by more than half indi-
cates that the return that they were getting was adequate to bring

out_the kind of activity necessary to sustain the degree of self-
sufficiency we had back in 19567

Secretary Siymox. No. Everyone warned what would happen, start-
ing with the Phillips decision and continuing through all of the other
actions and inactions on the part of the Government, to drilling and
exploration, and to our basic energy self-sufficiency which we en-
joyed. It was predictable. i

Senator Haxse~. There has been some criticism of the profits that
Americau-investor oil companies have made in other parts of the
world. It has been contended by people in the industry and a number
of the others that the United States needs imported oil and T7.S. com-
panies operating abroad need foreign tax credits to remain competive
wtih non-U.S. companies. My question is:

Wonld we be better off if this Congress enacts legislation that will
indeed get American dollars out of foreign investments?

I think the foreigners are doing a pretty good job through expro-
priation of American properties to get ug out anyway.

But should we accelerate this tendency already clearly in evidence
to put American businessmen out of business in the oil operations
throughout the rest of the world ?

Would we be better, in other words, if the Japanese or the Russians
or whoever were doing in instead of Americans.

Secretary Siyox. Senator, you have had on several occasions testi-
mony this vear and last vear on the role of the multinationals and
their beneficial effects as far as the U.S. economy on jobs, exports and
strengthening our balance of payments. Just the very statistic that I
gave before, that we bring back to this country through repatriation
twice as much as is invested abroad each year, is a great demonstra-
tion of that effect, and we should not discourage this, We should en-
courage it prudently.

Senator Ha~sex. Thank you, Mr. Secretary.

Secretary Simox. We are not asking that our companies overseas
have a leg up on their competitors. All we want them to do is to have
a fair chance to compete on an even basis.

The CuarMAN. Senator Gravel ¢

Errects oN PRICE OF PERCENTAGE DEPLETION ALLOWANCE

Senator Graver. Mr. Secretary, in your statement you talked about
the effect of the depletion as being a 55-cent rollback in price on a $5.25
barrel of oil. Now, the companies have an obvious choice. They can
absorb that or they can, as is normal, try to maintain profits, the sup-
posedly exorbitant profits of the day or the not so exorbitant profits of
a year and a half ago. -

If they do not absorb that, then obviously it is going to be translated
to the consumer.

€ e
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_What would the congressional action in repealing depletion mean
right at the gas tank, for the person who rolls up to the gas station?

What is going to be his increase

What is going to be the inflationary push that he is going to ex-
perience as a result of this congressional action ?

Secretary Simon. It is about a penny a gallon. )

Senator Graver. It would be about a penny a gallon increase for
the rollback ¢

Secretary Siyox. Every dollar in a barrel of crude oil translates to
about 2.3 cents. That is at the current price. If you go to a long-run
price, obviously it is going to be higher. But at current prices.

Senator Graver. That is at the $5 price, so if you are talkin
about $9 a barrel, it is going to be higher than that. And you woul%
expect maybe 2 cents.

Now, on the unregulated oil the market forces will operate, but
on the regulated oil they have got to come back to the Government
and ask for a price increase, right ¢ :

Would you guess that the Government would grant that price
increase?

Secretary Simox. T would doubt it. ,

Senator Graver, Then what is going to happen?

You are going to have a compression that will take place.

Secretary Siamox. You are going to have wells shut down.

Senator Graver. Well, would you assume that you might have a
flight of capital that would take the money elsewhere to invest in oil
or energy products?

Secretary Siamox. Oh, there is no doubt about that, or just move to
other industries to invest.

Senator Graven. Move to steel or soft drinks where the return on -
capital is much more attractive than it hasbeen in 0il ¢

Secretary Simon. Yes. ’

Senator Graver. I would like to focus on one major problem right
now, Mr. Secretary, one I am dceply concerned with, and I do not
think the American public is yet concerned with. It will be in 5 years.

The? Cuamyax. Could I just interrupt you one moment on that

oint
. P Senator GravVEL. Sure, if also, Mr. Chairman, you grant me the same

courtesy as we continue on with the questions.

The Cuairmax. I would also ask this not be on the Senator’s time.
T will just use some of my time.

I do not see quite how you arrive at that figure, and I wish you
would just take a pencil and see if you arrive at the same conclusion
that I do. Let us assume that your pricing is correct when you are
averaging out $6.25 on oil, which at the moment is being depleted at
929 percent. Now, that comes down to about $1.37 a barrel, on which
you are being taxed at a rate of roughly 50 percent. But to get that
back it seems to me they would have to raise that price by about $1.35.

Secretarv. Stmon. On a barrel of eride?

The CramrMan. On a barrel of crude. And you estimate that it is
worth 2.5 cents a gallon at the pump.

Senator GraveL. One cent was the increase. : i

The ' Crarrmax. Well, no, that $1 inerease in a barrel of oil means
2.5 cents at the pump. I heard you use that figure on television.
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Secretary Simox. 2.3 cents, that is what our calculations are.

The Cratrman. Well, you say 2.3 cents, but if you multiply it by 1.3
or 1.35, to me that comes out just about 8 cents,

Secretary Simon. I have all my number jockeys here figuring
feverishly. o

The CrammaN. In other words, it seems to me that that answer
you are giving is not {aking into account the fact that when a person
makes it back he has to make it back against a 48 percent tax rate.

Secretary Siarox. That is correct.

The CuamrMan. All right.

Now, so if you take alFthat into account it looks to me as though my
mathematics would put it much higher than that 1 cent,

Mr. Hickmax. He has got to get $1.37 a barrel back.

The Cramrman. Right, and he has got to get it back against a 48
percent tax rate.

Mr. Hickymax. That is right.

The CramrMAN. Now, I wish you would have one of your people cal-
culate that through, because that means to me that he has got to raise
his price by $1.35. Assuming you are letting him make about what you
.think he should be permitted to make at this point, he is going to have
to raise the price by almost 8 cents a gallon.

Senator 8RAVEL. I wonder if, Mr. Chairman, if they could not sup-
ply that for the record, because we will need this on the floor in debate ?

{r. Hrckaax, It is about 8 cents a gallon on the $6.25 barrel.

The Cuamrmax. I sat down at night and calculated, and I have sat
down in the morning and calculated it, and I have run it past the
majors and I have run it past independents, and it sounds to me as
though you are talking about roughly 3 cents a gallon. Now, that is
what the consumer is raising the devil about right now.

It is costing too much at the pump. Now, if this increase has to be
passed on through, I think you ought to tell him that this tax increase
means that when he drives up to that pump where he is raising the

devil about the 61 cents, it will mean 64 cents. .
© Secretary Siyox. It is going to take $3 billion out of the economy.
Every penny is about a billion dollars,

Fixpine Moxey Ix Exerey R. & D.

Senator GraveL. That is the point I want to get to. It is going to
tako $3 billion in potential productive capacity in a critical aren, what
we recognize as a critical area today—energy.

There are two a {)roaches to the problem. One is, of course, the
financing of the pu{: ic effort which is going to be ERDA, and if the
Government chooses to get into this legislation, to guarantee loans to
refineries and a whole host of others. That is one cost. Now, since you
are recommending going toward—and I accept that—going toward
a balanced budget, where are we going to get the monev to finance
this increased cost, the minimum of which under Senator Jackson and
President Nixon’s proposal, is about $2 billion a year?

We are only spending a billion at present. I think it is less than
that because of some impoundments, So that means we have to come up
with a billion. plus additional monevs that are not presently being spent
on governmental efforts for energy.



42

Now, where is that money going to come from? :

Secretary SiaoN. No. 1, we must succeed in cueting back our
demands on the capital markets. Today in the debt markets alone the
U.S. Government, the Treasury and federally sponsored agencies pre-
empt 62 percent of our capital markets. If we reduce our gﬁmands on
these markets—obviously, there are other people trying to raise capital
who become disadvantaged. Qur securities are the highest rated securi-
ties in the world, and they preempt the people at the bottom of the
ladder—the mortgage moneys, the Xeroxes of tomorrow, the needed
investment. :

But many industries need the funds. So this is a reduction in demand.
A reduction in demand also reduces interest rates,

Senator Gravewr. I think what I was asking—I do not want to touch
the private sector yet. I want to find out the role of the Government—
because we are making a lot of speeches in Congress about what we are
going to do to solve the energy crisis and make this Nation independ-
ent. You know, next year we are going to be facing the balance-of-
payments loss of $15 billion, plus or minus.

1at 1 would like to know is, if we are going to deal honestly with
the American people, where are we going to get the money to finance
ERDA?

Where is it going to come from ¢

Do you know of any plans?

You are the Treasury, you are the administration.

Where is the money going to come from for us to finance this great
R. & D. thrust to create these jobs and these alternate sources of energy
or known sources of energy ?

Where is that money going to come from¢

Secretary Simon. Unless, Senator, we wish to increase taxes, which
we are not suggesting that we do, or indeed create a larger budget to
finance the $2 billion a year for the next 5 years, as the R. & D. pro-
posal of the President stated, we have to reorder our priorities in this
country.

Senator Graver. Right, we do.

Now, if we win, so that there is no increase in taxes, there is going
to be no money there. If we then go the route of additional debt financ-
ing, we know that really what we are doing is robbing other sectors
of our private economy which you just talked of, because the Govern-
ment is going to have to go out and get that money to do it.

Secretary SnyoN. Not only that, but you are levying a tax through
inflation on every American citizen.

Senator Graver. Right, there would be no increase in jobs out there
in that productive area of society. So, unless we go into more debt or
raise taxes, the Government is not going to do one single thing to
increase our potential independence with respect to energy.

Is that a fair statement ?

Secretary Siaron. Well, there again you leave out the reordering
of budget priorities.

Senator Graver. Well, in your experience with the Government and
with the Congress, is it fair to expect, with the crunch we have on
today, that we are going to see an appreciable reordering to the tune.
of $1 billion plus, to satisfy this new energy area ?
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Secretary Sivon. I must admit, Senator, that I am for the first
time—and I do not think I am politically naive—becoming optimistic
that double-digit inflation has frightened the American people, and
that they are going to be willing to focus in on the real long-ran
problem” of Federal spending. The budget bill that is going to the
Congress right now is a step 1n that direction, where the administra-
tion and the Congress are going to work together to bring our spend-
in%into proper perspective.

enator GRAVEL. So what you are saying is, probably the only
avenue of intelligent action in the energy crisis is taxation?

Secretary Simox. I am talking about cutting the Federal budget.

Senator Graver. Well, when you cut the Federal budget you are
compounding the lack of funds in this Project Independence. So my
question is, going back to your other answer, it is going to have to
happen through taxes, right?

ecretary SiaoN. We %ft higher revenues each year. Part of it, ob-
viously, comes through the inflation process, and part of it through
the increase in revenues and earnings of these corporations, and that
enables us to grow at reasonable rates.

Senator GraveL. Well, we have not even touched the private sector.
I am still trying to focus on where we are going to get the money to
30 the governmental activities. I do not think we have pinned that

own.

Secretary Simon. Part of it is going to come from the private
sector. Part of it is going to come from increased savings in this
economy.

Senator Graver. Do you think that will be enough to handle the
governmental thrust?

Secretary Simon. Yes, sir. Indeed, I do. If we do our fiscal job
properly here.

Senator Graver. The point I am driving at is, I have offered a pro-
posal to create an energy trust fund to take some money from our
society and focus it on the problem area.

You do not think that would be niecessary at this point in time?

Secretary Sison. The trust fund proposal we continue to study -
downtown, Senator Gravel. There is a fundamental bias on trust
funds. They seem to have stayed long after their useful life. We are
looking at ‘all sorts of alternatives, such as trigger mechanisms, et
cetera. But we have at this point reached no conclusion on them, al-
though we think it could be done from the regular appropriations
and budget process.

Senator Graver. Well then, I think you can join the congressional
club that exists in this country today—that is, that nobody has come
up, including the administration, with a meaningful proposal to raise
the significant money in the public area to do something about Project
Independence. Thus far it is all rhetoric.

Now, let. us move to the private sector. We reccived estimates in
testimony before the committee that the private sector is going to
need about $500 billion to approach independence. $500 billion.

Now, where is that money ﬁoing to come from ¢

Secretary Srmon. Well, when one looks at the makeup of our capital
market, I think the figure is probably closer to three-quarters of a

34-639 O - 74-4
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) &rilhiém and it might even approach a trillion dollars, over the next
ecade.
Senator Graver. Well, the world requirement is about $1.3 trillion.
But ours could be as high as three-quarters? .
Secretary Simon. Sure. I think that is—
Senator GraveL. And being conservative as to what our need would

Secretary Simon. If one looks at the past decade, the energy in-
dustry basically has demanded from our capital sector about 22 per-
cent of the total capital invested in our industries in this country, and
this is going to rise to about 30 to 31 percent in the next decade.

Well, this is a significant increase certainly.

Senator GraveL. What numbers are you talking about there, Mr.
Secretary ¢

Secretary Simon. You are talking about somewhere between $2.25
and $3 trillion domestically, if one wants to take all of the variables
as far as total caﬁital investment in this country—and remember, that
is judgmental—that one has to crank in lots of economic forecasts in
that growth. But that is a ballpark number,

Now, we have succeeded in the past during noninflationary periods,
where profitability is adequate in industries—and this is an important
point in it, that if we begin to restrict the profitability of any sector
of our industrial complex, investment funds flow to other sectors and
they become—— :

S};nator Graver. Mr. Secretary, moving out of the theoretical
areas—— :

Secretary Simon. I am not being theoretical: I am being actual.

Senator GrRaveL. But there has been no profitability worthwhile in
oil for the last 15 years except for this last year, and everybody has
panicked. Everybody thinks it is excess windfall profits, the adminis-
tration included. Otherwise they would not even have come up with
the windfall profits tax.

Secretary Simon. Senator, they basically have been able to, up to
this time, attract sufficient capital to perform the functions worldwide
that they were performing.

Senator Graver. Worldwide—we arve talking about Project Inde-
pendence, not Project Arabia.

Secretary Simon. Now that is what we talk about. What is needed
if you believe that the free enterprise system——

Senator GravEL. But the last 15 years has seen a flight of capital
from this country in energy, and we look to investment tax credits
and all of these other, what I think are really red herrings in the issue.
But look at the fundamentals—it has not been a problem to invest
in oil and gas in the United States.

Secretary Siyon. The fundamentals are it has been a hell of a lot
more profitable to invest overseas.

Senator GraveL. Right, or in Pepsi-Cola or in Coca-Cola.

Secretary Simon. Yes.

Senator Graver. Right. So since there is a flight of capital, what
is being done to enable the private area to raise this $500 billion ¢

And that is why T was saying that your earlier statement wes theo-
retical. I want to know how much money is going to be raised this
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year to meet this increment of the private sector’s responsibility for
the next 10 years?

The figure I have is somewhere between $5 and $8 billion which is
going into plant expansions to meet these independent needs.

Secretary Soyon. Senator, I think what is going on in the market-
place right now as far as our energy industry domestically is con-
cerned speaks for itself. We have controlled oil at $5.25 versus con-
trolled oil at $3.40 a year and a half ago, and the new and matched
barrel, trading amnndY $10, which have acted as the incentive to attract
needed investment in this area. Drilling is up 40 percent this year.

Look at the prices we are getting for our leases.

Senator Graver. That is because of the deregulation of oil. That is
because of $9-a-barrel oil. That is why they are drilling more, is that
not right?

Secretary Simox. And also the $5.25, to a slight degree. But
basically, for the free market price, I agree with you.

Senator Graver. But in quantitative terms, I go back to the figure
I just gave youn, between $5 and $8 billion %zoing into this area, You
just multiply it out by 10 years, it is $80 billion, That is $420 billion
shy of what the private sector needs to do the job. :

Secretary Siyon. Well, there again you are using estimates. We
do not know whether it is $8 billion or $7 or even $10 billion in the
overall industry, because one cannot get the total handle on what the
independents are making as far as these small partnerships, et cetera.

Senator Graver. Well, I am not off that much—give or take $2 bil-
lion, We are still $400 billion shy.

Where is that money going to come from?

Secretary Siymox. I'do not have the numbers of the independent
sector because I guess we would have to go through every tax return
of every oil owner, of which there are hundreds of thousands in this
country, to assess the independents. They raise a significant amount
in this country, and if we allow profitability in that industry they are
going to continue to be able to attract this investment.

Senator Graven. The Congress has not indicated any disposition
toward that. In fact, we passed a law to roll back the price of oil.

Now, how can we, as public officials, sit here and talk about incen-
tiv]gs té) industry when the Nation cries out for exactly the opposite
policy

Secretary Simon. The President vetoed that law and they are still
attracting this investment, enabling them to have a market for this
new investment,

Senator Graver. That is the point I am making, that investment is
somewhere between $5 and $8 billion, and that is not even near enough
to do the job. I just point that out.

Sexator GraveL's Boxts BipbiNg AND SoraR ENERGY AMENDMENT

Let me not use up any more time, but give you, Mr. Secretary, two
amendments that I have prepared. One 1s to discontinue the present
practice of bonus bidding, and I would like Treasury’s comments on
that because I think it 1s ridiculous to rob Peter to pay Paul. We
don’t want the oil companies to make excessive profits, but we want
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them to do a job. So I see no point in taking money from them, putting
it in the Treasury Department, then finding another way to get it to
them. Let us let them put that money into the ground and find new
oil so the American people can get that oil. That is one of the
amendments I have.

The other is for solar energy. Now, I think Senator Ribicoff or
others brought up the problem, how do we get people moving in the
solar direction? I do not mean just mirrors on your roof. I am talking
about hydrogen cells and that whole gamut of areas. I have an amend-
ment here which would permit Mr. John Q. Public, who owns a home
or who lives in an apartment, to take a $3,000 tax- deduction if he
transfers his heating and cooling system into a solar system.

Now, I think this would create a whole new industry in this coun-
try, create jobs and get us moving in an alternate method. I would
like the comments of Treasury, because I intend to offer this amend-
ment the first opportunity on the floor of the Senate. It will be a step
in §etting this Nation moving in an intelligent direction.

ecretary SivoN. I would be delighted to look at that. I am
especially interested in——

Senator Graver. Well, I will give you these amendments, because
these comments will be used in the course of debate. If they are nega-
tive comments, well, fine, I think we will continue even 1f they are
negative. I want to caution you in this regard: We are in danger of
continuing in the do-nothing policy that exists in the Congress and
in the administration with respect to energy. The words of Project
Independence will be nothing but rhetoric and the American people
will find this out as we go deeper and deeper into the fiscal problems
of the balance of payments, W{lich I think you truly recognize.

Thank you, Mr. ;Secretary.

Secretary Siyon. Thank you, Senator.

The CuatryMaN. Senator Dole?

Senator DoLe. I do not have any questions. I had to be absent for
about 50 minutes, and you probably covered most of the questions
anyway with respect to independent producers and also the minimum
tax. I think the administration’s minimum tax proposals are much
more effective than those we have now, and even the proposed changes,
and I think it indicates a commitment on the part of the administra-
tion and the Secretary to do something about it, something meaningful,
not based on emotion but based on the proper approach. And it is now
12:30, and I will forgo any questioning.

Neep ror ENErRGY INDEPENDENCE

The Caatryax. Mr. Secretary, I would just like to come back to one
or two things that have not been covered so far. I for one have been
making speeches for about 20 years trying to tell people that if we
did not have the capacity to produce our requirements of energy in
this country it could lead to some very unsatisfactory results, to say
the least. When the Suez Canal was closed at the time of the first
Israeli-Arab fight, we had enough surplus capacity on hand that the
public did not even know that foreign oil had been shut off. In fact,
\\}"e hadlgnough surplus to go to the aid of friendly countries around
the world. ‘
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Then we had another case or two of that sort of thing while we still
had enough capacity that we could make it. But when the industry

.continued to operate on the economics that made it far more profitable

to produce overseas than produce here, and a lot of good economists
with good credentials were saying that we ought to be buying our oil
in the world market because it could be produced there more cheaply,
we found out what it means when these foregin countries were able
to impode a national cartel, not a company cartel but a national cartel,
price on world oil. And we really did not feel the full bite of it even
then because we still had about one-third of those foreign imports
coming in, did we not.?

Secretary Siyon. Yes, sir.

The CHairMaN. Now, to cut off the other two-thirds, those lines 4
blocks long would have been nothing compared with what we would
have had to contend with when we struggled through that situation
last winter.

Is that a fair statement ?

Secretary Simox. Yes, sir.

ResipexTiAL VETO oF Q1L Price RonuBack Birn

The Crratryan. Now, you were the Energy Administrator and you
tried to move toward an independence in this country during that

~ period of time. The popular conception, including, I think, even the

majority of people in Louisiana, still thought that this was something
that the oil companies had contrived in order to find a way to impose
a price increase on the public. That in turn led to the Congress voting
through a rollback on the nrice of oil, which the President vetoed.

Why did you recommend that he veto the price rollback ¢

Secretary Siyox. Because it would have created longer lines and I
had enough troubles at that time anyway.

The Criamrmax., Was it not a fact that you simply were looking
at what it would take to attract capital to find more energy, and if
you rolled back the price that would mean less energy here in the
United States rather than more energy ¢

Errect or REMovaL oF THE DEPLETION ALLOWANCE

Is it not true that the depletion allowance has been discounted in the
marketplace a long time ago?

Secretary Siox. There is no doubt about that, and I think that the
very fact that some of your major oil companies today are calling
for the removal of the depletion allowance is very illustrative of that
fact. It has been a millstone around their neck and they do not get any
benefit from it. So remove it.

The Cramryan. But look at who said that, Atlantic Richfield, and

‘look at their big developmental costs in Alaska and look at what their

foreign tax credit was worth to them in their overseas operations.
Would you mind taking a look at their tax return and see whether it
really would have cost them any money to repeal that depletion
allowance, if yon look at their overall operation ¢
Do I have to get a request from this entire committee for you to
take a look at that tax return?
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Secretary Sion. No, sir. I promise you I will.’

It has not been used in the foreign countries, has it Fred ?

Mr. Hickman. You are talking about the domestic depletion?

Secretary Simon. And foreign, overall.

The Cuamraran, 1f you had just repealed the depletion as far as
Atlantic Richfield is concerned, would that have made a substantial
difference in the taxes they paid ¢

Mr. HickMan. I cannot answer the question.

Why do you not pull the tax returns and try to make a study of it?

The CualrMan. My guess is it would not have meant much of a tax
increase for them, and it would have had the advantage of putting
out of business a lot of their independent competitors. Now, 1 am
told by the independent producers that that type of a tax increase on
them which they are in no position to pass along unless the majors
raise their prices, means that 50 percent of them will have to go out
of business.

So it might very well serve Atlantic Richfield’s purpose to reduce
the competition in the industry, while at the same time repealing a
provision of the tax law that does not mean very much to them.

Mr. Hickaan, It is hard to see, Senator, how tliey could fail to have
their taxes go up if domestic depletion were eliminated. The credit
does not really do anything with respect to the U.S. source income.

‘But maybe.

The Cuairaran. Well, if you take a look at their developmental ex-
penses and you take a look at their foreign tax credits and their over-
seas operations—-— ,

Mr. Hickman. That would not affect the domestic situation, That
would aftect other foreign operations, but not domestic.

‘The Cuairman. Well, if they have enough developmental expense,
enough depreciation on their filling stations, enough depreciation on
their pipelines and the refineries, it just might not make any substan-
tial ditference to them, especially if they can anticipate an increase in
the price of oil to go along with it. »

Mr. Hickman. That is right, any time you get a price increase in
lieu of a subsidy you are all right.

Magor OiL Coypany Prorits SEEN Hurring INDEPENDENTS

The CuaryaN. Well, so far the independents say that what has
been happening here is that the majors are reporting windfall profits
on their foreign oil. A lot of those so-called windiall profits are a
mere bookkeeping profit resulting from devaluation of the dollar,

Is that not correct?

Mr. Hickaan. Yes, that is correct. There is a substantial amount of
that in the foreign earnings of large companies. )

The CuairdaN. Because the dollar is worth less they collect more
dollars and the result then makes them appear to have made more
money.

Yoz are familiar with that?

Mr, HickmaN. Yes.

The CuArMaN. In addition to that, they had inventory in the pipe-
lines, oil at sea, oil in their tank farms, oil in their refineries, even
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oil in the filling station tanks that had not yet been sold, so the price
increase caused a great deal of profits b]‘; the increase in the value of
the inventory when the Arabs increased their price.

Is that not correct

Mr. Hicksran. That is right.

The Cuarrsran. All right.

Now, the independents will be saying to us that here were un-
expected profits that the major companies achieved. especially in
their foreign oil. But the proposed response to that is to punish some-
body, and that the people about to be punished are the independents
who are not making the windfall profits.

You are familiar with that problem?

Mr. Hickaan. Yes. I think it is true that the large companies have
a major portion of the increase in their profits attributable to what
has happened abroad. It is also true that most—some 70 to 80 per-
cent—of what they produce abroad they sell abroad. They sell to the
Japanese, the Germans, and so forth. So we do not have in that situa-
tion—to the extent that it is sold abroad—the American consumer
paying the price of these additional profits. The windfall tax that the
administration proposed was based on the premise that the American
consumer was footing the bill for the increased price of domestic pro-
duction, which had risen to abnormally high levels, and that in fair-
ness to the American consumer we should return part of that to the
Government.

We did not apply the tax or did not propose to apply the tax aboard,
because the American consumer was not bearing the brunt of that.
There really was no reason why we should penalize American com-
panies if they made profits selling to the Japanese and the Germans at
the same price that the German and Japanese companies sold to their
own nations. In addition to that the OPEC nations were exacting
their own windfall profits taxes in the form of higher prices as fast
as they could figure out what they should be. And as Mr. Simon re-
ferred to earlier, they still do not know retroactively for the last year
what the price to some of the foreign governments will be for some of
the oil that they produced. So the foreign situation is clearly a dif-
ferent one, But the windfall tax that we were directed to was on
sroduction here, because that is what the American consumer was foot-
ing the bill for. It was on the prices of domestic production, and both
the large companies and the small were getting the prices and would
pay the tax. ‘

The CuamryMan. Gulf Oil Co. bou§ht an ad in the Washington
newspapers in which they said that if you separated out the profits
made from foreign oil from their income, and then you separate out
the profits they made in their chemical operations and their refinery
operations, and with their filling stations, and then took a look at how
much they made with their oil production operations, they made less
{)m}ney producing oil in this country this year than they did the year

efore,
.Are you familiar with that?

Mr. HickMaN. Yes, T am familiar with that, and T think their posi-
tion is that they really had some very large losses. They did not do
well domestically.
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SeraraTING Forelex Om Prorits I'rox Doyestic ProriTs

The Crairaax. Now, have I asked that you make some effort to sepa-
rate the profits in domestic oil from those in foreign oil?

Are you making any headway with that?

Secretary Siyon. Yes, sir. We are getting those numbers from the
companies. We have to call each one, and their accounting system is
very intricate, and it is broken down into refineries, tankers, and all
the rest of it. So we are compiling that now, That is going to he part
of our study.

The Cuamyax. T think that the Congress ought to know when it
votes on this matter what the best information is on that subject. It
is my understanding that there have been large profits in tanker rates
and shipment of oil on the high seas. because there has been a scarcity
of tankers. There have been large profits because of devaluation of the
dollar. There have been large profits because the Arabs insisted on a
tremendous increase in the national take of their countries. And there
have been profits because of the increase of the value of inventories
resulting from all of that. )

But it would scem to me that to punish the domestic producer who
is the one that we can control and the one who is holding the price of
energy down domestically to the equivalent of four dollars a barrel,
when you average oil in for gas, is a very unfair thing to do just
because somebody over whom he has no control and with whom he has
no business to do is charging $9.50 for a barrel of oil produced in
Saudi Arabia.

Do you agree with that ?

Mr. Hickarax. Well, T think so far as our tax is concerned, we were
not attempting to penalize anvone. What we were attempting to do
was to collect back for the government a part of the windfall that
resulted from abnormally high prices on oil sold to .American
consumers. ,

Secretary Siyrox. Without removing the incentive for drilling.
A year and a half ago prices were controlled at $3.40. and if the wind-
fall tax came into play after 3 years, which we estimated to be the
long-term supply price, that appeared to be very adequate.

The Ciamyrax. But that is not what T am addressing myself to.
T am looking at a situation such as an oil man told me about where he
had committed to him $12 million to go out and drill for more oil, and
when all of the legislative proposals came in—to remove the depletion
allowance, roll back the price of the oil. to do these various and sundry
things to punish the domestic producer for the sins of somebody in
Saudi Arabia somewhere. where has has never been and never expects
to go—that his whole $12 million dried up.

Secretary Surox. T can believe that. Evervone in that industry back
in January and February at the height of the emotion. with all of the
proposals, as you sav. being put forward. thev had no idea what was
going to happen to the industry. Tt seems that it is a shame, but the
word “profitabilitv? has become a dirty word today in our country in
many industries. If we do not allow our companies, big, small. and
medium. to earn an adequate rate of return, the consimer is just going
to pay the price in the final analysis.



51

The CramryaN. That man further told me that he went to a chemi-
cal company that does not have much oil })roduction, if any, and they
agreed that they would find him $12 million to go drill for oil, pro-
vided that this man would provide the oil that he would find to the
chemical company. Now, he tells me that with the allocation law he
will not be nb]Ie)a to do that. So his $12 million is gone all over again, and
his only hope is that the allocation law would expire next year.

What advicecan I give him?

Secretary Siyox. We hope you will let it expire.

The Citamraran. Well, thank you very much, Mr. Secretary. I think
you have made a very fine presentation before us. I apologize for im-
posing on you. I know you are a very busy man.

Secretary Siyox. It is always a pleasure, sir.

[Whereupon, at 12:40 p.m., the hearing recessed, to reconvene at
10 a.m., June 6, 1974.]
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TAX INCREASE PROPOSALS

THURSDAY, JUNE 6, 1974

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10:10 a.m,, in room 2221,
Dirksen Senate Office Building, Senator Russell B. Long (chair-
man) presiding.

Present: Senators Long, Byrd, Jr., of Virginia, Mondale, Gravel,
Bentsen, Bennett, Fannin, Hansen, and Dole.

The CrarMAN. This hearing will come to order.

Is Senator Dewey Bartlett in the room?

Senator, we would be very pleased to hear from you today on the
various tax reform proposals that we are in the prospect of voting on
in the near future,

STATEMENT OF HON. DEWEY F. BARTLETT,‘A U.S. SENATOR FROM
THE STATE OF OKLAHOMA

he DEPLETION ALLOWANCE

Senator BarrLerr. Mr. Chairman, members of the committee, I am
pleased to have the opportunity to address the members of this com-
mittee on the subject that is all-important to the consumers of the

~Ul;iited States if they are to have adequate energy supplics at a reason-
able price. ‘ .

Aspyou well know, the depletion allowance was devised as a method:
of fair income tax treatment towards the extractive industries, and
has been in effect since the first-income tax law was enacted under the
16th amendment to the Constitution in 1913.

1 suppose if you refer to the depletion allowance as a loophole, you
could also refer to the income tax as a loophole in the taxpayers pocket.

Although the method of calculation of the depletion allowance has
been revised and lengthy debate over the merits of the depletion allow-

.ance has occurred through the years, the basic concept of fair and
gquitable tax treatment for a depletable asset has continued for over
0 years.
side from the fair tax treatment issue, the committee will also
through testimony be able to determine the effects of the depletion
allowance to judge whether they are desirable or undesirable—if they
are in the consumer’s best interest or not. I know that the committee is
- seeking information from all interested parties—independent pro-
ducers, major oil companies, as well as consumers. I hope the list of
witnesses will also include representatives of the royalty owners.

(53)
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There is one inescapable fact—reducing the depletion allowance
would increase energy prices for consumers in the United States. If
the higher costs of operation reflected by the increase in taxes are
not passed on to the consumer in the form of an increase in the.price
of domestic crude oil, then all exploration activity will be sharply
reduced. If oil field activity is reduced, then we must depend upon im-
porting more unreliable and high-priced foreign oil. So it is inescap-
able etiher way—the consumer will be faced with higher prices.

The last 9 months have been very emotional. For the first time
Americans have been faced with a shortage of energy supplies which
have been taken for granted during prior years. Constructive action
is needed to overcome our energy deficiency. This is no time for puni-
- tive action aimed verbally at the major oil companies but actually

hitting the independent producers and consumers. The recent in-
creases in major oil company profits have been earned overseas—not
from the depletion allowance. o

This is a time for incentives, not disincentives. The uncertainty
created by Congress with proposed rollbacks and. tax revisions can
only serve to delay the domestic activity that could further relieve our
dependence upon unreliable and high priced foreign oil. The petro-
%eulm industry should be given the green light, not a blinking orange
ight.

gAny reduction in the depletion allowance would be far more dis-
astrous to the exploratory activities of the independent producer than
it would be to those of the major oil company. I am sure subsequent

- testimony by independent producers will bear that out.

Reducing the depletion allowance would definitely decrease com-
petition in the petroleum producing industry. The independent op-
erator drills about 80 percent of all domestic wells. He depends to a
great extent upon outside capital to finance these high risk, oil finding
ventures. -

A reduction in the depletion allowance would severely hamper an
independent’s ability to acquire this outside capital, and I say this,
even if the additional costs were passed on to the consumer. This is
because of the tax advantages to a prospective investor-in a high risk
venture..

Also, the independent operator produces an estimated 80 percent
of the domestic stripper well production—those wells which are mar-
ginally economic. A small reduction in the cash flow of this marginal
production could mean the difference between continued production
and abandonment of many of these leases. :

This committee should attempt to define the effects of lowering the
depletion allowance from 27.5 to 22 percent in 1969. My information
is that domestic expenditures decreased about $500 million because of
this decrease in the depletion allowance, which had the effect of re-
ducing the value of cru(ﬁa oil by approximately 17 cents a barrel.

This was.the final blow to many independents, whose numbers were
reduced from 20,000 to 10,000 over a 15-year period ending in the
carly seventies by low profits resulting from the Government policies
during that period.

Another important fact is that the average tax benefit to an oil com-
pany is well below the 22 percent of gross income. This is especially
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true of the independent operators because the depletion allowance is
either 22 percent of the gross income or 50 percent of the net income,
whichever is the lesser.

In the latter stage of the life of a producing lease, the operating ex-
penses approach the gross income. The net income becomes small and
therefore 50 percent of net income is far less than the 22 percent of
gross income. For that reason, several smaller operators in my State
estimate that their overall benefits from the depletion allowance aver-
age anywhere from 12 to 18 percent—far below the 22 percent figure.

At this time I would like to suggest that the committee consider
eliminating or revising the 50 percent of net income limitation on
the depletion allowance to allow the continued production of margin-
ally economic production. ,

During the I;’Vorld War IT energy shortage a substantial Federal
subsidy of from 20 to 35 cents per barrel of crude oil was paid to pro-
ducers in order to prolong the life of marginal oil wells, to encourage
workovers and infill drillings,

As I have said, the reduction of the depletion allowance has a rela-
tively more severe cffect on the independent producer than it would
have on the major oil company because the major oil company could
partially make up for the decrease in cash flow by raising the prices
of refined products. But to the extent that the major oil companies’
cash flow would be reduced, capital and therefore investment to in-
crease oil and gas and alternate energy supplies would be restricted.

Exeray Serr-SurricieNcy axp Oin Coxrany ProriTs

This Nation is not going to develop domestic energy self-sufficiency
unless the necessary capital commitments are made. The capital re-
quirements, as I am sure the chairman knows, are staggering. These
capital requirements can only be filled if there is adequate cash flow
to sustain equity commitments and debt service.

In other words, the borrowing ability of the industry depends upon
its cash flow. Therefore, the ability of the petroleum industry to
respond to our energy needs depends upon the combination of fac-
tors that make up cash flow—net profits, depletion allowance, intan-
gible charge-offs, and return of eapital through depreciation.

It is important to note that major oil company profits, which appear
to be the general stimulus to criticism of the petroleum industry, have
not occurred because of the depletion allowance. John Winger of the
Chase Manhattan Bank has explained very aptly in a paper entitled
“The Profit Situation” that the major oil company progts have in

eneral occurred on forei%-n operations because of factors over which
the major oil companies had no control—principally devaluation of
the dollar and price increases established by the OPEC countries.

Foreign tax credits are much more important than the depletion
allowance to enable the major American oil companies to compete
successfully with foreign oil companies on a worldwide basis.

Mr. Chairman, 1 request that the article I mentioned by John
Winger, “The Profit Situation”, and a recent study by the Petroleum
Information Research Foundation Inc. on foreign tax credits be in-
serted into the record at the conclusion of my remarks.

The Cuairya~. Without objection, that will be done.

Senator BartLETT. In 1973 more than 85 percent of the increase in
profits of the 30 largest oil companies resulted from profits realized
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outside the United States. The 30 major multinational oil companies
earned in 1973 $4.354 billion in the United States and $7.368 billion
in the rest of the world. Compared to 1972, that was only a 19.1 per-
cent increase domestically and a substantial 130 percent increase in
profits from the rest of the world.

Much of the profit from foreign operations is being reinvested in
domestic operations. Over the past 5 years expenditures domestically
have exceeded domestic profits by 80.6 percent. The same companies
expended on foreign investments 47.7 percent more than their forei
profits. It can readily be seen that the ratio of expenditures to profits
demonstrates that the major petroleum companies are committed to
increasing domestic production. It can be seen that profits from foreign
operations are to a significant extent subsidizing domestic investinents.

Tax TrReEATMENT oF Rovarry OwNERS

Mr. Chairman, last but not least, I would hope that the committee
will address itself to the interests of the royalty owners—these, of
course, mostly are landowners, as you know—to make sure that they
receive fair and equitable tax treatment upon the selling of their ir-
replaceable assets.ql‘he rights of the royalty owners, the original rin-
eral interest owners, are often overshadowed by the interests of the
producers and consumers. -

Mr. Chairman, I am sure that this committee intends to investigate
fully the effects of changes in the existing tax treatment for all
concerned.

Mr. Chairman, T might add. as far as royalty owners are concerned,
there are an estimated 500,000 in the country.

The average price of domestic crude oil has increased substantially—
but the principal cost of oil and gas exploration has skyrocketed, too.
The prices of steel tubulat goods, oil and gas leases and contract drill-
ing have more than doubled for many operators in recent months.

The rate of drilling oil and gas wells has increased substantially this
vear. There is a real momentum and confidence developing in an in-
dustry which has been squeezed dry by 20 years of direct and indirect
price controls.

The stability of any industry is important to maximizing its cap-
ital investment. This 1s particularly true of a high risk industry.

Reducing the depletion allowance will continue the instability of this
cil industry and jeopardize the increasing momentum of the current
exploratory effort.

n order to achieve energy self-sufficiency, the oil and gas industry
needs a consensus of support from the Congress, not a consensus of
punishment.

If the goal of legislation to lower or eliminate the depletion allow-
ance is to punish the multinational oil companies, the sponsors of this
legislation may as well forget it. The effect will be like trying to sink
a battleship with a bow and arrow.

But there would be an effect—which T believe would be disastrous—
the major oil companies would end up with a larger share of the oil
industry and the independents a smaller share, There would be many
less independents. There would be decreasing competition in the petro-
leum industry. ) )

- Mr. Chairman, I appreciate this opportunity to address the com-
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The CuamrMaN. Thank you very much for a good, well-reasoned
statement, Senator.
DEPLETION ALLOWANCE

I find it unfortunate that there is so much misunderstanding about
percentage depletion. I hear some people speaking of it who still do
not know what it is, debating against it without knowing what it is.
They say it has been shown that somebody depleted a well two or
three or four or five times over. When one says that, of course, he
without realizing it confesses he does not know what percentage de-
pletion is, because, if you are working on the concept that you should
be permitted to deplete the well, then you are talking about 100 per-
cent depletion. You are not talking about 22 percent, because if it is
the wol{)you are depleting you are entitled to deplete your entire cost.

Is that not right?

And out on the continental shelf, as T understand it, where these
companies are paying as much as $200 million for a lease. it is to their
advantage in many cases to take cost depletion, is that not correct?

Senator BarrLert. That is correct.

The Cirairyax. Cost depletion in those cases is to their advantage.
But percentage depletion is taken against the resource. It is for the
mineral that is in the ground, and it is based on the theory that you
need to set aside something to go out and find more, because you are
going to be out of business when you have taken out of the ground
what is there. Now, no one has argued that there should not%e cost
depletion.

o you know of anybody that contends that you should not have
cost depletion ?

That is all agreed, is it not?

Senator BarrLeTT. Yes, sir.

The Crarryax. I have not seen anybody dispute that, thank the
Lord. They do seem to understand what cost depletion is.

Now, with regard to percentage depletion, if you are going to to-
tally repeal percentage depletion allowances you will see a lot more cost
depletion, obviously. What would happen is that someone who has
some oil would sell it to someone else and take a capital gain, since
on balance, if he could sell it for what it is really worth, he would ac-
tually have more favorable tax treatment than he would with a de-
pletion allowance.

But you and I know what the difficulty there is, do we not? It is
that when a geologist estimates what is there he is invariably going
to estimate far less than is actually down there because if he ever es-
timated on the high side nobody would ever hire him again.

Isthat not about the size of it?

Senator BarrLert, That is right. : ‘

The Cramrman. No bank would ever trust him to make a loan and
no purchaser would ever hire him. So that if a person sells for capital
gain he just leaves a great deal of money on the table. The estimate
does not include a great deal of oil that can be recovered, and further-
more it gives him nothing for the possibility that if you drill down
deeply you might find more oil in the same structure.

That is correct too, is it not? .

Senator BArTLETT. It very definitely is, and I think this would
result, Mr. Chairman, as you indicated, in the selling of production,
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which undoubtedly would add to the production of the major oil com-
panies and reduce that of the independents. So I think it would be a
concentration of more of the production in the hands of the bigger
companies.

The CuamMman, If percentage depletion is repealed, would that not
necessarily force the independents to sell off a great deal more of their
prodlzlction if they find something, rather than to pay a 70 percent tax
on it

Senator BarTLETT. Yes.

The CuairMaN. And that, of course, brings about the concentration
in the industry that a lot of people would like to avoid. I for one think
it is bad to keep moving toward greater and greater concentration in
the industry. That is not good for the consumer or anybody else, is it ?

Senator BarrtLerr. That is right, and the oil industry as it is
presently constituted has a very low concentration factor. We have
K‘St been having hearings on the divestiture problem, and the facts we

ave show that it ranks very low among the major industries.

The CuamrmaN. Now, as far as that landowner is concerned, if he
owns enough land to where he can call the terms and write his own
lease on his own terms—in other words, he has enough resources so
he can either pay somebody to drill it for him or else write the lease
just exactly the way he wants it, rather than signing up on somebody
else’s lease, if he is not going to have his percentage depletion, is it not
to his advantage, then, to string out the production over a long, long
period of time rather than to produce it in a hurry ?

Senator BARTLETT. Yes, sir. It would be, very definitely.

The Cuairman. The longer he spreads it out, the more he would
tend to hold down his tax bracket for tax purposes.

The Curarrman. And of course, if he wanted to borrow a lot of
money during all of that tiine, I do think he could borrow money
against the resource, and the interest expense would be deductible.

Senator BarrLerr. Yes, correct.

The CuamrMan. Now, it has occurred to me that as far as that land-
owner is concerned, if he is not going to have a percentage depletion
allowance, recognizing the fact that when his oil is gone it is all gone,
that he ought to be given the same consideration he is given under the
law if he is selling land by the acre. He should just be permitted to
sell the oil by the barrel and take his capital gain on it, rather than be
forced to sell a fractional interest to get capital gain, because when
he sells a fractional interest he takes that very horrible beating that
you and I have been discussing. And you do not think that is fair and
neither do I that he would be forced to make a sale where he is only
being paid for about half of what he is really selling.

Senator BartrLerT. I agree, and I think it is significant that the land-
owner cannot pass it on. He cannot pass the increase in his taxes on
to anybody else. He just pays Uncle Sam that much more.

The Cuarman, Well now, is there any doubt at all that if the tax
increase is passed on through, there will have to be an increase in the
price at the pump, and the housewife who is using fuel oil will have to
pay more, and the Federal Power Commission will have no choice but
to permit the people producing gas to raise the price of gas?

enator Bartrerr. Absolutely, because if the price was not passed
on directly, as it probably would not, but if it was not then there would
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be less exploratory activity and we would have to import more higher-
priced oil. So either way the price will rise to the consumer, and either
way there would proba%ly be reduced activity, so we would have that
much moredependency on foreign oil.

The Cuamryan. If you are doing that as a corporation in the 48-

ercent tax bracket, it would appear to me that means that the price
1s going to have to go up by around $1.35 a barrel in order for the
companies to make back what they are losing by increasing the price.
Now, some people think that is a good thing. But I think that the
consumer ought to be advised that he is the one who is going to have
to pay thistax.

genator BartrETT. Absolutely.

The CHAIRMAN. It scems to me if you assume the Federal Power
Commission is doing the job that it feels that the court assigned it to
regulate gas at the price that would permit a fair return, then if there
is going to be a big tax increase the Commission has no choice. They
have to permit the comganies to-raise the price. And I would think
the same thing is true if FEO is regulating the price of oil where it
ought to be for the industry to survive: they have no choice but to
raise that price when the tax goes up.

Senator Barrrerr. I agree, and I think that the 30 percent that is
free market at the present time would respond also, and go up.

The Cuamryan. Now, I have talked to some very good economists
who say that if it had never been for the depletion allowance, then
it all would have gone to the price of oil. Now, if that had been the
case I think they should advertise, look, Ms. Housewife, Mr. Auto-
mobile Owner, when Congress votes this they are voting to raise the
price of gasoline 3 cents a gallon at & minimum at the pump. And Ms.
Housewife up there in New England, when you buy your heating oil,
that Congress is voting to give you a 3-cent-a-gallon increase on the
heating oil for next winter.

So for those economists who find it no problem to just raise the
price, that is what it means. The price goes up, and Congress votes
to raise the 1gn'ice when they vote to raise the tax.

Senator BarTLETT. That is absolutely correct.

The CuairyaN. Senator Bennett ?

Senator BExNXETT. I did not hear Senator Bartlett, so I have no
questions. I actually have no questions anyhow.

The CHARMAN. Senator Fannin ?

I want to commend Senator Bartlett for an excellent statement and
bringing in perspective just what we are up against. I know of his
expertise in this field, and when he says this is the time for incentive
and not disincentive I agree wholeheartedly. And we can look back
to 1969 when we did pass the Tax Reform Act and we had the cut-
back that he referred to, and I notice that the figures on oil and gas
production, that the taxes that would raise more than 4 percent of the
gross revenue have an effect on profits equivalent to a cut of 9 percent
on prices.

Now, is not one of the great problems we face the uncertainty that
exists today as to just what is going to be done by the Congress

Consequently, many of the companies are not going forward with
developments. If & man is going to invest his money he has to have
pretty good assurance he has a chance for return. If you are going to

34-639 O- 74 -5
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cut. off that chance of return by more than just the risk of drilling the
well and being able to benefit by what he finds, and especially consid-
erin%"that 90 percent of the exploratory wells are dry holes, then is
not this quite a factor now that we must overcome ¢ o

Senator Barrrerr. Yes, I think particularly in a high-risk industry.
I think a lot of oil people have described the current conditions as the
best of times and the worst of times for them.

The price certainly has been good in the last several months com-
pared to what it has been in the last 20 years. But on the other hand
there has been no consensus of the Congress supporting the status
quo of the $5.25 price per barrel of old oil, and the free market of about
30 percent of the domestic Yroduction—-—-there are all kinds of threats
in Congress such as the depletion allowance cut or reduction or elimi-
nation that creates this uncertainty. And I think until we go get &
consensus of support and in a specific direction, the ability of the oil
industry to function at a maximum efficient rate will be hampered.

Senator Fanxnix, Well, when we are talking about the risk capital,
I know that in the State the Senator very capably represents they
have had pretty good luck:so far as oil wells are concerned. But, still,
}'our percentages are as you have stated. In my State of Arizona,

could quote percentages that would be much more devastating, be-
cause we have had oil wells drilled over the years and they were cut
back just about in ratio to the depletion allowance change from 27.5
to 22 percent. Our exploration, our new well drillings were cut back,
and of course all we have had is dry holes so far, and the only oil
is what has leaked over from New Mexico across the Navajo Reserva-
tion. I felt sorry for the Navajoes.

But we do have a very serious problem in getting new exploration
and getting the risk capital invested.

Do you not think that if we continue to cut down or cut back on
depletion allowances, that we risk the ly)ossibility, that the independ-
ents are going to cut back in their drilling operations? .

Senator BarTLETT. Yes; and I think we will see the demise of many
independents because they rely on outside capital for the lion’s share
of the capital used. Outside investors, because of the depletion allow-
ance and other tax advantages, find it attractive to invest in a high-
risk industry, and even if the prices, the costs, were passed on with
price increases, there would be a reduction in the exploratory effort
because of the 1nability of independents to raise the necessary capital,
and the reduction of the independents would reduce the overall num-
ber of wells drilled.

As you well know, the number of wells drilled by independents in
this country approaches about 82 percent of the total. So I think it
is one thing to say, “pass it on and let us remove this loophole.” But
this is based on what was considered to be equitable treatment for tax-
ation at the very beginning of the income tax. It recognizes a depletable
asset, and I think it has worked out to the advantage of the citizen
and the consumer in this country of having available plentiful supplies
of energy at reasonable prices.

Senator Fax~in. I agree with you, Senator. The established proce-
dure for encouraging investment capital, risk capital, and every time
we change we interfere with that procedure would mean there would
have to be a readjustment period. So when we need it the most we
would have the least chance of being able to go forward with the en-
ergy independence program.
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But I certainly commend the Senator for his statement and for the
very diligent efforts he is making in trying to overcome this problem.

Senator BartLerT. Thank you.

The Cramman. Senator Mondale?

Senator MoxpaLE. Thank you, Mr. Chairman.

O1 Prices

I think we would all agree that we want a healthy domestic oil in-
dustry and we want enough incentive to that industry to make it prof-
itable and to encourage exploration, to help lead toward further na-
tional self-sufficiency in energy. The question that many of us have
had who have been urging price rollbacks—and because that failed
perhaﬁs reduction in the tax preferences—is the question of, when is
enough enough. Now, about 114 years ago, I believe domestic oil was
bringing a price of $3.50, somewhere in there.

Today so-called old oil is bringing $5.25 and deregulated oil, new
oil, is bringing $9, $10, something like that.

Where is the line at which the industry has enough money and the
consumer might at that point be entitled to a price break or the tax-
payer be entitled to some reduction of preferences?

Senator BarrLerr. Well, I think the question of when is enough
enough is a very good one, and I think the economists agree almost
unanimously that it cannot be determined precisely, and therefore a
free market is essential. I think it is significant at the present time
that we do not have a free market in this one area, and it is the only
area where we have a controlled price in our entire economy. We could
see the results of the controlled price on natural gas and then the in-
direct control on oil for a period of 20 years, showing a very steady
decline in drilling, a steady decline in reserves, a steady decline in the
available capital. Then, right after 13 years of a constant price or less
for oil, the depletion allowance was lowered in 1969, and what did
that do? That just made a big further drop in drilling activity, a fur-
ther drop in the number of wells drilled and found, and necessitated
a price increase at that point to try to compensate.

So I think the history of the 1969 reduction, which was a small
reduction compared to what some people have in mind, shows what
will happen. The prices will go up. The activity will go down, and
the consumer, in my opinion, is not going to be well off. I think the
consumer has two interests, the one which you stated, which is a fair
price, a low price—I think the other is for the consumer to have an
available supply. So I feel the proper goal is an available supply at a
reasonable price.

Now, only 30 percent of the domestic oil today is in a free market.
The rest is controlled at $5.25.

Senator MonpaLe. Now, when you talk about price rollbacks, Sena-
tor Hansen on page S. 13438 introduced into the record a letter by
John Miller, gresndent; of the National Stripper Well Association,
dated May 1972, in which he said, “substantial, prolonged results
would be gained from a realistic crude price increase to $5 a barrel.”
We are now at $10, because stripper wells are deregulated.

Is that not a statement by the industry itself that indicates that the
price now is well above what they themselves expected would be neces-
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sary?to’ bring forth the incentives needed to sustain increased produc-
tion '

Senator BarrrLerr. Well, I think it is like the wheat producer in
Oklahoma, and I would imagine Minnesota. When wheat was $1.30
just a short time ago, he thought $1.80 sounded pretty good. Then
when it got to be $5, he was quite surprised, but nonetheless that was
. the result of thousands and thousands of transactions, and of course.
particularly the sale in Russia had an effect on it.

Meat in the same way. The price of cattle went up, and I think the
cattle producers, ranchers, in our State at least, were surprised how
the price of cattle went. They were also surprised when it went down.

I think the important thing is that——

Senator MonpaLe. That is to say that people would like more rather
than less. I think we all know that is true of human nature. But what
I am treying to get through is, what is the point at which enough is
enough

Senator BarrrLerr. Well, I think the point that your example makes
is that it takes the thousands and thousands of transactions in the
free market to establish the price, and when a few people take it upon
their own shoulders to establish one, they invariably establish it too
low to produce a market clearing price in their interest to serve the
consumer.

Senator MonpaLE. Does that not bring us, though, to the second
complication, and that is that OPEC is a classic cartel. It has nothing
to do with the free market. They have rigged the international price
of oil far beyond anything that free market forces would dictate.
They have done it for political purposes and practically say so. And
in our own country the Federal Trade Commission has charged the
major oil companies with monopolistic concentration.

Would you say that our oil industry can be fairly characterized as
a free and independent industry ¢ A

Senator Bartlett. Oh, absolutely. The Supreme Court, which I think
is the proper judge, ruled very recently, or stated in a ruling very re-
cently, that the oil industry is competitive. The concentration of the
oil industry—

Senator MoxpaLE. What case was that ?

Senator BarTLETT. I will furnish it for the record.

fsf;&tgr MonpaLe. You are not talking about the Standard Oil case
o

Senator BarrLerr. We will provide that for the record. The chair-
man may be familiar with that. It is a Louisiana case.

Senator MonDALE. I, too, think the free market is a better determi-
nant of price than the Government or anybody else if you have a free
market. But T am not convinced that that is what we have. Now I think
we have a very tight market situation. The OPEC countries have put
the screws to us and it is a critical commodity. Energy is like air and
water. People have to have it. It is the kind of area which is tradi-
tionally considered for the possibility of utility regulation for that
reason, and I think the price performance in light of OPEC sustains
that position. Its delivered price to the oil industry on the deregulated
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portion of domestic production was double what their own industry
said they needed 2 years ago.

Now, what have we gotten for these higher prices?

The figures I see show that production in this country has dropped.
A recent story in the New York Times says that the pol}i'cy intm(s’uced
last summer to spur greater production of domestic crude oil by allow-
ing its price to rise has failed to provide more oil. It has enabled the
Nation’s big oil companies to raise the prices of their own crude oil
supply and pass those higher prices along to consumers of gasoline and
fuel oil. It has provided soaring profits for oil companies. .

They also point out that domestic crude oil production has dropped
almost 2 percent in the last 9 weeks, even though.the price of domestic
crude oil has almost tripled in those same 8 months. Now, for the week
ending May 17, U.S. crude oil production totaled 8.9 million barrels
compared to 9.3 million bagrels on May 18, 1973, a drop of 400,000
barrels per day.

So is it true that these higher prices are bringing forth increased
production ? :

Senator BarrLeTT. You bet.

Senator MoxpaLE. Are these figures wrong?

Senator BarrLerr. No. I am sure they are correct. I cannot attest to
them, but I accept them.

First, let me comment on your statement again about the member of
the industry who estimated the price of $5 o1l would be sufficient.

We had .testimony before the Interior Committee from five econ-
omists, one of whom was there via a telegram, and there was not one
of them who supported the rollback in price. All of them thought it
would be counterproductive.

Let me try to put this in perspective for you, if I may. If you go back
to the year 1954, that was when price controls started for natural
gas——

Senator Moxpate. I think natural gas is a different issue. I would
like to stay on oil, if we could. We have got regulation there; it has
been a different issue. .

Senator BarrLert. Well, it is intertwined with oil, if I may say so.
At least that is my opinion. And the price of oil was kept low because
the price of gas was kept low, because gas is the superior fuel and the
cheapest by one-third the price. So it had a big effect on the price of oil.

The price of oil in 1957 was $3.09 a barrel, and then went down. In
1969 it got back up to $3.09 when the Congress lowered the depletion
allowance, which affected it adversely by about 17 cents a barrel. In
1956 the rate of drilling peaked out and then dropped almost regularly
every year, to the extent that in 1971 it bottomed out. And there were
half as many wells drilled in 1971 as were drilled in 1956. There were
roughly half the reserves found.

The demand. though, today compared to 1956 is double. So if you
are going to drill today at the rate compared to demand that we

(drilled in 1956, we would have to increase 400 percent. So you say, what
have we done? :

Well, in the short time that there has been a reasonable price in the
oil industry after a dry period of 20 years, and with the number of
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independents being reduced from 20,000 to 10,000. there has been a
turnaround in a number of States where individual States’ production
has increased. In our State, we were in a horrible decline period. We-
have had a lot of secondary recovery projects, and when-those are
plugged out, they are high-cost production, Sometimes the leases are
making fair amounts; it affects the control of production adversely.

The first thing you have got to do when you are having a rapidly’
declining production, you have got to stop the decline.

Senator Moxpare. Well, let me just——

Senator BartLETT. Let me also say, if I may, now, it takes a long
leadtime. It is estimated on the average well that it takes 18 months
from the time you decide you want to drill a well until you actually
complete that well and get it on production. That could be on the short
side. So the rate of drilling is up.

We have ample evidence to show that the success of finding oil is
tied directly into the number of wells we drill. So there is no question
that we are finding more oil because we are drilling more wells, and
zlve are going to keep drilling more wells as long as it is attractive to

0 so. -

Now, it is counterproductive to lower depletion; it is counterpro-
ductive to roll back the prices. So if we want to deter the effort that
is going, then that is the way to do it. But if we want to help the
effort that is going, let us at least keep the status quo.

Senator MoxpaLe. I understand the theory, but the figures show
that we are going in the other direction. In Oklahoma in the weekly
figures from May 25, 1973, to May 24, 1974, dropped from 546,000
barrels a day to 521,000 barrels a day.

What explains that?

Senator BarrLerr. Well, when you produce all of the wells in the
country today, there is going to be less oil tomorrow. So unless you
find some more oil wells to produce by tomorrow. then the produc-
tion is going to drop. So it takes a certain addition of new produc-
tion every day just to stay where you are. Or, if you are not finding
it a fast enough rate, you will be on a decline curve, as we have
been, because of very shortsighted practices over a long period of
time. And this is going to continue unless we reverse it.

Now, my feeling is, you know, we are fighting all of the brush fires
here, one thing or another, FOGCO, and chartering the foreign cor-
porations, all these different things. I am not convinced that if we
just go as we are now that we are going to be coming anywhere near
close to raising sufficient capital to do the job that people want the oil
industry to do, and I know that you want them to do. But certainlyv——

Senator MoxpaLe. But the trouble is, there seems to be a relation-
ship. I do not understand it; that is why I asked for an answer. Why,
as prices go up, does production go down ¢

enator BArTLETT. The rate o% drilling has increased.

Senator Mowpare. I understand that drilling is up. What about
the production ¢ )

Sﬁnator BartLETT. Obviously, you do not seem to understand it
at all,

Senator MonpaLe. Try me once more. I have got a limited ability,
but I will try to listen% ou go ahead. Give it to me once more.

‘Senator BartLeErr. When an industry has been squeezed as dry as
the oil industry has by actions of Congress over a period of time, 20
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years. and the action of the courts, then the ability to drill enough
wells to take care of the withdrawals from the reservoirs, to take care
of depletion of the reservoirs, is not there. And we have to have
a certain rate of drilling to just maintain production.

We have to have a higher rate of drilling to increase production.
It takes a long leadtime in order to take the capital that has increased
in cash flow and convert that into footage drilled and completed wells
and oil in tanks and marketed oil. Therefore, you are going to have
a delay in the time from the short time we have had the higher prices.

The stripper well amendment, I might remind the Senator, became
law on the 16th of November. And yet there were Senators saying in
January, why has there not been some increase in stripper production ¢

Well, you know, you have got to give people a little bit of time to
take the decisive actions that are necessary. But nonetheless, it is
very interesting in that one area that in 1973 there were the least
number of stripper wells plugged in 14 years, showing that there was
an immediate response, because people could maintain those wells.

Now, if you did not provide for stripper wells, the free market
price, which is close to that of the OPEC price, then we would be
plugging out wells that were—whose oil was bringing $6 or $5.25
a barrel domestically, and we would be replacing those barrels with
foreign oil at $10.25.

Is that a good exchange? I do not think so.

So I think there is plenty of justification for the stripper well
amendment. I think there are plenty of facts and figures to show that
the activity is there, that there will be more reserves brought on. But
I think there is a big question as to whether the present situation of
available capital under the-present conditions, the economic condi-
tions, the oi{) conditions, are sufficient to bring about self-sufficiency.

Senator MoNpaLE. Are you in the oil industry ¢

Senator BartLerr. No. Jack Anderson sai(iy I did not sell enough
of my interests when I sold everything I owned.

Senator MoxpaLe. No. I really do not know.

Senator BartLerr. Well, I used to be.

Senator Mo~xparLe. Why is it that you say 80 percent of the new
wells are drilled by independents and not by the majors?

What explains the higher activity by independents?

Senator Barrrerr, Well, the majors during the 20-year period I
described; in order to maximize their profits, moved overseas to a
greater extent, and, of course, helped to develop cheaﬁ foreign oil.
The independents stayed in this country and operated but decreased
in number. There are 10,000 estimated, 10,000 independents. They
drill very shallow wells to very deep wells; some of them are on
thg Outer Continental Shelf. But the industry is a very competitive
industry.

Sem:t}:)r Moxpare. Can you define what is the difference between
major oil companies and the independents?

Senator BarrLerr. Oh, yes. There are several definitions. I think
‘any one of them works reasonably well. T define the independents as
the non-30-largest. The 30 largest. the multinationals, the major
multinationals, and the others are the independents.

Senator MoxnarLe. Would it make sense, if we wish to have a more
competitive oil industry, to try to draw up a distinction in tax treat-
ment between the majors and the independents?
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Senator Barrrerr. Well, I think if you did that, and if you are
talking about depletion allowance to the extent that the majors have
‘the depletion allowance, would increase their costs and the consumers’
costs.
~ Senator MonpaLe. Why is it inevitable that an increased cost to the
industry must inevitably be reflected at this point in increased prices,
when the profits are so high ?

Could there not be some give on the part of the oil companies?

Senator BarrLerr. Well, you say the profits are too high. The large
increase, as I point out in my testimony, came from forejgn opera-
tions. The profits in this country, as the Senator knows, have gone
up very definitely. And the oil industry has not had the opportunities
it had for 20 years that it has today, but it is also being plagued by
thr(;a(tis today that it has not been plagued with during that 20-year
period. :

But let me try to put the profit picture in perspective, if I may. The
Eroﬁts for the multinationals and the foreign operations, particularly,

ave gone up rather substantially. But in the first quarter of this year,
General Motors profits went down 87 percent, or 85 percent; let us ac-
cept that. And view General Motors, say that happened for a year.
And let us say next year they got back where they were last year.
In other words, they went back just where they were—no higher. ’l%lere
would be a headline in every paper in the country because their in-
crease would be 567 percent.

So what we have had here, comparing the increased profits of the
majors and the independents’ profits are up on the one hand, and the
decrease by General Motors, is the action of the marketplace. I think.
on the one hand, it shows that crude oil is in short supply and that
there needs to be more capital to develop more crude oi{) and refined
products, refineries and reserves, bring on the oil and fuel.

On the other hand, there is not a need for more automobiles to be
produced in Detroit. There is a need for model changes, and so on. So
we see the marketplace mechanism operating.

Senator MonpaLe. Thank you, Mr. Chairman.

The Crairman. Senator Dole has been here for quite a while, If
Sen:tor Hansen does not object, I am going to call on Senator Dole
next.

Senator Hansex. Yes, fine.

Senator Dore. I appreciate very much the testimony from the
Senator from Oklahoma, but we have a great number of witnesses,
and I am afraid they are never going to get on if I ask questions.
So I will wait for some other victim.

The CrrairmMax. Senator Hansen ?

Senator Hansen. With that sort of statement, I have no choice,
Mr. Chairman.

The Cuamrman. Well, I was going to ask the witness a number of
questions, also. But with that sort leadership, I think I will go along.

Senator BarrLerr. Mr. Chiarman, I thank you very much, and I
thank the members of the committee. '

The Chairman,

The Cramman. Thank you.

[The following material was submitted for the record by Senator
Bartlett.]
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THE PROFIT SITUATION,

o
A Special Petroleum Report

Profits and the Ordinary Man

Ask any man what he would need first if he wanted to
get into the petroleum business. He would be virtually certain
to say money. He would know he could not start the business
without moncy. And e would also know he would need more
money to keep the business going and stifl more to make it
grow.

Ask him where he would get the money. And he would
be likely to say that he would have to provide most of it him-
self from his accumulated earnings. He would probably know
he could borrow some — but only if he could prove to the

j Tendet his ability to repay the loan out of future profits.

Because he obviously must depend upon thew so much,
ask him to define profits. Again, he would be likely to re-
spond carrectly. He would know that, of the money he took
in from the sale of petroleum, only the amount remaining
after paying alt the costs of doing business, including taxes,
would represent his profit. He would be likely to understand
that he could expand his business only if his profits were
large enough. And he would also recognize that his business
would fait if his profits were too small.

"' Despite the fact that most people readily understand
their own needs for an adequate tcome, whether it be salary
or profits, many fail to recognize the equal needs of others.

APRIL, 1974

Indeed. the extent of the failure to understand the vital im-
portance of the role played by profits in the free enterprise
system is appalling.  Because that lack of understanding s
now so great, it constitutes a significant threat to the con-
tinued existence of the economic system that has served the
people of the United States so well in the past.

The Free Enterprise System

The American economy has been called the eighth won-
der of the world because it is based on a historically revolu-
tionary idea: that a suciety can function, prosper and grow
on the basis of free ic choices by individuals. The
market place - not g t planning — reguk the
economy. The desire for private gain and fulfiliment, not
decree of cocrcion, is the motivating force. [t is a system
that has brought to the American people the highest standard
of living anywhere on earth. It has worked well because for
the most part it has been permitted to function with a mini-
mum of intervention by government. Yet, despite the demon-
strated merits of the system, disturbing changes aré being in-
troduced. With increasing frequency govermnmental interven.
tion is being substituted for the free choice of individuals in
the market place.
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TO TAXES

biitions of dolats parcent
% .

Durect Taxes

o
1961 6 (33 67 € n 3 Profits

CHANGE OVER PAST FIVE YEARS
1988-1973 .

PROFITS AND TAXES AS A
PROPORTION OF OPERATING
REVENUE

percent
£

Probts '
Ourect Tanes:
1968 ¢ 0 7+ 12

3

P

Ditect Takes




k.

* Economic Illiteracy
If asked, a vast majority of the people of this nation

public awareness is much greater than usual. And there is no
doubt that much of the public now considers the earnings

would doubtless say they believed in the free enterpri

Inne?

fve. Coupled with the current shortages of petroleum

tem. But how many really und d how it
Only a small poportion of all high school and college gradu-
ates have ever taken a course that explaing the free enterpriss
system in & meaningful fashion. Former Secretary of Com
merce Luther Hodges once said, “If ignorance paid dividends,
most Americans could make a fortune out of what they don’t
know about economics.”

Among the most distutbing effects of economic illiteracy
is the widespread misunderstanding of the rol¢ profit plays n
the free enterprise system. In the minds of far too many,
unfortunately, profit is a dirty word. There is the strong
tendency to think of profits as funds left over from the opera-
tions of a business — money to be utilized for any unrelated
purp Profits, theref are regarded as hing a
business does not really need, or at least something that can
be reduced without serious consequences. Many, though they

endorse the free prise system, heless reject profits.
Apparently, their lack of knowledge of economics leaves
them d to und d that the Ameri derlying factors

di all the publicity relative to earnings has created the
impression that petrol panies are engaged in profiteer-
ing. That belief is doubtless shared by many representatives of
goverment. And many obviously believe punitive actions
against the industry are thetefore necessary.

Considering the widespread fallure o understand the
true function of profits in the free enterprise system, the atti-
tude of the public is not surprising. But the American people
are entitled to & much greater Insight on the part of thei
elected and appointed rep fves In g Unless
they fully understand the nation's chosen economic system
and unless they ascertain all the facts before they act, these
officials run the risk of setting in motion forces that sre
likely to prove highly detrimental in the longer run. Because
its economic and social well-being is 50 highly dependent upon
an adequate supply of p the nation can no longer
tolerate political blunders that jeopardize that supply.

There is, therefore, an urgent need to publicize the

cannot function without capital ~ and there can be no capital
without profits. Indeed, there is the shocking evidence that
some are not even able to distinguish between gross revenue
and profits.

How Much Profit? -

Even among those who understand the need for profits,
there is often the failure to recognize that profits must also
grow. With each passing year, our needs for goods and ser-

fble for the unusual level of earn-
p y petrol panies in 1973. For that
reason, this special report is presented in the hope that the
f fon it ins will ibute to a more te and
broader understanding of all that s involved. The information
is drawn from a financial survey of a large group of petroleum
pani ducted { ly by this bank for nearly
four decades. Currently, the group is comprised of 30 com-
panies of various size. Together, they represent a major pro-
portion of the entite ! industry th hout the non-
G

"

vices tise. And if they ate 10 be satisfied in full, our
rmust also grow. But it cannot if profits do not expand too.

N

world. Not all of the companies have completed
the nfdlt‘h\g of 1t£wir Pooks not have they all reported to their

Yet, from sources not truly qualified to judge, we frequently
hear that profits are too high.

How should the adequacy of profits be judged? There is
no simplé or permanent benchmark. Under one set of circum-
stances, profits of a cértain size could be judged sufficient.
But, givén changed circumstances; the same amount of profit
could be either too little or too large. No meaningful conclu-
sion can be drawn from a mere of an v

the figures cited In this report are
necessarily of a preliminary natute. Although the final data
may prove to be slightly different, the variation s not likely
to be sufficient to alter the conclusions presented here.

The Factors
1t is important to recognize at the outset that the group
of jes does busi hroughout the entire non-Corm-

tion’s profits for & limited period of time or the amount of
increase over the preceding period. Nor is the rate of retur on
Invested capital by itself a sufficient guide. A knowledgeable
management, thoroughly acquainted with every facet of a
company's operations and with a carefully planned and de-
tailed projection of future capital expenditures, knows what
tevel of profits will be necessary. But the casual observer can-
not possibly know. [f the profits have been sufficient to pro-
vide and attract all the capital required for an extended period
of time, they may be deemed to have been adequate — for that
period. But, if the company's business is growing, the same
amount of profit would be inadequate 10 serve future needs.

A Dangerous Situation
The inability to judge the adequacy of profits fairly with
_only a superficial examination has never been more spparent
 than at present. The public attitude in respect to the profits
of the petroleum industry reveals clearly how dangerous &
small amount of information can be. Usually, the eamings of
the petroleum industry go largely unnoticed. Brief reports
ppearing in the business section of papers attract mainly
the attention of investors and are ignored by most other
readers. But, a combination of abnormal factors in 1973
caused eamings to be much larger than in 1972. Because the
news media and many politicians have focused & great deal of
attention on the size of individual petroleum company profits,

munist world and that the operating conditions in 1973 out-
side the United States were vastly different than within. The
growth of demand for petroleum was strong in the United
States — but it was much stronger in the rest of the world.
Market needs in the United States increased by nearly a million
barrels per day and elsewhere they rose by more than two '

million a day. of that magnitude, of course, could alone
produce s substantiaf inc in earnings without any change
in the price of petroleum.

But, for several reasons — mostly abnormal — there were
price also, A gradually evolving shortage of petrol
has been apparent for many years. Fot the most part, that
development has been regarded with complacency in the
United States. In most of the rest of the world, however,
the degree of awareness has been much greater. And mounting
apprehension about the scarcity of supply caused prices to
advance in many of the world's markets during 1973.

Largely because of govemnmental restraints on the gon-
eration of capital over the past two decades, it has not been
possibl2 to i the production of petroleum in the United
States in recent years. And all of the expansion of market
noeds, therefore, has had to be satisfied with imported oil.
That means the United States has recently started to compete
much more aggressively with other importing nations for avail-
able foreign supplies. And that competitioni in 1973 gave rise
to even greater concemn within other nations about the ade-
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“rest of the wold. Indeed, taxes have increased more than
profits for many years, The following table ilustrates the
degree of increase over the past five years:

_1913 W68  Change from 1968
_MillionDalfars~  MlLS  Percent
11722 + 5,058 + 759

Profits 6,664
20,845 +13.569 41865

Direct Taxes 1276

Clearly, govemments are benefiting far more from the
perations of the companies than the companies themseh

In the United States alone, total direct taxes rose by 33.1
percent in 1973 compared with the 19.1 percent gain in
profits. Income taxes were up 72.9 percent. Over the past
five years direct taxes in the United States increased by 1,343
million dollars or 65.2 percent compared with the profit gain
of 441 million dollars or 11.3 percent. Income taxes alone fn-
creased by 804 million dollars or 97.2 percent duting that

jod.

In addition to the direct taxes they pay, the companies
transfer to governments an enormous amount of money in
the form of excise taxes. In 1973 the excise taxes amounted
to 26.4 billion dollars — 10.1 billion in the United States and
16.3 billion in the rest of the world. The total taxes taken in
by governments as a result of the group's operations in 1973
amounted to 47.2 billion dollars ~ 13.5 billion in the United
States and 33.7 billion in the rest of the world. Of the total
taxes paid, the major portion went to the governments of the
petroleum importing nations. Indeed, the tax receipts of
government in the United States alone exceeded those of all
the major producing ies togeth d with the
the year before, the 1ax revenue of governments increased by
9.4 billion doilars. Over the past five years governments took
in 172.7 billion dollars in taxes. The profits of the companies
over the same period amounted to 39.2 biltion dollars. By any
est, g have fared dingly well.

1t should be readily apparent that the more money gov-
etnments take from the companies in the form of taxes the less
there is available for capital i When g in-
crease taxes they reduce profits and thereby create an immedi-
ate need for the companies to offset the loss by raising petro-

leum prices in an effort to restore their profits. But, if govern-
ments apply price conitrols or otherwise limit profits, the com-
panles cannot ofiset the loss of capital funds caused by the tax
increase and they are then forced to curtail their capital invest:
ment, Obviously, the companies cannot invest money they
do not have,

They Spend More Than They Earn

Historically, there has always been a very close relation-
ship between capital expenditures and profits. As one of the
charts in this report clearly reveals, capital expenditures rise
and fall with net income. Also indicated is the fact that the
group's capital expenditures ate much larger than its profits.
The following table compares the actual amount of profits
and capital expenditures over the past five years:

Capitat Expenditures

Profits  Expenditures _ over Profits
___MillionDollars___~ Mill.§  Percent,

United States 18883 34,102 +15219 4806
Rest of Wotld 20,308 30.000 $9692 477
Worldwide 39,191 84,102 4911 1636

As the table reveals, the companies invested nearly two-
thirds more money in the past five years than they generated
in profits. And in the United States they spent nearly twice
as much as they earned. In fact, well over half of their world-
wide investment was made in the United Statés even though
their profits were Larger in the rest of the world. The com.
panies were able to invest more than they earned only because
they could obtain part of the money they needed through the
mechanism of capital recovery and another parl by borrowing.

The Importance of Petroleum

The satisfaction of virtually all needs for goods and
services throughout the world depends upon the use of energy.
Without a sufficient supply of energy, the developed nations
of the world cannot int their existing standard of living
and the less developed nations will not be able to achieve the
economic and social gains they so urgently need. The liquid
form of ol makes it by far the most versatile of all energy
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of income taxes. ‘The payment amounted to 14.8 billion
dollars ~ 4.5 billion more than in 1972

Petroleum companies do in fact pay additional taxes that
are not imposed on most other businesses. They include such
levies as production, , and ad val taxes. In
1973, these additional taxes amounted to 6.0 billion dollars
for the group of companies. Their total tax payment in 1973,
therefore, came to 20.8 biltion dollars ~ 5.4 billion more than
in the previous year.

Of the total 1973 opecating revenue, 75.3 percent was
requited to pay day-to-day operating costs. Taxes took 15.8
percent,  And the remaining 8.9 percent represented the
group's profits.  Each of these elements increased in 1973 as
indicated in the following table:

United Restof World-

States World _wide
Million Dollars e

Gross Operating Revenue 48,171 +19,725 427,89
Operating Costs +6,627 +11,001 +17,628
Direct Taxes + 846 + 4,560 + 5,406
Profits + 698 + 4,164 + 4,862

Obviously, higher operating costs absorbed a major
pottion of the revenue increase both within and outside the
United States. Also, taxes increased more than profits in both
areas. And, of the total growth in profits, the great butk —
more than 85 percent — occurred outside the United States.
The next table compares the actual amount of profits in both
areas in 1973 with the net earnings in the year before:

1973 1972 Change from 1972
Profits Million Dollars Mill. § Percent
United States 4,354 3,656 + 698  + 191
Restof World 7,368 3,204 +4,164  +1300_
Worldwide 11,722 6,860 +4,862 + 709

The average changes shown in the table reflect widely
varied results for the individual companies ranging from very
large gains to very large declines.

Why Profits Increased So Much

in 1972, more than half of the group’s over-all profits
~ §3 percent — were earned in the United States. But, in 1973,
the proportion dropped to only 37 petcent. For the most part,

4
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The growth of d d for oil inued unabated In
1973. Worldwide needs were 3.2 million barrels per day larger
than in the year befote. And, with that much additional ol
moving to market at price levels that averaged higher than in
the previous year, 3 sub fal A in profits was a per.
fectly normal consequence.

When considered superficially, a 71 percent increase in
profits sppears excessive. But, an analysis that is limited solely
to the change for a single yeat is not only foolish and grossly
misleading but can also be dishonest. If petrol pani
are to serve the expanding needs of consumers, they must
make long range Investment plans. And those plans must
necessarily be based upon the average growth of profits ovet
a long peridd of time — not just the Increase in a singe year.
For the past five years, including 1973, the group of com-
panies achieved an average annual growth in eamings of 12.0
percent, For the past ten years, the annual growth has avet.
aged 9.9 percent. In both cases, the average increase fell far
short of the growth required to provide the capital funds
needed to keep pace with the expansion of petrol d d

Within the United States alone the longer term growth
of profits has been even less favorable. Although the group’s
earnings in 1973 were 19.1 percent higher than in the year
before, they were only 11.3 percent higher than five years
earlier. And the average annual growth for the past five
years has been only 2.2 percent. Over the past ten years the
average growth has amounted to no more than 6.2 percent.
Clearly, the United States cannot possibly achieve the higher

of petroleum selfsufficiency it so urgently needs if
profits continue to grow at such slow rates. Not nearly
enough capital can be generated intemally nor will capital
from outside sources be attracted. There are many oppot-
tunities for investment in the United States that are much
more attractive.

A Risky Business

A high degree of risk has always been a characteristic of
the petroleum business. There is the contifucus risk of spend-
ing vast amounts of money on the search for petroleum with-
out finding any. And there are also the political risks which
take various forms. The must obvious is the outrighi confis
cation of assets by government. More subtle but no less
damaging are those actions of government that interfere with
the highly essential process of capital formation. Both kinds

that major shift reflected the impact of the various ab }
forces operating in 1973.

Devaluation of the dollar had the single grestest effect.
Indeed, nearly one-fourth of the worldwide increase in profits
can be attributed to devaluation alone. About one-sixth of the
profit gain was brought about by the increase in the value of in-

jes following the progressive firming of petroleum prices
in most of the world’s markets throughout the year. As ex-
plained earlier, the price changes weré the result of both eco-
nomic and political forces. Historically, the profitability of

of political risk continue to exist right up to the moment.
Because of these risks, petroleum companies need 1o achieve a
higher retutn on their investment than most other industries.
For mahy years, however, the return on average invested cap-
ital for the group of companies has been too low relative to
their risk element. In 1972 it was only 9.7 percent and sub-
stantially below the return for many other industries with
much less risk. The higher level of profits in 1973 brought
the group'’s worldwide return up to 15.6 percent. At that
level it was within the range considered necessary to generate
the required capital funds.

both the petrochemical and tanker operations of the comp

has ranged from extremely poor to extremely good. It fsun-
usual, however, for both operations to stage a strong recovery
in the same year, as was the case in 1973. Because these activi-
ties did recover at the same time, they also contributed sub-
stantially to the expansion of the group’s profits.

Four of the thisty companies in the group are European
rather than Ameti £ Their earings have fluc-
tuated widely in recent years and in 1972 they were severely
depressed, Because of the unusual developments in 1973, the
earnings of these four companies were much improved and
that recovery alone accounted for more than one-third of the
profit gain for the entire 30 company group.

in the United States, however, the rate of retim re-
mained too low. 1t increased from 9.6 percent the year before
to 11 percent in 1973. At that level it was still substantially
below the return for most other industries with a lower degree
of tisk. For the most part, the poor teturn in the United
States in 1973 and in the past was the direct result of govern-
mental interference with the operations of the nation’s chosen
economic system,

About Those Taxes
As noted eatlier, the group’s taxes increased more in
1973 than its profits ~ both in the United States and in the
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quacy of their oft supply. They reacted by increasing their
stockplles of oil and bidding up prices further in the process.

Governments of several major ol producing natfons were
also responsible for highet oil prices in 1973. To varying

More Money and Where It Went

As the foregoing commentary reveals, there were several
unusual developments in 1973 which together led to a larger
than usual increase in the gross operating revente of the group

degrees and in several stages they enlarged their hip of
the petroleum operations within theit borders and in the
process dictated very large increases in the price of crude oil.
Under the terms of the varied and complicated formulas that

the rel hip of the g and the operating
petrol panies, most of the benefits of the price changes
went to the gover but some d to the pani
too.

During 1973, governments of some of the oil producing
countries made threats to cut off the flow of oil. Such warn-
ings, of course, ibuted to the apprehension within the
{mposting nations about the continuity of their oil supply.
And, as a Q the g of the importing
nations pelled petrol panies to maintain excep-
tionally large inventories. As the price of oi} progressively
rose in the world’s major miarkets in response to both the
forces of supply and demand and the unilateral actions of
government, the value of inventories increased too. And
that develop was lly reflected in the gross revenue
of the petroleum companies involved.

Early in 1973 the dollar was devalued. And, in the
process of the necessary conversion from vatious other curren-
cles, dollars were automatically increased on the books of
many petroleum companies. Thus, an action of the United
States Government contributed directly and significantly to
the growth of earnings of those companies,

The strong worldwide growth in the demand for petro-

* feum in 1973 caused tanker rates to soar to record highs after

- transportation operations of many of the p

&

being at subnormal levels the year before. Consequently, the

of petrol panies. The actual size of that increase is
measured in the following table:
Change
1973 1972 ftom 1972

Gross Operating Revenue _Million Dollars” Mill $ ~ Percent
United States §5810 47639 + 8,171 +17.2
Rest of World 76245 $6520 419725 +349

Tota! 132055 104,159 427896 +268

The table reveals that the companies received much
more revenue outside the United States than within. And,
-because of the abnormal developments cited earlier, nearly
three-fourths of the increase in revenue occurred outside the
Upited States. .

Normally, as the scope of their business expands, the
operating costs of the companies rise too. In 1973, however,
the increase of 21 percent was proportionately larger than the
growth of their business operations. But, even so, the rise in
costs was still not as great as the expansion of operating
revenue, Consequently, the group’s pre-tax income was $4
percent larger than in 1972

Unfortunately, there is a widespread failure to
that taxes are one of the costs of doing business. But they are,
of course. And, like all other costs, they must be recovered in
the price paid by the consumers of petroleum. Otherwise, the
business operations simply cannot remain viable for long
Theref h 8¢ impose higher taxes on
petroleum companies, they are actually imposing those taxes

A

became substantially more profitable than they had been.
After being in the doldrums for several years, the petro-
hemical operations of the petrol les staged a
strong recovery in 1973. And the earnings from those opera-
tions, therefore, were significantly better than in the previous
year, The impetus for the recovery was provided by both a
strong demand for chemical products and a shortage of supply.

indirectly on nd, if had a better
understanding of this, they would doubiless protest vigorously.

When pre-tax income increases, income taxes go up too,
of course. And income taxes also rise as a tesult of govern-
mental actions. For the latter reason, income taxes have been
the fastest growing cost of doing business for the petroleum
companies. And, in 1973, the group tusned over as much a5
56 percent of its pre-tax income to governments in the form
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aources, Our studies reves! that the world will depend upon
oll alone to satisfy well over half of its energy needs between
1970 and 1985. The world's requitements for petroleum in
that time will be nearly three times greater than in me preced
ing fifteen years. Even if the d d for ol}
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take punitive actions - actions spp
by the growth of petroleum company pro(m in 1973, There
are fow signs of a truly meaningful effort to seek the facis.
Hearings abound. But the politically charged, theatrical at-

the consumption would still be almost twice as hrge asIn the
preceding fifteen years.
All of the existing proved reserves of off throughout the

phere of the typical Congressional hearing does not pro-
vide an opportunity for the effective development of factual
und televant information, Sincere and eamest efforts to gain
lon can be dated far better with other

entire non-Communist world are not now sufficient to satisfy
the worldwide needs between 1970 and 1985, If those needs
ste to be satisfied and a realistic level of underground inven-
tories maintained, the petroleum industry will have to find
twice as much oil between 1970 and 1985 as it discovered in

* the preceding fifteen years. The cstimated cost of finding that

much oil and providing all the additional facilities required to
satisfy the world's expanding markets plus the other essential
financial needs of a viable business operation will amount to
well over a trillion dollars. That is about four times the
amount of money the industry utilized in the preceding fif-
teen years. In the United States alone, the petroleum indus-
try's financial needs will exceed half a trillion dollars.

Raising that much money will represent an enormous
task. Part of it can be borrowed but at least three-fourths will
have to be generated internally from profits and capital re-
covery. Neary half must be obtained from profits alone and,
profits will have to grow much faster than in the past. The rate
of retumn on invested capital will need to range between 1S and
20 percent.

The Role of Government
But, if obstacles are raised by governments, and the
petroleum industry is therefore prevented from generating all
the upiul funds it needs, it will be unable to serve the world's
- g shortage of petroleum
wii! surely cvolve “The United States is now faced with a short-
age of all forms of energy and the blame for that condition

methot.

g the punitive actions proposed are
on bom caplul :ecovery and pmﬁ: Government appears
unmindful of the serious consequences of restricting the
petroleum industry's ability to generate capital fund: Appar-
ently, there is little und that a g shortage
of petroleurn would be the inevitable outcome. Nor does it
seem to be understood that the nation’s economy would surely
suffer as a result of the petroleum shortfall and that tax
receipts would then decline, leaving govetnment less able to
carry on its legitimate functions.

The sequence of events in prospect are cause for much
alarm. And, if government acts to set them in motion, the
nation will be faced with a prolonged period of hardsh
That is not to say, however, that the ultimate result would be
doom. As the problems worsen, the seeds of correction will
begin to grow. Consumers will not tolerate shortages of
petroleum, or other forms of energy, indefinitely. They will
insist that their needs be satisfied. Al the present time, they
are angry at the petroleum companics, as well as the electric
and gas utilities because of shortagesand rising prices. And the
punitive actions being considered by government appear to
manifest in part a desire 1o cater to the public attitude for
reasons of political expediency. But the punitive actions will
not solve the problems -- they will only make them worse.
And, when conditions do not i will seek a
new villain. By then, the only one avadable of course, will be
government.

By resorting to their most potent weapon ~ their votes
can bring about change; they can set in motion

must be laid almost entirely at the d p of g

For nearly four decades, government has broken ¢conomic
laws repeatedly and has piled an appalling record of
interference with the non'nal operations of lhe free emerpriw

powerml forces of cortection. In response to their needs and
demands, men and women with a more positive attitude toward
lhe free enterprise system and the needs for capital can be

d to g service.  And, in time, the United

system. Yet, nplmt tlut gy
of g an Inctedible determin-

ation to take l‘mhet actions that are certain to prove highly
detrimental to the nation.

States can mge a gradual recovery and again achi¢ve a high de-

gree of self-sufficiency relative to the supply of petroleum and

other forms of energy. The nation does not lack basic energy
10 be developed — all that is tequired is sifficient .

The temper of the times is dang And g
should be acting with utmost care. I¢ ought to be making a
thorough, well-reasoned, and open-minded assessment of all
the abnormal forces at work in 1973, [n addition, it should
be conducting an equally honest examination of its own role
in bringing 1bout the energy shortage. Good government
demands nothing less, But we are not witnessing actions of
that natura. Instead, there appears to be an impulsive rush to

capital funds and freedom to act,

But the time required to attain that goal will be long
and painful. Favorable results could be achieved sooner if
only g would recogr diately the urgent need
to work constructively with all the energy industries for the
over-all good of the nation rather than continuing in an ad-
versary posture.

John G. Winger, Vice President

Richard C. Sparling, Energy Economist

Richard S. Dobias, Financial Analyst

Norma J. Anderson, Assistant Financial Analyst
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Try ForeieN TAx CRebIT AND THE U.S, OIL INDUSTRY

(Ed. Note: Due to the significance and timeliness of the report just issued by
‘the Petroleum Industry Research Foundation on the effects of foreign tax
crenits on the U.S. oll industry, Oll Daily has decided to reproduce thé report
in full. The first part of the report appears below. It will be continued in
tomorrow’'s paper. The report is the property of Petroleum Industry Research
Foundation Inc., 122 East 42nd Street, New York, N.Y. 10017.)

‘INTRODUCTION

The 5 month political embargo on Arab cil shipments to the U.S. and the sharp
and unexpected increases in world oil prices unilaterally imposed by the Or-
ganization of Petroleum Export countries have brought home to most Americans
the risks and costs of depending on foreign sources for a significant share of
domestic oil requirements. This situation is quite new. Until 1972 our dependence
on foreign oil was such that the kind of embargo that existed from October
1973 to March 1974 would have had relatively little effect on our supplies. In
fact, throughout the embargo period we received more foreign oil than during
the comparable period of 1972. Likewise, world oil prices prior to 1978 had al-
ways been below U.S. prices so that in the past imports had the effect of lowering
our average oil cost.

It is not surprising that under the shock effect of these radical changes, legis-
lators and policy makers are asking for a return to the pre-1973 period and, in
fact, are looking for self-sufficlency in energy by about 1980. Whether this is a
realistically achievable goal has been questioned by many experts in government
and industry. The National Petroleum Council in its major study, “The Outlook
for Energy,” released in December 1972, projected that by 1980 our dependency on
foreign ofl would range from 30% to 66% with 48% as the most likely number.
Even if we assume the National Petroleum Council's most optimistic domestic
supply projection (which the Report termed “difficult to attain”) and‘the small-
est demand projection, we will still have to bring in & minimum of about 6 mil-
lion burrels daily of foreign oil by 1980.

Thus, it is reasonable to assume that regardless of what energy policy we
pursue, foreign oil will play a significant part in supplying our demand for the
next ten years at least. It is therefore essential that we do not embark on
policies which will reduce our access to foreign oil during this period without
having an offsetting effect on domestic supplies.

The various current proposals to alter or abolish the Foreign Tax Credit
on income from U.S. oil operations abroad must be examined from this point
of view. The acknowledged principal purpose of these proposals is not to raise”
add'tional tax revenue but to create a tax disincentive to U.S. investment in
foreign ofl production on the assumption that this would lead to increased in-
vestment in domestic oil production. If the assumption is correct, a reduction
in the Foreign Tax Credit may be justified. If it is not, the effect of the
removal s likely to be counter-producitve.

Thus, before we go into the technical aspects of how the Foreign Tax Credit
works and what the consequences of the various proposals to reduce or elimi--
nate it would be, we must determine why U.S. oll companies ventured abroad,
what would have been the consequences if past government policy had prevented.
them from doing so and what the role of foreign oil will be in supplying our
future energy needs.

Tax PoLICIES AND O1L INVESTMENT—U.S. VERSUS FOREIGN

American oil companies have been investing substantially in foreign countries
before the turn of the century, well hefore the adoption of the modern income
tax law in the United States in 1913. Their historic reasons for doirg so are well
covered in other studies. Here we are concerned with the question of what role,.
if any, taxes have played in the continuation of such investments, particularly
sinee the end of World War II. ' R

The fact is that from the tax point of view it was better throughout this period
to produce oil in the U.S. than in almost any major foreign producing country.
Prior to 1970, when the Tax Reform Act of 1969 became operative, the average
federal income tax payment of integrated U.S. oil companies amounted to not
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quite 20% of their total U.8. book earnings and less on their earnings from.
domestic erude oll production alone, .

The principal reason for this relatively low rate were two special tax provi-
sions applying to ol and gas production : the depletion allowance and the expens-
ing of intangible drilling costs, The rationale for these two provisions on which a
vast literature exists lies outside the scope of this report. But with the excep-
tion of Canada, no major foreign oil producing country has granted ofl com-
panies such preferential tax treatment,
© As a result, since the introduction of the so-called 50/50 principle in foreign
oil taxation (which consisted of a 509 income tax rate minus a tax credit
for royalties and other payments made to the state), in 1948 in Venezuela and two
years later in the Middle East, U.S. oil companies operating in the major foreign
producing countries have consistently paid a higher tax rate there than at home.
Over the years the differential has grown dramatically. Until about 1960 the
income tax rate on oil operations in the Middle East and Venezuela was ap-
proximately 36% or nearly twice as high as the effective tax rate in the

In the early 1960's increasing competition forced the ofl companies abroad
to introduce discounts off their posted prices. However, OPEC did not allow
these discounts to be used for the purpose of calculating taxable income. As a
result, the effective tax rate on real income was further increased. Then in
the second half of the 1060's OPEC required that royalties be treated as a de-
duction instead of a tax credit. This together with the discounts raised the
effective tax rate to 54-56¢, of real earnings,

In 1971, statutory income tax rates were raised to 55% in the Middle East and
African producing countries and to 609 in Venezuela, In addition, a series of
sharp increases in posted prices were imposed by the producing country govern-
ments culminating in the current postings swhich range from $11.44 to $15.77
per barrel, about four times the level of a year ago. As a result, the current
effective tax rate in the Middle East is about 879 of the real earnings on a
company’s own (equity) crude oil production (see page §), assuming a market
price of $9.70 f.0.b. Persian Gulf, '

By comparison, the total U.S. tax burden on crude oil production including
state income and production taxes, is probably less than half of this rate. In
other words, U.S. oll comapanies have.gone abroad despite the fact that U.8, tax
treatment of their earnings has been consistently more favorable than that of
major foreign producing countries. Over the years, this difference has steadily
increased as the foreign countries raised their tax bases and rates while the
11.S. limited such general tax incentives as the Investment Credit and Accelerated
Depreciation largely or wholly to domestic investments.

Reasons ror U.S. ForelGN OIL INVESTMENTS

The principal reason why, despite this disparity, American companies have
apparently increased their investments in foreign exploration and production
much more than those at home in the last 12-14 years lies of course in the re-
source base differential. The opportunity to find very large deposits of very low
cost oil abroad at a time when domestic deposits were beginning to show signs of
decline and finding costs were rising was sufficient to overcome the foreign tax
disadvantage. The results bear out the correctness of this choice. Production
costs in the OPEC nations range from 10¢ to 60¢ per barrel while in the U.S.
they average in excess of $1.00 per barrel. Even more dramatically, while in
1971 the drilling of a total of 11,858 oil wells in the U.S. did not prevent a pro-
duction decline of about 100,000 b/d from the previous year, in the Middle Bast
where a production increase of 3 million barrels daily (b/d) was achieved only
160 wells were drilled.

Suppose the U.8. government through prohibitive tax measures or other means
had succeeded in preventing or hampering U.S. companies from developing the
petroleum resources abroad? o

Wottld such a policy have resulted in higher investment in petroleum pro-
duction at home? Probably not. There is clear evidence that the decline in U.S.

'
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oil production investments did not reflect lack of funds but lack of opportunity
to employ the funds profitably. The great bulk of domestic oll investment had
occurred on-shore in the Southwestern and West Coast reglons,

There is now general agreement among geologists that the bulk of the recover-
able reserves in these areas have been located and that the only way to extract
more ofl from these reserves is to introduce secondary or tertiary recovery
methods. This is a direct function of the existing or expected wellhead price
of oil rather than the availability of capital.

INVESTMENT OPPORTUNITIES IN THE UNITED STATES

The principal areas for major new oil finds in the U.S. will be the offshore
regions along our coastlines and the offshore and onshore areas of Northern
Alaska. The American petroleum industry has shown every sign _that it wants
to develop these areas at the most rapid rate and has the capital to do so. The
Alaskan North Slope discoveries which, together with the pipeline to the warm
water port of Valdez will have cost a total of well over $10 billion by the time
commercial production gets under way, were found and developed when domestic
crude prices were at one-third and landed foreign prices at one-fifth of their
present levels.

The only thing that held up the commercial development of the North Slope
reserves were court and government actions, never lack of capital. The eager-
ness of additional companies to join in the Alaskan oil search was clearly
demonstrated at the lease auction in September 1960 when $1 billion was payed
in Bids to the Alaskan state government for the right to search for ofl.

There is every indication that if the state or federal government were to
open more areas with promising geological indications for oil search in Alaska
on any profitable basis, the American oil industry would be willing and finan-
cially eapable to undertake this search without any change in existing tax or
other legislation.

Similarly, every lease sale in federal off-shore lands in the Gulf Coast in the
last geveral years has brought in over a billion dollars in bonuses. In‘the two
latest sales, held early in 1974, the industry paid $1.8 billion and $2.2 billion,
respéctively, in cash bonuses to acquire leases, In fact, the petroleum industry’s
position is that more federal off-shore leases should be offered for bidding than
the 3% of the total area that has been opened up so far, The industry has also
urged the opening up of the Fast Coast for oil exploration and the removal of
some of the restrictions put on oil search and production in the Pacific off-shore
areas.

Without going into the specific positions of the industry and the government
on the question of off-shore drilling, it is clear that American oil companies are
willing to invest considerably more money in search for oil and gas in the major
remaining potential oil bearing areas in this country than they have been per-
mitted to do so far, The reason for the decline in domestic production and re-
serves in the last several years is therefore not lack of funds but lack of
opportunity,

If a change in U.S. government policy were to make it more difficult for U.S.
oil companies to invest funds abroad, it would not follow that these funds would
be {nvested in U.S. oil production ventures which are currently considered not
profitably enough: The basic criterion for any business investment decision is to

- maximize the return on the investment. If opportunities outside the oil producing
séetor promise a higher rate of return this is where the funds would go. Thus, one
result of discouraging past foreign oil investments would probably have been
inéreasing domestic diversification of oll companies into other lines of business.
The same thing can be expected if such a policy were to be adopted now.

BALANCE OF PAYMENTS CONSIDERATIONS

_ It is sometimes argued that if U.S. companies had not been able to develop
foreign production they would have had to develop more production at home even

834-639 O-74-8
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it the profitability were less, since integrated oil companies cannot stay in busi-
ness without adequate crude ofl supplies. This assumes that any oil not found by
American ofl companies abroad would stay unfound. :

Actually, international competition between U.8. and non U.8. oil companies
18 very keen, Three of the world’s biggest and oldest oil companies—Royal Dutch-
Shell, British Petroleum and Compagnie Francaise des Petroles—are head-
quartered in Hurope. There are also large oll companies in Germany, Italy,
Belgium and Japan. Some of these have access to government funds for their
foreign exploration ventures.

Furthermore, the national oil companies of all the major producing countries
have by now acquired enough knowledge and skill to produce and sell their
own oil. In the future their role as international ofl marketers 'will in fact be
greatly expanded. .

Thus, the amount of oil available for sale abroad would not necessarily be less
in the absence of American oil companies. U.S8. companies could therefore im-
port the same volume of oil as they do now by purchasing it from foreign pro-
ducers. The only difference would be that the profits abroad from the sale of this
oll would accrue entirely to the foreign producers. In turn, this would have a
pegative effect on our balance of payments,

The importance of foreign oil earnings in our balance of payments is shown
in the table on page 5. It should be pointed out that most of these earnings are
not the result of imports iutn the U.S. but into other markets—mainly Burope
and Japan. In 1972, U.S. oll companies produced a total of about 18 million b/a
abroad while oil imports into the U.S. amounted to less than § million b/d and
not all imports came from U.S. controlled companies. .

In previous years, the share of U.S. controlled foreign oil going into third coun-
tries was even larger. Had there been effective interdiction of U.S. investments
iun foreign ofl production, we might have lost up to a cumulative maximum of $10
billion of foreign earnings inflow since 19085 without necessarily reducing our
dollar outflow for ofl imports by any relatively significant amount.

INVESTMENT IN DOWN-STEAM FACILITIES

In the future, the role of U.S. oll companies in the main forelgn producing
areas will clearly decline while that of the national oil companies will rise. U.S.
earnings from oil production abroad can therefore be expected to diminish. But
the sanie is not likely to hold for the role of U.S. companies in the importing
countries abroad. In fact, as thelr earnings from upstream profits dwindle, the
tcﬂompanies will try to shift their profit center to refining and marketing opera-

ons, '

It U.8. companies- were handicapped vis-a-vis thelr foreign competitors in
participating in these operations, the inflow of foreign earnings would of course
be diminished. There would be no compensating increase in domestic investment
and earnings. An international oil company blocked by U.S. tax policy from build-
ing a refinery in Europe to supply the local market will not build one in the
United States instead.

Reflnery building is a function of market demand and availability of crude ofl.
The reason for the insufficient U.S. refining capacity is not lack of domestic
capital. Rather, a variety of other factors such as our former ofl import policy,
environmental opposition to refinery location and the existence of excess refining
capacity until 1972 came together to create this situation.

‘Some of these factors are no longer prevalent or have beeh mitigated. As a re-
sult, almost every large refining company has announced plans within the last
ten months to expand its capacity. If all these plans are carried out it will mean
an increase in U.S. refining capacity of about 3 million b/d by 1977/78, enough to
raise our self-sufficiency in refined products above the level of recent years.

Yow many of the announced expansions of néw constructions will actually take
place depends primarily on one factor—secure access to foreign crude oll. Any
attempt to hinder U.S. companies from finding more ofl overseas could therefore
have & negative side effect on U.S. refinery construction in the next few years.
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Self-sufficiency in petroleum in the next ten years i8 not a realistically achieva-
ble goal for the U.S., official statements to the contrary notwithstanding. It would

“require a reduction of 50% in our historic eiergy growth rate from 1974 on. This

g clearly unrealistic. It would result in an economic recession of major propor-
ons.

We can, however, reduce our dependency on foreign oil considerably over the
next ten years from what it would be in the absence of a concerted effort to do
g0. Thus, by 1980 our domestic petroleum production under the stimulation of
higher prices and a more liberal government policy on off-shore leasing might be
a8 high as 14 million b/d, compared to 11 million barrels in 1974

At the same time, our oil demand which had been projected to reach 24 million
b/d in 1980 by various authoritative studies made prior to the major changes in
world oil demand and supply conditions which occurred last year, may be Te-
duced through conservation measures and substitution of coal to an absolute mini-
mum of 20 million b/d. This would imply an annual growth rate of 1.8%, about
one-third of our recent historic rate.

Even these spactacular achievements in increasing domestic supplies and de-
creasing the growth in demand would require imports of at least 6 million b/d in
1980, or 80% of tutal demand. If we further assume that all increases in oil de-
mand between 1980 and 1984 can be made from domestic sources and that at the
same time oil imports can be reduced by another 10% from their 1980 levels, we
will still have to bring in 5.4 million b/d of foreign oil ten years from now.

Thus, even under these clearly optimistic assumptions we will continue to be
substantial importers of oil for the next decade and very probably beyond., The
question of access to foreign oil will therefore continue to be of major national
significance, '

One thing we have learned from the present ol crisis i the need for maximum

. diversification of supply sources. Without the existence of major producing areas
- in Canada, South America, West Africa and Southeast Asia the effect of the Arab

~

oil embargo on the U.8. would have been far more serious than it was.

Some of these areas were develo only within the last ten years. Nigeria, for
instance, produced only 75,000 b/d in 1963 compared to 2.2 million b/d in 1974,
Ecuador which had virtually no exports prior to 1973 now sells over 250,000 b/d
abroad. In Indonesia production has increased from 450,000 b/d ten years agé to
the current level of 1.4 million b/d. Canadian production has nearly doubled in
the last five years to its present level of 2.1 million b/d. In all these cases, U.S.
companies were involved in finding and developing this oil.

All major oil, importing countries other than the U.S. are officially encourag-
ing the search for new deposits thronghout the world in order to diversify their
supply sources. At the same time the national oil companies of existing or
potential producing countries are looking for minority partners or subcontractors
to help them develop their resources. If American companies were to be prevented
from participating in this seareh the security of supply of our required imports
would clearly be weakened.

The Arab ofl embargo has demonstrated, that during a physical shortage the
global allocation of available supplies is in the final analysis in the hands of the
internattonal oil companies. To the extent to which these companies are American
our government has some means of influencing the allocation. True, during the
embargo U.S. companies operating in Arab countries were specifically prohibited
trmin supplying their own country and had no choice but to respect this pro-
hibition. -

However, by increasing shipments from non-Arab sources and by importing
finished products from refineries in countries which continue to have access to
Arab crude oil, the shortfall of imports into the U.S. throughout the five months of
the embargo was kept below the level that would have prevalled if the embargo
had been fitlxllly effective and no offsetting shipments from 'non-anbargoed sources
had come in. o o
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QGiven the present constellation of world policies it is questionable that such
remedlal action would have been taken if most of the oil shipped to the U.8. had
been controlled by private or govermment companies of other countries.

Thus, as long as the U.S. remains a major importer of ofl it would seem to be in
the national interest to encourage U.S, companies to participate in as many
foreign oil ventures as possible.

CONCEPT AND CALCULATION OF THE FOREIGN TAx

Looking at the role the Foreign Tax Credit plays in U.8. foreign oil operations.
One of the most concise as well as authoritative explanations of the principle of
this tax provision was given by the then Secretary of the Treasury, George P.
Shultz, before the House Ways & Means Committee on February 4, 1974 which is
quoted below :

“The basic concept of a tax credit system is that the country in which the
business activity is carried on has the first right to tax the income from it even
though the activity is carried on by a foreigner. The foreigner’s home country also
taxes the income, but only to the extent the home tax does not duplicate the tax
of the country where the income is earned. The duplication is eliminated by a
foreign tax credit. . .

“For example, if a_U.S. corporation were taxed at a 30% rate in country X
on its income from operations in country X, the U.S. would not duplicate country
X’'s 80% tax on that income. But since the U.8. corporate income tax rate is at
489%, the U.8. would collect—i.e. “pick-up” the 189 which remained over and
above the 30% collected by country X. Technically the result is achieved by im-
posing a hypothetical 489, U.S. tax on the income earned in country X, with
the first 80 percentage points rebated by a credit, However, if the foreign rate
were 48% or more, there would be nothing left for the U.S. to pick up and thus
no tax payable to the U.S. on that foreign income.

“Note that the foreign tax credit only affects income earned in some foreign
country through activities conducted in that country. Income arising out of
operations conducted in the U.S. and the taxes on that income are totally un-
affected by the credit.”

The Foreign Tax Credit is, of course, not limited to the oil industry. It applies
to all U.S. controlled business enterprises abroad. However, the oil industry’s
foreign tax credit is the largest of any U.S. industry. But the same applies to the
foreign earnings of the U.S. ol industry. Table A on page 2 shows the foreign
earnings, and tax credits of all U.S. industries and of the petroleum industry in
the years 1969-72.

THE Two METHODS OF COMPUTING THE FOREIGN TAx CREDIT

The allowable Foreign Tax Credit can be determined in two ways. The “per
country” method treats the income and taxes from each foreign country sep-
arately in determining the Foreign Tax Credit. The “over-all” method treats all
foreign net income and all foreign taxes as a whole. Tax payers may elect either
method. But if they elect the over-all method they are not free to change to the
per-country method in subsequent years unless they receive special permission
from the Treasuty.

The principal attraction of the over-all method is that it permits a company
operating in several foreign countries to average differential tax rates, Thus,
excess foreign tax -credits accumulated in countries with tax rates higher than
in the U.S. may be used to offset U.S. tax liabilities arising in countries with tax
rates below the U.S, level.

The advantage of the per country method is that it permits losses in a foreign
country to be deducted from U.S. income taxes on domestic earnings, independent
of the accumulation of excess tax credits in other foreign countries. This is
based on the principle In our tax law that if the foreign income of U.S. businesses
is subject to %.s. taxes, foreign losses must be deductible from U.8. taxes. In the
case of foreign income a Forelgn Tax Credit is allowed to avoid double taxation.
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In the cage of a foreign loss there is no conceivable-counterpart to the Forelgn
Tax Credit. A taxpayer on the per country basis may therefore deduct the loss
directly from his total earnings which include of course his domestic earnings.

Tue CASE oF ARAMCO

An illustration of a limitation on the use of the excess foreign tax credit, re-
gardless of the method used to compute it, 18 provided by the Arabian American
Oll Company (Aramco)—the world’s largest crude oil producer. Aramceo's own
operations are limited almost entirely to Saudi Arabia. But its four U.8. owners—
Exxon, Texaco, Standard of California and M- ' —operate of course in many
foreign countries. However, since none of them controls a large enough share of.
. Aramco to treat it as a subsidiary for U.S. tax purposes, they can not make use
Aramco's accumulated excess foreign tax credit.

~ According to recently released figures by the Senate Forelgn Relations Com-
mittee, Aramco paid nearly $2 billion in income taxes in Saudl Arabia in 1972 and
an estimated $3.9 billion in 1973. On the basis of these figures it can be estimated
that the company received U.S. tax credits of approximately $1.4 billion in 1972
which gave it an excess Forelgn Tax Credit of about $600 miliion in that year.

In 1973, the excess tax credit was probably some-what above $1 billion, ac-
cording to preliminary figures. For the reasons pointed out, no part of the excess
tax credit generated by Aramco can be used to reduce the U.S. tax liability of
its owners in any other country. It was therefore no value for the four companies.

SoME MISCONCEPTIONS OF THE FOREIGN TAx CREDIT

Much of the controversy over the oil industry’s use of the Foreign Tax Credit
arises ont of misunderstandings over how the credit works and what its limita-
tions are. In the following paragraphs the most common of these misconceptions
are discussed.

(1) The foreign tax credit as an offset against U.S. income taxes: In the public
discussions about the Foreign Tax Credit it is sometimes claimed that U.S. oil
companies can offset increases in foreign tax liabilitles by a corresponding lower-
ing in tax payments to the U.S. Treasury through the Foreign Tax Credit device. -
It is important to understand that this credit is available only up to the point
where foreign tax rates equal U.S. rates.

Since, by and large, foreign tax rates for the oil industry have exceeded U.8.
tax rates since the mid-1960's, increases in foreign tax-payments since then have
had very little effect on tax payments to the U.S. Treasury.

In other words, the U.S. oil industry has paid very little domestic income taxes
on its foreign earnings for a number of years and since tax liabilities arising
out of domestic earnings can never be reduced by a foreign tax credit, there has
simply been nothing to write off against the many increases in foreign tax pay-
ments in recent years. As a result, all U.8, oil companies with substantial foreign
producing operations have built up increasing amounts of unusable excess For-
eign Tax Credits,
~ Tahle “B” {llustrates this point. It shows the composite foreigh income tax
liabilities and U.S. foreign tax credits of 18 major oil corporations which report
their earnings and taxes regularly to the publice accounting firm Price, Water-
house and Co. As can be seen, forelgn tax liabilities have risen by $2.3 billion
during the four-year period but the Foreign Tax Credit has gone up by only $0.4
billion, Similarly, in 1972 the Foreign Tax Oredit covered only 37% of total for-
eign income tax payments, compared to 58% in 1969—an indication of the growth
in excess foreign tax credits, that is tax credits in excess of those required to
offset U.S. tax liability, Tn 1973 the ratio droppead still further,

Since at least part of the increase in the Foreign Tax Credit since 1969 was due
to higher earnings in oil importing countries, some of whose tax rates are below
the comparable U.S. level, virtually none of the sharp increases in tax liabilities
to the oll producing countries during this period were passed on to the U.S.
Preasury through higher Foreign Tax Credits.
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(2) The question of royalty payments: It is sometimes charged that the income
tax paid by ofl companies in the major forelgn producing countries is only a
disguised form of royalty puyment and should be treated as such in the ¢ompu-
tation of the U.S. income tax liability on these earnings. The difference would be
quite significant, since a royalty under U.S. tax law is in effect treated as a deduc-
tion rather than a tax credit. Thus, under a hypothetical 509 U.S. tax rate one
dollar paid in foreign income tax would reduce U.8. tax lability on that income
{oy on‘e gggar while one dollar pald in royalties would reduce U.S. tax lability
)y only : . .

The dispute over whether the payments to foreign ofl producing governments
are taxes on royalties arises in part out of the confusion as to the kind of pay-
ments made to these countries and in part out of the historic origin of these pay-
ments, For the past 20 years at least foreign oil producing companies have paid
both an income tax and a royalty to their host governments.

The latter ranges from 12.69% to 16.6% of the posted or tax reference price of
the crude oil. It currently amounts to about $1.46/bbl in Saudi Arabia and about
$1.28 a barrel in Venezuela. The royalty is treated as a regular business deduc-
tion for U.S. income tax purposes and thus does not figure in the computation of

* the Foreign Tax Credit.

The foreign producing countries also treat royalty payments as a tax deduc-
tion, although prior to 1965 most of these countries treated them as a tax credit
in calculating the 509% income tax rate then in effect. Some of tlie confusion

might arise from this previous differential treatment of ol royalty payments in -

the producing countries, )

Another reason for the confusion is that at one time all payments to foreign
producing countries were in the form of fixed royalties per barrel. In Venezuela
an income tax law applicable to foreign oil companies ‘was passed in 1943 and
in Saudi Arabia it was introduced in 1950 as part of the 50750 principle in
sharing profits between the government and the company. Shortly thereafter all
remaining major oil producing countries adopted income tax legislation. The
system in most of these countries is similar to-that in effect in the U.S. for ofl
operations on federal territories. Oil companies producing on public lands
or offshore areas must pay a royalty to the government, in addition to which
they are of course subject to an income tax oh their earnings.

The argument has been made that since a major reason for the change over -

from a pure royalty to a combination income tax and royalty in Saudi Arabia was
to take advantage of the U.S. Foreign Tax Credit. Saudi Arabian and other Mid-
dle East income taxes are really converted royalties and as such should not be
glven Foreign Tax Credit status. The argument ignores several points. i

(a) It is only common sense.for any country to try to minimize within the
framework of existing laws and conventions, the tax payments to other countries
from profits earnings within its borders. The long-standing provision in the tax
codes of the U.S. and the U.K. the two largest investors in Middle Bast oil, of a
Foreign Tax Credit was a clear invitation to reduce the outflow of tax payments.
The fact that under the royalty system the U.S, Treasury received a much larger
income from Saudi Arabian and other Middle East oll operations than the treas-
ur:es of these countries provided a strong additional incentive to take corrective
action, . S

(b) It is now generally recognized that the income tax is a_siperior form of
governmental revenue collection than a fixed royalty, both because it has greater
flexibilty and because it makes the government a partner in the profits and losses
of the enterprise. The move from a royalty to-an income tax system must there-
fore be regarded as a normal development in fiscal sophistication on the part

of the less developed countries which would have come about even In the absence’

of Foreign Tax Credits in U.S. and other tax legislation. )

(e) It would be extremely arbitrary for the U.S. to insist on treating all tax
payments to foreign oil producing countries forever as royalties because at one
time some of these countries (none where the first ofl discovery was made after
1950) collected their ol revenues in the form of royalties.
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TABLE A
U.S. CORPORATE FOR!!(QN EARNINGS AND TAX CREDITS

“'million)
Foreign Earnings Foreign Tax Credit - -
All Petrol’s Share Al ' Petrol's Share
Corp s Petrol Ot Alt Corp's Corp's Petror Ot AliCorp's

1969 8128 2.452 303 3988 1119 2,448 7
1970 8789 2938 334 4 549 1820 0
wn . 10.299 3.856 kIR $.486 2,444 445
1972 12,286 4,852 37 na na na

Source: Dept. of Commerce Survey of Current Business and Internal
Revenue Service, Corporate income Tax Returns

TASLE B
Foreign Inceme Tax Payments And Tax Credits
Of 18 Majer U.S. Ol Companies

(3 mililen)
Forelgn Tax Forelgn iIncome Ratio of Cotumn (1)
Credit Taxes o
Cotlumn (2)

1969 1,176.5 2,027.0 $0.0

1970 11006 2.344.6 99

wn 1,678.2 3,000.4 “o

1972 1,816.2 . 40150 s
Increase

1969-72 7% 3%

Source: Reports by Price Waterhouse & Co. to the General Committee on Taxation of
the American Petroleum Institute,
Note: The figures shown are those reported in the published financial slatements of
the companies. They exclude two major U.S. forelgn oll companies — Aramco
. and Calfex -- the income taxes of which are not included in the consolidated
reports of thelr shareholders whereas the earnings are '

RSSO S

TABLE C
Hypethetical U.S. Income Tax Liabliily .
And Foreign Tax Credit On Equity Kuwait
Crude Oli, March, 1974 - (Posted Price $11.55)

Present Present Law  No Forelgn Tax
Law Without * Credit No
Depletion Allow. Depletion Allow.

Recent Market Price 9.70 92 9.70
Oepletion Allow. Computation:
Rolibsck 16 Wellhead 0.08
Royalty (12.5% of Posted
Price) 144
1.52
Gross Depletable Revenue (R ]
Depletion Allow. (22% of above) 1.80
U.$: Income Tax Computation: .
Gross income 9.70 970 .70
Less: .
Royally 1.4 1.44 1.4
Operating Cost 0.07 0.07 0.07
Depletion Allow. 1.00 .
Kuwalt Tax . . 5.82
: L 1.51 1.0
Taxable income 4.3 [ Al .47
US. Tex @ 48% .07 19 1.28
Kuwalt income Tax
(seep.29) 5.52 .52 $.52
U.S. Forelgn Tax Credit 3.07 39 .
Excess of Kuwalt Tax Over
Forelgn Tax Credit 245 LS .
Totsl U.S.-Kuwait Tex Cost 5.52 5.52 690
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(8) Posted vs. market prices: Another criticism of the U.8, Forelgn Tax
Credit provision as it applies to foreign oll is that the credit is permitted on the
artificially inflated earnings based on posted prices, Posted prices were originally
the market prices at which oll companies were willing to sell to third parties.
In the early 1960's, the setting of these prices was taken over—at first informally
and now officlally-—by the governments of the producing countries and weére
set above actual market values. For instance, the current posted price for light
Saudl Arablan crude ofl is $11.65 per barrel. But the actual market value of this
ofl is $1.50-$2.00 less. Since company profits for tax purposes are calculated on
the basis of posted prices by the producing countries, it is argued that the profits
are overstated as are the resulting tax payments to the forelgn governments and
the ensuing U.S. Forelgn Tax Credit. ' )

The problem is that some countries such as Saudi Arabla and Iran require
the producing companies to use only posted prices for accounting and operating
purposes. If these companies grant discounts off the posted prices to meet market
competition they must do so outside the producing countfies. In some other coun-
tries such as Venezuela, it is only necessary to pay taxes on the basis of “tax
export values,” For export purposes the foreign companies in Venezuela are free
to use actual market prices. They take therefore a Forelgn 'Tax Credit only ofi
that portion of their foreign tax payments which is based on market prices, The
balance is treated as an expense. .

Since the U.S. Treasury takes the position that profits or losses for tax pur-
poses should be based on transactions at real market values, it has argued that
the Foreign Tax Credit should be based universally on foreign earnings arising
out of market prices rather than government-imposed posted prices. The change
would not bring about additional tax payments to the U.S. Treasury because all
producing country tax rates are above comparable U.S. tax rates. The only effect
would be a reduction in excess Foreign Tax Credits.

Table “C” illustrates the workings of the Foreign Tax Credit, based on the
estimated recent market price of one type of crude oil at the Persian Gulf, The
table shows that the allowable Foreign Tax Credit equals slightly more than
half the actual tax paid to the producing country. As pointed out earlier, the
resulting excess tax credit may under certain conditions be used to reduce U.S,
tax Hability on earnings {n other foreign countries,

The table also shows that removal of the depletion allowance on foreign pro-
ductfon earnings which is currently under consideration by Congress, would
reduce the excess tax credit but would not result in the payment of any U.S.
income tax in the case shown, However, the reduction of the excess tax credit

_could bring about an increase in U.S. tax liabilities from earnings in some other
countries for companies using the overall method of determining their Foreign
Tax Credit. The Treasury has estimated that removal of the depletion allowance
on foreign ofl production earnings would increase U.S. tax liabilities by $40 to
$50 million a year.

The removal of both the Foreign Tax Credit and the depletion allowance would
in the specific case shown create a U.S. liability of $1.28/bbl in addition to the
$6.562/bbl llability to the producing country. This would cut the existing net
profit of $2.67 on equity crude oil nearly in half.

(4) ‘The real point margin on foreign oil : Tables “C” and “D” show that crude
oil with an fob market value of $9.70 bbl at the Persian Gulf has a total tax-
paid cost to the producing company of $7.08/bbl, resulting in a profit margin of
$2.67 bbl. This is substantially higher than the historic profit margin on foteign
crude ofl for most international ofl companies. The sharp increase in the margin
has created the impression that higher posted prices and tax payments, in the
foreign producing countries have moved in tandem with higher after-tax profits
for the oil companies. ) ‘

However, the profit margin shown in the two tables applies only to “equity”
erude oll, that is crude oil owned by a priavte company and produced for its own
account, Until 1973, virtually all erude ofl (except royalty crude) producéd in the
Middle East and North Africa could be considered equity oil. Since then gov-
ernment companies in the producing countries have progressively taken over
varying shares of the oil companies equity.
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TABLE D
tncome Tax, Tax-Paid Cost And Ettective
Tax Rate On Kowut'ﬁquitv Crude Oil

(s7bbi) . ’ :
1) Income Tax Calculation : b) Tax-Paid Cost to Companies
Posted Price 11.5% -
Production Cost 007 007
Royally -1.44 1.44

- 12.5% of posted price)

Taxable Income 10.04 -
$5% Income Tax 5.52 552
Tax-Pald Cost to Companies 703
¢) Eftective income Tax Rate
Market Price 910
Cost:

Production 0.07

Royalty , 1.44 1.51
Pre-tax Protit 8.19
income Tax Payment 5.52
Ratio of Tax to Profit 67.4%

In Kuwait and Qatar, equity crude will account for only 409% of total produc-
tioh. In Saudi Arabia, a similar share is being negotiated, probably retroactive
to January 1, 1974, while in Libya the companies share seems to have been set
at 49% of total production. "

Since all of the established international oil companies need considerably more
oil than their equity share entitlenient to meet their internal and external market
requirements, they must buy the balance back from the producing ¢country govern-
ment at prices imposed by the latter. While the level of many of these “buy back”
‘pr%ces has not yet been determined, will probably be near the current market
price, ' o ' : Vo
Thus, under the new system the profit on a‘company's equity crude must now

be viewed in conjunction with' the possible loss—or, at the very least, absence or
profit—on its buy-back crude. Taken together the overall profit margin per barrel
o crude oil is therefore considerably smaller than that-on & company’s equity
crude alone. ‘ e o ’

For instance, a company with 409% equity erude, having to obtain the balance
of its crude requirements uider buy-back provisions or 'in the open market,
could under our assumption, have an overall pet-barrel profit of less than half
of that received on its equity crude.

(5) Differential treatment of state and foreign taxes: The question is some-
times asked why foreign income taxes are treated differently from U.S. state
income taxes. A state income tax can only be deducted as an expense In computing
federal income tax liability while a foreign income tax can either be deducted
or be treated as a tax credit for federal income tax purposes.

The question is only superficially meaningful. State income taxes and foreign
fnicome taxes are simply not comparable, Since U.8. tax legislation treats all
state taxes alike, the problem of competitive advantage or disadvantage does not
enter into consideration in the federal treatment of state taxes. In the treatment
of foreign tax labilities of U.S. firms, however, this consideration is of major
importance. 1f the U.S, practice were to be more severe, that is create a greater
total tax burden, than that of other nations, American firms abroad would of
course be at n competitive disadvantage

Treating forelgn income taxes as a deduction for U.S, tax purposes would result
in partial double taxation—taxation of the same income at the foreign source
and at home. According to a calculation of the National Foreign Trade Council,

" this would increase the total tax burden for U.S. companies as follows in a num-
ber of selected countries:
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EFFECTIVE INCOME TAX RATE FOR U.S, COMPANIES

Treating

. foreign
) ux;: as'a  Under pres- Percentage
Local tax jurisdiction of subsidiary deduction ent law increase
ne 56,2 3.3
4.6 5&. .1
7.8 45, .8
y 76.0 53, 41,0
#pon 12.9 4.8 5 3
o&leo'...a. . ;gg A3, 2 28. H

etherlands. . X X X

“nlted Kingdom .4 :g 0 58.0

Sourcs: “Economic Impllcgilons Of Proposed Changes In The Taxation Of U.S. Investments Abroad, National Foreign
Trade Council, Inc.,”* June 1972.

The increases would apply only to U.8. companies. Domestic companies in
those countries would of course not be affected by it, Nor would firms of third
countries other than the U.S., since most countries either do not tax the foreign
earnings of thelr business enterprises at all or allow a tax credit for such
earnings.

Most other home countries of international oil companies treat taxation on
foreign-source earnings at least as favorably as the U.S. Any weakening of the
Forelgn Tax Credit provision in our law would therefore create a disparity be-
tween the tax burden of U.S. and foreign oil companies. The UK., the Nether-
lands, France, Italy, Germany, Belgium, Sweden and Japan, all "home countries
for companies with foreign oil operations, either exempt foreign earnings from
taxation or grant full tax credits on such earnings.

Most of these countries—the U.K. Netherlands, Italy, Germany, Belgium and
Japan-—also permit the deduction of foreign losses, This indicates that U.S. tax
legislation in this regard is in line with international tax practice,

A proposed change in this particular tax provision, requiring the recovery of
these losses out of future earnings for U.S. tax purposes, would weaken the in-
ternational competitive position of U.S. oil companies primarily in the one
activity of most interest to the U.S.—the exploration and developemnt of new
areas, Most oil campany losses abroad are incurred during the search for new oil
deposits and the early development years of such deposits and are deductible
eltther currently (with loss carry-over provisions) or are amortized over a period
of years. ‘

However, any U.S. tax benefits that may be realized in the exploratory stage
through deduction of losses are partly or wholly offset by the reduction of
creditable foreign taxes during the pay-out period because most foreign produc-
ing countries also permit the deduction of such losses from future earnings.

If U.S. oil companies were required to refund the loss deductions to the Treas-
ury out of subsequent earnings they would find it more difficult to bid competi-
tively with non-U.S. companies in the ever faster race for access to the remain-
ing petroleum resources around the world.

The national interest would seem to indlcate just the opposite stance on the
part of the U.S. government. Certainly, no other country is putting these or other
restraints on the foreign activities of its oil companies-—not even countries, such
as the U.K. and the Netherlands, which have recently found substantial oil and
gas reserves in their own home territories,

The CuatrmaN. Next we will call Mr. John Miller, president of the
Independent Petroleum Association of America. I believe he would
like to have some of the members of his association appear with him
at this time. ‘

Who would you like to have accompany you on this panel, Mr.

Miller? T think that would speed this testimony.

Mr. MiLier. Senator, if we might, we would like to have Mr. Bob
Mead, Mr. John Franks, Mr. Warren Tomlinson, Mr. Karney Cochran,

“Mr. John Phillips, Mr. Bill Myler, and Mr. Ken McWilliams join me

at this time for testimony, if that is agreeable with you.
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The Cramyan. I would ask that those witnesses be identified in
in connection with the companies with whom they are associated.

‘Mr. Miuer, Senator Long, we thank you and the members of the
committee very much for this opportunity to appear before you and
to bring testimony on this very important matter.

Each of the speakers that follow will identify themselves and their

" connection in their statement, if that meets with your approval, sir.

STATEMENT OF C. JOHN MILLER, PRESIDENT, PETROLEUM ASSO-
CIATION OF AMERICA, ACCOMPANIED BY ROBERT E. MEAD,
PRESIDENT, MACDONALD OIL CORP.; JOHN FRANKS, PRESIDENT,
FRANKS PETROLEUM, INC.; WARREN E. TOMLINSON, PRESIDENT
AND CHAIRMAN OF THE BOARD, TOMLINSON OIL CO., INC;
KARNEY R. COCHRAN, PRESIDENT, PENNSYLVANIA GRADE
'CRUDE OIL ASSOCIATION, AND REPRESENTING THE NEW YORK
STATE 0IL PRODUCERS ASSOCIATION; JOHN . PHILLIPS, CHAIR-
MAN OF THE BOARD, THE LOUISIANA LAND & EXPLORATION Co0.;
WILLIAM C. MYLER, PRESIDENT, MUSKEGON DEVELOPMENT
€0., AND REPRESENTING THE MICHIGAN OIL & GAS ASSOCIA-
TION; AND W. K, McWILLIAMS, JR., CHAIRMAN AND CHIEF EX-
ECUTIVE OFFICER, McMORAN EXPLORATION CO.

STATEMENT OF JOHN C. MILLER

My name is C. John Miller. I am a partner in Miller Bros., an inde-
pendent oil and natural gas exploration and production firm at
Allegan, Mich. I appear here as president of the Independent Petro-
leum Association of America, a national organization of independent
petroleum producers representing some 4,000 members in every pro-

“ducing area in the United States.

Prorosep Tax CrANGES AND DOMESTIC O, PronucTiON

The purpose of this presentation is to discuss the changes in mineral
tax provisions affecting oil and natural gas that are pending or pro-
posed in Congress, particularily with respect to phasing out or retro-
actively terminating percentage depletion on oil and natural gas.

If enacted, these proposals would achieve, in effect, an undesirable
tradeoff of decreased energy supplies for more tax dollars. Because
the United States already has a very large and growing deficit in its
domestic supplies of both crude oil and natural gas, it is our firm con-
viction that adoption of these proposals would so aggravate our supply
position as to cause intolerable balance of payments and security of

-supply problems.
ryCE

~Chairman, T would like to discuss the proposition of terminating
the 22 percent depletion provisions in terms of a number of consider-
ations and realities that T believe mérit close examination by the Con-
. They can be summarized briefly as follows, ‘

No. 1, the independent segment of the domestic petroleum producing
industry would be critically affected by termination of depletion to the
oxtent that thousands may be forced to liquidate their businesses, This
would preclude development of needed domestic oil and gas supplies in
the future because the 10,000 independents in the industry conduct
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more than 85 percent of exploratory drilling to find and develop new
petroleum reserves.

Two, any reduction in or removal of tax incentives ought to be viewed
in light of the fact that the domestic petroleum producing industr
has just gone through a 17-year period of declinin% exploration, drill-
ing, and development. This has resulted in sharply reduced reserves
in the face of a 90-percent gain in demand for oil and a 138-percent
rise in demand for natural gas. ’

Three, a great deal of uncertainty exists in the industry because of
the fact that Congress is actively considering punitive legislation
which would have a debilitating impact on domestic ‘Kroducers.

The Nation faces energy shortages. This is just not the:proper time
to consider substantial alterations in the tax .aws which have been
embedded in the economics:of this industry for nearly 50 years.

T# the Congress deems it in the national interest to alter the tax
laws, these changes should be carried out only after careful, deliberate

‘consideration of the likely effects.

Four, unless Government tax and economic policy reflects not just
o willingness but a determination to encourage massive expenditures
in domestic exploration and development of all energy resources; and
oiland gas in particular, the downtrend in our energy supply will not
only continue but accelerate. The results will be an increasing depend-
ence on foreign enetgy and a cost in terms of our balance of payments
that will be intolerable. ‘

Five, the Nation will continue to be primarily dependent on oil and
natural gas to meet its energy needs at least through the 1980’s, There
are vast potential domestic oil and gas reserves remaining to be found,
enous._zh certainly to greatly reduce our dependence on insecure foreign
supplies. The surest, quickest, lowest cost means of maximizing -our
supplies of petroleum fuels is to reactivate and encourage the 10,000
independent producers to explore the vast, promising sedimentary
basins onshore in the lower 48 States. '

Six, because of recent improvements in economic conditions, there
are indication that the 17-year decline in domestic exploration and
development activity that had its onset in 1956 is being arrested in
1974. Xs a result, the decline in domestic crude oil production that
began in 1970 will bottom out this year. Production will increase in
1975, and subsequent years, unless the resurgence now taking place in

~ drilling and development is killed by punitive, counterproductive

actions such as the proposed retroactive repeal or phaseout of percent-
age depletion.

The elimination of depletion now proposed by some in both the
Senate and House reflects the apparent conclusion of its sponsors that
(a) our energy problems are over, (b) increased levels o exploration
for and development of oil and gas supplies arc not essential to meet
our energy needs, or (c) that removal of $3 billion plus per year from
the domestic industry through the elimination of depletion would have
no effect on levels of expenditures for exploration, or on future dis-
covery, development, and recovery of additional oil and natural gas
resources. It is my considered opinion based on the facts that none of
these conclusions is corréct. ‘

1t is highly imdportant that Congress and the American people fully
understand the dangerous and growing inadequacy of U.S. supplies
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of oil 2nd natural gas. and our accelerating dependence on remote and

insecure foreign supplies. Petroleum fuels, oil and gas, are relied upon

by the American people to fill 75 percent of their energy needs. In
future years, the role of conventional oil and gas will undoubtedly -

change, but no significant change will occur before the late 1980’.

In the interim, the Nation has no practical alternative except to move

ahead with maximum development of its petroleum resources. To do

less is to invite the unacceptable economic costs and the insecurity of
supply that are inherent in overdependence on foreign oil.

' To examine where we must go, it is useful to look at where we have

been and ivere we are at the moment. A good starting point is 1956, the

year that the United States peaked in exploration and drilling for oil
and natural gas. Since that time, the demand for liquid petroleum
fuels has increased 90 pereent, and the consumption of natural gas has
~ risen 138 percent. These demands have been increasingly met out of

the reserves found through past discovery efforts and increased im-
ports. Not since 1966; have we found as much crude oil as we have
produced in any one year; discoveries of natural gas have not equaled
production since 1967.

Why our oil and gas supply situation has eroded should not be a
mystery to anyone. A few figures comparing the domestic industry’s
exploration activity in 1956 as it translated into available petroleum -
reserves compared to 1973 provides a graphic explanation.

Geophvsical activity during this period is down 60 percent. Wildcat
wells dvilled are down 54 percent. Total wells drilled, down 53 per-
cent; rotary rigs active, down 54 percent; proved reserves, except the
North Slope, crude oil is down 18 percent, and natural gas is down 5

ercent. '

‘ P The root cause of these substantial downward changes can be seen
in the decrease by 15 percent in the price of crude oil expressed in
constant 1973 dollars from $4.57 to $3.89 per barrel. In late 1973, crude
oil prices began to increase providing an improved economic climate
which will reverse these declining trends if the industry is not thwarted
by adverse governmental policies.

I should mention that in the 1956-73 period, the average price of
gasoline, excluding Federal and State taxes, increased 25 percent.
And during this time, the Government’s consumer price index measur-
ing the retail cost of all items increased 70 percent, and the wholesale
price index for all commodities rose 49 percent.

The most ominous statistic, and one which should be kept in mind
by Conaress as it weighs energv tax policv as well as all energy
nolicy, is the fact that our dependence on foreign oil from 1956 to
1978 increased 332 percent. from 1,436,000 barrels daily to 6,201,000
barrels a day. Until the United States halts and effectively reverses

- the erosion in its productive capacity of oil and gas, the incremental
increase in our demands for both oil and gas must be met by higher
imports of Eastern Hemisphere oil. To meet this incremental increase,
imports must rise on the order of 1 million barrels daily per year.

The Federal Energy Administration recently computed the com-
posite cost of our imports at $10.42 per barrel. At this price, the
‘Nation’s bill for imported oil will exceed $23 billion in 1974, and each
million-barrel increase in future vears will raise that import bill by
approximately $4 billion. If the U.S. requirement for imported oil
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reaches 10 million barrels daily by 1980, as some have forecast, our
import bill as present prices would equate to more than $38 billion
yearly. We are already in a precarious balance-of-payments position.

For economic reasons alone, not to mention security reasons, this
Nation has no practical alternative except to maximize production
of its energy resources within the United States, and its development
and production of its oil and natural gas in particular. It is significant
that the combined price of domestic oil and natural gas today—ex-

: Eressing our gas production in crude oil equivalent—is less than $4 a

arrel. Nowhere on Earth can we obtain a comparable energy bargain,
There is strong evidence that the domestic independent oil and gas
Eroducing industry has set in motion a resurgence of effort that will

‘halt our decline in crude oil production their year and which promises

increased production in future years. In terms of what must be done,
however, in recognition of the long leadtimes required to significantly
increase output, we have barely made a start. In terms of capital
requirements needed to reverse the Nation’s energy supply position,
we have not begun to generate sufficient funds.

Senator, I will cut on through this statement a bit and condense this
in order to save some time.

I would like to point out, though, that the capital requirements for
all facilities needed to achieve maximum oil and gas supply by 1985 are
projected to be in the range of from $16 to $20 billion yearly. It is
interesting to note that the total wellhead value of domwestic oil and
natural gas in 1978.came to only $17.2 billion. :

The question of whether it is desirable to move ahead with de-
velopment of our energy resources clearly is a public policy question,

‘and therefore, a political question. Government policy, including tax
- policy, can be directed to either encourage or discourage the search for

and development of oil and natural gas. .
This fact was never more clearly illustrated that in the unmistakable
results of the changes in oil and gas tax treatment incorporated in the

" Tax Reform Act of 1969, the principal item being a reduction in the
“rate of percentage depletion on oil and gas from 2714 to 22 percent.

The reduction in depletion, together with other changes, increased the
tax take from domestic producers by about $600 million annually. In
the next year, 1970, exploratory drilling in the United States dropped
by 2,008 wells, a 21-percent decline from 1969. This was the biggest
drop in exploratory drilling in a single year in the history of the
industry. We still have not regained the 1969 level of exploration.

However, we are on the road toward the 1969 level and above if
Congress does not act precipitously to undermine the improved eco-
nomic incentives that are now generating greatly increased explora-
tion and development.

The role of the independent producer has been set forth in testi-
mony before this committee before, and I would again just reiterate
that the independent is the one responsible for drilling in excess of
some 85 percent of the exploratory wells drilled in this country. And
if we are going to ever be successful in g drive for energy self-suffi-
ciency, this segment of the industry is going to have to become moti- -
vated, such as it has not been for the last 20 years.

T would like now to speak briefly to the fallacy that percentage

~ depletion is no longer justified or needed because of “high oil prices.”
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Natural gas, the price of which is rigidly regnlated by the Federal
Power Commission, constitutes 56 percent of the energy, measured
- in British thermal units, produced by the domestic petroleum industry
at the wellhead ; the other 44 ({)erce.nt is in the form of crude oil. As I
have pointed out, the combined price of domestic crude oil and natural
~ gas is about $4 a barrel. The price of domestic crude oil averages about
$7 a barrel, In the combined price, or for crude oil alone, the domestic
industry is selling the lowest cost energy available to Americans today.
There is an erroneous assumption that price im%xéovements simply
result in “windfall” or “excess” profits. Those who believe this simply
 do not understand the function of price or the economics of petroleum
exploration. The improved prices authorized by Government were
for the purpose of stimulating exploration and recovery programs
that were not being undertaken and would never have been undertaken
“at the lower prices.
~ About 30 percent of domestic crude oil is selling at the free market
price of approximately $10 a barrel. About an eighth of total produc-
tion, included in this 30 percent, is from stripper wells producing
less than 10 barrels daily. This price will stimulate programs to in-
crease recovery from marginal and idle wells by hundreds of millions,
and ultimately, billions of additional barrels of oil. Some of the in-
" novative recovery programs that will be forthcoming will entail costs
of $8 or more a barrel. The oil thus recovered will be that which never
would have been recovered at lower prices. Secondary and tertiary
reiserves are & known quantity, already discovered with the pipe in
place. : »

Likewise, free market prices for new oil will stimulate deep and
‘much more costly drilling ventures to develop production that would
never have been sought at lower prices. This is the only hope of findin
the substantial additional oil that is available, because the easy an

the cheap oil has lohg since been found.

Mr. Chairman, it is hoped that Congress is not willing to foreclose
all chance of restoring energy self-sufficiency through punitive tax
changes that would be counterproductive to the basic and pressing
need to increase U.S. supplies of oil and gas.

Thank you,

O1L PropuctIoN

The Cuarman. While Senator Mondale is here, I would like to see
if T can get an answer for him from you that you might know.
What can you tell us about the fact that the production seems to
be going down while the price is going up? Why is it we are producing
less oil, even though the price has gone up ?
Mr. Misrer. I would say that we are not producing less oil in the
~ overall sense. We feel at this time that the figures this year will indi-
cate that our continual decline has been arrested. Those numbers do
not translate into the immediacy of a weekly or a monthly reporting
series. We feel that within the four quarters that it will indicate that
this leadtime that we have experienced over 4 year has, in fact, been
arrested by the stripper wells that were off production, no longer
economic, having been placed back on production by remedial work
“on existing, other stripper wells having been undertaken, and by the
_increase in drilling activity with some of those wells coming. on-
stream, It is the time lag involved that Senator Bartlett addressed
himself to. We do feel we can state the decline has been arrested.
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AvVALABILITY OF STEEL For WEeLL DRILLING

The Crarrman. It does not take nearly as much steel to drill those
6,000-barrel-a-day wells over there in Saudi Arabia; that is, it does

"+ ot take any more steel to drill one of those 6,000 barrel wells oveér

there than it does to drill a 50-barrel-a-day well here, does it? It is
about the same thing,
Mr. MiLier, I guess it could be true.
The CrammaN. And it is my understanding that the industry had
geared itself to going overseas and, franklz, your fellows were gear-
he time all this happened,

Mr. MiLLer. We basically have been phased out of business, Over
ha(llf of our people are no longer actively engaged in the oil and gas
industry.

The Crmamsian. When the price went up and it looked as though
there was going to be something for the independents to do after all,
but when you found that the steel companies had not made the pipe
and the casing that you would need, and you could not get the rigs that
you needed because they had not planned on you fellows being in busi-
ness this long anyhow, so that when you went back to drill a lot more
wells, was there not a shortage of steel to contend with ¢

They had steel; it just was not made in the shapes you needed?

Mr. MrLier. Yes, sir; that is correct. We determined by our study
that the steel mills are capable of rolling sufficient tonnage to fuel
the available working rigs now operating in the United States. There
is no capacity to build inventory, but if that steel flows through to
the active operating rigs, we can maintain a rig count that would be
approximately 25 percent greater than that which was actively work-
ing last year and would allow us to be about this business of regaining
a position of some d%gree of energy sufficiency.

The CrarMAN. Furthermore, the British and others had enough
good judgment to draft their leases in such a way that required im-
mediate drilling on those leases. And the companies that achieved
those leases have a firm commitment to drill them immediately. So
we had rigs being fabricated over here that are being sent over there
to drill even though those wells over there are not doing us any good.

That is part of the overall problem, is it not

Mr. MiLLEr, Yes, sir, it is. I think (i)erhaps a graph indicatin%)what
happened at the conclusion of World War II would probably be the
most dramatic testimony to what can be achieved if there is a commit-
ment on the part of this country to achieve the goal of energy suf-
ficiency. And that is at the end of World War II, with a dramatic in-
crease of oil and gas, we did find that the steel companies did address
themselves, and the manufacturing companies, immediately addressed
themselves to the manufacture of drilling rigs and of tubular goods,
and we saw a tremendous surge in the rate of drilling. ‘

And, in fact, Senator, what occurred was a complete dedication of
effort there that eventually placed us in a %osition where we actually
had surplus producing capacity. We were that successful in achievin
that goal. Under the same guidelines, the same opportunities, I woul

- think that we might have at least a reasonable possibility of working

towards a like goal. - ,

Reasons ¥or InpEPENDENTS DrintiNe 80 PERCENT OF
: Exrroring WeLLs

-

" The CuammaN. Now, can yoii tell e why it is that the independents

seem to be drilling 80 percent of the exploratory wellst
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Mr. MiLrer. Yes, siv. It is their area of operation. This is the area
that the independent can operate in. Most independents are precluded -
from operating to a {;reat deal offshore, and most of them are precluded
from operating in foreign operations because of the cost and the size
of that operation. So we have found that the domestic, the lower 48,
has been primarily the province of the independents, and they have
addressed themselves to the problem of operating, and T think have
done & tremendous job of maintaining a reasonable operation in the
face of some extremely distressing circumstances.’

The Crram>raN. Thank you.

Senator Fannin. .

Senator Fan~ix. Thank you, Mr. Chairman.

Torn or Evenrts Arrecrine Oin Prices

I just want to commend you for an excellent coverage of the prob-
lems that are facing us today in trying to meet the energy crisis and
the tremendous need that we have for petroleum products,

Is it not true that there are many other factors that enter into the
problems that have come about in.the last few months, in the last
couple of years?

‘We hear so.many references as to what was stated by you or others
in the industry about what price oil would be sufficient, for you to go
forward with your exploration and development. But has there been
cost increase because of inflation that has affected you to some extent?

And, also, I understand that another 20 ({)ercent of the company
profits are affected by the adherence to old depreciation schedules
where ignored replacement costs are taken into consideration. Are
there not many factors there?

I think this is something we should clarify, because there is quite
a misunderstanding brought about by some of the statements that were
made by you or other leaders in the industry at a time that was vastly
different than what we face today.

Mr. MiLrLer. Thank you, Senator.

I did learn a lesson in that, I guess, thut what you say may come back
to haunt you. I assume you are all very familiar with that. I did not
have that experience.

Let me say that that letter, I believe, was written—and I do not have
a copy of that letter, Senator Mondale—-but the letter came about after .
a study had been undertaken to try to determine how much additional
oil could be recovered at various incrementsl rates.

Now, t tter may have been a summary-type letter and may not
address ifself to all of those things. But the National Stvipger Well
Association at that time had attempted to develop some scheduling
here that would say, if oil is raised 50 cents a barrel, then @ number
of wells could be placed onstream and that their new economic limi-
tation would then be thus if it were $1 a barrel and if it were something
else. And at that time we had used a schedule trying to set forth what
would happen if $5 oil were in existence, and of course it was stated in
the context of the existing cost of that time, which of course we are
very much aware has changed this picture greath. ’ _

Senator FANNIN, That is what T was saying, the times have changed.
What we are up against has changed greatly. Your capital, your
money, everything else has been tremendously affected with the turn
of events. o ‘

- Mr. MiLrEr. Yes, sir. -

34-639 0-T4- 1
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Senator Fan~in. So I think it is unfair for us to place you in a posi-
tion of having projected something back when conditions were entirely
different, and try to hold you resEonsible for it today and say that,
well, look, we are takin%‘your own figures. You know this is often done,
and I know as far as the foreign o1l operations, the change as far as
the currency is concerned has made a great difference.

I think it has been estimated that 20 percent of the profits increase
was due to currency exchange. Now, this is in foreign commerce, but
when we are talking about oil prices, there are so many other con-
siderations that must be reflected.

Mr, MiLLer. Yes, I think very quickly we can grab just one particular
isolated number and say what the basic rate was for borrowing money
at that particular time and what it is now, and if we crank that in
alone, we measurably change that number and every other area of
costs bt;hat we would address ourselves to will also reflect itself in that
number.

But again, that study could as well have been addressed to $7 oil, $8
vil, or $10 oil, and we could have as well demonstrated that an increase
in (})rice does make each of those wells a new economic entity for an
agll itional period of time, recovering a greatly increased amount of
oil.

Errect oF REpEALING DEPLETION ALLOWANCE

Senator FanniIN. I know that in my State of Arizona, I will just
speak about the change that came about when the depletion allowance
went from 2714 to 22, and we did reflect just about that percentage of
decrease. Now, I am not saying that if we did away with the depletion
allowance entirely that you would go out of business, but it would cer-
tainly make a tremendous change in your operations and your risk
capital is quite dependent upon depletion allowance, as I understand it.

Mr. MiLLer. It certainly is, Senator, and the removal or reduction
of depletion will dramatically affect the number of wells drilled in this
cguntry, dramatically. There will be some specific testimony offered to
that point.

Senator Fan~Nin, Very good.

And I thank you very much.

The CuatryaN. Senator Mondale?

IxpEPENDENTS’ INVOLVEMENT IN Foreron O1r, OFrsHORE OIL,
AND FepEraL Lanps

Senator MoxpaLe. You indicated that independents could not really
participate in the development of oil resources in other nations, and
you sald that independents found it difficult to engage in ¢i.e more
costly offshore oil developments.

Is that correct? . = ,

Mr. Mirrer. Yes, because of the size of their operation. I do not say
that they are not involved, Senator. I say that you take the 10,000 in-
dependents, those that are involved in offshore and foreign operations
are a relatively small number.

Senator MonbaLe. What about independents’ involvement in oil
resources on the Federal lands? We have heard criticism that with the
present policy which reyuires bidding with the price up front, the cost
of the lease to produce oil on Federal lands culls out many of those

small producers that might be able to participate if they could spread
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the cost of the lease over the production period-—maybe rei)resented b
) f}mrcentngo of oil or in some other way—so that it would not take all
of that money to get involved,

Is thn?t a matter that affects independent involvement in Federal
reserves

Mr. Mirer, Iamsure that the front money has to be a contributing
factor to preclude an independent from operating out there, but there
are othor factors that are also very important, the unlimited liability
aspect and the cost of doing business out there alone is rather terrific,
I can answer you specifically as far as the front money on an illus-
tration that happened in my home State the day before yesterday at an
nuction of State leases, where one 80-acre tract went for $1,300,000
which is in the offshore category per acre, Fortunately it was a small
tract, but I ean feel rather confident, although that was bid in a brok-
or's name, that no independent boug‘nt that particular tract. That is a
wetty high risk to attach on one spot where you are going to drill a
10le and you cither win or lose; one time at bat is all you get.

DEPLETION ALLOWANCE~—ADVANTAGE PER BARREL

Senator Moxpare. What do you catimate the advantage of the
present oil depletion allowance 18 worth por barrelf Do you have a
standard? The allowance is now 22 percent,

About how much does that work out to per barrel in terms of tax
relief? Is there a standard {

T have heard the figure 60 cents a barrel. ‘

Mr. Miien, Of course, 22 porcent of the 810 would start in at $2.20,
but the depletion is set up, of course, to where it is limited. It is ex-
pressed 22 pereent of the gross or 50 percent of the net, So as you have
the lower prmlm-in{z wells, then you in effect have a lower effective de-
pletion rate, and I do not know that I could state what it is across
the country at this moment.

Senator Moxpark, There is not a sort of rule of thumb of what that
preference is worth in oil per barrel?

Mr. Muer, T have not heard it expressed that way, We tried to
determine one time what the effective rate of depletion nctunllg' was,
and it was helow the 22 percent, of course, because of the net limitation,

Sonator Moxpark, Mr. Chairman, I do not have any questions, I
would like to nsk some questions of one of the independents when we
getaround to it. .

The Crramstan, Well, go right ahead, Senator. That is perfectly
all right.

Derrerion On, PropucrioN DrescriBep

Scnator Moxpare, All right, I wanted to ask, how about Mr,

Cochran.
STATEMENT OF KARNEY R, COCHRAN

M. Cocunan. Right here, sir,

Senator Moxpare, You are from Pennsylvania, Are you an inde-
pendent oil producer?

Mr, Cocuran. I am an independent oil producer,

Senator MonpaLe. And are all of your operationsin Pennsylvania?
_ Mr. Cocuran. Mine are all in Now York State,

Senator MoxpaLe. I see.
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Now, what were you getting for oil you were producing say a year
ago apgroximutelg?
Mr. Cocrran, 2 year ago now we were getting I think it was $5.40
ome. ‘
Senator MoxpaLe., Well, let me go back 2 years, then,
Mr. Cociran, Two years ago, probublPr $4.38,
Senator MonpaLe. What are you getting for that oil now?
Mr. Cocnran, $10.68, the ‘h%ghost in the Nation,
Senator MonpaLe, Isall of your oil deregulated ¢
Mr, Cocnran, Yes, well, for all practical purposes,
Senator Monpare, Why would you have such a high percentage of
so-called now oil or deregulated-—
Mr. Cocunan, Well, we are classified as stripper operators,
Senator Monpare. Oh, I see, you areall strip&m. '
Mr, Cocuran, I produce or own and operate about 225 wells, That
sounds like a big number, but I produce only 140 barrels per day.
. gmi)ttitt/orz MonpaLe, Do your wells all come within the stripper
dofinition
Mr, Coonran. All of my wells come within the strifaper definition,
Senator MonparLe, All right, now, how many barrels per day were
yoinlproducing say 2 years ago on the average{
r. CocuiraN, Two years ago I was producing 180 barrels a_day,
Mer production, if I can anticipate what you want to get at, I had
estimated my production to be this year 110 barrels per day on an
average, but due to the price incrense and additional drilling I had,
I am now estimating that to average about 130 barrels o dn?r. n other
words, I am drilling more than enough wells to offset the normal
decline in my production,
Sznut?r MonpaLe. But right now your average is about 110 barrels
rda
peMr. yCoclm.m. No, it is 140 barrels Per day. It was projected to
average 110 before I determined to drill more wells as n result of the
price increase, '
Senator MonpaLe. So your production is up some.,
Mr, Coonran. My production is up some, and I can testifly that the
roduction in our little backyard here has increased about 15 percent
where it had been projected to decline about 8 percent.
Senator MonpaLe. What was the net profit on your operation 2
years ago, if you can remember?
Mr. Coonnran, I would guess that it was about $20,000.
Senator MonpaLE. And what was it last year?
Mr. Cocnran, Last year it was about $30,000.
| %enato'r Monpare. And what about your investment in your efforts
st yoar
ow _much new investment did youw make in frour oil operation?
Mr. Coonran, Well, last year I drilled 214 wells. In other words I
drilled a joint well. 'fhpee wells cost $12,000 to $14,000 apiece. This
?'om' I have already drilled four, I had planned to drill six more, I
ope to ;}et them all drilled. We do have a problem of shortages.
Frankly I doubt if we will get them drilled for the simple reason
that we do not know what the economic climate is going to be.
In our industry, we are so small that $10.65 which seems an enor-
mous price to the American public, and yet they are willing to e{:&{
that much for imported oil, we just do not ses why we have to shu
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down our operations and ﬂuit if they are going to go through with
this so-called windfall profits tax, which is based on the price of oll
nlone, and it would roll our price back to say $7.50 per barrel.

Now, the reason I feel we are justified in a $10.65 figure is this:
I have sovernl-lenses on which I am quite confident, that is, I do not
think there is a big risk factor because wo have o ‘great deal of infor-
mation on the reservoir, that I can drill a well and got 8,000 barrels
out.of it in probably the next 7 years.

- Now, that wonld bring me in a gross income of 30,000, I will pay
$12,000 to $14,000 to drill the well and et}uip it. I will probably have
another $10,000 to $12,000 in operating it, and it just makes o little
bit better return on my investment than I can got CD's, and that is
the bnsis on which most of our operationsare. .

Senator MonpaLE, Now, your price per barrel at which you sell oil
haa risen from, if T understood you correctly, from about $4.36 o bar-
rol 2 yvears ngo to $10.65 a barrel for an increase of $0.30 a barrel, I
think that works out to about 150.percent increase in price.

Mvr. Cocnran, That is correct.

Senator Moxpark, Would it have to go that high—would the in-
crease have had to go that hifh in order to encourage this new activity
and investment on your part

Mr. CocniraN. To encournge the new activity, there again, to drill
the 8,000-barrel recovery well, it would have to go that \igh.

We also have some arcas where we can get 4.000 to even 5,000 barrels,
so that would obviously have been accomplished at n lesser price.

Senator Monpark, Thank you, Mr, Chairman,

Soenator BenNerr. May I ask o question §

= Mr., Cocunray. T would like to make one additional comment here;

£10.05 i8 even more than we are paving for the Arabian oil, and you
cannot sy that we have a cartel there. Qur little old region up in the
Ponnsylvanin area produces one-third of 1 percent of the domestic oil
produced in the United States. We produce 18, around 18 porcent of
the lubricants produced in the United States, and they are in very
tight supply. and I actually believe that the refineries that purchase
our oil would pny us more if it wasn't for the jawboning that has
been done, because lubricants are in tight supply. n

Senator Monparr, Thank you,

Senator Benyerr, Mr, Chairman, T just have a curiosity.

How deep do you have to go down to got your oil ¢

Mr. CocraN, Our wells range from a minimum of 300 feet to a
maximum of 2,000 feet. And the range in which my personal drilling
is done is about 1,400 fect. '

Senator Bennerr. That is all I have, Mr, Chairman,

Tho Cuatrman, If you would like to nsk more questions, Senator
Mondale, plense go right ahead.

Senator MonpaLE, I8 your oil a special quality or difference which
bears the higher prices?

Mr. CocsiraN. Yes. Our oil contains about 30 percent of lubriatin
fraction, 80-percent gasoline, and 30 percent other fuel oil and tha
gsort of thing. The average crude oil produced in the midecontinent
area, and T am not so sure of these numbers, is around 214 percent of
tho lube fraction, so it is the lube fraction that makes our oil. There
is ptgncticully no sulfur, It is easily refined, makes high grade lubri-
canta,

Senator MonpaLe, Thank you, Mr, Chairman.
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Senator BENNETT, A8 o man who used to be in the retail oil busi-
ness we alwafs used to boast of the fact that we had Pennsylvania
lubricating oil to sell.

The CitairMaN, Senator Bentsen? -

Dirricenmies 1IN PunniciziNe DipFereNcE BrrwreN INDEPENDENTS
AND Magor Or CoMPANIES

Senator BexTtarn, Thank you very much, Mr, Chairman,

Gentlemen, it is intoresting to sce how fow members of the press wo
have here today. This is particularly true for those of us who have
been concerned a long time about trying to show the difference in the
role of the independent oilman and the major oil companies, Recently
wo had a hearing in Con’f‘n'ess where the ma;or oil companies were
here, and we had a great TV extravaganza, The room was filled with
cameras and the press was crowding that table, and T am sure these
two representatives here are very capable members of the press, but
they are pretty lonesome over theve, And that is the problem of getting
the story across.

Errect oF Repean or PerceNTAGE DEPLETION 0N INDEPENDENTS

Now, you gave a number as to ?ercentage of exploratory wolls
drilled, I have a number that is a little higher than vours for the first
?unrtcr that shows that nlmost 00 percent drilled by independents, and
n Toxns alone, 1,334 wildeat wells were built by independents, 141 by
the majors, .

If you look at these annual statements of the major oil companies,
nImost without exception their great increase in profits has been over-
seas, but you cannot get at those sheiks hore, 8o some folks are moving
against the domestic situation, ,

Now, that necessarily hits the independents, and depletion plays a
pretty big role for the independents than any others,

I cannot help but remember going to some of the nssociation meet.
ings of independents years ago, and they were very erowded, and then
in recent years, very few, most of them there reminiscing about the
old days, and then I understand now that we have a bunch of new
folks comirig in, and I ain delighted to see it. But I do not want to seo
the imle{)endont- become an endangered species,

And I really believe—and I want to check some economics with
g'ou—-if we are talking about phasing out depletion as the House bill

alks about doing, and doing it over a period of 414 years, does it
make any sense under that kind of a situation for the independent to
be buying leases in unproven territory, to boe drilling the exploratory
wells, to be committing his rigs and his pipe to that, or is it better for
him to use wells on proven arcas to build up his production on those
and not. bringing in new reserves, and at the end of 414 years sellin
olut. ltoitho’ majors on an appreciated cost bagis where he can take cos
depletion

ow, is that not about what would thpen to the independent, and

then he would take his money and put it into things he could mnke
more out of ?

Mr. Mirer, Senator, I think that is very correct, and in addition I
think that because of that uncertainty, that is the reason we are not
seein‘; a greater increase in domestic production now hecause of the
people standing on the edge wondering what the temperature of the
water is going to be. They are just precluded from making any type
of plan, going ahead with these things because of these various things
that you are enumerating.
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INcreasED Costs oF Drinnine Wrris

Senator BrxrarN. I have been given numbers on increases of costs
and drilling of wells that in west "Texas, to drill a 5,000-foot well, the
increase in cost of drilling that well in the last 10 years has incronsed
by 450 percent.

Is that reasonable?

Now, are those the figureg—m-
Mr. Misen, But, a8 the old eliché goos, it is not real, but it is
probably tre,

Senator BentseN, Is it alro trae that they arve not drilling much
deeper wells beeause n good number of the easy-to-find and largor
reserves have already been found?

My, Minien, That is absolutely true,

Senator Bentsex, And that the cost increase is more than just an
arithmetic inerease as you go to deeper wells, '

Mur, Miner, It certainly doos,

STATEMENT OF JOHN FRANKS

. Mr, Fraxks, I am John I'ranks, president of Tranks Potroleum
Ine, in Shrevel’)ort. Wa recently drilled a well in St. Mary’s Parish
Ta. Tt is 1,500 foet at a cost of £400.,000, nnd we had a_dry liole anc

decided to drill the well 1,000 feot. deeper, To drill the additional 1,000

feet, which we never really got to due to loging the hole to high pres.

amﬁ, it cost us another %140,000, just to illustrate your point very
well,

Forry-Tuner Orner Mineratg Have & 22-PenceNt DeErLETION RATE

Senator Bexrsen, Mr, Chairinan, it is pretty dificult for mo to un-
derstand a policy, where we have probably 43 other minerals that
have an avernge tl(-|l)leti011 rate of about 22 percent.

How many do we have?

Mr. Mk, 1 understand that the list is about 115, involving 82
separate, identifinble minerals, but they are broken into 115 categorices,

Senator Bentsex. T understand that, but we are talking about 22
percent now,

My, MinLer. Excuse me. That is correct.,

Senator Bexrsey, T'wenty-two percent is in the avea of 48, is it not?

My, Muiier, I think that is correct,

Senator BeNTakN, Have you had some snbstantial increnses in prices
of some of those minerals?

Mvr, Mitrer, We certainly have yes, sir,

Senator Bextsexn. But there appears to be a singling out for this
particular industry, :

Mr, Minrer, Yes, We feel without question or doubt that there has
been u singling out of this industry, and that we are being subjected
to a punitive-type situntion that deffeg n logical anawor, )

We are in a position where we are extremely short of domestic ofl
and gas. We are in an intoleruble position regarding imports where
the only way of roversing that is to maximize our domestie oil and gas
exploration effort, and then we are sceing legislation proposed that
will absolutely prohibit that domestic effort. It defics an answer.

Drinuiva Carrrar, Rawen By DeErretioy Antowasce

Senator BentseN. Is it fair to state that a great deal of the capital
that is raised for the drilling of these exploratory wells is raised 1.+
cause of the depletion allowance?

“Mr, MILLER, Yes, sir, it certainly is,
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Senator Bentsen. Is it fair to state a great deal of the capital
not had a substantial production increage su for resulting from an
increase in price is because there is an actual delay in the accumula-
tion of that cuPital as the price goes \u]) a1-d there has been a delay and
difficulty in obtaining the goods, the dr iling pipe, and the rigs?

Mr, Mirper, Yos, und it goes further back than that, It goes back
to the acquisition of the lensehold for the prospeet and then the
necessary geological and geophysical work, and each of these things
mobilizing and getting this thin{: rendy to go. We were in a shutdown
vosition, and to Inot, into an necelerated, netive position means that we
mve to bring all of these thin‘;ﬂ on, and then, after we have the pros.
l)ect, tho rig, the pipe, the whole thing, and the money right along with
t,

o

SEvENTY-Four PercNT oF Avatnaniy Tounvnar Goons CoNTROLLED
: pY SeveN CoMPANIES

. Senator Bextsen. Is it fair to state that the major companies have
“been accumulating rigs and accumulating ]z)ipo at o much more rapid
pace than the independents in this situation |

Mr, Minrer, Our records indicate that 74 percent of the available
tubular goods are controlled by seven companices.

Senator Bextsex, Thank you very much, Mr, Chairman,

That's all T have at the moment,

The Crzainman, Senator Dole?

Senator Bex~NerT, Senator Dole, would you let me ask one question ?

Senator Dove. Fine. ’ :

Texart or Time vor DriniNe A WEeLL

Senator Bexwyerr, It is along this line,

What do you consider to be the lead time necessary from the time
you decido o start a well until you go through all of these necessary
sto{)s and reach the point where the drill rig can start to operate?

Mur, Minrer, In some cases it could be accomplished in a matter of
some let us gay few months, pm'lmlps even in a few weeks, depending
on how far along you were and where you were at in that partieular
area.

In other areas we are going out into a wildeat exploratory, far re-
moved from any other production, you are {alking then of a yenr's
time or more, nud we have situations, Senator, where we are dealing
with a year and a half in my State at the )ln'esont. time, and in faet,
wo have 200 wells up there that are drilled and completed that are
not now on production because the gas lines have not yet been extended
onour to pick up the produet.

STATEMENT OF ROBERT MEAD

Muv. Meap, May T make a comment in that regard
My nameo is Robert Mead from Dallas, Tex. 1 think the best exam-
plo of the time lag is domestic production and for our aren we could
point out today is Alaska, where we found commercial production 9
years ago and we haven’t got a barrel yet.
A‘Soantor Bex~err. But the independents are not drilling up in
ns “.
Mr, MEAD, No, but that is a good example. . :
, Senator BENNETT. I wanted a normal, natural, average kind of lead-
tine pattern, :
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Mr, Miter, Well, wo are representing, of course, here, Senator,
across the country, so there would be a variety of answers, but T am
s'fml that you are dealing in the year aren before you uccomplish all
of this,

Senator Bexsrrr, Al right, thank you very much,

Senator Dovk, My, Chairman{

The Cramsran, Please ;fo ahead.

Senator Dork, As T understand, you are all here ns a panel. Or are
you edeh going to be quizzed separately

The Criamstan, Just go ahead and ask whatever question you wish,

Senator Dorr, Well, 1 have some questions and do not want to
monopolize Mr, Miller's time, T would wait for someone clse, but if
they are there as a pancl, maybe it would save the committee's timo
if the questions were lmt generally.

The CHamMaN, \’oli, you ask any questions you want to. I am
going to hear all the witnesses in any event.

Reasons ¥or PropuerioN Drcring AFTER Prick INCREASE

Senator Dore, Well, Senator Mondale rised with Senator Bartlott
the question nbout the increase in price and decline in production, I
think there is an easy answer to that and I would like someone to
respond to it. T do not think it is difficult at all, Yes?

Mr, Cocunax. T am Karney Cochran, T will respond.

Senator Dowr, From which State?

“Ml'. CocraN. From New York State, Pennsylvania grade crude
oll. -
Senator DorLr. lkigh’t.
Mr. Cocnran. At the rate we were drilling, up until 1074 we just
were not drilling enough wells to develop the resérves and the pro-
duction to even maintain a level rate of production, Now, if wo drill—
for instance, that rate was 27,000 wells, I believe, If it had been, say,
35,000, 1 do not know exactly what that number is, but if we had drilled
some 35,000 wo would have stopped the decline, If we drill 40,000
wells, we will got a small incrense. If we drill to 60,000 and 70,000
wells, we feel are required to be drilled every year in this country if
we are going to attain any degree of self-sufliciency, it is going to
require those sort of numbers,

vow, if we drill no wells, the decline is going to bo steep, So we could
still be drilling wells and still have n decline if we are just not drilling
enough wells,

Senator Dowx. Well, Mr. Tomlinson agreed. I do not know what the
fisrures are in Kansas in the last 10 yoars, but it has been going down.
Finally—I am not certain it has been totally arrested, but the inten-
tions to drill have been nlmost double in our State, j]ust the way the
ball bounces, I mean, you do not produce at the snine level overy year,
It drops and it drops and it drops, and if you do not have any incentive
for exploration, it is going to continue to drop, and I think that has
turned around to some extent in Kansas, has it not, Warren?

STATEMENT OF WARREN E. TOMLINSON

Mr, Tosuaxson. Very much so. and the price increase is really what
has done it. Weo were down to someplace between 15 and 25 rigs run-
ning lust year. We are running between 40, 45, and 50 rigs now, We, I
think, have the capability of maybe putting 10 more rigs to work if we
had the casing.
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We are sturtinF to seo our rigs shutting down now because we have
run out of the cas ng wo have been using,

Senator Dovr. Well, the chairman made a reference to casing earlier
There has been some evidence of n great deal of it stockpiled by the
majors and not available to independents, And that is another

' problem,

Mr. TomuinsoN, This is one thing that really holds down the
increase in production that we could have; if we had the casing to drill
development wells while we are working on our exploration })mgrama
we could froatly add to our daily production, I think, but right now
if most of us independents that want to drill a new well can only drill
wildeats, because that is the only pipe that is available, That is through
two or three steel companies who have wlldcntting rig program, and
Kou make application and they try to furnish pipe for a new well ench

ay, but right now that is all we can drill. I am practically out of pipe.
I will be out of pipe in another month,

Senator Dovk. Is that true in all the States represented here : Michi-
gon, Louisiana, Toxns, New York{ )

Mr. TomriNgoN., You can go out in west Toxas and look at some of
those pipe racks, and as far ns you can see it is pipe line, They have
the monay. Most of s independents have to work from hand to mouth,
&To g?hroudy to drill & well, if wo get a producer; we order pipe from

¢ mill,

Senator Bentsen, Mr, Chairman, would the witness speak into that
microphone{

Mr, Toxmrinson, I am sorr{.

1 say that most of us in the past—and the reason we do not have
historical allocations like the majors is that we have never been able to
afford to stockpile pipe, 8o when we get ready to drill a well and if we
get o producer normalfy we cal] to the mill and they shi}) it out there
to us. But like i say, most of us that have }mrtnm's, most of us probably
do not control more than a quarter of the well that we are drilling.
You cannot afford to stockpile pipe for strangors.

Kjrrino INceNTIvES FOR INCREASED PRODUCTION

Senator Dorr. Some of us do not understand why we talk about the
energy crisis and the need for more ‘{;mduction and then turn right
around in less than 2 or 3 months and talk about taking away, if not
all, most of the incontives. ' '

1t is easy to talk about the major companies and separate those from
1;1110Y independents, but it seems the independents always somehow
suffer,

What is tho worst thing Congress can do to the independents, just
in case it happenst

Mr, Mireen. I think if we go ahead and adopt those things that are
now proposed in the Congress, that grou have severoly damaged this
country and you have completeiy put the independenta out of business.

ReveNUE AnD JoBs Provioep By O11. CoMPANIES

Senator Dote. I have often said that most people have the idea that
of course, that there are only very few people in the oil business an
they are all rich, Does anybody work for you people in oil? Do you
provide any jobs in this country? Do {ou pay taxes and otherwise have
an input into the economy { Do you not f
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" l\g MivnLer. We certainly do. Warren, why do. you not comment on
a

Mr. TomrinsoNn, Very much so. As you know, Senator, oil is prob-
ably No, 2 in the State of Kansas, and we do employ-directly ‘and
indirectly thousands and thousands of people. We are very large tax-
payers in ench of the counties that we are involved in. I think we are
all quite aware . the fact right now that we are faced with a very
Inrge increase in valuations, much larger than any other industry in
our State, anyway,

Mr, MiLuer. Senator, perhaps John Frank or Ken McWilliams
could comment on the tax implications in their areas?

Senator Dowr, It is important. I think therve is always n stress on
you mentioned oil, that means money. And to the average voter and
the avernge person in every State, including my own, thero is a sharp
separation of anybody in the oil business and anybody in any other
business, Somehow you are st nlpm't as a specinl group with great
i?ﬂ\tlfnca and grent wealth, And I find that not to be the case most of

he time,

In addition, it is important to our economy in Kansas, and porhug:
it has never been fully understood—that may be our fault or ma
the independents—but I am certain it is true in Louisiana; right?

Mr. Franks, Right,

Senator Dore, As far as the economy is concerned, how many jobs
do you provide in that State dircetly and indirectly ?

Mr, Franks, Well, in Louisians, the oil and gas industry for the
Stato undoubtedly is now up to 60 percent of the State rovenue, di-
rectly and indirectly, with the new tax they put on us there recently.
And that is—1I do not know the number of jobs,

I myself, a8 a small independent, nm responsible for 27 families that
are worried about thig situation. They are wondering whether or not
wo are going to continue. Only onaperson is happy about it, my wife,
who has been tryingi to get me to quit for 5 years; and I told her there
musv be a farmer up here who may accomplish that.

enator Dorr, Well, it scems to me, maybe that is the way it goes,
Wo are sometimes always on the defensive, if you are in politics or
in the oil business, Mayboe the best defense is n good offonse. And if
!)eople in Ameriea understood how many peo;)lo are working in the oil
ndustry and what the taxes were and what it meant to the economies
of the oll and gns producing States, it might be helpful,

Isvorraxce o DepLETioNn Atrowance ANp INTANGBLE Drivrine
Cost WRITEOFF

Do you consider the depletion allowance or the intangible drilling
coat writcofl the most important, as independents?

Mr. ToxuinsoN. I think you have to have them both, Senator. I
would not want to give one up before the other, If you renily had to—
Ithink you have g‘ot to keep the intangibles.

Senator Doe. With the depletion allowance, if you are assured of
gotting a good price for your oil, it would not be quite as important,

Mr. Torrinson. Woll, it would not be quite as important ; it is still
im{)ortnnt though, and it is still the fact that whether wa like it or not,
at least 80 percent of our money comes from outside the oil business,
And you have to have incentives to get people to take these kinds of
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risks, bocause you can %o out there and throw your money out the
window and you have got just about as good a chance as you have drill-
ing a wildcat, So, you have to have some kind of incentives if you
are going to entice a new investor into the oil business. And believe me,
they are hard to find and hard to train.

EMprroyMENT AND THE O11, INDUSTRY

Mr. MeaD, Senator Dole, I am Bob Mead.

"I would like to retreat back to your previous question, if you would
allow me.

I think that the people in the United States do not have any concep-
tion of the rollback effect of money spent in the oil business.

First of all, half of our monex ocs for steel, and there are a lot of
people who work in steel mills, A lot of it goes for automobiles. There
are o lot of people who make automobiler tires—I could go on for an
hour. But when wo talk about the people we employ—we nlgo indi-
rectly employ hundreds of thousand‘; of people in other industries in
other areas, and I do not believe wo have ever told that story to the
public effectively.

Senator Dovz, It is a very positive story they are telling.

REepeanL oF DErLETION ALLOWANCE oN Rovanry INTEREST

And finally, gontlomen, I would just ask a question : There has been
some talk that perhaps the depletion allowance would remain as far
as working interests, but not ns far as the royalty interest. Do you
have any comment on that ? Because they talk about the landowner and
others who have nonworkinﬁ intereats, but they do not have any capi-
tal invested. Is thero any justification for that?

STATEMENT OF JOHN PEILLIPS

Mr. Pruvrrirs, My name is John Phillips, chairman of the Loisiana
Land Exploration Co. in Now Orleans, and we do have royalty inter-
ests a8 woll as working interests. And I feel that if you remove the
depletion allowance for royalty owners, you will force him to sell his
ca.lpital assets at ordinar.}v income. The recognition of the depletion
allowance as a portion of his income is reall{ recognizing the fact that
he is selling an irreplaceable asset under his land over a period of

ears. And if you remove the depletion allowance, he should be al-
owed somo portion of eapital gain on that, as it is sold on n per-unit
basgis. The capital aain, of course, i8 not recognized on a per-unit basis,

Senator Dovre. Well, I do not think that is touched on by the testi-
mony. You raised a good point. It is a resource. Where the other
soven-eighths might be attracting the capital, this would be a resource,

' STATEMENT OF W. K, MoWILLIAMS

IsmporTANCE OF TAX INCENTIVES TO THE O11, INDUSTRY

Mr. MoWrLiams. Senator, my name is W. XK. McWilliams, and I
am chairman of the board of McMoRan Exploration Co. We have
spent a total of aplproximately $25 million of outside capital, which
is all of the capital that we have spent since 1060, since becoming a
public exploration company. And I would venture to say that the in-
centives, the tax incentives, including the dopletion allowance and

i



intangible writeoffs, have heen sole reason that we have had the $25
million to work with over the past 4 or 5 years,

Mr, M1LLEr, Ken, excuse me.

Would you comment as to some of the findings of the investment
of that money? T think the Senators would be interested in that,”

Mr, McWiLrianms, Well, we act, as many independents do, we work
and invest outsido capital and we got a position in our own explora-
tion efforts by actually selling our expertise to the outside capital pro-
vided, Now, in the years since we went public in 1060—and it was
Decomber 1069—Dby outside caleulated engineering roserve figures, we
have found domestically some 260 billion cubic feet of gas and some
158 million barrels of liquid hydrocarbons,

McMoRan, for its expertise in handling the placement of this money
in the proper places, has ended up, by these snme outside engineering
figures, with approximately $45 million worth of future net produc-
tion_income,

We think that if the deplotion allowance or the intangible drilling
cost is removed, that we will be hard put to find capital to back our -
exploration effort.

ow, as an example, I would like to give you an example of last
year, and what happened to McMoRan Exploration Co,

We had been working with outside money raisers over the past sev-
eral years and we had a verbal understanding with those money raisers
to support our exploration effort to the tune of $10 million in 1978, In
May of 1073, the President made his enorgy speech, in which he en-
couraged in every manner exploration in the continental United States.
Wo thought that wo would have the backing of everyone in the effort
to get this thing turned around., Within a matter of, cither the next
day or two after the President's speech. Seceretary Shultz an.
nounced a proposal to do away with the intangible dreilling writeoff,
We had already spent company funds to acquire drilling prospects
to the tunc of nearly a half a million dollars, and we had alrendy taken
drilling commitments of almost $3 million in drilling commitments.
based on our past vxperience with the money source, Just on the pro-
posal of Sccretary Shultz's to limit the incentive, our money was
withdrawn,

Sonator Dorr. So was his proposal,

Mr. McWirLriaMs. So was his proposal.

Mr. TomuiNgoN, It was too late, though, Senator.,

Mr. McWirLiays, But it was too late. And so McMoRan had to try
to solve theirproblem by a complete revamping in mode of operations,
And we decided to go, to try to tie up with an end user of product
to back our exploration effort. And we ended up tying up on a very
fine arrangement with the Dow Chemical Co, to back our efforts in
oxploration,

ean go into the particulars with the Dow Chemieal Co., but suffice
it to say that Dow has worked out with us to pay us for our exper-
tise in helnine them find products as an end user.

Now, this one proposal by Secretary Shultz not only caused several
months of loss in exploration, it caused n good bit of money to be
spent and a complete revamping of approach to our exploration efforts,
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Tax Prorosatsa Berore Conaress CAvsiNg UNCERTAINTY IN THE
O1L BusiNess

Senator Bentsen. Lot me interrupt at that point to tell you that I
am not sure that you are aware that yesterday Secreary Simon reem-
phasized 'the administration’s position, saying that ther would pre-
vent drilllnﬁ expenses boln% educted against nonoil income, That
adds up to the same thing; that is what it does to ¥ou, it denies you
tho outside capital. Now, they try to call that artificinl accounting
losses, And let me say, I have put up money for wells that were
drg, and I did not find anything artificial about the losses,

enator Dove. The point was, I do not know how the oil man really
knows what he should do. I do not imagine all these proposals flonting
around the Congress stimulate your business either, do they ¢

Mr. MoWiLLiaMs. No, sir, Asa matter of fact, in my statement today
I say with Government mﬁulations by many ni;encies, oilfleld shortages
of tubular goods and drilling rigs, the confusing uncertaintios of Fed-
oral controls and the many proposals in Congress relative to the oil
and igus industry make future planning and projections next to im-
possible, And we are desperately in need of a measure of stability,

Mr, MiLrer, Senator, I would like to just say hore that there is a
point right here that I flopo we can focus on, that here has been a sue-
cessful oil and gas ﬂnding company and 9 months of productivity for
that company was set aside by one proposal that did not become fact.
But that proposal took that oil and gas finder and put him on the
sholf, And that, multiplied by the 10,000 independents, is the very place
we find ourselves today,

Mr. MocWiLriams, Now Senator, if I might expand on John's state-
ment-———

Senator Dore. Well, I do not want to take all the time, but we have
had a good discussion here; and I think it is probably more heipful
than reading the statements, which we can all read. There are already
half of you gone out of business, and I hope the Congress does not

ut the other half out of busincss, The facts are there, ns far as the
nput of the independonts, and what the future might be if we talk
about the incentives and what the independents can do as far as the
energy sources are concerned.

Two-Pricr SysTeM

I would like to just finally ask about the two-price system, Are you
not a little nervous about how long that will be in existence?

Mr. MiLLer, Wo understand that that is being addressed at this time,
I do not know—we have not been advised as to what the final outcome
is proposed to be, .

enator DoLe. Do you have any SI}K cations

Mr, Mineen. No, I do not think I have one right at this immediate
time. Wo had said, you know, a number of times that the market con-
ditions prevail, but as far as a regulation into a free price, no sir, we
certainly do not.

Mr. Puietaes, Senator, I think it should at least be maintained in
constant dollars. The average price that you have today, which is
around $6.75 or 87, which would of course require an increase as infla-

tion goes up—
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Senator Dork, Well, the reason T raised that—it seems to me what
we could be doing here is sooner or Iater get you back in the free
market, after taking away the depletion allowance and maybe chang-
ing the intangible drilling cost 1‘)1'0\'isiona. And then you really would
bo'in a pickle, if the |ln'ioo was down and you lost all the incentives, I
do not think we would have too many hearings like this unless it would
bo on bankruptey or disaster lonns for the independent oil men.

M, ToxraxsoN, You would he talking only to the majors, beeause
they wonld own us all. . .

‘he Criamyan, 1T would like to ask about one other matter that has
not been covored by the statoments, so far as I have vead them, I think
it ought to be reflected for the record if it is correct,

Tax INCENTIVER REsgONS ror ITNpErENpENTS Drinvisa Magorery
or Ixprorarory WeLLS

It is my impression that one of the reasons that the independents
drill so many more exploratory wells than the majors dpill has to do
with the tax steneture, If romeone is in a high tax bracket, he gets a
decuction for intangible drilling costs, If ho takes a chance but finds
dry hole, well, of course, he hns lost everything, But at least, if he is in
a 70-percent bracket, for example, he has only lost 30 cents on the dol-
lar, beeause the Government would have taken 70 cents anyway. If ho
has the good fortune of finding something, then that deplotion allow:
ance, against a 70-percent tax rate, would make it worth his while to
have taken all of that visk, If he did not have the depletion allowance,
it just would not be worth his while to invest his money in that type of
very risky speculative activity:, .

Does that not have a lot to do with the fact that independents tend
to drill a lot of prospects that a major company probably would pass

oy !

Mr. Mean, Absolutely.

The Criamyan. And so, a major company, with a 48-pereent tax
rate, would tend to pass over a lot of marginal prospects that an in-
dopendent, looking at a 70-percent tax rate, might feel, well, if he has
to pay that much tax, it might be worth taking a chance.

Now, that same person in the 70-percent bracket could do a lot of
other things; he would buy tax-exempt bonds or he could borrow
money to invest. in something and have nn interest expense that could
be deductible. He could build a plant and get an investment tax credit.
He could buy some equipment and take an accelerated depreciation
writeoff, There are a lot of other tllill]{ﬂ he could do with his money,
but right now, with the Nation critically in need of energy, I do not
know of anything he could do to advance the Government’s interests
any more than trying to find some energy with it, do you? It secms to
me that if someone wanted to l‘el])Nll the depletion”allowance, now
would be the worst time to repeal it, when the Nation is critically
short of oil and it needs energy the worst kind of way, and it needs to
encourage people to go out there and drill,

CrepiT AvvanTaaes For Masor O, CoMPANIES

Now, some of the things we nre doing I do not understand at all, I
mean, if o man wants to go drill himself a well in the North Sea or in
Saudi Arabia, my understanding is that he is eligible for a loan from
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the Export-Import Bank to buy himself a ri;f and go over there and
drill it. Now, those rigs are very expensive, If he wants to deill it here,
ho cannot get the credit to do that unless he is a major company; is
that not correct, Mr, Miller?

Mr, Muer, And if he did arrange the eredit, the cost of it would
be enough to change his mind.

“The Cuamsan, Now that is something that a_steel company man
told me, Ilo said it does not make any sense at all, If you want to get
gomo oil in this country, you ought to flx it up so-that someone who
would like to buy our equipment could buy it to In'odm-o oil in this
country, If it is o major company they can do that, but if it ixa person
who would drill a well out on the Continental Shelf for a large inde-
pendent, ho eannot get the rig becnuse he cannot get the ‘eredit.

I seo you nod your head that you ugree with that.

So, some of the things that are being done do not make any sense at
all, and I for tho life of me do not seo why the depletion allowanee
should now be torminated.

It might bo that some of you might want to read your statement in
the record, If you would like to, I will be glad to hear them,

Hronter O11, Pricks Provipiza Morr INCENTIVER

Mr. McWinriass, Senator Long, T would like to make one remark,
that was protty interesting to me. I read an article in o magazine yes-
terday that quoted n large oil company, the personnel of u large oil
company, saying that the higher prices had made them revamp their
look at what they could do, anc thory now figured that they could
probably drill a prospect that would have as little as 10 million bar-
rels of oil in it; when bhefore, they were looking at the prospects that
they thought should have at least 20 million barrels to warrant their
exploration,

Vell, to confirm your point. McMoRan would be glad to find
500,000 or a million bux'l‘('lq in our exploration effort. And, ns many
other independent ox|1)lomtmn offorts, all the way down to the strip-
per people, we are always first into an aren with risk capital, and
we are always last out of an area doing the cleanup job that the
majors cannot do because it is uneconomicnl for them to do, with
the drilling of a smaller prospect and the less pronounced things,
the moroe subtle things; and all the way down to fighting, like our
friend over here, for n couple of barrels a duy out of a well, And all
I have got to suy is that there are millions of barrels of ofl that we are
finding and have proven that we can find. that do not mensure up
to the standards that a big company could afford to look for.

The Ciairxan, Thank you.

Mr. Tomlinson, why do you not read your statement into the
record? I think for the benefit of your Senator, you ought to have
your ontire statement. in the record at this point,

Mr, Tosuanson. I will be glad to do it, I think we covered——-

Sonator Dore, o has covered a lot of it, Mr., Chairman, while
you were out of the room, so he could probubly summarize it,

Mr. Tomrinson, Johnny and I were just visiting about the fact
that the group of us up here have had a very nice discussion with
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everybody and had a good question-and-answer session. We have a lot
more people to hear, and I would just as soon have mine entered into
the record, unless you would like to hear it, Bob.,

Senator Dork. Well, I have read it, Mr. Chairman, I think it is
particularly of interest—the attachments from the Joint Committee
of the State Iegislature, which is made a part of the record and part -
of yoiir statement. The other matters have been touched upon, The
importance, of course, to the economy of Kansas, where we rank in
oil and gns and things of that kind, I think, are helpful. But it has
been pretty well demonstrated_across the board that everybody has
about the same problem, whether you are from Texas, Louisiana, or
Kansas: if you cannot get pipe, you cannot drill an oil well. And
the actions of the administration and the proposed actions-of the
( ‘onfzross. at least, are certainly unsettling, to say the least.

The Cuaryan. Mr. John Phillips is here, You have a very well-
prepared statement here, Mr., Phillips. Would you care to read the
entire statement, or summarize it? I do not want any of it to be lost,
without being considered.

Senator Dore. His statement will be made a part of the record.

INpEPENDENT O1n CoMraNies’ Promit PrerTore

Mr, Pruriies, If it is made a part of the record——there is one thing,
and I am sorry that Senator Mondale left, and that is the part that
is related to profits, And I wantcd to make that statement.

Louisiana land profits for 1973 were up 11 percent, and even if our
profits were to double this year, which we certainly do not think is
achievable, our average profit increase for the past 10 years would
bo 11 percent; So, the people in the independent segment of the in-
dustry are not getting rich: we are not participating in these-foreign
profits that he was referring to. '

The other thing is the tremendous impact on us of the depletion
allowance. We spent our entire net income, since 1972, in exploration
activities. The depletion allowance represents about 25 percent of
our profits. And we estimate that if it is eliminated, we will have to
cut it by at least 50 percent, our explovation effort, at a time it is
desperately needed to find oil and gas for the United States.

hose are the only points I wanted to make, and have this made
part of the record, Senator.

The Cuamryman, Thank you, sir.

Now, I have read your statement, Mr. Mead. Shall T just include
that in the record at this point ?

Mr. Mean. Yes. sir. I would like to state that this is not the first
time you have heard from me on the same subject. It was about 414
years ago I came up here and said the same thing practically.

The Cuamyax, It is a good statement and it will be printed just
exactly the way you have it. ) ,

Mr. Mean, You ‘mid close attention, and 1 know you will again,
I do not think we have to tell you anything about depletion.

The Cuairman. You can teach me a lot that I do not know about
it, I can ]l)mmise you that. because you are out there day by day try-

ing to find some energy for this country.

34.839 O - 74 . 8
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The Cramyan, Mr. Franks, I have read your statement. Perhaps
you would like to add something to that. We will print it in the record
at this point.

Prowixa Prorits InTo EXPrLoraTION

Mr. Franks. Senator, since we lost our prospect, and time is run-
ning on past, since it is in the record, I would say one thing on
‘)roﬂts-—it reflects in my record. Perhaps you would find that we
1ave been plowing back about 160 percent more each year in explora-
tion that we have actually made. We are betting on the future, and
are in debt $4,800,000 that is going to have to be paid back. And all
of that went into exploration on a very successful program,

The Cuamryax., Mr. McWilliams, would you care to add some-
thing to your prepared statement ?

Mr, McWiLLraMs. Senator Lon{;, very little; but I would like to say
that McMoRan Exploration Co.’s philosophy and approach to this
thing is to plow back as much money ns we have coming in, for runs
or for tax advantage and all, back into exploration to increase our size
of participation in our own efforts, And the philosophy behind that is
to build our equity in oil and gas reserves,

And so, if depletion allowance is eliminated, then we have got just
that much less money to figure to plow back into our own effort,

We also are pledged to plow back as much of our production

_runsas we can into an exploration effort.

The Crramryax, Thank you very much, sir,

Mr. Cochran, would you care to add something to your prepared
statement ?

Mr, Cocnran. No, sir. I have said enough. -

The CirarMax, It is a very well prepared statement, sir, and I think
that you have been very holRful to the committee here,

Mr. Wiliam Myler from Michigan. would you like to add something
to the statement you have given?

DepLeTON ALLowaNcE VITAL To STRIPPER OPERATORS

Mr. MyvLER. Just to reemphasize, Senator, how vital depletion is to
the stripper operator. I think that is the whole tone of my statement.
I just want to reemphasize, it is really vital to our company and T
think all of the operators in the State of Michigan,

The CuarmaN, Mr, McConnell.

Mr. Myrer, He will be on next, sir.

The Cnamyan, Well, gentlemen, thank vou very much for the
presentation you have made to the committee, I think you have brought
us a very fine amount of information that will be helpful to the com-
mittee. I know sometimes you are disappointed. just as many times I
am_disappointed when a good witness appears before the committee
and it is important to him that he be heard, and he looks around and
sees only a few Senators there to hear it.

Might I sugogest that before you go home you go by and look up youy
Senator and be sure he knows about your views on this matter?

Mr. Myrer. Thank you, sir.

The Cratrmay. Thank you very much.

[The prepared statements of Messrs. Miller, Mead, Franks, Tom-
linson, Cochran, Phillips, McWilliams follow :]



109

Statement of C. John Miller, President
Independent Petroloum Association of America
Before the Pinance Committes

Untted BStates Senate

Washington, D. C.

June 6, 1974

"

) My name is é.. John Miller. I am a partner in Miller Brothars, an inde= ]
pendont o4l and natural gas oxploration and ptoduc'tion firm at Allegan, Michigan.
I appear here as Prosidont of tho Independent Petroloum Association of America,
a national organization of independent potroleum producers’ representing some 4,000
mombers in every producing area in the United States.
The purpose of this prasentation is to disouss tha changes in mineral
tax provisions affocting oil and natural gas that are pending or proposed in Congress,
particularly with rospect to phasing out or rotroactively terminating percentage de-
pletion on oil and natural gas. '
1f enacted, those proposals would achievo, in effoct, an undesirable trade-
off of decreased energy supplies f'or more tax dollars., Because the Unitod States
already has a very large and growing doficit in its domostic supplics of both crude
oil and natural gas, it is our firm conviction that ado;tlon of these proposals would
80 aggravate our supply position as to cause intolerable balance of payments and
security of supply problenms.
""‘““". Mr. Chairman, I would like to discuss the proposition of terminating the 22
porcent doplation provisions in terms of a number of considerations and realities that
1 believe morit close examination by the Congress. Thoy can be summarizad briefly as
follows:
+ 1. The indepandent segment of the domestic petroloum pro&ucinq industry

would be. oritically affectad by termination of depletion to the extent that thousands

.
.
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| may be forced to nduidate their businesses. This would preclude developmont of
needed domestic oil ar.\d q‘u nv.pp).i.ee in the future because the 1‘o.ooo independents
in the industry conduct more than 85 percent of exploratory drilling to find and
develop new pui.clc s roearvas, '

2. Any reduction in or removal of tax incentives ouyglt tu ka2 viaed
in 1ight of the fact that tho domestic petroloum producing industry has just gono
through a 17-year period of declining exploration, drilling and developmont. This
has rosulted in sharply roduced resorvos in the faco of a 90 percent gain in demand
for oil and a 138 percont rise in domand for natural gas.

3. A groat deal of uncertainty oxists in the industry because of the
faoct that Congross is actively considering punh.slvo' lagislation which would have a
dobﬂitnunq impact on domestic producora.

Tho nation faces onorgy shortages. This is juut not the propor timo
to considor iubntuniial alterations in the tax laws which havo baon embodded in the
oconomics of this industry for necarly 50 y?ar-.

If the Congross deems it in the national ifterest to altor the tax laws,
theso changes should be carried out only after careful, deliborate considoration of
the likely effects. '

4. Unless Government tax and economic poliéy rofleots not just a yuunq-
ness, t;ut a dotermination, to encourage massivo expenditures in domastic exploration
and dovelopmont of all energy rosources, and oil and gas in particular, the downtrond
in our onergy supply will not only continue but accelarate. The result will bo an
increasing dependence on foreign energy and a cost in terms of our balance of paymonts

that will be intolerable.
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5. The nation will continue to be primarily dependaht on oil and hatural
gas to meet its energy needs at least through the 1980's. There are vast potential

domostic oil and gas reserves remaining to be found, enough certainly to greatly

reduce our depend on i e foreign supplies. The nurest, quickest, lowost
cost moans of maximizing our supplies of potroleum fueld is to reactivate and en-
courago the 10,000 indepondent ﬁroducorn to oxplore the vast, promising sedimentary
basing onshore in the lowor 48 states. *

G, Bocause of rocont improvements in aconomic conditions, thore are ine
dications that tho 1l7-year declino in domestic oxploration and davolopmont ‘activity
that had its onset in 1956 is being arrestod in 1974. As a result, tho deoline in
domeatioc crude oil production that began in 1970 will bottom out this year, Pro~
duction will increase in 1975, and subscquont years, unless tho rosurgence now tiklnq
place in drilling and dovolbpmont is killed by punitive, counter-productive actionn
such as the proposed ratroactivs repecal or phaue-put of porcontage depletion,

The elimination of dopletion now proposed by some in both the Senato and
Houoe raeflocts the apparent conclusion of {ts sponsors ;hat (a) our energy problems
‘lti over, (b) increased levels of oxploration for and dovo}opmonc of oil and gas supp-
lies are not cssential to maot our enorgy neods, or (c) that removal of $3-billion-
plus per yoar'from the domostic industry through the elimination of ‘depletion would
havo'no effect on lovels of expenditures for exploration, or on future dilcoony, de~

valop t and y of additional oil and natural gas rosources. It is my considered

opinion based on the facts that none of these convlusions is correct.

-

U. 8. 0i1 & Gas 8upply Position
It is highly important that Congress and the American people fully understand
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the dangerous and growing inadequacy of !.J. 8. supplies of oil and .natural gas, and
our accelerating depopdencn on re:faoto un:! insecure foreign supplies. Petroleum
fuols, oil and gas, are rolied lupon by the American people to £ill 75 percent of
their energy neods. In future years, the role of convantional o4l and gas will un-
doubtedly charnge, but no significant chango will ocour before the late mgo'o. In
tho interim, tho nation has no practical alternative axcept to move afoad with maxi-
mum developmont of its petroloum resources. To do less is to invite the unaccoptable
economic costs and the insecurity of supply that are inhnyant in over-dependence on
foreign oil. ’

To examine where wo must go, it is usoful to look at whero we have boen
and where wo are 'at the moment. A good starting point is 1956, the yecar that the
United States poaked in exploration and drilling for oil and natural gas. 8ince
that tima, tho demand for 11<';nxd potroloum fucls has increased 90 percent, and the
co;\aumption of natural gas has rison 138 porcoent, These demands have boen increcasingly
mot out of tho reserves found through past discovery offorts and incroased imports.
Not sinco 1966 have wa found as much crude oil as we have produced in any one yoar:
discoveries of natural gas have not equalled production 'unco 1967, .

Why our oil and gas supply situation has oroded should not be a mystery
to anyona. A few figuros comparing th; domastic industry's exp)orat'.lon aotivity in
1956 as it translated into available potroloum resorves CQmparod to 1973 provides a

graphic explanation.

1956 1973 Change
Geophysical Activity (craw months) 7,857 3,140¢ DOWN 60%
Wildcat Wolls Drilled 16,207 7,466 DOWN S48
Total Wells Drilled 58,160 27,602 DOWN 53%
Rotary Rigs Active 2,619 1,194 DOWN 54%
Proved Reserves (Ex. N. Slope):
Crude 0il (Billion of Recovorable bbls.) 30.4 25.7 DOWN 167

Natural Gas (Trillion Cu. ft.) 236.5 224.0 DOWN 5%

#1972 '
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The rootl ca.use of these substantial downward changes can be seen in the
decrease by 15 percent in the priceof crude oil expresscd in constant 1973 dollars
from $4.57 to $3.89 por barrel. In late 1973, crude oil prices began to increase
providing an-improved cconomic climate which will reverso these declining trends
if the industry is not thwarted by advorse qoyo:mntal poliocies.

' 1 should mention that in the 1956~73 xroxlod,' the averago price of gasoline,
excluding federal and state taxes, inormased 25 porcent. And during this time, the
Governmant's consumer price index measuring tho rotail cost of all itoms increased
70 percont, and the wholosale price Lmﬁex for all commoditios rose 49 percent.

Tho most ominous statistio, and one which should be kept in mind by Congross
as it wolghs onorgy tax policy as well as all omrqy'policy, is the fact that our
dependence or; foraign oil ‘lr’om 1956 to 1973 incroasod 332 pexcent--from 1,436,000
b;rrnl- daily, to 6,201,000 barrels a day. Until the United Statos halts and effec-
tively reverses the erosion in its productive capacity of oil and gas, the incre-

mental increase in our demands for both oil and gas must be met by higher imports

‘of Eastern Hemisphore oil. To meat this incremental 1m’:ronc, importe must rise on

the order of 1,000,000 barrels daily por year. .
. The Federal Energy Adnlnutx:ation rocently computed the composite cost

of our imports at $10.42 per barrel. At this price, the nation's bill for imported

oil will oxceed $23 billion i{n 1974, and each million barxel incroase in future years

will raiu that import bill by approximately 84 billion. IXf the U. 8. requirement

for u\pottod oil reaches 10 million barrels daily by 1980, as |m have forecast,

our wport bill at present prices would equate to more than 838 buuon yoarly, We

are Al.updy in a precarious balance of payments position.
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Por oconomic rcasons alone, not to mention sccurity reasons, this nation
has no practical alternative except to maximize production of its energy rasourcus
within the U. 8., and {ts development and production of ity oil and natural éal in
particular., 1t is significant that Lho combined price of domaaiic of) and natural
gas today--cxlprcsatnq our gas production in crudo oil equivalent--is loseg than $4

a barrel. Nowhore on warth can we obtain a comparable enorgy bargain.

!

Thn Chullenge of tho Futurs | .

Thero is strong avidence that the domestic independent oll and gaa pro-
ducing industry has sot i{n motion a resurgence of effort that will halt our decline
in crude oil pro&uctlon this yoar, and which promises increased production in future
yocars. In torms of what must be done, howsver, in recognition of tho long load-
timos roquired to siqnlfican‘uy‘tncxouo output, wo have byroly made a start. In
tu;ms of capital requirements noeded to roverse the nation's onergy supply position,
we have not bequn to genorata sufficont funds.

I would call tho committeo's attontion to a very informative assessment of
what must be done with rospuct to futurc domestic oil and gas davolopmont, sot forth
in a study entitled “U. 8, Energy Prospects,” just completed by a Task Forco of the
National Acadamy of Engincering. The Task Porce attempted to assesh™ what must be
done in each encrgy arca to maximize onergy availability to meet demands in 1985,
aftor allowing for roductions in consumption through improved efficiency and conser-
vation. The Task ro‘;:co stated with rospect to domestic petroleum developmentt

"A varioty of estimatos have beon made of future import requires
sante, and most of thaso indicate that unless substantial addi-
tional effort is put into developwent of domestic sources, ime

ports will grow to 10 MBPD and boyond within a fow years. 7This
oil will almost certainly come from the Middle East where the
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world's spare capacity, whatever it may be, is likely to be
concentrated. The Task FPorco believes that th i States
has_the resources and the technol 0_reverse importa~
tion trend and to reduce imports 1985 to ragtical mini-
mum* t v, be consistent with national icy if it is de-
sired to do so." (emphasis added) E

With rospect to petroleum, the Task Force forsaw an achievable production
inorease of 25 percent by 1985, for a combined oil and gas increase to 27 million
barrels daily from the 1973 production of 22 million barrels a day. To reach this
leval of production, it estimated the industry would bo required to increase drill-
ing to 58,000 walls per year, compared to a total of over 27,000 in 1973, increase
employment by 65,000 over and above the 266,000 directly employed in the domestic
petroloum producing industry at this time, and incraase its steel consumption to
7.5 million tons by 1985, up from 4,1 million tons last year, The prospect embraces
all known and potential tochniques of exploration and recovery, including accelerated
to'rtury recovery and rocovory of natural gas from low permiability sands,

The capital roquiremsnts for all facflities needod to achieve maximum
oil and gas supply by 1985 were projected to be in the range of from $16 to $20
‘billion yearly. It is interesting to note that the totfil wellhoad valuo of domastic
oil and natural gas in 1973 came to only $17.2 billion.
. I have chosen to dwell on the findings of this significant study for two
reasons, First, it is a practical assossment of the technology, manpower an.d capital
requiroments involved in achieving relative energy-sufficiency. ‘Secondly, it is
predicated on a big "IF," that being whether it is desirable to undertake to achieve
self~sufficiency. At a number of points, the report refers to this goal in terms of

vhothe.r it is a desirable one--leaving no question that it ie a teasible one. -
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The question of whether it is desirable to move ahead with development
of our energy’ rouour(;eo clearly 1‘l a public policy question, mfi therefore a, politi-
cal quaostion. Government policy, including tax policy, can be directed to either
encourage or.discourage the search for and developmont of oil and natural gas. :

This fact was never more clearly illustrated than in the unmistakable
results of the ohang'oo in oil and gas tax treatment 1pcorporucd in the Tax Reform
Aot of 1969, the principal item being a reduction in the rate of percontage depletion
on oil and jas- from 27 1/2 to 22 percent. The reduction in doplotion together with
other changes increasod the tax take from domestic producers by about $600 million
annually. In the noxt year, 1970, oxploratory drilling in the United States droppod
by 2,008 woells, a 21 percent decline from 1969. This was the biggest drop in ox~

ploratory drilling in a n;ng'lc year in the history of the industry. We still have
nc;f. regained the 1969 level of exploration.

Howevor, wo are on tho réad toward the 1969 loval and abovo if Congress
doas not act precipitously to undermine the improved economic incentives that are

‘now gonerating greatly increasod exploration and dovolo'pncne.

Role of Indopendent Producers

If the fedoral Government decides it is in thopublic interest to encourage
full development of our remaining large potential of oil and gas resourcos, t'.)um
indapondent oxpylorers and producers must be encouraged in their indispensable role.
Historically, indeopendents have drilled the great bulk (in excess of 80 percent in
1972)' of o:q;loutozy wells to find new domestic reserves of oil and gas, and h.avo

accounted f_or about three-fourths of total wells drilled in the United States.
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The United States became the largest oil and gas producing and consuming
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country largely bacause of the multiplicity of effort made possible only by the par~

ticipation of th ds of indopendent explorars onshore in the lower 48 states.

During the period since the mid-1950's, however, the porsistent dacline
in domostic exploration and development, with the r.iuultlnq erosjion in our potroleum
roserve and productive capacitips, has been accompaniod by a thinning of the ranks of
independonts by about one~half. Prom a total of some 20,090 indopendonts participating
in domostic exploration and developmont in 1956, only about 10,000 remain active today.
It is not just happenstance that the 50 percent drop in the numbor of inde~

pendents corresponds almost precisely with tho drop of more than 50 porcent in explora~

tory drilling sinoo 1956. Expenditures for oxplénuon and development by indupendonts
1
also droppod by one-third in this period--~from $2,45 biillion in 1956 to an average of

$1,64 billion in the next 16 years. ' .

This flight of explorors and capital from domestic oli and gas-finding
activity occurred for one reason: A ltudl}y won‘nlnq economic .cumte caused by
direct and indirect Governmont efforts .to control unreu'onably the wellhoad prices
of both orude oil and natural gas. Gas prices were controlled directly, crude oil
" prices indirectly by coercion and “jawboning” as a conditldn of the oil import quota
program, Because prices wore controlled without roq&‘rd to accelerating con’{ oil
and gas discoverad sold for loss than the expense of its finding., That, in a rutshell,
is why the United States faces monumental omrq;' supply problems today.

There are someé in Congress today who are saying, "we gave the oil producors
percentage depletion and this was supposed to assure adequate petroleum supplies. It
aid not, 8o we will take it away.” But sound tax policy alone cannot assure pro-

duction of any product which, by requirement of the Government, must sell below its
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replacement cost., During long periods when oil and gas prices equated with prices

in the economy qoneu‘lly. the por‘conugo depletion provision served a vital .luncuon

of encouraging venture capital 1’nto the high-risk exploration p‘rocou, particularly

the risk capital mado available to independent producors,

Indopondonts rely heavily on venture capital 710m outside tho industry to

share the risk of oil and gas oxploration. At today's costs, thore are few producers
e have.sufficient capital to conduct oxploration viéhout. such risk sharing, Fhe---.«

porcontage deplotion provision has been a primary incontive for invastors to share

4n such high risk venturas. Its removal would immediately r;:duca funds available for

exploration and dovelopmont by hundreds of millions of dollars per year.

All investmont in oxploration and devalopment to establish current
production of oil and gas wa'o made in tho expoctation of the continuance of per~
co‘ntaqo depletion. Thousands of independent producers have arrangoed their capital
formation, including debt funding of oxploration and developmant programs, on thie
expactation. Thoy have sought and attractod billions of dollars of risk capital
‘from private investors based on this oxpoctation. The ;oundatlon and liquidity of
their enterprises rest on this expoctation. It is olear that rotroactivo repeal of
percontage doplotion would havo roporc.uuionn that would shake the :/aty foundations
of the indopendent soctor of the dumastic industry. It would simply cause the liqui-
dotio? of many hundrods of producers.

8Such wholusale liquidation of independent producers would result in a
greater deq'tu of concentration of domestic production in the !\andu of fewer and
fewer ;owmi;l. ‘ The loss of competition and the loss of the great multiplicity of
effort in the discovery and developmant of oil and gas that has been provided by the
independent sector would not l’wo the public's muzpt in adequate fuel supplies.
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I would lika njw to speak briofly to the fallacy that percentago deplotion
is no longer justifiod or nceded i:ocauue of "high oil prices." Natural gas, the price
of vmo'h.»i‘; rigidly rogulatod by the Foderal Power Commission, constitutoes 56 porcont
of the enorgy }mouurod h; British thormal units) produced by the d.omosuc potroloum
lnd;ulery at tho wellhoad; the othor 44 percent is in tho form of crude ofl. As I
have pointed out, the combinid price of domostic viude oil and natural gas in about
$4 a barrel. Tho prico of domestic crude oil averagas aboGt $7 a barrel, 1In the
combined prive, or for crudo oil alonc, the domestic industry is gggjnq tho lowost
cost enorgy available to Americans today, T

There in an crroncous assumption that price improvemunts simply reoult
in "windfall" orv"'oxcou" profits. Thosu who balieve this sicply do not undorstand
the function of prica or the oconomice of petroloun oxploration. The improved
pricos authorized by Government wore for the purpose of stimulating exploration .and

rocovery programs that were not being undertaken and would never have been undoer-

taken at the lowor prices, .

About 30 percent of domestic crudo oil is uoliinq at the froe market price
of approximately $10 a barrel. About an eighth of total production, included in this
30 parcont, is from strippor wolls producing less than 10&1; daily, This price
will stimulate programs to increase recovery trom'marqinal and idle wella by hundreds
of millions, and ultimately, billions of additional barrels of oil., Some of the
innovative raecovery programs that will bo forthcoming will entall costs of §8 or
more a barrel. Tho oil thus recovered will bo that which never would have been re-

qovered at lower prices. Socondary and tortiary rasorves ars a known quantity, already

discovored with the pipe in place.
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, Likevise, free market p;tc« for "new" oil will stimulate deep and much
more costly d'znunq ventures to develop production that would never have been sought
at lower prices. This is the only hope of finding the substantial additional oil
that is available, hecause the "easy" and the “cheap® oil has long since been found.

The prospect of increases in multiple means of increased recovery and pro-
duotion, in response to improved economic conditions, was discussed in the report of
the National Academy of Engineering Enexgy Task Yorce, to.uhxch earlier reference vas
wade. The Task Force study had this to say, in part:

*One key to accelerating production of oil using known technology

is the establishment of a better economic climate that leads the
producer to sxpect to recover highar costs caused by taking greatar
risks or operating ‘in a more expensive manner or area. 1If domestic

oil and gas were to closely approach price parity with isported orude,
the incentives would stimulate industry to acvelerate production efforts,
and subs ial production i o8 could be achieved by 196S.

“In such an economic climate, inocreased cash flow and isproved prospects -
for profitable discoveries would cause exploration efforts to be substan-
tially expanded. The drilling of outpost and development wells in mature
producing areas would be strongly stimulated. -

*"Wells that were not drilled because of marginal economics would be attrace
tive with higher prices to offset higher drilling and operating costs.
Production from known but presently non-commercial reservairs (e.g. tight
or thin formations) would becoms feasible. Workover of wells to increase
rates of production would be stimulated, although this would not change
reserves or eventual production. H er, it would accelerats production
in the decade ahead. Abandonment of stripper wells would be delayed as
a result of reducing the lowest rate at which production is economically
feasible. Also, more secondary recovery projects would be initiated,
thereby increasing recoverahle reserves and accelerating production.®




121

The Academy Task Force thus set forth succinctly the broad ranqo. of
initlatives that will be undertaken only under improved economic conditions., The
recent price improvement that has been permitted will make thousands of such’ ven=
tures ponih}o. The costs of such ventures will relate closely to existing prices.

It appears from the statements of some sponsors 3! the proposal to repeal
percentage dapiott‘on retxoactively that this clearly is intended as a punitive agtion,
designed to "punish” the industry tor long-overdue price {QNVCHM:I that will make
possible & strengthening of our long-term energy supply position. Termination of
.depletion would simply obliterate the sconomic improvemsnts resulting from higher
prices. Those that survived would, from an economic standpoint, be back where they
wero before prices improved.

The result would be to halt immediately the newly initiated programs thie
promias to subatantially hm-w‘ the nation's petroleum fuels supplies and reduce

its dependence on higher cost foreign 04l in years to come, .

of th : 1low 8

Percentage depletion as a tax policy has prm'md sound in principle and
oﬂoo.elm in practice, and should be continued irzespective of and apart from con-
*piderations of price. ‘ -

The Congress enacted the depletion provision in its presant form in 1926
in recognition of a basic economic principle. That principle is simply that when a
government taxes capital, the government will soon own all the capital. Rather, the
gmmnone should only tax incoms and allow the recovery of invested capital. This
basic principle is !oumd in other industries through dopruuuon allovances on

capital invnmnu f
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A part of the revonue derived from a producing oil or gas well iopuunn
a8 recovery of capital and should hot be taxed.

After several attampts at ascertaining an equitable !E:mn for determine
ing the part of the revenue from an oil or gas well which represents capital, tho
Congress finally compromised at 27 1/2 percent.

B There is no justification for disallowing the petroleum producing industry
the benefit of a longstanding, sound economic principle ugocuuy in view of the
energy shortages which are currently facing the nation.

In evaluating the benefits of this long-standing tax policy, the late
President John F. Kennedy said:

"The depletion allowances which affect over 100 items should

be considered primarily as a watter of resources policy and

only secondarily as a tax issue. 1Its purpose and its value

are first of all to provide a rate of exploration, develop~

. ment and production adequate to our national security and

the requi of our Y+.+.The oil depletion allow=
ance has served us well by this test.,”

In testimony to this committee in 1969, one of my predecessors as president
of IPAA and the present chairman of the Nleiqnul Petrolgum Council, Mr. H. A, (Dave)
True, began his statement with this obnrv&cion;u "rrends in recent years, unfortu-
nately, imperil the Nation's strength as to oil and gas supplies. It is these chang- '
i..nq conditions that should be taken into account in eonlld.ri{q patroleunm tax pro-
visions.” During the recent Arab embargo, we experienced a foretaste of em' peril
that Dave 'l;uc warned about. )

It should be hoped that memories are not so short, Mr, Chairman, that
Congress i now willing to foreclose all chance of restoring energy self-sufficiency
through punitive tax changes that would be olounux'-producttvc to the basic and presse-

.

ing need to increase U. 8. supplies of oil .and gas.
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CSERATE FINANCE CUMMITTEE

RoBeRT E. MeaD, PRESIDENT OF MACDONALD O1L CORPORATION.
"A DOMESTIC INDEPENDENT OIL AND GAS PRODUCING COMPANY BASED 1N DALLAS,
Texas, . o
- OVER FOUR AND ONE-HALF YEARS AGO | CAME TO WASHINGTON AS PRES1-
DENT OF THE IPAA AT A TIME WHEN THERE WAS A ‘GREAT CLAMOR TO ABOLISH
DEPLETION AND IMPORT VAST QUANTITIES OF "CHEAP” FOREIGN OlL.,
AT THAT TIME, | WARNED THE GOVERNMENT REPEATEDLY THAT SUCH
ACTIONS WOULD RESULT IN DEPENDENCE ON INSECURE FOREIGN SOURCES FOR OUR °
ENERGY AND WOULD ACT TO DISMANTLE THE DOMESTIC INDUSTRY,
THE CHICKENS CAME HOME TO ROOST, OUR DOMESTIC EXPLORATION
INDUSTRY HAS BEEN STEADILY DECLINING AND OUR FOREIGN SUPPLY SOURCES
DID THE OBVIOUS--EMBARGO AND PRICE INCREASES.
I BEG YOU GENTLEMEN TO DO NOTHING FURTHER TO IMPAIR OUR
DOMESTIC INDUSTRY AT THIS TIME OF CRITICAL DEPENDENCE ON FOREIGN SOURCES
OF ENERGY, .
. Now, As TO DEPLETION, MY ACCOUNTANTS TELL ME THAT COMPLETE
ABOLITION OF THIS TAX ALLOWANCE WOULD LEAVE OUR COMPANY 16-1/2% Less
MONEY TO DRILL WITH THAN WOULD OTHERWISE BE THE CASE. IT'S THAT SIMPLE,
I Have 16-1/2% Less MoNEY so | DRILL 16-1/2% Less WELLS, MULTIPLY THAT
BY THE ENTIRE INDEPENDENT DOMESTIC INDUSTRY AND YOU GET FAR LESS ENERGY
DEVELOPMENT THAN UNDER THE.CURRENT RULES, . .
A SECONDARY EFFECT WOULD BE A REDUCTION IN VALUE OF OUR PRO-
PERTIES AND ‘A CONSEQUENT ‘REDUCTION IN BORROWING POWER OF THE COMPANY,
FURTHER CUTTING OUR POWER TO EXPAND ENERGY RESOURCES,
OUR COSTS ARE GOING UP UNBELIEVABLY. LAST MoNTH | DRILLED A
WELL FOR $72,000 wHICH WOULD HAVE cosT $46,000 Two YEARS AGO,
" FOR YEARS. | HAVE TRIED TO STRESS THE NEED FOR LONG TERM PLANNING
IN THE OIL INDUSTRY, FoR THE SAKE OF OUR COUNTRY, PLEASE GIVE US STABLE
RULES TO LIVE WITH SO THAT WE CAN baI’gf ABOUT OUR BUSINESS OF FINDING
OIL AND GAS INSTEAD OF READING ‘SCARE HEADLINES AND NOT BEING ABLE T0
PLAN EVEN A SIX MONTHS BUDGET. WE SHOULD BE PLANNING YEARS AHEAD,

34839 O - 74 -8
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FRANKS PETROLEUM INC.

$44 MONTGOMERY 8T.
. 0. BOX 7048
' SHREVEPORT, LOUISIANA 71107

TELEPHONE $21-30848

U, 8, Senate Finance Committes
Washington, D, C, ‘
Thursday, June 6, 1974 ¢

John Franks, President -

Franks Petroleum Inc.

Shreveport, Louisiana

1, Statement of Position on Oil Depletion Allowance

2. ankm?o'troloun Inc, Production Impact  Related to People

3, General Information on Franks Petroleunm Inc.

4, TFranks Petroleum Inc Exploration Activity Summary - 19681974
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STATEMENT OF POSITION ON STATUTORY
~1L REPLETION ALLOWANCE OF 22%

Bys John Pranks, Pronidcﬂé, Franks Petroleum Inc., Shtovoﬁorc. Louisiana

Tot ~Senate Finsnce Cormittee

H; have siways considered the oil depletion allowance as our main
means of cash replacement of our inventory cost.

As & small independent business man (27 .nployc,l) who owns and operates
his oun familyeowned oil and gas exploration company, I consider the oil and gas
lesses that we purchase as our inventory.

It {0, basic in my business that if you don't buy oil and gas leases,

" you can't drill wells, However, we can't "buy" oil and gas lesses on other than
& short term basis, generally for a term of three (3) to five (3) years, 1In the
Absence of production these leases must be kept 4n térco by the payment of an
annual "rental”, Even with the rental payments the leasses "expire" (revert to :hc‘
landowner) at tﬁo end of their primary contract term, unlcng during the term,
oil and gas ‘are discovered and produced from the propgrty,

Needless to say, many 1...qn do nét produce at sll and many prove to
be non-commarcial or at the bast marginal producers., We are in { high risk
business vhose inventory is expensive, often worthless and we are constantly

having to spend additional money to evaluate its worth, ¢
Though & small company, we are the most active exploration company in the
North Louisiana area and have been for the past 6 1/4 years, Our exploration
efforts have been successful and the depletion allowance has played a vital Folc
in our success in two (2) vays. ,
Piret, ve have had the money to replace our inventory with new drilling
prospects. Second, it has materially aided us in raising the necessary capital

from sources outside the oil and gas business to ensble us to carry on an exploration

program that far exceeds our internally generated capital,
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We are no.e an integrated oil ccupu.ny.' As such, we make a profit only on
the oil and gas ve £ind and thu.: is sold "at t.hc'wcnhnd." ‘We have no vay of
passing along through a "ptp;ltno profit,” "refinery profit® or to the ultimate
"end user" any increase in taxes. The elimination of the depletion allowance
would have the same effact on us and all our royalty owners as vo.um a2
inorease in taxes.

In my judgment, the 61&1nleton of the dspletion allowance from domestio
production would result in less domestic exploration by 311 explorationists. It
would reduce Franks Petroleum's activity immediately by at least 50V as I believe
it would all other independents...who, as you know, drill 80% of all domestic
exploration wells. ' . s

At thl.'l' time, when our country needs ov;ry barrel of oil and every cubic
foot of gas it can possibly produce “at home,” uto. from foreign embargoes or
blacimail, I sincerely urge you to make every effort to encourage rather chm'

dtleouiaqn domestic exploration.

Sincerply,

John Pranks, President
PRANKS PETROLEUM INC.
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_PRODUCTION IMPACT = REIATED TO PEOPLE

FRANKS PETROLEUM INC, OPERATED PRODUCTION AS OF APRIL 1, 1974

041/Barrels SasMCE
Monthly 67,700 3,456,500
Daily 2,180 111,500

Franks Petroleum Inc.'s daily oil production is an amount of oil,
vhen converted to gasoline to furnish daily transportation to an estimated
55,000 pcoplc."

Franks Petroleum Inc,'s daily natural gn-}productton is an amount of
natural gas sufficient to furnish natural gas daily to 271,950 homes housing '
an estimated 1,000,000 people.

. & ® @ 5 a0 e weee
0

(2180 bbls) (42 gallons) < (5 gallons pcr’day) 18,312 cars
(18,312) x (3 people) - 54,936 people

(11,800,000) + (410) "« 271,950 houes
(271,950) x (4 poopl;) - 1,087,80Q people



Tventy-Seven (27) full time employees in office «

1. Annual Payroll ¢ 363,166 :
2, Payroll Taxes 18,800
3, lnventory Replacemant (new leases) 500,000

Outside Bervices Utilized =
Petroleum Enginesring Firms:

4, Well Completions 25,000
s, Annual Reserve Determinations s 15,000
6, Geological Consultants . . 10,000
7. Auditors & Tax Consultants 15,000
8, Attorneys, Title Work, etc, 30,000
9. Independent Landmen & Leasing 30,000
10, Contract Well Switchers & Pumpers (130 wells) 210,000
11, Independent Driliing Contractors 3,000,000
12, 01l Pield Service Companies (Halliburton, etc.)___5,000,000

Lll.2ae 068

!

Tteus (1) thru (9) are 100% Franks Petroleum Inc. expenditures
(§913,696 annual), Items (10)thru (12) paid for by Franks Petroleum Inc,
and joint owners ($10,323,270),

Pranks P;troloun Inc, depletion 1973 - $485,764,30, (from tax return)
or about $15,000 below inventory replacement cost.

In 1973 lease rentals totalled additional $73,253,09, and is part of
leass inventory cost for rentals required to keep unexpired lesses in tor?..
1973 income from oil and gas, net to Pranks Petrcleum Ine.~$3,000,000,
Dabt against future oil and gas incoms as of January 1, 1974 - $4,838,598,
Franks Petroleum Inc., reinvesting in nxpiorn:ton yearly in excess of 100%

of {te profits from oil and gas.

John Pranks salary as President-Owner - $40,000 per year,

ADDITIONAL GENERAL INFORMATION
Taxes Paid = 19731 ‘ o
Income taxes - State and Federal $ 49,950,356
Severance & Ad Valorem taxes 227,961.20

. Payroll taxes
' Total business taxes -

Interest paid on business loans = 1973 - " §.190.831.22



PRANKS PETROLEUM INC. WELLS DBDEILLED

-

.- RECAPITULATIOR OF RESULTS

Year . Number of Wells Spudded Product: Completions - D&A

1968 . @ . e - .560976 18/41 " 439024
1969 ' & . PEVTRNE .szzn?‘ a/ms 477273
1970 < &6 /46 - 673913 15746 " .326087
1971 . 6 - &5/64 703125 * 19764 .296875
1972 - . s . .- 7 30/45 666667 15/65  .333333
1973 . 55 _ _381'55' - -690909 17/s5 .309091
1974 (lst quarter) 13 10/13 769231 - 33 .230769
Total ’ 308 200/308 - o 108/308 -

649351k - o 23506497k -

* NOTE: These figures exclude the W. H. Reeves Well which
hasno:beeneaqlz:qlotabndoned,

% ROTE: Weighted average. g -
1968-1973 (6 years) - averaged 49 wells per year. .
1974 - 1lst Quarter - (13) (4) - projected for year - 52. _ )
GIIloyelt--mvellldrillad—ZOOpM-loadtyholet_ .-t
Average depth of wells - 9000°. i N .
Average cost ~ completed well- - $250,000 (200) - total cozpleted wells $50,000,000.
Average cost - dry hole = $150,000 (108) - total dry holes $16,200,000. -

621
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SENATE_EINANCE COMMITTEE
E ,| gZ! ' .
My NAME 1S WARREN E, TOMLINSON, I AM PRESIDENT AND
CHATRMAN OF THE BoArRD ofF ToMLinsoN O1L Company, INC..

A PUBLICLY OWNED INDEPENDENT EXPLORATION AND PRODUCTION
COMPANY,

THIS TESTIMONY 15 PRESENTED ON BEHALF OF THE KANSAS
INDEPENDENT O1L AND GAS ASSOCIATION WHICH I CURRENTLY
SERVE AS PRESIDENT, THE ASSOCIATION IS COMPOSED OF
soMc 1,000 SMALL INDEPENDENT OIL AND GAS PRODUCERS
AND OPERATORS.

WE ARE ATTACHING TO THIS TESTIMONY, FOR THE RECORD,
A COPY OF fHE POSITION RECENTLY TAKEN BY THE JOINT
SENATE-HOUSE COMMITTEE dN CONSERVATION AND NATURAL
RESOURCES OF THE KANSAS LEGISLATURE OPPOSING THE
ELIMYNATIQN OF DEPLEleN,ALLOWANCES.

WE WOULD LIKE TO PREFACE OUR MAIN REMARKS WITH A FEW
QUICK BACKGROUND COMMENTS.

FIRST, WE BRING TO MIND THE IMPORTANCE OF MOUNTING
A VASTLY INCREASED EXPLORATION EFFORT IN THE UNITED
STATES, WE'MUST FIND AND DEVELOP NEW RESERVES OF CRUDE
OIL AND NATURAL GAS.,
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SECOND, 1T IS GENERALLY RECOGNIZED BY MOST GEOLOGISTS
THAT THE UNITED STATES HAS THE NEEDED PETROLEUM
RESOURCES IN THE GROUND, WAITING TO BE DISCOVERED,
We REITERATE, THE SEDIMENTARY BASINS IN THE UNITED
STATES ARE ADEQUATE TO MAKE THIS NATION 85 To 90
PERCENT SELF-SUFFICIENT IN ENERGY WITHIN THE NEXT

TEN YEARS, GRANTING THE NATION SUFFICIENT TIME TO
DEVELOP ALTERNATE SOURCES OF FUELS.

THIRD, SUCH DOMESTIC RESERVES WILL BE MORE DIFFICULT
AND MUCH MORE EXPENSIVE TO FIND AND DEVELOP, WE HAVE
PICKED THE APPLES FROM THE LOWER BRANCHES OF THE TREE
AND WE MUST NOW CLIMB THE STEPLADDER TO GET TO THE

_ RESOURCES MORE DIFFICULT TO REACH,

L4

FOURTH, IF WE ARE TO AVERT A NATIONAL DISASTER IN
ENERGY FUELS. PARTICULARLY HYDROCARBONS: IF WE ARE

TO PREVENT CONTINUED AND INCREASING REL!ANCE UPON
UNSTABLE FOREIGN SOURCES OF OIL AND GAS; AND 'IF WE'ARE
TO AVOID SKYROCKETING AND POTENTIALLY BANKRUPTING
INCREASES IN OUR BALANCE OF PAYMENTS THROUGH
IMPORTATION OF EXPENSIVE FOREIGN FUELS. WE MUST
"IMMEDIATELY UNDERTAKE A CﬁASH PROGRAM TO DEVELOP

OUR OWN DOMESTIC RESOURCES.
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FIFTH, WE ARE TALKING ABOUT DRILLING AT LEAST 60,000
. WELLS A YEAR, COMPARED TO LESS THAN 30,000 ANNUALLY
IN RECENT. YEARS, WE ANTICIPATE EXPENDITURES. EXCEEDING
10 BILLION DOLLARS A YEAR, COMPARED TO CURRENT
OUTLAYS OF 5 BILLION DOLLARS,

We ARE TALKING ABOUT A REAL CKASH PROGRAM, DOUBLING

THE EFFORT, TRIPLING THE MONEY SPENT.

NOW, TWO QUESTIONS, WHERE IS THIS MONEY TO COME FROM?
AND WHO 1S GOING TO ASSUME THE HIGH RISK SEARCH FOR
THESE NEW RESERVES?

TO ANSWER THE SECOND QUESTION WE MUST TURN TO THE
INDEPENDENT PRODUCERS AND OPERATORS WHO HISTORICALLY
HAVE COMPLETED OVER 75% OF THE NEW WELLS IN THE UNITED

STATES,

L4

IT WILL HAVE TO BE THE INDEPENDENTS BECAUSE OF THE VERY
SIZE AND HIGH RISK OF THE VENTURE, IT WILL TAKE THE
HUNDREDS AND THOUSANDS OF INDIVIDUAL OPERATORS AND SMALL
INDEPENDENT COMPANIES, WORKING WITH RISK OR VENTURE
CAPITAL FROM OUTSIDE THE INDUSTRY, TO SUCCESSFULLY 7
ACCOMPLISH THE TASK. THE QERY S1ZE AND CORPORATE RETICENCE
OF THE MAJOR INTEGRATED COMPANY DISCOURAGES SUCH HIGH
RISK ACTIVITY FOR MOST DOMESTIC PROSPECTS..: AND ONLY
‘ THROUGH THE COMBINED KNOWLEDGE AND EXPERTISE‘OF THE

THOUSANDS ‘OF EXPERIENCED INDEPENDENTS CAN THE JOB
POSélBLY BE SUCCESSFULLY ACCOMPLISHED.
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WE - THEREFORE SUGGEST A CLOSE LOOK AT THE DOMESTIC
INDEPENDENT PRODUCER/OPERATORS UPON WHOSE SHOULDERS
THE VERY EXISTENCE OF THIS NATION MAY QUITE LIKELY

REST IN THE NEXT FEW YEARS, =

THE INDEPENDENT OILMAN SITS ON A THREE LEGGED FINANCIAL
STOOL, AND MY APPEARANCE HERE BEFORE THIS HEARING

IS TO URGE THAT TH1S CONGRESS REFRAIN FROM YANKING

THAT STOOL OUT FROM UNDER HIM,

THE THREE FINANCIAL LEGS ARE DEPLETION, INTANGIBLE
DRILLING.COST-S: AND PROPER MARKET PRICES FOR OlL AND
GAS, PRICES WHICH ARE COMMENSURATE WITH THE DEGREE
OF RISK lNVOL“ED IN FINDING SUCH RESERVES,

. WE NOW GIVE OUR MAIN ATTENTION TO THE HISTORIC

DEPLETION ALLOWANCE SINCE IT 1S THE SUBJECT OF ATTACK,
DEPLETION FUNCTIONS IN A TWO-FOLD MANNER FOR THE
INDEPENDENT, T PROVIDES HIM WITH WORKING CAPITAL

FOR THE FUTURE., [T ALSO HELPS ATTRACT THE OUTSIDE:

RISK CAPITAL WHICH 1S SO NECESSARY FOR EXPLORATION, AND
WHICH SIMPLY CANNOT BE RAISED FROM INTERNALLY CREATED

CASH FLOWS, OR FROM OTHER NORMAL CORPORATE FUNDING SOURCES,
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- WE REFER TO THE THREE LEGGED STOOL BECAUSE 1T 1S OF,
UTMOST IMPORTANCE THAT THE CONGRESS AND THE PUBLIC
UNDERSTAND THAT ALL THREE'FINANCIAL LEGS ARE
NECESSARY IF THE INDEPENDENT 1S TO PROPERLY

~ FUNCTION,

TAKE MY FIRM FOR INSTANCE. AT PRESéNT MARKET PRICES
_AND OPERATIONAL COSTS WE ARE IN A SOUND POSITION
REGARDING OUR PRESENT PRODUCTION, AND FOR FUTURE
DEVELOPMENT DRILLING OF OUR COMPANY'S RESERVES,

But THIS WILL NOT ALLOW FOR EXPLORATION,

OURCOMPANY, AND MOST INDEPENDENTS., MUST TURN TO
OUTSIDE RISK CAPITAL IN A HIGHLY COMPETITIVE MONEY
 MARKET FOR MOST OF OUR EXPLORATION FUNDS.. WE SIMPLY
DO NOT HAVE SUFFICIENT CORPORATE REVENUE FOR THIS
PURPOSE, NOR WOULD IT BE WISE FOR US TO ABSORB

100% OF SUCH A HIGH RISK VENTURE ANYWAY,

SO TWO THINGS FORCE US TO OUTSIDE VENTURE CAPITAL.
FIRST, THE VERY VOLUME OF MONEY WHICH ﬁlLL BE
NECESSARY, AND SECONDo'THE RISK ITSELF MUST BE

. SPREAD. IT 1S THE ONLY WAY IT WILL WORK,
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GIVEN AN EXTREMELY COMPETITIVE AND TIGHT MONEY MARKET.
WHAT WILL ATTRACT SUFFICIENT FUNDS TO VENTURE INTO
SUCH A HIGH RISK ENDEAVOR? WHAT WOULD IT TAKE TO
ATTRACT YOUR INVESTMENT DOLLARS INTO OIL AND GAS
EXPLORATION? THIS IS A FAIR QUESTION, AND ONE WHICH
EVERY LEGISLATOR SHOULD WEIGH PERSONALLY FOR HIMSELF
BEFORE TAMPERING WITH AN INDUSTRY AS CAPITAL INTENSIVE
AND AS FRAUGHT WITH RISK AS IS THE EXPLORATION FOR

NEW RESERVES OF OIL AND GAS.

WE SUBMIT THAT ONLY TWO THINGS WILL ATTRACT SUFFICIENT
.RISK CAPITAL. A MARKET PRICE FOR CRUDE OIL AND

NATURAL GAS WHICH 1S COMMENSURATE WITH THE HIGH RISK
INVOLVED! AND A FAVORABLE LEGISLATIVE AND TAXING
CLIMATE WITHIN WHICH Tb OPERATE, -THIS MEANS INTANGIBLE
DRILLING COSTS. AND LHQREAﬁED MINERAL DEPLETION,

YES, WE SAID INCREASED DEPLETION ALLOWANCES., AND IT

TIES TO OUR NEED FOR EXPLORATION, PRIOR T0 1926 -
DEPLETION WAS BASED UPON DISCOVERY-VALUE, 'BUT SO MANY
TECHNICAL DIFFICULTIES AROSE IN APPLYING THIS METHOD
FAIRLY THAT CONGRESS REPLACED IT WITH A PERCENTAGE WHICH
WOULD REALIZE ABOUT THE SAME TAX RESULTS AS DISCOVERY-
VALUE DEPLETION. IF THIS WISE COURSE 1S TO BE FOLLOWED,
IT NOW MEANS DEPLETION ALLOWANCES SHOULD AGAIN BE

. INCREASED. L
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DEPLETION LIKE DEPRECIATION IS A DEEPLY ROOTED, SOUND
ECONOMIC CONCEPT RECOGNIZED IN STANDARD ACCOUNTING
PRACTICE AND SANCTIONED OVER A LONG PERIOD OF TIME
BY THE NATION’S COURTS. IN THE CASE OF WASTING ASSETS
SUCH AS THE PRODUCTS OF MINES, WELLS AND MORE THAN 80
OTHER EXTRACTIVE MINERALS. DEPLETION IS USED TO MEAN
" THE VALUE OF THE ASSETS EXTRACTED.

THE INDEPENDENT OIL AND GAS OPERATOR, LIKE MERCHANTS
UNABLE TO OBTAIN INVENTORY TO REPLACE GOODS SOLD FROM
THE SHELF, MUST GO OUT OF BUSINESS IF HE CANNOT FIND
OIL AND GAS TO REPLACE THAT WHICH HAS BEEN TAKEN OUT
OF THE GROUND THROUGH PRODUCTION AND SOLD IN THE
MARKETPLACE, |

To ALLOW AS DEPLEleN MERELY THE COST OF FINDING THE
SEVERED, OR PRODUCED OIL; AND NOT THE FULL MARKET VALUE
OF SUCH OIL SEVERLY HANDICAPS THE PRODUCER IN HIS
EFFORTS TO REPLACE THE WASTING ASSET. ‘

ECONOMISTS AND ACCOUNTANTS RECOGNIZE THAT.THE INCREMENT

IN THE VALUE OF THE PROPERTY DUE TO DISCOVERY OF MINERALS.,
OIL OR GAS CAN IN NO WAY BE DIFFERENTIATED IN PRINCIPLE
FROM fHé~INCREMENT IN VALUE OF REAL ESTATE. STOCKS.,LBONDS
OR OTHER PROPERTY.
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IF CdNGRESS REMbVES THE PERCENTAGE DEPLETION, IT IS
THEREFORE SUGGESTED BY THE PRINCIPLE ABQVE THAT MANY
"OWNERS OF OIL AND GAS XN PLACE WILL BE SELLING THEIR
PROPERi:y AND TAKING A CAPITAL GAIN.

THE BUYER WILL THEN DEPLETE THE OIL SEVERED ON THE
BASIS OF HIS COST, AND THIS PORTENDS A GREATLY
ACCELERATED MOVE TOWARDS FURTHER CONSOLIDATION AND
MONOPOLY OF OWNERSHIP WITHIN THE PETROLEUM INDUSTRY
BY THE MAJOR INTEGRATED COMPANIES, '

OurR POINT IS THAT CONGRESS IS MISSING ITS TARGET AND
HITTING THE WRONG END OF THE HORSE. ONE THING SEEMS

_ CERTAIN, REMOVAL OF PERCENTAGE DEPLETION WILL NOT HURT
THE LARGE MAJOR' INTEGRATED OIL COMPANIES SO MUCH, BUT

" 1T MAY VERY WELL DESTROY.A LARGE NUMBER OF INDEPENDENTS,
AND 1T WILL CERTAINLY DELIVER GRAVE HARM TO ROYALTY
OWNERS AND LANDOWNERS,

‘H16H CORPORATE PROFITS NOT WITHSTANDING, IF THIS NATION
1S TO MOUNT A MAJOR EFFORT TO DEVELOP NEW RESERVES OF
CRUDE OIL AND NATURAL GAS, THE ﬁETRQLEUM INDUSTRY'S
FINANCIAL POSITION MUST BE STRENGTHENED INSTEAD OF
WEAKENED THROUGH LEGISLATIVE EFFORTS. ‘
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. AFTER ALL. BASICALLY SPEAKING, A CORPORATION C’AN DO
ONLY THREE THINGS WITH PROFIT., IT CAN PAY INCREASED
SALARiES; PAY INCREASED DIVIDENDS TO ITé STOCKHbLDERS,
OR RE-INVEST. ITS FUNDS IN JOB CREATING.,ENERGY PéOVlDING
‘ ACTIVITIES, ALL THREE STRENGTHEN AN ECONOMY,

We SUBMIT THAT THE DEBATE ON PERCENTAGE DEPLETION IS
IN THE WRONG DIRECTION, WE sHouLD BE DISCUSSING HOW
MUCH IT SHOULD BE INCREASED IN ORDER TO ELICIT THE
MASSIVE INVESTMENT IN THE HIGH RISK VENTURE OF
LOOKING FOR NEW DOMESTIC OIL AND GAS RESERVES, RESERVES
WHICH MAY VERY WELL DETERMINE THE FUTURE OF THIS GREAT
NATION WHICH WE ALL LOVE SO MUCH. |

THANK You!
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BPECIAL CONWITRECY:
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. TOPRKA MAYIONAL LEGIBLATIVE CONPERINEL:
SPEEIAL CONMITTEE 6N SNERSY
SENATE CHAMBER .
May 24, 1974

Honorable William Green
Honorable Charles Vanik .
House of Representatives .

Washington, D. C. 20515 : S

Subject: Opposing the Eliminatfon of Depletion Allowances

Copies to:.
Honurable Wilbur D. Mi1ls, Chm. of House
Ways and Means Comnittee
Honorable President Richard M, Nixon
Honorable John Sawhill, Administrutor, Federal
Energy Adninistration s
Honorable Kansas Scnate and House Delegation

Cavene W L MU Canvenili Qg 200w be v~

Dear Mr. Gr/een and Mr. Vanfk:

The Joint Senate-House (bipartisan) Committee on Conservation and Natural

Resources of the Kansas Legislature in meeting at Topeka, Kansas, voted

unanimously to express its opposition to any action further reducing the

depletion allowance on domestic oil and gas production. Our Committee

further suggests that the economics of your proposed actions {s most

+ counter productive to encouraging domestic expansion of exploration for,
and production of, ofl and gas needed to span the ?ap in the near-term broad
spectrum enorgy crunch facing this nation. The United States must depend
most heavily on 011 and gas until we can expand nuclear and coal power
production in order to reserve of) and gas for mobile transportation needs.

Both {ndependent operators and natfonal ofl companies should be given every
incentive possible to provide the huge amount of capital necded to explore
for and develop (hopefully) new production just to offset the declining
reserves of this nation.

He are particularly alarmed at the serious fmpact of your proposed action on
Kansas, and Mid-continent production for.the following reasons.

You may know that Kansas currently ranks fifth in gas production and eleventh

in 011 production and that oil and gas {s the second largest revenue source
to the State of Kansas. :

314-633 O - 74 . 10
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What you probably don®t know is that of the 41,000 producing ofl wells in
Kansas, 35,000 of thom aréd classed as "stripper" wells which produce ten
barrels or less per day, with the average about four barrels per day--and
yet these wells are producing two-thirds of the Kansas production.

The point {s that these are mar?inﬂ wells and the production from a
substantial portion of them would be wiped out if the dcpletion allowance
{s lost because of your efforts. . .

The Kansas Geological survey, a department of Kansas Unjversity, testified
before the Committee tf:at only one of e¢leven wells drilled in Kansas is a
producer, This means that the one producing well has to pay for the cost

of the other ten wells plus the recovery of cost of the producer. You ° °°
will find similar high risk ratios in other midwestern states. So if you
think {t's all gravy, why don't you put some of your money in midwestern
of) and gas exploration? . .

Most of the exploration 1n Kansas is by independent operators who operate
under obviously high risk conditions. Historically the depletion allowance
has been maintained as a tax incentive to encourage the exploration for
more of) and gas. Now, more than ever before, the natfon needs the indepen-
dent operator. And you propose to kill the goose that lays the golden egg.

1n 1973, this nation depended on imports for 35% of her needs. At $2.00 a
barrel, which the "bi?" o011 companies wore providing to U. S. consumers,
this was a real bargainm. But our balance of ;laayments can't stand a six-fold
{ncrease fn cost that wa now face at the 35% level of {mport--much less at
60% as some predict, as we become more depandent on foreign oil. In the
scramble to stem the balunce of payment deficit, we are exporting grain,

rmuch needed fertilizer and other critical materfals, thus driving up the

; inflationary spiral of costs at home.

: Ho suggest that the National Congress should take fnto consideration the
“?rass roots" consensus of the state legislatures, This would be a good
place to start in order to avoid some of the precipitous unsound actions
advocated by sume members of Congress. .

We are sending a copy of this letter to President Nixon, requestim‘; him
to veto your action {f.Congress eliminates the present depletion a lowanges.
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¥e hope the combined economic judqmerit of the House 1is better than the
understanding you have demonstratod.

Re;pectful 1y submitted.

.

As .authorized by the Joint Senate-House
Committee on Conservation and Natural
Resources of the Kansas Legislature

By . .
Sen. Vincent Hoore, Chairman
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statement of
KARNEY R. COCHRAN
PRESIDENT, PENNSYLVANIA GRADE CRUDE OIL ASSOCIATION

AND REPRESENTING THE NEW YORK STATE OIL PRODUCERS ASSOCIATION

Before the
SENATE FINANCE COMMITTEE

June 6, 1974
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My name is xarmey Cochran. I represent the Pennsylvania Grade Crude
041 Assooiation and the Mew York State Oil Producers Association. This is the
region where it all started. ‘

ror thirty-five yun.‘ I worked for a small independent company that
had its beginning in 1860. In 1969, they liquidnw a major portion of their oil
holdings, inbludinq all their operated properties solely because other investments
" weré more attractive than producing oil. ¢

I aman independent producer. I own and operate over two hundred and
"#ifty wells which produce one hundred and forty barrels per day.

e nr; all small producers, va are at the vary bottom of the pro-duotng
scale.

‘ b4 kmv your !uae'rucuon is "why take up our time with this drop in )
t;u Mct?'

The Pennsylvania Grade uéton produces less than one-third of one percent

of our do;ut':,u production. However, it furnishes nppmxluto.ly eighteen percent of
' its lubricants, and lubricants too are in tight -upply:

It's typical of the highly specialized nature of this industry.

f Our crude has always been l' preaiua oil. We have _nomﬁy been pah.! a
‘price 50 percent higher than the rest of the country. Our costs, as you might expect
‘fxom these small wells, are also higher. .

You may further ask, -at.what point should we cease production from these
wells? \m‘cn 4o they reach their economic limit? We feel we ?hould be able to produce
thea s:n ‘competition with foreign crude, without a burdensome excise tax based ‘on
price. We 'do_n't w-w wvhy we should have to plug our wells as long as the
country is importing oil at higher prices. We a'n. important to the economy of our
area. The industry pa'yt more taxes in New York State in those townships it opout'u

than any other industry.
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Our industry is undergoing a resurgence 'as a result of the hiqh;r pricoi
we now receive. All‘nvéilabld rigs are busy. Our production is increasing, We
have pipe shortages and people shortages. The lvorégo age of ;ho cable tool drillers
we employ is over 63 years. They don't grow them anymore. *

Our problems are many, and money is one of them., We are opposed to any
‘aotlén by the government which.would remove one dollar from the industry. Consider
for a moment the capitdl needs of the domestic segment of, the petroleum industry in
the next few years. The best estimate I have seen is from five hundred billion to
one trillion dollars, about twice our national debt. This makes the ‘obscene' profits
of the industry look like peanuts. The industry will be hard pressed to meet this

.

challenge. B
This is no time to penalize us with punitive measures just bccnu;; it's
. poditically expedient. ' ' ‘

The depletion allowance has alway; been an important part of our capital
structure. it was created almost fifty years agd after very serious deliberation
as an inducement to producers to stay in'Luqinaus and accept the unusual risks
inherent in it. Being in a high cost area, practically all of our operators are

_limited to fifty p;xcont,ot net income for depletion purposes.

The late President Kennedy said on the subject of depletion in 1960, “The

depletion allowances which affeot over 100 items should be consi?erod prtma;ily as.

a matter of resource policy and only secondarily as a tax issve."

If depletion is eliminated, as proposed, then every independent producer

must re-assess his position and determine if he should saell out. A portion of his
selling price then becomes the basis for cost depletion by the purchaser. What has

been gained, other than to eliminate a producer?
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The proposed "windfall® profits tax based solely on price would have the

effect of cutting f.h‘o price we z;colvo for oil by a):ou(:. threa dollars per barrel.
This tax, vhich does not take costs into account, would reoult_. in a loss of dmstic.
orude. At the same time, it would have no effect on the higher priced foreign crudes
imported to replace it. . : Co
Mo in the Penasylvania Grade xegion.are most conosrned about the lack of
\utdlrng:mdinq'of the sexiocusness of the energy problem. We feel it is here to o'uy.
There will never again be an abundant supply of inexpensive energy. World demand
is too great and the sources of onorq{; too limited.
' Almost ovoryohe pays 1ip service to project independence, but little has
been done by the government to achieve it. We need definite helpful policies by
the government. We need them so that we can plan‘our operations. We need them now.
'mum, I make no apologies for our indultry. I'm proud of it. It h.u
furnished this c'ount.ry with energy s cheap, t'ow people ever gave it a thought until
last fall. The p.roblu now lies in getting enought at any price, and getting it quick.
m. 4 not hw; an indefinite time to solve this probledf. We need your eoopcntiox‘\,
not your eoolrcion:
‘ 1 thank you on behal? of those I represent and myself for the opportuitty

to éxount these views. -
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PREPARED TESTIMONY BEFORE
THE SENATE FINANCE COMMITTEE

JUNE 6, 1974

: by

JOHN G, PHILLIPS
CHAIRMAN OF THE BOARD

THE LOUISIANA LAND AND EXPLORATION COMPANY
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IMPORTANCE OF THE OIL DEPLETION
ALLOWANCE TO THE UNITED STATES . ,

The' potential changes, in the depletion allowance should be viewed
within the framework of the United States and world energy outlook, the re-
sulting objectives that the United States should pursue, and ‘the valuable per~
spective of history; thosle subjects are diac\'lue;l below.'
The Outlook

Our recent evaluation of the energy outlook has taken into account a rapid
movement toward economic conservation in the use of onermd a resulting drop
in the growth rate of total energy demand, as well as the revitalization of the coal
industry ('rnble_ 1), Rocognizing these developments and assuming that the preun@
price of U.S. -crm.ie oil will be maint‘unod in constant dollars and the depletion
allowance will be maintainedat the present rate, we neve}theles.l foresee the need
for further increases in oil imports thro;.tgh this c:iecade at least {Ttbla 2), While -
the level of imports forecast for 1978 ?nd 1980 are well below that which appeared
likely in pre-embargo days, they do incr'eue from'ihe 6 million barrels per day '
level of last y;u to about 9 million barrels per day by }978-80.

The outlook for the free world petroleum supply and demand in total
(Table 3) has also changed rather drastically from pre-embargo days, but even
with slowed economic growth in many parts of the world, we still foresee l. gro;vth
in oil-demand from 48 million barrels per day currently to 60 million barrels per
day by 1980, If demand can be held to this level and if United States and other non-
Arab sources oxpand as may be poasible, it is conceivable that Middle East output

can be held close to the present level.

Restraining our demands on Middle East oil can be of great economic -

significance to the free world, ' OPEC has amply demomtratedvm power;
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control of the international price of crude ‘oil rests fully'in their hands. They
could lower their'prlce voluntarily or competitive conditions could fqrc“e them
to lower thelr pric;. ‘But it is 'moro probable that the price will increase with
inflation if Middle East output does not expand significantly, If the world
demands an appreciable expansion {n Middle East output, the pr'ice on all OPEC
output will probably rise more rapidly than inflation, For every 1 million
barrels per day expansion, wé estimate an increase in price of $1 a barrel;

on U, 8. imports alone, the annual cost would be $3 billion,

National Objectives

A national goal of stiiving toward energy aglf-auﬂtciency is critical to
our long term eco;\omic security even though there is no hope of achieving it for
-'a docade or even longer, - Therc are benefits during this interim period because
to the extent that domestic energy produc‘ﬂon is increased, oll importe from the
Middle East will be that much less; the cost of all ofl {imports will also be reduced,
Todaly. the average price of crude oil prod\’xced in the United States is
more than $3 a barrel below the delivered price of fore_ign crude oil, There
is almost no chance, short of a depression, that the price of foreign cruc!e will

drop below the present price of U, S, crude, in constant dollars.. and will
probably be higher, By increasing U, 8, lelf-;ufﬁciency, we. gain from a
lower average price of energy as well as in improvement in balance of payments.
Finally, if a rapid increase in Middle East production s relied upon, we may well
discover that the increased output simply will not be made available, and U. 8,
economic activity w_ould be unable to expand, Literally hundreds of billions o{'

dollars in Gross National Product can be lost in this manner, The proof is lost

economic activity during the embargo.
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Another national objective that has long beex; p.uuued is the
maintenance of the competitive structure of the petroleum industry.. There
is competition and we hope that all prposed future government policies will

be tested to determine thoir potential effect on the structuré of the industry.

Historical Perspective
1f we assume that in 1959 the Oil Import Control Program had not

been instituted and the depletion allowance on oil had been withdrawn, domestic
production of oil and gas would have declined because of the devasting effect
on U.S. exploration. Oil imports in 1973 would have been 12 million barrels
per dey tnn'tead of 6 ;nillion barreis per day with all of that increased magnitude
coming from Arab oil produc}ion in the Middle ‘Eaat. This, after all, would
have been the objective--turning to the low cost and "inexhaustible" source
oi oil in tho-M‘l.ddle East. The consequences would have been:
1. Eight billion dollars of additional ofl imports in
1973 atone. Over $100 billion of additional ofl
imports between 1973 and 1980. ‘
2. ) Loss of GNP in excess of $100 billion during’Arab
oil embargo. Muéh tighter future energy supply,
perhaps insufficient to permit continued economic
growth; potential loss in the hundreds of billions
of dollars. ‘

Against these staggering costs, the contention has been that the cost
of energy to U.8. consumers would have been reduced by $5 to $7 billion a
year, because of the lower price of crude oil, but this ignores the fact that the

finding rate and output of low-priced natural gas would also have been reduced.
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* Taking all the changes into account, U.S. consumers would have paid at least
as much for energy even if oil imports hud been completely unrestricted--thus,

the short term benefits would have been zero while the long.term costs would

. .

have been over $100 billion,

.

Present Perspective

If the oil depletion allowance were to be withdrav:m in 1974, we need
to think of the long term consequences, The poat-emb.argo situation is quite
different; the consequences are perhaps les; obvious, '

One consideration is the event\tal effect on all other minerals, It is
presumed that the depletion allowance on all minerals would eventually be
withdrawn. Loss of depletion allowance would have an adverse effect on tho
relative attraf:tiveness of U.S. production of many minerals, yet more than
e.ver we need to encourage U.S. production in order to minimize the degree
-of success of foreign c'ountries in cartelization of m’inerala production. .

As for the direct economic signi‘ﬂcahc:e to the ofl industry, there
are a number of factors., First, what would happen if the price of foreign

; oil were to drop back to $3 or $4 a barrell? We do not think this will ha;:pen,
but some analysts do. Obviona.ly, the old trend of declining oil production
would continue and the loss of depletion benefits would accelerate the
decline.

Second, were the price of oil to remain high, there wili still be an
effect on the development of domestic oil res;mrces if depletion is withdrawn.

Exploration and development expenditures would be 15% to 30% lower than
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with continuance of the dopletion allowancé at 2?%. The full effect wou'ld be
folt by about 1980; we estimate 1 million barre!‘a per day loss U. S. ,pr‘oduction
in that year wlthou; de.pletlon t;:an with depletion, There arc three potential
consequences: .
— 1;  The higher level of required oil imports adds that much more
to the balance of payments problem, probably ovor $5 billion
a year, ‘ .
2. The added import level would croate greater demand pressure on
- Middle East oil supplics, and lead to a still higher price for
international oil, Our imports in 1980 could cost an additional
$3 billion or mors for this roason.

3, The lower domestic energy supply than under optimum conditions
increascs the chance of insufficiont enorgy supply to maintain ‘
economic growth up to our potential. The effect of i million

! barrels per day ahortfgll {s some $30 bjllion a year in GNP,
The above effccts are for one year only (1980). The effect in earlier years
gradually increases to the 1980 level, and continues to increase thereafter,
Cumulative effect over many years is of course q\;ne appreciable, and will
certainly more than offset any financial gain to the U, S. Government from ’
higher tax payments. .

The above analysis is based on industry wide impacts, which would

apply to LL&E as a specific entity in the industry. Let me describe briefly

our own situation, In 1973 our earnings increased 11 percent over 1972,

far below the increase for the total industry, which was primarily influenced.

.
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‘by foreign earnings.that LL&E did not participate in, Even if our earnings
increase is 50 pergent this year, ‘which we do not think is achievable, the

rate of increase in ecarnings through 1974 would ;verage only 11 percent |

per year for the past 10 years, With the present lev'el of cirningo and

a domestic oil price that is maintained in constant dollars, we believe we

can achieve an increase in domestic production, Our wildcat drilling in

1974 is up 50 percent in number of wells and 100 percent in dollar expendi-
tures, Our dividends as a percent of net profits has been trending downward;
we do not expect the dividends percentage to increase with the higher level of
earnings, Beginning in 1972, we have been plowing back into exploration an
amount oqu.al to our total earnings and total reinvestment has been equal to

135 percent of carnings, Obviously, this was ;\cconnplisl\ed only by increcas~
ing the debt burden, Loss of depletion would reduce LL&E's earnings by one-'
quarter and wo;nld force us to reduce our wildcatting expenditures by roughly
50 percent.. Our U. S. oil production would probably decline rather sharply. .

Returning to the industry-wide picture, loss of depletion works hardest

- on the independent producer. There is an adverse impact on the large integrated
oil companiéo. but the effect on the independent is still greater. The oil industry
is not monolithic; thel:e is a great diversity of interests which makes for a

highly cor;\petitlve industry. .Withdrawal of the depletion allowance further

weakens the domestic producer, whose ranks have already been thinned in the

past 15 years., -

.
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Conclusion . ,

In the b.rgnd' perspective, U, 8, eueréy production must catch up
to our demands as quickly as possible, which even requires a reversal
of recent trends, This task is tremendous; tobnccomplilh‘u, the ofl
lnduletry must realize a high price on domestic crude ol and must main-

tain the depletion allowance. at the present rate,



Table 1

DEMAND FOR ENERGY IN THE UNITED STATES, BY FORM OF ENERGY

1972-1980
1974 1975
1972 1973 Normal Probable Normai Probable
. — ——
. A. ALl foras of cnorgy
(millions of barrcls
per day cquivalent)
Coal (sce B Lulow)® 6.0 6.3 6.7 6.7 71 .1
031 16.13 17.2 18.5 17.5 19.5 18.6
Gas (scv € beluw) 10.9 10.9 10.5 10.5 -10.2 10.2
liydrovlectric 1.3 1.3 1.3 1.5 1.4 1.4
Suclear 0.3 0.5 0.6 0.6 0.9 0.9
| — —_— —_— —t2
Total 34.9 36.2 37.8 6.8 39.1 38.2
B. Total cuwal production
. (nillions of tons poer year)
Used as such 330 (el 660 660 700 700
Cunverted to gos . 0 1] (/] ['] o o
Exports . 36 GO GO 60 GO 60
Total 636 660 720 720 760 760
€. Gas sources (in trillions
of cubic fceet per yoar)
Natural gas, i¥-State 23.1 22.9 22.6 22.6 22.0 22.0
Natural gas, Western Canada i.0 1.0 1.0 1.0 0.9 0.9
Arctic gas v.0 9.0 0.0 0.0 0.0 0.0
Oil gasification 0.0 0.0 0.0 0.0 0.2 0.2
Coal gasification 0.0 0.0 0.0 0.0 0.0 0.0
LNG 0.0 0.0 ° 0.0 0.0 0.0 0.0
Total : 23.1 23.9 23.6 23.6 23.1 23.1

¢ Coal uscd o3 such.
Source: S. H. Clark Associates.
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' Total domcstic denand

Supply

Indigenous production
Crwmic oil
Lease condensate

Subtotal

lmports
Crude o1l
Unfinishedt oils
Plant ~ondenrate
Refined prodducts

Other hydrocarbons
Total nex supply

Unaccountud for crude oil
Proccssing gatn

Total supply
Stock change, »il ofls
Total .

Exports

Crude o8l
Products

Subtotal

Crudo losscs

Totsl domcstic supply

——e
Source: Dcvoloped by S. M. Clark Associatcs.

TOTAL PETROLELM OEMAND/SUPPLY RALANCE. IN THE UNITED STATES

Table 2

(Thouxands of Barrels por Day)

1972-19n0
1973
. ist nd Jrd 4 2pd-dth
1972 1973 Qtr. Qtr. gy, Qtr. Qtr. Year 1973 1976 1978 1950
16,367 17,231 16,651 16,910 12,270 18,470 17,560 17,340 18,620 19,970 .22,670 21,770
® 9,015 ¥, 768 '
426 419 N
ATi 17
11,185 10,925 10,870 10,800 10,700 10,300 10,730 10,770 11,000 11,500 12,500 13,700
2,216 3,243 2,307 3,310 3,70 3,990 3,675 3,335 3,939 4,39 4,270 4,020
125 137 1% 110 0 1w lw v 150 10 1m0 150
86 103 1o 1w 110 10 e 1o 120 130 130 150
2,314 2,7tx 2,500 2,370 2,720 3,200 2,765 2,750 3,050 3,420 4,170 3,27
27 30 30 36 40 RO 30 36 30 2 39 3
13,953 17,157 15,967 16,760 17,450 18,170 17,433 17,135 18,300 192,620 21,260 21,31
2 2 ol 2t 2n 20 20 20 20 20 20 20
339 153 410 120 170 190 360 435 sto 510 600 £20
16,370 17,633 16,397 17,200 17,90  18,6m0 17,935 17,600 18,830 20,180 21,880 21,980
(232) 133 (5t0) so 150 < 165 30 9 o o [}
16,602 17,498 16,897 17,150 17,450 18,650 17,770 17,550 18,830 20,180 21,850 21,980
- 2 [ o o o 14 [ L] o o °
222 229 200 200 200 200 200 200 200 200 200 200
222 23 200 200 200 200 200 200 200 200 200 200
13 13 13 10 10 10 10 10 10 10 10 10
16,367 17,24 16,684 16,910 17,270 18,470 17,560 17,340 18,620 19,970 21,670 3,770

qq1
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10.0
23.9

4.5
59.8

10.3

2.0
21.2
2.3
$6.5

9.4
1.8
1.9
3.1
S1.8°

22.7

2.8

.0

20.6

1.5

21.8
d8.1

9.0
22.2
1.6
18,3

9.0
1.6

22.2
AR.3

21.7
.0

6.1
1.8
21.0
7.5

21.
1.3
17.8

18.2
1.0
1.4

43.8

Totals may not ad¢ duc to rounding.
Developed Ly S%. H. Clark Associates.

Includes gas liquids.

Total Niddle East
Total Pacific Basin
Total Frec World

Saudi Arabia

Iran

Other Middle East
Indoncsia

Other Pacific Busin
Note

Source

Kuwait
Iraq
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Statement of .
William C. Myler, President
Muskegon Development Company

. -and representing
The Michigan 0i1 and Gas Association

Before the .
Finance Committee

United States Senate
June 6, 1974

My name is William C. Myler, and I am president-of Muskegon Development
Company, Mt. Pleasant, Michigan. Our compan9 is typical 6! the small Michigan

ind dent prod and has been in business since 1928, having drilled and

operated one of the first producing wells in the state.

It is my purpose to discuss the importance of percentage depletion in
terms of enabling expansion of operations, both through exploratory drilling and
secondary recovery operations, to increase both oil and natural gas reserves and
pzo&uction in.th.e United States. So far as our company is concerned, the funds
: rgtuined through depletion have b'een our opératlonal lifeline., This is true
because we consistently have reinvested our depletion funds, plus the great bulk
of our prbtits, in progr.ams to expand production.

) Primarily, Muskegon Development is an operator of stripper wells in the
true sense of the word. Throughout the state of Michigan, we operate 300 p.xoduc.lnq
oil ﬁllo with a total output of 700 to 800 barrels daily. Our average production
upproxhato;_ 2-1/2 barrels per day per well. Because of the varying costs among
our different producing properties, it is noteworthy th;t of 179 separate leases
operated by our company, we were able to claim depletion on only 56 leases in our
latest t'ax year. Of these 56 leases, the 22 percent depletion rate applied on only
21. Overall, on.ou; qt?u sales of $885,424, our total rxebletion amounted to

$130,602, or an overal‘l average of only 15 percent.
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B our company always has plowed back its depletion funds ln oxpiora-

tion, secondary recovery, and maintenance work on its producing proporties, our
company would not have been in existence today except fpr this incentive. Since
1962, primarily with .funds retained through depletion, we have helped develop two
new natural gas fields in Michigan with coﬁbined reserves of some 29 billion cubic
feet. Both of these fields have been sold to public utilities in Michigan which
vill produce them and then use them for much-needed natu£91 gas storage. '

In addition to these natural gas discoveries, Muskegon has in the same
time period helped develop two water floods which will increase ultimate recovery
of oil from the flooded fields by 2,500,000 harrels. Also in this period, we have
approximately_doubled our production and increased our gross sales from $435,000
to $885,000 in 1973.

In the last five years we have retained‘thtough percentage depletion a
total~o£ $593,000, or approximately $120,000 per year, all of which was reinvested'
to enable the additions to the oil and gas energy production in Michigan that I
have just described. Except for percentage ﬁeplet}on.,l wish to reemphasize, our’

cash flow would not have been sufficient to underwrite this expansion and the

increased production that has resulted.

) M “_, Development Company admittedly is not a major economic entity
vwhose survival is of tremendous importance to many people. It has only 26 ;mployea,
vhich means it provides ; livelihood for approximately 100 people. But it is typical,
1 feel, of s&ne 200 small pzodu;ers who operate some 4,000 producing wells in the
State of Michigan, and typical of many of the 10,000 independents who do most of
the exploration for oil and gas in the United States.

" The aver}ge daily production of all the wells in Michigan is only nine

barrels daily, and che‘éverwhelming majority - some B2 percent - are stripper wells

. .
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producing far less.than the average. It is my conviction that exccpe‘for
percentage depletion, many otich;ae wells would be abandoned apd lost permanently.
With the depletion provision, many are subject to secondary recovery programs that
would significantly increase the ultimate production of oil from insting fields.

We have used and will continue to use depletion funds to (1) engage in
exploratory drilling ventures, (2) buy new leases for further development, (3) buy
stripper production which shows promise for secondary recovery operations. Should
the Congress choose to terminate the depletion provision, we will be forced to
terminate our efforts to expand our productibn by the means just meﬁtioned.

. It is my conviction that hundreds if ?ot thousands of small producers
would likewise sharply curtail if not terminate their exploration and costly
secondary operations., I cannot believe, Mr. Chairman, that the Congress wants to
bring about such a result, and for this reason, I h;pe serious and more complete
thought will be given to the proposals to phase. out or repeal the depletion

provision ~ and that the Congress in its wisdom will reject these proposals.

4
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STATEMENT OF W. K. iccwmums. JR.
CHAIRMAN AND CHIEF EXECUTIVE OFFICER

. McMoRan EXPLORATION CO.

Before the *
SENATE FINANCE COMMITTEE

JUNE 6, 1974

.

McMoRan Exploration Company, relatively new as a publicly owned company

(since December, 1969) is a true d tic ind > dent "wildcattex" and exp!.o'tes
solely for oil and gas reserves, building equity in the company by selling
*expertise” for & participation in its own exploration activity.

McMoRan's income depends upon receipts from sale of crude oil and
natural gas at the wellhead. . ‘

Like many of the independent operators, McMoRan, privately before 1969
and since as a public company, has depended on outside capital to support its
exploration programs, but is responsible for expenditufes for its proportionate
interest in development and operational costs.

, Riek capital backing domestic exploration by many independents has
largely resulted from favorable tax incentives such ‘n the depletion allowapce and
;:hazqe-ofz of intangible drilling costs. . . .

BXAMPI:B OF IMPORTANCE OF TAX INCENTIVES

McMoRan had a verbal understanding for backing in 1973 for $10,000,000
and had spent over half a million assembling drilling prospects which totaléd :
S:,OOO,QOO in dtnnng' commitments, when Secratary Shultz proposed doing away with
charge-off of 1ntan§£.b1e drilling costs. This proposal came only a day or so after
the Pteddent"s Bnetgy"sessage wh‘ere Operation Independence was spawned. The mcsénqe

sounded every encouragement to increase domestic exploration. The commitment to us
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for risk capital was withdrawn and it was nece?sa;y for McMoRan to complétbly

change its nod; of operations by.making arrangoments to be b#cked by an end user

of products, the Dow Chemical Company. These negotiations necessitated several
.months of delay in exploration. ’

The present domestic price of oil and gas at the wellhead accounts for
vory little of the high prices of petroleum products to the consumer. The blame
must be placed on the high pri?os paid for foreiyn oil and the higher cost for
refining, cotc. )

Statistics will show that few, if any, so called "windfall profits”
have resulted in the domestic oil and vas industry, and certainly not for the
independont depeqdinq on receipts of sales at the wellhead.

Thousands of independents have left the industry since the federal control
of gas prices at the wellhocad in the mid-Fifties, but a marked increase in dom?stic
activity is clearly demonstrated since the adjustment upward of prices in 1973,
Proposals in the Congress at the present time are sure to reverse this trend and
force many qualified people out of ché industry at a c&ne when they are desperatoly
needed. ’

Government regulations by many agencies, oil field shortages of tubular
goods and drilling rigs, the confusing uncertainties of federal controls and the
many proposals in Congress relative to the oil and gas industry naﬁe future planning
and projections next to impossible, and we are deéperately in need of a measure of
stability, ' ’ ——

Being a relatively new entity as a private company with production runs
of only $60,000 in 1969, statutory depletion at first wa; not a major factor, but
with 1973 production at $2,759,000 and projected to exceed 4 million in 1974,

statutory depletion has become a major consideration in plans to plow back capital
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to increase our participation in our own exploration effort, and is vital" as an
incentive to,attract outside risk capital to McMoRan's exploration ventures.

Since 1969 through the 1972~73 program McHoiun has d;:uled 189 tot.:ul
exploratory .wells boing 139 dry holes and fifty discoveries, and in addition, has
drilled 88 development wolls resulting in fifty completions. Total footage drilled
has becn approximately 1,936,022 feot of which 1,437,371 has buen exploratory.

These operations have resulted in participation in the digcovery of some fifteen
million barrels of liquid hydrocarbon and some 260 billion cubic feet of natural

.gas as calculated by third party reservoir engineers. Total risk capital of investors
spent in this interim was approximately $25,000,000.

It is our conviction that most if not all of this venture capital would
have beonh unavailable to us'without present tax incentives, including percentage
depletion. .

McMoRan in 1974 has a 12 million dollar exploration program with Dow
Chemical Company, an and user of product, as the principal backer, and has exploration

., operations un'det the program either in progress or planned for Coastal Louisiana and
Texas, South Texas, West Texas, New Mexico, Colorado, Wyoming, Montana, Michigan,
Mississippi, Alabama, North Dakota, and possibly Utah, Florida and_Arkansas.

'rhrougt; the first nine months of fiscal '74 McMoRan has shown a loss due

to high interest rates and the ssity to change format for exploration backing,

and has been forced to secll 20 percent of its reserves for cash to partially satisfy
banking loans to finance development operations. Third party engineering calculations
show McMoRan to own some $45,000,000 in future net production’income for its proportion-
ate part of reserves found and has spent approximately $15,000,000 for its part of
exploraéion, development and operations. . )

McMoRan has hever paid a dividend nor is one an'tic.\pared in the foreseeable

future inasmuch as McMoRan's philosophy is to plow back the revenies from production
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runs toward increasing its interest in its own exploration programs.

with a 12-1/2 million doliar program completed in 1973, McMoRan drilled
some 88 exploratory wells, many of which were relatively deep ventures in Coastal
Louisiana and Texas. This number of operations excceded, considerably, the domestic
effort of most of the large companies. In fact, quoting Fortunc Magazine, Exxon,
the largest oil company in the world, drilled only 35 domestic exploratory wells in
the lower 48 states last year. .

Gentlemen, I submit to you that McMoRan, like hundreds of other qualified
domestic independents, is not worried about théir ability to find oil and gas
reserves given the incentives, and allowing us to operate under our proven system
of free enterprisc and competition. The oil industry has a remarkable record of
achievement a;d has met every road-block in technology head-on and solved them.
without undue controls and intervention by governﬁent (where history teaches us
this practice has met with disaster on necarly every occasion) we will solve the
present energ§ problem. .

The domestic industry needs, as never before, the involvement of the :
thousands of independents who are first~1nt§ new areas with risk capital, and last
out .after performing the clean-up work and stripper well operations which are
uheconomical for the large companies, but are essential to find and recover millions

of barrels which would never be produce?.



MeMCRan EXPLORATION CO.
History of Drilling Programs - 1969 - 1972

..

%Q. OF. ' XO. OF TOTAL

: LXBLORATORY | | DEVELODMENT SOOTAGE
YIAR LELLS DRZLLED ' DRY HOLES DISCOVERIES WELLS DRYLLED _DRY HOLES COMPLETIONS  DRILLED*  (EXPLORATORY* - CCMPLETION)*
1539 13 8 5 12 6 . 5 239,850" 135,750° 114,100°
1 swd
1570 .22 22 s 8 T2 6 227,711 256,665° 71,046°
1571 (3% &3 18 43 1s 29 650,268° 424,582" 225,686"°
. . s
1972 88 66 22 24 14 10 708,193° 620,374° 87,819°
. 189 TOTAL EXPLORATORY WELLS . 88 DEVELOPMENT WELLS ) 2,936,022' TOTAL FOOTAGE*
139 dry holes 38 ¢ry holes 1,437,271* EXPLORATORY FGOTAGE*
50 DISCOVERIES ) 50 COMPLETIONS ) 498,651 DEVESLOPMENT FOOTAGE®

All wells are program wells proper except for 1970 Program, which includes

The GeoDynamics year end deals. -
* Rporoximate numbers N .

. Cindy
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The Cuamman. Now, I would suggest that at this point, before
we hear any more witnesses on oil and gas, I would like to accom-
modate those who came to testify on other subjects. ,

Is Mr. Charles 1. Derr, senior vice president of the Machinery and
Allied Products Institute here?

Mr. Derr, Right here, sir.

The Cramean. Would you please take the stand,sir? .

STATEMENT OF CHARLES I. DERR, SENIOR VICE PRESIDENT, MA-
CHINERY & ALLIED PRODUCTS INSTITUTE, ACCOMPANIED BY
RICHARD R. MaocNABB, VICE PRESIDENT AND SECRETARY, AND
WILLIAM J. HEALEY, JR., STAFF COUNSEL

Mr. Degrr, Mr. Chairman, members of the committee, my name is
Charles Derr. I am senior vice president of the Machinery & Allied
Products Institute, which as you may know is a national organization
of capital goods and allied industrial equipment manufacturers.

Mg associates are immediately on my right, Mr, Richard R. Mac-
Nabb, vice president and secretary of the institute, and on his right,
Mr. William J. Healey, Jr., who is the institute’s staff counsel.

In accordance with the rules of the committee, Mr. Chairman, I in-
tend to summarize my statement. But I do ask leave of the Chair that
the full statement be included in the printed record.

The CuarrmaN. That we will do, sir,

Mr. Derr.Thank you, sir.

CariTAL FoRMATION AND INVESTMENT

I would like to speak briefly about some of the problems of capital
formation and investment which we thing are critically involved in
- the tax proposals now before this committee. Directly or indirectly,
most of these so-called tax reform proposals would adversely affect
capital formation and investment. Capital requirements in the United
States are very high and rising.

As a current measure of those requirements, business capital invest-
ment in 1973 was running at the rate of about $100 billion annually,
with a 12-percent increase in current dollars projected by the Com-
merce Department for 1974 over last year’s expenditures.

Besides the continuing growth of normal investment, there are very
substantial new capital requirements necessitated by our national com-
mitment to achieving independence in energy resources. It has been
_estimated that capital requirements for this purpose alone would
amount to $600 billion or more from 1974 through 1985, or roughly
$56 billion per year for energy alone. A part of the surging demand for
capital investment is occasioned by new environmental and safety and
~ health requirements. McGraw-Hill has estimated this element of cur- -
rent capital spending, largely nonproductive in character, at some 8.5
percent of thetotal. ' o

The steel .industry, to take a single industry as an example, antici-
yates annual capital exgenditures of $3 to $4 billion for the period

974 through 1980, which is an amount almost exactly twice that spent
by the industry during the period 1963 through 1972.

To some degree, the impending shortage of capital is concealed by
the illusory character of business profits. As the result of inflation,
profits are now gross(lly overstated by conventional financial reporting.
A recent institute study of this problem entitled “Inflation and Profits”
reaches some starting conclusions. The study uses Department of Com-
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merce figures and adjusts profits reported for: (1), the underdeprecia-
tion of fixed assets; and (2), the conversion of inventory consumption
charges from historical cost to their current cost equivalents. :

Over the period 1965 through 1973, some remarkable changes, all
bad, have occurred in the quality of business profits. In 1965 reported
after-tax profits of nonfinancial corporations were $38.2 billion, the
adjusted figure is $36.1 billion—the difference is slight. In 1973, re-
ported afler-tax profits wera $49.8 billion—the adjusted figure is $23.4

illion. In the latter case, the difference of $26.4 billion 18 accounted
for by $9.1 billion in underdepreciation of fixed assets and a whopping
$17.3 billion in the form of an inventory valuation adjustment.

Now, bad as those numbers are, the real story is worse, The adjusted
earnings are stated in current, not constant, dollars. If we deflate by
use of constant 1965 dollars, the adjusted after-tax earnings in 1973
were slightly less than one-half of those in 1965.

Moreover, because real profits are so much lower thdn reported
profits, the effective tax rate on real profits over the past 5 years has
averaged 60 percent, and in 1978 reached 66.5 percent.

I am supplying the staff a copy of this study, Mr. Chairman, and I
ask leave that it be included in the record of the hearings, :

The CairMaN. Yes, sir.

Mr. Derr. Thank you, sir.

Other recent institute research analyzes business capital formation
over an extended period of time and concludes that we have only
recently reached what may be considered a normal stock of business
capital goods, quantity and (lluality considered. _

owever, having in mind some of these new and growing demands
for capital, to which I have already adverted, the study concludes
that we must anticipate new and higher norms, and since the enlarge-
ment of business investment depends primarily on an increased flow
of funds available, there is a pressing need to assure that tax policy
encourages é)rivate saving and capital formation.

That study, entitled “Business (tapital Formation—Putting It in
Perspective (1925-1970),” is also being given to the committee staff,
and \\('iith the Chair's permission, I would ask that it be included in the
record.

The Cuaryax. Without objection, so ordered.

Mr. Derr. I thank you, sir.

Permit me to emphasize one further general point. Our present tax
system is biased against savings and investment in favor of consump-
tion. This bias is especially evident in the taxation of savings, and
the taxation of the earnings of savings. The bias continues through
the taxation of capital gains, estate and gift taxes, and so on. |

At a time when the prospective requirements for capital—the prod-
uet of savings are so high, the imposition of a massive new tax burden
on business, as proposed by these amendments, would greatly accen-
tuate the already existing bias against private savings and investment.

I conclude this portion of my remarks by observing that, given a
shortaf;e-induced inflation and the inescapable necessity of greater
capital investment to enlarge and ‘modernize our national productive
plant, this would seem to be very nearly the worst possible time to
Impose & major new tax burden on business,

Wiere THE UrtimMate IncmeENCE oF Tax Increases Wourp FaLn

- The chairman has asked of witnesses before this committee to en-
deavor to explain where, in their view, the ultimate incidence of tax
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increases would fall if they were enacted, whether on business or on
the consumer. This is an excellent question, for which there is no single
agreed answer, although many, if not most, theorists now believe that
corporate income taxes are shifted rather than absorbed.

n general, we would say that any such tax increase will be shifted
as much and as fast as the market will permit. Whatever the answer
in the individual case, it presents a dilemma for tax policy. To the
extent such taxes are shifted, they would represent a concealed general
sales tax, an increase in costs, and more fuel for inflation. To the extent
that the market delays or limits shifting, the profits of corporations
involved, which are already overstated, will be further reduced and tho
process of capital formation and investment further impaired.

InvesTMENT CRrEDIT AND ADR

Now, for+some brief comments, Mr. Chairman, on certain of the
specific proposals before this committee. Considering the investment
tax credit and ADR depreciation together, we strongly support the
continuation of both in their present form. As explained more fully
in our written statement, both are essential to provide the wherewithal
and incentive to continued growth of the Nation’s productive capacity
and for the modernization and replacement of its existing equipment.
Their_continuation will make it possible for our economy to i One,
grovxde the goods necessary to meet its domestic needs, civilian and

efense, and in so doing combat inflation ; two, provide the additional
jobs and e(()iuipment required by a rapidly expanding labor force;
three, provide wage increases based on increasing productivity without
inducing price increases; four, fulfi'l our international obligations;
five, meet the competition for world markets.

Referring specifically to ADR, we recommend that authority for a
variation of 20 percent—up or down—from the 1962 guidelines be -
continued without change. Both ADR and the investment credit are
necessary in our judgment to assist in providing the funds and the
incentive needed to satisfy the massive capital investment requirements
now so readily foreseeable, It is significant and worthy of note that
before this combination of capital consumption allowances was ap-
proved by Congress in 1971, the United States had the highest capital
costs among 10 leading industrial nations, including in addition to

_the United States the United Kingdom, Japan, Italy, West Germany,
Sweden, Belgium, France, the Netherlands, and Canada. :

We think this fact is not unrelated to another fact of importance to
this discussion. The U.S. productivity gains since 1950 have been the
lowest of any major non-Communist country.

‘We have recommended in our principal statement certain technical
amendments to ADR but this system of depreciation and the invest-
ment credit should be retained as é)}‘:rgnanent parts of the Internal

airman.

DISC

Several of the pending proposals call for the repeal of authority
for so-called DISC’s, Domestic International Sales Corporations. Au-
thority for DISC was granted in 1971 as an incentive to increase ex-
_ ports at a time when our balance of payments was in deficit. Today
our position has improved as exports have increased, although we are
~ certainly not out of the woods with the prospect of enormous expendi-

tures for the importation of oil and other basic commodities facing
us. The contribution of DISC to improving our trade balance defies
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exact quantification, but we agree with Treasury’s recent report that
it has made some contribution.

With a clear need for increased exports to pay for increased im-
ports, this is hardly the time to remove such an incentive. Moreover,
it has been in actual use for only 2 years and it should, at the very
least, be given a further period of test in our judgment.

Taxation oF UnpistrRiBuTed Earvines or CoNTROLLED FOREIGN
CORPORATIONS

Now, as for the taxation of undistributed earnings of controlled
foreign corporations, we oppose the current taxation of all earnings
of controlled foreign corporations. In fact, we opposed the original
adoption of subpart F or the Code and we still thin}: it was a mistake.
There are several reasons for our present position :

First, the elimination of deferral will result in new costs for U.S.
companies doing business in low-tax countries which tend to be less
developed and the result could be to slow the pace of U.S. investment
in those areas most in need of economic assistance.

Second, Government estimates suggest that the overall revenue
increase from elimination of deferral would be relatively small.

Finally, U.S.-based companies doing business through CFC’s abroad
will be immediately handicapped in competition with foreign-based
companies if the U.S. income tax deferral is eliminated.

Mixivoeym Tax

‘We recommend the continuation of the present WHTC provisions.
Finally, a comment on the minimum tax. Since its enactment, the
" minimum tax has contributed to the erosion of tax incentives which
are very important to capital formation, many of the so-called tax
preferences such as accelerated depreciation and the lower income tax
rate on capital gains were consciously designed by the Congress as
desirable incentives for capital formation. We believe the need for
such incentives is now even greater than the undoubted need which
existed at the time of their enactment. The proposal to tighten the
minimum tax would simply tend to increase this impairment of capital
formation.

We oppose the proposal,

That concludes my oral statement, Mr. Chairman. If you have any
questions we will endeavor to answer them, sir. :

Arniving AT True EconNomic PROFITABILITY

The Cratrman. I would like to ask you this: Do & understand that.
you are saying that an accounting system that reports profits for a
corporation or for individuals should try to take into effect the infla-
tion, particularly on inventories, in order to arrive at true economic
profitability . ."

Mr. Derr. Well, sir, that is just about right. What I am saying is
that accounting, conventional accounting and reporting, is necessarily
tied to historical costs. In thus being tied to historical costs, particu-
larly if the company is on a so-called FIFO—first-in, first-out~in-
ventory basis, and is charging to current production, inventory which
- it cannot replace at the cost it paid for the inventory in the first place.
. 'The company’s profits are overstated by conventional reporting. 'AE‘heser N
jnventory valuation adjustments are made regularly by Commerce in
its figures. I think I indicated that in 1973 it ran as high as $17 billion
as a proper inventory valuation adjustment for all business profits.
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Actually, there has been quite a bit written about this in the financial
press recently. But for some strange reason, it has been ignored.

There is a lesser, but still very significant, loss or reduction in profits
in the case of underdepreciation of physical assets, fixed assets which
cannot be replaced in current dollars for what it cost to put them in
rlace in the first place, It is a matter of purchasing power and what is

m’&)‘renmg to the purchasing power of the dollar.

e CriaiRMAN, We have seen it suggested that someone should be
charged a lot more taxes or denied a tax consideration that he has
had heretofore because it appears that he has made a lot of money.
And then when you go to analyze the profit he was supposed to have
made, you may find that a lot of it is because this Government de-
valued ‘the dollar. Well, when the Government devalued the dollar it
meant that the Government had decided that with what was going in
world trade, it was going to make its dollar worth a lot less.

Now, the taxpayer had nothing whatever to do with that decision
and was not benefited by it. But since the dollar is worth less, his in-
ventory is worth more money in terms of dollars. But he had not made
anything ; the dollar just went down in value.

Mr. Derr. But his market price increased in dollars.

The CHARMAN. Yes.

Mr. Derr. Which is to say the dollar is worth less today than it was
yesterday.

The Cnarman. A lot of times what we have done on the capital
gains tax on citizens is just to assess a penalty on him by virtue of the
fact that the Government failed to maintain the purchasing power of
its money, a fact about which he had nothing whatever to say one way
_ or the other. But you and I are so familiar with those situations where
some stock or a piece of property or a piece of machinery or a plant
is sold for a great deal more than one paid for it, though in terms of

constant dollars he did not make any profit at all,
" Mr. Derr. Precisely, sir.

The CHAIrMAN. But on that transaction, the Government proceeds
to charge him the tax, and someone contends that that tax was not
enough and that the minimum tax ought to be raised to make him pay
more, when in the last analysis the man did not make anything any-
way. All that happened was that the Government failed to maintain
the purchasing power of his money and the Government is assessing
a Renalty on him for something he had nothing whatever to do with.

Mr., Derr. That is right, sir.

The Cramrman. And in some cases these so-called large profits that
someone was supposed to have made were due to the Federal Govern-
- ment devaluing its dollar or ‘inflating its currency or failing to do
, ;siomething that he had a right to expect better of his Government

oing.

ng. DErr. I think, Mr. Chairman, that this study which, as I said,
I will give the staff, is very pertinent to some of the discussions that
occurred in this morning’s earlier hearings, because profits were dis-
cussed, and the illusory character of today’s profits was not, I think,
sufficiently ventilated. It deserves to be.

- The CuairaaN. Thank you very much, gentlemen. That was a very
. fine statement, and I will try to see that the Senate carefully considers
it in voting on an amendment of this sort. ,

Mr. Degr. Thank you, sir. , ,

[The prepared statement of Mr. Derr and material referréd to
follows:] ‘ ’
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Statement of the
Machinery and Allied Products Institute
Before the
Committee on Finance, United States Senate
on ;
Certain Proposals to Amend H.R. 8217

-

OF ¢ ATIONS
Tax Increases ve. a National

Shor of Capita.

Directly or indirectly, most of the "tax reform" proposals here
in question would adversely affect capital formation and investment.

1. Capital investment requirements in the United States
are high and rising.

2, Business profits--from which a large share of capital
requirements must come--are overstated by reason of
inflation and capital itself is being taxed.

3. We have only recently achieved normalization of our
national capital goods stock; in the future a higher
ratio of capital formation to national product must
be considered normal.

k. The present tax code contains a severe blas against
private savings and investment; enactment of these
proposals would accentuate that bias.

5. Given the existence of serious inflation largely
induced by supply shortages together with those con~
siderations noted above, this would be very nearly
the worst possible time to impair the process of
capital formation and investment and the enlarge-~

ment and modernization of our productive plant by
the imposition of a major new tax burden on business.

C al Inv o~ e of
8
Life ADR Depreciation
The Need To Equip a Rapidly Expanding Labor Force
The Need To Improve the U.S. International Competitive Position
1. Higher rate of productivity gains in foreign nations.

2. More favorable treatment of capital investment in
Western European countries and Japan.

Unsuitability of Investment Tax Credit as a Contracyclical Control Device
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MAPI Recommends:

Retain the present form and structure of the investment tax credit
but extend its availability to industrial real property.

Retain ADR depreciation with the present 20 percent range but with
nmodifications rel®ting to:

1. Bubeidiary assets

2. Leased assets

3.  Repair allowances

4, Industrial real property

: : atio s.--DISC provisions should
be continued. We euggest thnt a caae can be made for elimination of the 50
percent limitation on tax deferral of DISC income.

Tox deferral of foreign subsidiary {ncome.--All earnings of con-
trolled foreign corporations should not be subjact to current taxationy
indeed, there are strong reasons for repealing the present Subpart ¥ of the
Code.

L1 Tr ions.--Present WHTC provisions
should be continued.

Tax o L ces
We urge rejection of the proposal to expand the minimum tax concept.

Indeed, we believe the entire rationalization of the minimum tax concept is
specious and ve recommend its repeal.
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Statement of the
Machinery and Allied Products Institute
Before the
Committee on Finance, United States Senate
on
Certain Proposals to Amend H.R. 8217
June 6, 197k

The Machinery and Allied Products Institute appreciates this
opportunity of commenting on certain tax increase proposals now pending
before the Senate. As you may know, the Institute is a national orgeni-
gation of capital goods and allied industrial equipment manufacturers.
It has long engaged in an extensive progrm of economic and management
research, with much of its research directed to questions of capital
formation and iuvestment. B8uch questions are critical to the consid-
eration of certain of the proposals for amendment of H.R, 8217 which
form the subject of these hearings.

Because of the form in which these proposals have been offered,
we acknowledge a special sense of appreciation for the calling of these
hearings. /1 Although’legislation by floor amendment is rarely, if ever,
desirable in our opinion, it seems to us especially inappropriate for
tax legislation which, as this Committee knows 8o well, is & subject
of surpassing complexity. This being true, it is our hope that these
hearings may be extended to permit the presentation of testimony by
witnesses representing all the many taxpayers who would be affected by
these proposals. This is suggested, if for no other reasons, by con=-
siderations of fairness and equity. Beyond that, in the absence of
such hearings, there would exist the possidility of legislating upon
the basis of an incomplete or one-sided body of information. Finally,
ve applaud the calling of these hearings because we belleve that emend-
ments adopted on the floor tend to derogate the orderly and deliberate
process of Committee consideration.

Our statement is divided into two principal parts. First, and
a8 & prelude to our discussion of specific legislative proposals,. we cone-
sider some broader questions of capital formation and investment which
are raised by such proposals. In introducing one of the measures on
vhich we shall comment, Senator Nelson characterized the economy as

', . . a 'seamless web' vhere each aspect affects each other and the
vhole."[_ It 15 an apt simile and it can, we think, be applied equally
to the relationship existing among the numerous parts of the Internal
Revenue Code. Adopting Senator Nelson's theory of the "seamless web,"

1/ . Current press reports suggest that these same mndmenta may be offered
as riders to other pending legislation.
Congressional Record, May 1k, 1974, p. 8.T946.

o
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we are convinced that capital formation problems, which are already bad
enough, would be measurably worsened by adoption of certain amendatory
proposals nov pending before this Committee.

The second major part of our statement consists of specific
comments on six proposals to amend the Internal Revenue Code. Inasmuch
a8 certain of the proposed amendments to H.R. 8217 appear in more than
one of the numbered amendments proposed for adoption, we have chosen to
identity and discuss them by subject matter rather than by specific
amendment number.

Those proposed amendments upon which we have commented hereafter
are those most directly affecting the tax status of the Institute's member=
ship and concerning which we think that experience and Institute research
equip us to offer useful testimony. 8Specifically, we have commented on
proposals that would:

1. Effect substantial repeal of the investment tax
credit;

2, Repeal the Class Life Asset Depreciation Range (ADR)
system of depreciation;

3. Repeal those Code provisions authorizing creation
of Domestic International Sales Corporations (D18Cs);

L. Provide for current taxation of earnings of con-
trolled foreign corporations;

)
5. Repeal those Code provisions which authorize Western
Hemisphere Trade Corporations; and

6. "Strengthen" the minimum tax.

Some Problems of Capital Formation
and Investment

Directly or indirectly most of the "tax reform" proposals here
in question would adversely affect capital formation and investment. Ac¢-
cordingly, we have thought it useful to consider briefly some of the.more
important circumstances currently affecting capital formation in the United
Btates before taking up individually the several amendatory proposals
1dentified above.

Proposals now before the Committee may be categorized broadly.
in two classes:

1. Proposals to mitigate the effects of inflation on
lover~ and middle-income taxpayers by reducing their
personal tax load; and
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2. Proposals to offset revenue thus lost by increases in
taxes on business such as those noted above plus the
imposition of nev taxes on the oil industry. (Lacking
special-expertise in this latter field, we offer no
comment thereon except to_observe that the inescapable
necessity for increased capital formation and investment
would be badly served by such proposals.)

One might assume from statements offered in support of these
amendments thet only lower- and middle-income taxpeyers are adversely
affected by inflation. Unquestionably--and regrettably~~they are. But,
80 is everyone else--including business., Economic growth requires sub-
stantial and increasing capital formation. That process, which is a
matter of importance to all Americans, is seriously affected by inflation,

Business capital investment was running at the rate of about $100
billion annually in 1973 and & 12 percent increase in current dollars is
projected for 19Tk over last year's expenditures. What of the future?
What are our national goals and what will it cost to achieve them?

It 1is aifficult, of course, to express national goals in terms
of specific dollar costs. However, the National Planning Association (NPA)
undertook such an effort./1 In estimating the costs of atteining "national

goal standards” in 1980 for such areas as private consumption, urban devel-

opment, national defense, social welfare, health, education, transportation,
ete., NPA included a figure for the amount of fixed investment that would
be required to meet all of these goals. It was $208.8 billion (in 1969
dollars) or an increase of 112 percent over 1969. However, NPA's figure
for projected expenditures in 1980 under circumstances existing prior tg
the energy crisis was $156.1 bvillion, an increase of 58 percent over. 1969.
This i# not to suggest, nor does NPA, that ve will come close to attaining
all the national goal standards. However, it does point up the magnitude
of the problem in terms of the resources required to meet our explosive
social goals.

Consider another aspect of this impending crisis of capital
formation. The NPA figures just cited do not take into account additional
capital requirements necessary to achieve American independence in energy
resources. Capital requirements of this character are conservatively
estimated to veach some $600 billion from 1974 to 1985, or roughly $56
billion per year for energy alone.

A significant part of the surging demand for capital investment
is occasioned by new environmental and safety and health requirements.
This element of current capital spending is estimated by McOGraw-Hill to
be some 8~1/2 percent of the total. °

1 als oritie ars~=The t D > Leonard A, Lecht, The
Free Press, New York, 1966. More recent data beyond that cited in the
published work were subsequently presénted informally by Mr. Lecht
recently at a meating of the National Econcmists' Ciub,
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Perheps no better example of the accelerating demand for capital
investment can be cited than the prospect faced by the steel industry. The
American Iron and Steel Institute says:

For the period 1974 through 1980, capital expenditures

for the industry are estimated at $3.5 billion per year
{in 1973 dollars] to maintain present productive capacity;
to add additional productive capacity to meet additional
demand; to meet environmental requirements; and for other
miscellaneous items. 8ince future estimates can vary, an
estimated range of $3-4 billion annually has been used by
industry spokesmen. The best estimate is double the an-
nual average of $1.7 billion which the industry spent dur-
ing the period 1963-1972./1

I repeat that business, too, is damaged by inrlaﬂon. Recent
MAPI research documents some of the more important elements of that damage.

Inflation and Profits

In January of this year the Institute published a memorandum
entitled "Inflation and Frofits" by George Terborgh, Economic Consultant
to the Institute and its former Research Director. Using Department of
Commerce figures and with adjustments to profits reported for (1) the
underdepreciation of fixed assets, and (2) the conversion of inventory
consumption charges from historical cost to their current cost equivalents,
the study arrives at some startling conclusions which are very pertinent
to this discussion of capital problems. Whereas in 1965 after-tax profits
adjusted to account for the understatement of costs by reason of inflation
were only a little less than after-tax profits actually reported, by 1973
adjusted after-tax profits were less than half the after-tax profit figures
reported--and on which taxes were actually paid. Perhaps even more startling
is the conclusion that adjusted after-tax profits in 1973 vere only 65 per-
cent of the 1965 figure in absolute amount. :

Let me emphasize this point with actual numbers. In 1965 re-
ported after-tax profits of nonfinancial corporations were $38.2 billion--
the adjusted figure $36.1 billion. In 1973 reported after-tax profits
were $49.8 villion--the adjusted figure $23.4 billion. In the latter
case, the difference of $26.4 billion is accounted for by $9.1 billion
in underdepreciation of fixed assets and a whopping $17.3 billion in-
ventory valuation adjustment in 1973 alone.

But the whole story is actually worse. The adjusted earnings
are stated in current--not constant--dollars. ' If we deflate by use of

1/ Steel Industry Economics and Federal Tax Policy, The American Iron
and Steel Institute, February 1974.
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constant 1965 dollars, the adjusted after-tax earnings in 1973 were slightly
less than half of those for 1965. Moreover, because real profits are so much
lover than reported profits, the effective tax rate on real profits over the
past five years has averaged 60 percent, and in 1973 reached 66.5 percent.

One point deserves emphasis. With both prices and reported profits
rising in absolute terms in response to inflationary stimuli and with, as
we have seen, the very serious understatement of real costs, the income
taxation of profits thus reported rises correspondingly. The profits are
in part illusory; the taxes are real. And this increased taxation not only
prevents saving and the accumulation of new capital but represents the taxa~
tion of capital itself.

Permit me to close this discussion by quoting a portion of the
conclusion to "Inflation and Profits" cited above:

Despite the suspicion and disfavor that attach to
profits in the eyes of many politicians and of a
considerable part of the public, it is vital that
they be large enough not only to motivate the ex-
pansion of productive investment, but to finance
& substantial part of it. It is frightening from
the public-policy standpoint that the reinvestment
of corporate earnings, realistically measured, has
almost ceased. If this continues it will cost the
country dearly.

Business Capital Formation--
The_Past_and the Future

~ Another product of Institute research, Capital Goods Review No.
94, December 1973, entitled "Business Capital Formation--Putting It In
Perspective (1925-1970)" reaches another conclusion pertinent to this
discussion~-that ". . . higher ratios of capital formation to national
product [are needed] than we have heretofore considered normal." The
study is an updating of earlier Institute research in the field. The
meagsurements employed both in the current study and its predecessor in-
cluded the following:

1. ‘The record of business capital expenditures by years.

2. Business capital expenditures as a pércentage of the
privately produced gross national product.

3. Gross investment in the stock of business capital
goods.

4, National output per dollar of gross investment.

5" Gross investment per worker in the private labor
force.



179

.— 6. The ratio of the net to the gross investment in the
capital stock.

The study was confined to business capital goods defined as
plant and equipment privately held and is based on U.S. Department of
Commerce estimates. Capital goods held by governments and consumers are
excluded, Subject to the caveat that data reported in the study permit
the drawing of only the broadest and most general inferences, this latest
Institute study of business capital formation in the United States reaches
the following general conclusion.

Normalization

The period prior to the great depression saw a
vigorous and persistent expansion of capital goods
activity. The next 15 years was a period of contrac-
tion and stagnation in this area. The early part of
the postwar era, now 25 years in length, was devoted
in large part to normalizing the situation--to repair-
ing the damage left by depression and war.

By normalizing wve do not mean restoring the situ-
ation to what it would have been if the depression and
the var had not occurred. These two calamities have
doubtless left permanent scars on the economy, and on
capital goods in consequence. We mean restoring a
normal relation, both qualitative and quantitative,
between capital goods and contemporary economic ac~
tivity--actual-activity, not what would have been
without the misfortunes of 1930~19L5.

By this test, the normalization appears to be well
along, if not virtually complete. Output per dollar of
gross investment in capital goods has substantially
exceeded the 1925~29 average. The ratio of net to gross
investment has attained a new high. This means that the

“ecapital goods industries have been 1living recently, and
will have to live hereafter, on currently accruing needs,
without benefit of the restoration or normalization pro-
cess. This should not be too disturbing a thought; ap-
parently it is years since they have derived any major
benefit from this process. The adjustment has already
been made.

Beyond Normalization

Hormalization of the quality and quantity of the
capital goods stock does not imply that the present
situation is satisfactory, or that current levels of
capital expenditure are adequate. There are several
important considerations that argue to the contrary:
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the increase in the growth rate of the labor force;
the forced expenditures for antipollution equipment;
the essential expenditures for energy; the present
high percentage utilization of capacity; and the
econcmic competition worldwide. All of these con-
siderations argue for higher ratios of capital for-
mation to national product than we have heretofore
considered normal.

To assure adequate performance in the future,
government must maintain and even increase measures
to augment the flow of funds as a means of stimulat-
ing business capital investment. This means, of
course, that the present realistic depreciation al-
lowance and the investment tax credit should remain
a permanent part of our tax law, Beyond this, it
is essential that we eliminate or reduce the present
bias in our tax structure against private saving and
capital formation. Finally, because of the recent
rapid rate of inflation, it is more than ever neces-
sary that the govermment adopt an alternative to
historical cost depreciation.

The moral is clear. If we are at all right in
predicting higher levels of demand for plant and
equipment, since the enlargement of business invest-
ment depends primarily on an increased flow of funds
available for the purpose, there is a pressing need
to assure that tax policy encourages private saving
and capital formation. This is the surest way to
achieve and maintain the higher rate of economic
growth which is essential to our national well-being.

The Bias of Our Tax System
Againgt Private Savings

Finally, I should reemphasize that our present income tax system
contains a severe bias against savings and investment and in favor of
consumption. This bias 18 analyzed in detail in a very useful study
entitled "Tax Policy, Capital Formation and Productivity" prepared by
Norman B. Ture for the Committee on Taxation of the National Association
of Manufacturers. A brief but pertinent excerpt from the author's summary
of findings and conclusions is quoted as follows:

Examination of a number of the major features
of the existing tax structure in the United States
reveals an enormous bias in these taxes against
private saving. This blas is inherent in the in-
come tax treatment of saving and is accentuated by
the corporation income tax, the taxation of capital
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gains, state and local property taxation, and estate
and gift taxes as well as by numerous other tax pro-
visions of narrov applicability. Examined against
the criterion of neutral tax treatment of saving
and consumption, & number of tax provisions popu~
larly labeled "loopholes" turn out to be instead
very modest moderations of the tax blas against
saving.

Tax policy should give top priority to reducing
the existing bias against private saving and capital
formation. When one amasses the taxes and tax pro-
visions which disproportionately increase the cost
of saving relative to consumption, it appears that
saving and capital accumulation rank in society's
preference scale somewhat below cigarettes and
alcoholic beverages.

Compared with the tax bias against saving, the
conventional list of loopholes appears to be of
secondary importance at most. Existing tax policy
commits grand larceny in robbing the economy as &
whole of the additional production capacity it might
enjoy under more nearly neutral taxation; at the
same time, tax policy exhausts its enurgies in at-
tempts to reduce petty thefts.

Rather clearly the enactment of tax increases here under study
would accentuate the present "enormous bias in [our tax structure] against
private saving" and thus tend further to inhibit necessary capital invest-
ment.

The Incidence of Proposed
Tax Increases

In the announcement of these hearings, the Chairman has expressed

. the hope that ". . . the witnesses [will] endeavor to explain vhere in their

view the ultimate incidence of tax increases would fall if they were enacted
--whether on business or on consumers."

This is an excellent question, It is also a difficult one to
which there appears to be no single answer. The ultimate incidence of
corporate income tax was considered by Institute research some years ago
in a pamphlet entitled "Effect of Corporate Income Tax on Investment."/1
The specific question of shifting is considered at page 5 of the pamphlet
in this language:

1/ Capital Goods Review No. 37, Machinery and Allied Products Institute,
March 1959.
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It 1s impossible to get very far in this analysis
without raising the question of the incidence of the
tax. Who ultimately pays it? A generation ago it was
widely assumed by economists and students of fiscal
policy that the corporate income tax is "absorbed,"
hence that it represents substantially a dollar-for-
dollar reduction of profits. More recently there has
developed a substantial body of opinion that the tax
is partially, if not largely, "passed on" to the market.
Certainly "shifting" theory appears to be gaining on

"absorption" theory. i

Although these words were written in 1959, it is our opinion
that the situation has not materially changed since then, and we continue
to believe that the theory of shifting is still gaining on the theory of
absorption.

The reason that it is impossible to supply a clear, single
answer to this very important question is the fact that the tax will be
shifted only so much and so fast as the market will permit it to be shifted.
In a seller's market, it may be shifted and rather promptly. In a buyer's
market, the shifting may be deferred indefinitely. In either case it may
be less than complete.

Whatever the answer in the individual case, it presents a dilemma
for those charged with the determination of tax policy. To the extent
that tax increases here proposed are in fact shifted to consumers, they
would represent a concealed general sales tax. To the extent that market
conditions delay or limit the shifting, the profits of corporations in-
volved-~which as we have already noted are very considerably overstated
in terms of real purchasing power--will be further reduced and the process
of capital formation and investment further impaired.

The Continuing Need for the Investment
Credit and the Class Life ADR
Depreciation System

We strongly support the continuation of both the investment credit
. and the Class Life Asset Depreciation Range (ADR) system, not only on the
grounds that they are justifiable supports to business investment, but also
because they are essential to the economic health and well-being of this
nation. Although we do have certain suggestions with respect to structural
improvement, these suggestions should not be construed to diminish our gen-
eral support of both the credit and ADR depreciation., Our reasons for this
support follow at this point.

Tax Policy and Capital Investment

In the name of tax reform, Senator Haskell proposes the elimination
of the investment tax credit except for investments of $100,000 or less with



o

183

the full credit available only to investments of $50,000 or less. A number
of "tax reformers" call for elimination of ADR depreciation. We are in
fundamental disagreement with these proposals.

The investment tax credit and ADR depreciation are vital to our
economic health in that they help to provide the wherewithal and incentive
to continued growth of the nation's productive capacity and the moderniza-
tion and replacement of its existing equipment. In 86 doing they help to
assure that the economy can:

1. Provide the goods necessary to meet its domestic
neede-~civilian and defense--and, in so doing,
combat inflation;

2. Provide the additional jobs and equipment required
by an expanding labor force;

3. Provide wage increases based on increasing produc-
tivity without inducing price increases;

4, Fulfill our international obligations; and -

5. Meet the competition for world markets and thus
contribute to the solution of our balance-of-
payments problem.

The need to equip a rapidly expanding labor force.-~In analyzing
the problems of economic growth, we turn first to the matter of equipping

the American worker. There are a number of factors which are likely to

- generate a requirement for strongly rising investment over the next several

years, ineluding an increase in the tempo of technological change, the neéd
to offset rapidly rising labor costs by making the worker more productive,
and the need to equip a work force which is expected to show rapid growth
over the next several years.

The private labor force is expected to rise tr‘:m some TS5 million
persons in 1973 to roughly 86 million persons in 1980.

This would represent an average annual increase of more than

1-1/2 million workers to be equipped during this period. If one assumes
an increase in investment per worker at the same rate that occurred between
19048 and 1973 as business attempts to continue providing higher quality
equipment (at higher prices) in order to generate further gains in pro-
ductivity, this would require an increase of 5.9 percent per annum in in-
vestment per worker to $34,600 by 1980. The rise in the number of workers
together with the increase in investment per worker would lead to a gross
stock level of plant and equipment totaling $2,990 billion in 1980 as com~
pared with $1,740 billion in 1973, or an increase in gross stocks of 8.0
percent per annum. This represents a 12-1/2 percent acceleration in the
growth rate from the 7.1 percent rate experienced between 1948 and 1973.
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Need to improve the U.8. international competitive position.--
The competitive position of the United States vis-a-vis its major com- -

petitor countries in Europe and Japan has become a matter of vital im- |
portance. Productivity gains in the United States have lagged behind

;bose of other major industrial povers during most of the post-World War
T period,

1. Available data from the U.S. Bureau of Labor Btatistics
(BL8) indicates that U.8. productivity gains since 1950
have been the lovest of any major non-Communist indus-
trial country. A more recent study covering the
period 1960-T3/2 shows that the U.S. has continued to
rank last. Figures for 12 industrial countries/3 shov
that the average annual percent increase in output per
man~hour in manufacturing in the United Stutes grew by
only 3.3 percent per annum during 1960-73. No other
country experienced this low a growth rate. Other
gains ranged from 4.2 percent in the United Kingdom
to 7.0 percent in Denmark to 10.7 percent in Japan.

2. The greater importance of fixed investment in Europe
and Japan relative to the U.8. is understandable when
consideration is given to the more favorable tax treat-
ment of capital investment in those countries. 1971
Treasury figures for the U.S. and the following nine
countries--United Kingdom, Japan, Italy, West Germany,
Sweden, Belgium, France, The Netherlands, and Canada--
show that, absent ADR depreciation and the investment
tax credit, capital costs in the U.8. would exceed those
in every other country listed./i It is our understand-
ing that a similar situation would prevail today in the
absence of ADR and the investment credit.

Unsuitebility of the investment tax credit as a contracyelical
gontrol device.--There have been suggestions that the investment credit

should not be considered & permanent provision in tax law, but instead it
should be available only when the economy is in a recession and needs a
stimulant. From the time the investment tax credit was initially considered
by the Congress in 1961, MAPI has taken the position that the tax credit

Monthly Labor Review, July 1972.

Monthly Labor Review, November 1973.

Belgium, Canada, Denmark, France, Germany, Itely, Japan, The Netherlands,
Sweden, Switzerland and the United Kingdom, in addition to the United
States.

Office of the Secretary of the Treasury, Office of Tax Analysis (The
Revepue Act of 1971, Hearings Before ‘the Benate Finance Committee,

92nd Congress, 1st Session, on H.R. 10947, Part 1, p. 8.).

Ry
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should not be manipulated for purposes of economic ¢ofitrol, but should be
 included as & permanent feature of the tax system,

A central problem in attempting to use the investment tax credit
as a contracyclical device relates to the matter of timing. A MAPI Capital
8 Review/1, in discussing this prohlem in some detail, documents the
nearly insuperable problems in this respect. Any suspension of the credit
wvould almost inevitably be late and in response to ‘current, hot anticipated,
conditions. A proposed suspension date would be subject to change before
- finel enactment, and industry would no doubt take anticipatory action even
betore a& proposed suspension were announced. And finally, with respect to
& restoration of the credit, these same problems would tend to repeat them-
selves. The historical record concerning the credit since its initial
adoption in 1962--including the abortive suapension in 1966 and repeal in
1969--amply document this analysis. -

Investment Credit

The economic rationalization outlined above, in our Judgment,
clearly indicates the desirability of continuing in effect a substantial
and permanent investment credit, and we so recommend. Indeed, we think
that the Committee should seriously consider broadening the classification
of property which is eligible for the credit.

Industrial real property.--Unfortunately, vhen the investment
credit was first enacted, it was made available only for "Section 38"
property-~tangible personal property with certain very narrowly limited
application to other forms of property. Buildings and structural com-
ponents of buildings were specifically excluded from credit eligibility.
This meant, generally speaking, that with respect to industrial propgrty,
the credit could be utilized for the purchase or acquisition of productive
equipment but not for the comstruction or purchase of the plant housing
that equipment. This discrimination against industrial real property wvas
continued in the Depreciation Guidelines promulgated by the Treasury in
1962 in which there was no general reduction in useful lives for buildings
ccmpauble to that provided for machinery and equipment. For example,
‘useful lives for productive machinery and equipuent listed in Bulletin F
were reduced by 33-1/3 percent, while the life for factory buildings was
reduced by only 10 percent. This discrimination egainst industrial real
property has been continued in ADR.

v

»
e

We urge that the Committee instruct the staff of the Joint
Committee on Internal Revenue Taxation to investigate what we think to
be the obvious discrimination against industrial realty. In this con-
nection, the Committees should bear in mind that modern buildings and
buildings components are essential to a dynamic technology.

1/ "The Investment Credit as an Economic Control Device,” Capital Goods
Review No. 6T, September 1966.
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ADR Depreciation

We urge the Committee not to repeal or narrov the Code provisions
relating to the Asset Depreciation Range (ADR) system of depreciation
originally put into effect administratively vy President Nixon in January
1971 and approved later that year’by Congress in the Revenue Act of 1971.
1t seems to us that the administrative convenience resulting from the end
of both service 1ife audits (made possidle by the 1962 Depreciation Guide-
1ines) and the abolition of the reserve-ratio test included in the ADR
system, and the resulting savings in costs for both taxpayers and the
government, argue strongly for taxpayers being encouraged to elect the
ADR system through improvements to it rather than reatrictions.

We are aware of the suggestions that the existing 20 percent
range--which permits texpayers to reduce the 1962 Guideline lives by as
much as 20 percent-~should either be eliminated or reduced. We think
that the argument against the elimination or reduction of the 20 percent
reduction vas best stated by John 8. Nolan, former Deputy Assistant Sec~
retary of the Treasury for Tax Policy, in his excellent paper on tax
treatment for capital recovery presented to the House Ways and Means
Committee during the panel session on that topic on February T, 1973,

We agree completely with Mr. Nolan's reasoning on this point. It is
clear that it is in the best interests of the government to have tax-
payers adopt ADR depreciation. However, it is frequently overlooked,

as Mr. Nolan indicated, that there are certain disadvantages and diffi-
culties vhich, in the absence of the 20 percent reduction in Guideline
lives, might well discourage a taxpayer from electing to use the ADR
system. These include, for example, the fact that losses on, asset dis-
positions before the end of the depreciation period cannot be recognized.
Also, the allowable depreciation lives for assets cannot be later reduced
even though it is clear that their use will not extend to the full period
of years originally specified. In addition, there are very substantial
record-keeping requirezents that must be faced by taxpayers who elect

the ADR systenm.

ADR modifications.--To be more useful, the ADR system requires
at least three modifications.

Government must soon come up with some system of handling the
problem of subsidiary assets, which results from the fact that under the
"a1l or nothing" election in the ADR system a taxpayer is required to
include a1l his subsidiary assets (e.g., Jigs, tools, dies, and fixtures)
in the class account for the principal assets to which the subsidiary
assets relate. Where subsidiary assets are a significent part of the
taxpayer's capital, the "stretch-out" of subsidiary assets occasioned
by this requirement may substantially eliminate the benefits of ADR de~-
preciation for many companies.

A similar problem resulting from the ADR election requirements
existe for depreciable real property such as industrial buildings. Under
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the guideline system of tax depreciation predating ADR, taxpayers could

- demonstrate to IRS that their tax lives of depreciable real property vere
shorter than those specified in the guidelines and do so without prejudice
to use of the guidelines for other purposes. This is not so under ADR, and
the rather long ADR life which must be used is inappropriate for many tax-
payers and a detraction from use.of the system.

In addition, we believe there is a need under the ADR system for

some special treatment of leased assets to recognize that leased assets

in many cases have a shorter useful life than "owned" assets. Further,
government should find some means to overcome the anomaly in present ADR
regulations which require that a leased asset take the guideline life of
the lessee. Where identical items are leased by the same taxpayer to
lessees with differing guideline lives, the taxpayer-lesgsor finds himself
depreciating identical items over quite different periods of time. Also,
there aia considerable record-keeping problems for the lessor in this
approach.

Finally, provision should also be made for more liberal repair
allovances than are currently included in Revenue Procedure 72-10 wvhich
implements the ADR system.

We understand, of course, to make these and other such modifica-
tions in the ADR system has already been given by Congress to the Secretary
of the Treasury who has formed an Office of Industrial Economics to deal
with these matters. Our only purpose in raising these subjects at this
time {8 to suggest that it may be desirable for Congress to extend interim
relief provisions which expired on December 31, 1973, or at least to be
alert to taxpayer declinations to use the ADR system because of any of
the shortcomings mentioned.

T eform nts -

Repeal of DISC

In December of 1971, only 2~-1/2 years ago, Congress enacted the
Domestic International Sales Corporation export tex incentive. Generally
speaking, it allows deferral of federal income tax on 50 percent of the
income derived from exports by special domestic corporations meeting
certain qualification requirements specified in the statute. It will be
recalled that the DISC concept became law only after careful consideration
by the Administration and the Congress, and it was part of a fiscal and
monetary package intended to deal with a worsening U.S. balance of pay-
ments and a relatively slack state of domestic economic growth. Nov,
with only one full year of DISC experience to serve as a gauge, certain
Senators propose the repeal of this provision of tax law. We think this
proposal.ill-advised.

If Congress could act carefully and decisively to enact DISC
in December of 1971, then we think it should not, 1 the absence of a

34-630 O - 74 - 13
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convincing demonstration that DISC has been unsuccessful, simply do away
vith DISC as an expedient to obtain federal revenue for another purpose.
We strongly doubt that any such demonstration has been or can be made.

In support of repeal it is ested that: (1) the revenue losses
are running higher than was expected; (2) it cannot clearly de demonstrated
that DISC ia encouraging exports; (3) DISC may be & violation of GATT; (k)
the trade accounts have recently been in a surplus condition rather than s
deficit condition; and (5) DISC is encouraging the export of scme commodi.

ties in short supply. EBach of these contentions deserves comment.

First, as to the revenue losses, we are aware of the magnitudes,
but question whether they should be considered significant in view of the
importdnce ascribed by Congress to the export purposes for which DISC vas
created. The numbers suggest--I should add--that DISC 18 working even
better than Treasury thought it would. If the numbers had fallen beloy
estimate, some tax "reform" advocates presumably would be arguing for
repeal of DISC on grounds that that fact proved DISC was not encouraging
exports.

Second, it may be true that DISC's beneficial effects cannot be

@AY, demonstrated apart from those of exchange rate
changes and other, tax, trade, and monetary influences. However, we find
it paradoxical that the same people who advance this argument for repeal
also are wvorried about revenue losses exceeding expectations and seem to
feel that DISC is "encouraging" exports of items in short supply--positions
vhich necessarily assume that the incentive really is working. Exports
have, in fact, been decidedly on the increase since enactment of DISC;
the trade deficit has been overcome--at least for now; and Treasury be-
lieves DISC has been beneficisl in the export picture. In this light,
and given the very brief existence of DISC, the burden of proof that
DISC 18 not serving its purpose rests, we think, with the doubters.

Third, on the matter of DISC and GATT, Treasury undoubtedly
could reveal to anyone interested many GATT violations which signatories
to that agreement have perpetrated over time at the expense of this
country. Such actions contributed in no small way, it will be recalled,
to two devaluations of the U.S8. dollar, temporary imposition of a U.S8.
import surcharge, and the creation of DISC itself. In our view, DISC
is demonstrably an important factor in this picture. As the Committee
knows, the Special Representative for Trade Negotiations could use DISC
as a bargaining "chip" in international trade talks if Congress would
only leave DISC in effect and provide the Administration with a "clean"
asuthority to negotiate. We commend the Committee for moving ahead with
its work on the trade measure. '

Fourth, in favor of repealing DISC it is argued that the trade
accounts have moved into black ink and that DISC no longer is needed. A
disturbing assumption which seems to underlie this argument is that DISC
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can be turned on and off based on the ebb and flov of the trade figures.
After all, DISC authority became available in 1972 vhen the figures were
adverse. Nov it is 197V and the complexion of things has turned for the
better. Why not just turn DISC off? One answer is that there is very

' ¢onsiderable expense and disturbance to business activity associated
with Congress' offering and then suddenly abandoning an economic¢ mech-
anism of DISC's importance and complexity. Exporters and others in the
business community from whom government increasingly expects more employ-
ment, more social involvement, and more revenues deserve a more certain

t in vhich to plan than is mgued by actions of this sort,

The liistory of the "off-again, on-again” treatment of the investment
tax ocredit is instructive in this respeot. .

Perhaps more important than this technical issue, Congress should
be aware that the trade surplus we nov enjoy is fragile indeed with the oil
situation, with other commodity cartels forming, wvith purchasing countries

seemingly more concerned to fend for themselves rather than to ¢ srate
wvith one another, and with U.S8. trade negotiating authority dottled*up in
Congress, At a time when trade barriers and export incentives could be
expected to proliferate absent some restraining influence or new mutual
agreements to limit them, it would seem wise for Congress to retain DISC.
The fact that the Special Negotiator could use DISC in the multilateral
trade talks, which one hopes will commence before long, attests to its
‘value in this respect.

Finally, as to the issue of DISC's encouraging the export of
commodities in short supply, we think it illogical on this ground alone
to conclude that DISC in its entirety should be repealed. If the conten=
tion were accurate and the consequences of such exports were adverse to
the public interest, there might be merit in curtailing the DISC incentive
in some way. However, the mechanism to deal with short supply prodblems
already exists in the lav and it has been the Administratioca'’s judgment
thus far not to exercise its authority in this area. Also, Congress has
-«t0 date, as we understand it--objected to the Administration's handling
of this question in only fragmentary ways. The power to negotiate new
trade arrangements will repose in the Executive Branch, and, in our
opinion, that is vhere authority to curtail DISC should remain to handle
such short supply or other problems as may arise.

To summarize, no compelling cese to support repeal of DISC has
come to our attention, and we even consider it premature to entertain the
question under present circumstances. Obviously, there may de ways that
Congress could refine or simplify DISC through amendments to the under-
lying statute at this time. Although constructive modification of the
DISC mechanismm--which would warrant careful and deliberate study--is not
yot under consideration, and we choose to reserve comment on that matter,
we observe in conclusion that a case can be made for elimination of the
present 50 percent limitation on the deferral of tax on DISC income.
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ation of Und: ed ~
8

Of all the issues studicd by Congress from time to time in cone
nection with tax reform, the gurrent taxation of undistributed earnings
of controlled foreign corporations seems the item most doggedly pursued
by persons interested in radical reform. Prolonged consideration was
given by Congress to the current taxation concept when it was proposed
by President Kennedy in 1961 and the reasons which turned Congress against
the idea then are equally persuasive now. Furthermore, this issue has
been reexamined more recently by two distinguished "outside" advisory
groups--the President's Task Force on Business Taxation in 1970 and the
President's Commission on International Trade and Investment Policy in
1971~-and both rejected the idea. Also, the vast preponderance of tes-
timony before the House Ways and Means Committee during the spring of
1973 was opposed. One wonders whether it would ever be possible to
satisty the supporters of current taxation of foreign subsidiary earn-
ings that the issue should be laid to rest.

Congreas cannot ignore that most other nations 4o not engage
in the extraterritorial extension of their taxing jurisdiction which is
involved in current taxation of undistributed earnings of controlled
foreign corporations. Subpart F caused no little consternation in this
matter of overreaching when it was put into effect, and one might think
that current taxation not even linked to so-called tax haven situations
would be considered a rather serious infringement of other nations'
govereignty. Obviously, the Committee must decide whether it would be
wise to set this precedent which goes so far beyond domestic fiscal
affairs into the realm of foreign relations. We believe that it would
not be wise, and urge once again that Congress abandon the idea~-includ-
ing such alternatives as the Administration proposals of April 1973 in
this area and the plans likely to be offered with respect to partial
elimination of U.8. tax deferral on unrepatriated CFC income.

The record is replete with well-reasoned argument in opposition
to this shopworn tax reform proposal. Therefore, we will limit ourselves
to a brief cataloging of key items. First, the eligination of deferral
would result in new costs for U.S. companies doing business in low-tax
countries. These countries tend to be less developed, and business in-
vestment in them is generally riskier and less desirable than in other
areas of the world, which fact accounts, in part, for the lower tax rate.
It would seem, therefore, that elimination of deferral might over time
slow the pace of U.8. investment in those nations most in need of eco-
nomic assistance. B

Second, government estimates suggest that the overall revenue
increase from elimination of deferral would be relatively small. Where
revenue is raised, it would, of course, be derived from income of CFCs
in low tax rate countries, as previously noted. If a foreign country's
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lov tax ra.to 1ngpnt1vo to U 8. investors were to be nulli.ﬂ.od by & U.8,

decision to tax CFC income currently, could it not be expected that the .,
foreign cowitry would want to reise such applicable taxes as would elimi-
nate the residusl amounts that this country othervise would collect? We
only raise this point to suggest that the revenues from elimination of -
deferral would seem likely to be not only & smpll overall amount to begin
with, dbut also & dilinmuu sus over ttu. " ' .

A final point vhich gives rise to sudsidiary issues {s thet V8.
based companies doing business through OFOs gbfosd will be immedistely
handicapped in competition with foreign-based companies if U.8. incowe tax
deferrel is eliminated, There is no reason We know of to think -that other
nations plan to abandon deferral simultaneously with the United States (or
ever). To approve elimination of deferral is to saddle U.S.~cwned compa- -
nies abroad with & nev expense. It is not unreasonabvle to expeot that
such an expense would lead to deolining market shares abroad for U.8.-
owned companies; slover growthy less foreign-income for CFCs to reinvest '
or distridbute; less U.8. business aotivity and employment resulting from
exports to OFCs; less U.8, tax revenues in the long .runj; a worsened .

-balance-of~payments position; and further depression in the value’of

sscurities of U,8, businesses vith such Mvoruly arhotod foreign ope .
erations, S,

Ve suggest that anyone who would-pile luch & sizadble nev expense .
on CPCs must bear the burden of rebutting decisively these presumptions as
to the consequences vhicli normally ‘could bc expected to follow. v

Indeed, in our view, there are very strong ressons for the com-
plete repeal of Subpart F so that foreign subsidiary income would not be
subject to U.8. taxation until it is upatrutod to U.8. parent cohpcnm .
in the form of dividona'.

Bince 1942 the Code has provided for vhat amcunts to & ll percent
rate reduction in the corporate tax for a Western Hemisphere Trade Gorpo-
ration (WHTC) vhich is generally defined as a domestio corporation doing N
business within North, Central, or South America, the West Indies, or in )
Newfoundland, In addition, at least 9% percent of the WRTC's gross' income
for the preceding three years must be derived from sources without the U.8,,
and at least 90 percent of its gross income for that period must bo derived
tra the active oonduct of a trade or business, ,

We favor the retention of the WHIC provisions. During the. period
of slightly over 30 years following the ensctment of the WHIC provisious,
there has been & significant inorease in general economic activity in
Latin America and also in U.8. exports to the latin American countries.

The precise contribution of WHICs to this result is impossidle to messure,
but there seems little doudbt that thotr ropul at this time would 4v much
to reverse thess trends.



The Minimum Tex

One tax reform proposal now before this Coemittee is & tightening
of the minimum tax on "tax preferences."” We emphatically disagree with

" those vho advooate restrictive change in this area. The minimm tax became

lav some five years agd as a consequence of public concern that a small num~
ber of taxpayers were ndt bearing their fair share of the fiscal burden. In
faot, they were benefioclaries of tax provisions vhich Congress previously .
had defined as being in the public interest. BSince enactment, the minimum
tax has contributed to the erosion of tex incentives whioh are very impor-
tant to capital formation. Perhaps most serious, the minimum tax has /
attraoted the interest of those who style themselves "tax reformers" who
would-like to reduce or eliminate existing "tak préferences" and bring
other incentived within the scope of the minimum tax for the same purpose.

To be more specific, the Comuittes is considering, through tight-
ening of the minimum tax, the impairment of certain capital formation incen-
tives associated with the write~off of real property and of personsl property
subject to & net lease; the amortization of certified air or water pollution
control facilities and qualified railroed rolling stock; stock options; de-
pletion; and capital gains. Ironically, this "reform" is being entertained
at a time vhen inflationary forces make accelerated depreciation iuperative
for the good of the economy; vhen the burden of pollution control has steadily
inoressed; vhen new railroad rolling stock will be needed more than ever for.

‘the transportation of people, goods, énd energy resources; when incentives *

are ndeded for the exploration and extraction of natural resourcesj and
vhen capital is expensive and capitel markets are depressed. The logic
of reducing ‘tax incentives in thesy avess, especislly at this time, com-
pletely escapes us. . -

FOr a variety of reasons well known to this Committee~-enlarge-
ment of industrisl capscity to lessen inflationary pressures, the longer=
renge resction to energy shortages, pollution control, mass transportation,
to .mame only a few~-we face unprecedented requirements for capital in the

" immediate, and for the foreseesble, future. Many so-called "tax preferences,"

such as accelerated depreciation and the lover inocome teax rate on capital
gains, wvere consciously designed by Congress as desirable incentives for
capital formation. We believe the need for such incentives is now even

greater than the undoubted need which existed at the time of their enact-

. ment. It is the possibility of an indirect-~almost surreptitious--attack
-on such incentives via an extension' of the minimum tax prineiple with which

we are nov concerned. We urge' that the Committee reject the proposed fur=

"ther expansion of the minimum tex concept. Indeed, we believe that the

entire rationalization for the minimum tax is specious, and ve recommend
its repeal., ) . . . '
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INFLATION AND PROFITS '

The ot‘tece or rising prioe levels, on the uocounting of proﬂts is:
not a new subject. During the sharp postvar inflation of 1946-48 it gener-
ated a lively discussion in accounting and manegement ¢ircles. This was
rovived. on & lesser scale, by the price ‘run~ups of 1950-51 and 195657,
Bit under the relatively stable price level of 195864 interest waned. It
wag widely believed that inflation vas a thing of the past, that the after-
effects of earlier inflation would gradually vear off, and that no correc-.
. tive action was needed. This proved to be an illusion. By 1965 inflation

- " was under way once more, and it has continued at s distressing pace ever
since, It is now high time to take another look at the problenm.

The Prinoiple

‘ The overstatement ot protits during and after a period of inflation
" arises from the practice of charging only the historical cost of physical
.asset consumption (fixed assets and inventory), -When the purchasing pover
of the dollar is shrinking, the charging of historical costs--reflecting
earlier, and hence lower, price levels--is insufficient for the restoration
of the real assets used up in production, A proper reckoning requires the
restatement of previously incurred costs f ion,
that is to say, in the revenue dollars against which they are charged. Only
vhen costs and revenue are, measured in the same dollars can the difference
between them (profit) be correoctly determined. ' v,

It follows that when the real cost of physical asset consumpfion
is undercharged the shortfall is accounted as profit. It follows dlso that
this much of the reported profit is fictitioua. reprasentine simply the
understatement of costs. . )

Ihe Project

What ve intend to do is to translate into currentrdollar equiva~

lents (equivalents in the dollars of revenue) the costs of physical asset
“ consumption now accounted on an historical basis., We can then see what dif-

ference the conversion mekes in the profit figures. The study is limited
to the corporate system because profit as such is not available for the
unincorporated sector, and more specifically to nonfinancial corporations,
the .category principally concerned with phyeical asset consumption. It is
limited a&lso to the inflation of 1965-73- ,

In doing this we roly for both fixed assets and 1nventory on
data compiled by the Department of Commerce--in the case of fixed assets,
on its computations of current-cost deprecintion; in the case of inventory’,
on its “Invantory Valuation Adjustment."/1 .

1/ In both its depreciation and its inventory adjustments the Department
uses specific price indexes to compute‘the current-dollar equivalents

\ of historical costs. While ve prefer a general indox of the purchasing
pover of the dollar for this conversion, its use would not alter the
results fundamentally. .For a discussion of this issue see Realistic

Depreciation Policy, MAPT 195k, Chapter 12,
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I. FPIXED ASSETS ’ .

The Department computes annually current-cost depreciation on
the fixed assets of nonfinancial corporations, using two writeoff methods
(etraight-line and double-declining-balance) and a variety of service-
life assumptions. [;, It is noncommittal on the choice of depreciation
methods, but does have a preference on service-life assumptions (85 per=-
ecent of Bulletin F lives). We shall use that usumption in conjunction
with the double-declining~balance writeoff.

A word on the choice of writeoff, -Nowithstlmding the Depart=
ment's neutrality on the ‘issue, we entertain no doubt that the straight-line
writeoff is in most applications a grievously retarded measure of capital
consumption, and that the double~-declining~balance method is in general
more realistic. This is not the place to argue the issue, which we have
done at longth elsevhere./2 Buffice it to say that this writeoff conforms
quite well tO both theoretical and empirical-evidence on the typical
courge of capital consumption, especially for capital equipment (as dis-
tinguished from structures), which accounts for arqund five~sixths or
corporate depreciation. n (

The following sable compares the Department's computation of
; eurrent-cost double-declining-balance depreciation with its ostmte of
‘ the depreciation allowed for income tax purpoaea.‘

' Table 1

Comparison of the Current-Cost Double-Declining~Balance Depreciation
of Nonfinancial Corporations With'the Depreciation Allowed
. 'Them for Income Tax Purpqses

(1) . (2) (3)
Curfent Cost Income Tax . Excess of
DB/a Depreciation . (1) over (2)/p
(Billions of Dollars) '
1965 ¢ 35.8 $ 35.4 $0.b ’
1966 39.7 38.4 1.h
1967 Ll L .7 . 2.1
1968 - 49,0 u5.h v 3.6 -
1969 sha . 50.1 .6
1970 60.6 5k.0 6.6
1971 65.7 58,1 7.6
1972 70.6 © 63.2 T.4

1973

L
E:

44

57 The Department's "Current-Cost 2." - This employs a more conservative
index of construction costs than "Current-Cost 1."
b/ Differences may not check exactly becauss of rounding.

f—Our—enbimatey
WMMMMM
1/ Both writeoffs are extended over estimated full service lives. The

double-declining~balance method is applied with a straight-line nritob.
Bealdstio Deprecistion Polioy, MAPI 195k, Chapters 3, ki, and 5. .

-



) Note that the excess of currentecost DDB over tax depreciation
1i&8 grown from a negligible amount in 1965 to $Mwe=dillion in 1973./1

49,1
I1. INVENTORY

As indicated earlier, the conversion of inventory consumption
.charges from historical cost to their currént-cost equivalent is com?uted
by the Department of Commerce as the "Inventory Valuation AdJjustment”
(1VA). The caloulation allows for inventory consumption presently charged
for income tax purposes by LIFO and similar current-costing procedures, and
- gonverts only the balance under historical-costing ’nystems. The results
follow. . '

Table 2
Inventory Valuation AdJustmen’i for Nonfinancial Corporations

. (Billions of Dollars)

- 1965 . $1.7
1966 1.8

1967 - 11
1968 3.3
) | 1969 5,1
e =TT 1970 4,8
1971 4,9

1972 6.9

1973 Iroler

~
’

Here again we have a gradual rise in the excess of current=cost
over historical-cost charges, culminating in this case in a sudden surge

_to $$ billion in 1973, .

.3 . )
III. ADJUSTMENT OF PROFITS

We are nov ready to put the pleces together and adjust proﬂ'ts

a8 reported for income tax purposes. )

P M \1'1(‘79- .
The stability of this margip ) reflects the
introduction in 1971 of the Asset Depreciation Range system for tax
depreciation.
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: Table 3
Adjustment of Repérted Profits of Nonfinancial Corporationis/a
(1) (2) (3) Av) (5) (6)
Profits Income Profits Under- Profite Profits
Before Tax , After Statement  Before - After
Tax as” Lig- Tax as of Tax a8 Tax ds
Reported  bility  Reported ,  Costs/b Adg ~ Adjusted
. ) - @) (1)~ (N) (3) -l
. (Billions of Dollafs) . /
1965 $ 65.8 $21.6 $ 38.2 $2.1 $63.7 . t 36,1
1966 T71.2 30.1 h1.2 3.2 , 68.0 38.0
1967 66.2 28.4  37.8 3.8 62.4 34,0
1968 72,4 34,0 38.3 6.9 65.5 .4
1969 \68.0. N 3301 . 3"03 901 5603 2“.6
: 1970 55.7 27.6 28.2 11.b us.3 16.8
19711 6.1 29.7 3.4 12.5 51.6 21.9
1972 74.3 35.0 39.2 1.3 60.0 2h,9
1973 Y Caar~ 3 -Jo&rﬂﬁ ~Shrbid -26+5 ~43+3 25
. as - 4ot ud.q 2t 20,1 23,5

gures may not check éxactly because of rounding.
The sum of the excesses of current costs over historical costs nhown
. in Tables 1 and 2,

g/ Bince this is a yetrospective recomputation of profits, it takes as
given the corporate income taxes actually psid. If tex liabilities
had been figured on the adjusted pre-tax profits, the after~tax
effect of the sdjustmént would, of course, have been reduced by the
tax saving resulting therefrom. But since they were actually figured
on the reported profits throughout, there vere no such tax savings.
Adjusted after~tax profits are simply adjusted pre-tax proﬂt. ninus
aotual taxes on reported profits.

»

Here is a startling picture. AdJjusted after-tax profits started
out in 1965 not far below the reported figure. They wound up in 1973

lﬂ-&hﬂghﬂ.f.m as reported. They were, morsover, only %y_m '
of the- 19 $ figure in sbsolute amount., B - .
Bestatement of '

Retained Eernings -~ ¢

An even more startling picture emerges when we subtract dividend .
ents from adjusted after-tax profits to derive‘ngusted retained
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° Table la_ ¢ (
. ]

Adjusted Retained-barninga.or Nonfinancial COrporaﬁiqns
1y -, (2) (3)

. Adjusted " Dividend Adjustéd
After~Tax o __ Payments - Retaihed
Profits . Earnings

, (Billions of Dollars)
1965 $ 36,1 $16.9

. $19.2
1966 0 38.0 \ 18.2 19.8
1967 34.0 - 18.9 15.1
1958 3.4 20.9 10.5
1970 16.8 20.0 ’ =3.2
1971 21.9 20.3 gt 1.6
1972 24,9 21.2 ’ 3.7.
1973 25+ + ~2Bvafe o8
) ‘33.5‘ ' 223 .
‘W B . . .

LI . ’
Over the past five,years adjusted retained earnings have been
negligible (in one case negative). Nonfinancial corporations have been
distributing practically all of their adjusted earnings, their reported
savings representing little more than the amount required to cover the
'Qnderatatement of costs.

'Adjusted Profits and_ Retained _ ' s
rnd C '8

To make the horror story even worse, the dollar has been shrink-
ing over the interval and it is necessary to adjust for this by stating
the results in constant dollars. We use for this purpose the private GNP
deflator (1965 = 100). ) :
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Table 5 - ' .

‘AdJusted Profits and Retained Earnings of Nonfinancial
, Corpogations in 1965 Dollars

_ (1) ) (2)
o Adjusted Adjusted
After-Tax Retained
" Profits e Earnings
(Billions of Dollars)

o 1965 . $ 361 $19.2
1966 ) 37.3 : 19.4
1967 32.1 1,2
1968 28.8 9.6
1969 21.6 3.b

. .1970 0 -2.7
1971 _ 17.5 , 1.3

s k4

4 o4

less than In constant dollars the adjusted earnings of 1973 were

more n

over half of 1965.  As for retained earnings, the 1973 figure vas down by |
90 percent. . ) ..

‘e

IV, EFFECTIVE INCOME TAX RATES ON ADJUSTED PROFITS

Since the income tax liability (federsl and state) is computed on
overstate’ historical-cost profits it is obvious that the effective rate -
on profits adjusted for the overstatement is higher than the rate raported.
The following table shows the difference.

. Table 6
Effective Tax Rates on the Pre-Tax Profits of Nonfinancial
Corporations as Reported and as Adjusted/a .
(1) (2)

On Profits h On Profite

As. Reported As Adjusted

(Percent) ‘ (Percent)
1965 41,9 43.3

: 1966 42.3 hh.3 o,

1967 o h2.9 45,5
1968 k1.1 55.3
1969 b9k - 57.7
1970 49.6 62.3
1971 6.3 57.6
1972 . 7.1 58.3
1973 8. \3 Sl

668"

;7 Column (2) of Table 3 as percentage of Columns (1) and (5),
reaspectively. . .

.
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It is obivious at a glance that effective tax raten on real profits
have moved away from those on reported profits. Over the past five years,
they have averaged 60 percent againat 48 percent. 1In,1973 the rate reached
66 percent. .

V. WHAT DOES IT MEAN? T .
It is clear that American business has not yet learned how to
protect itself against inflation. Overall, it has been unable to maintaih
normal murgins even in the overstated proflts of conventional accounting.
In terms of real profits, ‘the shrinkage has been drastic.

It is extremely difficult to protect even nominal profit margins
in the face of inflation, owing to the tendency of unit costs to move up
faster than realized prices. Under prevailing practice prices are often
fixed for substantial periods ahead. Catalogs may be issued only annually
or semiannually; seasonal merchandise may be priced months in advance of
delivery; long-cycle production may be quoted before work is started; etec.
But even where prices are more quickly adjustable there is a general ten~
dency to lag behind the march of costs. )

If 1t {8 difficult to protect pominal profit margine it is still
more 8o to protect real margins, Since the latter are more adveraely
affected by inflation their maintenance requires even bolder and more
aggressive action, not tb mention their restoration after they have been
alloved to decline,

The core of this action is of gourse pricing poliqy. Management '
must.learn how to price its products in an inflationary economy. This means
first of all anticipatory pricing--pricing in anticipation of, cost inoreases
prior to sale. It means secondly & proper accounting of costu themselves,
especially the cost of physical asset conaumption. ; .

It must be agknowledged of course that such a prieing polioy may
be 1mpract1cable for an individual company in & market where the competition
is pricing on understated costs. The real remedy lies in the reform of
policy across the board. If all competitors are targeting their prices on
fully stated costs, there is a better chance that they can make them stick.

14

Obviously these exhortations assume the absence of price controls.
Given such controls, the efforts of management to maintain real profit
margins are likely to be frustrated by bureaucratic action. 8ince the
authorities deal with nominal margins only, and conceive it their mission
to squeeze even these, real margins suffer an amplified crunch. There can
be no doubt that the controls prevailing since August 1971 have contributed
to the subsequent erosion of these margins, but it is easy to exaggerate
their impact. It is clear that the erosion was going on before controls
entered the picture, and that the basic problem i8 much deeper, It'will be
with us after they are gone.
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w; us add in closing that the present situation is bagl not. only

* for business, but for the nation as a whole. Despite the suspicion and
disfavor that attach to préfits in the eyes of many politiofans and of &
considerable part of the publie, it is vital that they be large enough not
only to motivate the expansion of productive investment, but to finance a
substantial part of it. It is frightening from the public-policy stand-
point that the reinvestment of corporate earnings, penlistically measured,
'hsl almost ceased. If this continuu it wild cost the sountry dearly.

‘e Let -us add rurther thnt. the Alice-in—wonderland accountins of
costs and profits that now passes for orthodoxy is a problem not only for
business management, but' for the, accounting profession, the regulatory
#agencies of the government, and, not least, for the tax authorities. It
. 15 high time tor concerted action by all conoornqd. )

It is suufying in this conriection that the accounting profes-
sion appedrs at last to be grappling with the problem. In Britain, the
Institute of Chartered Accountants is studying a full-scale restructuring
of accounts to reflect inflation. In this country, the Financial Account-
ing 8tandards Board mny soon consider the subject (its Advisory Council
has recommended. that it be placed on the agenda). Another straw in the
vind is a recent atateﬁen‘b of the Becurities and Exchange Commission urge
ing its reporting companies to disclose to atockholders the amount of their
earnings representing "inventory profits" (but not, unfortunately, the
amount refleqting underdepreciation). \

These are hesitant first steps, to.be sure, but we may hope that

others will followv. We may hope also, and even more fervently, that the
* tax authorities will not be far behind, For the evils of undercosting
are compounded by the present practice of taxing capital consumption as
incomes No reform of costing procedures can be more than partially suce
cessful 8o long as this practice continues. .

v

Paee
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It has beetl a decade since the Institute last reviewed in
detail the record of business capital formation./l 'The sixtids was a
decade characterized by real economic expansion, save for the mini-
recession of 1960-61 and the significant increase in the rate of inflae
tion after the mid~-point of the decade. In & climate of real economic
expansion’it is not surprising that the capital goods industries turmed="
in an excellent performance.

Ihe Messurements Employed .
a To gain perspective, we~ {ntehd to review the record from 1925

to 1970, employing the same measurements used in the earlier Institute
study, ‘Theee are as follovsa

1. The record of buslness capital expenditures by years,

2, ‘Buoinesa capital expenditures as a percentage of the
privately produced gross national product.

3. QOross investment in the stock of business capitel
goods,

4, National output per dollar of grouo investuent,

5, Gross inveatment per vorker in the private labor
force. . ’

6. The ratio of the net to the gross investment in the
capital stock. .

The study is confined to business capital goods, defined as
plunh and equipment privately held, and is based on U.8. Department of
Commerce estimates. Capital goods held by governmonts and consumers
are excluded.

! A caveat 18 in order. Because of ly aggregative nature
of the data and the great diversity of situation among the wide range of

wmmmxmm. George Terborgh, MAPI,
1960, -

T M09 0-14-14 ‘ ~
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product lines gubsumed under the heading of capital goods, s sood' deal of
* ‘care should be used in applying the findings of‘ the study to individual
uotorl of the economy.

.

1.._Record of Cepitel Expenditures

The basic data from which all subsequent calculations are de~
rived are the estimates of domestic business capital expehditures by
years. These are shown in Chart 1 for plant, equipment, and the combina~
tion of the two, both in the actual dollars of investment (current dole
lars) and at their equivalent in the dollars of 1958 (consunt dollars).

It 1s obvious that both plant and’ cqutpmant expenditures expe=
rienced a broad upsveep over the period covered, interrupted only by the
downturns reflecting the effect uf the great depression and World War II.
The slover rise of the constant-dollar line in the years prior -to 1960
.and the leveling off since 1966 reflect, of course, the persietent and,
recently, more rapid rise in capital goods prices due t6 inflationary
forces. While at an all-time high. capital expenditures leveled off in
real tonu from 1965-1910.

As to tho components, a nev relationship has been unabluhod.
Equipment expenditures have risen more rapidly than those for plant eince
World War II. Wnen combined with the overall higher levels of expendi-
tures for plant and equipment, this obviously bodes well for equtpunc
producers should these trends continue. .

As ve have seen, plant and equipment expenditures in ourrant

© dollars are at all-time~high levels. But hov high iu high? For this ve
turn to 4 relative, as contrasted with absolute, measurej namely, business

" capital expenditures as & share of the privately produced gross national
product. This is shown in Chart a on page 4, the comparison being in
current (actual) dcllars.

While the percentages fluctuate widely from year to year, in
large part reflecting chmgel in general business conditions, several
points stand out: .

1. The plant ratio, while below the 1925-29 1ovolla
of k.l to 5.1 percent, rose above its depression

i? The figures for the period 1925-28 underlying Charts 2, 4 and 5 are
extrapolative, based on data underlying the charts in
of Business Capite) Formation. ;

.

» : o
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0 CHART 1 ‘
Expenditures for Business Plant and Equipment:
(1) In Current Dollars; (2) In Constant (1958) Dollars
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CHART 2 .

Expenditures for Business Plant and Equipment,
as a Pomntago of the Privately Produced Gross National Product

‘ «iuﬂ!ﬂﬂtk‘hnﬂ

roc oy
) e N\ .
AV A4
() - ’ L L
Plont ond Equipment .
’ -

LA e

’Vc'A\\ ‘\V/ / T e __ /,_\"7,::
. o~ ~

T \/ _;/\,.\\/ _ a 1

| , | 1

1 . '\~

[ERU AR U W0 00 N O U U O X U0 O W00 O 0 O O O O 0 T DS O W I A S N 1Y
28 [ (2] (] 20 5o L) 0 ) 14

3°

Sowrce: US Oapartment of Commerce

il
’

'and wartime lows and since 1960 has remained rela-
tively stable, ranging between 3.6 and 4.2 percent
: of the gross private product.

w 2. The equipment ratio, by way of contrast, rose
sharply to 8 percent in 1948 and since then has
fluctuated between 6.4 and 8.2 percent. It is sig-
nificantly above the 1925-29 levels of 4.8 to 5.7
percent. '

3. There has been a notAble change in the relationship
between the plant and equipment ratios. The gap
between them has become substantially wider'as com-
pared with the-predepression period. It narrowed
somewhat during the 19508 but has widened again
since 1961..

L. For plant and equipment expenditures combined, post-
.war ratios have run significantly higher than those -
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in the 1925-29 period. In only one year (1929) prior
to the war did the ratio reach 10 percent; since 19&1
- every year'hés been above 10 percent.

AY
5. Since the early part of the poatwar era the combined
ratio has remained on a new high plateau. The figure
for 1970 of 11.7 percent is-only slightly below the
peak of 12.4 in 1966 and is higher than any year in
the predepreasion period.

Furbher Comment, . .

The relatively long period of higher ratios during the postwar”
period for plant, equipment, and the combination of the two no doubt is
in some part an offset to the deficiency accumulated during the period
of low installations (1930-1945). This higher level of demand was made
effective through a combination of improved financial availability, due
in large part to more realistic depreciation allowances and since 1962
the investment tax credit.

. III. Oross Investment ip the Stock
of Business Capital Goods

Still another measure of business capital expenditures is the
investment in the existing stock of capital goods in place. Here we are
concerned with the gross investment before allowance for the accried de- .
preciation of the stock.

The Commerce Department's capital goods stock estimates assume
a consistent application of double declining balance depreciation (with
straight-line switch) to the historical-cost installations of prior Years
at service lives equal to 85 percent of Bulletin F lives. In order to
‘state the capital goods estimates in constant (1958) dollars, it was nec~
essary to value identical assets at the same (1958) price regardless of
their actual.price in the year of ecqqiaition.

This measure is shown in Chart 3.
A number of conclusions seem obvious.

1., From 1925 to 1945, the stock of plant, equipment, and
- the combination of the two was generally stable.

2. Since 1945 both plant and equipment have grown. How-
ever, investment in the stock of equipment has risen
far faster than plant investment (265 percent against
100 percent).

*
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. CHART 3
Gron Investment in the Stocks of Business Plam arid Equipment
) (In 1958 Dollars)
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Annual Growth Rates

While the equipment series has grown more.rapidly in the post-
var era than the plant series, its growth has been significantly slower

than its peak years of 1947-48.
most recent years covered are about the same.

8 its 1945 level.

Becduse of this differential growth rate, the invest~
ment in equipment has exceeded that in plant in recent
Both are in the general vicinity of $500 bil- "

0

Investment in the combined stocks is more than two and

In fact, the two growth rates in the two
As can be seen from a

glance at Chart 3A, however, this has happened in the past only to have

the tvo rates diverge.

Parhaps the most pertinent observation that can
be made is that the two rates once again seem to be approaching rates

more in line with the long-run grovth rate of the economy, i.e., roughly
4 percent.

-
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. : CHART 3A oo

Annual Percentage Increases
In Gross Investmant in the Stocks
of Business Plant and Equipment
: ‘ (In 1958 Dollars)
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IV. Output per Dollar of Gross Investment
In Section II we related business capitfil expendfturea to the
privately produced gross national product of the same year. Now that we
have computed. the investment in the stocks of capital goods, it is possi-
ble to relate the product to this investment. This is shown in Chart k4
on page 8.

'

, - Here, too, a few points are worthy ‘of comment.

1. Over the postwar period, annual output per dollar of
investment in plant has moved more or less sideways
in the $1.20 to the $1.50 range.

- 2. Interestingly, after following a significantly dif-
o ferent pattern from that for plant from 1925 to the
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CHART 4

Privately Produced Gross National Product Per Dollar of Gross Investment
in the Stocks of Business Plant and Equipment T

Source: U.S. Deportment of Commerce .

’

! mid-50s, equipment his f;)lloved a similar patterr;.
In fact, there is now little difference between the

two. - .

3.. The result for the combination of plant and equipment
] is that the two combined have been on & plateau since
1945, ranging between 66.4 cents and 75.6 cents. This
is significantly higher than the predepression period
average of 48.2 cents.

V. Gross Inves ;

Wor:

X

8till another measure of interest is the amount of investment

pe:f‘ wvorker.
in the private labor force.

o~

This is shown in Chart 5 on page 9.

To arrive at this estimate we will use the number of workers
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CHART &

ro88 Investment in the Stock of Business Plant and“Equlpmont
. Per Worker in the Private Labor Force
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Here too, the picture is rather clear. Investment per worker

rose in the period 1925 to 1930; it then declined until 1940, when it

_.. leveled otf’during the war. It has climbed since then to new highs.
FHovever, a8 to the components, equipment per worker has grown much fagter
to the point vhere the investment per worker in 1970 vas slightly greater
for equipment, $7,191 against $6,74l for plant. The combined investment
is $13,932, in 1958 dollars, and $18,698 in current dollars. :

A_Look Forward

The amount of capital that is required to maintain the same
rate of increase in investment per worker is of course dependent on the
s8ize of the labor force. Since the projected growth rate is now around

-1.8 percent as compared vith an earlier figure of 1 percent, if expendi-
tures are not increased, the tempo of progress will be slowed up. The
moral is that public policies should encourage the higher volume of sav-
ing and capital formation required to equip the added workers without
detriment to the rate of economic improvement. ’
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V1. Ratio of Net _to Gross Investment

' %
As a final measure of capital/;xpenditures we turn to the ratio
of net to gross investment, the net being, of course, the gross minus ac-

crued depreciation. This is shown in Chart 6.

CHART ¢

as a Percentage of Gross Investment

,

Net Investment in Stocks of Business Plant and Eqillpment'

A (In 1958 Dollars)
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In the case of plant 1nvestmeht, the net-to-gross ratio declined

continuously from 1929 to 1945.
level well above that prevailing before the depression.

8ince then it has risen to.a present
The equiphent

ratio has had a more irregular history, declining during the depression,
rising a little.in the late thirties, and declining again during the var.
Thereafter it rose to a very high level during the late 19408, and has
since receded to a point still notably above its predepression position.
The combined ratio has risen slightly since the early 1950s to a level

vell above 1925-29. This is the result of & more rapid growth of instal-

lations.’ .
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No one with an appreciation of the fallibility of theae‘mensures
vill vish to draw any but the broadest and most genéral inferences from
their use. A few such inferences are worth noting in conclusion.

Normalization <

The period prior to the great depression saw a vigorous and per-
sistent expansion of capital goods activity. The next 15 years was a
period of contraction and stagnation in this area. The early part of the
postwar era, now 25 years in length, was devoted in large part to normal-
izing tre situation-~to repairing the damase’lefq by deprqssion and war. -

. By normalizing we do not mean restoring the situation to what

M, it would have been if the depression and the war had not occurred. These

two calamities have doubtless left permanent scars on the economy, and on
capital goods in consequence. We mean restoring a normal relation, both
qualitative and quantitative, between capital goods and contemporary
economic activity~-actual activity, not what would have been without the
misfortunes of 1930—19&5.

By this test, the normalization appears to be well along, ir
not virtually conplete. Output per dollar of gross investment in capital
goods has substantially exceeded the 1925-29 average. The ratio of net
to gross investment has attained a new high. This means that the capital
goods industries have been living recently, and will have to live here-
after, on"currently accruing needs, without bgnefit qn.the restoration or
normalization process. This should not be. too disturbing a thought; ap-
parently it is years since they have derived any major benefit from this
process. The adjustment has already been made.

Bexogd Rormalization

Normalization of the quality and quantity of the capital goods
stock does not imply that the present situation is satisfactory, or that
current levels of capital expenditure are adequate. There are several
important considerations that argue to the contrary: the increase in the
growth rate of the labor force; the forced expenditures for antipollution
equipment; the essentisl expenditures for energy; the present high per-
centage utilization of capacity; and the economic competition worldwide.
All of these considerations argue for higher ratios of csgital formation
to national product than ve have heretofore considered n r@;%j\

A

To assure adequate performance in the future, government must
maintain and even increase measures to augment the flow of funds as’a
means of stimulating business capital investment. This means, of course,
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‘tial to our national well-being.
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that the present realistic depreciation allowance and the investment tax
credit should remain a permanent part of owr tax law. Beyond this, it is
essential that we eliminate or reduce the present bias in our tax struc-
ture against private saving and capital formation. Finally, because of
the recent rapid rate of inflation, it ia more than.ever necessary that
the government adopt an alternative to historical cost depreciation,

The moral is clear. If we are at all right in predicting higher
levels of demand for plant and equipment, since the enlargement of busi- .
ness investment depends primarily on an increased flow of funds available
for the purpose; there is a pressing need to assure that tax policy en-
courages private saving and capital formation. This is the surest way to
achieve' and maintain the higher rate of economie growth which is essen~

~
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The CHAIRMAN. Now next I would like to call Mr, John Davidson
of the Tax Council. ' : -

"~ Weare happy to have you, Mr. Davidson. We will be pleased to have
your statement, :

" STATEMENT OF JOHN C. DAVIDSON, PRESIDENT AND A DIRECTOR
: OF THE TAX COUNCIL ' .

Mr. Davinson. Thank you, Mr, Chairman.

My name is John C. Davidson. I appear here in behalf of the Tax
Council, of which I am president and a director. The council is a non-
profit, tax policy organization supported by business,

From its inception 8 years ago, the council has stressed the impor-
tance in the ;l)ublic interest of a tax policy which reflects recognition
of the good which capital does. )

Naturally, we of the council have been concerned and worried about
the tendency of some prominent Senators to disregard the importance
of capital in their expressions and actions on tax policy, We there-
fore were especially pleased, Mr. Chairman, that you would schedule
these hearings at this time. _ ‘

Tax Prorosars SEEN HArRMFUL TO PuBric INTEREST

The proposals you have listed as-the subject of the hearings are next
listed, and I hardly need to repeat those. Even if not enacted, these
proposals, collectively and individually, are harmful to the public in-
terest because their advocacy tends to befog the national problem of
‘scarce capital and divert attention from the tax bias against capital-
which contributes so substantially to that scarcity. If enacted, these
proposals would be steps in the wrong direction. :

hat is needed at this stage in history is a legislative program to
undo some of the economic damage of the present tax law, not to add
to that damage. Unfortunately, an anticapital approach has always

characterized, the tax reform movement. Everyone benefits from the =

increase of capital, not just the primary accumulators and users, In- .
stead of taking up time here to discourse on the public interest in
capital, there is appended to this statement a Piece entitled “Capital
and the Public Interest,” which is excerpted from our “A Program
for a gs;pital Conscious Federal Tax Policy,” and may that be
accepte

The CuairMaN. That will be printed at the conclusion of -your
statement. : : .

Mr. Davioson. Thank you, sir, g : :

The areas in which the Federal tax law is biased against capital and,
in the process, against companies and people with the greatest poten-
tial for creating new capital, include: first, double taxation of divi-
dends; and in the case of intercorporate diviciends, when dividends sub- -
;‘ect toa penalty tax on intercorporate dividends are paid out to stock-

olders by the receiving corporation there is a triple taxation.



216

Top rate of tax on corporate profits. Because retained earnings of
corporations are overwhelmingly the major source of growth capital,
a top tax rate on corporate income as high as-48 percent obviously is
biased against capital. BN '

And tHen there is double taxation of capital. When realized capital
gains are taxed first to the owner during life, and then as part of his
estato at death, there is doible taxation of capital.

Then the rates of tax on capital: the bias of double taxation of
capital is compounded by confiscatory rates. When realized gains are
first subject to the regular top tax rate of 85 percent, and then to the
top estate tax rate of 17 {)ercent, there is a tax take of $850 out of each
$1,000 of affected capital.

Then the minimum tax in income: although termed a minimum tax
on income, this enactment treats capital gains which are not income
as an income tax preference. Under present law, this increases the
effective top rate on affected gains 36.5 percent. :
 There have been some proposals before Congress—I do not think
" they are amendments before this committee—which would take that up .

to around 52 percent. This would be a maximum tax. :

While capital gains are subject to the disadvantages of income tax
{,reatment, equality of treatment id-not provided in the case of capital

A home represents the major capital investment of the average
person. While gains on sales of homes and other properties used for
Personal purposes are taxed, there is no provision for deduction of

The steep progression and high rates of tax through and above the
middle-income brackets obviously are biased against the development
of new capital. . ’

The bias is greater in the case of investment income which is taxed at
higher rates than earned income. .

With deductions for depreciation and inventory in cbml;))uting tax-
able income based on original cost, the erosion of capital by taxation
increases during periods of inflation, That is what is happening right
now.

In considering the proposals before you, it is relevant to recall the
atmosphere which prevailed when reinstatement of the investment
credit and approval of the ADR system were the issues in late 1971, At
the time, the opponents of these moves tended to rest their case on a
single point, namely, the amount of idle plant capacity, :

roponents stressed the reasons why complacency about the need for
new facilities was not warranted, and brought in the matter of eco- *
nomic balance. They noted there was no experience which indicated the
Nation could have a fully operating, balanced economy without busi-
ness capital spending holding up its end, and capital formation in it-
self would ‘make the economy flourish. Some of us stressed that scarce
capital was already a major problem of the 1970’ and that, while the
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new investment credit and ADR system might get us back on the track

of strong economic growth, further easing of the tax im?act on capital
could be very much in order within a couple of years. . v

Less than 2 years later, the talk of idle plant cagicity was forgotten .
lore. Even ‘before the oil embargo, capacity ‘was being pressed to the °
limit -and shortages were showing up in many areas of the economy.,
Since then, the Nation has committed itself to an' all-out drive for
self-sufficiency in energy. The needs for evermore capital'grow apace
in other areas. Economists and financial authorities are genuinely be-
wildered as to where the required capital will come from. And yet, the
same people who opposed the credit and the ADR in 1971 are now ask-
ing for their repeal and other tax changes, which would increase the
tax burden on capital. ’ -

Avre they blind, or what is their problem ¢ )

It is understandable why these people could have been so wrong in
1971, but it is not understandable how they could be so wrong at this
time. The shortage which overshadows all other shortages today is of
capital. It is a shortage which is well known to the rest of the world,
but one which has not been so apparent here, _ '

This is no time for pretention that it cannot ha,pgen here, It not -
only can, but it has happened. And in some part, the Federal tax laws
are responsible for the happening. Those who introduced and are ad-
vocating the pending proposals directed at capital would do better
to turn their attention and influence toward removing the tax bias
aga;nst capital in the Federal tax law. That is where the public inter-
est lies. ' -

Because these hearings have not been designed to develop a record of .
policy proposals relating to the tax impact on capital, we have not in-
cluded the Council’s recommendations in this statement. They, of
- course, are included in the program from which the appendix is ex-
cerpted. and if it served the purposes of the committee we would be
happy to have the entire program included in the printed hearings.
We look forward to the opportunity to appear when hearings on com-
prehensive legislation are held. )

In conclusion, if it is not practical to legislate tax steps in the right
direction at this time, the economy should at least be spared any more
steps in the wrong direction. Tt is peonle,~eneral'v who nay the.price
in more inflation and less improvement in living standards when exist-
ing or potential capital is converted into Government spending,

Thank you, Mr. Chairman.

The Cramstan. Thank you very much for your statement, Mr.
Davidson, and the statement “Capital and the Public Interest” will
- also be printed at this point in the record.

Mr. Davinson. Thank you. '
(The prepared statement of Mr. Davidson and information referred
to follows:) . ' '
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Tax_Steps in the Wrong Direction
Statement of John C. Davidson
in béhalf of - The Tax COunci'l
before the
Committee on Finance, Un{ ted States Senate
June 6, 1974 k

My name is John C. Davidson, ‘I appear before you in behalf
of The Tax Council of which I am Prestdent and a Director,

The Council 1s a nonprofit, tax policy orgainzation supported
by business. Our membership includes large, medfumesize and small
companies. Our Board of Directors is a working group drawn largely
from our membership but including some distinguished people in the
field of taxation without membership connections.

" From {ts inception eight years ago, the Council has stressed

* the fmportance 1n the public interest of a tax policy which reflects

recéqnition of the good which capital does.
Natur;ally. we of the Couricil have been concerned and worried
about the tendency of some - prominent Senators to disregard
the' importance of capital in their expressions and actions on tax
policy. We therefore were especially pleased, Mr. Chairman, that
yoh would schedule these hearings at this time, .
The proposals you have 1isted as the subject of the hearings
would --
= Repeal the percentage .de.b‘letion allowances for oil and
gas production
= Eliminate the more rapid depreciation pém!tted under the
Asset Depreciatidn Range (ADR) system
= Phase out the 7 percent investment credit for all property
costing more than 5160.600.
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- Limit the use of the foreign tax credit
- Eliminate the tax savings under the DISC program
- Greatly increase the burden of the minimum income tax
Even 1f not enacted, these proposals, gollect1vely and individually,
are hannful to the public interest hecause their advoéacy ten&s to befog
the national problem of scarce capféal and divert attention from the
tax btas against capital which contributes so substantially to that
scarcity. - If enacted, these proposals would be steps in thé wrong
directién. ’ “ ’
What is needed at this stage in history is a legislative pro-
- gram to undo some of the ecoqomic damage of present tax law; not to add
to that damage. Unfortunately, am anti-capital appréach has always
characterized the tax reform mobemeht. Everyone benefits from the |
increase of capital, not just theAprimary accumilators and users.
Instead of taking up time here to discourseon the public interest in
capital, there {s appended to this statement akpiece entitled “Capital
and the public interest" excerpted from the Council's "A Program for

a Capital Conscious Fedefal Tax Policy".

Tax Bias Against Capital

.The areas in which the federal tax law is biased against capita)
and, in the process, against’companies and people with the greatest
1
potential for creating new capital, include: ~ - .

1. Double taxation of dividends. Corporhte income paid\out

as dividends {s doubly taxed’above the small exemption

now provided.

34-639 O - 74 - 15
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7.

8.
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Triple taxation of intercorporate dividends. When dividends
subject to a penalty tax on intercorporate dividends are
patd out to stockholders by the receiving corporation,

there is triple taxation. -

Top rasﬁ of tax on corporate profits. -Because retained

_earnings of corporation are overwhelmingly the major source
of §rowth capital, a top tax rate on corporate income as -
high as 48 percgnt'obViously is biased, against capital.
Double taxation of capital. When realized capital gains are
taxed first to the owner during 1ife, and then as part of his

estate at death, there is double taxation of capital.

Rates of tax on capital. The bias of double taxation of

capital is compounded by confiscatory rates. When realized

! . .
- qains are first subject to the regular top rate of 35 percent,

and then to the top estate tax rate of 77 percent, there is
-a tax take of $850 out of each $1,000 of affected capital,

Minimum tax on tncome. Although termed a minimum tax on

income, this enactment treats capital gains which are not
income as an income tax preference., Under preient law, this
' increases the effective top rate on affected gains to 36 1/2
percent, )
c;giia! lpsses. While capital gains avg subject to the
disadvantages of income tax treatment,-equality of treatment
is not provided in the case of capital losses.
Sales of homes, A hgme represents the major capital .
investment of the average person. While gains‘on sales

of homes and other properties used: for personal purposes are

"

- o

e~
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taxed, there is no provision for deduction of losses,

‘9. Rates of gersor_\al tax. The steep progression and high
}ates of tax through and above the middle income brackets
obviously are biased against the development of new capital,

10.  Rates on investment incc_m. The bias is greater in the
case of investment income which is taxed at higher rates
than earned income.

1. Capital recovery. With deductions for depreciation and
inventory in computing taxable income based on original
cost, the erosion of capital by taxation increases during
periods of mﬂation.

.

Perspective
In considering the proposals before you, it is relevent to recall

the"atmasphere which prevailed when reinstatemént of the investment’
credit and approval of the ADR system were the issues in late 1971,

At the time, the opponents of these moves tended to rest their case on
a single point, namely, the amount ofw‘ idle plant capacity. Proponents
st_res;eﬁ the reasons why complacency about théi‘need for new facilities
-Was not warranted, and brought in the matter of economic balance. They
“noted there was no experience which indicated the nation could have

a fully operating, balanced-economy without business capital spending
holding-up 1ts end, and emphasized that whéen capital formation
flourishes, so does the economy, and when the economy flqurishes. it
needs all the capital formation 1t can get in order to improve pro-
ductivity and counter fnﬂaﬁonary forces.

!
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Some of us stressed that scarce capital was alveady a major
problem of .the 1970's and that, while the new investment credit and
. ADR system might get us back on the track of strong economic growth,
further easing of the tax impact on capital could be very‘much in

order within a couple of years. ' .

Less than two years later, the talk of fdle plant capacity was
._forgotten tore, Even before the of! embargo, capacity was being

pressed to the 1imit and shortages were showing up in -many areas

of the economy, Since then, the natfon has committed itself to an
allout drive for self suffictency in energy. The needs for ever more
capital qrow apace in other areas. Er:oﬂomists and financial
authorities aro genuinely bewildered as to where the required.
capita'l win come from. And, yet, the same people who opposed the ——
credit and the ADR 1n 1971 are now. asking for their repeal and other
- tax changes which would increase the tax burden on capital. Are they
blind, or what 1s theif problem? .

It is understandable why these people coulq.have been_so wrong
n 1971, but it {is not. understandable how they could be so wrong at
this time. The shortage which overshadows all other shortages today
is of capital, It is a shortage which is well known to the rest of
the world but one which has not been so apparent here. This is no
time for pretension that it can't happen here. It not only can, but
1t has happened. And, in some part, the federal tax laws are respone
sible for thé happening, Those who introduced and are advocating
the pending proposals directed at capital would do better go"turn
their attention and influence towards removing the tax“l:ias against .
: capital in the federal tax law. That {s where the public interast lies.,
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Constr'uctf!g’ Polic! Proposals

ﬁecause these hearings have not been designed to develop a
record of policy proposals relating to the tax impact on capital,
we_have not included the Council's recommendations in this state-
ment. They of course are included in thé program from which the
appendix is excerpted, and {f 1t served the purposes of the Com-
mittee we would be happy to have the entire program included fn the
printed hearings. We ook forward to the opportunity to appear when

" hearings on comprehensive legislation are held.

Conclusion '

If 1t is not practical to legislate tax sge;is in the right
divection at this éime. thé economy should at ieast be spared- any
more steps in the wrong direction. It is peaople generally who pay
the price in more inflation and less 1mprovemgnt in living standards
. when existing or potential ca;ﬂta! .1s converted into government :

spending.

Y e
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Capital md\!he public interest. Capital, created by
man, is the setvant of mankind. The service rendered
by cag«al 1s the most important known to the human
race. The societies which have accumulated the least
capital are all tdo aware of this fact, while those which
have accumulated the most are most prone to forget
it. There are neither substitutes for nor shortcuts to
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APPENDIX

)

The p . h er, is just the opp 1t alwa
is where to find the capital, not what to do with it.
While the truth never varies, the fact is more evident
in some eras than others and this is one of the eras
where the evidence abounds. Look at the matters which
teceive so much priority in public attention—~home
building, community facilities of all kinds, pollution

the accumulation of capital in advancing h well-
being in any nation. Capital accumulation comes hard,

and s most efficiently accomplished under the discis -

pline. and incentives of free market economies. After

© using anti-capitali for gaining power, the
over-riding problem of every socialist or communist
regime hecomes one of accumulating capital,

The sacialist experience discloses what free enter-
prise economists have always known: more capital
means advancing standards of living in any society. The
much higher average of real incomes ip America as

compared with othey countries derives from the much ’

higher average of capital per worker here. Despite all
the efforts to portray a fundamental conflict in tax
policy b the interests of the people generally and
the interests of the ace s, owners and users of
capital, the American experience provides the ultimate
proof of the confluence of those interésts, -

. But, ignoring this proof, there is a troublesome in-
difference among polit il and other opinion leaders

in _America to the importance of safeguarding the
capital formation process, To a large extent, this indif-
to the larger-than-life roles

1eti

ference may be attribut
claimed for unions and hy vernment in ad-
vancing real incomes of workers and others. But union
power and government concern for citizen welfare are
not peculiar to America, Where our nation has and still
stands way out ahead of the rest of the world is in the
level of,capital.investment per worker and in related
ph for maintaining and increasing the level
of real incomes. As a matter of fact, whatever the case
for or against upions, and whatever the needs with
which the government is concerned, when their policies
and actions contribute 0 an anti-capital tax policy,
they are shortichanging the very interests they profess
to serve.

It should not be forgotten that older people and
other s are just as d on capital for

- their economic wellbeing as are those in the active labor
force. Just as real incomes of workers here are double
or more the real incomes of workers in most other
nations, so [s the level of real incomes of disadvantaged
people and otherswho

‘ under government prdg .

Even more than attributing economic progress to the
wrong sources, however, indifference to the tax impact
on capital seems to reflect a widespread failure to
understand or be influenced by a fundamental but
simple economic fact-of-life, namely, there is no such
thing as surplus or idle capital.:A pervasive thought
among political leaders and other opinion-mnulders is
that there always is plenty of capital around; the gtob‘-

resi-
dential” campaign, for example, Senator McGovern
talked of employing idle capital for specific purposes.

VQ‘o"y orlargely live on payments -
rams.

and control, the location and development
of new sources of energy, communications-and trans-
rormlon facilities, greater productivity to improve
iving standards here, and compete more effectively
with foreign producers, improvement of conditions in
the least developed areas of the country, and more new
and better jobs to serve the needs of disadvantaged
people, the unemployed and partially employed and
young people just joining the nation’s worE force=all
avte dependent on finding the capital. Look at interest
rates.

The myth of idle capital may exist in part on mis-
understanding as regards capital movements or the
mobility of capital. Capital is moving around all the
time, but from one use to another. In the economic
sense, existing capital alwdys is employed. When capl-
tal moves from one investment to another, other capital
movesinwhere the dis-Investment dccurred. Thus, while
old capital may be used for new ventures, and new
capital man replace capital in old ventures, net in-
crease in the total of investment in any period is de-
pendent on the net generation of capital in that period.

Yesterday’s capital will not be availablR to meet
tomorrow’s needs.

Tomorrow’s capital will never be enough to meet all
the needs which would serve the public interest.

Source: - A Program for & Stable
Capital Conscious Federal Tax Pol?cy.
Tax Policy Committee, The Tax

Council, November 1972, pages 9-11,
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The CHairyaN. Next we will call on Mr. Walker Winter and Mr,
Walter A. Slowinski of the Chamber of Commerce of the United
States, accompanied by Mr. Robert Statham. .

Gentlénien, we are happy to have you. I am sorry that this hearin
puts Xou at-this point where we do not have as much attendance as 1.
would like to have for you. But I would like to see that the entire Sen-
ate knows of your views,

~ STATEMENT OF WALKER, WINTER, A MEMBER OF THE FIRM OF
ROSS, HARDIES, 0'KEEFE, BABCOCK & PARSONS, MEMBER OF THE
BOARD OF DIRECTORS OF THE CHAMBER OF COMMERCE OF THE
UNITED STATES, CHAIRMAN OF THE CHAMBER'S TAXATION
COMMITTEE; AND WALTER A. SLOWINSKI, A MEMBER OF THE
FIRM OF BAKER & McKENZIE, MEMBER OF THE TAXATION AND
INTERNATIONAL COMMITTEES OF THE CHAMBER OF COMMERCE
OF THE UNITED STATES, ACCOMPANIED BY ROBERT R. STATHAN,
DIRECTOR OF THE TAXATION AND FINANCE SECTION OF THE
NATIONAL CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. WinTer. Mr. Chairman, we are very pleased to be here. My
name is Walker Winter. I am a-member of the board of directors of
the Chamber of Commerce of the United States and chairman of its
taxation committee, and I am a partner in the Chicago law firm of
Ross, Hardies, O'Keefe, Babcock & Parsons. |

I'am accompanied by Walter A. Slowinski, a member of the cham-
" ber’s taxation and international committees, and a partner in the
. Washington, D.C., law firm of Baker & McKenzie, and Robert R. -
Statham, director of the taxation and finance section of the national
chamber. ’ '
~ Mr. Slowinski will present the views of the national chamber with
regard to those amendments affecting the taxation of foreign source
income, and I will present the views of the chamber with regard to
the other proposals.

Mr. Chairman, as I said, we very much appreciate the opportunity
to give our views on the tax increase measures that have been proposed
as amendments to H.R. 8217. I will review it very briefly if I may,
Mr. Chairman, and have it included in the record as if read.

OrrostTioN To Tax INCREASES ON INDIVIDUALS AND CORPORATIONS

Mr. WinTER. Let me give you a summary of the chamber’s osition.
The national chamber is opposed to an increase in taxes on individuals
and corporations, The chamber su*)ports the full -retention of the in-
vestment tax credit, favors liberalizing the asset depreciation range
system, favors the retention of adequate depletion allowances, recom- |
mends complete elimination of the minimum tax, sng)forts the. con-
cept of the domestic international sales corporation DISC, supports
retention of the deduction allowed to Western Hemisphere trade cor-
porations, supports full retention of the foreign tax credit, opposes
‘elimination or fragmentation of either the overall liimtation method
or the per-country limitation method of computing the foreign tax
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credit, and opposes any legislation that would increase the tax burden
and undermine the ability of American businessmen to operate in
world markets, For this reason, the national chamber, as detailed in
this testimony, is opposed to most of the tax measures proposed as .
amendments to H.R. 8217.
The overall impact of these amendments would be to fan the fires
“of inflation, send the country into a deeper recession, heap more tax
burdens on individual and corporation taxpayers, add to the shortages
facing the American consumer, destroy jobs, weaken our competitive
enterprise system, and sap the ability of American companies to com-
pete in world markets. :
A word on the procedural aspects of the amendments. We wish to

commend the committee for holding these hearings. The tax revision -
amendments that are the subject of these hearings are of such mag-
nitude and so fundamental to the tax structure that they should have .
the benefit of public hearings and very careful committee consid-
eration; -~ .

The Ways and Means Committee in the House has held extensive
public hearings on tax revision with testimony from over 250 wit-
nesses covering over 7,000 pages. That committee is currently engaged -
in 2 months of markup sessions in drafting tax revision legislation.

JThe far-reaching and complex tax prorosals contained in these
amendments should receive extensive public hearin%s before bein
finally considered by this committee and the entire Senate. Amend-
ments that have such a direct impact on the Nation’s caiptal cost .
recovery system, energy su;:lply, investment abroad, and the Federal
taxing system as a whole deserve far mqre deliberation than floor”
debate alone.

If I may, I will review very briefly these issues,

The investment tax credit was restored in the 1971 act. We reaffirm
our support for the credit and urge that it be retained in full as a per-

- manent.part of our tax laws. Our economy cannot afford the on-again,
off-again approach to the investment tax credit absent a modern capi-
tal cost recovery system equal to our foreign competitors’. It is exceed-
ingly important that the United States’ tax policy not discoura
modernization and expansion of its productive facilities, In the light
of historical high interest rates and the low esteein of equity invest-
ments, everything should be done to augment the cash flow business
needs to'maintain an increased capacity. , A

Now, I will turn to the asset depreciation range. We supported the
asset depreciation range when it was first instituted by Treasury
regulation in June of 1971, and again when it was ratified in the
~ Revenue Act of 1971. We continue to support the full retention-of the

- ADR system. At-the same time we also reaffirm our long-gtanding
preference for a permarnent and flexible capital cost recovery allow-
ance system along the lines set forth in the 1970 Report of the
President’s Task Force on Business Taxation.

" Turning to the minimum tax for tax preferences, amendment 1350
~ of the bill would increase the so-called minimum tax for tax ref-
" erences by reducing the $30,000 exclusion to $10,000 and eljminate

. [
.



227

the deduction for other taxes pnid. Not only are we opposed to these
two amendments, but we are also opposed to the minimum tax and
urge its repeal, " R

With respect to depletion and intangible drilling costs, T think
that has had. complete coverage today. We would certainly associate
ourselves with that. We support and have supported adequate deple-
tion allowanees, and we certainly support. the retention of the in-
tangible drilling costs. . '

In  conclusion, Mr, Chairman, the - real answer is cuttin
expenditures. Most of those who are offering amendments to this
l)il'l are seeking a way to provide tax relief because Federal tax rates

.are too highland .are a great burden on those at every level of the

economy. We think the solution would be to hring E‘edeml spending
under control. Huge Federal deficits have been a primary reason for
the devastating inflation that is the No. 1 problem facing this

- country. No reshuflling of tax burdens will make that problem go

away. :

Legislation has alreadv passed both Houses of Congress to provide
improved procedures for bringing spending under control. That. legis-
lation should be finally enacted and used by the Congress to bring
about a system of prioritics and reduce unnecessary Federal expendi-
tures. Spending reduction ean mean an end to rampant inflation and
can make it possible to reduce taxes across the board for all tnxpayers.

In conclusion I would like to again compliment the-committee for

- holding these hearings. We urge the-rejection of these amendments.
which would place additional tax burdens on individuals—and cor-

porations, These proposals should be given the benefit of extensive
public hearings and the careful consideration of this committee.

Mr. Srowinskr. Mr. Chairman, I am Walter Slowski, and I will be
very brief. I am liaison between the international committee and the

‘taxation committee and will present the views of the national chamber

with regard to amendments affecting the taxation of foreign source
income, and our summary is very brief.

OrrosiTioN To Tax INcreasks on BusiNesses Doiva Businkss
Aproan

The chamber opposes any legislation that would increase the tax
burden of U.8. businesses doing business abroad either directly or in-
Hirectly, including the current taxation of earnings and profits of con-
trolled foreif,rn corporations. We support the concept of the domestic
international sales corporations and retention of the deduction allowed
to Western Hemisphere trade corporations,

We support the full retention of the foreign tax credit currently
allowed to U7.S, corporations for the payment of foreign taxes paid

* both by the 17.S. parent corporations and their foreign subsidiaries.

We oppose elimination or fragmentation of either the overall limita-

tion method or the per country limitation method of computing the
- foreign tax credit. ' ‘ '

Any proposal to tax on a current basis the earnings of foi‘eign sub-
sidiaries of 1].S. companies referred to as controlled foreign corpora-

tions should be rejected. The national chamber opposes any changes

in the tax law that would permit taxing earnings of foreign manu-

facturing subsidiaries of U.S. companies in the yéar in which they are
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earned rather than in the year in which they are paid. There are sound
reasons for the ;l)resent tax law and any change almost certainly would
result in curtailing American foreign operations, with an attendant
loss of jobs both here and abroad. .

As a matter of tax policy, it would be unsound to tax the income
currently because dividend income should not be taxed until it is
received. A foreign subsidiary of a U.S. corporation is a separafe
corporation incorporated in that country. It is subject to the laws
of the foreign country and must pay taxes to the. host countny. The
earnings of the subsidiary are not a part of the earnings of the parent
until :d ey are distributed and therefore should not be taxed until
received. ¢ Y ’ .

Increasing the total tax burden of U.S. companies operating abroad
would put them at a disadvarntage with foreign competitors who are
not taxed by the mother country on the earnings of their subsidiaries
overseas. In fact, there are at least 25 countries that do not tax these
earnings of foreign subsidiaries regardless of whether or not they
are distributed. In the long run, the only beneficiaries of a U.S. tax on
current earnings of foreign subsidiaries would be our foreign
competitors,

An underlying premise held by those who advocate the current taxa-
tion of subsidiary income is that multinational corporations are
threaumin% domestic employment opportunities by manufacturing
products abroad. Those who support this view do not take a look at
the other side. The facts indicate that an increase in foreign invest-
ment raises total employment both here and abroad. .

Not only does new foreign investment directly create jobs abroad,
it also increases the demand for domestic jobs by increasing the need
for-U.S. materials equipment, and know-how. In a survey of multi-
national corporations conducted by the national chamber, we found
that U.S. employment in 121 firms increased from 2.5 million in 1960
to 8.3 million in 1970. We also found that the trade surplus of 81 re-
qun(;ing companies increased from $1.7 billion in 1960 to $5.1 billion
in 1970, . :

For a variety of reasons, the United States will continue to ex-
perience a balance-of-payments problem. -Unfavorable tax conse-
quences could only further aggravate the situation. Repatriation o
earnings by American industry has now become a positive contributor
to the solution of the balances-of-payments problem, as can be seén by -
the fact that $2.3 billion of earnings repatriated in 1960 grew to over
$7.3 billion in 1971.

On the other hand, very few manufactured goods abroad are shipped
back to the United States by foreign affiliates of American corpora-
tions. In 1957, only 8 percent, and in 1968, only 8 percent of all affiliate
sales became U.S. imports. These figures include the imports under
the Canadian auto pact. ) .

Deferral of taxation on dividends is necessary to maintain equality
with foreign competition. The current taxation of income not yet re-
ceived by American business will only have an adverse effect on U.S. -
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employment, substantially increase the balance-of-payments deficit in
tho long run, and severely weaken our competitive position abroad.

Now, with regard to DISC, as Mr. Winters said, the chamber sup-
sorbed the DISC in 1971 and certainly still does. Besides fpromoting

omestic emp]oivment and helping to improve our balance-o -&myments

position, the DISC is intended to overcome two major disadyvantages
that faced U.S. domiciled exlporters. First, they were not receiving the
tax deferral benefits available to foreign subsidiaries of U.S. corpora-
tions. Second, domestic exporters were often competing against ex-
porters based in foreign countries, who were given far more liberal
tax benefits by their own governments, These disadvantages would
exist today were it not for the DISC. :

Western Hemisphere trade corporations: In 1942 the Western Hem-
isphere trade corporation provision was inserted in the revenue code,
It followed a precedent beginninghin 1918 of special treatment afforded
certain companies to encourage the use of domestic U.S. corporations
for operations in_the Western Hemisphere and especially in Latin
America. Retention of the existing provisions is necessary to continue’
the established avenues of trade with countries in the Western Hemi-
sphere, It is essential to our economy and to the implementation of in-
ternational policies. Without some special consideration, there could
be little incentive to compensate for the special risks attendant upon
investment today in Latin America, where political instability creates
- special hazards such as exproKriation of foreign investment.

The foreign tax credit: The chamber is opposed to elimination or
fragmentation of either the overall limitation method or the per-
country limitation method of computing the foreign tax credit. Both
methods must be retained for American business to compete with for-
eign-owned competition. :

egarding the separate limitation on the foreign tax credit with re-
spect to foreign mineral income, which was the subject of this morh-
ing’s discussion—we would like to note the distinction between foreign
oil and foreign mineral income if we may in this juncture. Amendment:
1320 should be rejected. It requires the use of a separate per-country
limitation in computing the foreign tax credit with respect to income
derived from foreign mineral production where the foreign govern-
ment to which the taxes are paid also holds the rights to, or receives
royalties relating to the minerals with respect to which the income is
derived, or where the foreign country imposes a higher effective tax
rate on mineral income than on other types of income. We believe a

. separate per-copntry limitation should not be mandatory.

In conclusion, Mr. Chairman, we urge the rejection of these amend-
ments, which would increase the tax burden on U.S. businesses doing
business abroad, cither directly or indirectly. These proposals also
should be given the benefit of extensive public hearings and the care-
-ful consideration of this committee,

- Thank you very much. . .

Mr. WinTer. May I conclude, also, just by thanking you, Mr. Chair-
man, for having us here. We very much enjoyed being here to give
you'our views. We would be glad to answer any questions.
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Minimum Tax—Lack oF CoNSIDERATION OF DEDUCTIONS FOR
State Taxes Pam N

The Cuamman. I did want to ask one question. In the debate on .
the 1969 Tax Reform Act concerning the minimum tax provisions,
are you aware of any consideration given to deductions for State in-
come taxes paid, real estate and State taxes paid, or personal property
taxes paid?

Mr, WinTER, I am not quite sure I understand you.

The disallowance of those items? ,

The Cuamman, Well, are you aware of any considerati
%iven to the possibility or the desirability of providing a deduction

rom the minimum income tax provisions for taxes paid to the State
and local governments? . ,
-+ That is what I am talking about. .

Mr, WinTer. I am not sure I know.

Mr. Sraruam. I do not recall that discussion in any of the hearings,
I think there were some discussions in some of the meetings around
the country with regard to this point. But it has been quite a while-ago,
about § years ago, since that discussion was held. So I do not remember
iwjery much about it. But I think there was some discussion along that

ine.

The Cuamman. Well, you are against the minimum income tax, I
understand that. But if we are going to have one, it seems to me that
it might be well to give consideration to more than just the Federal
income tax that is paid. In other words, some people might be paying
a great deal of taxes to government. In the last analysis, as far as the
businessman is concerned, a tax is an expense.

Mr, WinTeR. No (%uestion about that.

The Cuamman. It is no less of an expense whether he is paying it
to the Stateé government, the Federal Government, or the city govern-
ment, and so it would seem to me that if we are ging to"hdve a mini-
mum income tax, if it appears that these peonle have not paid more
taxes, we ought to take a look at how much the]s; have paid the State
and local governments as well as how much they have paid the Federal

. Government,

Mr. WinteR. There certainly should be an overall look at the tax -
burden, Wetried to make that point through the years.

The Cuamman. Thank you very much, gentlemen.

Mr, Winter. Thank you.

[The prepared statements of Messrs. Winter and Slovinski follow :]
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My name is Walker Winter. I am a mem er/of the Board of Directors of the
Chamber of Commerce of the Qnited States and Chairman of its Taxation Committee.
I am also a partner in the Chicago law firm of Ross, Hardies, O'Keefe, Babcock
and Parsons. \ ‘

1 am accompanied by Walter A, Slowinski, a member of the Chamber's Tuxa~
tion and International Committees and a partner in the Washington, D. C. law firm
of Baker and McKenzie, and Robert R. Statham, Director of the Taxation: and Finance
Section of the National Chamber,

Mr. Slowinski will present the views of the National Chamber with regard
to those ameridments affecting the taxation of foreign source income, and I will
present the views of the Chamber with regard to the other proposals.

Mr. Chairman, the National Chamber appreciates this opportunity to present
its views on the tax increase measures that have bean ﬁropoaed as amendments to
H.R, 8217, a tariff measuxe now on the Senate Calendar and soon to be considered
by the Senate.

Summary of er's Position

The Natfonal Chamber 18 opposed to an increase in ta;es on individuals
and corporations, The Chamber supports the full retention of the investment tax
credit, favors liberalizing the Asset Depreciation Range system, favors the re-

*  tention of adequate depletion allowances, recommends complete elimination of the
minimum tax, supports the concept of the Domestic Internationdl Sales Corporation
(DISC), supports retention of the deduction allowed to Western ﬁemisphere Trade
Corporations, supports full retention of the foreign tax credit, opposes elimina-
tion or fragmentation of either the overall limitation method or the per-country
1imitation method of computing the foreign tax credit, and opposes any legislation
that would increase the tax burden and underminé the ability:-of American business-
men. to operate in world markets. For this reasdn the Ngttonal Chamber, as detailed
in this testimony, is oppoied to most of the tax measurés proposed as amendments
to H.R, 8217, ' i
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The overall impact of these amendments would be to fan the fires of infla-
tion, send the country into a deeper recession, heap mora tax burdens on individual
and corporate taxpayers, add to the shortages facing the American consumer, destroy
jobs, weaken our competitive enterprise system, and sap the ability of American

companies to compete in world markets, . .

'

ggocgdurgl Aspects of the Amendments

We commend the Committee for holding these hearinga, The tax revision
amendments that are the subject of these hearings are of such magnitude and so fun-
damental to the tax structure that they should have the benefit of public hearings
and very careful Committee consideration. The Ways and Means Committee in the
House has held extensive public hearings on tax revision with testimony from over
250 witnesses covering over 7,000 pages. That Committee’is currently engaged in
two months of mark-up sessions in drafting tax revision legislation,

The far-reaching and complex tax proposals, contained in these amendments
should receive extensive public hearings before being finally considered by this
Committee and the entire Senate. Amendments that have such a direct impact on the
nation's capital cost recovery system, energy supply, investment abroad, and the
federal taxing system as a whole deserve far more deliberation than floor debate

alone.

Investment Tax Credit

) We are opposed to amendment 1247 {ntroduced by Senators Haskell and Chiles.
This amendment would limit the investment tax credit to assets with a cost basis

of $100,000 or less., The credit would be applicable up to a cost basis of $50,000
' and theﬂ would Le incrementally phased out from $50,000 to $100,000,

The Revenue Act of 1971 restored the investment tax credit to the Internal
Revenue Codé. We reaffirm our support for the credit and urge that it be retained
in full as a petmnnent part of our tax law, Our economy cannot afford the on-again,
of f- again apprunch to the investment tax credit absent a modern capital cost re-
covery system equal to our foreign competitors’'. It is exceedingly important that
the United States' tax policy not discourage modernization and expansion of its
productive facilitlel. We must continue to sttnulato, rather than stifle, the
productive forcea of American industry in order that we may fight inflation, pro-
vide more jobs, and pull this country out of {ts present recessionary difficulties.

.

.
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At a time when the Department of Commerce and the Federal Reserve system
‘,,t"\re.in agreement that capacity pressures are forcing manufacturers to increase out- -
kys, it appears incongruous for Congress to consider adopting policies that re-
tnict investment. Cdpacity utilization estimates for major materials industries
were 95% in the fourth quarter of 1973 compared to 92%% at the énd of 1972, an
almost unsustainable rate, :
The Bureau of Economic Analysis of the U.S. Department of Commerce re-
cently stated:

BEA data on the evalvation of capacity by manufacturers con-
firm the need for additional facilities in the basic materials
) industries. Capacity pressures are also reported to exist in
Y other lines such as small cars, converted paper products and
' machine tools. Pollution abatement requirements have also been
a factor affecting outlays in some findustries; . . . substan-
tial amounts of the spending in pri-ary metals and paper in-
. . dustries are attributable to tl.is F-ceor. .

In addition, the Department of Commerce reported that as of December 31,
1973, companies owning over 547% of all fixed assets in manufacturing reported that
their plant and equipment were inadequate, while 437 deemed their facilities ade-
quate with only 3% stating that their capacity exceeded their needs. This is a-
substantial reversal from two years ago when in March of 1972 only 31% reported
they needed more capacity with over 60% reporflng adequate plant capacity-and 7%
reporting excess capacity. Industries involved in the production of basic mate-
rials such as lumber, primary metals, chemicals, petroleum and rubber companies
accounting for 627% of total assets in materials industries, were in need of more
capacit&. A,
Failure to encourage these industries to expand will result in greater in-
flationary pressurg on.the entire economy. Business is already faced with unpre-
cedented high interest rates which increase the cost of capital, It also finds
it difficult to raise capital through equity markets due to the unpopularity of
the stock market in recent years. . )
In 1ight of historically high interest rates and the low esteem of equity
investments, everything should be done to augment the cash flow business needs to
maintain and increase capacity.
Increased environmental controls and the age of much of the capacity fin
U.S. industries are important factors that should be taken into account in devising
. any system of tax reform, A proper understanding of the impact of 1nf%9tion on

the need for investment capital-is necessary. For example, assuming a 20-year life
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expectancy for plant and equipment, we find a.considerable capital shortfall on
‘the part of industry as it seeks to replace plant and equipment.4 In the past B
{ tenty years the cost of producers durable equipment has risen by 69% and the cost
of nonresidential structures has increased by over 111%.

In looking at our tax laws as they relate to investment the overriding con-
siderations should therefore be: i

1. The shofiage of capacity in basic industries, and

2. The increasing cost of replacing worn-out plant and equipment

at present priéés compared to historic prices and the shortage
- of capital that results from this disparity.

We believe that the investment tax credit and the Asset Dé;reciacion Range
system have been signifiéant factors in encouraging investment in new plant and
equipment. A recent HcGraﬁQHill survey just released in May 1974, indicates that
American business plans to spend $119 billion for new plants and -equipment this
year, Business spending on new’ﬁfﬁﬁfgﬁand equipment shows that the incentive mea-
sures in the Revenue Act of 1971 ;;; working. These new outldys for plant-and
equipment stimulate ronstruction, increase orders for materials, and will :gsult
in increased employment. ) .

An example of how the investment credit can affect productivity in the
United States can be seen from the apparent impact of the previous credit on new
orders for domestically produced machine tools. These orders are viewed as an
important indicator of the future capital spending plans of business. After a
slight decline in machine tool orders in 1964, new orders increased strongly un-
til October of 1966, when the old 7% investment credit was temporarily suépended.
During the period of the suspension, orders dropped moge than 25%. When the in-
vestment credit was restored in 1967, orders began increasing, reaching a peak in
April of 1969, when the credit was terminated. After the termination, new orders
for machine tools decreased mérkedly. In the first quarter of 1971, orders were
over 707 less than their all-time high in 1969. The investment credit was re-
instated in August of 1971, and total orders rose 67%, from $747.3 million in 1971,
to $1.25 billion in 1972.

The ability of this country to create 4obs and reduce unemployment depends
on the ability to equip workers with the tools of production, To equip new workers
requires new investment in machinery and equipment. According to the 1974 Fortune

survey of the "First 500," some of “he industry medians of assets per employee are:

.

.
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g Petroleum refining $149,197 S

Metal manufacturing 43,078
Pharmaceuticals 34,171

B ’ Metal products 21,924

) ' . Apparel 13,306

e mddian for all industries was $28,639.

‘ As the labor force in the country increases in the coming years, we are
- going to have to meet employment needs with huge investments in the capital base.

Projections of the Bureau of Labor Statistics show that during this decade the
total labor force will expand by 15,9 million, with the labor force reaching 161.8
million by 1980. Only with the investment of many thousands of dollars can a job
be creatediior even one worker. Well-paying jobs will tqu‘re tremendous invest-
ments in capital. . - B
We cannot expect to improve the economic.well-being of all Americans in
the years ahead unless we are able to produce more goods at lower prices and pro-
" vide for the employment needs of our society. To.turn off the stimulants to capi-
tal investment in this country can only retard our efforts to meet our national
goal of prosperity and a high standard of living for all our cftizens.
e 1f we are to be effective In our fight against inflation, we must attempt
“to ;ncrease productivity. Any attempt to discouragé investment in new plants and
.. —equipment will discourage productivity and contribute to the inflationary spiral
by dLscou}pging'increases in supplies of scarce commodities. ‘Increasing supplies
and reducing demands is the proper way to fight inflation., Increasing produc-
tivity is the effective weapon against this worst '"tax" of them all. At a time
when the country is faced with a huge inflation we must not discourage productivity.
An amendment, such as 1247, creates uncertainties in the tax law., It cre-
ates instability., It creates fear in the minds of businessmen who are considering
long-term investment that another shift in tax policy will upset reasonably de-
veloped programs, This instability tends to discourage buginess from making major
investments la néw job-producing ventures. The investment tax credit has been sub-

jected to two suspensions in the pastsgight years, Another modification at thts

tax policy.

time would not be in the {nterests of go
ization and expansion of the nation's

' , . Amendment 1247 would discourage mode

productive facilities, increase unemployment;
retard efforts to fight inflation. )

create uncertainties in the law, and

Asset Depreciation Range System
AméﬁéQEﬁE‘TBiG sponsored by Senator Nelson, amendment 1247 sponsored by

o>

34-639 O - 74 - 16
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Senators Haskell and Chiles, and amendment 13;0 sponsored by Senators Bayh, Clark,
//",f”% Hart, Humphrey, Kennedy, Mondale and Muskie to repeal the Asset Deéfeciation Range
‘\sxetem should be rejected, ' T

’ N We supportedgghe Asset Depreciation Range (ADR) system when it was first
"”,f instituted by Treasury regulation in June of 1971, and again when it was codified
in the Revenue Act of 1971. We continue to support the full retention of the ADR
* system. At the same time, we also reaffirm our long-standing preference for a
permanept and flexible capital cost recovery allowance system along the lines set
forth in the 1970 Report of the President's Task Porce on Business Taxation.
The present depreciation practices in this country are grossly 1nadequ&te.
* ) Although the codification of the Asset Depreciation Range system has eased the
situation, it is far from being corrécted, The recommendations of the President's
Task Force on Business Taxation with regard to capital cost recovery should be en-
acted into law. These fecommendations include substituting a capital cost recovery
allowance system for the present system of deductions based on the u;eful life of
property, and allowing full recovery of cost, unreduced by salvage value, in a
period 40% shorter than would be allowed under the 1962 Treasury guidelines for
determining useful lives., While ADR is having an immediate effect on the econOmy,
the full Task Force recommendations should be adopted for their long-range, perma~
nent cffect, : o /

Termination of the ADR system would handicap American business at a time
when modernization and expansion of production facilities are essential to the
achievement of national goals.

As vwe previously stated, any sound ptogran designed to fight inflation,
provide higher wagés, and encourage economic growth must contain as a key elemeit
an increase in productivity. This requires that an adequate capital recovery sys-
tem be permanently worked into our tax stn’ute. By using more modern and ef-
ficlent production facilities, more goods can be produced at a lower cost per unit,

By encouraging American industry to invest in the most modern machinery and equip-
ment available, an effort can be made to reduce inflation,

American business has been paying taxes on its capital. In order to lessen
the effects of inflation on replacement costs, a shorter period for computing de~- “
preclacion should be permitted. Because of inflation, American business has, in

. effect, underdepreciated its assets. This underdeptecistion has led to an over- '
statement of profits and an overpayment of taxes based on those profits, Typically
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a plece of equipment is depreciated at its cost over a long period of time, When

wepla t is n oﬂfy, the cost of replacement has greatly increased due to in-
,./-"ﬂ\{lsslon. This increased cost of replabement must be paid for primarily from earn-
fin

Those who advocate the repeal of ADR frequently refer to the system as
"interest-free loans of taxes." The fact is that a number of businesses in this
country have been sending to Treasury what purports to be a tax on earnings but
what in reality is a contribution of business capital. In addition to taxing the
product of capital, government also is taking somg of the capltal itself,:

It is important that the Congress adopt a tax policy that encoura;;;NEFE‘“

_ replacement of obsolete and inefficient plant machinery and equipment so that Amer-
ican enterprise can increase productivity, provide jobs at the highest wages in
the world, and maintain American leadership in the world markets. Amendments 1247,
1316 and 1350 would do the opposite and should be rejected,

Minimum Tax for Tax Preferences .

. Amendment 1350 proposed by Senators Bayh, Cla;#. Hart, Humphrey, Kennedy,
Mondale and Muskie, .and‘amendment 1324 proposed by Senator Nelson, would increase
the so-called minimum tax for tax preferences by reducing the $30,000 ;xclusion
to $10,000, and eliminate the deduction for other taxes paid, Not only are we op-

~po§§d to these two amendments, but we are also opposed to the -minimum tax and urge
its repeal. i

The Tax Reform Act of 1969 instituted the minimum taxj\\cenerally, this

" {s a flat-rate 10% tax on "tax preferred" items in excess of $30,000 per year and
the income taxes imposed for the“gniiyqar. _This tax applies to corporations as

well as individuals. : - ’ .

In 1969, we opposed the adoption. of a ‘minimum tax." We acknowledged the
problem that,aome\inéividuals may avoid taxes, but urged review of those specific
provisions deemed improper, rather than adoption of a minimum tax. Tax deductions,
" credits, -and exclusions should not have as their purpose the granting of special

privileges to any cliss. If there are instances where this occurs, the particular
deduction, credit or exclusion should be modified. [
New taxes, such as a minimum tax, often gain popular acceptance by being
_directed initially at the wealthy; but, in the long run, there is a temptation to
«  1increase the burden and scope of a new tax until it applies to virtually all tax-
payers. These amendments tend to validate our concern. Reducing the $30,000 ex-
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1
emption to-$10,000 would place the mini&um tax on middle income taxpayers and/
¢liminating the deduction for income taxes paid penalizes those who are already
paying taxes. ) -~ :

Sound tax policy should not penalize a corporation for vigorously con~
duccing its lcade ar buaeiness, but that is exactly what the present minimum tax
“WYoes. The pro?osed.amendments could only compound this reenlt. The amendments
could deal a severe blow to private capital formation and develdpment of essential
energy resources -- the worst thing that could happen during a national energy
crisis. ’

’ Proponents advocate the minimum tax because certain persons in higher in«
come brackets selcctively carry on personal and business activities for which the
7 tax laws provide deductions, exclusions and exemptions available to all taxpayers.
- Those provisions were placed in the tax laws by Congress because they were con-
sidered to be needed for reasons of fairnéss, because they were in the best inter~
ests of the nation, or because there was a constitutional question involved, If
Congress determines certain of those provisfons to be improper, they should be
modified. But, a penalty tax should not be imposed on those ‘who are properly con-
forming with the provisions of those laws. These amendments could completely un-
dermine the deductions granted and destroy their effectiveness without any real
# consideration of their merits,

The minimum tax, in considering only the federal income tax paid, ignores
an individual's or corporation's total tax burden and contributions to all levels
of government, The additional tax liability has complicated the tax law and in-~
éreased the complexity of filing income tax forms. The amendments, if adopted,
would make a bad tax .substantially worse, The "Minimum Tax for Tax Preferences"
would no longer retain even a scmblance of being a so-called minimum tax., ‘It
would in effect be’an “additional" tax applied to an arbitrarily selected list of
tax provisions contained in the Internal Revenue Code. The long-range effect of
a minimum tax is to 1ng£ease inequities and provide disincentives for particular
activities already endorsé% by Congress.

- Instead of increasing the tax burden through the minimum tax as is proposed
in amendments 1324 and 1350, we urge that the minimum tax be repealed in its en-
tirety. !

Degletion and Intangible Drilling and Development Costs
Amendment 1321 sponsored by Senator Nelson would repeal oil depletion rates

.



239

on oil wells, and amendment 1322, also sponsored b§ Senator Nelson, would repeal
he intangible drilling and development costs for foreign exploration of oil and
8 wells., Amendment 1326/sponsored by Senators Ribicoff, Magnuson and chkcbn;
nd amendment 1350 sponsored by Senators Bayh, Ciark,, Hart, Humphrey, Kennedy,
Mondale and Muskie wéuld repeal thelpercentage depletion allowance for oil and
gas with certaln exceptions. ,
. Ve are opposed to these amendments. Our energy situation is critical.
Any adverse changes made, in the tax laws with regard to natural resources could
serfously impair thcvcompetltive position of American compcnies engaged in the’
'« _search for domestic and foreign energy sources,

Long established tax provisions promote the development of energy supplies.
1t is exceedingly important that the tax policy of the nation not discourage in-
Jv;stment‘needed for the modernization and expansion of its productive facilities.
The -tax policy of Ehe United States toward the energylcompanies could determine
the outcome of the energy crisis. 1f taxes are increased, the sources of capital
can certainly be expected to diminish, or the willingness to invest in the search
for ney reserves will be {impaired. '

| Critics of current tax laws applicable to both domestic and foreign oper-
ations’assert that elimination of foreign percentage depletion would likely lead
to increased dpmeatlc petroleum exploratxon and development. There 18 no evidénce
that supports’ this conclusfon, To the contrary, any advetae change in the tax
laws could aggravate the enexgy crisis by(discouraging further exploratton, devel-~
opment and production of all known energy sofrces.

Tax laws must recognize that rising anergy demands {n this nattﬁﬁ’iéquire
the constant development and maintenance of a ﬁealthy energ§ industry, As explor-
ation and development of energy resources grow more difficult, more costly, and
financially more hazardous, venture capital wili continue to be attracted to this
field only if the reward for success is commensurate with the risks involved. .
Therefore, to meet national needs and to assure ;eplaéement of exhnustea mineral
assets, the tax laws shruld provide that all nonrenewable natural resource indus-
tries be granted adequate depletion allowances.

The Real Answer to Cutting Taxes

* Let us face up to the real problem. Most of those who are offering these
4 amendments are seeking a way to provide tax relief because federal tax rates are
too high and are a great burden on those at every level of the -economy.
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Why not face up to the real solution -- bring federal spending under con-
trol. Huge federal deficits -have been a primary reason for the devasting infla-
tion that is the number ong¢ problem facing this countr§. No reshuffling of tax
urdens will make that problem go away. '

Legislation has already passed both houses of Congress to provide improved
procedures for bringing spending under control. Thi£ legislation twild be finally

- enacted and used by the Congress to'bring about a system of priorities and reduce
unnececsary federal expenditures. Spending reduction can mean an end to rampant
inflation and can make it possible to reduce taxes across the board for all tax-
payers,

'

Conclusion

In conclusion I would like to.efain compliment the Committee for holding
these hearings.” We urge the rejection of these amendments which would place ad-
ditional tax burdens on individuals and corporations. These proposals should be
given the benefit of extensive public hearings and the careful consideration of
this Committee., . = ., - T :
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1 am Walter A. Slowinski, a member of the Taxation and International
Committees of the Chamber. I will present the views of the National Chamber with
regard to those amendments affecting the taxation of foreign source income.

Summary of Chamber's Position )
The National Chamber opposes any legislation that would increase the

tax burden on United States businesses doing business abroad either directly or
indirectly, inélud{ng the current taxation of earnings and profits of controlled
foreign corporations, We support the concept of the Domestic International Sales
Corporations and retention of the deduction allowed to Western Hemisphere Trade
Corporations., We support the full retention of the foreign tax credit current-
ly allowed to United States corporations for the payment of foreign taxes paid
both by the United States parent corporations and their foreign subsidiaries,

We oppose elimination or fragmentation of either the overall limitation method
or the per~country limitation method of computing the foreign tax credit,

Taxation of Earnings and Profits of Controlled Foreign Corporations

. Amendrfent 1323 proposed by Senator Nelson to tax on a current basis the
earnings of certain foreign subsidiaries of United States companies referred to
as controlled foreign corporations should be rejected. The National Chamber
opposés” any changes in the tax law that would permit taxing earnings of foreign
manufaciuflng.substdiaries of United States corporations in the year in which

they are earned, rather than yhen they are paid to the parent company as dividends,

as at present. There are sound reasons for the present tax law.and any change
almost certainly would result in curtailing American foreign operations, with an

attendant loss of jobs both here and abroad. .
Prior to 1962, foreign source income of a foreign subsidiary was not .

subjected to United States tax until the earnings were repatriated, that is,
transmitted to the United States in the form of dividends. In 1962, the concept
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of current taxation of Subpart I {ncome of controlled foreign corporations was
‘//"\] lntroduccd lnto the federal tax lst. This concept provaded that those profits
~derived from certain categories of foreipn income nast he veported pro rata

by the corporation's United States' shareholders, even though not distributed

-
.

Certain exceptions to the curpefit taxation of Subpirt F income were made

to them,

- partly because other countries did not t;x théir domestic subsidiaries on fdréagn
earnings until such earnings’were vepatriated as dividends. If foreign subaid-
faries were to be taxed on a current basis as provided for in amendment 1323,

it would require either the United States parent to pai a tax on dividends it

has not received oé force the foreign subsidiary to pay dividends to its United
States parent to help finance the tax the parent has to paf. The effect of ei-
ther of these would be highly detrimental to the financing of American operations
abroad. )

As a matter of tax policy, 1t would be unsound to tax the income current=~
ly because dividend income should not be taxed until it is received. A foreign
subsidiary of a United States corporation is a separate corporation incorporated
in that country, It 18 subject to the laws of the foreign country and must pay
taxes to the host country. The earnings of the subsidiary are not a part of
the earnings of the parent until they are distributed and therefore should not
be taxed until received. This is in contrast to the recognized policy that a
domestic corporation with branch operations abroad is taxed currently on the in-
come received. , .

Increasing the total tax burden of United States companies operating
abroad would put them at a disadvantage with foreign competitors who are not
taxed by the mother country on the earnings of their subsidiaries overseas.

In fact, there are at least 25 countries that do not tax these earnings of fot-
eign subsidiaries regardless of whether they are distributed, In the lopg run,
the only beneficiaries of a United States tax on current earnings of foreign
subsidiaries would be our foreign competttors.

An underlying premise held by those vho advocate the current taxation
of subsidiary income 'is that multinational corporations are threatening domestic
employment opportunities by manufacturing products abroad. Those who sdpport
this view do not take a look at the other side., The facts indicate that an in-

- crease in foreign investment raises total employment both here and abroad, Not
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nly does new foreign investment directly create jobs abroad, it also increases
th¢ demand for domestic jobs Sy increasing the need for United States materials,
eqipment and know-how. In a survey of multinational corporations conducted by’
ational Chamber, we foux;d that United States employment in 121 firms in-
reased from 2,5 million in 1960 to 3.3 millfion in 1970, We also found that

the trade surplus of 81 responding companies increased from $1.7 billion in 1960
to $5.1 billion in 1970.

The United -States will continie to experience a balance-of-payments
probla'n.- Unfavorable tax consequences cou{d only further aggravatje the situ-
ation. Repatriation of earnings by American industry has now become a p&aitive
contributor to t;he solution of the the balance-of-‘payments problem as can be
_seen by the fact that $2.3 billion of earnings repatriaceé in ‘1960 grew to over
$7.3 billion in 1971, On the other hand, very few manufaccure'd‘g?ibda abroad
are shipped to the United States by foreign affiliates of American corporations,
In 1957, only 67 and in 1968, only 8% of all affiliate sales became United States
imports. '

Deferral of taxation on dividends is necessary to maintain equality with
foreign competition. The current taxation of income not yet received by American
business will only have an adverse effect on United States employment, substan-
éially increase the balance-of-payments deficit in the long run, and s;warely
weaken our competitive posi::ton abroad.

Domestic International Sales Corporation (DISC)

Those amendments providing for the outright repeal or curtailment of

DISC benefits as contained in amendment 1318 sponsored by Senator Nelson, and
. amendment 1247 sponsored by Senators Haskell and Chiles, amendment 1350 sponsored

by Senators Bayh, Clark, Hart, Humphrey, Kennedy, Mondale and Muskie, and amend-
ment 1302 sponsored by Senator Tunney should be rejected. We e;:preased support
to this Committee in 1971, and again express our support for the concept of a o
Domestic International Sales Corporation,

The DISC provisions were codified in the Revenue Act of 1971, A DISC is
a special type of United States corporaticn engaged in the business of export
sales. It is not subject to income taxes, although its shareholders are treated
as receiving 50% of the DISC's income, The other half may be retained by the
DISC and reinvested in its export business, ggl\kally without liability for fed-

eral’ income tax.

.



o
'._.,.,. ',.‘

Besides promocing domescic emplpyment and helping to improve our bal~ «
nnce-of-paymants posicion, the DISC ie inteﬁded to overcome two mjor ,d:l‘advan-
tages that faced United States domiciled exporters. Pi:at, they were. not re-
ceiving the tax deferral benefits available to foreign subsidiaries of United
States corporations. Second, domestic exporters were often competing against
exporters based in foreign countries, who were given more liberal. tax benefits
by their goverm\entnL These disadvantages would exist today, were it not for

" the DISC provisions.

The DISC provisions now provide tax deferral opport'uni.ties for domestic
exporters where previously they were available just to American exporters using
foreign subsidiaries. Also, the DISC allows firms that are too small to operate
through foreign subsidiaries to enter the export field, It is now esti;nated
that quer 5,000 elections>have been made ta become a DISC. The tax deferral
may not be large in mn& cases, but the cumulative benefit will provide a sub-
stantial increase of working capital for further export development,

DISC places the American exporter in a more competitive position in
world trade and in the search for world markets, Foreign countries have a vari-
ety of incentives to encourage foreign trade such as the European Common Market's
requirement of the use of the value-added tax which permits member countries to
rebate taxes paid the exporter at the time of the export, and to impose a ta;:
on importers, On the other hand, because the United States uses an income tax,
it is precluded from giving a tax rebate on American exports and imposing bor-
der taxation on imports. e W

In 1971, the United States experienced a $2.7 buuon trade deficit‘.,
its first gince 1893. During 1972, the trade deficit increased to $6.9 billion,
while during 1973, our balance of trade showed a surplus of only $0.7 billion.
Prospects for this year are not encouraging and although a trade deficit is ex~
pected there are few estimates of its probable size, ‘because of uncertainties
surrounding the nation's soaring oil-import bill. It is extremely important that
the DISC provisions be retained to permit expansion in major export markets,

Coupled with the investment tax credit and the Asset Depreciation Range
system, DISC helps our unemployment problem. DISC provides an incentive to Amer=
Ycan businessmen to build up export sales and provide export facilities by using
the undistributed DISC income. It prompts American manufacturers to expand in
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the U_pited States, rather than abroad, thereby increasing employment opportunities
in\this country.
DISC can play a major role toward economic recovery, An increase in ex-

ports' will help lessen the balance-of-payments deficit. Many states have enacted
larallel laws for deferment of state income taxes similar co’liISC provisions to

- further encourage exports. It hag¢ been reported that some foreign firms are’

~ wmanufacturing in the United States in order to take advantage of DISC provlsioné.
it is still too early for a thorough evaluation of the DISC provisions. Any ad-
verse change in the law at this time casting doubt over DISC's could severely in-

hibit those businesses who currently use the provisions or those who intend to .
operate as DISC's in the 'future, ’ e

estern Hemisphere Trade Corporations N\
It would be inadvisable to eliminate the deduction allowed to Western
Hemisphyer’é Trade Corporations as ;;rovtded for in amendment 1317 proboaed By
Senator Nelson. A Western Hemispi\ere Trade Corporation is a domestic corporation
which does all of its business in North, Central, or South America, or the West
Indies, and has at least 95% of its gross income from sources outside the United
States and has at least 907% of its income from the active conduct of a trade or

business,

The special treatment afforded these panies is iry to encourage
the use of domestic corporations for oprrations in the Western Hemisphere. Be-
gloning with the Revenue Act of 1918, which provided for credits for foreign

income taxes paid by domestic corporations, there is a long history of s;iecial

tax treatment for income received by domestic corporations from sources outside "

the United States. Special treatment for Western Hemisphere Trade Corporations

was granted in 1942, to allow United States corporations to compete effectively -

with foreigh local corporations and third-country Eotéign corporations doing

business in the Western Hemisphere.
Today, Western Hemisphere Trade Corporations engage in export activities

that provide a positive stimulus to our balance of trade. Domestic International

Sales Corporation status is denied to such corporations to preclude a double ben-

efit,

Retention of the existing provisions is necessary in order to continue
13
- the established avenues of trade with countries in tt}e Western Hemisphere. It

.
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is essential to our doméstic economy and implementation of 1ntetna§lonal policies.

Without some special consideration, there could be little incentive to compensate

for the specilal risks attendant upon investment in South America, where poliﬂcal

instability creates special hazards such as expropriation of foreign investment,
/-

Foreign Tax Credit - Reduction In Case of Foreign losses

It would be unwise to adopt amendment 1319 proposed b? Senator Nelson
which provides in effect that if a United States taxpayer uses the per-country
limitation in computing the foreign tax credit and reduces his tax on domestic
income by reason of a loss from a fore‘qn country, a portion of the foreign tax '
credit will be reduced when he subsequently receives income from that country.
We are opposed to elimination or fragmentation of either 'che overall limitation
method or the per-country limitation method of computing the foreign tax credit.
Both methods must be retained for American business to compe'te with foreign-
owned competition, .

Under present law, United States companies operating abroad receive a

‘dredit for foreign taxes paid, but only up to the amount of U.S. tax that would

otherwise be due on this income. 1If the foreign tax is higher than the United
States rate of 48% for corporatiom, then the United States does not collect any
income tax because that corporation has already paid taxes of 48% on its 1ncane.
1f the foreign tax rate exceeds the U.S. tax rate, the excéss foreign taxes patd
cannot be used to offset any taxes on domestic income that are owed to the United
States and the excess is borne by the corporate taxpayer. The unused foreign
taxes are an additional cost of doing business abroad.

Since the 1960 Act to amend the Internal Revenue Code, taxpsayers have
had the option of electing either the per-country or overall limitatfon, The
availability of both an overall and a per-country limitation is basically a
recognition of different foreign operating patterns among American taxpa&era.

In many instances, foreign operations of a United States business will be com-
parnnencanzedAaccording to national boundaries and the per-country limitation

1s therefore more meaningful. In other instances, operations in different foreign

countries may be fully integrated with each other, in which case it is the over:
all income tax burden of the operation which is most significant.

Amendment 1319, by requiring a recapture of losses, would tend to dis-
courage smaller and less economically integrated companies from entering into -
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foréign ventures in less developed, relatively high-risk countries. These coun-
tries present potentially rapidly growing markets of the future., This disgourage-
ment would result in yielding a part of these potential markets to companies which ,
are based in countries that encourage such foreign investment,

This limitation on the foreign tax credit would make it movre difficult
for many companies, especially the smaller and less fully integrated co;npanles,
to engage in overseas mineral exploration and development. At a time.of increas-
ing awareress of the limitations of the currently producﬂ;le mineral wealth of
the United States, and at a time when the natfon is experiencing serioys energy
shortages, it seems gspecially unwise to adopt this amen;hnent. ’

Separate Limitation on Foreign Tax Credit with Respect to Foreign Mineral Income

Wé believe amendment 1320 proposed by Senator Nelson shoul-d be rejected.
Amendment 1320 requires the use of'a separate per-country limitation in computing
the foreign tax credit with respect to income derived from foreign mineral pro-
duction where the foreign govermment to which the taxes+:are pa:'ld also holés the
rights to, or receives royalties relating to the minerals with respect to which °
the income is derived, or where the foreign country imposes a bigﬁer effective
tax rate on mineral incomla than on other typer of income. We believe a aeparate
per-country limitation should not be made mandatory.

Amendment 1320 wosld didtriminate against American companies competin‘g for
world mineral resources thiat are so vital to meet the demands of an energy crisis
and assure an adequate supl;ly of minerals for our national defense. The tax laws
must recognize that exploration for, and discovery and development of new mining
deposits has continually grown more difficult, more costly and financially more
hazardous. To compete with growing deman;l'e by foreign countries for minerals, it
is essential that the tax laws encourage mining dnvestment to promote and main-
tain the free-enterprise economy.

The federal income tax laws already hamper participation of United States
businesses in world competit.lon and additional tax burdens would further aggra-
vate this problem. The per-country and overall limitations, in their present
form, are .an important mitigating factor and should be retained. Elimination or
fragmentation of either limitation could result in discriminatory tax treatment
agaﬁinat some form of foreigm business activity.

v
.
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.

Conclusion

In conclusion I would like to compliment the Committee for holding . S
these hea;'inge. We urge the rejection of these amenth;enta which would increase
the tax burden on United States businesses doing business abroad.either direct-
1y or indirectlg. These proposals also should be given the benefit of extensive
public hearings and the éarefu_l consideration of this Committee. '

e
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. The Citamdran. Next we will hear from Mr. Robert McNeill, execu-
tive vice president of the Emergency Committee for American Trade.
Mr. McNEiLe, Mr., Chaivman, it is very late. I shall take about 30 _

STATEMENT OF ROBERT L. McNEILL, EXECUTIVE VICE PRESIDENT
OF THE EMERGENCY COMMITTEE FOR AMERICAN TRADE

Suerort ror Foreraxy Tax Creprr axp Foreiaxy Tax DEFERRAL
; ProvisionNs

Mr. McNEiLL, Mr. Chairman, it is very late. I shall tabe about 30
seconds and simply say that the group that I represent, the Emergency
Committee for American Trade, is supportive of the foreign tax credit

“and the foreign tax deferral provisions in the Internal Revenue Codle.
My statement is addressed to those. We hope that.they are not
changed. We think it would be bad for the country.

And that completes my statement, sir,

. The Crrairmax. We will print your entire statement in the record
at this point, Mr. McNeill, and T will try to see to it that it is consid-
ered by the Senate if and when the amendment is offered that would
replt‘sal this. .

hank you so much. . -

Mr. McNEiLL. Thank you, sir.

The Cuairyan., I am going to recess the hearings at this point and
suggest that we resume our hearing at 2:15 this afternoon. That will

ive us a chance to have a bite to eat and do some other things and
e back here at 2:15. ‘ -

Thank you very much. .
- [The prepared statement of Mr. McNeill follows:]

1
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STATEMENT BY ROBERT L, McNEILL
ON BEHALF OF TUE
EMERGENCY COMMITTEE FOB AMERICAN TRADE
BEFORE THE
4C0M‘MITTEE ON FINANCE
HEARING ON TAX REFORM
June 6, 1974
\
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* SUMMARY OF ECAT JUNE 6, 1974 TESTIMONY ON TIHE TAXA'TION
- OF FOREIGN SOURCE INCOME BEFORE THE C9MMIT’I‘EE ON FINANCE

s

GENERAL
+

U, 8, direct forcign investment contributes substantially to the American
cconomy. Public and private studies clearly demonstrate that the operations of
U, S. multinational firms produce nct balance of trade surpiuses of .several
billion dollars cach year; that overseas investments do not lower but rather raise
their U.S. exports and that repatriated profits carned from overseas investments
contribute many billions of dollars to the U.S. balance of payments,- i

ECAT atrongl;' urges the retention of the foreign tax credit and the so-called
'tax deferral" provisions of the Internal Revenue Code.

FOREIGN TAX CREDIT

The United States imposes income tax on the world-wide income of its
citizens and corporations. To avoid double taxation, the foreign tax credit provides
that a tax dollar paid a foreign government offsets a tax dollar owed the U, S,
government on the same overscas income, The tax credit further ensures that
income earned abroad by U, S, (irms shall pay the higher of cither the U.S. or
the foreign tax rate.

Elimination of the credit system would lead to double taxatica and to effective -
rates of taxation on foreign source income of close to 75% in most of the
industrial countries of the world. U, S, firms could not pay such rates and compete
with firms of other countrics who would be paying the lower national rates of
“about 50%. There would thus be a substantial economic retrenchment. U. S,
companics would be financially poorer. Domestic jobs would suffer,

CURRENT U.S. TAXATION OF %‘OREXGN SOURCE INCOME

The present system taxes foreign source income when repatriated to the
parent firm. Recpatriated profits from overscas investments totaled $10.°3 billion
in 1972, Elimination of the present system -- referred to as "tax deferral” --
would tax overseas earnings in the ycar carned.. This would be so whether the
monties were distfibuted to the U, S, corporate sharcholder or not so that U, S,

. corporate taxpayers could be taxed on profits not received.

""Tax deferral” is meaningful only in those cascs where the foreign rate of
taxatjon is less than the 48% U.S, rate. Since most industridl countries have
corporate income tax'rates closc to the U, S, rate, so-called "tax deferral" has
c¢conoric meaning mainly in regard to profits carned in the developing regions of
the world,

Because of the tax withholding system on profit remittances leaving countries,
it is unlikcly that forcing repatriation of the overscas prolits of U, S, subsidiarics
would benefigdic U, S, Treaiury. Forced repatriation would harm the overscas
competitiveness of U. S, firms, :

- 34-639 O - 14 - 17 :
\AMM//’ '
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STATEMENT BY ROBERT L. McNEILL ON BEHALF OF THE
EMERGENCY COMMITTEE FOR AMERICAN TRADE BEFORE THE
COMMITTEE ON FINANCE HEARING ON TAX REFORM

June 6, 1974

Chairman Long and members of the Commmcc on Finance, I am
Robert‘L. McNeill, Executive Vice Chairman of the Emergency Committee
“for Amer.ican Trade, !am plcased to be here today on behalf of ECAT to
testify on the subject of the taxation of foreign source income. The members
of ECAT arc“the heads of 63 large companies with extensive trading and
investment activities throughout the world. They belicve with me that private
. foreign investment benefits the American economy and that the trade a'nd
investmént activities of multinational companies constitute vital contributions
to the well-being of the United States and other nations.

I will limit my statement today to: (1) the tax-credit provision whereby
taxes paid abroad are credited against the U, S, tax obligation, {i,c., a tax
dollar paia a foreign government offsets a tax dollar owed the U.S. government
on the samo foreign income* and (2) the so-called "tax deferral' provision
whereby the U, S, tax is not le:vicd until overseas profits havé actually been
distributed to the United States parent. ‘

OQOur Chairman, Donald M. Kendall, testified before the House Ways and
Means Coj:;m}h(c‘e;\ April of 1973 on both the foreign tax credit and "tax de(erraﬁ'.

The remainder of my statement is simply a restatemoent of Mr, Kendall's remarks.
. ey
ECAT strongly urges the retention of these two provisions as featurcs of
The—— -
" "U.S: tdx policy. They are designed to achieve the desirable objectives of
»

avoidiny international double taxation and avoiding penalties or benefits on

¥ It is important to note that the foreign tax credit system docs not permit foreign
- taxus to be crodited againa€ U, S, taxes imposed on income derived within the,
United States, It allows the credit only against income earncd abroad.
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foreign versus domestic source income.
Tax credit and '"'deferral' are not peculiar to the United States

system of taxing foreign income, So-called “tax deferral' is a universal

practice and the tax credit mecha:{dsm is nearly so,’ The few couhtries that
do not utilize the tax credit -- for example, France and the Netherlands --

’ do not do so since the';v levy no tax whatsoever on income earned abroad by
K] . .

their nationals. (A credit mechanism, therefore, is'for/them totally

unnecessary.) Thus, the existing United States system of taxing foreign
source income is in complete harmony with the practices and rules of all

our trading partners, . . o

P " FOREIGN TAX CREDIT

PR -
‘ The tax credit simply ensures that income earncd abroad by

U. S, firms shall pay the higher of eithe'r the U.S. 'or foreign tax r;tec. If

the latter rate is the same or higher than the U, S, rate, then nothing is

owed the U,S. Treasury. If the foreign tax rate ia lower, then the U, S,

Treaaury is owed the difference between the foreign and tl’ne U. S, rate of *

48%. In this manner doublc taxation is avoided'and the higher of the two

tax rates is charged. _
Legislation before your Committee would change this to grovidc

that taxes paid {;;rcign governments would bgtreatcld as normal budineas

deductions, regardless of the rate of t(;reign taxation. This would pgmount to

taxing the same loreign'aource income twice and would lead to elfecstive rates
of taxation on such income of about 75% in most of the igqgstri?l/cou;tries

of the world, -«



2564

To illustrate:

Illustration involving a hypothetical U.S, corporation doing business in

Country A . : .
Under Current Tax Credit Provision
Pre-tax Country A source income 3 $100
Counlry A tax (rate of 50%) . 50
Pre-credit U, S, tax (rate of 48%) 48
U.S. foreign tax credit - 48
Net U, S, tax (48-48) ]
Total U, S, and Country A tax
© {0+ 50) . ;. : 50 v
- Under Legislative Provisions That
Would Abolish the Tax Credit
Pre-tax Country A source income . $100
Country A tax (rate of 50%) o 50
U. S, deduction for Country A tax 50
Pre-U, S, tax Country A source
income (100 - 50) .
Net U, S. tax (rate of 48%) 50
Total U. S, and Country A tax ' 24
(24 + 50) ] a4 B

With foreign profits of American subsidiaries subject to tax rates of )
about 75%, there :mdoubtedly would be substantial U.S, business withdrawal from
abroad, leaving foreign mzrk;ats to the enterprisces of other nations. The
consequences to the U.S. balance of payments and to the ecor\o'milc health of the
U,S. economy could be disastrous. This would be so since both U,S. government
'and‘ private studies clearly derhonstrate that the operations of U, S, multinational
firma ‘produce net balance of trade surpluscs of several ‘billion dollars each
year. Their overseas investments do not lowe;rj:;ut ins/t'e_ad raise their U, S,
exports. In addition to theig trade surpluses, ‘U.S. n;ultingti"onal firms
contribute many billions of additional dollars to the U,. $. balance of payments’

through the repatriation of prof‘its earned from their overseas investments, In
©
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1972 these repatriated profite are estimated by the Department nf' Commerce
to have totalled $10. 3 billion. The Commerce Department also estimates that
for 1972 there was an..outnow of 5\3._3 .hinién'lo'r direct investment abroad,
leaving a net surplus on private direct investment account of $7. 0 billion to
the U. S, balance of paymentr. Without these profit remittances and balance
p :

-

of trade ;;urpluscs,, the U.S. balance of payments would be in terrible shape. ,
""I‘he U. 5. economy would furtter lose since these same firms gain } ‘
substantial revenues Irorr; their overseas operations. To lose all or part of
these revenues would hurt their domestic operations. Total revenues would be
smaller as would profits and funds for new U, S, investment. Employment

would suffer as would the U. S, economy.

iIMMEDIATE TAXATION OF FOREIGN INCOME

The second inajor arca of contention concerning taxation of income
earned ‘abroad 15 that of so-called ""tax deferral™”, which would be eliminated
by the same tax reform bills. Elixxxinagior; would mean that a U.'S, tax wé‘\lld
elfectively be levied on all monics earncd abroad in the ‘ycar earnced by the
subsidiary. This would be so whether the monics were distributed to the u. s,
corporate sharcholder or not. [n other words, U.S. corporate taxpayers could
be taxed on profits never received. This would be analogous to requiring
)im’iividual sharcholders of American corporations to pay personal income taxes
on that portion of undistributed corporate profjts used to retire corpor;t:a dobt

or to invest in plants and cq{.\ipmcnt. » /
As a practical matter, "tax deferral” is applicable or meaningful only in

' “those cascs where the foreign rate of taxation is less than the (8% U, S, rate. Where

the foreign rate is equal to or higher than the U, S, rate, there is no tax payment
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due the U.S, Treasury. Where the rates are below the U.S. rate, there is,
of course, the obligation to pay the U, S. the difference between the foreign
and the U. S, rate,

Most industrial countries have corporate income tax rates close
to thA; U.S, rate. Most less-developed countries have income.tax rates lower

than those of the U.S. and the other advanced countries. Consequently, tax

deferral has economic meaning mainly in regard to profits earned in the -

developing regions of the world. A
Direct investments in the less-develoned countrie/s tend to be more
riéky than in the industrial countries of Europe and Canada. Nearly 75% of .
u.s, manufalcturing investments are located in Europe ;nd Canada where the
. .
income tax rates approximate the U, S. level. In addition to gx:eater'comme;zzial
risks in less-developed countrics there are also greater risks of los'ses from
domestic di.sordc;, natic;nalizapion, exchange controls, licensc restr\ictions
and other possible government restrictions, It is precisely because of
thpae risks that such countrics sct their tax rates at rclatively low levels in
order to help compensate for such risks, ‘
Elimination of deferral would make it difficult for American-owned
companies to compete effectively with European, Japanecse, or other foreign-
owned firms operating in the lower tax countries, Non-American firms would
not be required to pay an immediate tax to tr.\eir home countrics on the
difference between the local rate of tax and the higher rate in their home country,

Thus, profits of U, S, firms would be taxed at rates higher than their competitors

in such countrics. The ability of Amcerican companies to compete in these
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countries would be considerably diminished at a time when there is vigorous
competition for the growing markets of the developing nations. From the
‘ S;KOWpoin! of U.S. competitiveness in the less-developed and other relatively

low-tax countries, the deferral climinatiofi would, therefore, be most harmful.

While this might sound somewhat strange, it is unlikely that elimination

of delerra.l would provide significant U.S. tax revenues. This is so for several
'r.easons. One is that the grea.t bulk of U.ST direct‘in.vestment is in industrial
countries with tax rates at or near the U, S, level, as mentioned earlier. In
those countries, therefore, not many U,S. tax obligations are being deferred.
Another reason is that the countries affected would most likely increase their
taxes on profit remittances leaving their borders. Then, the ironic result

of the U.S, climinating deferral \yould l;e'higher revenues for foreign treasuries
and not our own,

Most countx;i'ea of the world. levy, in addition to /incom,e and other
taxes, a special tax on profits that leave their bux:ders. Thie is usually referred
to as a withholding tax on profit remittances. These '"withholding'' taxes

‘ iavm‘age 25-30% of the amount being remitted but are held to much lower levels
of 5-15% b'; virtue of bilateral tax treaties with the Unitcd' States. The U.S. o
has such treaties with 23 of our tradiné partners. Such treaties have many
purposes but basifcally they arc designed to deal with national taxation mea;uros '
that could impede the international flow of gopds and capital, or ar'tiﬁcially
attract foreign investment. ’

_Should the U, S. climinate "fax deterral':, it is reasonable to assume

that companics would be forced to make dividend remittances to the U, S. parent

to provide funds to pay the additional U.S. income tax. Foreign governments

\



258

_ might view this as an extra territorial application of U.S. tax laws to the
profits of their’' corporate nationals -- which foreign subsidiaries of U, S,
firms are~-- and take retaljatory actions. Olnc such action could be ;o allow
the profit remittance "withholding'* tax to snap up; from the lower treaty rate
levels to the higher non-treaty levels. vFor those countries with whom we
do not ha-;c treaties there would be similar incentives to sir;mply rajse their
withholding rates. The consequence, of course, would be significantly higher
withholding ta‘x payments to the foreign government. These..coupled with the
foreign government's own income tax rate, could bring the total tax levy up
to or near the U.S, 48% rate, depending, of course, on the relative rate
structures. Assurpiﬁg existence of the foreign tax credit, the U.S. could gain
but little or nothing whereas the foreign government would have’ collected more
and the American subsidiary would be placed at a serious competitive disadvantage
vis-a-vis its Japanesc, European and other national competitors, since it
‘would have paid substantially higher taxes and have less c;sh available for
investment and other essential business p\irposes.

To illustrates

Assuming the foreign tax credit with a foreign income tax rate of -
36% and a statutory ""withholding' tax on profit remittances of 30% that is

lowered to 15% by a tax treaty with the U, S,, and a dividend distribution

of $40 from the overseas subsidiary to the U. S, parent, the following two

illustrations would pertain:
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. ILLUSTRATION A

Under Profit Remittance Withholding Tax of 15%
7z
Taxable Income

. $100 '
Tentative U, S, Tax at 48% ' 48
Credit for foreign income and
“withholding''tax at 15% rate
($36 + $6) (42)
. U.S.Tax 6

ILLUSTRATION B‘\
Undér Profit Remittance Witholding Tax of 30%'-.

Taxable Income

: : $100 ’
. Tentative U, S, Tax at 48% 48
Credit for foreign income and .
"withholding" tax at 30% rate
($36 + $12) {48)
U.S. Tax 0

I believe this kind of eventuality is likely since many governrriAents
would do all within their means to see that they wére the recipicnts of any

tax payments to be made by their corporate citizens.

Aside from the disadvantagcous economic consequences that are ’
likely to flow from deferral climination, I think it worth observing that‘ it would
discriminate agaiﬁst U.S. sharcholdérs of foreign corporations as contrasted
with shareholders of Gomestic corporations rather than remove a preference -
as some allege, Unlike domestic aharehol.dcrs, U, S." sharcholders of foreign
subsidiaries would be taxed on income which they had not realized and which,

because of devaluation, cxpropriations and exchange controls, thcy may” .
L
never realize.

v

Other witnesses before this Committee have and will detail for you

the positive bencfits of investment overscas by American companies, While

\

I do not want to take the time to recite the conclusions of a major survey
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of 74 large U.S. multinational companies that was undertaken and published

last year by ECAT, I do request that these conclusions, which are given

in the centerfold of the attached brochure, Plain Words, be made an

addendum to this statement. As can quickly be seen from the conclusions,
the multinational comipany is a major contributm" to the well being of the
United States and its economy. I fear that elimination of the tax credit and
deferral provisions respecting taxation of foreign income would severely

cripple that contribution,
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(Whereupon, at 1:20 p.m., the committee recessed, to reconvene
at 2:15 p.m. on the same day.) :

J/ AFTERNOON SESSION
The CHarMANTHIs hearing will come to order, please.

We will now hear from the additional independent oil and gas pro-
ducers who were unabie to appear this morning. ’
e o RN

STATEMENT QF DAN JONES, INDEPENDENT PETROLEUM ASSOCIA-
TION OF AMERICA, ACCOMPANIED BY KENNER McCONNELL, —
PRESIDENT, OHIO OIL & GAS ASSOCIATION; CHARLES FRASER,
SENIOR VICE PRESIDENT, FIRST NATIONAL BANK OF MIDLAND, - -
MIDLAND, TEX.; A. W. RUTTER, JR., TEXAS INDEPENDENT PRO-
DUCERS. & ROYALTY OWNERS ASSOCIATION, AUSTIN, TEX.;
GLENN C. FERGUSON, PRESIDENT, INDEPENDENT OIL & GAS PRO-
DUCERS OF CALIFORNIA, L0S ANGELES, CALIF.; LOYD G. WHIT-

LEY, PERMIAN BASIN PETROLEUM ASSOCIATION, MIDLAND,
TEX.; DANNY H. CONKLIN, PRESIDENT, PANHANDLE PRODUCERS ~ /
& ROYALTY OWNERS ASSOCTATION, AMARILLO, TEX.; E'WARD N.
LITMAN, INDEPENDENT PETROLEUM ASSOCIATION OF THE .
MOUNTAIN STATES, DENVER, COLO.; EDWARD E. RUE, ILLINOIS

.0IL & GAS ASSOCTATION, MOUNT VERNON, ILL; L—M. YOUNG,"

_ WEST CENTRAL TEXAS OIL & GAS ASSOCIATION, ABILENE, TEX.;
AND BURT H. MURPHY, NEW MEXICO OIL & GAS ASSOCIATION,.
SANTA FE, N. MEX. '

¥

STATEMENT OF DAN JONES

Mr. Joxes. Mr. Chairman, my name is Dan Jones, executive vice
{)resident- of the Independent Petroleum Association of America. Mr.
Miller, because of a prior commitment, had to leave, As you see, we °
have several additional witnesses. In' the interest of time, we would
like to submit their statements for the record, and then ask each
of the witnesses to make a comment on some portion of the problem
here that was not touched upon this morning. : .

The Ciamrymay. Thank you very much. We will print in the record
each one of these statements by the witnesses. and at the conclusion of
their statements we will add the additional statement that they might
make at this point, so that the record will have it all. Would you care
to designate who should be called on first, Mr. Jones? ‘

Mr. Joxgs. Mi. Charles Fraser; he is a banker from Midland, Tex.
He has a different viewpoint than was covered this morning. I would
like to call on him first. . - ' ’

The Crratraax. All right. please proceed sir.

Mr. Fraser.

Mr. Fraser. Thank you, Mr, Chairmsn. -

STATEMENT OF CHARLES D. FRASER

I am Charles D. Fraser, from Midland, Tex.; and-T work with the’
First Nationai Bank of Midland in the capacity of senior vice presi-

b

-
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dent, loan officer, and petroléum engineer in charge of our oil and gas
department. I have worked in the Permian Basin since 1958, and I
‘am a petroleum engineer, having a bachelor and master’s degree from
the University of Texas. ) ’
As Dan suggested, I am going to skip to some of the points I would
like to make out of my written testimony. o :
_First of all, the Permian Basin still provides almost one-fourth of
. this Nation’s daily domestic supply of crude oil. And the Permian
Basin is located in West Texas and southeastern New Mexico, and is
a geologic definition relating to the sedimentary sequence. : o

Inoreasep Orn PropuetioN 1N 1974
.

~ Addressing myself to Mr. Mondale’s comments, I would like to point
out that comparing May of 1974 with May of 1973, the Permian
Basin was producing 39,000 barrels a day more than it did last year.
We have about, 50 to 60 rigs more running this year than we had last
year. We are running about 246 or 247 rigs.
Now, we have had an activity explosion. Our bank keeps activity
indexes, and for the sake of time we will not try to cover all of these.

“ . I would note the airline boards in Midland, Tex., are up 8,000 per
month over this time last year, from what we feel ood-indiea——
 tion of the efforts of the industry. Our business is the oil business.

Errects oF Repucize DEepLETION ATLLOWANCES o .

Now, we have recognized that for the past 15 years we have had a
continuing deterioration in our economy, and most of the reasons for
this deterioration have been pointed out. I would like to address the
punitive legislation—or as we saw it, punitive—in the 1969 Tax Re-
form Act, where the depletion allowance was cut, and the carved out

- -and ABC means of raising capital, were eliminated. And I would like

to address those from the standpoint that we saw immediately there-

. __after an increase in the price of oil by about 25 cents a barrel: And

also, the value of our loan collateral dropped. T have my nercenta%e

figures. But each producer’s property value dropped. The royalty

owner’s property value dropped. Our area definitely suffered immedi-
ately after that bill was enacted.

EvarLvationN oF A Sxaary Om. Loan

- Skipping on over, and in preparation for coming here, I hurriedly
‘extracted from our files an evaluation of a small oil loan made to an
individual independent oil man. I looked at the line of credit that -
earlier this year, about 3 or 4 months ago, we increased to-a total loan
of $110,000. T made some quick calculations as to the effect of eliminat-
ing the depletion allowance total on this one individual. Our bank
strives to get its oil loans repaid, or at least turn that loan over every
36 months, and we diq this by requiring monthly  payments. In this
particular case, our loan exéeeded our normal guidelines by about
1 year. In other words, we had a 48-month loan, nnder existing law,
compared to what we normally want; we were a little stretched. The
effect of eliminating depletion allowance was to increase this loan paid
.outf rom 4 out to 514 years, '~ o .

- In addition, we are well aware that our engineering and geological
techniques for forecasting future production are, to say the least,
imperfect. And therefore, we try to be cautious in our lending, but not

" “in our estimation of what wells or properties will produce.
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However, if we were unfortunate enough in this particular loan to
have overestimated the customer’s production and underestimated his
operating costs, say, 8, 4, and 5 years out in the future; and if we
suffered a loss of depletion allowance and maybe some other things,
we could be into a situation of what we call “work-out loan,” consider-
ing this man could not borrow any more money.

I also viewed these figures as if a man were coming in today to

borrow that $110,000, and whether or not we might lend him that
money on this same property.

Considering the fact that we are faced, as bankers, with trying to
understand the windfall profits tax, cutting depletion allowance, and -
_ ?thg}' such measures, we have already become more conservative in our

ending.

For instance, we do not, use a $10-per-barrel price in any loan ap-
praisal. The most we use is about $6; and whateéver comes out in the
windfall profits tax proposal, we do not feel we would be safe in lend-
ing at the $10 })rjce. That is not to say we do not think it is justified;
eel it is prudent banking at this time.

In this customer’s account, the effect of eliminating the depletion
allowance would have caused us to tell him that we could not lend
him any more than $80,000, compared to the $110,000 line of credit he
already has. In other words, his ability to borrow has been cut by
roughly $30,000, or some 27 percent.

" Now, we fooked at that as money that has gone out of our economy,
and it will not be there. This fellow has promoted no less than five
- drilling fields a year for the last 7 years, and T know that all of his
money goes back in the ground. And from the banker’s view, we are
faced with terrible uncertainty. We would hope that—well, we would
like to point out that this sort of thing mushrooms. You have got 10,000
independents, and if they are all faced with sort of a drop in their-
borrowing abilitv, then the whole system is in-trouble and, in fact,
our bank may well be in trouble.

.- To more or less summarize, my feelinas and the feelings of our
"board—and by the way, our bank board feels very strongly about this
situation, and it is hopeful that we can avoid undue problems in
legislation—however, we prefer no legislation and pray for good
legislation. . '

- That is about all I haveé to say.

The Cuamryan. Thank you very much.

* PossiBrLe EFrFects oF RETAINING DEPLETION ALLOWANCE FOR SMALL
Propbucers

Let me ask you, how much would it help matters if we would repeal
the depletion allowance; but retain it for producers wlio have 3,000
barrels per day production or less?

Mr. Fraser. Well, Senator, my view of that is, I think we are ad-+
- _dressing ourselves to two questions. For the industry and the country

“ns a whole, T cannot subscribe to such a provision. I think that is wrong.
In fact, T have prenared an explanation of depletion allowance that has.
been kicked around. I believe the theory of depletion is proper. I think
the percentage is questionable. - L

In the sense of your asking, it would be better for my.bank and its
customers if everybody that had 3,000 barrels a day or less production
had depletion, well, yes, it would help us a great deal, because most
of my—I have very few customers who have more than 3,000 barrels

Q3

a day production.
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But I am opposed to the idea of eliminating depletion allowance for
an%one.
he CrairMaN. Thank you very much, sir. -
Mr. Jones. Mr. Ken.Mcéonnell.

STATEMENT OF KEN McCONNELL

Mr. McConnELL. Mr. Chairman, I am Ken McConviell, president
of the ‘Ohio Oil & Gas Association. Our assocation is made up of
hundreds of small independent producing companies, who have sev-
eral thousand employees, plus hundreds of royalty owners.

Tax Prorosars Courp ELiMINATE OHIO AS AN Ixn_g:_t;ExDENT
' PRODUCER

We have already submitted my testimony, which you have, and in
the interest of time I would just like to make a few very brief remarks.
I have spelled out in my testimony what our actual percentage

_ depletion was in 1972 and 1973. In 1972, it was 11.8 percent; in 1973,

it was 9.81 percent. The purpose of saying this is that even though you

t 22 percent, unless you have got some very large wells, you have a
imitation of 50 percent of your net; and you do not realize the full
22 percent. You may on a few wells, but a lot of wells you do not get
any depletion on. :

geeond,we in Ohio just feel that the removal of either intangible
drilling or the excise tax, which is a very nebulous thing; or the re--
moval of depletion would absolutely remove Ohio as an independent
producer, because we need the intangible and ihe tax’ incentives it
order to stay in business. '

Thank you verly much.

Mr. Joxes. Ed.

STATEMENT OF EDWARD LITMAN

Mr. Lityan. Senator, my name is Edward Litman. I am executive
vice president of the Echo Oil Corp., Casper, Wyo., which ‘is a small
public-owned corporation which was formed in 1968. We are engaged
solely in exploration and production of oil and gas. . '

It'is also my privilege today to represent the Independent Petroleum
Association of Mountain States, headquartered in Denver., Colo. I am
on the executive committee and a past vice president of the Rocky .
Mountain Oil & Gas Association, and a past president of the American
Association of Petrolenm Landmen. g ) .

I want to just touch on a couple of points that I think may have
been touched on briefly here today, Senator. o

Errect oF O1L ANpUsTRY ON. WYOMING

. First, there was some mention made earlier of the impact on our in-
dustry of the various States, and I would like to point out, even to
those that are not in attendance, that one out 6f eight people in Wyo-
ming depend on the oil and gas business for their livelihood. The State
of Wyoming as a total entity receives approximately 60 percent of its
total revenue from the oil and gas industry in the form of taxes and -
royalties, et cetera. : : ' :

One iricredible myth that I would also like to explode today is the,

~media image that our industry pays no taxes. Our industry is one of
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very few that pays State taxes on the basis of gross income. Perhaps
the best example 1s our own small company. .
Our-oil and gas sales are presently running at the rate of approxi-
mately $800,000 per year, primarily in Wyoming and Montana, where
the tax rate varies from 8.5 to 14 percent. Our gross production taxes
to those two States are presently running at over $84,000 per year. This
amounts to more than 10 percent of our gross income from oil and gas
lrevenues. These taxes are also paid during the years of corporate
osses. .
Another point I would like to make is our company has suffered
modest annual corﬁorate losses during the past 4 out of the past 5
is current year—partly because of increased prod-
uct prices and partly due to successful exploration and secondary re-
covery projects and increase in production actually, we are beginning
to show corporate profits. . - o .
We, like many others, have continued to play the hand we have been
dealt. We have continued to stay fully invested in our industry, includ-

0 0 A

- ', ing our borrowings and equity financing. . :

‘event, not al

We haye touched here several times today on the venture capital for
the drilling of wells. I think it is also significant that a great deal of
venture capital goes into corporate equity financing, and this needs to
be available.

Our company has just under 1,000 shareholders who must, as the
commercial f.{oes, be bullish on America, at least-to some degree. In any

of their money is in CD's, Corporate investment and ven-
ture investment must be designed as a reasonable alternative to"CD’s
in my view. Certificates of deposit do not make products; they do not

" fun cars; they do not heat homes; and they do not make payrolls.
CD’s, excluding those of the.,‘elderlly and certain other instances,
a

represent decadence, slothfulness, and laziness, in my view, &1l of which
are contrary to America’s work ethic and economric history of the
Nation. ‘ - . ‘

I think those are the primary points I would like to leave with you

today.

* Thank you. L ' .
The Cuatrymax. Thank you very much for your statement.

STATEMENT OF LOYD G. WHITLEY

- Mr. Warteey. I am Loyd Whitley of Midland, and I an; employed
by Adobe Oil & Gas Corp. in the capacity of vice presigent of finance.
I'am also a director of the corporation, a publicly held company.

PerceENTAGE DEPLETION AND THE INDEPENDENT

The point T would like to make this afternoon is that I took the p,ei:-
centage depletion that was allowed by our small company and tried
to apply that to the whole independent force; and see what reduction

- we would have in exploration as a result of the elimination of per;

centage depletion, « . .

Adobe’s income for the year, 1972 and 1973, would have been-re-
duced by $508,000 and $669,000, if percentage depletion had been
eliminated. In other words, our tax bill would have been that much
greater. Since our small company does reinvest all of its cash flow, over
and above débt service,.in the 6il business, it would be logical to assume
that we would have dorme that much less drilling if we had had to pay
that much more income tax. : \.\

w
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. “The average well costs, over these 2 years, were $178,000 and $142,000
. per well produced in the year. On this basis, Adobe would have com-
pleted 2.83 less wells in 1972, and 4.7 less wells in 1973, if percentage
depletion had not been available. -
ince the average independent is approximately one-twelfth the size
of Adobe—and I made that computation by taking the so-called
majors’ production from the total production of the 9,200,000 per day,
and came up with approximately 25 percent of the production as at-
tributable to independents, and applying this to the 10,000 independ-
ents throughout the United States—and this is assuming there is no
reduction in the number of independents—as a result of depletion
elimination, this would have the effect of reducing the number of wells’
drilled by roughly 4,000 per year in the United States.

During 1973, some 28,000 were completed, so, thus, we could expect
an approximate reduction of 15 percent as a result. If this logic is
correct, we can expect a reduction in drilling of approximately 15
percent. )

Thank you.

" Rernvestine Casux Frow Back v TaHE O, Busivess

The Crramrman. Do I understand that it is a practice followed by a

lot of other people in the oil industry to invest ‘all their cash .flow
back in the oil business? :
* Mr. Warreey. It is in our case, sir. We have publicly made that
statement through the years, and we are a growing organization. We
went public in 1970, and each year our production was increased. And
that has only been accomplished by reinvesting all of our cash flow,
plus borrowings. We now have considerable indebtedness for a com-
pany our size,

Mr. Fraser. Senator, I am Charles Fraser from First National of |
Midland, and I would like to comment also on that subject of
reinvestment. o . )

My experience—and we are the largest oil bank in the Permian
Basin. We are not a big bank compared to Chase, but we are about a
$280 or $290 million total assets bank, and have maybe $40 or $50 mil-
lion in direct oil loans. R :

The CrairMan. How much in oil loans? . ,

Mr. Fraser. Around $40 or $50 million in what we call direct oil

loans. : : A
- The Cuamrman. Yes. . -

Mr. Fraser. Virtually all of our loans end up related to the oil busi-
ness, but we try and segregate about that much in the oil business
directly. Now, that would not include loans to drilling contractors or
well-servicing contractors or other people; just-oil and gas produc:
tion loans. . KR

‘Our experience with these people is that we not only receive their
depletion allowance, but also their depreciation; and all of their cash’
flow will flow on our desks. And we do not find them able to build
substantial deposits, CD’s, if you will. The cash flow from our custo-
mers’ business goes to bank debt, and we are continually asked to lend
out into the future. And we count on that money.to repay this debt,
as a generality. 4 ‘ :

The Cuamman. Thank you very much. ' o '

Mr. Jones. Mr. Chairman, Mr. McConnell here to my right has a
plane he would like to cateh ; if you do not have any further questions -
of him,mayhebeexcused(? : \ ‘ o

LI
v
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The CHatryaN. Yes, Thank you very much.
Mr, McConngLL. Thank you very much, sir.
Mr. Jones. Glenn.

STATEMENT OF GLENN FERGUSON

. Mr. FerausoN. My name is Glenn Ferguson. I am an independent
oil and gas producer headquartered in Bakersfield, Calif. I am also
president of Independent Oil and Gas Producers of California,
although I speak here primarily for our own operations. .

What affects me, however, will affect the rest of the independent
producers in my State.

As T understand it, this printed page will become of record.

The CuarmMAN, Yes, it will. o

Mr: Ferouson. All right, I will try and just hit the highlights._

The CramrMan. We will ?rint it just exactly as if you reacf every’
word of it, and then we will add.anything that you put in addition

Mr. Ferouson. Thank you very much.

PerceENTAGE DEPLETION SHOULD BE INCREASED

On general statement, percentage depletion—a subsidy or a method
of recovering capital? ‘ ‘

Now, I have a little story here to tell. When I was a boy, my father
owned a few beehives. During the spring and summer months, the bees
were always busily engaged gathering néctar from the flowers which
they then somehow made into honey and stored in their hives. In the
fall, my father would always relieve the bees of a good portion of their
honey, a sort of tax for providi: =~ *hem their hives. I-asked him once,
“Why do you leave so much honey ; why do you not take it all "' Where-
upon he -answered, “I am being nice to those bees since they worked
so hard for so long, I leave them enoup’ ! ney to get them through
the wintfr and they will be able to gather more honey next spring and
summer.” ' .

As [ reflect upon that memory, I realize he was subsidizing those
bees' in accordance with present day political concepts of the word
“stbsidy.” There was a time, of course, when political concepts were
somewhat different. I realize there are a number of Congressmen who
.-still have those concepts, and I am sure that you are fully aware of
how the depletion allowance came.into existence and its relation to
recdvery of capital; so I will not recite that. However, if this country . -
is'ever again to become self-sufficient, a- depletion allowance in abso-
lutely essential for domestically produced oil-—and the percentages
should be increased. not lowered or eliminated.

If yon will but stop and reflect for a moment, you will realize that

far more oil can be developed for the expended exploration dollar in
foreign lands than in the lower 48 States of the United States of
Amerita. And I think that\is a very important point, In the absence
of an added incentive to help balance this differential, the oil industry
will simply continue to gravitate to foreign territory—at least the
larger independents ind the major oil companies. .
Now, as has been testified to here earlier, the average independent,
of course, does not have the wherewithal to move intd foreign terri-*
- tory. Of course, all of the easily found oil in this country, with the

exception of offshore oil, has bgen discovered, while in large areas.of .. e

-
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foreign land the surface has hardlY been touched. I would like to give
you an example that should drive hom: what I am talking about.

Well, let us take a situation, for example. If we were to place
100,000 needles in each of several haystacks and you were to ask a
group of youngsters to sift through the hay in one of the stacks to find
those needles, I am certain that the first several thousand would be’
casily and quickly found. As time wears on, the remaining ones will
become more difficult to find and much more time consuming. If in the
beginning the children were rewarded a penny for each needle, or if
you had ar%:ar needles, perhaps you could reward them with a nickel
or a dime, their enthusiasm would remain high until the needles be-

~ came scarce. They would: then become disenchanted and‘would no

longer search for the needles unless greater rewards were offered.
Otherwise, they would begin to search for a new haystack where they
might find the needles more easily. The new. haystack would be com- .

Now, those youngsters who found the most needles, if there was a
charge for searching in the new haystack; would be the only ones that
would be able to search in the new haystack. You are either going to
have to have some additional incentives, then, to continue the search
in the first haystack or the youngsters will all move to the new hay-
stack if they have the money to do so.

Now, instead of offering an additional incentive to look for the re-
maining needles in the first stack, you decide to take away some of the
Eennies as they find the needles—you can imagine the result. I cannot

elp wondering why that imagination cannot be applied to the oil
industry. As a geologist, I am fully aware that most of the needles—
oil fields if you please—have been found in this haystack of ours, and

- since I am one of those relegated to continue looking, I am not about

to look for additi eedles under circumstances Iess rewarding to
me than.th at were most easily found: When I speak of rewards,
lI) speak_(éf the amount I have left over for myself after all taxes have
een paid. ' : _
Now, a great deal has been said about $10 oil. Very little of our oil
qualifies for new oil Frices——as a matter of fact, only about 5 percent—
not in California; I am speaking of my personal oil—mést of it is

. selling for $5.21, all old oil. Incidentally, the average price for old

oil in California is about $4.10 per barrel, still well below the cost of
replacement under today’s higher well costs, Our average price for
old oil there is almost $1 a barrel below the average of the rest of the
country; and the reason for this, of course, is for the gravity differ-
ential in the pricing structure. C B
The Cuairman. If you will pardon me, I have to go to vote. Those

. five lights there mean that we have only a few minutes to go vote and

get back. But I will come back just as soon as I can, if you gentlemen
will just please stay where you are. R

Also at this time, I believe I will ask that we put into the record:
vour prepared statements, and then continue with your individual
testimony when we return. . S : '
" Thank you.

[ A brief recess was taken.}. .

The Crairman. Let us resume this hearing, gentlemen.

Mr. Joxgs, Shall Mr. Ferguson continue?

The CrardaN. Yes, go ahead.

-
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Mr. Ferauson. In the interest of time, Senatqr, I will concludeel;iy .
saying that if the Congress passes punitive legjglation, they will defi-
nitely be acting as a tool of major oil companig¢s, particularly if it re-
sults in the elimination of a large segment of independent operators.
I am convinced that this is what will happen in the lorig run. And the
.independents, of course, are the only competitors the majors have in
the domestic production scene. The only alternative to selling is simply
conserve what we have, conduct no further exploration and simply
- ‘produce ourselves out of business, using our production as an old-age
annuity. - .
_ Why in the name of logic should we risk what we now have under

circumstances less rewarding to us than they have been while the risk
and cost is constantly increasing? And I might ask; what would you
do if our positions were reversed..

Thank you for listening.

The Cuarryan.-Thank you very much, sir.

STATEMENT OF L. M. YOUNG

INncreasep Pree Costs rOorR STRIPPER OPERATORS

Mr. You~e. I am L. M. Young, representing West Central Texas Oil

. & Gas Association, Abilene, Tex. We have 800 members and I would
say that most of us are strippers, stripper operators.

"~ About the only thing I would like to touch on that is not in my
printed statement is our added cost of pipe and so forth. We, of course,
cannot stockpile the pipe. Very few of us ever use new pipe in the first -

- place, because we are shallow well drillers, 5,000 and up. And this pipe

. has skyrocketed. It has been going from $4.50 to $6 a foot, compared

to new pipe, if it would be delivered to us, at about $2.06, tubing at

about 97 cents for new, $3 for used. - .

So these are some of the costs that really take up the slack of even -
$10 oil, and they are reaching a proportion of where you cannot even
pay these prices and search for $10 oil. So the profit margin is not there
right now, and all of our services have done the same, and I think
everything else has been touched on pretty well.

Thank you very much. -

The Cuammax. Thank you very much.

STATEMENT OF A. W. RUTTER, JR.

Mr. Rurter. I am A. W. Rutter, Jr. I represent TIPRO, Texas
Independent Producers & Rovalty Owners Association. :

I have a written statement and I would just like to summarize it.
I won’t take your time reading it. ' :

Un~cerTaINTIES OF THE OIL BUSINESS

T am one of the people who should be among the 2,500 who are no

- longer members of TIPRO bécause I got to the point of producing 1

“million barrels a year in 1956 and 1957, and along about 1959 I got to

thinking this maybe wasn’t such a good business, and so I sold out."T

am virtually not in the oil busjness any more, but it is still a business

I would like to be in. ‘ B
I have a degree in geology and a degree in econorhics. T suppose

I am a better economist than T am a geologist, but I have always made -
my living, or up until 1959, in the oil business. Since then I have be¢n
in a lot of other businesses. I operate four hotels presently, two

s
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. restaurants, two bars. I have served on the board of directors of three
life insurance companies. I am the agent for the city .of Midland:
I am agent for the Schoolchildren’s Health Insurance in Midland.
. I’'min a lot of other businesses, but I would go back in the oil business
if I could ever figure out what the oil business is going to be like.

We took back three wells that we can deepen about 1,000 feet,
and it costs about $100,000 each to deepen. The reserves are question-
able, but I think they would make a profit at $10. I am pretty sure
they would not make a profit at $5. Before I deepen those wells, I
. need to know what the price is going to be. ,

ReinvesTiNg Casx Frow IN tae O INDUSTRY

I would like-to comment on your previous question about people
putting—the typical independent putting his cash flow all back ‘in,
1 do nat—I must say, 1 do 1ot know anybody that does not put 100
. gercent back in, and as Charles Fraser indicated, most of us go to the .

ank and try to borrow mgre.
If you are in the oil business, you are in debt. 1 do not know anybody
~ that s not in debt in the oil business. . i : .
- Ihave written at the end of this statement a second——

The Cuamrman. Fraikly, my impression about the average in- .-

dependent oil producer is that when he comes to the end of the road
~ he has to borrow money from some friend in order to get out of the -
oil business. : :

Formura ror FieuriNg THE DEPLETION RATE

. Mr. Rurrer. I have a formula for figuring what the property de-
pletion rate is, and-this has come from my background as an economist.
The formula is on page 4 of my statement. The depletion rate times the
gross selling price of a unit of production should equal the price at
which a similar unit of production can be purchased in the ground.

‘When this formula is in balance, the producer of cubes of X material
can replace however many cubes he has produced from his reserves
‘by paying some other producer the amount of depletion claimed.

Or stated another way; a producer-should be entitled to end up the
year with the same reserves he started with béfore he has any taxable
income. . ,

Now, this applies-to sand and it applies to gravel, it applies to
every mineral that is an extractive mineral: I do not know anythin
about a lot of those businesses, but I know enough about the oil busi-
ness. There is a large number of trades made at arm’s length so that
there is a going price for reserves iii the ground, and I—if the 5
percent, if that is what it is on sand, times the gross selling price, if
the gross selling ({)rice is a dollar, then a cube of that sand or that
much sand shoul )
not, then we either have the wrong depletion rate, or if the price—
the varjables, the depletion rate is fixed by Congress, the variable is
the fixed selling price, and the price of the reserves. o

I do not know much about what reserves would sell for in Saudi
Arabia, but I dare say they would (frobably sell for less in the ground
than resérves here, or maybe the depletion rate is too high in Saudi
Arabia. T can tell you this, it is too low here because under present

“conditions, 22 percent times $10 even, the $10, is only $2.20, and re-

’serves are presently selling in the ground for $3 or $4, and that is
a much wider spread than normal, but there is much greater uncer-
tainty than normal at the present time. ' '

be bought in the ground for a nickel, and if it is
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You can look at what the proper depletion rate is on any mineral
by aﬁ)plying that formula.
“The CrarMAN. I just want, to supplement your statement to say

~_this,that if a person is only getting $5.30-we— -

P

Mr. Rurrer. He is only getting $1.10 maximum, .
The Cuamaan. Then he would only be getting about $1.10 to find
another barrel of oil, and you say that it costs somewhere between
$3 and $4 to find another barrel. ’ ‘
Mr. Rurrer. Well, the cost of finding oil is one of the things that
purchasers will look at when they decide whether they are going to buy
oil. That is one of the ingredients that goes'into makin%lel) the
-market price of oil. We knew where all the sand is, we knotv where
all the coal is, we know where most all of the vein type of minerals
are. No exploration expense; it is strictly production and capital out-
lay and putting the mine into production, .

But there is a going price for coal reserves, you see, and the price
is lower because there 1s no exploration expense, discovery expense.
And sand, we know where all the sand is; the whole State of New

. Hampshire is covered with it.

O1L Proovcrion InNcreAses—DBoyie's Law

I am sorry I did not get a chance to answer Senator Mondale’s
question about why our production has not increased with the increase
in price. Gas reservoirs act as under Boyle’s Law; they are a perfect
gas, if they were not compounded by somé¢ problems off liquid ex-
pansions, . - <

“ But he could perhaps understand the problem. He knows if you
take an inner tube and you pump it up to 30 or 40 pounds and pull
the stem, the air escapes, and that inner tube goes down all the time.
But what he possibly does not know is that the rate at which it es-
capes goes down all the time, and it is a straight line function ac-
cording to Boyle's Law.

" Now, gas reservoirs act in perfection on this. Qil reservoirs act im-
perfectly, not in a straight line, in a parabola. so that‘there is no way
that you chn—when you secondary recover oil reserves, what we d
i3 we stand on the sides of the tube to make the air go out faster. We

‘are repressuring. That is exactly what you do when you stand on the .

_» side of that inner tube to make it go out faster.

We have got, let us say, 10,000 inner tubes, each putting out a little,
you see. They are all old and depleted. We throw out four or five new
ones, or percentagewise a small percentage of new ones, and, sure, they
-are producing fast, ut they are not going to overcome those thousands
of old tires. :

I sold some production just recently. We were producing wells that
‘were drilled in 1917, 57 years old, and that is a pretty tired field.

“"Thank you.

The CrratrMaN. I have to leave for an appointment in a few minutes,
so I wish you would summarize the additional statements, if you

_would, please.

Thank you very much, sir,

STATEMENT OF DANNY CONKLIN

~ Mr, ConkLIN. My name is Danny Conklin. I am a partne'r in Philcon
Development Co.,locatéd in Amarillo, Tex. o S
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.We have heard how unfavorable Federal actions have and can affect
our business. The Federal Power Commission, since the Texas Pan-
handle is primarily a gas province, provides an example. The Fed-
eral Power Commission exempted the small producer. In my state-
ment there is a chart which shows active rigs and annual footage
which followed that action.

You will note that the Federal Power Commission promulgated
the exemption on March 18, 1971, and our activity, of course, came up
in 1972 and is continuing in 1973. So we see what favorable-ty{)e
actions can do. With the independents dvilling 88 percent of the wells .
in our area, we do need depletion. :

The Crarrman. Thank you very much. '

I will ask that the chart be printed in the record in connection with
the statement, as well. -

Thank you. ' ,
. STATEMENT OF EDWARD E. RUE

Mr. Rue. My name is Edward E. Rue. I am an independent geolo-
gist and oil producer from Mt. Vernon, I11. '

I have a rather lengthly statement, but I will summarize the sum-
mary here in the interest of time.-

DEecrLiNe IN NUMBER OF INDEPENDENTS

I think it has been clearly established that the domestic oil business
is 85 percent independents, and I do not think anything further needs
to be said about that, except that I have some figures that in 1952
there were 35,000 independent companies, and now ‘there are only
around 10,000. . -

And that is an important point, because you have got a hard core
of lucky oil finders that can well do the job that needs to be done in
this country today, and that is to find and produce more crude oil.

PERCENTAGE DEPLETION AND DoMESTIC EXPLORATION

One of the questions that you asked a while ago was why there were
no majors—or why the majors were so sparsely represented in do-
mestic exploration. And I think the single answer to that is that it is

.-not profitable. If you are spending your own money, it is not profit-
able to be in the exploration business. Most of the independents use
outside capital in their ventures.to find new oil, and many invest their
own funds, as has been reported here today.

Both dources are used because of the percentage depletion allow-
ance. Without it, the risks are not worth taking. Few oil operators
like to admit it, but overall that is the whole domestic picture. More
money goes into the ground than is ever hrought out of the ground.

This is particularly true in oil and gas. The investors know this and
try to find a smart, lucky oil operator. The point is, without depletion
you will dry up the independent oil operator who is 83.5 percent of
the domestic exploration business.

We have talked about the other industries that have depletion
allowances. I am amazed that they want to strike out oil, because ‘it
is one of the most strategic minerals we have today. If it is profits you
are after, look to where the profits are. In any mineral industry the
profits are in transportation, processing, and marketing. They are not
in exploration. : ’

John D, Rockefeller told his bankers after visiting the Young fields

/7
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in Pennsylvania words to this effect: I would not drill those wells
with your money. The bigger profits and safer investments are in
transportation, refining, and marketing, Exploration overall is a los-
in%proposition. : '

o be in it, you have to be lucky and you have to have percentage
depletion and all of the encouragement you can get. Without all of
these, youaredead.

It has already been said how much of a drop has been made in the
drilling activities with the decrease’in percentage depletion hereto-
fore. I firmly believe that if you even tamper with the oil depletion

- allowance, you will ruin 75 percent of the domestic exploration busi-
ness. We can be materially helpful to solving the energy problem,
Why kill off this highly seasoned and lucky -group of oil finders?

Tﬁank you, sir. , : .

Mz, Jonts. Mr. Murphy is our last witness. .

STATEMENT OF BURT MURPHY

Mr. Murpry. I am the anchorman, I léueSS, Senator Long. .

I am Burt Murphy from Roswell, N, Mex., and I am representing
not only myself here today but two other independents from south-
. eastern New Mexico. ‘ . : -

- We will put this into the record. They are letters, So I will just
brief them for you. I know you are short of time. . -

Prorir PicTure ror “Two INDEPENDENTS

The first is Reed & Stephens, who ranked as the 38th company in
New Mexico of the 228 oil and gas operators. And they show that on
a capital investment, where they started their company 814 years
ago, of $717,000, they returned an average of 7 percent over the last
814 years. They had a—this has been an erratic return, and a loss of
29.54 percent in 1972, and a gain of 44 percent in 1973. And for the
first 5 months of 1974, a 20-percent—I am sorry, a 20-percent gain.

They say that, based on—that they are putting in 44 percent more
-"dollars into exploration than their depletion amounts to. And if the
degletion is cut, it would cut their exploration by 61 pereent.

he rest of the information is in their statements, which have beeen
* given to you. . : , -
The CuairMan. I was going to ask a question, but go right ahead.
I will ask you later.
Mr. Mureny. The other comgany is Franklin, Aston & Fair, and
they have drilled or participated in 58 wells, Last fyear they drilled a
little over, they say, over 67 miles of holes, 353,000 feet of hole. .
Their firm employs 12 people. They operate in 10 States. Their daily
production is 1,676 barrels of oil in 1974, and in 1973 it was 1,354, an
increase of 322 barrels per day. The gas production is 195 million
cubic feet gas per day, an increase of 7,858,000 cubic feet during the
1-year period. They operate 56 wells; and 23 of these are in the stripper
area, St. Andrews production and Toddfield, averaging 86 barrels a
day for 23 wells, or approximately a barrel and half a day, which was at
* the economic limit and now is above the economic limit, but would be
pluglged out if the price would roll back, or probably if the depletion
was lost. , : .
. They also operate another 6 wells in a different St. Andrews field
*-averaging 27 barrels of oil per day in 1973, down to 17.55 barrels of oil
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per day in 1974. Gas production for the same period dropped by
2,805 million cubic feet of gas per day. . . '
, They made one major discovery in the last year. And the past year’s .

operations for the corporation found them with exploration and

" drilling expenses of $885,000 to discover 209 gross barrels of new oil

per day and 4,573,000 cubic feet of gas per day.
They feel that the loss of the depletion allowance will materially
reduce their activity in the business. :

Increasep OrL PropucTion®IN 1974

Before I get into my operatidns, I think Bob Mead may have sub-
mitted this graph to you, which shows the Permian Basin operdtions.

- It is a grap a%ainst time on the bottom, starting in 1962 and going

into May of 1974. It graphs two parameters, the price of oil at the

wellhead for new oil, and the exploratory activities of ‘the Permian

IS3asin, which is one of our largest oil and gas basins in the United
tates. « - oo ' . ' ‘
It shows a steady decline from a little over 300 operations a month

_to 200 operations a month, bottoming out in 1970, when the price of

oil came up from around $2.90 to $3.09, and finally $3.56 in 1970. That
flattened the curve but did not bring it up. ;

Starting in 1978 when the price went up to over $10,around $10.16,

operations increased sharply, exploratory operations, from the 200 to
t’), operations a month.

“TaLk oF Tax Proposars Hurrine O Propuction

A very significant thing on the graph is the fact that just the con-
versation here in Washington concerning the rollback in January
dro'pged our operations by 100 operations a month in February. This
was down.from around 430 operations a month to about 350 operations
a month, just due to the conversation. _

Now, I do not know how others reacted out there, but I know I was
preparing to order pipe, planning operations for the year, and I just
st%pped everything during those conversations. And I think that is
reflected in this graph. :

My operations are very much like these other gentlemen's, and I
thin everythin%has been said. I have done the same thing. I raise
outside money. Depletion will certainly cut back any funds that I
might have available for exploring. ' : A

Lack oF CaArrrAL FOR INDEPENDENTS

“In addition, one of the weak things the independents have tradi-
tionally had is a lack of capital dollars, while the major companies
have a capital structure that allows them to hold large blocks of -
acfeage and land; so that when we find a field, if we control an eighth
to a quarter of it, we are normally very lucky.

Starting about 3 years ago, I started trying to provide capital
dollars indirectly to some of my associates that.are independents by

‘raising outside capital dollars and buying prospects, acreage and so on, -
. on a basis of, in effect, stockpiling them for 2 or 3 years, then turnin

to them to recoup my capital and to then take an override or carrie
interest or what have you.- - "
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Now, in essence, this is a tax-watch on these dollars. They are hard
dollars; they are not expense dollars. You put them-in, you get them
out. There are no tax-consequences. The only thing that is attractive
to anyone that putsthat king of money into the independent scheme is
the depletion allowance. These dollars will certainly dry up, certainly
be reduced if depletion is reduced. - . ’ 4

My educational background is as a petroleum engineer. I worked for °
the majors in the late 1940’s and large independents in-the early 1950’s
and became an independent in 1957.% went out of businesg once because
things were so bad. I went in and built a water company up.

The Crnamrman. You went into what ?

Mr. MurpHY. A water company, water pipeline company, in New
Mexigo, to supply water to water flood projects. We built a couple of
hundred miles of pipelines and that type of thing.

‘In the late 1960’s I almost went out of business again because of the

_general condition of the oil busine$s and went into some other water
projects but did stay in. - ,

I think the country needs the independent action. I think we need %11~
of the incentives we get. Thank you very much. A

The CuairMaN, Thank you.very much, gentlemen, .

Senator Fannii'might want to ask a question. ‘

I appreciate the fine testimony you have given us here today.

Senator Fax~yin. Thank you, Mr. Chairman. ‘ ;

Rare or RETurN oN EqQuiTy FOR INDEPENDENTS

The Cramrymax. Oh, let me ask one quick question before I leave.

I just want to ask this: Can you give me some idea as to what the
rate of return on equity is on any basis whatever, a cross-sample of
your menibers or of those that you invited to come here, or of those
who have b8en members of your association the longest, on just any
basis at all? .

' Mr. JoxEs. Senator, we will undertake to-do that. That is a difficult
matter to do, because most independents do not issue annual reports.
But I think we can come up with some guidelines on that. .

Mr. Rurrer. I think the answer to that is there is f)robably no mean-
jpagful statistic, because a guy who is very lucky will have, in one year,

#flet us say, will have a very high return, and he may have several very

lean years. Even the major o1l companies have this problem.
The CrairMaN. I know that. But if you can give us anything to go

v. it.-would be helpful. : -~ :

Mr. Muremry. Well, you have the one ﬁ%m'e on.Reed and Ste]phens. .

Their return average over three and a half years has been a little over

7 'percent on the capital investnfent. They had one year when they were

12)? pl:ercent in the hole and one year when they were 44 percent in the

ack. - L
The Crairman. Thank you very much.
[The follewing information was subsequently received for the

the record:] e

IDEPENDENT PETROLEUM ABSOCIATION OF AMERICA,
. . s . Washington, D.C., June 12, 1974,
Hon, RusseLL B, LonNg,
Chailr;m(m, Senate Finance Committce, Ncw Senate Ofice Building, Washington,
.C. - .

- DEAR MR, CHAIRMAN: During the heari’ng‘last Thursday, June 6, 1974, you
inquired.on page 280 of transcript, if we could provide information on the ratéof-
return on equity of independent producérs. -Most independent _px*bducers do not

~ -
"
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prepare annual reports and therefore we do not have gccess to information with
which to provide you with documented information showing the irate of return
on equity. As a matter of fact, most independents, in order to stay in business,
must reinvest what might otherwise be profits and in addition must often g¢ into
debt so as to maintain an ongoing operation that is not self-liquidating. In other
words, profits are deferred on the hope that if their exploratory efforts are
successful they will be able to.build up reserves ot ofl or natural gas that will
provide a return in the future.

A recent survey of members of the Associat!on shows that independeﬁts do

not enjoy large profits, through depletion or otherwise, and usually drill ‘them-

“selyes into a loss position. If depletion were eliminated, the survey algo shows

that there ‘'would be a substantial reduction in funds availame for drilling. A
summary of the survey is set forth in the enclosed letter dated June 6, 1974, from
the President of our ‘Association to “Secretary Simon.

A recent study of the First National City Bank of New York does provide an
indication as to the . overall profitability of domestic operations. This is an anal-

o ysis of the profits of the seven largest international oil compapies. It is sum- °

marized in the enclosed table. You will note that these seven companies, com-
paring 1978-with 1972, realized an increase in profits on foreign operations of
136.8 percent but on U.S. operations only 6.4 percent,

In a recent report, the Gulf Oil Corporation showed that in the first quarter
of 1974 it realized an increase in profits of 76 percent above the 1973 first quarter -
but that domestic operations actually declined 4 percent.

In considering the profitability of indepenuent producers it is important fo
recognize that the international and integrated companies have downstream
operations such as refining and marketing through which they have additional

_opportunity for the generation of profits, In contrast the independent producer

has a single source for the generation of profits, namely, the sale of, crude oil
and matural gas at the wellhead. :

‘Very truly yours, . . ™
L. DAN JONES.

Enclosure.

. INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA,

N . Washington, D.C., June 6, 1974.
Hon. WiLLIAM E SIMON,
Secretary of the Treasury,
Washington, D.C.

DEAR MR. SECRETARY :

SURVEY RELATING TO IMPACT OF ELIMINATION OF PERCENTAGE DEPLETION DEDUOTION
FOR INDEPENDENT OlL AND GAS PRODUCERS

The Independent Petroleum Assoclation of America (“IPAA”) is a national
trade association with some 4,000 members engaged in the exploration, develop-
ment and production of oil and gas in all producing areas of the United States.

The purpose of this letter is to summarize certain statistical data relating to
the percentage depletion deduction gathered fromt a confidential sample of the
mémbers of the IPAA, The data summarized below repféx?ents information taken .
directly from thé latest tax returns flled by 30 hon-corporate taxpayers and 93
corporate taxpayers. The taxpayers included in the sample had gross income from
oil and gas properties (including income from both operating and nonoperating

- interesfs) for the particular taxable year ineluded in the survey varying from

$17,114 to $60,669,657. The data was accamulated by IPAA from September 1973,
to February 1974, therefore, in most cases, the data s for calendar year 1972 or
for fiscal years ending early in 1973 or during 1972,

The information secured from the sample may be sumarized as follows'

_ Gross income from ofl and, gas operations ‘(including income from

- both operating and nonoperating interests) .o $623, 460, 367
Percentage depletion in excess of cost depletion .o ocou oo 90, 817, 686
Cost depletion. _ o e 28, 074, 697
‘Intangible drilling and development costs (“IDC") (excluding

dry hole €O8tS) v 126, 081, 626
Dry hole costS_ o -+ 76, 939 394
Cancelled and surrendered leases © 41,221,977 .
Deprecidtion on lease and well equlpment _____ e ———————— 52, 345 328"

Taxable loss per returns as ﬂlod - . — (84 569, 999)
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+ It is a common misconception that oil and gas operators drill only to the extent
that they reduce their taxable income to the amount of their percentage deple-
tion deduction and that the percentage depletion deduction eliminates the bal-
ance of their taxable income. The above survey clearly refutes such a suggestion
since the 123 taxpayers in the survey drilled themselves into a loss of ($84,669,
909). In other words, they drilled up all but approximately $6,000,000 of their -t

~ percentage depletion deduction. . .

_ The cash flow of the 123 taxpayers comprising the above sample may be esti-

- mated as follows: ’ ’

Taxable losy per returns as flled above. ... __._ $(84, 569, 999)
Add noncagh deductions *: . .
Percentqge depletion in excess of cost depletion____________ 90, 817, 686
Cost depletion____.______Z 28, 074, 697 ¢
Cancelled and surrendered leases__ . __________ e ———— 41, 221, 977
Depreciation on lease and well equipment._______ :_-__-_..“ 52, 354, 328
dstimated cash flow . 127, 889, 689

1 Does not consider depreciation on assets other than lease and well e uipment or other
noncash deductions, since-such deductions are not identifiable from avatlable dgtn.

If the $90,817,686 percentage depletion deduction were eliminated, the esti-
mated cash flow would be reduced by Federal income tax of approximately _.

- $45,408,843 computed as follows (assuming that (1) a 50 percent Federal income

tax rate applies and (2) the $(84,569,999) loss could have been otherwise used © °
as a nét operating loss carryback or carryforward to offset taxable income in
prior or future taxable years) : -

Percentage depletion in excess of cost depletion cost______________ $90, 817, 636

Assumer tax rate : 50 percent. :

Approximate Federal income tax cost resulting from elimination of .
percentage depletion___________ ... i 45, 408, 843

Hence, cash flow would be reduced to $82,480,846 ($127,889,080—$45,408,843).

Since .the purpose of percentage depletion is to allow an oil and gas operator
to generate capital in the form of pre-tax dollars to replace his depleting assets
(i.e., oil and/or gas reservesg and related.equipment); one might initially conclude
that the sole impact of elimination of percentage depletion for thé taxpayers in
‘the sample would be to eliminate the ‘availability of $45,408,843 of capital for
(1) ‘investment. in capital expenditures (i.e., additional leases, geological and
geophysical costs, and equipment), (2) repayment of debt, or (3) payment of
dividends. Such a conclusion alone is disastrous in view of the current domestic
energy shortage. However, further analysis demonstrates an even more dev-

- astating result. : -

. f :
© It is estimated that at the present time at least 50 percent of t tal cost
of each new well is equipment cost (i.e., nondeductible capital cost) a
balance of such total cost is IDC. The foregoing ratios do not take into account

additional capital costs for leagehold acquisition and geological and geophysical
.costs since such costs may vary substantially from property to property. Assum-
"ing that equipment, on the average, Fepresents 50 percent of the cdst of a success-
ful well and that IDC represents 50 percent of such cost,.the taxpayers in the
% above samiple required capital of approximately $126,061,626 to equip the new
wells discovered by the expenditure of $126,061,626 of IDC. Hence, virtually
all of the estimated cash flow would be required for equipment on new wells. If
only $82,480,846 of cash flow, rather than $127,889,689 were available, no inter-
nally generated funds would remain after equipping the new wells for (1) ae-
quisition of new leases, (2) geological and geophysical costs, (3) equipment other
than lease and well equipment, (4) repayment of debt, or (5) payment of divi-
. dends. In fact, substantial borrowing or reduction in drilling would be required
merelv to eqin the new wells. '
1f $45,408,843 is required for Federal income tax because of elimination of per- L.
centage depletion,the above taxpayers would have no alternatives for raising
the needed capital other than by additional borrowings or by redueing funds ex-

e
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pended for drilling wells, Most oil and gas producers would be reluctant to bor-
row substantial sums for drilling (assuming financing were available which it
. normally would not be for exploratory drilling). Hence, the only-logical alter-
native for most oil and gas operators would be to curtail drilling, pay tax on the *
funds available because of reduced drilling, and use the net funds for other capital
expenditures in their oil and gas business or make alternative investments out-
side the oil and gas industry. .~
It is cledr that elimination (or even a reduction) of percentage depletion would
-have a dramatic impact on the level of domestic drilling. That a reduction of per-
centage depletion has a direct impact on the level of domestic drilling is illus-
trated by the following table which compares the number of wells completed:
through 1969 with the number of wells completed since 1969 :

Year:* Total domestic well completions *
1966 87, 881
1087 - 33, 818
1968 .. ——— . " 32, 014
1969 ... - 2 84,058 -
1970 - . 20, 467
1971 : - ai 217, 300
1972 __ N 28, 755
1978 - 27,875

3 Source : 1974 United States Petroleum Statistics, published by th% Indepeudent Petro-
leum Assoclation of America.

The reduction of the rate of percentage depletion from 27.5 percent to 22 percent
became effective for taxable years beginning after October 9, 1969, by virtue of
Section 501(a) of Public Law 91~172. The effective date of the reduction of the
percentage depletion rate ties directly to an approximate 14-percent decrease in
the total number of wells completed in 1970 as compared to 1969. Slight decreases
have continued since that time. Certainly, an elimination of percentage deple-
tion (or even a further reduction thereof) would cause a substantially more dra-
matic decrease in number of wells completeu. . . )
. Independent oil and gas operators drilled 82.5 percent of all oil and gas wells

.drilled in the Unitel States in calend ‘r year 1972, Since the percentage deple-
tion allowance has been a major factor in generating the capital which inde-
pendent oil and gas operators have used to drill in the past, any reduction of the
availability of such capital will necessarily reduce their drilling activity. If, in
fact, it is in the nation’s interest for independent ofl and ‘gas operators to in-
crease their drilling activity, a return of the.rate of percentage depletion to 27.5°
percent should provide substantial incentive for increased drilling.

. We trust that the foregoing demonstrates the need for continuance of percen-
tage depletion at least at the present level Should you have any additional ques-
tions or require any additional information, please coract us. A
Very truly yours,
C. JoHN MILLER,

Senator FanxNin (pfesiding). Thank you, Mr. Chairman.

You may respond. ‘

Mr. Wirreey. I would like to give my company’s experience. Qur
average is up to 15 percent for 1973 and 1972 return on equity capital.

Senator Fannin. I realize this is a very difficult problem. because
others can tell about how much money you are making, whether you
know it or not, and it is very hard for us to not be able to present
factual information. That is why we are so appreciative of your being -
here today. ) , ‘

Mr. Rue. Sir, my name is Edward E. Rue from Mount Vernon, Il
Many of my friends in the independent ranks of the oil exploration
business simply do their business out of a checkbook, and when that
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money is gone, théy are out of business. And any figures that you got *
today would reflect those 10,000 people that are left in this business,

3

- and it should be a significant part of 1t. To add those many people thats

are out of business now, that would bring our figures, I am sure, way
down below and prove the point that thereis no real profit in_the
stemlll exploration business in this country today for any kind of
mineral,

.. Senator FaAnNIN., Well, of course, we are very hopefyl that there

will be_a profit, that it will be beneficial for you to havé greater ex-
ploration, because, after all, you in the petroleum business are in the
best. position to solve the energy problems we have facing us for the
next few years. Because, as you know, when we are depending upon
petroleum products for 75 percent, or approximately 75 percent, of our
energy requirements, then we are dependent upon you in the petroleum

_industry for that assistance. .

I regret very much that I was not here to hear the full testimony.
I-have talked to many of you, and I have heard you before, pre-
viously, on this subject. .

I certainly commend you for what you are doing, and I*know the
great effort you are making. And I sympathize with you for not know-
ing what is going to happen as far a islation is-concerned.

Now, T hope we can settle down an&aYrive at legislation that will
be an encentive for you to go forward Mther than to be detrimental
to your activities. i ) )

I imagine you have covered most of the questions I might ask of
you. I know you have been here quite a while. T did have another
assignment and could not be with you. L

I just want to express the appreciation of the committee for your
testimony and for your help in getting factual information by which
we can make decisions, by which the Congress can make decisions.
I certainly realize the problems you have, and it is very difficult with
the inflationary trends that have been going forward in the recent
months, and the shortage of materials, that it is difficult to stay above
board. The number of independents that have gone out of the business,
as you stated, reflects the problems that you have had. *

So I'hope that we can arrive at legislation that is fair and equitable,
both to the consumer and to you gentlemen—the ones that are ex-
ploring- for this product and that would be, in many instances, the
producers we are depending.upon. ¢

I'do not know if there 1s’anything further that you have to say or
not. If you do have any further information, the record will be held
open, because we will be holding additional hearings.

But I do again express the appreciation of the committée and my
personal appreciation to you for being here today. .

M-r. Joxrs. Thank vou, Senator Fannin.

Senator Fax~in. The committee will now stand in recess until Mon-
dav. when the hearings will be resumed. °

[The prepared statements of Messrs. Fraser, McConnell, Litman
Whitley, Ferguson, Rue. Young, Rutter, and Conklin, and material
supplied for the record follow:] . '
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Statement of Charles D. Fxaser

Senior vice President

The First National Bank,of Midland, Texas
Before the Finance Corwittee B

United States Senate \\\\
washington, D. C.
June 6, 1974 *
]
R . 1 am Charles D. Fraser from lMidland, Texas. I am employed by The First
N . .
. National Bank of ‘Midland gn the capacities of Senior Vice President, Loan Officer,
- and Petroleup Enging in charge of our bi} and Gas bepartment. My experience in

thé oil industry began upon g}aduatiop from the Unidersitysof Texas in June 1958,

1 hold Bachelor and Master of Science degrecs in Petroleum Engineering. For seven
N ./ . .

years, I worked for a major oil corporation. I was a petroleum consultant for fwo'
» * -

years and have been in banking for seven years. 1 serve on the Executive Committee

.
of the Permian Basin Petroleum Association {PBPA). Today,-I will testify on behalf

of PBPA and on behalf of our bank.
.

o
The Permian-Basin

. .

. o
Midland, Texas, is the focal community for oil and gas activities in the:
R .
geologic province known as The Permian’Basin of West Texas and New Mexico. Beginning
v in about 1958, our local economy, which is the oil and gas business, deteriorated

yapidly because of: e

1. Unrealistically low crude oil prices caused by.cheap (?) foreign
L] " - .,

-~ sources.

. -

2. Ridiculqpsly lovw wellhead?qas prices dictated by the Federal Power
Commission. . -

3. Diversion of major company capital to more lucrative foreign

prospegts. B
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-1. Punitive legislation epitomizud. by the Tax Reform Act of 1969
.which:
a. Reduced statutory dcbletlon from a maximum of 27.5¢
to an arbitrurily lower Jevel of 22% of grous 1ncomc.
b. Elininated t!m carved~out and ALC production payment

mathods of generiting badly necded investrent capital.

Today, The Permian Basin still provides almost one-fourth of this Nation's

daily, domestic, sung!y of ¢rude oil and lease condensate. Reference to APT figures

reported in the Oil and Gas Jourmal of June 3, 1974, will reveal the following:
Production of Crude 0il and Condcnsate
Permian Total -
R Basin’ . United States

5-24-74 2,132,000 Bbl/day 8,978,000 Bbl/day’
5-25-73 »2,093,000 Bbl/day 9,372,000 Bbhl/day o
Change-- UP 39,000 Bbl/day DOWH 394,000 Bbl/day :

- ..

The very existence of a viable oil industry in this region, today, results

_ '
from incentives contained in existing tax laws plus the stubborn efforts of oil opera-

tors. These laws provided the incentive for flow of investor capital into the arca
whf-:n the major companics diverted the najori ty o‘t their capital to forciyn endeavors. : .
The independent in The Fermian Basin has sustained a level of aétfivity by virtue of
h’is ability to rais¢ this investor cai)ital, generate oil income, retain that oil in-
come for reinvestment, or retain that income for dedication to the repayment of his

sizeable borrouvings for developanent activities. Contrary to the statcuents of so:n'e

E

- ~*Pexas kailroad Commission District 7-C and 8
plus Southea;t New Mexico
-~
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Congressynen that cxisting {ncentives have not boen suceessiul in stimulh(inq donestic
developnaont, any knowledgeable studont of The Fernian Basin industry hnowg that only
befzause of theso iréentivan are we now able to msﬁtcr sotw. 240 éclivu drilliﬁg fiqu.
the nacessary sarvice ovgupizations to support the accelerating activily enphasizod
gy our shortage of petrolcun products, qualified pcrﬁohnel,'and the capital to finance

this business. FPor fifteen yours at Jeast, The Perisian Rasin has been depresgsed by

A .

unrcolistically low domentic 0i) pricus caused by cheap (7) foreign sources, Exist-
‘o . -

.
- ing tax laws have helped heep us alive, and we are now involved in our activity ex-

plosion. )

Unfortunately, it appears that punitive lcgislation apparently directed at
the major oil companies but potentailly much more adverse to the independent could,

' .
if enacted, bring this expldcion to a halt and result in the demise of the independent

operator. Specifxrully,iy( arc here today to fight agnihst unwarranted attacks -on

our part of the free enterprise systen and efforts to cripple our industry by elim-

ination of the wuch maligned depletion allowance. ,

~

The_Depletion Allowance

The concept of pernitting‘r?covety of capital Erunkdeplotinq assets before
‘imposition of La#us, conmnply referred to as the depletion allowanéo, will go down in
history as being criticized by many and understood by few, I am totally dedicated to
the defense of this concept ard its preservation in our tax laws both for the benefit

of the dorestic oil industry &nd for the Nation as a whole. My argnments will be both

practical and philosophical.
From the practical view, our Nation must dedicate itscelf to minimizing
its dependence on foreign sources of enerygy; thercfore, I heolieve in Project Inde-

Suppo e, @5 alvocated by many well intentioned but hopefully misinformed

T
&
2
¥
)

. »
. . .
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i

people, the depletion allowance on d-mestic crudu oil was eliminated cffective Janvary

s

1, 1974. what would happin? The anuvers are sinple: capital is Laken out of the

domestic industiry, the Qovostie fndependent §s.crusificd, and I have sone greatiy -

- o .. ¢
over-extended loans.  Punitive legislation is contradictory to the gosl of maximiz-

ing our sclf-sulficisncy.

f

To denongtrate the ;)factic-u] effeet of elininating the statutory depletion

allowance, I have made a simplificd analysis of one oil Joun account handled by nry

departmont, A costomer incrveased his bLank debt to sbout $110,000.00 carlier this

year. ,The loan is secured by a mortgage on his interests in twenty different oil

and gas propm:tios. This wan is the epitome of a suall, dorestic independent ol

operator; howevor, during cach of the s¢ven years 1 have hnnd_lcd his banking, this~

man has initiated ho loss than five new drilling ventures cach year. He has con-

tributed to the domestic encrgy supply .and he has helped mamtain a viable mdosuy

,

in The Permian Basin.

Now, consider the effect of elimination of percentaje depletion on this man

-

. v
and on owr bark. We strive for a 36-nonth payout on oil loans and normally require

monthly repayment-from—oil—and gas sales. Crudi oil purchasers make payront to t

bank for the customer's account; we apply 70% to 85% of the money to the man’s note;

and the difference is deposited in his account for use in paying operating costs and

local taxes. The percentage split varies from loan to loan, but ‘the procedure is

standard.

I have calculated the approvsmate effect of .losing percentage depletion on

this loan. Dctails pf the calculation are avajlable. First, under existing prices and

tax law, forecast loan payout is four ycars.

34-639 O« T4 - 10

Wle have already excecded our guideline
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4 i

by one year. Blimination of Aepleticn alluwcance oxtends payrent to five and one-
half yeavs., - i

Stated difivrently, we have already exunrdud our desired loan hy $16,000.
BElindinnating depletion wild dacrea o the cverage Lo abosul $30,070.  Ue howe now hoen

forced from raling this as a reasenable loan to reclassification as an over-cextended

B .
creditt, Lot pe ossure you that our ervdiners wil) agree wvith this conslunion, It

is juperativer Lo note Lthat geologica)-ard ergincertug technigues for predicting future ~°
levels of oil aid gas produetion ave much Jess thon precise.  Contrary to popular bzlief,

our hark does nol bius its engirecrving predictions urder the quise of conscrvatiom,

’ We tuke care of analytical rishk by using con:ervalive gaidelines such as a three-ycar
~

. .
loan payvut.  Suppoge that, in Whis code, we sustein wanticipated punitive lcgisdation,

- . have urdarestinated futurs oporating costs, and have overestirated the custorer's
hy 2 . : . : “ v
futare o0il and aas production. 1L this cuhinationcccuvrs, a ryewonable loan will
A 7
becore very sick.
-
Suppuse the custoner vas applying for his Joon, toduy. tHould pending Con~

gressionnl action influcnce cur lending decision? Considering th catensd mice roll-

backs, cxcise o "windfull profits® trves on oil, threats to the depletiecn allowanze

~
and expensing of intangible drillenyg coats for tax turposes, z-,'tc., ~ur'bank has
already t aﬁmuch more conzorvative apprceach to oil loans than we have in the past.
Today, I estimole that we would only lead $80,000 against a $110,000 reguest on thia
custoner's properties; thus, his borrowing capacity has dropped by $30,000 ot abonut
27%.  Thia would, in tu,rn, take $30,000 out of our local exploration and devclcip:r.ent
effort. - » e
.
< N B
-
. " .
. . .,
/
#
- a
R ) .
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.

Wle have been duscussing onn swatl i|ﬂ¢p4nltnt and & wan vho does ot fall

in the high cn& of the Federal In-eas Tax scale. Multiply this wan's situnlisn by

nevery ’
10,000 judipendi ote, coucider the expoacptially wore 5nqn1c¥ on a higher "prachet”
taxpayer, aAj recotoinge the conponnld S{f;rt of takiny depletion roney out of the
industry cach year for thz next ten.  How coudd clinioation of the dupletion al low-
ance be compatible ¢ith prajoct indsproadence? .

Addrensing the probl . from o <‘.i'1"ft-r:o|n vio\;r, mapy speakers on the subjret
of tax trao:laoul for the Aonwslic oi) industey argne that the depletion allovance
~’ends up in the hip pochet of the ¢i) producer and that cach 0i) producer ge-tse his
activitics to tohe raxinm odvaicoge of Lthe tax law for personal gain, Barcd upon
exporicnce with many oil poducers of all ;jZOS, the goeneral utilization of depletion

- af b

ik indebtedasss rather than for the pulchase o

allowance has boen {ox the repay

of certific.t <, cted  The oil oprator cannot goar

of Deprsiit, xace ho oo, yach
his activition solcly to the tax vquatién because rany other constraints are imposed.
It is very comwm fuoi the oid operator to grant & contimmous development clause as
-part of the considuration for an oil and gas lease. It-is also a well known precept
of oil*oand ges lar that an o;crator‘n¢st cithier meet the developm:nt activities of
pis competitor on adjoining properties to proevent drainage of ojl f-om his leasc or
give the lease up. These Lwo constraints alone result in the opecator being forced
to make investments at a rate which cannot be sustained out of internally q;ncratcd
funds; therefore, the oil man traditionally strctches his bank credit to the limit
and com;its himself to a repayment schedule which includes not only depletion but

.alsu ébprb;intion allovances. Any reduction in these allowandes will merely inhibit

his ability to rcpay debt and therefore limit his availability of capital.

KU
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Now for the philosophy. I refer'you to the Washington Post of April 29,

1974, On page A-3, an interview with the Shah of Iran is gquoted. Asked if the

'

price of foreiyn oil will go up cven‘after the embargo is lifted, the Shah states:
°

"Why not? The Eurcpeans buy oil--we buy other things from
Europe, and from you. The prices of the things we must buy
are going up, alwuys up....Do you know that for one ton of
wheat you can buy four tons of oil? Every year the United
Statcs can sow and produce new crops of wheat. EVERY YERR:
OUR RESKRVES OF OIL ARE DLEIMIZD BY THESIMOUNT OF OIL WE
EXPORTLD. WE CANNOT GROW HEW O1L." .

I consider the Shah's analysis to be an excellent explanation of the necd
for percentage depletion.

The entire c;ncept of depletion allowantes for income from depleting assets
is to permit rxe-stocking of the inventory net of taxation. As the cost of replacing

a barrel of crude oil goes up, the tax free allowance permitted a producer should go

uﬁ rather than down.
Conclusion

Neither our bank nor the domestic independent”oil producer can possibly
continue ;o function effectively without makihg an inmediaic estiméte of the pr?bable
constraints to be applied to the domestic ;il industry by the Congress. Even beforé .

0 «
final aéfions are ‘known, we must make pragmatic businces decisions based on yhat th;
ground rules are and what they may be. We QGdiéatc ourselves to the depiction of

-
misunderstandings in these areas, hoping to prevent errors in legislation whith

might ultimately work to the grave detriment of the consuming public. We.mﬁst’bé

K

.. /
able t3 make an vstimate of the probable rules of the game if‘¥e are to avoid poten-
tially disastrous.loans and investments, continue to support accelerating oil activ-

ities in our area, and ultinately make a maximum contribution to the goal of placing
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new volumes 95 Ail and gas into the domestic market ‘place at minimun cost., We
trust in you;- judgment: each day.by making investment decisions which will ‘ba
disastrous if you inadvertently leqis"im.é profit oul of the uil"ijuqine.w.

X represent the fargest oil bark in thL; Pcrn«;.;r'{ Basin. Our customers'
tapgh from major oil corporations through every known phase of the business. Our
loan volume and the bulk of our deposi‘!_s‘ are, in“the mein, generatcd by the inde-
pendent oil and gas opcrator and those vho are engayed in :supporl.inq activities
both for major companies and independents. We have long recognized and tried to
encourage the vitally necded contributions of the major oil corporations to the
economy of our area. We hope for their continucd Participation in the ultimate
deveclopment of the Permian Basin Area. In no way arc we trying to divide the L;\—
dustry; however, my efforts as expressed hercin are directed principally to the in-
dependent sector of the business. )
° The independent oil man and his investors have traditionally been willing
to push the profit indicators on a given prospect to thinner margins thén has the
major company counterpart. This is not fundamontally wrong, but, as a result, the
independent operator has ended up with a large percentage of marginal properties.
Fortunately, his willingness to stretch the profit indicators has also resulted in
discovery of ur. xpected but substantial reserves of oil in the less obvious'types of
reservoirs such as stratigraphic traps. The oil game is played and oil.is Wdis.covcred"
by drilling holes. No one can play on paper, and the most eminent sciontists,
economists, and fozccaster; have becn proven wrong again and again by THE OIL MAN.

. .
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Our arguments are a plea for his preservation and the ultimato good of our nation.-
We urge you to recognize that the independent is much wore vulnerable to adverse
legislation or regulation than his multi-uational, i‘nmg;ated competitors., Please

consider our argument,’ thccitvely. We prefeg no lagislation while praying for good

legislation if legislation is incvitable.
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Mr. Chairman, Hembers of the Sunate Finance Cormittoe

T am Kenner HeConnoll, President of tho Ohlo 611 and Got Association,
Our Association is made up of hundreds of small indopendont producing companies,
who havo savoral thousand onploycos plus hurdreds of royalty osnors.

T am also Executive secrotary and Treoasurer of cltn(on oil Conpan§.
a small Ohlo indepnndent oil and gas dcevelopor and producer. ‘We have baen activaly
drilling and producing crude oil and natural gas in Ohio tgr the past 28 yuars.

In discussion with our memborship wo aro vory concerned, and indeod
alarmod, that this Joginlition would remove deplution,

tn 1973, our company had a qrose incomo of ‘319,606.00 and wo weore
allowod a percentage daplation of $44,090.00 or 11,82 jorcont, In 1972 on & gross
salo of $420,172.0) we rocoiv.d $41,216,0) or 9.81 porcont, Clinton 041 drilled
24 wrlle dn 1072 and 20 In 1973 and we dnv. ated £340,000 in 1972 and $240,000
in 1973, To my knowledge, the Ohtie producor would average scnowhiore botwuen 9 and
13 porcent doplution. S0 yiu can svu vo 49 rat gat 22 percent depletion,

What would huppon to Ltho Ohio oil and gas indyatry 1f depletion woro
eliminated? «

The rosults to Ohio would be

1. Loos of incentive

2. 0f1 would nov attraect inveotors

3. Drain away capital from exploraticn to taxes

4, Tax land raycfty = heavy

8. Blow down davelojment

6, Reduro funds avallable to rowerk wells

7. Reduce inveatmont
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8. pduotton in employees
9. Lower profits
10, Remove or reduce money available to repay bank a;pltal loans

11, Remove competition ' .

Ohio has approximately 25,000 wells - 10,000 are gas wells, 15,000 are
oil woells., The oll wells are of the "stripper" type, and 96 percent sust be pumped
t& ‘prédicd, the average per day production is approximatel}y 1.5 barrels. This is a
daily average of 25,560 barrols or 9,332,000 barrols of oil per year. My point in
reoiting these statistics is to show the accumulative valus of small wells « yet
this {s vital {n order to help supply this country's petroleun uqulnnnu.'

Ohio is a marginal state in regards to large oil and gas reserves, however,
when all of these snall wells are added togother wo do help to heat and fuel., Without
our gus contribution last winter and our oil during the Middle Zast embargo, more
homes would have been without heat and many industries in Ohio would have been forced
to shut their operations down.

buring the uu't quarter of 197, Ohio ranked fourth in the U. 8. in the
nuaber of wells drilled and ¢ifth in the total footage drilled. All of these wells
were drilled by small independent producers, There ie not one major producer actively

+ drilling in Ohlo, ,
--T—-w The elinmination of depletion could possibly remove the 'qu lndo;mmn
producer from the oil and gas industry in Ohio and possibly elsevhere.

It will drain b“iy needod investment cepital avay from the oil industry
and will certainly not entice outside, or venture, capital in. )

We feel that capital investments are vital to our industry - stimulation
of consusption without encouragement of investment will lead to loss of job opportunities

not to mention tho loss of domestic crude oil products,

. .
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profits and retained earnings are s must if ‘we are to encourage the
oil industry. nou‘u are & l\ll,t if we are to bo able to xnvqn. ',

Evory cost incurred in drilling and oquipping an ol l;\d/or gas well
has inoreased botwaeon 65 porcont to 80 percent in the last two years. True wo now
:;colvo more por barrel and por Mcf, If the cost continues increasing, our source
capital fs taned away and inventive rumoved, the prive received for our products
will of necessity increase substantially, ' LI !

Who will pay the ultimate price for olimination of deplotion? The
purchasing public « for depletion has bLeen & cubixdy to the publio and has holped
to spur devolopmont by operatore.

Wo have & very roal and sarious shortage of oil and natural gas. We
cannot bo lulled to sleep bocauso foraign oil can bo importod. We are now )6 percent
depondant on foreign crudv oil and any action taken by the Congruss of the United
states tO ask thisv Nation to becoma more dopandent would weakon this country and I
cannot undorstand this position.

Whatever happencd Lo tho idea that Govornmene could assist and industry,
are wo not dependont on cach othor? We need eithar more incontive hy inoreasing
.doploﬁon or oliminate tho 80 percont limitations to spur the oenarjy producers.

Any action to shut an industry down, is not telling the p»px? of ,this
Nation the real hard facts. We cannot afford tunnel viston « I firmly beliove that
& hoalthy oil and gas industry needs dopletion = noeds incentive = needs governmental
agtion to increaso not decrease development.

;u'. Chairman, mombors of this Committea, I thank yo\; for allovwing mo to
appear hare. 1If you have questions, I will bo happy to answer them to the best of

my ability.



203

"ECHO OIL

Loy CORPORATION

P 0. NOX 2000 CASPEIR. WYOMING 82401 PHONE 307 2344008
¢ .

Senator Russell B, Long, Chafrman
Senate Finance Committee

. Testimony of Edward N. Litman
* bofore the Senate finance
Committee Juno 6, 1974

Hy name {3 Edward N. Litman ~ Executive Vica-Presidont of ECNO Of1
Corporation -« Cospar, Wyoming, which 1s & smal) Public owned corporation
formod 1n 1968, engaged solely in Exploration and Production of 011 and
Gas. It {s also my privilege to reprasaont today the Independent Potroloun
Assoctotion of Mountain States, | am on (he Executive Committoe and &
past Vice-President of tho Rocky Mountain Of) and OGas Association and @
past President of the Amarican Association of Potroloum Landmen,

In tﬁt foregoing capacities, 1 strongly urge retention of the his-
torical concapt surrounding tho depletion allowsnce at or sbove the curroent
tevel. 1In the past five years, our company has been involved, directly or
indfractly, {n the driliing of 108 vells, 73% of which were dry and on]y
approximately 10% of which really made any money. At the presont time,
the bulk of our™exploration operations are carried on as Operator and
Manager of a Joint Venture involving the participation of two 01 and
Gas Cokpanios and four Indepandent 01) Operators not otherwise oporating
in tﬁa'Rocky Mountain States. Their investment and our {nvestment deponds
exclusively on internally generated funds from 01 and Gas oparations. Any
Legislative tax changes, which would reduce tho'!ntcrnnlly gonarated funds
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;t our ac-plni and our. Joint Venture Partners (such as reducing the depletion
allowance) would correspondingly reduce our individual and Joint capacity
to carry on our Explorstion Program, currently approaching $2,000,000 annually,
which, albeit modest, is a vital part of our National rusolve toward energy
independence. Speaking as a oitizon, it is totally abhorent to me that
our Nation's Leglslative uadori. somehow appear to be having trouble
soratching up the fortitude to maintain our position ot]pro-outnoncn in
the world and seem moro Inolined toward abdicating our energy leadership.
1 take no pleasure in buing minipulated as a monkey on a string by those
foraign povers to whom we have gradually given this priviloge,

one incredible myth I would like vory much to explode today is the
media image that our industry pays no taxes. Our industry is one of vory m.
that pays -.“" taxes on on the basis of grous incomn, Parhaps the bost
examplo is our own small company. Oentluiscn, our of) and gas sales are
presently running at the rate of approxt;ntely ouoo,qgo por yvar, primarily
in Wyoming and Montana. Our gross production taxes to thowe two states
are presontly running at over 464,000 per year, Thio amounts to more than
108 of our gross {ncome from ofl and gas sales. Those t‘m_wl woro also being
paid during years of corporate losses. It is far past thao time that varidus
taxing authoritiocs should perhaps indulge in a little collusion as to Just ‘
how they might wan’ to out us up, othervise their soparate seal may woll
kill each other's goose.

Our comspany has suffered modest annual corporate loswes during the

past four years and only in this curront year, partly bacause of inoreased

.
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product: prices and partly die tlo successful Explorstion and Secondary Recovery
Projects, are we beginning to show Corporate Profits. uo'. 11ke many others,
have continued to play tho hand we were dealt. That {s, we have continued
to stay fully invested in our Industry including our borrowings and funds
from equity sales. Our company has just under 1,000 shareholdors who
must, 48 the commarcial goes, be Bullish on America., In any event, not
a1l of thatr money 13 in CD's. Corporate Investment and Vunturo Investmont
must be designed as a roasonablo altornative to CO's, Certificatos of
Doposit don't make products, run cars, hoat homes, or make payrolls. CD's
(oxcluding those of the oldorly) in my view, reprosent to a large degres,
docadence, slothfulness, and Yaziness, al) of which are contrary to
Averica's work ethic and oconmic history, If ve ara going to ombrace zero
growth, then two of my thrao childran will wind up at the Public trough,
It 18 timo to put aside past'vindictive attitudos and allow fndustry to
grov and brospor. 1 have no more shame fn the dewire for profits than |
have {n my Yove of an Amurica whore heslthy economic and industritl growth
aVlowed my Fathor, with a third grade education and a 1ifetime on drilling
rigs, to provide me with the background and desire to attain a modest ,
middle class position and work in an Industry of which I am {mmansely proud
and one ychiqh Just happens to be our most basfc Industry,

This businoss, gentlemen, s our discipline; this s where our expertise
11es and this {s where we can bost serve our stockholders and our Nation,
By somo degree of plurality, you gentionen wera chosen to reprasent our
pcoﬁ!p and ut{)ize your best judgment in exercising the stewardship of
that mandate. | ro.spoctfuuy trust that you wil) stay open and ‘obJoceivo
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in your consideration of those matters as | really don't think our people
are ready to assumg a socondary role in the World vhich unfortunately could
be the end product of bad onorgy decisions, includ!nq tax policy. | have
great rospect for the intelligence of our Natfon's Le Jors, and 1t {s out
of this rospect that I know you must understand and approciote what you are
hearing today. Frankly, gentlomen, ! considor it a goint rasponsibiifty
of ours and yours to advise the Public thay can't ratain world Leadership
and continue to uso the 011 Industry as a‘whipp1no boy, A lot of us go
through Isf; woaring & smile and a claan shirt tolling "The Man" only what
wo think‘ho wants (o hoar. TYhe only roal Kudos | ever got from an employor
came from tolling him what 1 thought he ought to know. | cannot conceive
of anyona who could {n good conscionce tel) the pooplo of Amorica that o)
the £CHO 01 Corporations of the country are big, bad robber barons., Une
fortunataly, the big paint brushos that get flung around all too often cover
us as vell, | honestly urge your help in bringing the message of the
Industry, and in particular, the message of the smal) producar to the
people of this country and help them to undorstand. He sincerely regret
the tochnical complexities of Exploration} but {f we nust blame someons,
wWo must blame the creator for as onae of) man put 1t, "Science might show
vs the structure but only God can provide the porous send."

L . © Thank you,

Edward N. Litman
Casper, Wyoming
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Stytencnt of
Loyd 0. Whitley -
Reprenuiting the Pormian Ranin Petroleun Ausoclation
’bo!oro tho

onate Pinance Committdo
June 6, 1974

I, loyd G, Whitloy, Midland, Toxas, am omployed hy Mohe Ol and Gau
Corporation in tho copaeity of Vicu~ProsidenteFinanco, I am alno a digector of
the Corporation, a publicly hold company. .

1 graduatod from Tuxas Christian Univorsity {n 1943 with a degroa in
aceounting and rocolved a C.P.A. vortifioate in 1947, For a poriod of twunty-six
yoars I was ongaged in tho practice of public accountancy and during tho lant ton
years of that poriod as a partnor in the tax dopartmont of Poat, Marwiuk, Mitcholl
6Co's ol(lc; in Midland, Toxas. Approximately 90 porcont of Poat, Marwick,
Hitoholl & Company'a Nidiapd off{co eliants during this poriod wore engaged in tho
production of oil and gau, t

In 1972 I loft Yeat, Maxwick, Mitcholl & Co. to bocoms omployud by Adoba.
My prosunt dutioes include financial budgoting, tax planning, and financial roporting,

Prasontly I am a momhor of the American Instituto of Certifiod Pub)io
Accountants, Toxas Sooloty of Cartifiod Public Ascountants, tho Pormian Dasin
Patroloum Association and the Indopendent Patroloum Aosociation of Amerieca,

Poroontaye doplotion was adopted, initially {n 1926, to pormit ta;pnyarl
the opportunity to rogovur for tax purposvs deductions in oxcans of cost of the
proportios, Stimulation of onpforntlon for discovery of naw rosorves is ocssential
to roplaco tho dopletod oil and gas. Congress in 1969 in A committoo report stated
“the pornontagoe deplation rate provided for oil and gas wells is highor at tho present
timo than is neoded to achiave the dosired incrosso in reserves*, (1) the rate was
reduced né that tlic by ‘20 porcent or to 23 porcent. The curront unergy crisis

omphasizos that the doplotion rac& should have boon incrcasod rather than ducroased.

(1) Senatu Committno Reports on P.L. 91-172 g
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Conq30|t'tn enacting the verious ravonue laws over the years h‘l
declared that p-rcanicq; doploti&n is a stimulus for oxpanded exploration for
discovery of now oil and gas rosorves. Prosontly and for |ovo;¢l yoars the United
gtatos is and will bo nufforing from an aculy energy shortage of oil and gas., Why
then would anyone advocate tho elimination or the phawe out of tho percentage
deplation provision?

Atlantic Richfiold (ARCO), a large oil company,. has reportudly advanced
the idoa of a gradual phasv out of porcentage deplotion. This endorsomont is being
used incorreotly by thoso proponents who wish to oliminate doplotion. ARCO, as a
mattor of rocord, has only advocatod the phase out of duplution §€ the following
conditions are mut) '

1, Phase out of crudo oil pr.ce controls,

2. control of woll hoad pricc of gas must bo eliminated '

3, Cconsidoration of an ovoral) tax policy of the Fedoral

Government, {3 '

ARCO's position, though a qualf!tod one, on this mattar has brought a
storm of protest from within tho industry, Rightfully this protest has beon
extrumaly vooal from small indopendant oil companies who in 1972 drilled approximately
82 percont of the domostic wells and 89 porcent of the domestic wildoats, ?hll
percentage doplotion incontive is necded if thoso small conpanla’ are to continue
the search for oil and gus resorves, () Larger oi) companies have virtually
abandonod domastic onuhoro'oxplorltlon during the past ten years simply becauso
onshore oxploration has not been profitablo for theso companies. The importance
of the independents who drilled most of tho domostic wells should be recognixed by
rotaining depletion == not impairod by the olimination or reduction of the doplotion

rate.

{2) 0Ll & Gas Journal, January 7, 1974, Page 24
(3) Potroloum Information Corporation = Computor Study
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Indopondént ofl produccrs, who historically are xouponsible for
discovering 78 to 80 po}ccnt. of tho oil and gas in the Unitad Btatox, nood tax
incuntivos that make the risk of oxploration justifiable. ’

To combat tho onorgy shortage n (ho United Slatos evary stioulun
availablo should bu uncd Lo envourago more exploration and devulopne:nt driiling,

In 1973 eruds ol production in the United Btutes droppud 2.9 purﬁunt to an average
of 9,202,000 barrols a day compaved with 1972'a mark of 9,477,000 barvels por day.

The highoat polnt of the United States orude produotion vag in 1970 whon 9,637,000

barrols por day wore produced, ()

To illustrato tho purt that poreontagoe dopletion plays in finding and
producing ofl, pormit um to uti)iza Adobo Ol b'au corporation's fiyures for 1972
and 1973, During 1972 and 1973, Mohe's porcuntage dopintion amountnd to $1,047,000
and $1,94,000 rempaotively, Upon reduaing those figuios to tho agtual raduction
in dnoomo, in othor words without deplution incomo, Adobe's incomo would have been
roduced by $503,000 and $609,000 rospactively during theso two yuﬁ. 8inco Moo
doos rolnvest all of ite cash flow, over and above debt sorvice, in the oil business,
wo can surmico how many additionnl wells wore drillod as a ronult of depletion,
puring 1972 and 1973, Adobu drilled and comploted 74 and 7@ gross wello ronulting
in 20,3 and 20.7 nel wolls respoctively. “he average woll costs vioro approsimatoly
#178,000 and $3142,000 por woll for thoso Lwo yoars, On this basis, Adobe w'ou\d have
comploted 2,07 loaw wolls In 1972 and 4.7 lews wolla 4n 1973 {f :',orconuoo duplotion
had not boan available. M'nco the average independont in approximately 1/12th the
size of Adobo, wa can surmise that thoir dril)ing would bo roduced by approximatoly
+40 of a woll, On applying this to 10,000 indopondonts throughtout the United States,
(assuming there is yo roduction in numbor of indopondents as a4 rosult of doplotion

phasaout) this would have the offact of roducing the numbor of welle drilled in the

N .

(4) OLl & Gam Journal, January 28, 1974, Page 111
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search and production of oil by 4,000 per year, During 1973, some 20,000 vells
vere compieted thus we oan expect a reduction in drilling of approximately 15v, if,
in tact, percentago deplotion is phased out. The indepondent, the oil finder in
the United States, has no means whoreby he can pass on additional .eon'n. , Upon
considering the faot that drilling and completion costs have risen ll;w;;:lm
since mid=1973, it is reasonabla to assune that the actual reduotion in number of
vells drilled could conceivably oxcesd the 4,000 figure dérived in this

eneroise, the oumulative.effect of the abolition of depletion during yesrs 2, 3,

4 and 8 ocould be disastrous for the domestic producing lndu;uy. the only safe ofl
supply avallable to America, .

Lemary: ' ‘

Other industries have certain tax advantages which were instituted to
foster research, development and expansion, HRxamples ~ percentage depletion '
applicable to numerous hard minerals) expensing of research and development expense)
repid amortisation of pollution control mnm'm bad debt write-offs of finanoial
institutions) capital gains epplicable to cutting of tiﬂcu capital gains uppunblo‘
o coal and iron ore disposed with & retained economic interest; and expensing of
oonservation expenses in the agriculture industry. There has not been & public outery
to efiminate any of thess tax breaks. ' '

As pointed out United States orude oil production is desiining and demands
for petroleum products are .Anorveasing ruuuln.g in an acute shortage which will
become more severe if such yearly trends are allowed to continue., The time lag
batween nov and when substitute energy sources can be developed to mest tho needs
of the nation have not been acourately estimated. Surely, in the interim period
every incentive available and within reason should be employed to stimulate unl.uq

States domestic production, 1Two benaficial tax h\'«n‘uvu that have worked in the
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wenma—

years past lnd'nknowloud 48 ngcessary by Congress are peroontage depletion
and write-off of intangible driliing and dovelopmant coste, Any tamporing with

thess provisions wiil hampor the Indepondant oil people's efforts and will prove

0 bo a vory sad nistake.
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INTRODUCTION

Mr. Chairman and members of the Camutctc;, ny name is Glenn C, Perguson.

I an an 1ndo?ondenc oil and gas producer located in Bakersfield, California. My
partner;, I. W. Bosworth, and } operate as a partnership on all exploration Qctivity.
Our producing proporties are operated by a wholly owned company, Laymac Corporation.
T am a qcoléqllt by profession, and I am almost solely responsible for the pro~
duottgn we have devaeloped, as well as the dry holes we havae drilled. As a rosult,

1 am fully awaro of the risks involved in the drilling o{.wlxdcat walls. I would
like, however, go take this opportunity to thank you for the privilege of testifying
before your Committees, and I h;po that what I have to say will be helpful in your
delibaration concerning the retontion or elimination of percantage depletion for
o0il, the most speculative of all the 115 or so extractive industrioes. ,

1 eight preface my reparks by stating that I have always hoped that I could
someday reach a stage i{n life where I could spend most of my time on the golf course.
Judging from tho tone of conversations with a number of canqro,nmon and Senators
while visiting here last woek, I think that time has about arcived provided, of

~ courso, enough gasoline is available for me to reach the golf links and homa again.
If the majority of indopendont operators should follow the same pattern that we
intond, in the event of the elimination of the depletion allowance: there likely
‘will not be gasoline available, but then we will not be alono in our dilemma.

GENERAL STATEMEN?

Poxionzfqo depletion, a subsidy or a method of recovering capital? wWhen !
vas A‘boy,':y’laehor owned a fow beehives. During the sprtnq‘and summer months,
the bcog wére always busily engaged gatharing nectar from the flowers which they
then somohow made into honey and stored in their hives. 1In the fall, my father
would always reliove the bees of a good portion of tA.St honey, a sort of tax for

providing them with their hives. I asked him once, "Why do you leave 80 much honey"



304
-/

"why don't you take it all?” Hhorcupon‘ho answered, "1 a; being nice to those

bees since they worked so hard for 80 long. I leave themw enough honey to get them
through the winter A;d they will.bo able to gather more honey qoxt spring and
sumser.” As I reflect upon that wemory, I realize he was subsidizing those beos

in accordance with presont day political concepts of the word subridy.

There vas a ttq:, of couzlo,ba~lov years back when political concepts were

soacwhat di!lo:an,Lac least as related to percentage depletion. Shortly after

the income tax laws were first placed into effect ané with the sale of a great

many developed oil properties, it soon became recognized that proven quantities of
oil in the ground had value and representod capital. The purchaser of an oil
producing property obviously had the right to recover his capital outlay on some
kind of tax free basis and cost depletion was established. It rapidly became
apparent that all oil proﬂuéttou would soon be concentrated in the hands of a very
tow conpanies and true monopolies would develop. The Congress at that timo
reasonod, and rightfully so, that the finder and developer of oil properties needud
some added incentive in order to encoursdge him to continue in business and to
 search for more oil. They further reasoned that if a gurchaser has a right to cost
deplete his capital outlay, the developer of the property should be afforded the
same sort of privilege as an added inducement to take the risks in-finding moro oil.
That same concept holds true today and even more so, for the risks involved in
finding domestic production are greater than ever particularly on land where most
independent producers are relogated. Certainly in the case of our own operations,
in the absence of a depletion allowance and regardless of prico, unless domostic
pxtco‘ boc;uo considerably higher than world prices, we will éo uninterested in
eonduct{ng'!urchor domestic exploration. In the future, the price of foreign oil
will be governed not only by the law of supply and demand but by taxes as well.
Since taxes must be considered as a part of the ce-t.o! doing business, it must be

reflected in the price of the product. Otherwise, thore will soon be no product.
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I this country is ever again t;: bocc;tu pelf-cut!teient, a depletion
allowance is absolutely essential for domestically produced oil and the l;ercenuqo .
should be increased, not lowered or eliminated. If you will but stop and reflect

_ for a moment, you will realizo that far more oil can be dovelc;pod for the exponded
_exploration dollar,{n toxotqn lands than in the lower 48 states of the United
8tates of Amorica. /!n the abuncc of an added incentive to help balance this
differantial, the oi) industry will simply continue to gravitate to foreign
torrttory." All the casily found oil in this country \;1tn.éﬁc excoption of offshiore
oil has boen discovered whilo in large arcas of foroign land the surface has hardly
bean touched. ! would like to give you an example that should drive home what I am
talking about.b‘.it you were to place 100,000 needles in each of saveral haystacks
and you were to Tui a group of youngsters to Ilit through the hay in one of the
stacks to f£ind those neadlos, I am cortain that tho first soveral thousand would be
casily and quickly found. Ao Limc wears on, tho romaining onoo will become moro
difficult to find and much more timo gépamtng. If in tho boginning the chu;rcn
wore rawarded a penny for each neodle, their enthusiasm would remain high until the
noedles became scarce. They would then !;ccomc disoenchanted and would no longor
scarch for the neocdles unless greater rowards wure offered. Otherwise, they would
begin to search for a new haystuck whara they might find the ncecdles more casily.
The nou hayunck would be comparable to foreign territory and the soarch for ol
therae. ?ou oither are going to have to have somo additional lncontlvu to continue
tho scarch in the first haystack or the youngstors will all move to the new stack.
Now, instead of offering ar; additional incentiva to look for the remaining necedles
in the first stack, you decide to take away some of the pannies as thuy find the
noodles, you can imagine the result. I can't holp wondering why that imagination
can't b; appliod to tho oil i{ndustry. As a geologist, ! am fully aware that most of
tho neadlas (oil fields, if you p'leau) have bsan found in this haystack of ours, and

since I am ono of those relecgated to continue looking, I am not about to look for
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additional nudln.undet circumstances less rewarding to me than those that were
-'on. u,luy found. When I speak of rewards, I speak of the amount I have left over
for myself after all nxoy have been paid.

A great deal MT;«):\ said about $10 oil. Very little of our ofl qualifios
for new oll prices 71‘40!. of it is selling lo> $5.21, all oM ou. Incidentally,
the average price for old oil in California is about $4.10 per barrel, still well
belov the cost of rophcouﬁt under today's higher well coct'.',‘S'

- We are currently compiling figures to determine our total cost of the

nev reserves we have been able to develop since 1939. These figures are not yet
available but I think it is safe to say that it will figure to be in excess of $10
per barrel. Our earlior track racord was good, but the needles aro now getting
scarce and to bu.t the odds, you have to be in th'O right place at the right time.

1 can personally seo no reason to continue our efforts if current attitudes in
Washington prevail. Unquestionably, we would be better off finanoially if we |'m-o
to sell out to some major oil company, uovwn.y in going all out, 0 to speak, the
past few years in an effort to find nev reserves and in anticipation of price
increases, ve established substantial tax losses vhtch'n“d to be carried forward
and applied against future production. The carry backs were used up some time ago.
1f the idea of imposing an excise tax prevails, it ym be more difficult to carry
those losses forward, Those who have tried the hardest to find nev domestic
reserves, it would appear, are going to be poqauud the most. The covomm\i hu‘
argued that with increasecd-prices, the industry does not need a depletion allowance.
Yet many in Government would 1ike nothing better than to tax away the inorease and
eliminate the depletion allowance as well. 1If a Kknock-out is eminent, it is tine

to throw in the towel,
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spECIFICS |

In order to qﬁn }ou some idea as to the size of our operation, we can be

considered a small to medium size independent oil pany. Our share of production

of joint operations with others, less royalties, amounts to approximately 1,000 B/D.
In addition we have some minor gas production. Our gross income is on the order

of $2,000,000 per year although we generate far more wildcat ventures than we can
afford to drill ourselves. After obtaining geological leads, we generally lease

the land and conduf:t seismic surveys if necessary, and then usually try to interest
others on scme kind of equitable basis to do the actual drilling. We sometimes act
as the operator ourselves during the drilling of the initial well and then tumn
operations over to our operating company. uae.ynr we were involved in the drilling
of 19 exploratory vells, several of which were quite desp. Our tax loss for the year
exceeded $268,000. Of the 19 wells, 4 were completed, only ono of which actually
developed anything that can be remotely considered as significant. A second well
can be considered profitable, but there will be no follow up wells. The other two
simply will not return our investment. H.Mh we were instrumental in the drilling
of more vells in 1972, the average depth vas not as great, but with only two
successful completions, neither of which were significant. I suspect our operations
are rapresentative of the average independent, no one of which can be conu.dorod
important in the over-all activity, but wvhen all our efforts are added together,

they become significant and something the nation can i1l afford to lose.

The Congress in passing punitive legislation will definitely be acting as a
tool of the major oil companies if it results in the elimination of a large '
seguent of independent operators, the only competitors the majors have in the
domestic production scene. The only alternative to selling is to simply con“rvo‘

vhat ve have, conduct no further.exploration and iu\p\y produce ourseives out of
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business, using our production as an old age annuity., Why in the name of logic
should we risk what we pow have under circumstances less rewarding to us than
they have been while the risk and cost is constantly increcasing? what would you

4o if our positions were reversed?

Thank you for listening.
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Senate Finance Committce Hearings
June 6, 1974

Percentage Depletion

My name is Edward E. Rue, Mt, Vernon, lllinois.. 1 graduated
with a masters degree in geological engineering and was employed by
Magnolia Petroleum Company, now Mobil in 1949, After four years as a
geologist, 1 left that firm and have been an indepondgnt geologist and oil
producer since then.

You have been charged in part with solving the energy problem,
and from what | have read and heard of your actions in that rcgard, I am
convinced that Qou huve been fed such a forest of facts that it {s difficult to
soe the trees. This ia not to be critical of you, Almost anyone reviewing
this much data would be in the same boat.

There i8 only one way out of this pr'oblam insofar né the ofl

industry is concerned and that i{s to produce more “domestic crude oil. As a

geologist, believe me, this can be done. The oil {s here. The tochnology
is here. And tho talent is here, The job would have bea.n done long ugo,
oxcept for the last twenty-five years the imports of cheap foreign oil have
blunted the economic incentives to find domestic ofl, In fact, those peo;»lo
left in the domestic ofl o'xplorauon business who survived this economie .
preasure for the last twenty-five years are well qualified to do the job,
According to IPAA statistics, therc were 35,000 independent pro-

ducers in 1952. In 1973, there were only 8,100, These remaining few
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are hard core, efficient oil finders, which {8 one of the things we need most
in this country todéy. They Want nothing from you except to be left alone so
that they can do the job,

Now it appears to me that most of your data tells you that the
energy problem is all caused by the oil companies, and therefore we should
whlp'those companies into line, and not let anyone m.ake any windfall profits,
Anyone who thinks ho is going to solve the problem thia way doesn't know how
-mincral exploration operates, The only kind of profits in mineral exploration
are windfall profits. Take that away, and you will do without,

One noticeable fallacy with this whole {dea is that the proposed wind-
r:n profits tax is only a ;\ame to sell to the public, It is not a tax on profits
at all, It {s an excise tax on crucle oil at the wellhead. It {8 a tax that the
major integrated oil companies can pass on to the consumer, and one which
the independent producer cannot pass on. .

A long time ago Herbert Hoover the mining engineer, not the Presi-
dent, said words to this effoct: "Nevor will the value of the mincrals taken
out of the ground be equal to the money spent to find and extract them.' This
{s still true today, and particularly in oil and gas exploration. Another fumous
or infamous American, John D. Rockefeller, when investigating the young oil
fields. in Penn.sylvnnla. reported back to his bankers words to this effect: "
woulda't drill wells with your monoy., You never can tell what you aro going
to get l;nck. The roal profits, and safer investments will be in transportation,

refining, processing and marketing." And gentlemen, .that {s still true today..
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There are two points to be made here: (1) It takes romance monhey
to explore for any 'minernls, éarticulurly oil and gas, and (2) Both major
companies and independents in their own way use this source of capital. The
dry holes thoy loave behind are the necessary data used to find new oil
reserves. So even the dropouts of the oil industry help find crude oll,

One of the most pertinent statistics that scqms to eclude people
investigating the energy problem, s that 75% of the domestic exploratory
wells in untested arcas are drilled by the independent oporators. According
to Petroleum Information, an independent industry statistics gathering company,
the mdependeht ;)ll operators drilled 83,5% of vthe exploratory wells in 1972,
And yot all the proposed governmental plans hurt the independent oprrator far
n;orc than the major oil companics who many people seem to be after.

It's the independent operators who drill the rank wildcats and who
are not involved in transportation, reﬂ'nlng and matketing that the proposed
governmental controls shackle the most, He sells his crude to the major
pipeliners, recfiners, and marketers who want chgnp domestic crude to balance
the cost of the now high-priced foreign crude oifl, The independent operator
finds two-thirds of the domestic crude, and produces only Il;Ol'lt one-third of
the domestic supply. Wh}? Bocause many times the place he wants to drill
is held by long term loases owned by major companies, and he {s given a
small part of the acreage to drill his dream prospect with the help of outside
romance money. ;I‘hla fs how the major companies use the independent's rlgk

capital to find oil and gas, .
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Now this-might give the impression that I too am against the major
ofl companies, Not so. Both majors and independents have contributed to
the half-price fuel oil, gasoline and hundreds of other products that the
American public has had for thirty years or more. As anyor.w who has
visited Europe, Africa, Asia or the Far East in the last thirty years will
attest, gasoline and fuel ofl ‘wu. and still {8, twice ?a costly there as in
America, Much of this was delivered by American oil companies, and the
profits came back to thie country and were taxed twice before the American
shareholder got to spend his share.

The independent made his contribution just by staying in business
during the last twenty-five years, while imports of cheap foreign crude kopt
the price of domestic crude almost level, and while his exploration and .
development costs doubled and tripled. During that same period, domestic
fluorspar mining was virtually ruined on account of, fluorspar imports,
Because the independent oil operator stayed in business, we are only 18 to
20 percent dependent on foreign oil, Whereas, the rest of the free world
is from 50’ to 100 percent dependent on imported.crude. which is now.coming
in to this country at prices as high as 817._50 per barrel, ‘

The real Ogre in this problem is the OAPEC nations, the oil

‘ exporting natfons, :lnd you have to include our old bugldy' Canada. For years
they imported $1.25 to $1.50 crude from Venezucla, while exporting !.o us
crude ofl at $3.00 to $3.50, Now their government has slapped thelr producers

with o 86,80 per barrol celling price and a $5,20 export tax, which means we
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pay them $11.70 per barrel, Their domestic exploration business will collapse
{f that situation is not chanéed. And so will the American domestic orude ofl
“ exploration business if you take away the normal economic incentives for
oxplorauon' and development,
There are already several examples of what will happen when the
' price of a natural resource is held down below the price made by supply and

demand, For a short while the products from that resource are cheap, but

"thon suddenly you have a crisis shortage in the raw material, Prices of the ‘

raw material éo up and final products skyrocket in price. You will not solve

the enorgy problem by ro'lling back crude ofl prices. In fact, that is roally
why we have one today. In effect, w; learned to waste the most valuable
mineral resource we have today,

The only other "statistic' that I will burden you with, is that after
- reducing the’ percontago,'doplotlon on ofl and gas iif 1969 from 27} to 22,
there were 21 percent fewer exploratory wells drilled in 1970, This repre-
-gented the largest decline in explo;'nory drilling in a single iear in the
history of the domestic industry, Percentage depletion does atfect thé amount
of exploratory drilling, Exploration has still not recovered to the 1889 level.

Since my only business i{s the exploration and development of crude
ofl arid g&s. and because that is the one phase of the potroleum industry that
can hel? solve the energy problem, then your problem in that regard {s the

same as mine - find more domestic crude olll The .average independent {s
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not in transportation, refining and marketing. And these phagses do not affect
our tremendous lmiaalénce of ;;aymenta that is killing our economy, These
imbalances are a direct result of the huge quantities of imported oil, This

{s not to say that these other phases are not relevant to the ;vhole problem.
But, nothing will be solved without materially {ncreasing our domestic crude
production, and that takes e#ploration, and that takes. romance money, and
that takes a depletion allowance., A dopletion allowance that is there for good,
not brandished around like a whip on the very grbup of people that can help

solve the energy problem.
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. . EDITGRIA[
-Decision of independents |
to fight good news for oil

THE EVIDENCE 1S growing that if the domestic petroleum in-
dustry escapes political disaster this year, the independent oilman must play
a larger role than in the past. It could be a decisive role, ,

This s based on solid facts: Independents have many friends in Congress
that majors don't have. Independents do not suffer the image currentl
created by large profits from operations abroad, from inventory appreciation,
and from dollar devaluation. But they may suffer the same political conse-
quences. ‘

For the truth is that there is no refuge from punitive legislation for large
or small. All segments must work with those members of Congress with whom
they have credibility.

The shoestring operation of the Independent Petroleum Association of
America has benefited all industry far out of proportion to its meager financ-
ing. But this effort is ridiculously low in light of current stakes in pending
legislation,

So It is a vitally interesting development when enraged independents
during TPAA’s Denver midyear gathering kicked off an instant campaign to
let their voices be heard louder in Congress.

WHAT has the independents up in arms?

They realize that punitive measurgs aimed by the politicians at the
major oil firms are going to hit independents even harder. Witness the ways
and means taxing windtull profits and phasing out percentage depletion.
While claiming to tilt incentives from foreign to domestic production, the
committee actually hits domestic producers for $11.4 billion in higher taxes
compared to only $1.5 billion for foreign operations during [974-79.

Other bills calling for chartering oil corporations, putting federal agents
on their boards, and forming a national oil company are also unpopular
with independents. They correctly see them as distinct perils to everyone in
the Industry and to the free-enterprise system itself.

The IPAA isn't falling for divide-and-conquer techniques. The inde-
pendents have observed that even those legistators who praise the virtues of
small business are writing legislation that would make it impossible for in-
dependents to perform the job Congress is asking them to perform.

THE INDEPENDENTS' anger and their constructive response
represent a reaction at the grass-roots of the oif business.

Smaller operators feel that a successful fight still can be mounted to
forestall political disaster. In this, they are supported by many government
leaders who urged them in Denver to make their voices heard. It's_quite
‘possible that if Congress becomes convinced that the hundreds of small oper-
ators who form the industry’s backbone and do most of the oil finding will

o down the diain, it probubly will relay the torture treatment,

The IPAA campuign is welcomed us beneficial o the entire domestic
industry and to the nation, This countiy necds the unhampered ctforts of both
independents and majors in restoring its cnergy position.
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OIL AND GAS DEPLETION:s Facts versus Fallacies

rallacy: Percentage depletion in the tax laws,is no longer justified because of the
industry's "high profits." .

Fact: The domestic petroleunm industry, over many years time, has had earnings cone
sistently below the average earnings of industry generally. In 1972, U, 8. oil company
earnings averaged 9.6 percent rate of return on investnent, compared with 10.6 percent
for all manufacturers, In the 20 years 1953-72, domestic oil companics earned an
average of 10.1 percent; manufacturers generally earned 10.8 percant.

Moreover, the much-publicized profits of the seven largest international oll companies
in 1973 were carned primarily ¢, their foreign operations. A First City National Bank
study shows tho domestic aearnings of these corpanies insraased an average of cnly eix
parcadt,

Fallacy: Percentage depletion is no longer neceded when producers are selling “ten
dollar oil."

Facts The composite price of domestic crude oi), according to the Federal Energy
‘Mninistration, is about $7.00 a barrel - not $10,00. At $7.00 or $10.00 for naw oil,
prospacts will be drilled that would nover have been drilled at $3.00 or $5.00......
decper prospect™ whare aggregate costs are five times tho average drilling outlay, and
marginal prospects that would have beun uneconenic at lowor prices. In drilling thess
. prospectes, the oconomic rewards at $10.00 are rolatively no greater than are ths rora
pronising prospects that producers may be willing to dril)) at $5.00. DPerconcags
‘depletion has heon provsn sdund in principle and in practice, and should be coatinued
irrespective of "the price of oil."

Fallacy: Parcentage dapletion is not ar inducement to exploration, but oaly encourajes
drilling in known fields.

Fact: 1n tha 1969 Tax Reforn Act, Conqress reducad the gercentage depletion rate fron
27-1/2 to Dpercent and made other chanjos which incrzased the tax burden on tne
domestic industry by more thin $600 million anrually. “This precipitated a drop tin
1970 of 2,008 wildcat wells, down 21 porcent frea the 1969 level, and the l3rgast
decling in exploratory drilling in a sinjle vear in the history of tha docestic
industry. Exploration still has not rocovered to the 1369 level.

Fallacy: The consuming public has not benefited from depletion as evidenced by cucrent
“high" prices for gasoline. o,
Fact: The averaje price of domestic crude ¢il has increased about 7-1/2 cents a
gallon in the past year. In 1972, regular grade gasoline yrices averaged 35 cents,
Clearly, the increase in domestic crude prices cannot be the cause of 60 and 70-zent
qasoline, The fact that the cost of imported oil has quadrupled since 1972, pius
increased refining and marketing charges, are the prisary reasons for today's high
gasoline prices.

Despite our large dependence on forcign ofl (35%), however, it is notoworthy that
gasoline prices [excluding taxes) in March, 1974, averaged 19.59 cents per gallon -
among the lowest in the world. This arch price reflects an increase of 89 parcent
Lrox the dverage aqnsolice orica in 1926 when perncentage diclecies was adsptad, bit the
gonsunyr price {ndox for all items sinzo 1926 nas risun 170 porcent!

. '

Independent Patroleun Assoclation of America
May 1974 .
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Eact Sheet on Crude 011 Pricecs

Verlous proposols pending in Congress to roll back domestic crude ofl prices
to levals as -low as $3.62 por barrel would result in less U,S, ol} and gas supplics,
increased dapendency on higher cost foreign oill and higher prtcco for ofl producta
to cousumers.

During 1973 the government permitted the price of V.S, crude ofl to risc.
According to tha Federsl Energy Office, the avarege price of controlled domestic
crude ofl {s $5.25 par barrel; the average price of unconcrolled crude ofl, which
include now and stripper production, is $10.00 per barral; and the average price
of al) domestic cruda oll Ls $7,06 per barrel,

The increcosed prices have brought forth an ecceleoratlon in the activitiecs
relatud to domestic potroleunm exploration. Tha number of activo rvotary rigu at the
ond of April 1974, for exemple, vas uore than 40 percent ovar ths sane date in 1973,
Althoush thaore (o a time la3 betuveen incroasoed exploration and production, thare

‘4s evidance alroody that tne decline in domestic productlon that bszon in 1970 .

will bottom out in 1974,

A price volibsck would hurt the independant producer to a far greater degree
than the rajor oil comnany., This (s so beeruso indepondents drill 80 percent of
exploratory wells, and it {s estisisted thot they oporate 9 parcent of the strinpor
wells, 1Yont of the of) vhich the major oll cospary oclla s "old" or controlled
of{l. PNut rost prico rollback propooola sould only apply to new anl gtelpper woll
ol)s An cucapilon {e San, Abourerk's propossl to roll Ml prices back to the
lovels of May 15, 1973,

The professed renoon for the rollbacky £{s to save uuney for thy consumer
throught lower product prices. Hovaver, the rollback would epply to lose than
20 percant of total supply (dorastic end forelzn) end could only rasult {n terporary
cavings to consuaars of less than 2 cents par gollon gn oll ofl products.

There has been undarstondable concern as to incressce in pslcn of ofl products
to the consuner and speculation thet we way be fzelng gasolina prices of 75 cents
or even $1,03, In this rngord. ft {s portinont to keup fo mind t&:z the cutrrent
wvorago price of domestfic crude oil {s only 74 conts o gallon over the 1972 price.
Obviously, since thz avevape price of gasoline in 1972 wes 36 conts, demastic
crude otl prices have not beecn, and will not be, the cause Cor 60-cont or,7Se-cant
pricos for gesoline, Sharply higlor fasoline prices can be attributad to high
prices of L(mported faveinn crude oll vangirgin prica from §10,00 to $17,00, and
higher cherges for rctlnina ond rmarkating.

A rollback of dozestic crude ofl prices would not golve the prodblem of in-
croascd prices for gasoline, hemasheacing ofl, jot furl and inadusiriol fuels., By
reducfny; domastic supplica of crude ofl, tha rollbaclk would résule in incrcesed
dopondon:y on foreign oll and highcr prices for oll producte to consuiacrs.

Indapandent Patroleun
Assoclation of Amarica
tay 1974
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PERCENTAGE DEPLETION AND THE INDEPENDENT OILMAN

By the moat conservative estimates, expenditures for U, S. oll and natural gas
exploration and development ought to be immediately doubled, and progressively
increascd. In a detailed study released May 15, the National Academy of Engineering
called for efforts to incroase domestic oil and gas production by 25 percent by 1983,
doclaring this to be essential in restoring energy. self-sufficiency. 7o achiave .
this, the Academy sald expenditures for petroleum development would have to be
increased to & range of $160 to $200 billion in the period bastween now and the
nid-80's.

This projaction by the Academy, an affiliate of the National Acadamy of Sclenca,
anticipataes capital requiroments of $16 to $20 billion a yoar for domestic patro-
loum exploration, dav-lopmunt. production and recovory. Theoso anticipated oxpendi-
turog cquate to or excend tho totil wellhaad value = $37.2 billion =~ of domestic oil
und nd_natural gas g:oducod in 1973,

.
It i8 clear that phaso-out or reopeal of porcantago doplotion (combined with the
"windfall profits" tax) would have a crippling ‘effact on domastic potroleum axplora-
tion and devolopment at a time when expondituros for thowe activiticos ought to be
doubled and triplad, not discouraged or roduced.

Percontange doplation has bean and is particularly vital to independant oll and natural
gas producors who drill 85 parcent of domaatic oxploratory walle., At today's coste,

the ability to attract outside caplial to share tho rink of osploration ig increasingly
fnportant, Porcentage dapletion hay been a prinary and {ndicpensabla incontive for
investors to provida risk capital. Ity reroval vould incodistaly reduce funds available
for oxpleration and developnent hy hundreds of nilllons of dollare per yoar.

Mont indopondant producors incur long-term dabs to conduct davoloprent projrams, and
thounrands dopond on funds retainod through porcontage deplotjon to ratire such debt.
Phass-out or repaal of doplotion would therefora put many producers in & ligquidation
prsition, forced o rall out to rocet debt obligations. As a rasult, many indepandents
would cult parmanently, and their contribution to the overall industry affort to
expand the nation's potroleum supplies would be Jost,

In its recent report, “"Concantration lLavels and Tronds in the Enorgy Sector of the

U. 8. Economy," the Fedoral Trala Commisaion concludad that "concentration ratios

in crude oil production appoar to b2 raelatively low compared to rany other industries,
althnugh thay have risen algnificantly since 1955." Removal of parzentage depletion
for tha independent would accolerate this concentration trand, N

The quichest, surest and lowest cost moans of securing additional supplies of enexgy
is to reactivaty the 10,000 indepandent producers to explore for and develop the
vast oil and gas potential onshore in tha lowar 48 states.

The shrinkaga in the great maltiplicity of effort by thousands of independents in
the oxploration for and dovelopment of the nation's oll and natural gas would be
a loss tho nation could ill afford if it is to again achieve a position of energy
self-sufficiancy.

Indiponent Potroleun Assoziation of Anerdca
Hay 1974
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. REPEALING PERC‘E“TAGE DEPLETION: THE ECONOMIC IMPACT

Phassout or repeal of percentage depletion for oll and gas, as contemplated in
proposals pending in Congress would increase the tax burden of the domastic petro-
leun industry by more than $3 billion yearly. It would cancel a tax provision that ,
has been ingrained in the industry's economic and financial processes for 48 years.
It would have repercussions of vast proportion, dotrlmonccl to the nation’s energy
supplios.

These adverse results could be set torth in great detail, but they can be summarized
as fol)ows:

1. A flight of capital from oll and gas exploration and drilling, and dis~
* ruption of capital investments on an almost panic scale. Chaos would
follow during the period of unprecedented adjustment to and evaluation
of the industry's changed financial outlook. .

2, Widespread sellouts and mergers would ococur among 10,000 independent
explorers and producers who drill 8% percaont of U. 8. exploxatory wells,

~. and would result In increased concentration in the production and control
of petroleunm, .

3, Contraction of the industry would rosult in reduced levels of exploration,
drilling and developnent with an inevitable drop in our already inadequate
domestic petroleun reserves and production,

« 4, Precipitate large-scale unamployment among 575,000 petroleun production
employes in )2 producing states.

5; Bhrinkage of the nation's largest mineral producing i{ndussry would be
accelerated and would praclpitate a reduction in the overall base for
local, ltatc and federsl tax revenues.

[ ¥ naduccd oil exploration activities would be tollowna by curtalled markets
for steel, othor basic materials, and hundreds of supply and service
naganizations sustained by petrolsun production,

* 7, Capital expenditures would be divertod in incressed scale to foreign

: areas. This would compound our tanuous dependence on foroign energy

and aggravate the alraady serious adverse inpact on our balance of *
payments situation,

8. With econcaic growih diroctly relatad to energy use, and domestic ofil
and natural gas supplying the lowest cost energy available today,
aconomic oxpansion would be impeded.

9. 'In lhort, the nation would bo increasingly dependent 6n foreign oil
supplied by & more concentrated industry at far higher costs.

These are fundamental consideratinns that the pending proposals ignore. Some of
thess results would come iraediately, others gradually, if percantage deplation is
phaged out. Certainly, procipitasion of such an upheaval in the domestic oil and
gas producing industry would bo inconsistont with and counter-productive to the
national priority and urgency of re-building U, 8. energy~sufficiency.

.

Indapendent Petroleum Agsociation of Annrica
Hay 1974 .
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z AMATION CORPORATION A Subsidiary ol A, C. Nielsen Company R
:513&‘351.'3{3m COLORADD §0101 * PHONE 303-828.211 ' ' . )
T DRILLING STATISTICS o - .
, +oo AND HOW THEY ARE COMPILED . . :
; : . this fsue, Encrgy Informution presents the hacie results of o review of

. operator-of-recortd data for U.S, drilling ducing 1972, Statisticy were accumulated

"with respect Lo the sole or firsUlistul opurator only., Thuy, othee working interests
in specific wells are not eepresnnted, nor is now-oaperating cconomic suppurt sisis
bl in the many euces to which it applics,
But oprrator-of.record identificalion ecachies to U limits of establidhed
‘Industey statistivd practice, ! '

.

To ncastre with a

bolule accuracy the amount of drilling artivity for

which a specific ealugory of uperators is economically respongilile woull require
. , application of exact \solkin; interedt to the wella in which each operator within
. the category paetivipated. The vum of the net wells thag caleulated for ol vper-

ators would th 2 he equal to tatal drillivig. -
This degees of statiztical tefinement

Is nol availuble, The opreator

-of-recordd analysis is the most significant appraisal of uctivity by opurstor cater
ories. 1t is an awveplalde statistiva eritevion sinvg tle fndudey Teans heasily on
. foinl sentures in which companics msy by upwa(or-or-rwurd ubuid as ulten a
they are nomopetating working interest participants so that statistical abierrations

X temd 1o be compensating, .
: Aud, current andd timely operator.of-record statistics ars available only

, lhrouf,lo timely
K lewm [nformation,

An Luergy Information Exclusive

.
NEW STUDY §1HOWS “SIIALL" CONPANIES
DRILL MIOME THAN £0% OF U.S, \WELLS

An operator-of-venrd suevey of 1972 diill.
Ing in the United States dhows that the Liger com
panies in the peteoleam industry woe operators on
only 17.50 per cent of United States drilling in
1972,

Smuller companies weee operatars of recond
on 82,50 per cent of all 1972 wells,

These figines emerged at the completion of a
study Ly Petroteum luformativn of .~}l domestic
drilting during 1972, Fadicr this year .oon June
6. bneegy  Indfenmation published  operator of
record analyxis of wliout 60 per cent uf domestiv
drilling, The study e been estaded to cover the
arcas not includuil in the catlier sandy , notably must
of Yenas, Louisiana and the southeasteen United
States,

Operators weee elassificd according to their
fnelusion in the Chase Manhattan Bank's 20 com-
pany geanp of “liegee operators’s Membees of this
group sceoanted for 17.50 pee cent of dritling, All
others aceomntud for B2.50 per cent,

Figures for the entire Cnited States il uot
differ il ity Troo thee paeted stndy comphetad o
Junz, Whate sonse af thie e oot then smseyed are
prone o e deiilng and seahl e oypecied e
fheas woprepantorane o Lie vnrepeny aetisily
e Dy e eteady grosth in w ity by con

corverage of b U.S. deilling activity, a function wnique to Peteo

panies nut members of the Chase Group, To aldic
tion, inchusion of several active, shalow aiviw tende!
fo wighy statistivs in the direction of sullee opee
ators, . .
P However, it shoulit he noted that in teems of
footage diilled, the Chase Manhattun Group e
counted for 22,59 per cent while dll ather eperators
accounted fur 77.61 per cents This puints up the
involverent of the largee companies in the deeper
drilling i many parts oF the conatey, Such involtes
ment, of vourse, rediiees (e nomabinee of welly cus
pleted in a given peiad of time. .

Nevertheless, thie extent of duminanes of da.
mestic deilling by opeeatons of record not methees
of the Chase Manhattan Croup i, pethaps, sur

prising.

A substantial portion of the funsding of eom
panies not mrmbere of the Chase Geoup vad alteast
e feam nomoileliel ameees, The stalistivs o
diilling point up the jmpurtance ol fneentives ae
means” of attracting thu’ capitid respunsibde fue 4

large’s poetiog of totd dowestiv diitling,

The stinly shows hat the sl r g
deitlest aoee dizeaverivs of hoth ol sl gaenurc
fae tiore dry hosbes o than owessdes ot Clan
Ceaup, ) B

But, thens was suprisingly i it ey



in exploratory « success tatios between the two
roups. The Chase Croup risked exploratory failura
,000 times. The result was 272 produetive wells, or
a'record of 27.2 per cent success. All othier com:
ariles drifled 8,024 explorutory wells, com leted
972 as producers, for a sucecss ratio of 2:.37 per
cent, ’ "

Tho larger compantes wideiied the vompar-
stive margin of success when 1t came 1o develop:
mont wells, This may reficet a subatantial amount of

0 control on the part of this group and the jus.
tied tendency fo reseevy for Inteenad “development

<, All U8, Drilling
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loéations of oI;v}io|vst Io\;'cr risk.

. The Chuse Group successfully completed

3,320 deselupment wells of o totul of 3.833 dritted.

The suceeas ratio is 87.08 jiee cent, All othee com-

ganies drilted 14,758 developnent wells, cormpleted
2,70 per cent, or 10,730 wells, as producers,

The statistics- are set out below, Toluls in.
clude deilling offahiore Louidana und Texas, Thie
Chase Manhiattan Group accountel Tur 398 of 620
wells deilled off Louistuna, ,Others completed 230,
OF 40 wells deitted vifahiore Texos, the Chiase Group
completed 23, other complanivs, 17,

Total Foo;afu

‘ ’ Totsl Wells  Porcentagu Pereuntago
Chase Group 4833 )0.504 80,590,23 22.30%
- All Others 22,702 0250 100,020,000 L2761
27,618 ‘ 136,636,037 .
! . . e ‘ *
‘o All Gxploratory Wolls - op-
Chase Group 1,000 1100 8823474 16,46
. AlOmes 802 0092 T I I
" 9,024 : 53,579,876 B
‘ Al Developmont Wc!'u )
Chawe Cioup 3,033 20,62 R ATt 2621 .
All Otliers . 14750 7930 61,201,604 7870
18,501 63,036,361 ‘
Analysls of Explorstory cad Dmlopn“'om Suceols
Explotitory Developuicnt ot
_ Wells $6 of Category '. Wells % of Calcgory '
CMGroup Ol 142 1286 . 2,055 26.00
Othery Qo2 7560 74.00
CM Groip  Gas 130 1140 0 1.7
Olienn  gas 1010 “3ino 82.27
CM Growp  Dry 728 104 495 " 1004
Others JDry 6,032 80.26 4,024 09.06
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FIRST NATIGNAL CITY BANIK

EOVARD .Y“O’ND‘ 399 PARK AVENUE, NEV/ YORK, N V. 10022

VICE PRESIDENY
M RTRLY MEidC euett

_ May 8, 1974
Q 0
)
H . b} ’
. o B "\‘ l'.z
Mz, Frank Jorden, 7. /\/7._)
Exccutive Scerctary
1IPAA / ‘
1101 Sixtoonth Street, N.W, . ¢
Y/ashington, D.C, 200306
Desr Fronk: ' .

It was good scouing you and partic&patlng in your
vasious commm-:o theetings in Dunvey,

Attnched is a tabulation showing 1973 vs, 1972
major oll compuny earnings by region. As soon as possible, wo
shal} let you havamow proliminary (indings concerning 1974 results,

: ‘Wao arce ghd to know hat you plan to make theso data
wide)y avajlablu Lo your mombership and on Tho Hill, Ploase make
sure tho momnbers of the Accounting Principles Committee, where
such pleasant things were soid about Citibank's efforta, are provided
with tho data. This will, I beliove, be a morct comtr\lcmm follow-up
to the Dunver mcctings, particularly cinco you omitted any rcfoxoncu
to our figures from your Cost Study Commiittee Report.

Sincoroly, . .
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FIRST NATIONAL CITY BANK.
PROFITS OF 7 LARGEST INTERNATIONAL OlIL. COMPANIES

1972 1978 Increase %

-BIT, $) (LYo
Total 84,868 8.7 3,908 80%
Western Hemisphere (not U,S,) 172 1,330
Eastern Hemisphero 1. 984 1 8,197
Total Foreign 2,766 8,827 3.1 136, 8

u. 8 2,100 2,244 138 6.4 4—-\
- - .
Tho above table shows earnings of the seven largost international oil com-
panies divided between domestic and foreign oporations, with a separate line
"showing profita attributable to Western Homlsphere operations outside this country.

These figures by the First National City Bank show that profits of these
companies on thelr total foreign operations increased 136,8 porcent, while domes-
tie profita rose only 8,4 percent, Of the total increase of 83,9 billion, tho $135
million attributable to U, 8, operations represents only 3.8 percent,

For many companios, this trend in which forcign carnings roprosont by far
the dominant factor in their profits picture continued in the first quarter of 1974,
Gulf Oil Corporation, for example, earned $200 million in the first quartor,
76 percent above the 1973 firat quarter, But Gulf's earnings on {ts U.S. petrol-
eum operations actually declined four percent. :

Mobil Oil Corporation reported a 88 poercent increase in profits in the fourth
quarter, but only 168 percent of this increase was attributable to {ts domestic
operations, Of Texaco's first quarter profits, 73 percent came from its foreign
operations, only 27 percont from U.S. operations, ' .

Clearly, these figures make it apparent that price rollbacks on domestic oil
would not materially change the earnings picture for those international companies.
Such a rollback would, however, severely dampon domestic exploration and
development--and accelerate investments in foreign arcas.

34+639 O - 14«21
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FIVE U.S. BASED INTERNATIONAL OIL COMPANIES

" RETURN ON NET WORTH DY GEOGRAPHIC AR'&Ai-’ 1972 to 1974
. Net % Not % * Return on
1972 Worth - 1/1  Chgo, Inserpe..  _Chge. ..m.;!aub.
. ($ Million) ($ Million)
Unitad States 18,342 ° . L9110 . 10.4
‘Foroign . 185,268 ' 2,019 13,6
TOTAL 3,610 3,989 11.9
1973
Unitod Statos 18, 854 42,8 2,048 417.2 10.9
Forcign ... 16,305 7.2 4080 40l 25.5
TOTAL . - 35,219 14,8 6,248 + 50,1 17.7
1974 (Betbanted) '
United Statos . 19,204 | 42,3 2,843% 4241, 13,2
Forsign C1GBI6 L 4193 6003F A6 30,8
TOTAL 38, £00 +10.2, 85467, 431.2 22,0 ', .
“Annuslized First Quarter Not Incomo : . .

.

Companies ] Jnch\dcd Exxon Corpouration, Gulf Oil Corporation, Mobil Oll Corporation,
Stundard ( oilL Comp\r.'/ of California, Toxaco Inc,

e ' eme * N

w ‘. aol ( ‘\
Py XIS ""‘ - Nzt ("‘” M
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OIL té&hs JovkNhe
MAY 2o 1894

Another pigelino development: Texoma Pipe Line Co,
_will start laying 30-in. line next WEeR UE‘%TT‘S?FTSTmil-
TTEﬁT'???TﬁTT%"?ﬁifaﬁ Y0 move crudd rrom the Gulf Coast to
the Mid-Continent. First work will bo on 45 miles of line

northwest of Longview, Tex., by H. B, Zachary Co., San
Antonio, ’ :

There's also transportution news in.plans to make the
MissTRSIPPY dccessible Jeep-grart snipy 45 TAY NOTEIR 08
Natchoz, Miss., which would % QOEPWAteT POTL.

The Corps of Engineors is studying the plans and will
hold a public hearing May 28 at Netchez, Besides the port

at Natchez, plans involve industrialization of the river

‘bank betwoon Baton Rouge und Natchuz,

'-'—;::—;:;ce of Alberta crude will be held af a maximum $6,50

N Y i) ®
FtTfoleum-mariet!ng oard, The price follows an agreement
with the federal government which was brought down recently
by a no-confidence vote in the Parliament.

Meanwhile, federal Energy Minister Donald Macdonald is
asking the industry to continue collecting for Ottawa the
‘export tax on oil, raised to §5,20/bbl for June (see p. 39).
Miucdonald also wants the industry to limit retsil-price
increases on products to about 9¢/gal in western Canada and
3¢/gal in the eastorn region,

Canada's National Energy Board will hold full-scale
hearINgs, Probably thik fall, O NAtUral-gas SUPPIY 10T
domestic and €xports noeds,

TAterested parties must submit briefs by Sept, 3, The
submissions must deal with natural-gas yrequirements in
Canads for each year from 1973 to 1995,

LOOKING ABROAD, Financial sharpies lured by reports of
$54 billion oil incomé thI ear, are moving Into the Middle

38t, And tH13 Ras prompted SRaikh Naji B, AImuddin, Chair-
iR of Middle Bast Airlines,-to urge that western experts
should advise Arab countries on best use of their ol .
revenues. )

“There's now an urgent need,” he told an audience in
London, "for serious and relisble investment advice for the
Arab-world from the experienced and knowledgeable financial
institutions of the West,"

Danish Government says plans are under way for leasin
areas OIFf The west COast Of Lreenland, Nesotxat18ﬂf17ffﬁ“l
IOW6 20 companies That have run seismic surveys in the

area will start soon.

Drilling probably won't start before 1976, Plans call .

for guttihg up 25,000 sq miles south of the 72nd parallel
. for bids, Terms will be stiff. They include cash leasing
fee, 12.5¢ royalties, S5¢ tax, and up to 504 carried inter-
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'DEPLETION AI:LQWA'NCES PRESENTLY AUTHORIZED

Title 28 - Internal Revenue code

Antimony ore

Anorthosite

Asbostos

Asbestos (not from deposits
in U, 8.) ’ '
Bauxito

Bauxite (If not from U.
deposita)

Beryllium

Bismuth

Block steatite tale
Cadmium

Celostito

Chromite

Clay

Clay (used for manufacture
of sewor pipe or brick)

S,

8% = Clay (used for drainage and

22%
22%
22%
14%

22%
14%

22%
22%
22%
232%
22%
22%
22%
22%
22%
22%
- 22%
22%
299
2%
22%
22%
22%
22%
22%
22%
23%
22%
22%
22%
22%

roofing tile, flowor pots
and kindrod products)
Cobalt |

Corundum

Fluorspar

Fluorspur (if not from U, 8.
deposita)

Graphito

Flake graphito (if not from
U, 8. deposits) !
Ilmenite

Kyanlte

Laterite

l.cad

Lithium

Manganese

Mercury

Mieca

Molybdenum

Nickel

Oll' and gas wells .
Olivine

Platinum

Platinum group metals
Quartz crystals (radio grade)
Rutile

Sulphur

Tantalum

‘Thovium ‘

TiA .
Titanium

Uranium

Vanudium

Zine

Zirran

18% - Copper

15% - Qold

15% - Iron ore

15% - OIl shale

18% - Silver

14% -, Aplite

Y 14% - Ball clay

14% - Barite

14% - Bentonite

14% - Borax

14% - Caleium carbonatos

14% - China clay

14% - Marble

14% - Mollusk shells (including
clam and oystor shells)

14% - Phosphate rock

14% - Potash

14% - Quartzite

14% - HRock aaphalt

14% - Sagger clay

14% - Slato.

14% - Soapstone

14% - Stono uscd as dimonsion
or orhomental stone

8% - Stone

14% - Thenardite

14% - Tripoll

14% - Trona

14% " Vermiculito

10% - Brucite

10% - Coal

10% - Lignite

10% « Porlite

10% - Sodium chioride

10% - Wollastonite

7§% - Slate (for use as sintored
or lightweight aggregates)

8% - Bromine (from brine wells)

8% - Calcium chloride (from brine
wells) )

8% - Gravel

8% « Magnesium chloride

8% - Peat

8% - Pumice

8% « Sand

8% = Scorla

8% - Shale .
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ofl at tho well head.

The proposed "windfall profits tax"

to do with profits,
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">, mzm M'D mziror THE COMMITIEE, MY NAXNE 15 L, M. YOUNO,
1 RESIDE IN ABILENE, TEXAS, AND I APPEAR RERE TODAY FOR MYSELY AND THE
WEST CENTRAL TEXAS OIL AND GAS ASSOCIATION, OUR O1IL & GAS A!;OC!AT!ON
18 COMPRISED OF 800 SMALL BUSINESSMEN OIL OPERATORS WHO ARE LOCATED
PRINCIPALLY IN THK 33 WEST CENTRAL TEXAS COUNTIES AROUND ABILENE, TEXAS,

MY PURPOSE HERE TODAY 18 T0 OPPOSE ANY CUT IN THE DEZPLETION ALLOW-
ANCE WHICH I8 8O VITAL TO THE INDEPENDENT OIL OPERATORS OF THIS NATION,
THERE SEEMS TO BE SOME DOUBT IN THE OONORESS AS TO JUST WHAT AN INDEPEN.
DENT OIL OPERATOR 18, THE INDEPENDENT OPERATORS I'M REPRESENTING ARE
INDIVIDUALS WHO PRODUCE 2 BARRELS OF OIL PER DAY UP TO MANY HUNDRKDS OF
BARRELS PER DAY, MANY OF OUR OPERATORS ARE STRIPPER WELL OPERATORS PRO-
DUCING LESS THAN 10 BARRELS OF OIL PER WELL PER DAY, THEY HAVE NO I.IVKHUS‘
FOR DRILLING AND PRODUCING OIL & GAS WELLS FROM EITHER REFINING, TRANS-
PORTATION, PETROCHEMICAL PLANTS AND NEITHER DO THEY SELL ONE SINGLE CALLON
OF GABOLINE AT THE RETAIL GASOLINE PUMP, YET WE ARE EXPECTED TO OPERATE AND
"SURVIVE UNDER THE SAME TAX PROVISIONS AS THOSE'WHO OPERATE IN ALL SEGMENTS
OF INDUSTRY, THE REVENUE WE USE TO DRILL AND PRODUCE MUST COME FROM THE
BARREL OF OIL AND THE NATURAL GAS WE PRODUCE, WE HAVE NO OTHER SOURCE OF
REVENUE EXCEPT THE RISK CAPITAL WE ARE ABLE TO ATTRACT TO HELP US CARRY oN
OUR EXPLORATION EFFORT,. I BELIEVE THE INDEPENDENT OIL OPERATOR'S EXPLORATION
EPPORT HAS BEEN WELL DOCUMENTED SINCE WE CONTINUE TO DRILL SOMETHING OVER 75%
OF THE EXPLORATORY WELLS AS WE HAVE OVER THE PAST DECADE OR MORE,

. IN 1969, OUR ASSOCTATION APPEARED BEFORE THE HOUSE WAYS AND MEANS COMMITTEE

IN AN EFFORT TO KEB.P TIE CONGRESS FROM CUTTING THE DEPLETION ALLOWANCE, WE
EXPRESSED OUR BELIEF, AT THAT'TIME, THAT A DEPLB’I‘IION CUT WOULD FURTHER SLOW
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DOWN THE OVERALL EXPLORATION EFFORT POR ALL OP INDUSTRY, AN) PARTICULARLY
THE INDEPENDENT SEGMENT OF ‘l‘.l(! INDUSTRY, THE DEPLETION WAS cuT Sk%, AND
THE CONGRESS ELIMINATED TWO ADDITIONAL TAX PROVISIONS THAT HAD KELPED THE
INDEPENDENTS SURVIVE WHAT, BY THEN, WAS ALMOST A PATKETIC SIT.UA'I'ION IN THE
INDEPENDENT RANKS, 1IN 1969, THE NATION HAD 1,195 ACTIVE ROTARY RIGS MAKING
HOLE IN THE CONTINENTAL LIMITS OF TUE UNITED STATES, THE TAX REFORM ACT
WENT INTO EFPECT IN 1970, AND BY 197! WE ONLY IM& 975 ACTIVE KOTARY RIGS, A
DECREASE OF 220 ACTIVE DRILLING R168, I DON'T BELIEVE IT TAKES T0O MUCH
MOXY TO SEE THAT ANOTHER CUT OR COMPLETE ELIMINATION OF THE DEPLETION PROVISION
WILL ALL BUT PARALYZE THE EXPLORATION EPFORTS OF INDEPENDENT OIL AND OAS
PRODUCERS,

LAST, AND CERTAINLY NOT THE LEAST OF OUR PROBLEMS, 18 THE PACT THAT
SOME PEOPLE IN GOVERNMENT THINK THAT THE RECENT UPWARD TREND IN OIL PRICES
HAVE PUT THE INDEPENDENTS OM EASY STREET, NOTHING COULD BE PURTHER FROM THE
TRUTH, Tl!! INCREASED COST OF NOING BUSINESS IN THE LAST 6 MONTHS HAS TAKEN
MUCH OF THE PROFIT OUT OF A BAPREL OF CRUDE OIL, T'HIS, ADDED TO A PROPOSED
CUT IN DEPLETION, WOULD CERTAINLY BRING THE INDEPENDENTS BACK TO OR BELOW THE
1970 LEVEL OF ACTIVITY WHICH I MENTIONED EARLIER IN THI1S snnﬁxm.’ IN THIS
REGARD, I WOULD BE MOST HAPPY TO DISCUSS THIS ASPECT OF OUR BUSINESS WITH ANY
MEMBER OF THIS COMMITTEE,

HEMBERS OF THIS COMMITTEE, WHAT THIS NATION AND OUR INDUSTRY NEEDS TODAY
18 MORB. INCENTIVE, NOT DISINCENTIVES, AND AN ECONOMIC CLI&!M‘! WHERE WE CAN CON-
TIN’UE OUR SEARCH FOR THE ENERGY RESERVES THAT THIS NATION 18 §0 VITALLY SHORT'
OF TODAY, UNLESS YOU CAN PROVIDE THOSE INCENTIVES HERE IN THE CONGRESS, COITROL
OF OUR ENFRGY RESOURCE POLICIES WON'T BE SET BY THIS CONGRESS, DUT WILL BE SET
BY THOSE NATIONS wno CONTROL 5% OF THE FREE WORLD'S CRUDE OIL RESERVES AND
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KATURAL GAS, NAMELY THE NATIONS OF THE MIDDLE EAST. I THINK IT'S TIME WE
STOP AND.TAKE STOCK OF OUR ENERGY POSITION BEFORE WE MAKE ANY JUDGEMENT
ON CHANGING OUR TAX POLICIES FOR AN INDUSTRY THAT I8 AS VITAL TO TUE NATION

AS OUR IS,
THANK YOU FOR LETTING ME APPEAR HERE TODAY,

LAVON M, YOUNG
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Statement of A. W. Rutter, Jr.

Before the Finance Committee

United States Senate .

Washington, D. C.

June 6, 1974 -

My name is A. W. Rutter, Jr. I live in Midland, Texas, and I appear
here on behalf of the Texas Independent Producers and Royalty Owners Association.
Our As;ociation has approximately 3,500 members, down.2,500 from the high point
of about 6,000 in the 1956-58 period. I happen to be one ;! the fow who remained
active in our Association even though my economic interest in the industry materially
lchangod. o

I would like to tell you of my business history since receiving a Bachelor
of Arts degree in economics ‘Ln 1948 and a Bachelor of Sclence degree in geology in
19.49. I went to work for a consulting petroleum geologist in Midland in 1949 and
two years later joined my father, a small independent West Texas producer. Our
company grew from about 150,000 barrels of oil per year production in 1951 to a
mfllion barrels of operated production in both 1956 and’1957. During these two .
(yuu, we also operated 2 billion feet of natural gas ;;toducl:ion annually.

Starting in 1958 and culminating in 1961, a series of disturbing events
caused us to roappraise our then complete economic involvement in l:.ho oil and gas
business. Briefly, these included being forced to file with the Federal Power
Commission as a public utility whon in fact we never intended to be in business for
anyone's convenionce and necessity except our own. The rising tide of imports threatened
to wipe us.out and allowable production in Texas was cut back month after month in order
to prevent waste. Small price erosions were taking place even though costs wofo in- .

\
creasing. We had three wildcat discoveries in 1958, each capable of producing the
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5,000 barrels per month allowance assigned and we spent about six wecks o!l inten-
sive effort to find a'purchaser. "Each nearby pipeline said it was the responsibility
of another to take our oil. We finally trucked the oil to mark?-:t at a discount,

In 1960 and 1961 we sold a substantial portion of our production and for

once in my life I didn't owe the bank anything. Since 1961, we have diversified into
many other fields, including shopping centers, rental property and motel operations.
1 ;resently operato 4 motols containing 532 rooms and have, in the past operated 10
motels with over 1,000 rooms., I am a founding fllrector of the National Innkeeping
Association. Diversification even extended to the life insurance business, where I
have served on the boards of three life insurance companies.

From 1961 until 1973 we essontially drilled no wells. fThe obvious shortages
of gas domostically led us to bocome involved in a wildcat drilling program in Alberta
where wo have had some succoss. The Alberta qovct'nnenc has recently mandated an in-
crease in the price paid to producers which further heightens our interest in CAnAélcn
exploration. Wa will continue exploring there until it becomes equally profitable
domestically o} until the Canadian government date(s '\n'by or;lcunq the punitive feqh-
lation that has beon proposed.

1 can tell you with complete candor that there is a boom in tho ofl patch in
Hélt Texas right now. People are working nights, no rigs are available, crews working
for service companies often have a six-month "veteran® as tho most exporlenc:.cd man, )
and any halt way;ouonub’le prospect can be turned.

b l-ublit exhibite 1, 2 and 3 to show the telephone connections, bank deposits
and employment in Midlanu in 1973 and 1974, It ia obvious that the.increase in the

price of domestic orude which started in the summer of 1973 had s dramatic effect. The
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numbex ‘of zotarir rigs oporating in Tex-.# increascd to 499 on May 20 from 355 a

year carlier and nationwide 610 m~st wells were drilled in the first quarter of 1974
than 1973, about a 9% increasc. I would suggest that all evidenco'xndicatos that the
response to unfavorable factors can be just as swift as the response has been to the
favorable factor.

We have all hcard of shortages and certainly we have many in oil .ﬁo!d
matorials. These can bo overcome in due course with bntto;r distribution, higher
inceutives, etc. A longer range shortago is in our skilled personncl. 04l explora-
tion is oxtremely complex, requiring tho talents of many diverse sciences and skills,
Cablo tool duuo{rs arc a dying breed and axpction?ud rig porsonnel have disappoared
during the same period I sat on the sidelines, As an examplo, my oxhibit 4 shows
tho number of graduating seniors majoring in Petroleum Engineering and in Geology at
the University of Tcxas at Austin. This has been one of the nations largest lc;\ooln,
and I feel sure tho experionce has beon duplicated at all universitios offering these
degrces. The rocent upturn in Graduates is probably accounr.ed for by job openings m
foreign exploration, 1If the job is ever to ba done, our young people must see & tutnte
in o041 exploration and production £o that they will pursue the proper degreo plans to
fi1l our needs.

We would like to get back into domestic oil exploration. We recently re=
acquired three well bores that can be deepencd to a lower pay zofie. These vol'll are
dofinitely uneconomic at $5.00 for oil and almost surely profitable at $10.00. These
wolls will cost $100,000 each to deapen. We have postponed this enduavor month to

month hoping to get a final answer on what the Congross is going to do. I can't tell
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you how many similar projects are sitting on the shelves while politicians argue

and make wild accusations and tht;au agajnst the oil busineu.‘_ No doubt there

are many thousands of such examples. We therefore urge you to.come to a final de- '
cision soon.. If depletion is to be romovad.. then this fact will be taken into account
in investmant decisions. The stock market hates uncertainty and so do oil producers.
The main difference is that oil producers are by nature optimistic. Everytime a well
is drilled, the ofl hunter is betting 5 inches against the world.

I would like to turn my attention to the economic principle involved in the
‘statutory depletion allowance. No income tax law since passage of the l16th Amendment '
to the Constitution has contemplated a tax on that portion of gross income which re-
presents a return of capital. Nor do our opponents at this time adnmit that they con-
template such a tax. I luhult that a formula to test the adequacy of a depletion
u‘u and to explain the depletion principle is readily available.

This formula is: The dopletion rate times the gross selling price of a
unit of ptoduquon should equal tho price at which a similar unit of production can
'be purchased in the ground, When this formula is in baiance, a producer of cubes of
*X* material can replace however many cubes ha has produced from his reserves by
paying some other producer the amount of depletion claimed. Or stadted another way, a
producer should be entitled to end up the year with the same reserves he started with
before he has taxable income. ’

In the case of the oil business, let us assume that the price of oil at
lease nnk, is $10.00 por barrel. When 22.0% depletion is taken, a producer deducts
$2.20 'froa his net income, but he currently has to pay $3.00 e.o $4.05 per barrel for

resorves to replace the barrel produced.

34-639 O~ 1422
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The point is that a producer should have a depletion rate vhi.cl;' will
give hia enough money tax free Lo r;place that year's production by buying reserves
from others. He may decide instead to gamble that he c'an repl'lco them more cheaply
by finding them himself and this is his decision and his tilk: And the risks inherent
in finding reserves and all of the other factors usually cited as the basis for
depletion rates will be averaged and weighed by a free marketplace in arriving at
the going price for reserves in the ground. .

While the formula suggested does not balance at the present time, I subait
that historically it has and that, if out of b‘alcnco for any extended period of
time, will result in dire consequences. 1In the middle thirties, for instance, West
Texas sour crude brought 90¢ to $1.00 and good reserves old for 20¢ to 25¢ per
barrel. 8u1.1ltly in the late forties and early fifties, top grade crude was $3.10
and reserves could be purchased for 90¢ to $1.00. The properness of the depletion
rate for any extractive industry, including foreign production, can be checked by
this !omula.. And probably most will stand up.

In the formula, 'tho depletion uce. is ﬁ.‘ud pnd the two variables should
be competitively set in the ‘urkutphco. If the variables are so arrived at, any
imbalance is due to the wrong deplotion rate. In today's instance in crude, the
inoreased eoncf and risks of f£inding new reserves has pushed up the price for proven
reservas, ' )

The present u‘tc of depletion is too low because purchasers are willing to
pay more than t!;o depletion rat; times the gross selling ptteo.. Perhaps you are not
aware that there is a large freely competitive market for reserves, Even the majors,
on occasion,have been on the selling side and the large banks all have engineers to
Appnhi properties for loans. "nura are hundreds, even thousands, of potential

buyers and sellers and there are lots of brokers working to bring the two together.
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If a producer can only take $2.20 tax free out of a barrel of oil, he
is much more h\clh\eci to sell hh' reserves for $3-$4.00 per ba{rel than if his '
depletion is $3-$4.00 per barrel. I firmly believe this accounts for the persistent
stream of sell-outs of independent producers with its monopoly implications.

If we had $14.00 crude, the depletion rate times sales price would equal
the going market for .reserves. With $10.00 crudo, we need about a 35% depletion
rate to equal the market price for good reserves. .

I believe all extractive industries should justify and explain their
depletion rate using this formula. If a serious imbalance results, the rate should
be raised or lowered accordingly, unless one of the two variables is not freely
arrived at in the competitive market. '

Thank you for the opportunity to be heard. 1 will welcoma any questions

you may have with respect to my testimony.
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Graduating seniors from the University of Texas at Austin,
Texas with majors in Petroleum Engineering
or Geology

Petroleum Engine_eﬂng _9.3.9!951

1057-58 109 121
1964-65 ' 19 ]
1065-66 9 9

1066-67 9 8
1972~78 27 33
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Statement of Danny H. Conklin

Philcon Development Co.

Before the Finance Committee

United States Senate . .
Washington, D. C.

June 6, 1974

My namo is Danny H. Conklin. I am a partner in Philcon Dovelopment Co.,
an {pd;pendent oil and natural gas oxploration and producing firm. I appear hore
as prosident of Panhandle Producers and Royalty Ownors Assbciatlon, a regional asso-
clation with 428 momhets.conponed of indepondent oil and gas producers, royalty
;wnera and sorvice related companies of the Texas Panhandle.

. The data presocnted in graph form is based on the annual footage drilled
and active rotary rigs in tho Texas Rajlroad Commission District #10 covering the
t?p 26 countiecs in the Toxas Panhandle. The response to Federal action, favorable
or unfavorable, is obvious by tracking the peaks and valleys in the activity curve.
The Tax Reform Act of 1969 decreased depletion from 27 1/2% to 22\ effective October
9, 1969. You will note the decrease in the annual footage in 1970 with rigs and
footage continuing to decreaso in 1971, 1t was my expo;ionco this activity decline
was due to the decroase {n the percontage depletion and improper price structuro.
The outside investor had placed capital in high risk oil and gas ventures with the
depletion allowance program in his return on investment. The unfavorable Federal
action immediately changed the oconomic picture for the investor; consequently,
ha turned to other investment opportunities with much less risk. This graph enables
you to forpsee the pnssible effect the proposals to phaso~out_or eliminate the

percontage depletion will have on the exploration for petroleum reserves.
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The dramatic reversal of the downward activity trend was in direct response
to the Federal Power Comission'svexeuption of the small natuu.l gas producer effoc-
tive March 18, 1971. This exemption was later held to be invalid by the Court of
Appeals in the District of Columbia and is currontly on appeal>te- the U. 8. Supreme
Court. Tho FPC action of releasing price controls for the small independent stimu~
lated iiatural gas exploration in the Texas portion of the Anadarko Basin. Gas well
complotions increased from 49 in 1971 to 105 in 1972, A 1148 increase. The increase
continued in 1973 with 149 gas completions. A 42% increoase over 1972, This graphic
ploture of the Texas Panhandle Oil and Gas oxplorers' response to price incentives
and less Podexal‘requuuons suggosts the cource that will generate exploration for
additional potroleum rescrves. My company and investors spont $1,300,000 exploring
for oil and 9'ns in 1973, We drilled 9 wells ranging in depths from 3200 feet to 10,600
fo‘ot and purchased oil and gas lcases on approximately 12,000 acres., Philecon and
Partnors oil and gas income for 1973 was $1,250,000,

The percentage depletion allowance is oxtremely important to my company
‘since 868 of our exploration program iam financed with oltside investment capital. This
incentive, along with the proper price structures, helps us compoto for this capital.
If depletion is eliminated, {t is poui!blo Philcon Development Co. will have to stop
drilling for potroleum reserves because our capital will turn to lnveumnn' with
wuch less risk. 1In closing, our Association supports the tostimony given by the
Independont Petroleum Association of America. I thank you Mr, Chairman for this

opportunity to appear bofore this committee.
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B354 BCCUMTY HaATIONAL BANK BUILOING FHONE 632-3770

CHARLES 8. READ g 2

sncaioENy cad & !//Z'W”-’: %6.
)
NOAMAN L. STCVENS. JA. Ut Bhdouers
VIBK-PALEIOENT PO Bes 2106

JOMM L. ANOERSON. JR. ) Hewsl: Niw \ Mlosws 20201

KEPLORATION MANADER

June 4, 1974

The Honorable Russell B, long

Chairman

Finance Committece .
United States Scnate

wWashington, D. C.

Doar Bonator lLong:

Read & Stevens, Inc., an independent oil and gas producer located
at Roswell, New Mexico, submits for consideration of your committee a
report of our uperations for the 3 1/2 year period ending March 30, 1974,
We are a domestic nonintegrated company primarily engaged in the explor-
ation, drilling and production of ofl and gas. We presently produce
43, 945 barrels nf ofl per month and rank 38th, based ¢on production, out
of a total of 228 oil and gas operators in the State of Now Mexico.

We own an undivided interest in 596 undeveloped oil and gas leases
comprising 223,390 gross acres or 100, 682 nct acres situated in New
Mexico, Texas, Arizona, Colorado, Utah and Montana. We operate 48
producing oil and gas wells located on a total of 6280 acres. Our producing
properties are only 3% of our total oil and gas lcase inventory. We have
13 ecmployees in our company.

Attached is Summary Of Operations Of Read & Stevens, Inc. for the
3 1/2 year pcriod ending March 30, 1974 shown as Exhibit "A", During
this period, our statutory depletion allowance has averaged only 19.6%.
Our depletion allowance has amounted to only 66% of our total drilling,
exploration and dry hole expenditures. We have plowed back more than we
have received in depletion allowance tax credits, Based on an original
investment of $717,471.00, the average annual yield on our investment,
after taxes, during the 3 1/2 year period is 7.06%. Because of recent
price increases in the sale of oil and gas products, we have increased our
drilling and exploration budget for the first six months of 1974 by 68%.
Corporate earnings for the same six months comparative period have
decreased 87% in 1974 as compared to 1973,
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The depletion allowance is the most important incentive that the
independent oil and gas producer has to continue in business. If the
depletion allowance were eliminated in its entirety, it would necessitate
a reduction in our drilling and exploration budget by 61%. In order for our
nation to achicve energy independence, I strongly urpe you not to reduce
the depletion allowance. In fact, it should be increased rather than decreased
to provide the incentive for the independent oil and aas producers who drill
more than 75% of the wells in the United States,

Yours very truly,
READ & STEVENS, INC,

&5 K27

Charles B, Read
President

CBR:at

Fncl.



EXHIBIT "A"

Read & Stevens, Inc.
Summary of Operations

3 1/2 Year Period Ending March 30, 1974

8¥¢

1971 1972 1973 1974

First 6 months Total
Total O1) & Gas 3 1/2 Yr. Period
Production in Barrels 653,147 576,829 642,266 262,256 2,134,498 bbl.
RES Net Oil & Gas Sales $1,121,777 $728,059 $746,859 _ §418,791 $3,015,486
Expired & Condemned le;ses $ 20,313 $ 92,069 $ 56,317 $ 1,842
Intangible Drilling Costs $154,765 $ 175,078 $140,177 $232,246 5$231,641 $287,958 $194,271 $196,113 $ 891,395
Statutory Depletion .S 228,716 $111,834 $163,592 $ 88,005 $ 592,147
Return on Investment based
on Stockholders equity and
net profit after taxes 10.04% {29.54)8 44.0 8 0.20%

SUMMARY

(1) Statutory Depletion over 3 1/2 year period average is 19nés
(2) Depletion accounted for only 66% of total Drilling & Exploration Expenditures.
(3) Based on original investment of $717,471.00 (original book value of Read & S » Inc. in y 1. 1971) the average annual yield on

investnent, after taxes is 7.06%.

(§) If Depletion Allowance is eliminated completely then drilling & exploration would be reduced by an average of 61.4%
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PICKRELL DRILLING COMPANY
ORILLING CONTRACTORS ¢ OIL PRODUCERS
708 FOURTH NATIONAL BANK 8L0O.
WICHITA, KANBAS 67202

June 1, 1974

Senator Russell B. Long, Chairman
Committee on Finance

United States Senate

Senate Office Building
Washington, D, C, 20515

Dear Senator Long:

We are writing to inform you of the effect of the proposed repeal of the
22X astatutory depletion allowance for oil production on our own small
independent oil operations. We are also requesting your consideration .
of the effect of this proposal on oil and gas exploration efforts of

the independent segment of the industry, and requesting your support in
preventing such a drastic step by Congress.

The attached schedule reflects projected oil sales for 1974 for two
individual taxpayers associated with our company, the operating expenses,
depreciation and depletion applicable to this income and the resulting
Pederal income taxes thereon, together with the Federal income taxes which
would be due if the 22X statutory depletion rate were removed as of
January 1, 1974, This projected information is next assembled to disclose
the cash flow available to these taxpayers from oil production and the
effect on cash flow of the removal of the 22% depletion provision.

Inasmuch as these taxpayers are each in the 70X Federal income tax bracket,
the reduction in cash flow available for exploration and equipment is 70%
of 21% (effective depletion rate) of oil production,

The schedule also shows the effect on all interests in our oil operations,
including Taxpayers B and S, assuming other associates in our production
and exploration program also are in the 70X Federal income tax bracket
and also receive an effective 21X rate of depletfon.

If the 22X statutory depletfon provision were removed from the Federal
income tax laws and a windfall profits tax (excise tax on production) were
also to be imposed on the independent oil and gas industry, our cash flow
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problems would be compounded. Our own funds for exploration would be
curtailed, our associates would withdraw from or materially reduce their
oil and gas exploration expenditures, and we independent explorationists
would, of necessity, be required to drastically reduce our oil and gas
gseeking efforts,

In our own case, Pickrell Drilling Company has been able to drill 60 to 70
wells per year with its two rotary rigs, With an average well cost of
approximately $25,000 for dry holes, $50,000 for successful wells, and a
weighted average cost of $27,777, the reduction of $1,149,338 in cash flow
would translate to approximately 41 wells which we would not be able to
drill(which is approximately two thirds of our potential drilling capacity).

Exploration is heavily financed by the independent producer through the cash
flow which is provided by the depletion allowance. The above effects on
cash flow vividly show, for one small independent operator, how significant
is depletion to its exploration program.

We believe we are typical of the small independent operators in the oil
and gas industry, which are currently responsible for 85% of domestic
exploration activity, If other independent operators are as adversely
affected by the removal of' depletion as are we, and we see no reason why
they will not be similarly affected, it is dramatically evident that this
important segment of the energy industry will be unable to continue any
agrgssive exploration program, let alone develop an expansion which is
sorely needed.

We respectfully request your assistance, Senator Long, for our industry and
for the nation,

Yours very truly

CWSrs
Encl,



PICKRELL DRILLING COMPANY
EFFECT OF REPEAL OF 22% DEPLETION

€2 - %L - O 8599

Taxpayer Taxpayer 1002 of Pickrell Interests
B S {Including Taxpayers B and §)
Gash Flow:
Cash Generatedfrom 011 Sales $1,219,350 $1,034,600 $7,818,620
Cash Requirements for Operating Expense 341,418 289,688 2,189,214
Cash Requirements for Income Taxes -
With Above Depletion Allowance 392,630 333,141 2,517,595
Total Cash Requirements With Present Depletion 734,048 622,829 4,706,809
Cash Available for Exploration and
Lease Equipment With Continued
Present Depletion Allowance ] 485,302 411,771 3,111,811
Cash Available for Exploration and ’
Lease Equipment Without Depletion 306,057 259,685 1,962,473
Reduction in Cash Availsble for
Exploration and Lease Equipment $ 179!265 152086 21.169.338
Actual 1973 Expenditures:
Equipment Costs, Leases $ 75,950 $ 67,177 $ 383,869
Development Costs, Lesses 148,190 154,207 881,183
Dry Hole and Exploration Costs 279,247 225,135 1,286,486

Total 1973 Expenditures $ 303,387. § 446,519 $2 2331,538

198



1974 Projected 01l Sales:
165,000 Bbls. at $7.39 (average Price)
140,000 Bbls. at 7.39 (Average Price)
1,058,000 Bbls. at 7.39 (Average Price)
Total 04l Sales
1974 Projected Deductions:
Operating Expenses Projected at 28X of Sales
Depreciation Projected at 5% of Sales
Depletion Projected at Effective Rate of 212
Total Deductiomns
Taxable Income from Producing Properties
Tax at 70X With Above Depletion Allowance
Tax at 702 Without Depletion Allowance

Increase in Taxes Resulting From
Removal of Statutory Depletfon

PICKRELL DRILLING COMPANY

EFFECT OF REPEAL OF 22X DEPLETION

Taxpayer Taxpayer
B S
$1,219,350

$1,034,600
1,219,350 1,034,600
341,418 289,688
60,968 51,730
256,064 217,266

658,450
560,900
392,630

571,875

S 179,245

558,684
475,916
333,141

485,227

S 152,086

1002 of Pickrell Interests

(Including Taxpayers B and S)

$7,818,620

7,818,620

2,189,214
390,931

1,641,910
4,222,055
3,596,565
2,517,595

3,666,933

§1.I49| 338

(443
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G.L.JERRY VINSON
OIL AND CAS PRODUCER
600 CITY NATIONAL BUILDING
WICHITA FALLS, TEXAS 76301

June 4, 1974

The Honorable Russell B, Long, Chairman
Senate Finance Committee

O1d Senate Office Building

Washington, D, C, 20510

Dear Senator Long:

I wish to describe to you the effect which the loss of the depletion
allowance would have on our oil and gas operations.

As the law now stands, if an individual spends $100,000 to drill and
complete an oil or gas well, he will be able to deduct 70% or 75% of that
$100,000 from his current taxable income because that is about the normal
amount of intangibles involved in an average well. However, he will not
be able to deduct the remaining 25% or 30% which goes into tangibles such
as casing, surface equipment, etc. If, at the same time, he had a matching
$100,000 worth of income from oil and gas, the depletion allowance would
provide him with 22%, or $22,000, of the required money to pay for the
tangibles, leaving him still short by 3% to 8%, Lacking the depletion
allowance, he would be forced to borrow the money to pay for his tangibles
and that would present him with a difficult repayment problem, since any
income above about $44,000 a year for a husband and wife 1s taxed at more
than 50% and that rate climbs rapidly up to a maximum, counting the minimum
tax, of about 75%.

Just how does he live, pay for the seven or eight dry holes he probably
must drill before he gats his producer, attract any outside investors, and
leave any room for growth. The problem is much more compound and almost
impossible i{f he be a young man trying to start out in the oil business
without any substantial income to begin with.

To be more specific, I wil] give you the figures of our own operations
last year, 1973:

Total income from oil and gas
production $ 471,110.82

Total expenditures in drilling
operations, acquiring leases,
paying lease rentals, geological
and geophysical expenditures,
lease equipment, producing costs,
severance taxes and general and
administrative overhead 1,300,871.35

CASH DEFICIT $ 829,760.53

Fl
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Obviously, this difference must be made up from:
1. Our own, income outside of the oil and gas industry.

2. Outside investors who were attracted to the ofl industry
principally by the depletion allowance.

3, Borrowings (at current interest rates - a real burden).

It can be seen that the depletion allowance falls somewhere between
3% and 8% short of being enough to cover the tangible equipment used for
our typical well,

This industry is going to need vast infusions of outside capital
in order to do the job of producing energy which the country needs and
expects. 1t will be hard to attrdact without the depletion allowance.

As to the price of oil, every single thing we must buy from labor,
trucking, materials, office overhead, or any other item you could name just
goes up constantly., For example, a well drilled in this vicinity recently
for $3.75 per foot contract price went to the lowest bidder 60 days later
at $6,00 per foot. This was for a comparatively shallow well of about
3400 feet depth, The 20,000 ft. ones in which we often participate present
an even more inflated picture.

I trust this information will prove to be useful and that you can,
by its use, make some few of the complications involved in the oil business
better understood by those who make the laws which can destroy us all
overnight because I fear that the elimination of the independent from the .-
o0il industry would place us still further at the mercy of foreign producerss
thus rendering us more incapable of defending ourselves, lowering ¢ur living
standards, and giving our country an impossible balance payments shortage.

e

Sincerely,

T

G. L. -(Jerry) Vinson

GLV:me
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THE WISER OIL COMPANY
P.0. BOX 192 $ISTERSVILLE, W. VA. 26178

John € Wright President
Miton G Baites Secretary June 3, 1974

Mr,-'John Miller, President ‘

Independent Petroleum Association of America

1101 8ixteenth Street, N. W.

Washington, D, C. 20036 _Res _Dpepletion

Dear Johns

The Wiser 0il Company, with oil and gas production in fourteen states
and Canada, located in Sistersville, West Virginia, has a long history
of exploring for and providing energy in the form of oil and gas for
refining and consumption in the United States. Our history as a small
non-integrated domestic exploration and producing company dates back
almost to the turn of the century. Our company participates in the
drilling of over 100 wells per year and in 1973 had capital expenditures
for company activities approximating 84,129,000, Net oil production
presently is running at 4,100 barrels per day.

I would suggest that Wiser is a typical small independent company in
this highly competitive business competing with all of the other inde-
pendents and the majors for acreage and drilling opportunities. We are
too small to risk the very deepest drilling in the country or to bid
and drill in the offshore areas.

The new o0il and gas prices have stimulated our 1974 program so that to
date in the current year, exclusive of shallow Kentucky waterflood wells,
we have participated in 49 wells, either drilling or completed, in nine
states. Included in that list of wells, already completed are 26 dry
holes. Our capital expenditure program was slated to increase as much
as 50% over the preceding year. We are now reviewing very carefully our
exploratory and expenditure program for the remainder of the year in
light of legislative events in Washington.
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I need not recite to you the part that the domestic independent producer
has played and continues to play in doing most of the U. 8. A. exploring
for and drilling and producing. The independent has always been willing
to take the risks, gather forth the funds and drill the wells, while the
majors stood by or looked elsewhere for their oil supplies. Due to
artifically low oil and gas prices, generally caused by our government,
we have lost over one~-half of our independent sector in the past thirty
years. Under current legislative proposals, we will lose many more.

The Wiser Oil Company is greatly concerned over proposals to eliminate
depletion, rollback the price of crude oil and place an added burden
of excise or windfall profits taxes on the producer. We hear lip
service from our Senators and Congressmen that they want to maintain

a healthy, viable independent oil business and get after the majors,
The very rules they are proposing will serve to sustain the majors
and phase the "oil finders" out of business.

The recent Arabian eambargo should have frightened and aroused our
electorate to positive action, but instead, we see most of them
playing politics and attempting to punish all of the oil companies for
something we have been warning of for years., Their “helter-skelter"
actions arouses in me a deep alarm for the future of this nation.
Someonse had better wake up to the facts of the situation.

Pirst quarter 1974 company profits need examining. Alarmingly rapid
increased costs have not caught up to increased product prices yet,
(they will), no real account has been given to replacement costs,
and inventory adjustments have made figures misleading.

As a small independent 0il company, we view the legislative proposals
as punitive, self-defeating and regressive. If they should all or

a part of them go through, you will see & great exodus of small pro-
ducers. You don't make new independent domestic oil men overnight «
in fact you won't make them again once they leave. They have played
a big part in providing this country with cheap energy and plenty of
it, and I'm proud to be one of them!
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Looking at one of these proposals, the elimination of statutory

depletion, will give you an idea of the effect on The Wiser 0il Company.
Due to having many old wells that are fully cost depleted, we have

over $1,600,000 per year in statutory depletion. 8Should this be eliminated,
our company would have approximately $768,000 of added tax burden. Our
company paid in Federal and State taxes in 1973, $1,910,000. The addition
of the $768,000 would simply make that much money not available for our
prime purpose - finding or acquiring new oil and gas reserves, Multiply
this by the other independents and you take a lot of money away from
exploration and development domestically. Such legislation as this and
the other proposals, will require all of us to reassess our future plans
and programs carefully. This business is hard and risky enough without
confiscatory interference by the government.

However, we have great faith in our system of government and in those
of the electorate who are statesmen, men of vision and integrity. We
believe that reason will prevail and that ultimately, we will get
encouragement rather than discouragement to move forward in broadened
exploratory and drilling programs that will ultimately increase this
country's selfrsufficiency to a comfortable point. To reach this
stage will require greatly increased expenditures and, consequently,
sizably increased earnings. The independent oil man has historically
put most of his income and cash flow back in the ground hunting for
new production.

In conclusion, I'm proud to be an independent oil man representing an
independent oil company, and I 40 not apologize for depletion. I believe
what is good for the independent oil man is good for the country.

Very truly yours,

JCW/Tma

cc: Benator Robert C. Byrd
Senator Jennings Randolph
Conqrounn Robert H. Mollohan
08 SMAN tagger
ConTEesman Jokn . g1ochTTere
Congressman Xen nochlor
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AL WELLS DRILLED
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U.S. CRUDE OIL PRODUCTION
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U.8, CRUDE OIL PRODUCTION
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reupon, at 8:85 p.m., the committee was recessed to reconvene
- ot 10a.m, on Monday, June 10,1974.] - ’
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