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CRUDE OIL TAX

THURSDAY, JULY 19, 1979

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

The committee met, pursuant to notice, at 10 a.m,, in room 2221,
Dirksen Senate Office Building, Hon. Russell B. Long (chairman of
the committee) presiding.

Present: Senators Long, Talmadge, Byrd, Gravel, Bentsen, Bau-
cus, Boren, Bradley, Dole, Packwood, and Wallop.

The CHAIRMAN. This morning we will first hear from Mr. John
Rousselot, a Representative from California. Is Mr. Rousselot here?

If he is not, we will call a panel consisting of Mr. Robert Arm-
strong, land commissioner, State of Texas; Mr. Henry Keplinger,
chairman, Energy Consumers & Producers Association; Mr. Benja-
min C. Cubbage, Jr., Liaison Committee of Cooperating Oil & Gas
Associations; Mr. Harrold Wright, chairman, National Ener;
Policy Committee on behalf of the Texas Independent Producers
Royalty Owners Association; Mr. Frank B. Taylor, National Strip-
per Well Association.

Each of these witnesses will be heard for 5 minutes. After that,
we will have 5 minutes for each Senator to have questions in the
first round, and we can ask what we want to later on.

Mr. Armstrong?

Mr. ARMSTRONG. Yes, sir, Mr. Chairman.

Senator BENTSEN. Mr. Chairman, I would like to comment before
Commissioner Armstrong makes his statement.

Bob Armstrong is land commissioner of Texas, an elected official
\g(})lg? has been elected, I guess, without opposition for some time,

Mr. ARMSTRONG. At least.

Senator BENTSEN. At least as I look at the results.

Mr. ArRMSTRONG. Without an opponent, but not without opposi-
tion.

Senator BENTSEN. He is a man who has done an outstanding job
as land commissioner of our State. He is an authority on the use of
State lands and the revenues from those lands and, frankly, the
mineral production of those lands.

We are fortunate to have him as a witness this morning.

Mr. ARMsTRONG. Thank you very much. Senator Bentsen and I
were elected at the same time. We have been serving since, I
suppose, 1970.

Thank you very much for that introduction, sir.

The CHAIRMAN. Please proceed, Mr. Armstrong.

(669)
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STATEMENT OF BOB ARMSTRONG, LAND COMMISSIONER,
STATE OF TEXAS

Mr. ARMSTRONG. My name is Bob Armstrong of Austin, Tex. I
am appearing as the land commissioner of the State of Texas and
chairman of the board for lease of University of Texas lands. I am
elected by the people of Texas to preserve, protect and make fruit-
ful those lands which were reserved by Texas in its treaty of
annexation with the United States in 1845. -

Historically, States have relied heavily on their public lands as a
means of financing public education. Texas set aside its public
lands for education purposes and provided for permanent education
funds to hold all proceeds from the disposition of such lands, in-
cluding the sales of mineral production.

Since before 1875, the Texas constitution has provided that the
proceeds from the disposition of any State lands, which includes
the proceeds of oil and gas production, shall be placed in perma-
nent school funds—including funds for both university and preuni-
versity functions—the principal of which can only be invested, not
spent.

Hence, it is only the income from such permanent school funds
that may be useg currently. Our State believed it would not be
wise or prudent to spend the proceeds from oil production, a deplet-
ing asset, and therefore dedicated these proceeds as the corpus of
the trust. Our forefathers knew that if the revenue from the land
that was corpus was used for current purposes, it would be gone
forever and their children, our descendants, our Nation, would be
the poorer forever. That corpus could never be replaced. All we ask
is for market value for our resource. We believe the corpus must be
preserved by reinvestment to treat the present generation and
those to come equally and fairly.

Therefore, the application of any crude oil windfall profits tax to
royalties paid to States with respect to State school lands not only
will reduce directly the amount of funds otherwise available to
such States for their educational programs, but take away a part of
the corpus that we have struggled to maintain. :

Incidentally, this has never been taxed by the Federal Govern-
ment.

I might add that the State royalty is only eight-tenths of 1
percent of the total Texas production; 99.2 percent will be left
subject to the windfall profits tax in Texas, under the House bill.

There may be other testimony that might like to reduce that, but
at least under the amendment that we seek to protect, we are only
talking about eight-tenths of 1 percent.

The House of Representatives in section 4992(f) recognized that it
really made no economic sense, nor comported with justice, to
characterize as windfall profit any income received by a State from
the sale of production that is so dedicated to education. In reality,
it means that States could pay their inflated bills for education out
of revenue that also would reflect inflation; and those who put
revenue into corpus as Texas does, could increase the corpus to
meet inflation.

It is quite true, as Secretary Blumenthal said, “That the exemp-
tion bears no relationship to * * * windfall profits;”’ the State has
no windfall profits in any normal sense. It should not have to be
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concerned with this bill; it is not in the oil business. The State is
only using its property for one of the classic government functions,
education. '

However, the exemption bears a relationship to oil production
because it is only out of the production of the depleting reserves of
these educational institutions of the States that they can make
provision for their future.

Frankly, I was surprised by the allegation that this is a form of
revenue sharing unless one means, contrary to all previous under-
standing, that the State is having to share revenue from the sale of
its assdets with the Federal Government instead of the other way
around.

As for this being a subsidy, this questionable reasoning can only
be founded upon the belief that all of the oil reveriue from Texas
public lands really belongs to the Federal Government and can
only be allocated back to the State government—even when the oil
unquestionably belonged to the State.

You gentlemen have heard a great deal about plowback provi-
sions for windfall profits. I would just like to ask you, in closing, to
consider the most effective plowback program of all—plowing in-
come from the sale of State property back into the education of our
wung men and women. Every dollar we get will go for education.

e will not come to Washington looking for it. We are just seeking
to take care of our education business with the income from the
sale of the State lands and the oil thereunder.

Thank you very much.

The CHAIRMAN. Mr. Henry Keplinger.

sTATEMENT OF HENRY KEPLINGER, CHAIRMAN, ENERGY
CONSUMERS & PRODUCERS ASSOCIATION

Mr. KepLINGER. Chairman Long, we appreciate this opportunity
to speak up for the independents on behalf of the House bill. We
represent over 500 independent operators in 17 States and the full
text of my testimony and exhibits will be handed in for your study.

I served as chairman for the second time of this independent
group and by profession I am a petroleum engineer and a geologist.
I have spent my entire life working in the oilfields, starting in
Russell, Kans., out in western Kansas.

Senator DoLE. Russell is a good place. It is my hometown. .

Mr. KepPLINGER. | have known you since you were a little kid.

I was west of town and then I moved from there down to Oklaho-
ma to go to college.

Senator BorREN. An even better place.

Mr. KEPLINGER. And I have worked in Texas, have my principal
office in Houston, Tex., and worked in every oil-producing State in
the United States and almost every producing country around the
world, and have represented governments in their matters of con-
servation, whether it be in China, India, Saudi Arabia, so that our
experience in my company is well based upon experience.

e started this association 3 years ago and the purpose was to
inform the public of the facts regarding oil and gas production that
we were not putting enough money into the oil business.

The statistics, you can get all types of people to work up statis-
tics, and there is a statistician born every minute. In this particu-
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lar case, we have been putting less and less money into the oil
business and the oil industry requires a capital formation now of at
least twice—we are putting in about $20 billion a year and we need
$40 billion in order to take us out of the hands of Saudi Arabia.

Saudi Arabia, I saw in the paper last night right here in Wash-
ington, their officials were blaming our troubles on the oil compa-
nies and that is as far from the truth as anything ever stated by
people who are protagonists in this area.

So we feel what we want to say is that we have lots of oil in
Russell, Kans., Russell County, in Oklahoma and Texas, and we
prepared a chart which is based upon the U.S. Geological Survey
and we have here more potential oil in the United States than the
proven reserves of Saudi Arabia.

So I want this testimony and what you will read here to indicate
that we in America are strong, if we would be given the opportuni-
ty to invest about an additional $20 billion and make it $40 billion
a year. We have to double our capital expenditures.

We cannot do that without dropping the windfall profits tax, and
I feel that if we are not given this, then the independents should be
given an exception, that is that the stripper production would be
exempt from the windfall profits tax, the remaining category of
what we term tier No. 3 be exempt, as well as marginal oil. The
Department of Energy has done considerable study. I testified be-
fore the Department of Energy in Austin, Tex., on January 7,
where I estimated the marginal well exemption alone would in-
crease our production 450,000 barrels a day alone, steaming the
shallow heavy oil in this country if it were exempt could increase
the production up to 500,000 barrels per day.

After you add up all of the increased production from new oil
and from secondary and infilled drilling and tertiary oil, that we
have a chance in the next 10 years to increase our production by 5
million barrels per day.

In addition to our production from these various sources, up to 5
million barrels per day, that would save us billions and billions of
dollars of buying Saudi Arabian oil in the next 10 years.

Further, I would like that the small producer would be granted
elimination of the third-tier pricing grade by location and by grade
and that we should be allowed, in your legislation, to set the one
base price for each lower tier and upper tier.

And finally, eliminating the need for separate tier and base
prices for the tax purposes by adopting the 3-percent-per-month
decline factor for tax purposes only.

In addition, we are not only enthusiastic about the future of oil
in America, but we are enthusiastic about the oil production
around the world which has shown considerable activity in this last
year where we have had countries increasing their production by
25 percent.

Epgeypt went up 25 percent. Several countries in South America
increased their production last year, over 1977, up to 33 percent.
Mexico, a friend of ours for many years. Their production increased
33 percent, and they are looking up to a 3-million-barrel-per-day
production in 1985. So that the possibility of our buying oil around
the world in addition to what we are buying now is very attractive
and, in closing, I would like to state that, as far as the committee
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that runs our association, we would like to see no windfall profits
tax for the benefit of the public but benefit them with increased
domestic oil and gasoline, if it does come the tax, we feel with
these exceptions do help the great majority of independent oFer_a—
fors in America. These exceptions should be written into the legis-
ation.

I thank you very much.

The CHAIRMAN. Thank you, Mr. Keplinger.

Now let us hear from Mr. Benjamin C. Cubbage, Jr., Liaison
Committee of Cooperating Oil & Gas Associations.

Mr. CuBBAGE. Thank you, Mr. Chairman.

STATEMENT OF BENJAMIN C. CUBBAGE, JR.,, CHAIRMAN, LIAI-
SON COMMITTEE OF COOPERATING OIL & GAS ASSOCI-
ATIONS

Mr. CusBaGeE. My name is Benjamin C. Cubbage, Jr. I am an
attorney, Mr. Chairman, from Henderson, Ky., but today I am here
as chairman of the Liaison Committee of Cooperating Oil & Gas
Associations. It is an awkward name, but it is descriptive, since we
are 21 domestic regional oil and gas associations across the country
who informally get together and try to present a unified and
unanimous voice on matters that affect us all in common.

We represent every major oil-producing province in the lower 48
States and consist of approximately 10,000 independent oil produc-
ers across the country.

Because of time, I will skip over the first couple of pages of my
prepared testimony since we are limited to 5 minutes, and I am
confident I cannot get through mine in that space of time.

I do, this morning, want to make a distinction which is unique. It
is unique in my experience. In the past, in the times that I have
appeared here in Washington for various reasons, and always rep-
resenting the independent oil producer, we have made an effort to
hold hands with industry as a whole and present a unified front.
We have never separated ourselves, ever. We have always been
proud of the fact that we are independent oil producers. We have
never separated or segregated ourselves within the industry.

Today I wish to do so for the first time openly. I think it is
important that we keep in mind the difference and make a couple
of distinctions which affect the independent oil producer. This is
the thrust of my statement. I will attempt to summarize.

First of all, the independent oil producer is confined to one
product. He produces oil or natural gas, and he has one point at
which to make a profit—that is the wellhead.

He does not market, he does not transport, he does not refine. He
is not involved in any of the other profit-oriented activities of the
oil and gas industry. He merely produces oil.

Even at that, we are confined to the domestic 48 States—on-
shore, I might add. -

With this fact in mind, we then have to look at what effect a
windfall, a severance tax, an excise tax, whalever we choose to call
it, what effect it will have upon the independent, and whether you
want to look at it as a lid or further control to put on his price, or
whether you want to look at it as a tax he will pay at the wellhead,
which is the way the independent would look at it.
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It appears it is an obvious conclusion, he has no way to pass this
tax on. He has to pay this out of his pocket. Since he only has the
one prtafit point, he then must bear the full brunt of any tax that is
imposed.

It is submitted that the House-passed version of the bill actually
has a provision which will cause, the way it is presently written, a
$2 a barrel rollback on stripper and one new category of crude oil.
Obviously, this is counterproductive to the major thrust of decon-
trol which, as I understand it, is to increase and stimulate domestic
production through price incentive.

I think the most important point I want to make today, however,
involves the acquisition of risk caPital by the independent oil pro-
ducer. Contrary to a lot of people’s thought, the independent does
not go into his own pocketbook or his own bank account to drill for -
his oil. He simply does not have the resources, in most instances, to
finance his own exploration and thus he must go elsewhere for risk
capital. He cannot borrow this type of risk capital from the bank.
In fact, all too few banks will even lend money for existing and
well-settled production. :

So therefore he has to go and compete in the money market, if
you will, for his risk capital and he has to put together a package
and an attractive enough investment for the shoe merchant, for
the doctor, for the industrialist or the insurance agent—or yes,
even the lawyer—to invest tax money into a drilling deal, or an
exploration deal.

I point out in my statement that in an industry where the risk is
still eight dry holes for nine holes dug, the independent has to be a
pretty darned good salesman to compete, particularly in today’s
money market. .

Finally, I do want to make a point about plowback. I was here
and listened to the testimony yesterday on plowback.

I might say that Liaison has pretty consistently over the years
been opposed to plowback. We do not think the plowback idea or
concept is applicable or helpful to the independent, simply because,
as I pointed out in my statement, over the past 5 years, the
independent has put back about 100 percent ofp the value of his
wellhead revenues. 1 think the figures are in the testimony, pre-
sented by other statements previously, that it runs on a year-by-
year basis from 94 percent to 110 percent of his wellhead revenues.

Therefore, a plow back will not be an incentive since the inde-
pendents are already plowing back their funds.

Furthermore, when you consider the plowback theory in the
light of the method by which the independent raises his risk capi-
tal, you lock in your investor with a plowback provision, to tﬁe
extent, if he is to take advantage of this incentive, he simply must
plow back next year his profits, and with a 9-to-1 ratio, gentlemen,
that pretty well tells you that he has to stay at the table until he
loses and it does not take the investors very long to realize that
this is not much of an inducement.

Finally, I make one point that I hope will be kept in mind. The
Jones-Moore amendment does contain a sunset Provision and cer-
tainly if we adhere to the definition of the word “windfall,” which,
as I understand from Funk & Wagnalls—I even put that in my
statement—is “‘a piece of unexpected good fortune,” then I fail to
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see how, coupled with the tax, it can continue on year after year. It
is submitted, and Liaison would hopefully urge this committee to
continue the sunset provision in any recommendation which you
have for this tax. -

There is, at long last, full recognition that the domestic, inde-
pendent oilman has, in the past, drilled 90 percent of the onshore
exploratory wells in the lower 48 States and has found 75 percent
of the present known domestic reserves.

If, therefore, we can learn anything from past performance, it is
only reasonable to conclude that the independent oilman will con-

“tinue to drill for, and produce, crude oil and natural gas if permit-
ted to do so.

Editorially I would add only one comment, that while I do not
say so, that while I do not say so in my statement, it obviously
shrieks that we are seeking, in any windfall tax that this commit-
tee may recommend to the Senate, we are seeking a small producer
exemption.

The CHAIRMAN. Thank you.

Mr. Harrold Wright, chairman, National Energy Policy Commit-
tee.

STATEMENT OF HARROLD E. WRIGHT, CHAIRMAN, NATIONAL
ENERGY POLICY COMMITTEE, TEXAS INDEPENDENT PRO-
DUCERS & ROYALTY OWNERS ASSOCIATION

Mr. WRIGHT. My name is Harrold E. Wright. I am a petroleum
engineer and independent producer from Dallas with oil and gas
interests in east Texas. I graduated from Texas Tech in 1944 as an
electrical engineer and-have been active in oil- and gas-producing
activities for 32 years.

I appear here today as chairman of the National Energy Policy
Committee of the Texas Independent Producers & Royalty Owners
Association, which has approximately 4,000 members with an inter-
est in Texas oil and gas production.

TIPRO supports the testimony presented by IPAA in this hear-__
ing and, at the same time, appreciates the opportunity to be heard
individually as well. I wish to spend a few minutes emphasizing the
role of the independent in the producing industry, his need for
expansion in investment to maximize producibility, and the prob-
lems the excise tax on crude production passed by the House of
Representatives last month poses for him.

As has been made clear during this hearing, the independent
specializes in exploration, secondary recovery and marginal well
operations. He does not refine, transport or market oil products.

No service stations bear his name. He usually relies on outside
service contractors for well drilling and rework activities.

The average independent concentrates on finding and producing
petroleum. His know-how in exploration leads to some 90 percent
of exploratory wells drilled in the United States. His efficient low
overhead operation results in production of some 60 percent of the
Nation’s marginal stripper wells.

He is a direct target for any taxation applied to wellhead oper-
ations as an individual. He is unlike his larger corporation counter-
part. His income is considered investment income for tax purposes,
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falling into a possible 70-percent bracket as opposed to a corpora-
tion that may never be taxed at more than 48 percent.

The corporation has not been subject to the same rigorous tax
requirements as the individual. I cannot help but believe that in a
Nation conceived and constituted to protect the rights of individ-
uals that the individual should not be entitled, in every instance, to
equal rights to a corporation.

In recent years, the individual has been required to pay a mini-
mum tax while corporations have enjoyed profitable exemptions.

According to the data of the U.S. Census Bureau, during the past
5 years independents spent from 95 to 128 percent of their well-
head revenues in exploration, development and production, relying
heavily on the depletion allowed them as their main source of
living income.

If you have a picture of oilmen living it up, let me remind you of
these percentages which mean that the independent put his money
where his faith is, and a lot of his banker’s money as well. He has
literally mortgaged his future.

That is even so in my case.

Based on the estimates by Pete, Marwick and Mitchell, H.R. 3919
offers the unincorporated producer less than 12 cents on a dollar as
a result of decontrol. This sum is much too little to encourage any
increase in domestic drilling rates needed to turn around the na-
tional decline rate in productivity; 60 cents out of the $1 would be
taken by the excise tax while an additional 20 and 26 cents out of
the remaining 40 cents would be consumed by other Federal and
State taxes. .

This leaves the independent producer, who has, for many years,
held on to expensive leases and maintained expensive equipment in
the belief that decontrol promised in 1973 would result in addition-
al profits, holding the well-known bag.

I was particularly disturbed that Treasury Secretary Blumenthal
implied to this committee that the administration’s original plan to
take $40 billion in decontrol revenues from producers was inad-
equate, as was the $60 billion in the bill passed by the House. He
later recommended an $85 billion take from the industry for the
exotic fuels program, but the President’s message on Sunday night
and Monday upped that tax to an unbelievable $142 billion.

Yesterday, I had the privilege of attending a White House brief-
ing on the newest administration plan in high hopes that the
details would clarify my bewilderment. It did not happen. The
details are as bad as the TV rhetoric and they want it made
permanent to boot.

Taking $142 billion out of the proceeds of decontrol would virtu-
ally stop drilling of new oil wells. New discoveries and the drain of
our domestic reserve will drop at a far greater rate than all of the
savings gained from conservation and the exotic energy sources.

When domestic energy production falls, where are the revenues
to be found to finance a $142 billion commitment? When the suc-
cess of the President’s program depends on greatly increased do-
mestic oil production, then every other facet of the plan fails for
lack of financing.

Opponents of decontrol say that the additions to the funds to be
earned by the industry through decontrol would be wasted if spent
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on exploration efforts to find oil which was not there. I invite the
committee to review the geological map attached to my testimony
which refutes these claims. This map has been previously submit-
ted to Senator Gravel’s subcommittee by Mr. Pitts and points out
that only 2 percent of the potential petroleum reserve basins in the
United gtates have been extensivelf! explored. Geology easily sup-
ports a program of 80,000 wells drilled annually, while our current
economics limits the number to only about 50,000 currently.

Taxation along the lines proposed, where it adversely would
affect the independent in at least four basic ways:

One, it will deny him an opportunity to increase cash flow so
that he can drill the additional wells needed to increase petroleum
supplies for domestic and military use.

Two, it will reduce his current and anticipated cash flow deter-
mined by the administration’s decontrol measures.

Three, it will discourage growth in outside investments necessary
for the exploration process.

Four, it will engulf him in tax complexities as disastrous as those
created by the now-famous Natural Gas Policy Act of 1978.

It may be true that no man is an island, but an oil well is just
that. It stands alone. It is accountable for its profits; it is not a part
of a group of wells with an average result. It is a profit center. If it
is profitable, or if it is not; if it is profitable, it is pumped; if it is
not, it is plugged, which means it is shut off, its parts salvaged to
go into wells which do produce, and its potential is lost forever.

A prohibitive tax will force abandonment of thousands of mar-
ginal wells, affecting the economy not only of the producer but of
more than 2 million royalty owners over the Nation and will result
in the ultimate loss of available energy to this country and its
consumers.

One of our severest critics, Senator Jackson, has called our prof-
its obscene, yet we find, in the May 7 issue of Fortune magazine a
strangely revealing bunch of figures. For example, in 1978 the
return to investors in the broadcasting industry was 33 percent; in
- the aerospace industry, the return was 28 percent; in the office
equipment and publishing industry the return was 20 percent. The
refining industry was 12 percent and the petroleum and mining
industries combined was 1.67.

I hardly think that these represent a range of obscene profits.

Why has there been a decline in the relative profitability of the
oil business? We believe that this situation is caused by U.S. con-
trols on crude oil pricing which held price increases essentially to
the Nation’s implicit price deflator index.

Unfortunately for the producer, his cost in oil exploration and
production had far exceeded that and created for him a cost-price
squeeze.

Since 1972, for example, when the “implicit”’ price deflator was
climbing to 52 percent through 1978, oil field machinery costs rose
125 percent; casing climbed 112 percent; wages went up 80 percent
and drilling costs 113 percent.

This arbitrary tax on oil is not only an unfair burden for the
producer who is placed in the position of subsidizing coal liquefica-
tion, oil shale and the unconventional gas programs, but consti-
tutes what we believe to be a dangerous national policy.

A\
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In conclusion, Mr. Chairman and members of the committee, we
urge you to carefully consider how the various provisions of H.R.
3919 will affect the 10,000 independent producers, the 2 million
royalty owners, the military security of the Nation, the consumer
populous and the maintenance of the U.S. position as a defender of
the Free World.

Thank you for this opportunity to be heard.

The CHAIRMAN. Joe McShane, National Stripper Well Associ-
ation.

STATEMENT OF JOE B. McSHANE, JR., PRESIDENT, NATIONAL
STRIPPER WELL ASSOCIATION

Mr. McSHANE. Thank you, Mr. Chairman.

My name is Joe B. McShane, Jr. I am a petroleum engineer
residing in Monahans, Tex. My principal activity is the production
of crude oil from stripper wells. Additionally, I am president of
National Stripper Well Association.

A stripper well, by accepted definition and as defined in law, is
an oil well with an average daily production of 10 barrels or less.
Actually, the daily average for this class of well nationwide, is 2.91
barrels. In 3 of the 28 States having stripper oil production—
Pennsylvania, New York, and West Virginia—the daily average
production is less than one-half barrel for 47,188 wells.

These figures may suggest the stripper well is insignificant in
our total energy picture. However, this is far from the case.

Nationally, by the last available data, we are actively operating
368,930 such wells. Total current production from these wells, de-
spite their low unit production, is in excess of 1 million barrels
daily, the equivalent of approximately 14 percent of our domestic
supply of crude oil.

With the low productivity I have noted, it is mandatory that a
producer very closely and month by month watch his operating
costs; power required, cleanout, labor, equipment replacement,
overhead, and other expenses, all of which are increasing under
the inflation we are experiencing. In view of these elements it is
quite apparent why the stripper well is recognized by operators as
having a most sensitive economy.

Any new cost, such as a tax added to costs already faced by
operators would automatically move many stripper wells into the
deficit column, the exact number depending on the tax level. At
this time, under our present stripper economy, we estimate 8,800
wells are at the nonprofit line and marked for abandonment.

An increase in overall operating costs through even a minimal
tax increase would result in an increase in abandonment to an
estimated 19,800 wells and a tax as heavy as has been proposed
would mean an estimated 26,500 or more abandonments. We be-
lieve these figures are conservative.

While stripper wells are responsive to any change in the operat-
ing economy, they are understandably quick in reacting to an
adverse change. We would expect, therefore, that the rate of aban-
donments: would accelerate promptly. While the operator would
continue to produce his better wells, his total daily production
would be decreased by the volumes he plugged out.
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If the tax were to be applied as proposed, the owners of royalty
interests—farmers and others—under producing properties would
be economically hurt along with the producer. Royalty payments
are customarily based on sales after deduction of taxes.

Recent increases in the price of stripper oil have provided much-
needed economic breathing room but the operator must still use
whatever cost-cutting methods he can find. He intends to keep his
wells producing just as long as economically possible regardless of
their gradual decline. It is only when a well becomes an economic
liability that it is plugged and abandoned.

Despite all innovative efforts, it is sooner or later necessary to
plug a well. Each one must reach the end of the road someday.
During calendar year 1977, an even 9,000 wells were plugged. This
set a 16-year low.

The decline in abandonments I have noted would not have oc-
curred; in fact, would have been in reverse, without the passage of
the “Stripper Well Amendment” in late 1973. As you know, this
measure removed stripper production from direct price control.

It is interesting to note that for all of that year there were 13,756
abandonments.

C. H. Keplinger, internationally recognized petroleum authority
and chairman of the board, Keplinger & Associates, Inc., made a
detailed study of the positive influence of the free market price on
stripper activity.

Briefly, his conclusions were that the measure saved some 73,000
wells from abandonment January 1, 1974 to January 1, 1978, ex-
tended the life of an average stripper well 10 years, resulted in the
production of an additional 182 million barrels of oil, and increased
ls)trippler reserves which could ultimately be recovered by 2.3 billion

arrels.

The proposed tax would certainly reverse these gains with the
first evidence being an increase in tf;e rate of abandonments.

A man of prominence conversant with the Production tax now
being considered quite recently asked me— “Why not just cap
g/el})s;,if the tax goes through and save them for a better economic

ay?

My first thought was that we need the oil now. What the need
may be in some indefinite future is an unknown.

However, let us give the suggestion careful attention. Suppose I
have a particular 1,500-foot well producing just enough oil to come
out a little ahead of operating and maintenance costs. Maybe it has
produced for 20 or more years but still puts a little oil in the tank
without too much expense or trouble. I may regard it as “Old
Reliable.” An added operating cost, by tax or otherwise, could move
that well below the nonprofit line.

I can’t simply walk away from that well hoping for better times.
The well has valuable equipment—a pump down the hole, a string
of sucker rods, surface pumping unit, lead lines, tanks, et cetera. I
would necessarily move this investment in equipment to a location
where it could recoup some of the cost.

Suppose, however this is done and the well is capped. That well
doesn’t simply take a prolonged rest. The casing, if left in the well,
is subject to corrosion by formation waters. In some areas this is
quite severe. The producing formation could cave into the well

S4-217 0 - 79 - 2
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bore, or formation water could take over to form a block against
the remaining oil.

There is also a legal aspect to either capping or abandoning a
well. The producer is legally required to forfeit a lease to mineral
owners if production is established but discontinued for a certain
length of time. In any case, it would be the end for “Old Reliable.”

Stripper wells should be produced just as long as economically
practical. With necessary incentives and provided the characteris-
tics of the reservoir suggest it would respond favorably, properties
should be converted to enhanced recovery projects before they are
abandoned. This could mean another 20 billion to 50 billion barrels
of ultimate recovery with a reasonable assist from our technology.

Stripper wells will always be with us. While some decline natu-
rally to the subprofit level, other higher yield wells will always be
dropping into the stripper category. The total number is further
maintained by expanding stripper development into adjacent tracts
or areas that appear favorable.

Stripper production provides a dependable source of domestic
crude oil supply. The stripper division is active. There are many
areas that can be attractive to some operator given the necessary
incentives.

The windfall profits tax would jeopardize stripper operations in
every oil-producing region. Production would decline. The rate of
abandonment of these wells, nearing the end of their productive
lives in any case, would be hastened. The shortage in our domestic
crude oil supply would deepen.

In our judgment, stripper oil production should be exempt from
any additional tax.

Thank you, sir.

The CHAIRMAN. There is a vote going on in the Senate at this
time. I am sure that the Senators will have questions of these
witnesses. :

It may be we will have enough time to hear Congressman Rous-
selot at this time. If you would like to, we will wait until the
Senators get back.

What would you like to do?

Mr. RousseLorT. I do not want to hold up my good Senators who
have to go vote. I know what that problem is. -

The CHAIRMAN. You will have more Senators to hear you if you
wait until they come back.

Mr. Rousseror. I would prefer to do that.

The CHAIRMAN. I suggest that Senator Wallop and I go over and
vote. Senator Bentsen can call this meeting back to order when he
comes back.

[A brief recess was taken.]

Senator BENTSEN. If the witnesses will return to the table, we
will proceed with questioning.

Commissioner Armstrong, I was pleased to hear you say that
Texas dedicates the funds from that land, the oil income, for the
educational fund. I think that was particularly prudent of the
framers of the Texas constitution.

It is also true, is it not, that these reserves are rapidly depleting
and this is probably the last opportunity to bolster the endowment
fund for the education of the young people of Texas?



681

Would that be correct?

Mr. ARMSTRONG. There is no question about that, sir.

We run about a 5- to 7-percent decline and it is accelerating.

Senator BENTSEN. Mr. McShane, I cannot help but remember
some of the history of the stripper well business. Also I know how
tight an operation a man has to run in order to make anything out
of stripper wells. The major companies, with their administrative
expenses, just cannot do it.

They either cap those wells, or sell them to independent produc-
ers who keep them going. I recall years ago when a lot of them
were closing down and you tried to save a number of them and you
have done that, and many independents have been able to do it.
Those are truly the marginal wells. Under the House bill, a tax
would be imposed on stripper wells and the proceeds would be used
tti finance all of the major companies and their synthetic fuel
plants.

Is that not the result?

Mr. McSHANE. Senator, I was reviewing the White House fact-
sheet on the President’s import reduction program. It calls for an
l};]_rlllex'gy Security Corporation to be financed in the amount of $88

illion.

Senator, the stripper wells produce 14 percent of the current
domestic production and therefore, I think it would be safe to
assume, would finance at least 14 percent of that $88 billion.

Senator BENTSEN. Do you think any of the stripper well opera-
tors are going to build a $3 billion synthetic fuel plant?

Mr. McSHANE. Senator, you understand quite well—and so do
many others—-the stripper well independent producer does not
have the funds to get into the multimillion-dollar synfuel business.

Senator BENTSEN. I wish you would explain. A lot of people do
not understand that. Why can you not just cap a well, a stripper
well, and then reuse it later?

Mr. McSHANE. In capping a well, you cease production, but the
well remains in place subject to down hole corrosion, down hole
collapse, ruining of the formation through water blocking. When
the well ceases Froduction which it does when it is capped the legal
responsibility of the producer-owner is changed.

He must plug and abandon the well, according to law, and then
when he does so, the oil and gas lease that he holds reverts to the
original mineral owner.

At that time, the well is no longer available for any other use,
fmd the reserves left in the ground remain in the ground and are
ost.

Senator BENTSEN. Mr. McShane, I will be offering a stripper well
exemption because I think it is unfair to subject these marginal
operations to the tax with the accompanying redtape and regula-
tion. I think a lot of them would pull their tent and go about
another business.

Mr. Wright, the independent producer drills some 90 percent of
the exploratory wells. He is the fellow who goes out and takes the
big risk and he finds approximately 75 percent of the new fields.
And yet we find that the independents, where we had 20,000 of
them in 1950, we have approximately 10,000 now.

Mr. WRIGHT. Yes, sir.
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Senator BENTSEN. They are going out of business.

In turn, he is the last fellow that I want to discourage in the
business. He is the one who is taking the high risk and finding the
new reserves that we need.

I will be offering an exemption for the independent producer at
3,000 barrels or less which will exempt about 98 to 99 percent of
the producers. The large companies will still, of course, be subject-
ed to the tax, but it excludes about 15 percent of the production as
v;)e understand it. It does not affect that much of the income from
the tax.

Mr. WriGcHT. That is approximately correct, sir.

Senator BENTSEN. Those are the numbers that were presented to
me thus far.

One of you was testifying—I believe it was Mr. Cubbage—about
what this windfall tax would mean insofar as what the independ-
ent—I guess it was you, Mr. Wright—could receive. I asked that
same question of Secretary Schlesinger.

He said it could be as low as the 7- to 8-percent incentive that he
would have left after the so-called windfall profits tax is put on. So
it is hardly any inducement to go out and take a big risk.

Mr. WricHT. Yes, sir. I think that is correct. In my testimony 1
said it could be as little as 7 percent. I certainly believe that under
such circumstances, that would not induce many people to drill
wells with their income.

Senator BENTSEN. My time has expired.

Senator Talmadge?

Senator TALMADGE. Thank you, Mr. Chairman.

Mr. Armstrong, I believe you testified the House-passed bill
would levy a tax on oil produced on lands owned by the State of
Texas which was dedicated for education?

Mr. ArRMSTRONG. No, sir. I believe the testimony is that the
House exempted those lands.

Senator TALMADGE. They did?

You want to retain that exemption?

Mr. ARMSTRONG. Yes, sir.

Senator TALMADGE. I was about to ask you if one government
can tax another government, does that not involve a constitutional
question?

Mr. ARMSTRONG. There is.a hard question there. There are some
cases that have said, if the State of New York got into the mineral
water business, that business could be taxed, but to my knowledge
there has never been a tax levied on the sale of property that
belonged to the State and the Constitution seems to speak to the
ability, or the inability, of the Federal Government to inhibit the
State from performing its proper governmental functions.

fI think it would be very questionable from a constitutional point
of view.

Senator TALMADGE. Is that why the House exempted you in
Texas?

Mr. ARMSTRONG. I think there was a broader amendment addi-
tionally offered to the Ways and Means Committee that would
have exempted all governmental functions that were performed as
a result of the sale of oil and gas from the city of Long Beach, for
example. I think Congressman Rousselot will talk about that in a
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few minutes. I think the same arguments apply to the broader
amendment that we made.

It is just that we think it is clearly dedicated to education. It
should be protected.

Where it is used for other govermental services, I think that
would be up to the wisdom of this committee and the Senate as to
whether it should be a broader exemption.

But it certainly would be consistent to argue that where the
proceeds and revenue are used for governmental exemptions, that
that exemption should apply.

Senator TALMADGE. Thank you, sir.

I have no further questions.

Senator BENTSEN. Senator Wallop?

Senator WaLLop. Thank you, Mr. Chairman.

I would like, Mr. Armstrong, just to pursue that a little further,
because in my State of Wyoming, for example, and in New Mexico,
there are trusts funded by State-owned mineral issues such as,
penal reform, miners’ pensions, and a number of others, that are
clearly charitable and legitimate State activitiés.

Do you see any reason why they should not fall in the same
category as education?

Mr. ARMSTRONG. No, sir, I think that would be consistent.

The only thing is that historically most of the States have dedi-
cated them to education. As a practical matter, the State of Texas
does produce oil and gas in its parks and wildlife lands and prison
lands, which would not be covered under the House amendment.

But I think—I worked with Bert King, although I think he is
now retired. I am sure that he would have the same interest in
seeing that the exemption of the windfall profits tax would apply
to any legitimate governmental function.

Senator WaLLor. I would hope that would be the direction that
the committee would take.

Let me just throw one question out to you all, for whoever wants
to answer it may.

The Secretary of the Treasury was testifying here, and we were
mentioning some of the things you mentioned, Mr. Cubbage, the
ability of people to attract capital for drilling ventures was one
thing he commented on. He said, good lord, there is a plethora of
money around this country that needs to be loaned out. There are
all kinds of funds that need to be borrowed sitting in banks right
now, and we have too much money that is not active.

I wonder if you would care to comment on the willingness of
banks to loan money for wildcat ventures, or for the kind of explor-
atory prospects that are not even offsets, the real step-ups?

Mr. CuBBAGE. Senator, in mf’ experience, I have never known of
a bank to lend money for a wildcat venture and the very nature of
the business, I think, would indicate why a bank simply could not
do that. I am sure the board of directors would fire any banker
who did so.

It is difficult even to get production loans in certain areas—for
example, my home area, the tristate, Kentucky-Illinois-Indiana—
practically none of the banks actively make any type of oil produc-
tion loans. Twenty-five years ago, they were—all of the banks made
these type of loans. Today they are pretty well withdrawn.
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The operators in the area who seek production money, produc-
tion loans for development purposes or whatever, are therefore
forced to go elsewhere to some of the western Texas banks, Oklaho-
ma banks, or Chicago.

Senator WaLLop. Mr. Keplinger?

Mr. KepLINGER. For the last 5 years, every 6 months, we have
conducted a school for bankers and insurance people in the United
States. We hold the school in Texas in several spots, usually in
Houston, and we have had our school full for these 5 years, and
there is no chance—I have communicated with hundreds of bank-
ers, through the schools, through other loans that we make with
them, and there is no chance that they are going to put this money
out.

As Mr. Blumenthal talked about, the oil business is risky and
other businesses are risky. You can go out and buy insurance on a
well blowing out or some mechanical defect but to go out and buy
insurance that you are going to find oil or gas is absolutely impos-
sible.

So that statement is completely wrong.

Senator WaLLop. Let me ask you this, then, as a followup. Many
people, producers, seek money for joint ventures, a drilling interest
or any other type of interest. As you pointed out, doctors, lawyers,
successful grocers, and other people who have money that they
want to risk. If the windfall profits in some way or another cap-
tures them forever in that industry—in other words, with the
plowback provision, if they are not released from it, or they have to
p?y Y’vindfall profits, do you think they will invest in the first
place?

Mr. KEpLINGER. I do not know, first, what individual investors
will do. We have to look at the picture. They have come to us, who
look at that tax picture with their accountants, and some will go
one way and some another.

I could not give you a general statement of exactly what they
would do.

Senator WaLLop. Mr. Chairman, if I may finish that question,
the thing that worries me is when it is on a permanent tax, and
you are an outside investor going into the type of investment you
have not done previously and do not intend to keep actively as
your business, but simply as an investment, are you likely to put
your money in something that really is dead ended?

Once you invest, you are going to have to stay in there until the
last barrel is found, and when you do get the money out, you will
want to invest it in something else.

You are going to pay more tax, on capital gains or any other tax
concept that I have heard of.

Mr. CuBBAGE. In my opinion, Senator, for whatever it is worth, 1
do think it will keep outside capital out of the independent sector
of the oil business. The investor, once he sees that he will be locked
in and would not have the individual choice year after year, or that
his investment would be subject to additional tax burdens, regula-
tion and otherwise, I think he will choose a certificate of deposit or
a motel or some other form of investment.

Senator WaLLor. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Boren?
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Senator BoreN. Thank you, Mr. Chairman.

I want to thank all members of the panel for their testimony and
again, a special word of welcome to Henry Keplinger from my
home State, recognized as one of the most knowledgeable people in
the energy field, and also representing the Energy Consumers &
Phroducers Association formed in my hometown. I am very proud of
that.

Let me direct this question to you. If you have advocated exemp-
tions for specific, newly discovered oil, and a small producers’
exemption, what would you estimate, over the next 5 years would
be the response in terms of increased domestic production if these
proposals were to be adopted?

Mr. KepLINGER. If only these proposals—the stripper production
would increase our oil—the stripper production affects 14 percent
now. The remaining categories, what we have, the marginal—we
had a hearing on that in Austin, Tex., before the Department of
Energy. We came up that 15 percent would be affected by deep
marginal wells. That makes a total of 29 percent, and the small
stripper exemption, and 10 percent—it could be a range of 35
percent. :

My overall figure that new oil—we have looked at the new oil. If
we did not have this withholding, this withholding tax, or windfall
profits tax, the overall figure is 5 million barrels a day increase if
you would allow the industry to plow the money back, spend the
money. Now we are spending about $20 billion a year and if they
spent $40 billion for the next 10 years, we would increase our
production by 5 million barrels per day.

If you would take 35 percent of 5 million barrels in the next 10
years, you are going to come up somewhere 5 percent, 1,500,000
barrels per day. At the end of 10 years, this is roughly the best
figure that we can come up with at this time.

Senator BoreN. Let me ask the whole group this question. The
people are paying the price. No one is fooled by that. Whether it is
collected in a tax or whatever, they are paying for it as consumers.

We are either going to leave it to the private sector to do the job
grbtake it to some government bureaucracy to do one-fourth of the
job.

The people are paying for it.

Where are the taxpayer and the consumer going to get the best
bargain? If we look at these kinds of exemptions, providing this
kind of additional production, we look at the congressional Office of
Technology Assessment saying that there are 298 billion barrels of
oil still in the ground. There are wells on the scene that we know
about, that can produce another 50 billion barrels in enhanced
recovery, at less than $30 a barrel.

In your opinion, what is going to be cheaper for the American
people, to go in by not encouraging that kind of production, by not
taxing it? By paying some huge subsidy to immediately go into a
governmentally directed synthetic fuels program?

Mr. WRIGHT. Senator Boren, if I may take a shot at that, I would
say that the very best deal for the U.S. consumer would be to get
the Government out of the oil business. I am talking about going
backlto z; basic plan of free enterprise and let the market seek its
own levels.
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Even just this week, Newsweek magazine through a group of
their editors have come up with a plan that just says essentially
that. If you have not read that little article, I think it would be
worth looking at, because it says some things that we have been
saying all the time, that free enterprise can do most of these things
most efficiently if it is only given the opportunity.

Senator BoreN. Let me ask you this. While we are spending $1
billion to subsidize these new forms of energy production through
the Government, this bill, in essence, throws back the price of
stripper production so that with the tax, we lose that kind of
stripper production.

Why is that important?

If you could explain to the committee, why is it important that
we prolong the stripper production, and how would that be related
to the ultimate recovery through enhanced recovery projects?

Mr. WriGHT. There are a lot of reasons why it is important to
keep your stripper wells alive and available. Of course, they do
produce some income currently. They do produce oil income, pro-
duce oil for the market. They preserve a property for future tech-
nology. That is another way to look at this thing.

In Oklahoma—your State, for example—through the years, there
have been many old fields that in recent years, have improved
production by the technology of water flood. The use of thickened
water through a pusher, a miscible, phase-type thing. These
have all been improved recovery techniques, and now they are
relying on these improved techniques for a recovery process
that will recover above the 20 percent of the oil that was recovered
on the primary.

Those are some of the reasons.

Senator BoReN. You may get every bit as much, if not more
ultimate recovery than in the primary production?

Mr. WriGHT. We are talking generally. There is a rule of thumb
in the oil industry that you expect to get 1-to-1 ratio as much on
secondary as you get in primary. That is a rough rule, and a lot of
things that relate to it.

Senator BoreN. What was the number you gave that would be
plugged under this proposal that you thought would be premature
abandonment.

Mr. McSHANE. We would start at 8,800 wells per year abandon-
ments and go to 19,800 then, to 26,500 per year.

Senator BoreN. What you are saying is that not only do we have
to look at the tremendous loss that would come from the produc-
tion of those 8,800 wells, but we also have to view the tremendous
magnitude of the lost potential of keeping those fields alive, and
may be getting double recovery from——

Mr. WRiGHT. Additional recovery? Yes, sir.

Senator BoreN. Thank you.

The CHAIRMAN. Senator Dole?

Senator DoLE. We are faced with a political problem rather than
an energy problem. Some people are more concerned about polls
than production. .

It may be good politics to run against the oil industry in 1980.
Some politicians on both sides are taking shots at the oil industry.
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Most members of this committee are trying to address the prob-
lem of production. If there is an oil tax, it should to be workable,
not destructive. The private sector should not be destroyed to fund
a public corporation.

Some of us feel that is what is happening, particularly by sy-
phoning $142 billion out of the private sector and into the public
sector.

Doothe independent producers have a role in the synfuels pro-
gram?

Mr. WRIGHT. I would answer that we do not see it that way, in
our failure as the small end of the business, because there is no
place for it. Practically all of the majors have had some type of
lignite, coal, oil-shale projects at one time or another that they
have had in their research departments. They are probably in
excellent shape to do something with it if they can get it financed
through some type of arrangement.

It really does not fit into our program, Senator. Actually we feel
like our 30 percent of the overall domestjc production is destined to
really underwrite this program that the majors may enjoy or some-
one else may enjoy. There is certainly no way we will.

Senator DoLg. I assume some of the members of this panel were
consulted by the administration about energy policy before the
President spoke on Sunday evening. Were all of you consulted or
none of you?

Mr. CusBack. If I might say, Senator, I do not know of anybody
who has been consulted within industry.

Mr. ARMsTRONG. I would like to add we are always being beset
upon with new terms and synfuel is one. I had frankly thought
that synfuel up until Sunday night was like scotch or bourbon or
maybe gin. Apparently it is now going to connote shale oil produc-
tion and that sort of thing.

Senator DoLE. The situation is important and it is serious we
have the obligation to try to come up with a workable plan. The
Republican members of the committee are going to meet tomorrow
morning, to discuss the problem.

There is interest in a plowback credit. There was more interest
in 1975. Now, however, there is not so much interest in it. If
plowback were coupled with a small producers’ exemption, would
that not negate the problem that Senator Wallop raised about the
lockin production theory.

Has that been thought about? What would happen if you went
into areas where the lease has proved production up and started
drilling as many holes as you could? How much short term impact
would that have? You may have to change some of the State
conservation rules.

Is that a practical alternative as far as short-term increases in
production?

Mr. KepPLINGER. Yes; that would be a short term and would be
definitely used by the independents.

Senator DoLE. In other words you would have some short-term
gain while waiting for synfuels to develop. It would seem to me
that might be an area which should be explored. Do you run
counter to State statutes? Could you comment?

Mr. KEPLINGER. No.
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Senator DoLE. You do not have any problem with spacing re-
quirements?

Mr. KEPLINGER. You can always change them through a hearing
with 20 days’ notice in the State of Texas. Kansas is the same way.
There would be no problem if it is based upon economics.

Senator DoLE. Is that good conservation?

Mr. KepLINGER. Yes, sir. You would get more oil out of the
ground. I would like to make the statement that the cost of finding
conventional oil and doing what that would be doing in the case of
infill drilling, that cost today and we have studied it quite inten-
gively, it is about $20 a barrel. We have studied synfuel for the last

years.

I went to Africa and visited all the plants at SASOL. We feel
that cost is in the neighborhood of $40 or $50 a barrel today. As far
as the independents that we represent and would recommend a
project to, we would recommend continuing conventional methods
as more economical. At least it would cost less than half as much
to develop a barrel of liquid fuel as it would to go out and do it
yourself as you have done it for the last 50 years.

Senator DoLE. My time has expired. I would like to say one more
thing. The President’s message did not address the short term.
There were a lot of long-term possibilities. There was not any
emphasis at all on the short term. There was not much emphasis
on projection. There was emphasis on more Government, more
regulation and more public corporations.

That is why I raised the question. You know where the oil is in
these areas. You are just going to have to start poking holes. 1 do
not know how many barrels per day that would add. It seems to me
it would be substantial.

The CHAIRMAN. Senator Packwood would have been next. I see
my time will come as he is not here.

Assuming some of us would like to at least go along with the
President’s original recommendation to the extent that we can, can
one of you tell me the difference between what the President
started out recommending in this area and what the recommenda-
tion is now?

Mr. Cubbage, you represent the Committee of Cooperating Oil &
Gas Associations. You should know the answer to that. Can you
tell me what the difference is between what the President started
out with when he sent his decontrol plan down and what he is
recommending now?

Mr. CusBaGE. No, sir, I really cannot. It seems to me it is much
the same, raybe a little bit larger.

We have talked and at some times even joked among ourselves
that we do not see much difference in what the administration has
proposed today as opposed to what the original Energy Policy Act
was in 1977. The only difference we see is they called it a crude oil
equalization tax back in 1977 and now we are going to call it a
windfall profit tax. It is the same wellhead severance tax any way
you slice it no matter what percentage you put on it.

I might say I also attended the White House briefing yesterday.
There was no doubt left in my mind nor any of the approximately
200 people there that the existinﬁ domestic oil production was to
serve as the vehicle to finance the package which has been pro-



689

posed. If that is the case I think that is the answer to Senator
Dole’s comment that no comment was to be made on the near term
because the near term existing production is the financing vehicle
for the long term. This is the impression which was certainly given
to me.

The CHAIRMAN. Senator Gravel.

Senator GRAVEL. The point I am most fascinated by and all of
your testimony was very good, is syncrude.

Mr. Keplinger, you say you went to South Africa with a group of
people and visited their facilities?

Mr. KePLINGER. Yes, sir, at SASOL.

Senator GRAVEL. Your investigation showed the syncrude they
are producing today, and obviously that is the only place in the
world where you have the technology in operation on any scale,
costs $40 to $50 per barrel.

Mr. KePLINGER. That is what it would cost us to do it right now,
$40 to $50 a barrel compared to finding it in America.

Senator GRAVEL. I appreciate that. I just want to focus on the
syncrude.

Mr. Chairman, there are only two examples in history of synthet-
ic fuel production. One is Nazi Germany, during the Second World
War, which produced the syncrude. People tend to forget that
Germany had an economic base of slave labor in order to get away
with this. I suspect there is some correlation with the fact that
South Africa does have a very unusual lower base of labor, which
is one of the indigenous problems they have, that can sustain this
kind of situation.

I wonder if we could get somebody from South Africa, and I do
not know if it is permissible under the committee’s rules of proce-
dure to come and testify before this committee so we can get some
intelligent and specific documentation as to what this whole syn-
crude undertaking could mean. We need some specific data before
we launch into a $100 billion rape of the private economy.

Is this possible, Mr. Chairman, that we could have a hearing one
day to call these people in from South Africa and maybe pay their
way? I do not suggest that the committee travel to South Africa as
I am sure we all travel enough. Could we pay to have some people
come in and have 1 day of hearings?

I am sure there have been no hearings on this. Everything is
prospective. These people have specific experience.

The CHAIRMAN. We will see if we can get them, Senator.

Senator GRAVEL. I thank you. I wonder if, as a product of your
trip, you might be able to furnish the record, the committee and
myself personally anything in the way of materials you secured to
indicate what South Africa’s actual experience is right now? They
are producing syncrude on a national scale. If they are paying $40
to $50 for it now, not prospectively, we should demand now that
the private sector should have $40 or $50, if that is what the
market takes, to go look for oil and gas.

Do you see my argumentation?

Mr. KEPLINGER. Surely.

Senator GRAVEL. If you could offer us anything in the way of
substantial data, it would be very valuable for us in markup dialog.
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Mr. KeEPLINGER. I can say that the actual costs are guarded in
South Africa because they are under certain restrictions about
dealing with the United States. We have some sanctions against
them and we also have South Africa having trouble getting oil
from certain countries. The amount of oil they have produced is a
much held secret. -

We are dealing with a hotbed because we do not have the com-
munications we should have.

I have been there. I have looked at estimates. The Rand Corp.
has just recently made a study which I think the committee should
have in their files. It is a reference to the costs of producing
synthetic crude and synthetic liquids here in the United States.

Senator GRAVEL. Based on South African experience?

Mr. KepLINGER. That is the only real big one. The other one you
are talking about during World War II, those volumes were in the
neighborhood of 100,000 barrels a day. They were very important.
As I recall they were only a little over 100,000 barrels a day.

We are talking about America where we are burning and using
over 18 million barrels a day.
~ Senator GRAVEL. What is your best estimate as an expert of what
you ?think their production is right now, just from your observa-
tion?

Mr. KEPLINGER. South Africa would be somewhere between
35,000 to 50,000 barrels of liquids per day. In addition they produce
along with their process gas which has Btu value. The total Btu
value I do not have. The efficiency of the project, for every Btu of
coal they bring up through an elevator right to the main hoppers,
that efficiency is around 50 percent plus. You utilize 1 Btu you get
in the form of oil or liquid or gas you get 50 percent of a Btu
efficiency.

Senator GrRAVEL. Thank you.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. .

Gentlemen, I appreciate your testimony. I apologize for some of
my absence.

I understand and realize and thank the independents particular-
ly for all the drilling activity you have engaged in in the country in
finding new production and particularly onshore production. Cer-
tainly we all agree we have to wean ourselves away from OPEC
and try to increase domestic production supply more than so far
indicated by the administration proposals as of this date.

The question I really have is the degree to which you think we
can increase domestic production and particularly onshore produc-
tion. I have heard the estimate this morning up to 5-million-barrels-
a-day projected increase.

Mr. KePLINGER. Ten years.

Senator Baucus. 1990. I wonder if any of you who have particu-
larly looked at projected production figures could break that down
for me a little, that is either in terms of geography in the country
or between newly discovered wells and secondary and tertiary re-
covery, marginals and stripfper wells which produce more oil.

I am just trying to get a feel for how you arrive at the figure of 5
million per day by the year 1990.

Can anyone take a crack at that, please?
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Mr. KEpLINGER. The way I arrived at it was 2 million barrels per
day of newly discovered oil, 1,500,000 barrels per day of secondary
oil and tertiary oil. The bulletin at the Office of Technological
Assessments was put out on page 26 which Senator Boren talked
about, the data on tertiary, enhanced recovery data is set out in
there which tags in with this 1.5 million barrels per day.

We could go ahead and utilize CO,, carbon dioxide and the sulfin-
ated soaps, push and reduce the surface tension of the oil in the

ound and then we have this heavy oil in California and other

tates but particularly in California. Standard Oil of California
and Union Oil Co. and several large operators are out there. There
is the utilization of heat, pushing the steam into the ground and
heating the oil. We have in the neighborhood of half a million
barrels a day there. ,

Senator Baucus. As I understand it you expect about 2 million
barrels of newly discovered oil throug\YA enhanced recovery tech-
niques. Is that correct?

Mr. KepLINGER. It would be 1% million with the techniques
according to the Office of Technological Assessments and then
another half a million from just the heavy oil which has not been
considered by the Office of Technological Assessments. That would
be 4 million. The remainder would be areas where we have had
water floods and high cost production where if we have $25 per
barrel, you can produce down to 1 percent or 2 percent oil in your
total mix and very small declines in percentage of oil produced will
lead over a 20- to 25-year period an enormous amount of oil which
we have in a Fitz pool in Oklahoma.

Senator Baucus. Thank you. Could you tell me how you arrived
at the 2 million barrels figure?

Mr. KepLiNGER. This is an estimate. We have over 175 billion
potential in the United States which is equal to the reserves in
Saudi Arabia. .

Senator Baucus. With decontrol do you expect to find big fields
with billion barrels reserve or do you expect to find a whole multi-
tude of smaller fields? I am trying to get a sense of what the
industry anticipates.

Mr. KeEPLINGER. In the past 2 years the experience has been we
are finding small fields all over the country. This does not consider
that we would find some big field such as east Texas. Those fields
come into being if you look at the chart maybe every 10 years or
something like that. This is the actual distribution of oil fields that
have been found in the past 2 years. They are small fields. We
have found over 1,000 each year. Those will continue based upon
the experience we have had. .

Senator Baucus. You have not looked at the geographic areas in
the country as to where this is going to be; you have extrapolated
it, is that correct? I am trying to get a sense of how you put these
figures together. .

Mr. KePLINGER. I cannot tell you or give you an assurance that it
is going to be one spot or another. It is well distributed from
California to North Dakota right now. Also in Montana and the
Rocky Mountain overthrust. )

In the last year I have looked at more than 1,000 deals in the
United States. The gulf coast and Louisiana is an area where we
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have only touched the reserves that will come out of Louisiana. It
iss well distributed. I do not think it is going to be tied into just one
tate.

Senator Baucus. I am asking the question because I think it is
important to pin down as accurately as we possibly can. I grant
you it is very conjectural. I think it is important to pin down as
much as possible the degree to which we are going to establish our
independence through additional domestic production compared
with other proposals.

The more you can document more precisely with decontrol, with
or without the windfall excise tax, the more likely I think the
country and certainly the Congress will be able to establish an
energy program that is not dreamy and starry eyed but actually
makes sense.

Senator WaLLopr. Max, if you would yield just half a second, 1
think the map on the back of Mr. Wright’s testimony would give
you some indication of where it lies. I do not think there is any
way of predicting where somebody is going to explore. I think they
will explore where they can find capital and rigs and opportunity.
I ?lenle:tor Baucus. I have seen that map. It is a couple of years old

think.

Mr. KEpPLINGER. This is brand new.

Senator Baucus. I saw one last year which looked exactly the
same. Thank you.

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. Thank you, Mr. Chairman.

I was interested to hear you say we have a potential of 5 million
barrels and you have broken it down. What was the total you think
could be derived from stripper and enhanced recovery again?

Mr. KEPLINGER. Stripper and enhanced recovery would be 2 mil-
lion barrels per day by 1990.

Senator BrabLEy. It is my understarnding that some stripper
wells and some wells which use enhanced recovery are more diffi-
cult to get at than others. Therefore, the price would be different.

I wonder if you have determined what price you were looking for
in order to get all of those 2 million barrels.

Mr. KePLINGER. The price that we are looking for is the world
price in order for us to compete and not have our hands tied in any
way and let the normal taxation take place in taxing whatever the
profits are the oil companies make. It is a world price which we
would recommend. That would be the same price as you would
have to pay Saudi Arabia for a barrel of oil except when you do it
through the independent, let him find this oil for you, you get back
to the Federal Government 60 percent of the price.

If the price of oil is $20, you are going to get back $12 in taxes to
the Federal Government and States. You are going to buy another
35 percent. You are going to spend it in the form of labor to the
people of the United States who are going to be working for the oil
companies. The other 5 percent of that dollar is going to be the
profit that the operators will take for the enormous risks they take
to find a barrel.

Senator BRADLEY. Does any other member of the panel want to
comment?
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Mr. WRIGHT. Yes, sir. Let me add to that, Senator Bradley. One
of the big problems in making these types of estimates is trying to
hit a moving target of a price on x date. As you well can imagine,
when all of these are economic projections depending on certain
circumstances at a certain time and 2 years ago we were not even
thinking about $20 oil and we are seeing $20 oil. We were not
projecting on a moving economy where we have 13 or 15 percent
inflation factor.

It really makes these things quite difficult to get to but the type
of figures Mr. Keplinger is talking about are within the range of
what most of us are in agreement on. The big problem is the
economics on a given day.

When you get into the Government's involvement in excise tax
or the other type of things we see, you further complicate a lot of
the problems because what is the tax situation of the individual
outfit doing these things? It all gets back to the basic profitability
sections.

We are in basic agreement pretty well through the industry I
think on the type of figures we are talking about.

Senator BrabDLEY. Could you tell me in relative terms how much
more energy efficient is drilling for oil as compared to production
of synthetic fuels from coal? How much energy do you have to use
to produce a barrel of oil versus how much energy to produce a
barrel of synthetic coal 0il?

Mr. KePLINGER. On synthetic oil that you make from coal, the
best figures are a little bit better than 50-percent efficiency. This is
the only practical one that has been running for many years from
SASOL.

From a barrel of oil, the energy required, it varies on your
deeper wells and your shallow wells. To come up with an average
we have figured out it takes so many tons of steel to drill a 10,000-
foot well. You will burn so many barrels of distillate to run your
motors. My best guess right now when you take that total energy,
it is in the neighborhood of 15 percent. I think it could be in that
range.

I would yield to others on the panel who have studied this
problem also. Another thing is it depends on the amount of oil that
your well produces on an average.

We have been producing something like 60,000 to 70,000 barrels
per well in the last few years.

Senator BRADLEY. Ten to fifteen percent of the total energy pro-
duced is used in the production of the energy?

Mr. KEPLINGER. Yes, sir.

Senator BRADLEY. With synfuels, it is your estimate that 50
percent of the total energy that is produced would be used in the
production of synfuei?

Mr. KEPLINGER. A little less than 50. I think the efficiency is 50-
plus so it would be a little less than 50 percent.

Senator BRADLEY. Are other members of the panel in agreement
~ with that?

Mr. WrIGHT. I have never approached it that way, Senator. I
would not have any way of knowinf.

Senator BRADLEY. If we are dealing with the possibility of $130
billion being spent on creating oil from coal and oil shale and it
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takes 30 to 40 percent more energy to produce that, the net produc-
tion is less than if it were produced from oil.

Mr. WRIGHT. I think that is fairly obvious. I would be surprised if
it took 15 percent energywise to produce a barrel of oil but I guess
you have to consider your dry holes and all these other factors
which go into the production of a barrel of energy.

Mr. KepLINGER. This 15 percent will vary from 15 percent down
to 10 percent but this includes the liquid gasoline which you end
up with. This includes the extra energy you use in your refinery.
This is the overall picture which the Department of Labor several
years ago made a report on. I think it is a little over 10 percent.
That is the reason I gave you the range of 10 to 15 percent.

Mr. ArRMSTRONG. If I might interject and I do not consider myself
to be an expert but is it not the sense of the President’s endeavor
to spend this money on perhaps technological breakthroughs which
might get that energy investment down? I think a lot of this would
depend on reserves. We all see the reserve picture absent higher
prices on a declining basis. It is certainly declining in our State.

The reserves are going to be controlled by price because it is
clear as these gentlemen have testified at a high dollar price or the
world market price, we are going to have more reserves either
because of secondary and tertiary recovery or something of that
type. Eventually it is going to get to the point where we will not
have the oil and gas capability so the question then becomes do we
go to the synthetics and would there be some merit to spending
some money so you would have a technological breakthrough
which would allow the synthetics to become replacements.

I think that is the gap that we have to get across. It is obvious
we will not have the oil and gas forever.

. Senator BRADLEY. My point is, you make calculations as to how
much you can get out at what price. I agree. If it goes to world
price, you have to make the calculation of how much you can get
out at what price even though it is the world price.

The underlying assumption is that the world price is automati-
cally going to go up and we are powerless because we are under the
control of OPEC. That is not necessarily true depending upon what
we do vis-a-vis vulnerable members of OPEC and non-OPEC mem-
bers who are basically in debt to this country for a whole sort of
items.

It is possible to go into a quasi-barter situation and exert a lot
more power than we have at the moment where we are simply
dealing on the world market. It would be helpful to be able to
determine how much we could get and at what price domestically.

I know it is difficult. I know it is a moving target. I think in the
overall formulation of national policy, particularly international
policy, and in attempting to break OPEC, it is a helpful series of
facts to have.

The CHAIRMAN. Are there further questions?

-~ [No response.]
The CHAIRMAN. Thank you very much, gentlemen.
[The prepared statements of the preceding panel follow:]
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PrEPARED STATEMENT OF C. H. KEPLINGER, CHAIRMAN, ENERGY CONSUMERS AND
PRODUCERS ASSOCIATION

Mr. Chairman and members of the committee, I appreciate the opportunity to
appear before you today to testify concerning H.R. 3919, the “Crude Oil Windfall
Profit Tax of 1979.” I appear on behalf of the Energy Consumers and Producers
Association (ECPA), an association of approximately 500 small oil and gas producers
located in some 15 producing states. I currently serve as chairman of the board of
trustees of ECPA. By profession I am a petroleum engineer, and am chairman of the
board of Keplinger and Associates, Inc. of Tulsa, Okla. and Houston, Tex. I have
been an adviser to oil and natural gas companies, Federal and State agencies and
foreign governments for over 30 years. At present, I am petroleum adviser to the
State of Tennessee.

ECPA was founded 3 years ago in Seminole, Okla., a county that at one time
produced one-third of the world’s oil and which is the home county of Senator
Boren. Its organizers were small independent producers who were frustrated and
angry over retroactive interpretation and enforcement of an increasingly complex
set of petroleum regulations.

I am sure that each member of this committee has a general idea of the oil
pricing rules. After Senator Long placed his chart on the wall of the committee
room last week, I am also certain that all of you have a better understanding of the
complexity of the rules relating to drilling and producing oil and gas. During the
past 6 years, when the demand for oil and the market price provided increasing
incentives for producers to go all out in exploration, drilling, and production, this
country has operated under a complex system of confusing and arbitrary controls.

Sitting in our association office is a 14-volume set of Federal Energy Guidelines,
which covers 6 years of petroleum regulations. It includes eight bound volumes and
6 volumes which are updated weekly. Within those 14 volumes are statutes, enacted
regulations, regulation changes, interpretations of interpretations, orders, decisions,
appeals, and court opinions.

Those 14 volumes represent the output of a vast new profession of energy experts.
These experts write rules, interpret or explain rules, enforce rules, research rules,
and challenge and defend those rules. They have created that 14-volume set of
energy guidelines, but they have not helped explore for or produce one drop of oil.
Those 14 volumes have frequently resulted in disincentives to both drilling and
maximum production from producing wells.

And what has been learned from the past 6 years?

The majority of independent producers produce both oil and gas. Sitting by those
14 volumes in the ECPA office is one bulging volume which represents the first 6
months of administration of the Natural Gas Policy Act. I can assure you that it
will have cloned to at least 14 volumes in a few more years with the help of energy
experts who do not help produce one foot of gas.

And now the independent producer is faced with a wellhead tax proposal which
not only fails to undo the cumulative impact of overloading the oil industry with
regulations, but would add new regulations and complexities to those in place. It
will spawn another multivolume set of tax guidelines and increase the ranks of the
new energy experts while retaining selective disincentives to maximum exploration,
drilling and production.

I am here today to say that producers need price decontrol and oil deregulation. It
is our strong conviction that price decontrol without an excise tax is in the best
interest of this country. This would mean that in 1981, oil would be completely
deregulated and the producer would finally be free from the uncertainties and
arbitrary distinctions of the regulations.

However, should the committee and the full Senate decide that some tax should
be imposed, we urge the Senate to adopt a tax proposal which focuses on increasing
e<f:}9nomic incentives and on simplification of rules required to put that tax into
effect.

Accordingly, our testimony will emphasize: (1) Decontrol; and (2) H.R. 3919
amendments:

a. Exempt stripper production from the excise tax;

b. Exempt newly discovered and other tier 3 oil and in addition exempt marginal
properties;

c. Exempt small producers from the tax; and

d. Avoid further regulatory complexities and confusion by: (1) Retaining the DOE
definition of “newly discovered oil” without further restrictions for taxing purposes,
(2) eliminating any attempt to set the tier 3 base price according to grade and
location of oil, (3) setting one base price each for tier 1 and tier 2 oil, and (4)

S54-217 0 - 79 - 3
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eliminating the need for a tier one tax base by adopting the 3-percent BPCL decline
factor for tax purposes.
(1) DECONTROL

Since 1973 I have advocated, and since its inception the ECPA hus advocated, that
the U.S. domestic oil and gas exploration industry be given crude oil price incen-
tives equal to the world free market price. Had this decision been made 6 years a%(é
I am firmly convinced that we would not be so dependent on foreign oil from OP.
countries today. .

We hope with all our hearts that we are motivated entirely and solely by our own
national domestic and security needs (and I am convinced we are) when we recom-
mend Presidential decontrol with no excise taxes or legislation extending regula-
tions. In that way, we will be able to build up domestic oil production and replace
foreign oil until our U.S. oil use mix approaches 75 percent domestic oil and 25
percent foreign oil. At the same time it is essential that we remove environmental
roadblocks and other obstructions to get more coal and nuclear energy used. The
utilization of coal is this country’s long term ace-in-the-hole.

In analyzing what we can do about lessening our dependence on imported oil, we
must first answer this question: How much crude oil and natural gas is under-
ground in the United States waiting to be drilled? We have all heard “expert”
predictions on future U.S. reserves ranging from calamitous pessimism to enthusias-
tic optimism.

Studies and publications of the American Association of Petroleum Geologists
support a large oil resource base for future drilling. My estimate of the amount of
economic and subeconomic undiscovered crude oil resources approximates 172.5
billion barrels—slightly greater than Saudi Arabia’s latest proven oil reserves of
165.7 billion barrels as of January 1, 1978. Although the U.S. undiscovered oil
resource base is not known with complete accuracy, as of 1975, the U.S. Geological
Survey study, published in circular No. 725, estimated that 50 to 127 billion barrels
of oil await discovery at current prices with 95 and 5 percent probability estimates.
At higher prices, in known reservoirs the subeconomic category has a range of 12 to
140 billion barrels of oil. These estimates are shown on exhibit A.

The geological facts point to a large oil resource base which could be exploited if
the price of oil were decontrolled without additional taxes. We continually are
surprised with new finds such as the ones in Oregon and Tennessee.

I can say with absolute confidence that historic statistical trends sugpon a direct
relationship between investment and oil and gas discoveries. In 1977, the United
States found 24 barrels of equivalent oil per foot of exploratory drilling, based upon
studies of the American Association of Petroleum Geologists.

For proof of what the domestic industry can do when operating without controls
we need only look to the past record in the intrastate gas market, which as we know
is now subject to controls. During the five years prior to p e of the Natural Gas
Policy Act, increases in the sup?li of gas available in the intrastate market
greatly exceeded what was found for the intrastate market. During 1975, the inter-
state new gas supply was increased by 1.3 trillion cubic feet, or 13 percent of the
total gas new supply; whereas the intrastate new gas supply was 8.7 trillion cubic
feet, or 87.5 percent of the new gas supply.

Had it not been for this success in the unregulated intrastate area, our purchases
of foreign oil would have been much greater. Every trillion cubic feet of gas

roduced in the unregulated intrastate market replaces 180 million barrels of
oreign oil, with a savings in dollars in the balance of payments equal to an
estimated $3.1 billion at fresent prices for foreign oil. As indicated earlier, the so-
called decontrol of natural gas in the form of the NGPA has contributed to the slow-
down in exploration for new gas reserves.

If oil is decontrolled without imposition of new taxes we believe that we can
accomplish what was accomplished in the unregulated intrastate gas market and in
the U.S. domestic oil market in the 1950's. And I should add that any responsible
energy plan for the future should include the immediate repeal of the NGPA and
complete decontrol of the production of natural gas.

To justify the tax and continued controls on the production of oil and gas a myth
has been perpetrated—windfall profits. It was reasoned, I assume, that this would
sound good to the American public, and that it would be good politics to throw darts
at the domestic industry. Even though aimed at the majors, the independent é)roduc-
ers take the attack personally. The myth is easily dispelled and Senator Gravels
questions and comments in this regard have been effective. .

The rate of return of stockholders’' equity for oil companies (0oil companies are
owned by citizens, consumers, pension funds, etc.) has been close to the average of
all manufacturing industries, as indicated by the attached exhibit, exhibit B.
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Oil income in constant dollars fell for the 25 largest firms between 1974 and 1978.
This data is shown in exhibit C. Net income in constant dollars for the 25 companies
increased 2.8 percent between 1977 and 1978, but the total remained well below the
1974 level. Furthermore, the net income increase for the oil industry between 1977
and 1978 is below that of any other industries. The overall picture of profits must be
studied and the explanations of the oil industry’s first quarter 1978 profits must be
considered in light of the overall performance of the industry. The overall profit of
all industries has seasonal variations and individual quarter statements cannot be
considered representative. The tally of all major industry is shown in the attached
exhibit D taken from the U.S. News and World Report, dated May 7, 1979.

The increase in costs in finding and producing oil has been staggering. In 1974 it
cost approximately $100,000 to drill and complete a 4,000-foot well in Oklahoma.
Today that cost has doubled. As Senator Bentsen has indicated in these hearings,
the costs of deep drilling in Colorado and the Panhandles of Oklahoma and Texas
have increased at a rate faster than the increase in the price of oil and has run into
the millions on a per-well basis in many instances. With inflation the replacement
cost of finding oil and gas is approaching $20 per barrel or its gas equivalent, and
will continue to rise. The costs of producing a well once oil is discovered—power
costs, equipment replacement costs, administrative overhead, etc.—have all escalat-
ed at a rate that a minimum parallels the price increases in the price of oil.

The time has arrived to discard myths and discontinue looking for villians, either
domestic or foreign. Real solutions are needed. The windfall profit tax (as it is
called) will not produce more oil, result in more footage drilled or solve the energy
crisis. It is an ill-conceived effort by the Federal treasury to raid the domestic oil
industry. However laudable the objectives of H.R. 3919 may be in proposing a
method of financing the search for alternative fuels, a critical question exists as to
the desirability of taking from the domestic oil industry the very funds that could
lessen our dependence on foreign oil. The problem of cycling funds through the
Energy Trust Fund and the many bureaucratic processes that would be involved
need additional study.

We share the concerns expressed by Senators Boren, Chafee, Danforth and others
about the trust fund. Tax credits, as advocated by Senator Talmadge, and other
avenues of finance should be explored before we build more bureaucracy into the
system.

The administration’s program for synthetic fuels has a serious flaw because of the
extreme costs involved. It will take 10 to 15 years before we are able to manufacture
liquid oil in quantities in excess of 1,000,000 barrels per day. On the other hand,
conventional oil exploration programs result in new production in a matter of
months after exploration starts. The cost of finding a conventional barrel of oil is
apggoximately $20, compared to a $36-per-barrel cost for oil from shale.

lar energy is still in the experimental stage and in my opinion will never
approach the point of supplying 20 percent of our needs by the year 2000. The best
estimate is that it could supply 2 percent by the year 2000.

We believe that this country needs a strong U.S. domestic drilling segment which
would be capable of drilling approximately 80,000 wells per year instead of the
44,000 wells drilled in 1977. The oil well manufacturing and drilling segment is
capable of drilling 80,000 wells per year within a 5-year period. During 1977, 278
new drilling rigs were built. The current U.S. rig building capacity is estimated at
around 350 rigs per year, so that within five years the number of drilling rigs in the
United States, with decontrol, could double.

We therefore advocate decontrol without an excise tax. A wellhead excise tax is
clearly detrimental to the national interest.

AMENDMENTS TO H.R. 3919

In the event this Committee and the full Senate do adopt an excise tax program,
we believe there are certain amendments that are absolutely essential.

a. Exempt stripper

In 1973, Congress recognized the necessity of lifting controls on a producing
property whose average production was less than 10 barrels per well per day for a
twelve month period. The late Senator Dewey Bartlett of Oklahoma played an
instrumental role in freeing stripper production from controls and his efforts saved
many stripper wells from being plugged. The independent producers, who own most
of the stripper production, appreciate the efforts of Senators Dole and Boren to see
that we (ﬁ) not lose sight of the importance of what Congress did in 1973 in
exempting stripper production.
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The considerations that led Congress to adopt the stripper amendment are even
more compelling today. The market price extends the life of thousands of wells that
would otherwise be plugged and obviously lessens our dependence on foreign oil.

Stripper wells produce over 1,100,000 barrels of oil each day which represented
right at 14 percent of our domestic production in 1977. However, in total well count
the stripper category represents 73 percent of the total oil wells in the U.S.

The wisdom of Congress in exempting stripper from price controls has kept
approximately 73,000 wells from abandonment or plugging, resulting in the recov-
ery of more than 2.3 billion barrels of oil which otherwise would have remained in
the ground. These additional reserves and their production over the past five years
are attributable solely to the world product price. They mean an equal reduction in
the volume of imported foreign oil.

We are ple to appear along with the National Stripper Well Association. I am
certain that its people can tell the Committee in detail the impact that implement-
ing controls and rolling back the price of stri;?er—which will happen if H.R. 3919 is
enacted in its present Form—will ave on production from stripper oil wells.

We consider an amendment exempting stripper wells from the tax to be essential.

b. Exempt other tier 3 oil and marginal oil

Tier 3 oil includes stripper properties, newly discovered oil, and oil produced
north of the Arctic Circle. For the reasons stated in section (1) of our presentation,
we believe the need to exemgt this oil from the proposed tax is evident. Merginal
properties, which are in tier 2 of the tax, are in reality deep strip{)er propert:es and
the same economics that extend the life of stripper production will extend the life of
marginal properties. Likewise marginal properties should be exempt from the tax.
hWe supgort the amendments advocated by Senator Bentsen and Senator Dole in
this regard.

c. Exempt small producers

The need for special treatment for the small producer is one that has been
recognized for a number of years. For example, the Natural Gas Act provides higher
ceilings for the small producer in recognition that his production costs are higher.

The NGPA also reduces filing requirements for the small producer. Small produc-
ers are recognized in the NGPA and an exemption to the phase out of percentage
depletion was granted to the independent producer.

For a brief period stripper oil was placed under the upper tier ceilings. Stripper
was subsequently rele from price controls in recognition that exemption from
record requirements of controlled oil was especially valuable to the small producer
who owns most of the stripper production.

I am certain that the ability of the small producer to cope with the growing
administrative burden placed upon him by the Department of Energy, by the
NGPA, and by various other federal agencies, is of concern to this Committee. The
independent goducer has in the past years been doing 90 perecent of the domestic
exploration. To take his attention and resources away from this task and place
them in paperwork lacks in common sense. We can safely say that government
controls have at a minimum quadrupled the administrative overhead of a majority
gf tdhe small independents in the last six years. H.R. 3919 simply adds to this

urden.

The description of H.R. 3919 prepared for your use by the Joint Committee on
Taxation states at page 31 that:

“Each producer must be prepared to establish the various items upon which
windfall (rroﬁt tax liability is predicated, including the classification and base price
of oil sold and the category to which the producing property belongs.”

On the face of it this statement is rather harmless. But the small producer knows
that the only way to comply with the responsibility to be imposed by H.R. 3919 is to
go find him one of the so-called energy experts to fulfill these requirments. We are
fast approaching the time that the independent producer will spend as much of his
resources trying to determine what kind of oil or gas he has after he has been lucky
enough to find it, than he does exploring and producing his oil and gas.

A second consideration that supports a small producer exemption is that he is not
involved in the “downstream” activities of the oil business. This is true of our
membership and if there is a profit to be made it must be based on what we do at
the well-head.

And finally the role of the independent since the early fifties cannot be ignored.
He has earned the right to sgecial recognition. As the major oil companies began to
concentrate on foreign oil, the responsibility of maintaining our domestic industry
was left with the independent producer. Thousands of independents went broke in
the 1950's and 1960’s attempting to make a living producing and exploring for cheap
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crude. Thousands of service personnel, geologists, petroleum engineers and other
professionals were diverted to other industries and professions. Some managed to
hang on and there is no way to describe the contribution made by the independent
producer to the future of this country during those tough times. Needless to say
there was no mention of any “windfall profits” and few today recognize the impor-
tance of the exploration carried on by the independent during these years.

Having maintained this effort and having clearly established a historical practice
of putting his resources back into domestic exploration, the small independent
producer should be exempt from any well-head excise tax. A

The definition of a small independent producer is not altogether clear. Using the
NGPA definition and applying it on a price equivalent to oil, a small producer could
be defined as one producing less than 3,000 barrels a day. For purposes of percent-
age depletion, the figure 1,000 barrels a day will be the permanent level in 1980
with the present level being 1,200 barrels a day. We have advocated a definition in
keeping with the percentage depletion definition and support the proposals men-
tioned by Senator Dole.

If Congressman Ullman was correct in stating on the floor of the House that the
independent producers produce only 15 percent of the oil in this country, then [
would suggest that any excise tax lost by exempting all independents would be
recovered many times over in taxes on the bottom line from new discoveries,
additional payrolls and all their other spin-offs that occur from increased domestic
exploration.

We consider this exemption and the amendments offered in support thereof as
absolutely essential.

d. Reduce unnecessary regulatory complexities of HR. 3919

Again, we hope the committee sees fit to eliminate the tax altogether. If such is
not accomplished, we would hope that the tax would be designed to reduce to the
greatest extent the complexity and excessive regulation associated with the existing
price control mechanism.

The windfall profits tax bill passed by the House is better than that proposed by
the Ways and Means Committee, but it continues to duplicate the regulatory errors
of the past six years.

Those errors consist in emphasizing the wrong goal, trying to shave profit incen-
tives to producers to the lowest common denominator possible, and then trying to
compensate by a profusion of specialized incentives which have created a regulatory
quagmire. An arbitrary, complex, confusing, and uncertain regulatory scheme has
become of itself a disincentive to increased production.

There is no better illustration of these errors than the price ceiling on old oil. In
1973, we emphasized the goal of controlling oil prices over that of increasing oil
production. This was reflected in the regulations. The maximum ceiling price for old
oil could have been set at the highest going price for oil prior to controls. However,
rather than one ceiling adjusted for inflation, the rules dictated a ceiling for each
old oil property based on the posted price for that particular oil on an arbitrary day
in May of 1973. Several hundred pages in those 14 volumes are devoted to explana-
. tions and arguments over the meaning of posted price and the correct posted price
for each field. This one issue has cost hundreds of thousands of dollars in enforce-
ment controversies over a price differential of usually no more than 10 cents.

Increasingly, many old oil properties were unable to generate any oil that would
qualify as upper tier as declining production and mounting cumulative deficiencies
absorbed extra production efforts. In addition, production costs began to exceed the
inflation adjustment. An obvious solution woultf have been to increase the lower tier
ceiling. Since 1976 the FEA and the DOE have had the authority to increase the
weighted average price by a production incentive as well as inflation factor, not to
exceed 10 percent a year. This authority has never been used, and now represents in
excess of $2 billion dollars which should have gone to producers.

Instead, the regulations have mushroomed with selective incentives which tinker
with but do not alter the basic problem. There are exception relief procedures,
burdensome, expensive, and good for only 6 months at a time. There have been
reservoir property designation rules, new unitization rules, and now marginal prop-
erty rules. All this extra regulation results in hidden enforcement and accounting
costs which provide not one cent for production incentive.

Iven should the Senate decide to impose some form of extra oil tax, it should be
designed to promote the goal of increased oil production while reducing the regula-
tory burden.

I would hope the Senate would carefully consider changing the following provi-
sions of House Bill 3919.
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1. Utilize the DOE qualifications for newly discovered oil rather than enacting
more stringent requirements for tax purposes. The DOE has finally realized that a
miserly approach to production incentives is penny wise and pound foolish. The
definition of newly discovered oil adopted by the House can only be counterproduc-
tive and result in more complicated and costly enforcement.

2. Eliminate all reference to grade and location for the pur of setting the base
price for tier 3 oil which is taxed. The House bill provides that “the base price for
tier 3 oil is the price provided pursuant to regulations prescribed by the retar
for the purpose of estimating (as nearly as may be practicable) the price at whic
uncontrolled crude oil of the same grade and location would have sold in December
1979 if the average landed Frice during such month for imported crude oil were $16
a barrel.” This is an excellent example of the miserly approach to oil incentives
which will result only in increasing the regulatory and enforcement burden.

3. Eliminate the posted price as the base price for tier 1 and tier 2 oil. One base
price could be set for tier 1 and one for tier 2 at the highest regulated price for oil
in each tier. Any oil sclling below the base price upon enactment would only be
taxed on prices received in excess of the base price. This proposal would eliminate
all regulations concerning posted price and promote a simplified regulatory scheme.

4. Eliminate the tier 1 tax completely. DOE regulations call for elimination of the
base production control level on old oii groperties in October of 1981. At that time
all oil from the %ﬂgﬁerty can be sold at the upper tier ceiling. This result is reached
}){y a 3-percent B decline factor beginning January 1, 1980. For tax purposes, the

ouse has passed a 1.5 percent BPCL monthly decline rate, delaying the complete
release of all oil to the tier 2 taxing level until 1984. The tier 1 tax is the most
complicated to compute and administer. There would be no need of a tier 1 tax at
all if the oil released to upper tier by the 3 percent BPCL decline were all taxed at
the tier 2 base level. This would provide a tremendous regulatory simplification as
well as production incentive. :

In 1973, we chose to emphasize control of oil prices over increasing oil production.
It was the wrong choice and the wrong emphasis.

In 1979, we have the choice of emphasizing raising money for the U.S. Treasury
or n'}nlaxi_mizing oil production. We cannot afford another wrong choice and wrong
emphasis.

I'submit that the creation of revenue for the energy trust fund is secondary to the
present need for an all out production effort which must be taken if we are to lessen
our dependence on foreign oil from OPEC countries.

If you agree, I believe you will either eliminate or drastically reduce any taxes to
be applied to future oil production. .

Thank you for this opportunity to express the views of 500 independent oil and
gas producers.
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EXHIBIT A

CRUDE OIL RESOURCES OF THE UNITED STATES
(BILLION BARRELS)
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EXAIBIT B

Appendix & - Rate of return on net worth far petroleum, manufacturing, and all industry in the

U, S., 1925-1976
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EXHIBIT C

How 25 firms’ income, profitability have fared

1974 1975 1976 1977° 1978°
Net atter-tan return

Tolal income
(In millions of current dollars) 131940 99012 116409 120436 132920
Change (Percent) ........ . -250 +12.6 + 104

Total income
(in millions of constant dodMars)t 11,3334 77870 - 87028 85048 87396

Change (Percent) ... ... =313 +118 + 28
Prefitadility
Return on stockholders equity: - Perceat ~
25 oil companies .. . .. 186 12.8 140 133
Total manufacturing ... . 15.2 126 150 150
Oil firms' return on long-term
capital ... - 155 10.8 116 112
© 0i) litms’ return on assetsd .. . 105 70 15 1.2

*Net interim figuies based on unaudited data in interim finaocial statements. Results for
1977 restated 10 accurd with changes in sccounting standards in 1978. tDeflated by im-
plicit price deflator for gross nauonal product (index, 1972 = 100). $Net income after
fax as a percent of 1otal stockholders’ equity, based on 1977 annual reports §Net in-
come after tax plus afier-tax interest changes as a percent of total stockholders equity
and long-term debt, based on 1977 annual reports. ANet income afier tax plus after-tax
interest charges as a percent of total assets, based on 1977 annual reports.

Source: American Petroleum Institute.
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EXHIBIT D

Tally in Major Industries

From earnings reports of representative corporations —

1st Quarter, 15t Quartes, Percent
1978 1979 Change
Aircrall, missiles $ 191,303.000 $ 267,584.000 Up 399
Airlines $ 14454000 -$ 252.000 —
Banks $1.114,800.000 $1.541,000.000 Up 38.2
Building materiats $ 427,727.000 $ 631,408.000 Up 476
Chernicals $ 861,654,000 $1.184,105.000 Up 374
Coal mining -$ 22,012,000 $ 46.804.000 —
* Computers, office
equipment $ 869.253.000 $1,040,384,000 Up 197
Druas $ 565,552,000 $ 685.626.000 Up 21.2
Electrnc utiiies $1,188,672,000 $1.388,031,000 Up 168
Eleclrical equipment $ 426,421,000 $ 523,620,000 Up 228
Food, beverages $ 295.000,000 $ 324.665.000 Up 101
Gas utililies $ 501,267,000 $ 546,750,000 Up 9.1
Motor vehicles, :
equipment $1,409,766,000 $1.972.556.000 Up 399
Nonelectrical machinery $ 224346000 .S 270,147,000 Up . 20.4
Nonferrous metals $ 112,388,000 $ 507,695,000 Up 351.7
Oil equipment, services S 159,870,000 $. 201,195,000 Up 258
Paper $ 198,702.000 § 397,528,000 Up 100.1
Personal care $ 299,347,000 $ 345,436.000 Up 154
Petroleum $2,521,363,000 $3.957.182,000 Up 569
Printing. publishing $ 131,506,000 $ 156,438,000 Up 190
Rallroads $ 124,856,000 $ 361,912,000 Up 189.8
Restaurants, lodging $ 66188000 § B3,793.000 Up 266
Retail food stores S 82,758,000 $ 90.050.000 Up 8.8
Steel S 6.903.000 - S 302,522.000 Up 4,282.5
Telephones $1,427,217,000 $1,541,097,000 Up 8.0
TV, radio broadcastng $ 145,059,000 $ 145,669,000 Up 04
Textiles, appare! $ 110,051,000 $ 120,104,000 Up 9.1
Tobacco $ 235,079,000 $ 319,176,000 Up 358
Tmcking - $ 33,589,000 S 44434000 Up 323

Sasa LS #7 borome U
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STATEMENT OF BENJAMIN C. CUBBAGE, JR., CHAIRMAN, LiaisoN COMMITTEE OF
CooPERATING OIL AND GAS ASSOCIATIONS

Mr. Chairman and members of the committee, my name is Benjamin C. Cubbage,
and I am an attorney in private practice in Henderson, Ky. However, I appear
before this committee today as a representative of the Domestic Independent Oil
Producers of the United States. I have the honor to serve as Chairman of the
Liaison Committee of Cooperating Oil and Gas Associations which, though the name
is somewhat long and awkward, is exactly what the name implies. We are 21
domestic, regional oil and gas associations cooperating to present a unified and
unanimous voice on matters which affect us in common and which may jeopardize
our continued efforts to explore for and produce crude oil and natural gas from the
lower 48 states. We are 10,000 strong, extend from Pennsylvania to California, and
embrace every major domestic oil and gas on-shore producing province. Our mem-
bership includes the wildcatter, who is credited with discovering the vast majority of
our known on-shore reserves.

Liaison committee endorses fully the testimony presented here today by IPAA as
well as the fine statement of TIPRO, one of Liaison’s members. It is noteworthy that
these two statements bear such a similarity in objective and scope to Liaison’s
position when it is revealed that the three were prepared separately, without prior
consultation, and in three widely separated geographic areas. In this context, it is
hoped that such similarity will prove even more meaningful.

Today you have kindly granted to Liaison the privilege of appearing before this
committee to discuss some of the problems which confront the independent oil
producer as the result of a proposed excise or severance tax, popularly called a
“Windfall Profit Tax". Regardless of label, it is a proposed levy having as its genesis
the artificial manipulation of the free market through crude oil price controls
which, when removed, caused a public backlash of unparalleled intensity aimed at a
segment of American industry with apparent punishment as the intended result.
The American oil and gas industry has, therefore, been relegated to the role of
“scapegoat”, is publicly and popularly condemned, and stands accused of creating
the very situation which was the subject of our industry warnings as far back as
1966. How quickly and conveniently we forget!!

But Liaison does not wish to dwell on the past now or, for that matter, to point
the finger of blame for what we have today. We wish to make a distinction and
hopefuﬁ one which may be preserved in your deliberations and debate upon this
prorosej tax.

ever before in my experience, has there been a need to differentiate between
various segments of our industry. Previously, the oil and gas industry has stood
together, large and small, and attempted to present a unified position. Today,
however, the time has come for the domestic independent oilman to stand alone and
this is due solely to the unique character of his business as compared to other
segments within the industry. Two major points exemplify this necessity:

(a) Simply stated, the domestic independent oilman searches for, J;ills for and
produces on-shore crude oil and natural gas from the lower 48 states. He sells his
only product at the well head and must derive his profit, if any, from the price so
received. The domestic independent oilman does not market, transport, or refine,
and is not involved in other commercial areas of the oil and gas industry. Conse-
quently, any measure which affects the independent’s well head price will have a
corresponding and direct effect upon his business. A tax upon crude oil will, as a
practical consegquence, place a lid upon the independents’ only product with no
corresponding way to recover the cost or pass it along, as would be the case if he
were involved in other profit oriented and related activities. One direct result will
be that his anticipated cash flow will be reduced and a corresponding reduction in
exploration activity would be the logical next step. Thus, the very pur of
deregulation of crude oil prices will, at the very least, be partially frustrated to the
extent of the proposed well head tax. It is also submitted that the House passed
version of this f)mposed tax could actually cause a roll-back of present prices up to
$2.00 per barrel of certain stripper and new categories of crude oil. It seems almost
too obvious to state that such a result is counter-productive to the announced
objective of increasing domestic production.

(b) The second point to illustrate our distinction, and perhaps the most important,
concerns the ability of the independent oilman to rzisc risk capital and his sources
of such capital. While the major integrated oil companies 0c‘provide risk or venture
casital from overall profits derived from their various products and activities, the
independent oilman customarily goes outside of the industry for his risk capital. It
is well known that banks will not approve a loan to drill a wildcat well. In fact, only
a few banks are willing to lend money on existing and proven production. Conse-
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quently, the independent must compete on the money market with other types of
investments to raise risk capital with which to drill. His drilling prospect must
compete with stocks, bonds, real estate trusts, cattle, and a myriad of other types of
investments, including even certificates of deposit. In a business where the success
ratio remains 8 dry holes out of 9 holes dug, it not only takes a pretty darn good
salesman, but there simply must be some incentive provided to the investor. There-
fore, every time the Congress changes the tax treatment for oil and gas, there is
necessarily a reaction in the money market for the independent and, too often, an
adverse reaction. To the same effect, regulation has adversely affected the indepen-
dent’s ability to raise his risk capital since the average investor simply does not
have the patience nor the inclination to endure additional regimentation. The
source of the independents’ drilling and exploration funds is too frequently over-
looked or taken for granted by those both within and without the industry who are
not directly associated with independent oilmen.

Much has been said in recent weeks about a ‘plowback” incentive as a means to
ameliorate the effects of the proposed windfall tax. According to some proponents
this would exempt from taxation certain funds which were put back into the ground
towards additional exploration, the extent and amount of such exemption to be
determined by an artificial monetary threshold which would have to be exceeded.
We submit that a “plowback’ provision is simply not designed to help the independ-
ent oilman. There is testimony in the record today that the independents have
“plowed back’ an average of more than 100 percent of their wellhead revenues over
the past five years. How, then, could an additional “plowback” exemption help
when no new revenues will be produced. Furthermore, the source of the indepen-
dents’ risk capital must once again be kept in mind when considering the relative
merits of a plowback feature.

The outside investor, when confronted withk a plowback deduction as opposed to
an additional tax, is likely to withdraw from further investment for, to take advan-
tage of the “plowback” would be comparable to standing at the dice table and
doubling your bet until you lose it all. Liaison submits that ‘‘plowback” is misunder-
stood. by the vast majority of its advocates. It is simply not a benefit to the
indepeindent oilman. In fact, it would likely hinder his efforts to raise outside risk
capital.

One final but important point. “Windfall” is defined as “a piece of unexpected
good fortune.” Liaison finds it difficult to understand how a “windfall” arising from
the same source can continue year after year as the justification for an excise tax.
To their credit, apparently the large majority of the House of Representatives
recognized the temporab?' character of a windfall as they did include a sunset
provision in the Jones-Moore Amendment. It is submit that such a provision
should be retained and that any tax approved by this Committee be self-liquidating.

Liaison Committee, therefore, asks this committee to keep in mind the distinction
between the domestic independent oilman and other segments of the oil and gas
industry, even though we freely admit that we each need the other. Further,
Liaison asks that whatever measure you may finally approve contain recognition of
the risk capital requirements of the independent oilman and that a sunset provision
be mandatory as to all aspects of the proposed levy so as to insure that the word
“windfall” not be given a perpetual meaning.

There is, at long last, full recognition that the domestic independent oilman has
in the past drilled 90 percent of the on-shore exploratory wells in the lower 48
States and has found 75 percent of the present known domestic reserves. If, there-
fore, we can learn anything from Fast performance, it is only reasonable to conclude
that the independent oilman will continue to drill for and produce crude oil and
natural gas if permitted to do so.

Thank you for the privilege of presenting this statement.

[EpiLoGuE: This statement was prepared prior to last Sunday’'s Presidential ad-
dress and the various specifics which have since been published. Candidly, Liaison
finds no reason to alter its statement in the light of the President’s message, and we
feel that the points emphasized herein need only be intensified.]

STATEMENT OF HARROLD E. WRIGHT, CHAIRMAN, NATIONAL ENERGY PoLicy CommiT-
TEE OF THE TEXAS INDEPENDENT PRODUCERS & RoYALTY OWNERS ASSOCIATION

Mr. Chairman and members of the committee, my name is Harrold E. Wright,
independent petroleum producer from Dallas, Tex. I appear here today as chairman
of the National Energy Policy Committee of the Texas Independent Producers and
Royalty Owners Association, which has approximately 4,000 members with an inter-
est in %exas oil and gas production.
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TIPRO supports the testimony presented by IPAA in this hearing and, at the
same time,.appreciates the opportunity to be heard individually as well. I wish to
spend a few minutes emphasizing the role of the independent in the producing
industry, his need for expansion in investment to maximize producibility, and the
problems the excise tax on crude production passed by the House of Representatives
last month poses for him.

As has been made clear during this hearing, the independent specializes in
exploration, secondary recovery and marginal well operations. He does not refine,
transport or market oil products. He generally relies on outside services for well
drilling and reworking activities. In other words, the average independent concen-
trates on finding and producing petroleum; thus, he is a direct target on taxation
applied to wellhead operations. His expertise in exploration leads to some 90 per-
cent of exploratory wells drilled, and his efficient, low overhead operations result in
production of some 60 percent of the nation’s economically marginal stripper wells.

Independents rely heavily on outside investment to perform their specialized
functions in the industry. Investors must be attracted to augment inside cash flow
which is never adequate to do the job alone. Even so, most active independents plow
back into field operations more than they earn. During the past 5 years, for
example, independents spent from 95 percent to 128 percent of their wellhead
revenues in exploration, development and production, according to data of the U.S.
Census Bureau.

Recent studies by Chase Manhattan Bank and others warn us that investment in
domestic oil exploration and development must double in the years immediately
ahead just to maintain current reserve and production potential. This means, in
constant 1977 dollars, that such expenditure must move to a level of some 326
billion annually. Such increase far exceeds new net revenue to the industry that
would be provided by the Administration’s decontrol measures without any tax
provision such as that passed by the House and now before this committee.

Actually, as estimated by Peat, Marwick and Mitchell, the bill passed by the
House offers the unincorporated producer as little as 12 cents on the dollar result-
ing from decontrol, far too little to encourage the increase in domestic drilling rates
needed to turn around the nation’s decline rate in productivity; 60 cents of the $1
would be taken by the excise tax, while an additional 20 to 26 cents of the remain-
ing 40 would be consumed by other Federal and State taxes and royalty ownership.

There has been considerable assertion recently by opponents of oil decontrol who
support an unrealistic excise tax that the Nation's petroleum reserve base has been
virtually drained. Thus, they contend, additional funds acquired by the industry
through decontrol would be wasted on exploration effort that would lead to inconse-
quential increase in producible reserves. I invite the Committee to review the
geographical map attached to my testimony which refutes these claims. The map,
produced by the Pitts energy group in Dallas, portrays the fact that only about two
percent of the potential petroleum reserve basins in the United States have been
extensively explored since the petroleum industry came into being some 110 years
ago. Geology could easily support a program of 80,000 wells drilled annually. Eco-
nomics limits the number drilled to approximately 50,000 currently; to close the
gap, the industry needs some $8 to $10 billion annually to join the $16 billion-plus
already being spent.

Taxation along the lines proposed will adversely affect the independent in at least
four basic ways: (1), it will deny him opportunity to increase cash flow so that he
can drill the additional wells needed to increase domestic supply; (2), it will reduce
his current and anticipated cash flow determined by the administration’s decontrol
measures; (3), it will discourage growth in outside investment needed in the explora-
tion process; and (4), it will engulf him in tax administrative complexity as serious
as the pricing complexities of the Natural Gas Policy Act.

Producers cannot borrow for exploration, or wildcat operations; production must
be evident before banks can be encouraged to finance well operations. Thus, if more
wells are to be drilled, producers must improve their cash flow and increase outside
investment from the nonfinancial community.

Yet, the proposed taxes not only deny increase in current cash flow in the amount
needed, but also roll back prices for crude production in the categories in which
independents specialize. Exploratory and stripper crude production, for example,
could conceivably be rolled back by as much as $2.00 per barrel in early 1980,
should the provisions of the House passed bill become law.

This will adversely affect the outside investor’s attitude as quickly as the indepen-
dent’s internal exploration fund. Many investors may soon find that money market
CDs and Treasury bonds, commanding interest earnings in the range of 9.5 to 10
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percent, are a better and far more safe investment than paying for dry holes in the
search for petroleum.

I wish to emphasize at this point that each well operation is an individual profit
center, a fact not commonly understood outside the oil producing industry. In other
words, each oil well must stand on its own financial merits; producers do not carry
uneconomic wells by attributing profit from other more economic wells to their
operations. Consequently, an arbitrary excise tax at the wellhead, which bears no
relationship to profitability and which, in the case of stripper wells and lower tier
marginal wells, results in rollback of attained crude price levels, will inevitably
cause the premature shutdown of thousands of individual well operations. Such
production will be lost forever at the very time it is needed to reduce import
requirements. .

This financial phenomenon even applies to new oil discoveries, which frequently
involve economically marginal well completions. Should a nonprofit related well-
head excise tax be applied in such circumstances, producers will shut in those wells
which no longer are profitable under the new tax burden.

It is true that the House passed version of the excise tax limits taxable windfall
profit of a property to the property’s net income. Nevertheless, elimination of all
net income by such taxation threatens continued production on those marginal
operations that would be so affected, particularly wells on properties that are
relatively weak in profitability to other wells on the same property.

Industry critics complain when any oil generated funds are redirected to invest-
ment in other entities, whether it be CD’s or department stores. While the average
independent and his investor do not make a career of such diversification, how can
they be blamed for doing so if governmental pricing regulation and taxation propos-
als make other business activity more profitable.

Contrary to public opinion, the domestic petroleum industry is not a financial
bonanza constantly creating excess profits to be placed elsewhere in the economy.
Profitability is normally assessed by the ratio of profits to investment. Based on
that standard, Citibank of New York has determined that over the 1968-77 decade
the pretroleum industry averaged 13.9 percent rate of return as compared to 13.3
percent for all U.S. manufacturing. During the last year of that decade, the petro-
leum industry fell below manufacturing at large with a 14.2 percent return com-
pared to 15 percent return across the board.

This recent decline in relative profitability is due in part to U.S. controls on crude
oil pricing which has held price increases essentially to the Nation's implicit price
deflator index. Unfortunately, for the producer, his costs in oil exploration and
production have far exceeded that index, creating for him a cost-price squeeze
similar to the decade of the 1960’s when domestic oil prices were deflated by cheap
import flow and costs were on a continuous inflation spiral. Since 1972, for example,
while the implicit price deflator was climbing 52 percent through 1978, oil field
machinery costs rose 105 percent, oil well casing climbed 112 percent, oil field wages
rose 80 percent and drilling costs moved upward by 113 percent.

Critics point to incentives in the U.S. income tax code as a means to attract
investment in high risk oil exploration activity. Yet, much has been done in recent
years to erode such incentives despite the desperate need for this country to double
and, perhaps, triple its domestic exploration. Percentage depletion has been slashed,
minimum tax requirements have been raised, IRS regulations have become more
strenuous, and other moves have already served to dampen tax incentives seriously.
The proposed taxation before this Committee would further restrict tax incentives
by denying percentage depletion to that portion of crude price subject to the excise
tax. This will not serve to encourage the investment needed to expand domestic
production and thereby curb expensive, insecure oil imports.

Aside from imposing severe erosion in the financial benefits of decontrol, the
House passed excise tax threatens to impose on the independent producer long
range complexities related to tax liability. The tax bill creates seven different crude
gr uction categories for taxation purposes. Complicated formulas involving tax

ases and rates ranging from special base production control levels for marginal
wells and lower tier oil to inflation and other selective rates that adjust taxable
production amounts will keep CPA’s, attorneys and the IRS very busy—at the
expense of the producer who is liable for the wellhead tax. Arbitrary elimination of
percentage depletion on the taxable portions of wellhead revenue not only discour-
ages investment but also requires independents to adjust to complex cost depletion
accounting.

Perhaps the “severance tax adjustment’ feature of the House bill illustrates as
well as anything the complexity of the bill. How many independents know, or will
ever know, what portion of his state production severance tax payments is exempt
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from the excise tax and what portion is not exempt? The portion that is exempt is
the total tax paid less that amount paid on the amount of his wellhead revenue that
constitutes the adjusted base price. The portion that would not be exempt includes
an{ increase in state severance tax production rates occurring after March 31, 1979.

n conclusion, Mr. Chairman, TIPRQ urges your committee to consider carefully
the adverse effect on the independent producer created by the various provisions of
the House passed tax proposal before it. Wellhead taxation can only serve to impede
the vital thrust of the independent in his objective to help maximize energy produc-
tion in this country, whicgeis not only in his best interest but also in tﬁe best
interest of the Nation’s consumers.

Thank you for this opportunity to be heard.
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The ChairMAN. We will call Congressman John Rousselot of the
State of California.

STATEMENT OF HON. JOHN ROUSSELOT, REPRESENTATIVE IN
CONGRESS FROM CALIFORNIA

Mr. RousseLor. I thank the committee, Mr. Chairman, for giving
me a chance to be here. As you know we are marking up in Ways
and Means on which I serve the tax-exempt bonding for housing
right now. I just got a call that I have to go back. To your great
benefit I will not have an opportunity to read my whole statement.
I will summarize it. '

The CHAIRMAN. Let me apologize to you, Mr. Rousselot, that we
did not get you in sooner. We called for you at the beginning but
you could not be here at that moment.

Mr. RoussELor. Ways and Means went in this morning at 9:30
a.m. I apologize. I am sure you will be able to survive without
having me read the whole statement.

I would like to say quickly that there is an awful lot of us in the
House even though it is not a majority that felt this bill we passed,
the so-called windfall profit tax, will do nothing for production. As
a matter of fact we know it will not.

Most of the advocates of the windfall profit tax admitted very
openly in the Ways and Means Committee and on the floor that it
will do nothing for production and yet we are really concerned
about production. Those advocates were primarily interested in
revenue.

I want to stress with you as a committee that I hope you will
take a better look at it than we did and there are not that many of
us that are that excited in the House about this so-called windfall
profit tax. I want to stress briefly just a couple of points and then I
will move on. ’

We feel that the President’s tax proposal as amended and passed
by the House without a doubt will result in the flight of American
investment capital to foreign shores and the American economy
will continue to rely heavily on foreign crude oil production and
this bill as we sent over to you does nothing really to slow down
that importation of oil from foreign sources and yet that was the
big complaint that was discussed.

The targets of the new House tax, the so-called major integrated
oil companies, are likely to avoid the penalties by sitting on their
domestic oil reserves. They will find it less profitable to develo
domestic supplies than to market imported oil since foreign oil will
not be covered by the tax and we hope you will at least look at
that. The House in summary in its zeal to raise revenues is over-
looking a fundamental economic theory and documented history. It
is trly;ing to sneak a tax on the American people by burning the oil
witch which we spent a lot of time talking about.

Unfortunately the new tax enhances OPEC’s ability to raise
prices by destroying a market competitor, the U.S. domestic oil
production.

Let me encourage you to review some remarks I have included
which were basically what I said on the House floor on this subject.
It is a lot of fun to kick around the big oil companies in this
country. We have an awful lot of Members in both Houses who

54-217 0 - 79 - 4
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love to kick them around and yet they do nothing to come up with
an alternative to better production at the domestic level and as a
matter of fact it is a judgment of at least 190 of us in the House
that this tax will discourage domestic production and not encour-
age it.

I hope you will look at alternative sources. If revenue is the
game which all the advocates in the House admitted, I would
suggest maybe $1 a barrel and maybe also impose that same tax on
importation of foreign oil and not just load it up on the domestic
side. That is basically a summary of what I have had to say.

The CuHAmrRMAN. Thank you. Can you stick around for a few
questions? .

Mr. RousseLot. I would be delighted.

The CHAIRMAN. Senator Dole.

Senator DoLE. John, you mentioned 190 in the House. Was that a
record vote?

Mr. RousseLoT. Yes; on several votes. I am just saying that is my
judgment on the basis of votes we took as to where those that
disagree with such a high tax. We did reduce it from what the
committee did, from a 70-percent tax to a 60-percent tax. On other
votes that we had my guess is we have roughly 180 to 190 judg-
ments of people who really feel this tax is too high, the one we sent
you.

Senator DoLe. The House did not decide the fate of the money?

Mr. RousseLor. No. As a matter of fact, Ways and Means scrupu-
lously avoided where the money would go. We were told by our
good chairman, Chairman Ullman, that if we got into that it would
ruin the whole bill. The giveaway part, where we would distribute
it, would have resulted in tremendous disagreements.

Senator DoLe. We all want a little hand in that process.

Mr. Rousseror. We have lots of ways to divide it up in the
House. I do not think we lack initiative and ingenuity in how to
divide it up. I do not think you should worry about that. Chairman
Ullman does. We are going to take that up right after the recess,
how to divide it up.

Senator DoLE. I hope California and Kansas do all right.

Mr. RousseLor. I do, too. If it is for production I will be for it. As
you know, we have mass transportation. We have all kinds of
goodies that we are going to put it into. We have several advocates
in the House that say we must find a very equitable way to
distribute it to the poor. We have not even fully defined who the
poor are.

Senator DoLE. Do you prefer this bill over nationalization? Do
you think this is better?

Mr. Rousseror. This bill? I do not want to indicate that I am for
the House bill. I voted against it. I did everything I could to reduce
it. I think it is going to reduce production. I clearly do not favor
nationalization. I think we have had enough nationalization with
the creation of the Department of Energy. They have had the
power to allocate. They have had the power to direct. As far as [
am concerned they messed it up badly and we have had enough
nationalization to the degree that the Department of Energy has
done it. I now have an awful lot of colleagues and I cannot give you
an exact number who are now willing to abolish the Department of
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Energy, maybe keep the Regulatory Commission for Nuclear Ener-
gy and a couple of those vehicles but other than that get rid of the
Department of Energy. That has increased very substantially. Even
Toby Moffett is now willing to consider that.

Mr. RousseLor. A big help where?

The CHAIRMAN. Senator Talmadge.

Senator TALMADGE. Congressman, I read your statement in its
entirety. I congratulate you, sir. I do not have any questions. I can
tell you who the poor are. It is anyone poorer than you are.

Mr. RousseLor. We do not want to tax ourselves 60 percent.
Someone wanted to bring that up.

The CHAIRMAN. Senator Wallop.

Senator WaLLor. Thank you, Mr. Chairman. Congressman, I read
your statement as well. I would echo what others have said. One of
the points you make there is one I also make.

It is interesting that the President has chosen to make the OPEC
cartel the focus of American misery and the point at which we
launch our war, as he calls it, and yet the country does not know
that we are subsidizing foreign oil.

Mr. Rousseror. That is correct.

Senator WaLLop. I agree with you that it would be appropriate
that if you are going to tax any barrel of oil, you should tax every
barrel of oil, and then at least our own oil would be competitive
and it would be more attractive for major oil companies to soak a
little money into this country in domestic production.

fHa;'e you any idea how we could levy an equal tax on all barrels
of oil?

Mr. Rousseror. I think if you were to do it effectively, that is to
tax every barrel of crude oil coming into the country from a
foreign source, you would also have to figure a way to tax the end
products also so that they did not convert all of that crude oil into
end products before it got here to avoid a tax.

I think you would also have to figure a way to tax other incom-
ing products and end products. Knowing the ingenuity of the for-
eign producers, they would figure a way to get the crude oil in here
in another way, as end products, without paying the tax.

I would suggest as an alternative and I am not much of a person
to advocate taxes, I think a more equitable way to do it if we are
going to tax our domestic producers we should tax the incoming
crude oil barrel on an equal basis.

Senator WaLLop. I agree. If I had a way to go, a simple tax that
would raise the same amount of money that the President and his
people are seeking would be a normal tax on everything that had
petroleum in it; records, hair brushes, wax for summer canning,
gasoline, heating oil, diesel oil, and other things, and the tax would
be so small that the country would not notice it, yet you could still
raise the money. I hear what you are saying. I am not sure we will
get there. I agree with Senator Dole that we would probably have a
political problem.

Mr. RousseLor. Yes; I have noticed that. We may have more of a
political problem now. I do not know how we are going to finance
that $142 billion program.
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Senator WaLLoP. Let me mention one thing a little bit off track,
butka parochial statement that [ have been waiting for a chance to
make.

If you couple that with other events, which we sometimes fail to
do in this Congress, there are a number of related events which
concern me. First of all, the Solicitor of the Department of the
Interior has issued an opinion about the Federal Reserve water
right which affects your State and my State and others with large
Federal lands. If they can take sufficient water for any legitimate
Federal purpose from Federal land with regard to State water loss,
then take that and take the synfuels program, and look at where
the coal to gasify is and the oil shale, and the water. It seems we
become captive States to the rest of the Nation while they self-
indulge in whatever they wish to.

I have real problems about the extenuating related circum-
stances that exist and I also have another problem. Senator Gravel
and I were in a hearing the other day while this committee was
meeting on windfall profit tax. I was chairing a subcommittee
meeting of the Energy Committee where the Department of the
Interior is trying to raise the royalty. We are getting it from both
ends. Somehow we have just failed to realize that this country has-
a product which we are penalizing, at the expense of good people in
this country and the subsidy of the people who are supposed to be
our enemy in this war as the President has identified it.

Mr. RousserLot. There is no doubt our various Government agen-
cies are not too well coordinated on a lot of things. I think the
example you have given is a perfect example. I am sorry I do not
have a quick solution.

Senator WaLLop. There may be no solution. But when you have a
Federal energy corporation that is designed to spend this $140
billion, and concurs with the Solicitor’s opinion to take the water
at the same time, it does not look very good for our future.

Mr. RousskLor. If there are any of you who are susceptible to the
idea of abolishing the Department of Energy, I would like to get on
with that.

Senator WaLLor. There is a list on the Solicitor, too. Thank you,
Mr. Chairman.

The CHAIRMAN. Senator Gravel.

Senator GRAVEL. I apologize, Congressman. You know I hold you
in high esteem. I had another colleague who was on the phone to
me.

I was asking the staff what was the thrust essentially of your
proposal and that was to add a dollar tax per barrel on domestic oil
and on foreign oil. Is that essentially what you are advocating?

Mr. RousseLor. As a substitute for the bill we sent you.

Senator GRAVEL. I would rather you just burn that bill at the
door of the Senate.

Mr. RousseLor. We tried but we just did not make it.

Senator GRAVEL. I would like to ask you why you want a tax of
$1. What do you want to do with the money?

Mr. RousseLor. If the big game is revenue which we were told,
all the advocates of the bill we sent you and I was not one, all said
that the thing we needed was revenue. As I mentioned previously
they did not argue that it does anything for production, they said



715

what we need is revenue. I think a better way to do it would be
just a flat dollar tax on a barrel of oil rather than this very
complicated procedure that we go through, if we need a tax. I say
that is a preferable way to go.

Senator GRAVEL. Let me suggest this to your thinking. Since we
consume energy and the final unit of real energy is Btu and that is
how you translate it all, rather than skew energy consumption
away from one form to another, why not place a tax on Btu
consumption? I agree with you. If we need revenue, let’s use the
income tax or another form of tax; but nobody has persuaded me
we need revenue unless we want to pay off some of our shortfalls
annually. That would be a reason to raise revenue.

If that is the case, why not have a Btu tax? I have had one
drafted for a long time where we would tax all energy equally and
thereby give advantage to the most efficient forms of energy and
similarly discourage the use of all energy. It is a lot less efficient to
use your toaster than your automobile in point of fact. You have to
go through the loss of energy through the central power systems.
The combustion engine is a lot more efficient for what you are
getting than is the utility.

Why not have a Btu tax? Why do we have to discriminate
against oil?

Mr. RousseLor. I do not know why we have chosen to do that
other than it is a very easy target as I think we all realize by
watching television at night to attack the big oil companies. That is
an easy target.

We did not undertake to look in our Ways and Means Committee
at a tax on Btu. I have not seen any of your proposals. I would be
happy to look at them. My only statement as to an alternative tax
that I thought would be fair was based on the ultimate product of
legislation proposed by the House.

Senator GRAVEL. Congressman, let me give you my 2 cents for
what it is worth. You are a person of strong resolve. I would hope
you would not be discouraged by the Cassandras of suicide that are
abroad in this country asking that we destroy this country. We do
not need a tax.

If we went to the market there would be sufficient discipline to
take place. I know you feel strongly about the free enterprise
system. I think we all need to be reborn again about what is
capable under that system angd if there is ever a time to say, “No,”
it is now. It should be, “Hell no.”

Mr. RousskeLor. I agree with that, if that was our choice.

Senator GRAVEL. We make our choices every day and we can
compromise or we can fight or we can give in. We hold our own
destiny in our hands. If we want to go ahead and give in, then we
deserve what we get.

Mr. RousseLor. I am sure this committee will not give in to what
the product of the House is. I certainly hope you do not.

Senator GrRAVEL. We need others like you not giving in either.

Mr. RousseLot. We are working on it. My belief is what you send
back to the House at a much lower level I hope will probably be
taken. I do not think you need to look at that end product of a so-
called 60-percent wimf;'all very complicated three-tier program tax
and believe that has to be the end product. I think it can be a
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much lower tax if we have to have a tax. I am not sure we do. I
tend to agree with Secretary Blumenthal but I do not want to get
him in trouble when he said before the Joint Economic Committee
as you have just indicated, that the more he has been in Govern-
ment the more he realizes we should return to the marketplace.

Senator GRAVEL. He does not do very much. He talks a good bit.

Mr. RousserLor. Whatever you send back on a lower level of
taxation I am sure we would happily receive it over there. I think
you could easily get a majority.

Senator GRAVEL. I would not want to embarrass you over there
by sending back a Republican proposal of a tax cut when you are
advocating a tax increase.

Mr. Rousseror. You can send back a tax cut if you want to. On
this bill it would be fine with me.

Senator GRAVEL. Anything is a vehicle for us when it comes from
the Ways and Means Committee.

Mr. RousseLor. I am sure it is.

The CHAIRMAN. Thank you, Congressman. You made a very in-
teresting statement and we appreciate it. I am sorry we could not
accommodate you sooner. Thank you for sticking around.

Mr. RousseLor. That was my fault for not being here at the
proper time. Thank you.

[The prepared statement of Mr. Rousselot follows:]

TestiMoNY of HoN. JouN H. RousseLor oN Crube OiL WINDFALL ProrFits Tax
Act oF 1979

Mr. Chairman and members of the committee, I appreciate the opportunity to
appear before you to express my views on H.R. 3919—the Crude Oil Windfall Profits
Tax Act of 1979.

It is a ruisnomer to call the House-passed measure a tax on windfall profits. By
definition, a tax on profits is a tax on money left over after all business expenses
have been paid. The bill under consideration levies a tax on revenues which are
received before business expenses have been calculated. The assumption underlying
the tax is that there will be a huge increase in oil company revenues when price
controls are lifted. The belief is that revenues will skyrocket and somehow oil
producers will reap huge profits.

In actuality, integrated producer-refiners are already receiving roughly 90 percent
of the world price for price controlled oil they bring to the market. The catch is that
to get world prices for this oil, producer-refiners must produce less domestic oil
while importing more foreign oil—an unusual profit maximizing production con-
straint to be sure.

Like a baker mixing a precise amount of sugar with a precise amount of flour,
milk, butter, and eggs to bake a cake, integrated oil companies have been mixing
roughly one part price controlled oil with about four parts imported or uncontrolled
oil to receive world market prices for their oil despite price controls at the wellhead.
When price controls are lifted the prices integrated producer-refiners receive will
rise only about $2 per barrel because they have found a way to partially circumvent
price controls.

This surprising result is a byproduct of the DOE’s entitlement system which
subsidizes refiners to import oil. The system works roughly this way: Refiner A, a
distiller of low priced domestic oil literally writes out a check to refiner B, a distiller
of foreign oil. In exchange refiner B sends to refiner A a ticket stub permitting A to
distill domestically produced controlled oil. These tickets are distributed by DOE
each month to all refiners based on the volume of price controlled and uncontrolled
th%y distilled the prior month.

he purpose of the entitlements s]ystem is to equalize any competitive imbalance
that might arise because of unequal access to price controﬁed oil. The buying and
selling of entitlement tickets results in a situation in which all refiners pay the
same average price for a barrel of crude oil notwithstanding whether the oil orifi-
nates from a price control well, or from a domestic uncontrolled source. Naturally,
producer-refiners are importing oil to get entitlement tickets which they can sell to
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themselves instead of purchasing these tickets from nonaffiliated refiners. The less
the producer-refiner pays out to other refiners for the right to refine his own oil, the
closer he comes to receiving -the world price for that oil. What the producing
division loses under controls, the refining division almost makes up through the
entitlement system.

Independent producers are not so lucky. Because they are not integrated through
the refinery stage of production, any lower tier oil they sell now is priced at roughly
$6 per barrel. Independents are not able to recoup more of the market value of their
lower tier oil by tinkering with the entitlements system. They are suffering dispro-
portionately more under price controls than are integrated companies. When con-
trols are finally lifted the incremental increase in revenues they will receive per
barrel of lower tier oil sold will exceed the incremental revenue increase per barrel
going to integrated companies.

After controls are lifted, integrated oil company revenues obtained from lower
tier oil are likely to increase by only about $2 per barrel based on DOE’s April
estimates of the dollar value of the entitlement tickets changing hands in the
refinery marketplace. More significantly, the number of barrels of lower tier oil
brought to market will increase significantly. Revenues will increase, but any
increase in profits that are earned by integrated oil companies will be earned
because revenues rose roughly $2 per barrel—not $12-$14 per barrel.

In comparison, independent producers will receive $12-$14 more per barrel of
lower tier oil sold, but of course they are not recouping any of the lost value of their
oil through the refinery stage of production at the present time. There is a question
of equity here. Under current controls independent producers are being taxed
disproportionately more on the marginal barrel of lower tier oil they produce in
comparison to integrated companies. They are, in effect, subsidizing refiners who
are buying this cheap oil and mixing it with enough imported oil to minimize cash
payments to nonaffiliated refiners.

t seems reasonable that independents should at least be able to obtain as much
value for their oil as integrated companies are obtaining right now. If the
independents were integrated through the refinery stage, then decontrol would
result in a revenue increase of about $2 per barrel instead of $12-314 per barrel.
Despite all the political rhetoric against bigness and vertical integration, the system
is severely biased against the small guy.

Decontrol will not help if the Congress passes an oil industry tax in excess of $2
per barrel. An integrated producer-refiner’s production of lower tier oil will de-
crease—its taxes having been increased. And independent oil company production of
lower tier oil will continue to taper off—its incremental revenues under decontrol
will be substantiallg reduced because of royalty payments and various state excises
taxes which are tied to the price of the oil.

If raising revenues is the objective then a $1 excise tax on all oil, both foreign and
domestic, could raise twice the amount of money now being transferred from one
refiner to another through the buying and selling of entitlements tickets. $2.5
billion will be transferred through the mail this year alone. A $1 excise tax on all
oil would raise roughly $5.5 billion and would be less harmful to domestic produc-
tion in comparison to the present system of controls and entitlement payments.

Mr. Chairman, if there is to be a tax, I sincerely hope that it will be an evenhand-
ed one. It should apply to all oil, including oil coming into this country, as well as
all imported refined products. The cause of our energy g;oblems. OPEC, should
share any tax burden levied by the Con . A $1 per barrel excise tax at the
wellhead or the port entry for foreign product will result in about a 5 cent increase
in the cost of a gallon of gasoline. I do not believe that the American people will be
willing to pay much more at the gas pump.

Of course, if the Con was really interested in imposing a windfall profits tax,
it would do just that. It would tax profits, and not sales revenues from production.
In so0 doini, it would be surprised to learn after the fact, that increases in produc-
tion costs have already wi out almost all of the windfall profits that might have
accrued to oil companies. ?

When the OPEC cartel began raising prices in 1973, the demand for drilling and
oil producing e%uipment quickly escalated as nations around the world an ex-
ploring for crude oil to reduce their reliance on OPEC. Naturally, as demand
increased, manufacturers of oil field equipment began selling their products at
higher prices to take advantage of conditions in the marketplace.

e price of drilling and production equipment has been rising with increases in
the price of crude oil in almost lock-step fashion. In other words, crude oil is worth
more today because of OPEC’s price increases, but it also costs more to produce
because of the rise in equipment costs.
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In addition, labor costs have also risen dramatically since OPEC first became a
world price-setter. American laborers are receiving “battle pay” because of the
adverse conditions that they must work under in Alaska. Production costs have also
risen because oil production is “energy intensive,” and is therefore an energy-
expensive business.

In sum, the justification for imposing a windfall profits tax rests heavily on the
actual existence of abnormally high profits. Historical data and economic price
theory suggests that increases in production costs have already wiped out virtually
all of the windfall profits that might have been caused by OPEC inspired price
increases. In fact, in comparison to American industry as a whole, 5il companies are
nearer to the lower rung of the profitability tadder than they are to the top when
we measured profits by return on equity, or by return on total capital employed.
Integrated oil companies are not abnormally profitable even though they are al-
ready capturing almost 90 percent of the world price for their domestically produced
oil.

The Congress seems determined to tax the sale of domestically g{oduced oil as if
real world dynamics in the marketplace do not exist. Since the House-passed tax
will not be applied to the sale of imported oil, domestic oil producers will continue
their flight from the lower forty-eight states. They will produce and market more oil
from outside of the continental United States.

As OPEC continues to raise its prices, domestic production costs will also continue
to rise, but the total sales revenues received by domestic producers will be lessened
by the amount of sales tax. As long as the costs of transportinieforeign oil to
domestic markets is less than the sales tax, then everything else being equal, oil
companies will earn more gross revenue and hence profit by producing oil on
foreign soil.

In short, the President’s tax proposal as amended and passed by the House will,
without a doubt, result in the flight of American investment capital to foreign
shores and the American economy will continue to rely heavily on foreign crude oil
production.

The targets of the new House tax, the major inte?-rat.ed oil companies, are likely
to avoid the penalties by sitting on their domestic oil reserves. They will find it less
profitable to develop domestic supplies than to market imported oil—since foreign
oil will not be covered by the tax. With U.S. production bound to decline, it is only a
matter of time before the increased demand for imrorts equals the President’s
import qluota ceilings. When this happens, prices will rise dramatically since de-
mand will overwhelm total domestic and foreign oil supplies available to American
consumers. Perhaps, then, synthetic fuels will become economically profitable to
produce. The cost to the American consumer will be very high.

The ultimate victims of the new tax, along with the consumers, will be the 10,000
or so independent oil producers who are not integrated through the refinery stage of
production. These producers rely exclusively on domestically produced oil as their
sole source of revenue. As costs rise, but sales revenues do not keep pace, they will
be put out of business or at best be forced to sell out to some major oil producer who
can better afford to wait in hopes that the tax will be repealed.

Such ‘“fire sales” will lead to increased concentration in the oil industry. The
major companies will get larger at the expense of the small independent producers.
This prospect is not what the gas-starved American consumer has in mind when he
writes to his Congressman or Senator and demands a solution to the oil crisis.

The House, in its zeal to raise revenues, is overlooking fundamental economic
theory and documented history. It is trying to sneak a tax on the American ple
by burning the “oil witch.” Unfortunately, the new tax enhances OPEC’s ability to
raise prices by destroying a market competitor—U.S. domestic oil production.

Let me encourage you to review a summary of may remarks before the House on
June 28 entitled ‘Burning the Oil Witch.”

BURNING THE OIL WITCH

Since 1973 OPEC’s prices for crude oil have skyrocketed in comparison to prices
for domestically produced crude oil. Despite these higher prices we find curselves
importing almost twice as much crude today as in 1973, when OPEC first embar-
goed oil from the western world. Why hasn’t consumption of OPEC oil decreased as
OPEC’s prices have risen? Why has domestic crude oil production declined in the
face of higher prices?

One often cited, but incorrect explanation for our increased reliance on OPEC is
that the United States is running out of crude oil. Geologists across the country tell
us that there are huge amounts of crude oil and other hydrocarbon fuels which have
yet to be included as part of ‘proven’” domestic reserves. Much of this fuel is going
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to be expensive to produce because it is either located deep beneath the ground, or,
because it is located in areas where traditional drilling will not work. At the present
time oil is very expensive to buy because the nations of the OPEC cartel control so
large a portion of the world’s readily producible supglies that they can raise prices
by reducing output in the face of rising world demand.

The OPEC finance ministers do not set oil prices capriciously. These men are
trying to find a price that will support their authority over the marketplace. To find
that ‘frice they must carefully estimate the changing capability of the rest of the
world to produce oil in response to the lure of higher prices. One of the key
variables in their calculations is what the production response of the United States
oil industry will be as the price of crude oil rises.

American producers are the unquestioned leaders in oil exploration and drilling
technology. If and when the{ shift into high-production gear, the amount of new oil
produced will not be trivial and the OPEC nations know this. Why hasn't U.S.
production been increasing to meet the challenge of OPEC? The answer can be
summed up in two words: “‘price controls.” .

Consider the following: In 1970, domestic crude oil production reached historically
high levels of preduction. Since then it has drop, 10 percent—from 9.6 million
barrels ;laer day in 1970 to 8.7 million barrels per day in 1979. Meanwhile, imports of
gruﬂ;;l gi have skyrocketed from 12.1 percent of consumption in 1970 to 42.7 percent
in .

SOURCES OF U.S. CRUDE QIL BEFORE AND AFTER PRICE CONTROLS
{Mitions of barrels per day]

g o et o
imporls crude o needs
Year:

1965 18 1.2 137
1966 83 1.2 129
1867. 8.8 11 114
1968 9.1 1.3 12.4
1969......oooovvecevemsaneessmsssmscasmisssssssssmsssessssssssssss 9.2 14 13.2
19701 eeeeeceereerscnenrs e ssssareassi s 96 13 12.1
1971 9.5 1.7 15.1
1972... . 94 2.2 19.0
19731 9.2 32 260
1974 8.8 35 284
1975 . 84 41 329
1976 8.1 53 394
1977 82 6.6 444
L1978....cov v ensssssss s sssnmsssensss s 8.7 6.0 411
1979 (preliminary) 87 6.5 427

* Wage and price controls imposed i August 1971
3 OPEC cartel embargoes crude oil, November 1973,
» Naskan North Siope OV begins flowing to market, March 1977

Note.—Data from the U.S. Department of Energy.

The reasons behind the acceleration in the l:growth of oil imports are apparent.

Since price controls were imposed in 1971, the Federal Government has discouraged

domestic oil production by, in effect, telling oil producers to “milk their assets.”

Under the price guidelines, and later under specific rules engendered by the Emer-

5ency Petroleum allocation act of 1973 (EPAA), the sale of most domestically pro-
uced oil has been controlled at prices below the world market.

Unfortu:iately; the cost of bringing oil to the marketplace has been rising faster
than the controlled price of oil. Prices for oil field equipment have been rising
almost lock-step with OPEC’s price increases because of the world-wide increase in
the demand for drilling and producing equipment. In addition the oil business is
“energy-intensive” and therefore ‘‘energy-expensive.”

With prices controlled, but production costs escalating to wipe out any windfall
profits that might have accrued to the industry, oil producers were quick to realize
that if the trends continued they would be forced out of business. They were faced
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with three choices: (1) Stop pumping their reserves and wait until controls were
lifted, or (2) pump dry existing wells until profits turned negative (using the funds
to get into another business where they could make more money), or (3) do some
combination of both while looking for o1l in places not governed by price controls—
places like Arabia, Equador and Indonesia.

Given the choices, it is not surprising that domestic oil production has fallen off
as the spread between the world market price and the DOE below market controlled
price has widened. Instead of “milking their assets’’, much of the oil industry has
shifted its drilling and exploration efforts overseas because oil produced there can
be sold at world market prices.

DOE entitlements—subsidizing refiners to import oil

Once price controls were in place, the DOE bureaucracy had to find a way to
assure tgat lower prices would passed on to consumers while maintaining com-
petitive equality in the marketplace. DOE realized that refiners who were able to
purchase controlled low price domestic crude were in a position to undersell refiners
who relied exclusively on higher priced foreign crude. Therefore, it developed the
entitlements program.

The genius behind this program is that refiners of domestically produced oil must
pay importing refiners roughly one-half the difference between the price tag on
foreign oil and the price tag on domestically produced oil. Payment is made by
refiners of domestic oil to refiners of foreign oil for “entitlement” or ‘“right to
refine” tickets which are distributed by DOE. In this way, all refiners pay the same
average price for crude oil. Where does the money come from? Most refiners of
domestically produced oil are also crude oil producers. The money originates from
the same pocket. Most of the loss to U.S. producers is shared with refiners of
imported oil. The rest goes straight to OPEC. None of it has been going to consum-
ers.

Why decontrol is inevitable

With the crude oil price paid by refiners rapidly approaching the world price, the
President has been forced to recommend decontrol. Without decontrol domestic

roduction will continue to decline and imports will continue to rise. As this

appens, the entitlements program will fall apart, and all refiners will find them-
selves paying the world price for crude oil. In the end, price controls will have
contributed to increased reliance on OPEC without saving consumers one dime.
Consumers have been paying the ‘“‘world” price fur gasoline at service stations for
five years. How is this possible when evel;yone knows that gasoline in Europe costs
far more than it does in the United States?

Paying the world price for gasoline despite 5 years of price controls

In actuality, the retail price paid for gasoline in Europe includes steep taxes. The
prices we should be lookirelg at 1n making comparisons across continents are pre-tax,
wholesale prices for refined gasoline, and not retail prices.

AVERAGE ANNUAL WHOLESALE PRICES FOR REGULAR GASOLINE ACROSS CONTINENTS

(Cents per galion)
Average,
New Y Rotterdam, United States
Year Harbor * Hotland ! (exciuding tax) *
33.2 354 30.5:
334 326 35.8
35.5 31 39.0
384 36.4 425
428 426 437

1 Spot price—the price for a cargo of gasoline 50id on a daiv basis
* Dealer tankwagon prce—the whotesale price charged to deliver gasofine from the refinery to the senvice station.

Note —Data from the Platts Ouigram Price Service

The virtual equality of wholesale spot prices across continents strongly supports
the ;{)aayin -the-world-price” position advanced by two economists, Charles Phelps at
the Rand Corporation, and Rodney Smith at the University of Chicago. Two years
ago they said the DOE's complicated formula, which enables refiners to raise prices
to cover costs, also enables refiners to sell their products at world prices.
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In support of this position, Phelps and Smith cited the existance of the “‘banks’ of
unrecou costs which are reported each month by the Department of Energy.
These “banks” represent cost increases which refiners are permitted to pass
through in the form of higher prices directly to their service station customers.
Even higher prices have not been charged because of competition in the market-
place for the consumer's dollar.

In other words, until recently when the “banks” began to be depleted as refiners
and service stations raised prices to meet increased demand, their very existance
has meant that refiners have been charging as much as consumers have . been
willing to pay. All this changed when market conditions, resulting from the reduc-
tion in Iranian oil production collided head-on with Federal price controls and
allocation rules to create “The Great California Gas Shortage.”

California’s crisis: Spreading across the Nation

The shortage hit California first because the total demand for gasoline has been
rising there much faster there than in the rest of the nation due to California’s
higher-than-average economic growth during the past year (800,000 more vehicles
on the road). In contrast the supply of gasoline available to California has not been
keeping pace. In the wake of t[;xe Iranian upheaval, the DOE told refiners not to
purchase high priced crude oil on the spot market. Inadequate production of domes-
tic crude due to price controls, strict environmental standards, and especially DOE
allocation rules which do not allow refiners to shift the flow of gasoline from areas
of low demand to areas of high demand, also contributed to the shortage. These
allocation rules guarantee localized shortages whenever supplies tighten in the face
of rising demand.

The growing imbalance between the forces of supply and demand finally erupted
in a series of rapid nrice increases in California in the months of April and May.
These price increases were followed by shortages and long lines at service stations
everywhere when prices at gas pumps bumped against maximum Federal price
ceilings. DOE'’s inflexible allocation rules lengthened the lines. With the market-
place no longer signalling to consumers how much to consume, Federal and state
governments were forced to step in and adjust gasoline allocations while consumers
were forced to wait in line. Unfortunately, consumers will have to get used to the
lines because the new oil industry tax virtually guarantees increased reliance on
unstable OPEC supplies for years to come.

The windfall profits tax: Burning the oil witch

The new tax will be on sales revenues. It is not actually a tax on windfall profits
although it has been heralded as one. To avoid the tax, domestic oil producers will
at first try to pass it on to refiners by raising prices. They will not be successful.
Refiners will instead purchase less costly foreign oil. The producer's second and
more profitable option, is to sit on their unpumped reserves while marketing im-
ported oil since this oil will not be covered by the tax.

Tax revenues are likely to decrease, and not increase, as domestic oil production
continues to falter under the heavy yoke of new taxes. Naturally as production
decreases, OPEC’s stranglehold on the market will tighten. The new tax enhances
OPEC’s ability to raise prices by destroying a market competitor—U.S. oil produc-
tion. The Congress may burn the “oil witch” but it is guaranteeing higher consumer
prices at the gas pump.

The ultimate victims of the new tax, along with the consumers, will be the 10,000
or so independent oil producers who are not integrated through the reﬁner{ stage of
production. These producers rely exclusively on domestically produced oil as their
sole source of revenues. As costs rise—but sales revenues do not keep pace—they
will be put out of business or at best be forced to sell out to some major oil producer
who can better afford to wait in hopes that the tax will be repealed.

Such fire sales will lead to increased concentration in the oil industry. The major
companies will get larger at the expense of the small independent producers. This
prospect is not what the gas-starved American consumer has in mind when he
writes to his congressman and demands a solutior. to the oil crisis.

The CHAIRMAN. We will next hear from Mr. William Breed, New
England Fuel Institute.

STATEMENT OF WILLIAM BREED, NEW ENGLAND FUEL
INSTITUTE

Mr. Breep. Thank you, Mr. Chairman. I am William J. Breed,
president of Johnson & Dix Fuel Corp. in Ascutney, Vt., and I live
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in Hanover N.H. I market fuel oil at retail up in the north country
of Vermont, New Hampshire and also in a small part of Massachu-
setts.

1 am here because I am representing the marketers. I am past
president of the New England Fuel Institute and a present direc-
tor.

We independent marketers in New England serve 2.4 million
retail home heating oil consumers. These millions of consumers
both in New England and throughout the Nation are severely and
unfairly harmed by the President’s action to decontrol the price of
domestic crude oil. On their behalf I call upon this committee to
include provisions in the windfall profit tax legislation which will
soften that blow and eliminate the inequity.

These consumers despite significant efforts and achievements at
conserving oil and improving the efficiency of their homes and
heating equipment are hard pressed to meet the ever increasing
price of heating oil. If any of you have been up in the woods in our
country, the piles of wood, the wood splitters that are being made
by anybody who knows how to man a welding torch, it is a tremen-
dous change in the space of the last 2 or 3 years.

In addition to the piles of wood there is a great effort on the part
of fuel oil dealers like myself to develop energy audit programs.
This is a rather simple one that the consumer can subscribe to for
$15 which results in a computer printout showing the homeowner
how he can save more money, whether it is from a new oil burner
or increased insulation or whatever. It is a tremendous increase in
conservation effort on the part of thrifty New Englanders.

{The following was subsequently supplied for the record:]
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If you want
to cut your X
heating %
cost.. zc
e blanket
conservation
plan for your

home.
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@ Is a home energy
examination conducted

by Johnson & Dix trained
energy auditors. It evaluates
the computer energy usage in your
home and, through computer analysis,
reports recommended ways that you can
save both fuel and money. The rest is up
to you.

Think of Johnson & Dix first for all your
energy needs. React Il reduce your fuel
consumption.

Reactll. . .

e The national need to conserve fuel

e Your need to save on the rising cost of fuel

® The desirability of a more comfortable
home, winter & summer

e The plan to lead you to it all

Complete the attached form and mail it
today.
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The React Il home
examination evaluates:

e insulation

e weather stripping & caulking
e storm windows & doors

e heating equipment efficiency
e hot water usage

@ thermostat accuracy

@ balanced heating

@ boiler maintenance

Reactll is an energy audit plan registered

in Vermont and New Hampshire by
Johnson & Dix Fuel Corp

hnsonapis

Oil Heating Specialists
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| want to hold down fuel costs. Please call
me to set the time for my home energy
audit. The entire React Il program for
my house will cost me only $15 and | am
obliged in no way to purchase equipment
or further services from Johnson & Dix.

NAME

ADDRESS
TOWN STATE _______

PHONE




~ 0 L1Z=hS

- 6L

S

~%hnson DI

React Il program

Ascutney, Vermont 05030

AFFIX
STAMP
HERE

L3L
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Reactll is another service of:

hnsonsapis

Oil Heating Specialists

NORWICH ... ... ... ... .. ... .. ... ... 649-1601
ASCUTNEY ... ... ... e . 6746735
SPRINGFIELD ......... ... .. . i 8854547
LUDLOW ... ... . i 228-4646
CLAREMONT ... ... ... ... . . .civiiiain. 5425138
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A significant part of this increase in the price of heating oil is
attributed to the President’s decontrol action. NEFI does not ques-
tion the wisdom of the decontrol decision however just as the
Congress acted to soften the impact of decontrol on residential
natural gas users, Congress should act to minimize the adverse
effects of oil decontrol on home heating oil consumers.

Further, it is a grave injustice for residences heated with oil to
be required to finance the Nation’s energy security program while
their neighbors who heat with gas are immune from this energy
security tax.

The impact of the President’s crude oil decontrol plan combined
with the increases in the world price of crude oil this year will
substantially hurt home heating oil consumers who comprise about
22 percent of the Nation’s homeowners.

As a consequence of decontrol and the OPEC price hikes, heating
oil prices are likely to rise 35 to 40 cents per gallon over levels of
just 1 year ago. To the average home heating oil consumer, these
price increases will mean payment of up to an additional $500 to
$600 per year or approximately triple the price increases experi-
enced by home heating oil consumers in the prior 5 years since the
Arab oil embargo.

To insure that the home heating oil consumer does not bear a
disproportionate share of this burden, the Congress should include
within the windfall profit tax legislation protection against some of
this enormous inflationary price increase.

NEFI supports the efforts of the President to provide special
protection for the poor and elderly who need assistance the most
but the administration’s proposal does nothing for the bulk of
Americans who earn $8,000 to $15,000 or perhaps to $25,000 a year.
The impact of decontrol will also seriously strain the budgets of all
these middle-income taxpayers who simply cannot afford the in-
creases which will result from the President’s program.

Furthermore, the effect will be disastrous for many of the Na-
tion’s schools, public housing authorities, hospitals, and churches
and they should be helped also.

To soften the economic shock for these millions of homeowners
in every region of the country, NEFI urges the committee to in-
clude a temporary home heating oil tax credit within the windfall
profit tax legislation.

A proposal to accomplish this objective has already been intro-
duced by Senator Ribicoff. NEFI fully endorses the concept of S.
822 and hopes the committee will include it within the legislation.
There is a substantial precedent for a home heating oil tax credit.

First, the Senate passed a comparable measure in 1977 as an
amendment to the Energy Tax Act. That amendment was intro-
duced by Senators Hathaway and Durkin and received the support
of the committee chairman.

It provided for a tax rebate for every residential consumer of
heating oil within an adjusted gross income below $30,000. Its
purpose was to reimburse home heating oil consumers with an
amount approximately comparable to the increased price resulting
from enactment of the crude oil equalization tax also called COET.
Since COET was not enacted the amendment was deleted in confer-
ence.
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Second, both the President and the House of Representatives
included a provision in the National Energy Act for a dollar for
dollar rebate of the price increase caused by COET on home heat-
ing oil consumers. The Treasury was to rebate 100 percent of the
COET amount.

Once again, because COET was defeated in the conference com-
mittee, this provision became unnecessary. The equity for enact-
ment of a home heating oil tax credit is even more necessary
following Congress enactment of legislation which protects residen-
tial natural gas consumers from the impact of natural gas decon-
trol. A central provision of the National Gas Policy Act enacted
last year requires that residential users not bear the burden of
decontrol until all industrial users natural gas prices have risen to
the level of home heating oil.

This effectively protects the Nation’s millions of residential natu-
ral gas users. Does not fairness require comparable protection for
the millions of homeowners who use oil heat as well? Why has it
become less necessary since 1977 to assist home heating oil consum-
ers to cope with the impact of a Government-mandated price in-
crease?

NEFI believes this help has become even more urgent and is now
a matter of basic fairness. The effects of crude oil decontrol com-
bined with the windfall profit tax is no different from the ultimate
consumer than was the impact of COET. Either way, the consumer
price rises substantially and Federal revenues are increased. More-
over, abrupt changes in Government policy are responsible for the
shock to consumers’ pocketbooks. It is especially critical that this
tax credit be enacted contemporaneously with the windfall profit
tax and not await the enactment of an energy security fund. Delay
will wreck havoc on these homeowners this winter. Prompt action
will ease the difficult but necessary road to decontrol of all energy
prices. I thank you, Mr. Chairman. I would be glad to answer any
questions.

The CuairmMAN. Thank you very much, sir. Senator Dole?

Senator DoLE. What is the price of heating 0il? How much has it
gone up in the past 12 months in New England?

Mr. Breep. Well over 20 cents now.

Senator DoLE. How much is it now? :

Mr. BReEp. Yesterday in my own case I had increases of 3 cents
from one supplier, 2% cents from another one and 2.4 cents for
another one. My price is up 3 cents. I am in the 80’s, low 80’s right
now. It is high 70’s in my Massachusetts company and low 80’s in
New Hampshire and Vermont where we have to truck the oil up to
secondary storage. That is a real concern of mine. We really have a
g;gblem. We do not have more oil available in primary storage

ause the mechanics of the situation require that we truck it
over a period of time during the summer and early fall. We have to
truck it up and put it in our secondary storage, and because the
majors are trying to fulfill this 240-million-barrel obligation for
primary storage, I am not getting enough oil for my secondary
storage and therefore it makes it difficult for me to put oil in
tertiary storage, in my customers’ tanks.

Senator DoLE. As I understand the Ribicoff bill, the maximum
credit is $125.
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Mr. Breep. That is my understanding. I have not read the whole
proposal.

Senator DoLeE. What do you think the average increase in the
fuel bill in New Hampshire will be? Do you have any projections
on how much they will increase this winter over last winter?

Mr. Breep. It will triple the increase. It will probably be $500 to
$600 more the way we are going.

Senator BRADLEY. Not enough, Senator Dole.

They will not increase enough before the primary.

Senator DoLE. I am interested in the testimony. The heating oil
is one concern you hear in New Hampshire.

Mr. Breep. There is a lot of vacation travel up there right now.

Senator DoLE. Do you rely on about 80 percent imported oil?

Mr. Breep. Somewhat less than that, although some of my col-
leagues or fellow dealers’ product would be in the 70- to 80-percent
range. It depends who they are buying from. You have probably
heard about the Sprague Oil being shut off by one of the majors.
Some of the dealers are in tough shape. Some dealers have no oil
at all until the end of the month, until August.

Yesterday in my office I received calls from two dealers of a
particular major. They have no oil at all until the end of the
month. It is a sad thing. All of this messing around with the
marketplace is wreaking havoc at the final 20 feet of hose.

The CHAIRMAN. Senator Bradley.

Senator BRaDLEY. Thank you, Mr. Chairman.

Mr. Breed, about 2 months ago the President put in a $5 entitle-
ment for heating oil. The purpose was to help us get to the goal he
set of 240 million barrels in storage by October 1. Do you think the
entitlements program is working?

Mr. Breep. I think it is working and I thought it was working
quite well until last week. I understand the figures are just in now
from API that in general, and I judge it by saying can we get a
million barrels a day into primary storage and we were doing quite
well I understand until this week when I think it was only 2.5
million barrels this week instead of 7 million barrels.

I think it is working but not well enough, Senator.

Senator BrRapLEY. My fuel oil dealers in New Jersey tell me
there is a major problem looming, and that is that we have set this
primary goal of 240 million barrels by October 1. What is happen-
ing is all of the primary stores are holding their heating oil and
cutting off the supply to secondary and to tertiary suppliers—to
you and to consumers that at this time of the year would normally
have a full tank or 80 percent full tank.

Is there any evidence of that occurring in New England?

Mr. Breep. Yes, definitely. As I started to mention, one of my
sources of supply is the pipe from New Haven up to Springfield,
Mass., and then my 8,000 gallon trucks go down and pick it up. The
oi;l is only dribbling up that pipe and I cannot seem to find out
why.
The supplier in New Haven that I buy from puts it in the pipe
up to Springfield. For some reason there is hardly any oil in the
tanks in Springfield, Mass. When my trucks come down from Ver-
mont and New Hampshire quite often they are told right in the
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middle of the day that is all, that is all you can get today, we have
no more oil.

Senator BRADLEY. They are told by whom?

Mr. BrReep. By our supplier. I alluded to the mechanics up coun-
try that we have to physically get the oil up during the summer or
we would not have enough trucks to get it up during the peak of
the heating season. :

Senator BRADLEY. Is there any way for you to measure how much
you have in secondary storage now and how much is in the tanks
of your consumers, as opposed to last year, for example?

My people tell me they have 50 percent less in secondary and
tertiary storage and they determined this on the basis of a ques-
tionnaire they sent to all dealers.

Do you have any further information?

What looms here is the illusion that if we get the 240 million we
will be all right in the winter when in fact we have a 50-percent
shortfall.

Mr. Breep. The 240 figure, I want to see that met. Everybody
seems to be hanging their hat on it. As you say, what about my
storage? I have to have the oil in my tanks if I am going to keep up
when December and January hit. By February if I do not have
enough going into the winter, b{ February 1 will be running out.
Mechanically, I just cannot get the trucks up the road fast enough.

Senator BRabLEY. How much less do you have in your tanks now
than you did this time last year?

Mr. Breep. In general, the dealers up country and that is all of
northern New England, I would say are about 15 percent behind.
The problem is some have none, whereas others have more than
they had last year due to perhaps chance happenings, the choice of
suppliers and the fact they had misjudged the final months of the
winter and ended up with more oil and inventory in the Spring.
You have a few dealers with more oil and some dealers with no oil
at all that are being helped in the marketplace.

Senator BRADLEY. Overall, you have 50 percent less in secondary?

Mr. Breep. I would say it was nearer 20 to 30 percent behind.

Senator BRaDLEY. How do you know that?

Mr. Breeu. You are dealing with conservative Yankees up there
and I am not sure the survey is accurate very frankly. What
happens is the energy office in the State of Vermont for instance
will call and ask what your storage is and how much do you have
in stock and then they will compile it.

Senator BRADLEY. Let’s get back to the first question, which was
the entitlements question—whether that is working or not. The
fact that refineries would produce a million barrels a day in this
country does not answer the entitlements question.

Do you see entitlements working now? Do you see heating oil
coming in from abroad because of the $5 subsidy or does the fact
that the spot market has increased $5 nullify any advantage enti-
tlement would %ive to the New England area?

Mr. BrReeD. I cannot be sure, Senator, whether it is just the
entitlement that is helping. It is beyond my scope at this point in
time. I think it is helping.

Senator BRADLEY. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Wallop.
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Senator WALLOP. Mr. Chairman, I only have one question and 1
think it is just a point of clarification.

It is my understanding from listening to you and from reviewing
your testimony, that you are not particularly endorsing the wind-
tall profit tax but are seeking relief and certainty of relief for the
very real increases in price of home heating oil and fuel in New
England. Is that correct?

Mr. BReEeD. I am not sure I understand the question.

Senator WaLLop. I did not find anywhere in your statement that
you actually endorse the windfall profit tax but gathered that you
are seeking that something be enacted contemporaneously with the
tax so your problems are taken into account.

Mr. Breep. I would have to endorse it at this point since I think
it is the reality of the situation but we are not talking so much
about separate legislation dealing with how the money is to be
used. We are just saying we think the tax probably is a reality but
we wonder why the fuel oil consumer should pay this dispropor-
tionate share. It is just not fair. That is our view.

Senator WaLLop. I could not agree more. That is one of the
problems with the windfall profit tax. It will continue to distort
that further. As you pointed out, it will continue to hamper the
marketplace.

When the fingers get in there and get dirty and jam gets on
every piece of bread on the table, I agree with you. I have no
problem with trying to work out circumstances that are necessary
to equalize burdens for New England and the rest of the country.

As you may have gathered from listening to some of my ques-
tions I do have problems with the windfall profit tax.

Mr. Breep. We all have problems with it.

Senator WaLLop. Thank you.

The CHAIRMAN. Senator Talmadge?

Senator TALMADGE. No questions, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Breed.

[The prepared statement of Mr. Breed follows:]

PREPARED STATEMENT OF WILLIAM J. BREED, NEw ENGLAND FUEL INSTITUTE

My name is William J. Breed. I am dpreaident of Johnson & Dix Fuel Corp. of
Ascutney, Vt. I am a past president and chairman of the board of directors of the
New England Fuel Institute (NEFI) on whose behalf this statement is made.

NEFI is an association of more than 1,100 independent retail and wholesale home
heating oil suppliers throughout the six-state New England region. The region’s
independent marketers serve over 2.4 million retail home heating oil consumers and
market 85 percent of the 4 billion gallons of No. 2 home heating oil sold in our area
at the retail level and 45 percent of the gallonage at wholesale; 71 percent of all
New England’s buildings and 74 percent of its population live in dwellings heated
lb\y oil. These millions of consumers, both in New England and throughout the

ation, are severely and unfairly harmed by the President’s action to decontrol the
price of domestic crude oil. On their behalf, I call upon this committee to include
provisions in the windfall profits tax legislation which will soften that blow and
eliminate the inequity.

These consumers, despite significant efforts and achievements at conserving oil
and improving the efficiency of their homes and heating equ}pment, are hard
pressed to meet the ever increasing price of heating oil. A significant part of this
increase is attributable to the President's decontrol action.

NEFI does not question the wisdom of the decontrol decision. However, just as the
Congress acted to soften the impact of decontrol on residential natural gas users,
Congress should act to minimize the adverse effects of oil decontrol on home heating
oil consumers. Further, it is a grave injustice for residences heated with oil to be
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required to finance the Nation’s energy security program while their neighbors who
heat with gas are immune from this “energy security tax.”

Impact of decontrol

The impact of the President’s crude oil decontrol plan, combined with the in-
creases in the world price of crude oil this year, will substantially hurt home
heating oil consumers, who comprise about 22 percent of the Nation's homeowners.

As a consequence of decontrol and the OPEC price hikes, heating oil prices are
likely to rise 35 to 40 cents per gallon over levels reached a year ago. To the average
home heating oil consumer, these price increases will mean payment of up to an
additional $6 r year, or approximately triple the price increases experienced by
home heating oil consumers in the prior five years since the Arab oil embargo. To
ensure that the home heating oil consumer does not bear a disproportionate share
of this burden, the Congress should include within the Windfall Profits Tax legisla-
tion protection against some of this enormous inflationary price increase.

NEFI supports the efforts of the President to provide special protection for the
poor and elderly, who need assistance the most. But the administration progosal
does nothing for the bulk of Americans who earn $8,000 or $15,000 or $25,000 per
year. The impact of decontrol will also seriously strain the budgets of all these
middle income taxpayers, who simply cannot afford the increases which will result
from the President’s program. Furthermore, the effect will be disastrous for man
of the Nation’s schools, public housing authorities, hospitals, and churches, whic
also should be helped through this decontro! period.

The heating oil tax credit

To soften the economic shock for these millions of homeowners in everK region of
the country, NEFI urges the Committee to include a temporarfv home heating oil
tax credit within the Windfall Profits Tax legislation. A groposa to accomplish this
objective has already been introduced by Senator Ribicoff. NEFI fullﬂ endorses the
concepts of S. 822 and hopes the Committee will include it within this legislation.
There is substantial precedent for a home heating oil tax credit.

First, the Senate a comparable measure in 1977 as an amendment to the
Ene Tax Act. at amendment was introduced by Senators Hathaway and
Durkin, and received the support of the committee chairman. It provided for a tax
rebate for every residential consumer of heating oil with an adjusted gross income
below $30,000. Tts purpose was to reimburse home heating oil consumers with an
amount approximately comparable to the increased glr‘ice resulting from enactment
of the Crude Oil Equalization Tax (COET). Since COET was not enacted, the amend-
ment was deleted in conference.

Second, both the President and the House of Representatives included a provision
in the National Energy Act for a dollar-for-dollar rebate of the price increase caused
bg' COET on home heating oil consumers. The Treasury was to rebate 100 percent of
the COET amount. Once again, because COET was defeated in the Conference
Committee, this provision became unnecessary.

The equity for enactment of a home heating oil tax credit is even more necessary
following Congress’ enactment of legislation which protects residential natural gas
consumers from the impact of natural gas decontrol. A central provision of the
Natural Gas Policy Act® enacted last year requires that residential users not bear
the burden of decontrol until all industrial users’ natural gas prices have risen to
the level of home heating oil. This effectively protects the Nation's millions of
residential natural gas users. Does not fairness reguire comparable protection for
the millions of homeowners who use oil heat as well?

Most remarkably, the Committee should be aware that the Natural Gas policy act

rmits industrizﬂjas prices to rise only to the level of home heating oil prices. The

n prohibited residential gas prices from rising to the equivalent level of their
neighbors who use home heating oil. Only industrial users of natural gas, who can
pass these prices on to customers, must bear the burden of natural gas price
decontrol that every home heating oil user bears each winter, and will bear most
severely in the coming years.

Why has it become less necessary since 1977 to assist home heating oil consumers
to cope with the impact of a government mandated price increase? NEFI believes
this help has become even more urgent, and is now a matter of basic fairness. The
effect of crude oil decontrol, combined with the Windfall Profits Tax, is no different
for the ultimate consumer than was the impact of COET. Either way, the consumer
price rises substantially, and federal revenues are increased. Moreover, abrupt
f)};a:lx:sges in government policy are responsible for the shock to cunsumers’ pocket-

1Section 204.



It is especially critical that this tax credit be enacted contemporaneously with the
windfall profits tax, and not await the enactment of an energy security fund. As the
attached table demonstrates, the gap between residential oil and gas prices is rising
substantially this year. In addition, this is a tax credit, o]
any federal bureaucratic funding mechanism. Delay will wreak havoc on these
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rating independently of

homeowners this winter; prompt action will ease the difficult, but necessary, road to
decontrol of all energy prices.
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The CHAIRMAN. We will next call on Mr. Fred E. Tracey, vice
resident of Supply and Distribution, Vickers Petroleum Corp., on
gehalf of Independent Refiners Association of America.

STATEMENT OF FRED E. TRACEY, VICE PRESIDENT, SUPPLY
AND DISTRIBUTION, VICKERS PETROLEUM CORP., ON BE.
HALF OF INDEPENDENT REFINERS ASSOCIATION OF AMER-
ICA

Mr. TrAacey. Mr. Chairman, members of the committee, my name
is Fred Tracey and I am the vice president of supply and distribu-
tion for Vickers Petroleum Corp. headquartered in Wichita, Kans. I
am appearing before you today on behalf of Vickers and the Inde-
pendent Refiners Association of America of which Vickers is a
member. I am accompanied by Mr. John P. Foley, Jr., assistant
general counsel of the association.

In the interest of time I will skip descriptions of Vickers and the
Association in order to get to the heart of our presentation.

There are two aspects of the legislation that both Vickers and
the Association view require correction. First there is the issue of
the potential liability of independent refiners resulting from pro-
ducers incorrectly certifying their crude oil; and second the issue of
timing related to the collection and depository requirements of the
tax. -

The potential liability issue is of great concern because the inde-
pendent refiner purchaser is to become a tax collection agent for
the IRS. The responsibility for correctly certifying the oil into its
proper category rests entirely with the producer under DOE regu-
lations and under the legislation before this committee.

The independent refiner as purchaser has neither the responsi-
bility nor the means to verify the correctness of the producers
certification. However, if at some future date the Internal Revenue
Service determines the crude oil was miscertified, the IRS will not
pursue the producer rather they will seek payment from the refin-
er as the collection agent.

It is the view of both Vickers and the Association that in as
much as certification is the sole responsibility of the producer,
independent refiners should be insulated against the possibility of
the IRS bringing an action against them for under collection of the
tax.

The simplest means of accomplishing this goal would be to in-
clude within the legislation a provision that provides that the
refiner will not be liable for any under collection of the tax due to
improper certification by the producer.

The second aspect of the legislation before this committee which
has caused considerable concern to both Vickers and the Associ-
ation are the mechanics of the depository requirements which are
to be placed on an independent refiner purchaser.

As currently drafted, the legislation contemplates the payment of
the tax during the month of removal from a particular property.
While the current language of the legislation feaves it to the dis-
cretion of the Secretary of the Treasury as to how often the refin-
ers will be required to deposit the tax, the administration has
already indicated that the tax is to be deposited on a twice monthly
basis. This requirement if put into effect will not only be adminis-
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tratively burdensome as it is contrary to the accounting procedures
utilized by independent refiners but it will also be financially bur-
densome on the independent refiners.

In order that you may understand the administrative and finan-
cial burdens of the twice monthly system I will try to briefly
explain current industry lease accounting procedures.

First, field personnel called gagers run the oil out of a lease tank
into a pipeline or truck. The gager prepares a record of the oil sold
called a run ticket which specifies quality and quantity expressed
in terms of the total number of feet and inches of oil run, not
barrels, at the existing temperature.

The run ticket is mailed to the headquarters division order ac-
counting department where using computer processing the quanti-
ty is converted into barrels at 60° F. for payment purposes.

In addition to determining quantity in barrels for each run tick-
et, processing involves determining total monthly production from
a property comparing total production with base production control
levels to ascertain the proper amount of lower tier and upper tier
oil applying the per barrel price base on quality, allocating tl.e
property’s oil to the various interest owners, paying State taxes,
summarizing the crude into proper tiers for DOE accounting and
finally paying the owners. The existing procedure is complex and
with the windfall profit tax, will become more complex with both
added maintenance and calculation requirements.

The timing is roughly this. After the end of the month in which
the oil is sold, it typically takes approximately 10 to 12 days for all
run tickets to be received and another 10 days to process and verify
the data. Checks are typically issued to owners by the 25th day of
the month following the month of sale.

While the above cited timing schedule for disbursements has
been Vickers’ experience, there are some refiners who have negoti-
ated with their producer suppliers for even longer delayed payment
terms.

Clearly, the twice monthly collection procedure does not comport
at all with the existing accounting procedures utilized by independ-
ent refiners.

Senator TALMADGE. Mr. Tracey, I hate to call time on you but
there are other witnesses waiting and Senate is in session.

You have made some very constructive criticisms of the House-
passed bill. I hope you will work with our staff to try to make some
technical corrections which I think are most meritorious.

Mr. TRACEY. We will be glad to, sir.

Senator TALMADGE. Any questions, Senator Dole?

Senator DoLE. I am familiar with the two points you are raising.
There is some precedent for it.

Mr. FoLEY. Yes, Senator. We did have it.

Senator DoLE. Ninety days?

Mr. FoLEy. Ninety-day extension.

Senator DoLE. Your suggestion makes o gieat deal of sense. On
the under collection, your proposal would take care of fraud. In
other words, the government cannot come back on you if a produc-
er falsifies the records.



738

Mr. FoLEy. Exactly, Senator. The basis for that was as independ-
ent refiners with unaffiliated producers, not someone that is con-
trolled by the refiner——

Senator DoLE. You cannot be the policeman for everybody.

: Il\)'ltl' FoLeEy. We would like to be insulated against the potential
iability.

Senator DoLE. The staff is aware of the problem. It was called to
my attention last week when I talked to a couple of independent
refiners.

Mr. Tracey. Exactly. We are a collection agent and we are
placed in a position where we could be punished without these
changes we are suggesting.

Mr. FoLey. We will follow up with the joint committee staff and
the Congressmen.

Senator DoLE. Thank you.

Senator TALMADGE. Thank you very much, gentlemen. We appre-
ciate your contribution.

{The prepared statement of Mr. Tracey follows:]

PREPARED STATEMENT OF VICKERS PETROLEUM CORP., ON BEHALF OF THE
INDEPENDENT REFINERS ASSOCIATION OF AMERICA

Mr. Chairman, members of the committee, my name is Fred E. Tracy and I am
the Vice President, Supply and Distribution for Vickers Petroleum Corporation
(“Vickers”). 1 am appearing today before you on the behalf of Vickers and the
Independent Refiners Association of America (“IRAA") of which Vickers is a mem-
?}%XA am accompanied by Mr. John P. Foley, Jr., the Assistant General Counsel of

Both Vickers and IRAA appreciate having the opportunity to appear before your
committee today in order that we may discuss with you some of the effects of the
Windfall Profits Tax on independent refiners. However, before discussing the partic-
ular problems of independent refiners with the tax, it may be helpful if I briefly
describe both Vickers and the IRAA.

Vickers is an independent refiner/marketer whose headquarters is in Wichita,
Kansas. Vickers owns and operates a 64,000 barrel per day capacity, complex
refinery located in Ardmore, Oklahoma. The principal refined petroleum product
produced from Vicker's refinery is motor gasoline which, for the most part, is
distributed to end users through Vickers marketing division. The products produced
by Vickers are marketed in 20 states, primarily in the mid-continent of the United
States. At present, Vickers receives approximately 20 percent of its crude oil sup-
plies from domestic sources on a first purchaser basis.

The Independent Refiners Association of America (“IRAA") of which Vickers is a
member, is an association of thirty-three independent refiners of varying sizes and
configurations who are located nationwide. The common characteristic shared by all
IRAA members is that they do not own nor control any substantial quantities of
proprietary crude oil. This means that in order to obtain crude oil supplies to
operate their refineries, IRAA members must purchase their crude oil from unaffi-
liated sources. Given the varying sizes, locations and complexities of the IRAA
members, the types and amounts of crude oil and the manner in which individual
companies pay for their crude oil supplies vary widely from company to company.
However, while individual operations may differ, the fact that Vickers and other
IRAA members, by necessity, must purchase their crude oil supplies from these
unaffiliated sources means that the windfall profits tax will significantly effect the
operations of independent refiners.

There are two aspects of the legislation which is the subject of this hearing that
both Vickers and the IRAA view as requiring correction. First, there is the issue of
the potential liability of independent refiners resulting from producers incorrectly
certigying their crude oil, and secondly, the issue of timing related to the collection
and depository requirements of the tax.

The potential liability issue is of great concern because under the provisions of
H.R. 3919, the independent refiner purchaser is to become a tax collection agent for
the IRS. The responsibility for correctly certifying the oil into its proper category
(i.e., lower tier, upper tier, free market, etc.) rests entirely with the producer under
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DOE regulations and under the legislation before this committee. The independent
refiner as purchaser has neither the responsibility nor the means to verify the
correctness of the producers certification. However, if at some future date the
Internal Revenue Service determines that the crude oil was miscertified, the IRS
will not pursue the producer—rather they will seek payment from the refiner as the
collection agent. It is the view of both Vickers and the IRAA that, inasmuch as
certification is the sole responsibility of the producer, independent refiners should
be insulated against the possibility of the IRS bringing an action against them for
under-collection of the tax. The simplest means of accomcrlishing this goal would be
to include within the legislation a provision that provides, where an independent
refiner relied in good faith upon the information provided him by an unaffiliated

roducer, then that refiner will not be liable for any under-collection of the tax.
guch a provision will add further incentive to the producer to correctly certify the
crude oil sold to refiners, and it would decrease the necessity for refiner/producer
litigation in those instances where the producer incorrectly certifies the crude oil
subject to the tax.

e second aspect of the legislation before this committee which has caused
considerable concern to both Vickers and IRAA are the mechanics of the depository
requirements which are to be placed on an independent refiner purchaser. As
currently drafted, the legislation contemplates the payment of the tax during the
month of removal from a particular property. While the current language of the
legislation leaves it to the discretion of the Secretary of the Treasury as to how
often the refiners, who are first purchasers, will be required to deposit the tax, the
Administration has already indicated that the tax is to be deposited on a twice-
monthly basis.! This requirement, if fqmt into effect, will not only be administrative-
ly burdensome, as it is contrary to the accounting procedures utilized by independ-
ent refiners, but it will also be financially burdensome on independent refiners.

In order that you may understand the administrative and financial burdens of the
twice-monthly system, I will try to briefly explain current industry lease accounting
procedures:

1. Field personnel called gaugers run the oil out of a lease tank into a pipeline or
truck. The gauger J)repares a record of the oil sold (called a run ticket) which
specifies quality and quantity expressed in terms of the total number of feet and
inches of oil run (not barrels) at the existing temperature.

2. The run ticket is mailed to the headquarters division order accounting depart-
ment where, using computer processing, the quantity is converted into barrels at 60°
F for payment purposes. Every lease tank has different conversion factors. In
addition to determining quantity in barrels for each run ticket, processing involves
determining total monthly rroduction from a property, comparing total production
with base production control levels to ascertain the proper amount of lower tier and
upper tier oil, applying the per barrel price base on quality, allocating the proper-
ty’s oil to the various interest owners (of which there may be hundreds in some
cases), z}_ying state taxes, summarizing the crude into proper tiers for DOE account-
ing and finally paying the owners. The existing procedure is complex and with the
windfall profits tax, will become more complex with both added maintenance and
calculation requirements.

3. The timing is roughly this. After the end of the month in which the oil is sold,
it typically takes approximately 10 to 12 days for all run tickets to be received and
another 10 days to process and verify the data from the run tickets. Checks are
tyrically issued to producers by the 25th day of the month following the month of
sale. However, while the above cited timing schedule for disbursements has been
Vickers’ experience, there are some refiners who have negotiated with their produc-
er suppliers for even longer delayed payment terms.

Clearly, the twice-monthly collection procedure does not comport at all with the
existing accounting procedures utilized by independent refiners. Nor is the proce-
dure compatible with the provision of the bill that requires the producer to furnish
the purchaser with a certification as to the crude oil delivered in one month, on the
first day of the second month following the close of the month of delivery. Moreover,
the procedure does not take into account that some refiners have negotiated with
their producer/supplier for extended payment terms. As this is the current struc-
ture of the legislation, it is the recommendation of Vickers and IRAA that this
committee incorporate within H.R. 3919 procedures for the collection and deposit of
the tax that take into account all of these factors. An appropriate means of doin
this would be to include language within the legislation that delays the requi
date of payment of the tax by the independent refiner by no less than fifteen days

' It should be noted that while the language of the House Report speaks in terms of bimonthly
payments, what was intended is that payments be made twice monthly.
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after the receipt of the certification from the producer. Failure to include such a
prfgvision within the legislation would impose the following burdens on independent
refiners.

1. In addition to the complex programming changes and maintenance require-
ments of properly accounting for windfall profits taxes on lower tier, upper tier, and
free market crude oil, the independent refiner purchaser would be required to close
books three times a month instead of one-two times for the government and once for
business purposes. This in intolerable.

2. In reference to price controlled oil, there is no way an independent refiner can
correctly calculate the amounts of lower and upper tier oil and the applicable tax on
that oil unless he has received a full month’s production. This can not be done any
quicker than the 25th day of the month following the month of sale.

3. Paying twice monthly would add to the financial burden of inependent refiner
purchasers by increasing interest costs to the extent the timing of the windfall
profits tax payment is earlier than payment to producers. It also would place an
unanticipated cost on those independent refiners who negotiated for larger delayed
payment terms.

t is the position of Vickers and the IRAA that any such effects on independent
refiners which result from the imposition of the windfall profits tax would be
contrary to the intent of the tax.

Thank you very much for the opportunity to present these views. We will be
happy to answer any questions you may have.

Senator TALMADGE. Our next witnesses are a panel consisting of
Mr. Raphael Sherfy, U.S. Council of the International Chamber of
Commerce; Mr. Robert T. Scott, vice president of taxation, Finan-
cial Executives Institute; Mr. Robert D. Guy, director of taxes, Tax
Council.

Gentlemen, we are honored to have you with us. Please proceed.

STATEMENT OF RAPHAEL SHERFY, U.S. COUNCIL OF THE
INTERNATIONAL CHAMBER OF COMMERCE

Mr. Suerry. My name is Raphael Sherfy.

Senator TALMADGE. You may put your full statement in the
record and summarize it if you will, Mr. Sherfy.

Mr. SHERFY. I am testifying on behalf of the U.S. Council of the
International Chamber of Commerce on Taxation. Our testimony is
directed exclusively toward the computation of the proper foreign
income tax credit against income taxes paid with respect to oil
activities abroad.

The Secretary of the Treasury made certain proposals with re-
spect to the computation of this tax credit. He seemed to have
tackled two basic problems. One of which is the amount of income
taxes paid with respect to oil activities in any particular country
and then the other is the disallowance to a certain degree of the
tax benefit which would be accorded oil and gas extraction losses
when compared to the tax benefit that is permitted for all other
losses under comparable circumstances.

The U.S. Council agrees that there should be consideration given
the royalty issue. The administration’s approach as far as losses
are concerned, we object to very strongly. The tax-royalty issue of
the administration’s proposal could be accepted with one minor
modification.

Under the administration’s legislative proposal, a credit for taxes
paid to a foreign country in connection with oil and gas extraction
income will be limited to 46 percent. That is the U.S. tax rate. Any
taxes paid to the country in excess of 46 percent would not be
creditable. Taxpayers would not be permitted to average low rates
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of foreign taxes on oil and gas extraction income in some foreign
countries with high rates imposed in other countries.

The U.S. Council would modify the administration’s proposal to
determine creditable taxes on oil and gas extraction income on a
per country basis in one respect. If the applicable general tax rate
in country X on oil and nonoil companies alike is 55 percent or
exceeds the U.S. rate, then we think the 46 percent rate is unfair.

If a U.S. manufacturing company operating in country X can
qualify for a foreign tax credit for taxes paid in excess of the 46
percent, the U.S. oil company under these circumstances should be
treated no differently. A difference in treatment is a penalty
against the oil company simply because it is an oil company.

The U.S. Council beflieves that if foreign taxes paid to a foreign
country with respect to oil and gas extraction income are subject to
a limitation as just suggested of the greater of the 46 percent or
the tax rate generally applicable in a country, then there is no
need to delve into the intricate question of whether the tax does
contain or does not contain elements of a royalty.

We oppose the proposal of the Secretary with respect to limiting
the applicability of the oil and gas extraction losses against such
income in determining the foreign tax credit. In essence, the U.S.
Council stands for the position that it is proper to determine the
amount of payments made to a particular country which will con-
stitute properly creditable income tax. Once that decision is made
and the amount is determined then we believe that the oil indus-
try, the oil activities should be treated exactly the same as other
industries. Under the Secretary’s proposal, those activities will not
be so treated because the losses attributable to extraction activities
would be offset against oil income from extraction for credit pur-
poses whereas in all other industries losses abroad are taken into
account on an overall basis.

In summary we believe that after the proper amount of credit-
able income taxes are determined, the oil industry should be treat-
ed the same as other industries for foreign tax credit limitation
purposes. They should be put on the overall limitation the same as
other industries and be treated equally.

Thank you very much.

Senator TALMADGE. Thank you, Mr. Sherfy.

Mr. Scott, you may proceed.

STATEMENT OF ROBERT T. SCOTT, VICE PRESIDENT,
TAXATION, FINANCIAL EXECUTIVES INSTITUTE

Mr. Scorr. Thank you, Mr. Chairman. My name is Robert T.
Scott. I am vice president of Johnson & Johnson in New Jersey. 1
appear today on behalf of the Taxation Committee of the Financial
Executives Institute.

Our testimony also is limited to the effects of the administrations
proposals on the foreign tax credit. We feel adoption of this propos-
al would be a move in the wrong direction that may adversel
affect the well-being of the country and most importantly establis
an unsound precedent that could subsequently be applied to Ameri-
can industry generally.

We are concerned that this hearing arises in an emotionally
charged atmosphere and it may not be possible for the Congress to
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act with the reasonable degree of care that it has in the past in
dealing with fundamental tax principles and that is certainly now
warranted.

Moreover, it appears that legislative consideration of the credit
at this time may be premature inasmuch as the Treasury has just
recently proposed changes in a manner in which it tends to view
foreign taxes. The fact that the Treasury has set a September 30
deadline for receiving comments demonstrates a need to carefully
consider changes in this area.

Surely if administrative changes in the interpretation of existing
law requires extensive consideration, fundamental changes in the
law itself are even more deserving of care and as such should not
be restricted to such a short timeframe as we are currently facing.

Further legislation if any is required might better follow rather
than precede the discussion of the interpretation problems.

The U.S. system of taxation is based on two principles; equal
taxation of U.S. taxpayers having the same amount of income
regardless of source or origin; and two, tax neutrality as to making
decisions whether to invest at home or abroad.

The United States taxes its citizens and corporations on world-
wide income but recognizes that the country wherein the income is
earned has the primary jurisdiction for tax. Accordingly the United
States grants a credit against its tax on foreign source income in
order to prevent double taxation.

It is important to note that under the U.S. system and in particu-
lar the foreign tax credit limitations which is what we are talking
about here, it is impossible to reduce the U.S. tax on U.S. source
income,

In other words, when Johnson & Johnson pays a tax on foreign
income in the United Kingdom or in Germany or wherever, it is
impossible under the present credit system to reduce the U.S. tax
on U.S. source income that we may earn from selling Band-Aids or
bandages in New Jersey or Washington, D.C.

FEI believes that the foreign tax credit should be maintained in
its present form to mitigate the inequities of double taxation and to
permit U.S. businesses to compete on an equal footing in foreign
markets.

The Treasury has proposed among other things, one, to allow
taxes on foreign oil and gas extraction income to be credited only
against that income; two, to limit the computation of the credit on
a computation which is based on the lesser of and overall of a
country basis.

To apply the foreign tax credit limitation separately to specific
types of income or to apply it on a per country basis would repre-
sent in our view undesirable steps. These two changes would re-
verse action proposed by the Treasury and taken by Congress in
1976 which required all taxpayers to compute the limitation on an
overall basis. This action was in recognition of the fact that over-
seas businesses including the securing and processing of raw mate-
rials and the transporting and marketing of the end product may
involve several countries and should be accounted for on a unitary
basis for U.S. foreign tax credit purposes.
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The use of the overall limitation makes sense from a U.S. tax
go}icy standpoint and cannot be considered to provide a tax loop-

ole.

If several countries impose a tax on income derived from interna-
tional operations and the combined rate exceeds the 46 percent
U.S. statutory rate, we see no loophole in the fact that one of the
countries involved taxes its portion of the income at a rate less
than 46 percent. So long as the combined rate equals or exceeds 46
percent, which it must, there is nothing that can reasonably be
regarded as tax avoidance. The long standing U.S. policy of insur-
ing that foreign income bears tax equivalent to the U.S. rate is not
frustrated.

Applying a per country limitation on the foreign tax credit selec-
tively against certain industries or certain types of income does not
in our view represent sound tax policy. Applying a lesser of per
country or overall limitation appears to be even more unsound and
creates a situation where the taxpayer is always penalized.

If applied generally to all American businesses, the effect of the
Treasury proposals would be to create double taxation by reducing
the effectiveness of the foreign tax credit. This would increase the
cost of doing business abroad making U.S. corporations less able to
com{)ete against foreign owned companies in world markets. It
would adversely affect the U.S. balance of payments and the U.S.
economy in general and the U.S. employment connected with that
foreign investment.

Accordingly, FEI respectfully urges this committee to reject the
Treasury’s foreign tax credit proposals.

Thank you very much.

Senator TALMADGE. Thank you, Mr. Scott.

Mr. Guy, it is a pleasure to welcome a fellow Georgian to the
committee. You may proceed and insert your full statement into
the record, sir.

STATEMENT OF ROBERT D. GUY, DIRECTOR OF TAXES, TAX
COUNCIL

Mr. Guy. Thank you, Senator. I am Robert Guy, assistant treas-
urer and director of taxes of the Coca-Cola Co. of Atlanta, Ga. I
appreciate this opportunity to present a brief statement on behalf
of the Tax Council.

The Tax Council is a business supported organization concerned
with broad aspects of Federal tax policy as it affects the capital
formation process and the market system. It is a relatively small
organization in total numbers but broad based in terms of industry
representation. The Coca-Cola Co. is a member of the Tax Council
and [ serve on its board of directors.

We think the issues under consideration at this hearing are very
important, not just for the petroleum industry but to all business
and especially all business with a substantial stake in international
markets. Coca-Cola operates in more than 135 countries and thus
obviously we have a great interest in any international tax policy
matters.

The full Tax Council statement filed with this committee ad-
dresses the proposed windfall profit tax and energy security fund
but I shall confine my remarks to the foreign tax credit.

$4-217 0 - 79 - 6
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Assistant Secretary of the Treasury for Tax Policy, Donald Lu-
bick, stated recently that, ““The administration proposals were con-
ceived to apply only to the petroleum industry and they did not
represent an assault on the foreign tax credit generally.” I am sure
the Secretary is sincere in this statement but it does not relieve
our grave concern over the implications of the proposals for all
business engaged in international operations.

The record indicates that restrictive provisions aimed originally
at the petroleum industry have been extended across the board
specifically in 1975-76. In important respects the tax proposals are
an open invitation for Congress to jump back into controversial
areas of foreign source income taxation that we thought were
settled at least for some time by the major tax legislation last year.

Furthermore, we do not agree with the justification for the ad-
ministration’s proposals even applied narrowly to the petroleum
industry. They appear to be punitive and unrelated to performance
in providing the U.S. economy with additional energy.

This is not the occasion for a long discourse on our international
investment position or its tax treatment. I believe this committee
and Congress have been made fully aware of the benefits to the
U.S. domestic economy from our international stake abroad. I
would like to emphasize once again the most critical factor of all,
the important contribution of foreign earnings to capital supplies
for the domestic economy.

The flow of repatriated earnings from direct investment abroad
has consistently outpaced the transfer of investment funds over-
seas. In the last 4 years the surplus of repatriated earnings over
outflow of funds cumulated to over $25 billion. This has been a
crucial plus factor in our otherwise disappointing balance of pay-
ments position and just as important, a crucial source of domestic
capital investment. Not so incidentally a number of major petro-
leum companies would not be able to maintain their U.S. explora-
tion and development programs without the contribution of earn-
ings from overseas production. -

In Coca-Cola’s case, in the 5 years of 1973-77, we brought a net
inflow of capital of almost $675 million in cash into the United
States. This represents on the average about 75 percent of our
foreign earnings.

While I do not have the final 1978 figures yet, I am sure they
will show our continuing policy of substantial repatriation of earn-
ings. :

The foreign tax credit mechanism is vital in avoiding confisca-
tory double taxation of these foreign earnings. Most all tax policy
authorities including those at the Treasury, recognize the impor-
tance of the foreign tax credit structure. There does seem to be
increased awareness now that the foreign tax credit does not in
any way reduce U.S. income tax on income earned in the United
States. It only serves to avoid double taxation of foreign source
income. :

Unfortunately that has not stopped attempts to erode the value
of the foreign tax credit.

Treasury pro Is with respect to the petroleum industry are
technical and their interplay is difficult to trace. Their net effect
would be substantial additional tax burden estimated at up to $800
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million in 1980. They raise important questions of equity and de-
spite the Treasury’s disclaimer, carry serious ramifications for all
U.S. companies with overseas operations.

As you know in 1975 the option to use the per country limitation
in computing the credit on foreign oil income was repealed, putting
all multinational oil companies on the overall limitation. In 1976
this treatment was extended to all multinational companies. It was
said that the overall limitation was the only fair way to figure it.

Now the administration proposes to apply the lesser of the two in
terms of tax savings. Throughout most of the past two decades it
was deemed proper to use either of the two methods to achieve the
best result to the taxpayer and now a precedent would be set for
mandating the worse result.

The proposal for retroactive application of the recapture rule
seems most inequitable and another unfortunate precedent.

Stepping back from the specific tax policy questions, we might
ask what really would be accomplished by such changes and fur-
ther splintering of the foreign tax credit at this time. Secretary
Blumenthal has advanced the theory that the present system dis-
criminates against domestic investment but the Treasury presents
no evidence or analysis as to what the actual economic impact
would be with the credit restrictions nr considering the billions
already invested abroad in expectation of reasonably stable tax
treatment, how this investment could be rerouted for domestic
purposes.

In our view restriction of the foreign tax credit in the manner
proposed is ill conceived. It does not seem likely to have any
positive effect on our energy supply situation and it could have
serious adverse repercussions for our competitive position and en-
tire investment stake abroad.

We strongly urge the committee not to adopt the proposals.

Thank you, Senator.

Senator TALMADGE. As you know, the foreign tax credit is a
fertile field for demigods to play upon and they have from time to
time for many years. They say foreign tax credit is a loophole. We
know it is taxes imposed by the whole country which they have a
perfect right to impose.

As you point out, if that income is taxed a second time by the
United States of America, that would be double taxation.

Thank you very much for your contribution.

Any questions, Senator Dole?

Senator DoLE. I am not certain I understand everfnhing that has
been said here this morning. I know Wilbur Mills has a better
understanding.

We are looking at the issue. It will be another matter we will be
discussing among the Republicans tomorrow morning at our meet-
ing.eWe appreciate the statements.

nator TALMADGE. I see Mr. Scott held up his hand.

Mr. Scorr. Senator, I think it might be interesting for you and
your colleagues to allow me to elaborate on what Mr. Guy said.

Johnson & Johnson while it is not one of the giant companies,
over the period 1960-74 has repatriated over a billion dollars in
cash back into the United States from our overseas investment. In
1978, we repatriated 50 percent of the overseas earnings of our
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affiliates in the form of dividends and 69 percent of the total
earnings of our overseas affiliates in the form of dividends.

I think it is important to say that foreign investment makes a
very significant contribution to the economy of this country.

q lSlenator TALMADGE. Balance of payments and the stability of the
ollar.

Mr. Scorr. Employment also. The employment we have in the
United States that is directly tied to foreign investment. Ours is
significant as it is with Coca-Cola and many other companies.

Senator TALMADGE. Thank you very much, gentlemen.

[The prepared statement of the preceding panel follow:]

STATEMENT OF RAPHAEL SHERFY ON BEHALF oF THE U.S. COUNCIL OF THE
INTERNATIONAL CHAMBER OF COMMERCE

Mr. Chairman and Members of the Committee, my name is Raphael Sherfy. I am
a partner in the law firm of Miller & Chevalier and a vice chairman of the U.S.
Council of the International Chamber of Commerce on Taxation. I appear before
you today on behalf of the U.S. Council.

The U.S. Council membership is comprised of most of the major business firms in
the United States engaged in foreign trade and foreign operations. It represents
American business interests within the International Chamber, which in turn repre-
sents the international business community in approximately 60 countries.

The U.S Council has a broad spectrum of member companies. There are oil
companies and non-oil companies—energy producers and energy consumers. Thus,
the U.S. Council is as concerned as the American people and the Congress in finding
the causes and possible remedies for our present oil shortages. We do not believe,
and we know that this Committee does not, that a case has been made for using the
tax laws, and particularly the foreign tax credit, to penalize the oil companies.

The U.S. Council believes that the foreign tax credit provisions as they pertain to
the oil industry should be approached in the same spirit as those provisions would
be approached with regard to any other industry—with the spirit of fairness and
equity and with the goal of eliminating worldwide double taxation and loopholes
allowing less than single taxation.

The foreign tax credit does not merely remove a serious impediment to foreign
investment by domestic taxpayers. It permits U.S.-owned businesses to operate in
overseas locations with tax costs that are neither discriminatory nor confiscatory.
The fo]reign tax credit, properly applied, can achieve the goals of tax equity and
neutrality.

We are pleased that Secretary Blumenthal expressed this view to the Committee
when he testified last week. The Administration's pro 1, as set forth in Secretary
Blumenthal’s testimony before this Committee on July 10th appears to be directed
primarily toward solving two perceived problems. The first problem is the old issue
of how to distinguish a creditable income tax from a royalty or.excise tax. The
second problem, according to the Administration, is how to prevent taxpayers from
using losses in foreign countries to lower United States taxes.

The U.S. Council agrees that the tax-royalty issue is a problem that is worthy of
being considered—even in light of the issuance on June 15, 1979, of the proposed
Section 901 regulations. The Administration’s approach to the second problem—the
utilization of losses to lower U.S taxes—is directly contrary to the expressed goal of
the President to encourage oil and gas exploration in other parts of the world. The
lU.S. Council cannot, therefore, support the proposal as it applies to the utilization of

osses.

As to the tax-royalty problem, the Administration’s legislative proposal, with a
modification mentioned later, is a more effective, simpler mechanism for dealing
with the problem than are the regulations proposed under section 901. That is, some
of the countries in which oil is produced do impose very high rates of tax, some-
times far exceeding the 46 percent U.S. rate. Those countries are also in a position
to impose a royalty on the production of oil. The issue whether the tax imposed is in
reality a tax or a disguised royalty has been considered at various times for the last
25 years. There is no definitive answer, and the Treasury's proposed regulations
givelonly more specific guidelines for dealing with the problem—they do not provide
a solution.

Under the Administration’s legislative proposal, a credit for taxes paid to a
foreign country in connection with oil and gas extraction income will be limited to
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46 percent—the U.S. rate. Any taxes paid to a country in excess of 46 percent would
not be creditable. Taxpayers would not be permitted to average low rates of taxes on
oil and gas extraction income in some foreign countries with the high rates imposed
in other countries.

The U.S. Council would modify the Administration’s proposal to determine credit-
able taxes on oil and gas extraction income on a per-country basis in one respect. If
the general tax rate in country X—applicable to oil and non-oil companies alike—is
55 percent, or exceeds the U.S. rate of 46 percent, then 46 percent is not a fair
limitation to be applied to oil and gas extraction income. If a U.S. manufacturing
company operating in country X can qualify for a foreign tax credit (by means of
the overall limitation) for iaxes paid in excess of a 46 percent rate, the U.S. oil
company under these circumstances should be treated no differently. A difference in
treatment is a penalty against the oil company simply because it is an oil company.

The U.S. Council believes that if foreign taxes paid to a country with respect to oil
and gas extraction income are subject to a limitation, as just suggested, of the
greater of (1) 46 percent, or (2) the tax rate generally applicable in a country, then
there is no need to delve into the intricate question of whether the tax does contain
or does not contain elements of a royalty. The tax-royalty question can be simply
answered by providing in effect that a charge made by a country that contains
generally the elements of an income tax (except for the royalty issue) will be
considered creditable up to a rate of 46 percent (or the applicable general rate, if
greater) and non-creditable to the extent of the excess.

The proposed solution to the second problem perceived by the Administration—
the utilization of losses on oil and gas extraction income to reduce United States
tax—appears to run directly contrary to the Administration’s energy policy of
encouraging exploration and will tend to discourage oil and gas exploration in new
areas of the world.

The proposal affects the utilization of losses in two ways. First, the Administra-
tion has proposed applying the lower of the per-country or overall limitations to
determine the credit for taxes paid with respect to oil and gas extraction income.
Losses on oil and gas extraction activities are to be taken into account in computing
the overall limitation for this pur . Second, the Administration has proposed to
recapture the theoretical tax benefit that can be derived from matching losses from
one country against income from another country where the tax rate in the income
country is lower than the tax rate in the United States.

It must be pointed out that the proposals with respect to treatment of losses on oil
and gas extraction activities are more harsh than are applied under similar circum-
stances in any other industry. The worldwide operations of an oil company differ
from those of a manufacturing company to the extent that the oil company is
subject to foreign tax in situations where it would be proper for the foreign country
also to impose a royalty. Once that difference is dealt with, however, there should
be no differences in the United States tax treatment of oil companies as opposed to
cor:;é)anim in any other industry. Once the per-<country limitation or “cap” is ap-
plied to oil and gas extraction taxes, the oil company should be subject to the same
overall foreign tax credit limitation as in every other industry.

There are in fact good reasons at this time why oil companies should not be
subject to harsh rules in connection with losses. Oil and gas exploration is enor-
mously expensive and does generally produce heavy losses in the early years of new
exploration in a field. With the situation in the OPEC countries and the worldwide
shortage of oil and gas reserves, tax policy should not be changed in a direction that
tends to discharge the willingness to explore for new oil reserves and diversify our
sources of foreign oil.

Additionally, the Administration’s proposal to recapture the tax benefit from
losses creates a new, highly complex recapture system directed toward what appears
to us to be a minor problem hardly subject to tax abuse. We do not believe that the
tax benefit arising from losses is anything but an incidental benefit, nor do we
believe that taxpayers attempt to manipulate their foreign income and losses so as
to derive that benefit. This is an area where oil companies are being subjected to
more severe treatment than are companies in other industries.

There can further be no doubt but that the loss recaputre proposal has retroactive
effects, and should in no event apply to losses incurred prior to introduction of the
pro legislation.

e other features of the Administration’s proposal can be supported, as they
tend in the direction of treating oil companies similarly to taxpayers in other
industries. The concept of foreign oil related income separate and apart from oil and
gas extraction income has had limited usefulness and should be eliminated. The two
percentage-point limitation on carrybacks and carryforwards of excess extraction
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credits has not heen of major significance in light of the high tax rates imposed in
most oil producing countries.

In summary, the U.S. Council of the International Chamber of Commerce sup-
ports the concept that creditable foreign taxes paid with respect to oil and gas
extraction income be viewed on a per-country basis. This support is, however, based
on the correlative principle that elimination of the excess taxes on oil and gas
extraction income makes it unnecessary to have a complex set of rules to distin-
guish between taxes and royalties or other charges. Additionally, oil companies
should not be separated out for more stringent treatment—if the general income tax
of a country is, say 60 percent, the limitation on creditabie taxes paid with respect
to oil and gas extraction income should be 60 percent. We do oppose the administra-
tion’s proposals with regard to the utilization of foreign losses to reduce United
States taxes.

STATEMENT OF THE FINANCIAL EXECUTIVES INSTITUTE

My name is Robert T. Scott and I am Vice President, Taxation, Johnson &
Johnson. I appear today as chairman of the Subcommittee on International Tax-
ation of the Tax Committee of the Financial Executives Institute (“F.E.I”). F.E.L is
the professional association of more than 10,000 senior financial and administrative
officials in approximately 6,000 business organizations. These organizations repre-
sent a broad cross section of American national and international industry.

We appreciate the opportunity to summarize our views on the foreign tax credit
proposal currently before the Committee.

We believe that the changes proposed by the Treasury for further limiting the
recognition of foreign income taxes paid on foreign source income represents a move
in the wrong direction that may adversely affect the economic well-being of the
nation and establish an unsound precedent that could subsequently be applied to
American industry generally.

It is unfortunate that this hearing arises in such an emotionally charged atmos-
phere as exists in the United States today. It may be difficult for the Committee and
Congress to act with the same reasonable degree of care that Congress has exercised
in the past in dealing with fundamental tax principles and that is certainly nowv
warranted.

Moreover, it appears that legislative consideration of the credit at this time may
be premature. The Treasury has just released rather extensive and comprehensive
proposed changes in the manner in which it intends to view foreign taxes for tax
credit purposes in the future. The fact that the Treasury has set September 30 as
the date for receiving comments from the public on the proposed changes demon-
strates a need for time to carefully consider changes in this area.

Surely, if administrative changes in the interpretation of existing law require
extensive consideration, fundamental changes in the law itself are even more de-
serving of care and such should not be restricted to such a short time frame as
currently scheduled by the Committee. Further legislation, if any is required, might
better follow, rather than precede, the discussion of interpretation problems.

Present tax principles regarding foreign source income

The present U.S. system of taxation of multinational businesses has as its basic
principles:

Equal taxation of U.S. taxpayers having the same amount of income regardless of
its origin.

Tax neutrality as to making decisions whether to invest at home or abroad.

Under present law, the United States taxes the worldwide income of U.S. corpora-
tions and allows a credit for foreign income taxes paid against the corporation’s U.S.
income tax for foreign income taxes paid by it or paid by foreign subsidiaries on
income repatriated in the form of dividends. This credit system is based on the
principle that the country in which business activity is conducted has the primary
right to tax the income from that activity and the home country has a residual
right to tax such income, but only so long as double taxation does not result.

An alarming misunderstanding exists today with respect to the application of
these longstanding principles. These credit provisions are erroneously described, not
as a means for achieving tax neutrality but, as tax incentives or loopholes. Reacting
to this misunderstanding would have severe adverse consequences for the United
States economy.
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Maintain the foreign tax credit

F.E.L believes that the foreign tax credit should be maintained in its present form
to mitigate the inequities of double taxation and to permit U.S. business to compete
on an equal footing in foreign markets. Most other industrial nations, including the
United Kingdom, Germany, Canada and Japan, also use the credit system to avoid
double taxation of income. Other countries, such as France and The Netherlands,
avoid double taxation by exempting from home country tax all income from foreign
operations. Both systems follow the general principle of tax neutrality. No major
industrial country tax system provides for double taxation.

The United States eliminates double taxation by providing for a credit of foreign
tax against the U.S. tax on foreign source income. However, contrary to the miscon-
ception of some, foreign taxes cannot be credited against U.S. tax on income earned
in the United States. Under the United States system, the overall tax burden on
income received from foreign sources is the higher of the combined foreign income
and foreign withholding tax rates or the U.S. rate applied to such income.

Treasury proposal

The treasury has proposed among other things to allow taxes on foreign oil and
gas extraction income to be credited only against such income and to limit the
i:omput?tion of the foreign tax credit on foreign oil and gas extraction income to the
esser of:

The credit computed with respect to overall foreign oil and gas extraction income
(net of losses) or,

The credit computed with respect to such income calculated on a country by
country basis.

To apply the foreign tax credit limitation separately to specific types of income or
to apply it on a per country basis would represent undesirable, regressive steps from
the tax neutrality created under the overall limitation. These two changes would
reverse action proposed by Treasury and taken by Congress in 1976 requirin% all
taxpayers to compute the foreign tax credit limitation on an overall basis. That
action was in recognition of the fact that overseas business, including the securin
and_processing of raw materials and the transporting and marketing of the en
groduct may involve several countries and should be accounted for on a unitary

asis for United States foreign tax credit purposes.

Qverall limitation

The use of the overall limitation, as presently constituted, makes sense from a
l{nite}:i lStates tax policy standpoint and cannot be considered to provide a tax
“« wp 0 e"’

If several countries impose tax on income derived from international operations
and the combined rate exceeds the 46% U.S. statutory rate, we see no loophole in
the fact that one of the countries involved taxes its portion of such income at a rate
less than 46%. So long as the combined rate equals or exceeds 46%, which it must,
there is nothing that can reasonably be regarded as tax avoidance. The long stand-
ing U.S. tax policy of insuring that foreign income bears tax equivalent to the U.S.
rate is not frustrated.

Conclusion

Applying a “per country” limitation on the foreign tax credit selectively against
certain industries or certain types of income does not, in our view, represent sound
tax policy. Applying a “lesser of per country or overall” limitation appears to be
even more unsound, creating a situation where the taxpayer is always penalized. If
applied generally to all American business, the effect of the Treasury proposals
would be to create double taxation by reducing the effectiveness of the foreiﬁn tax
credit. This would increase the cost oly doing business abroad thereby making United
States corporations less able to compete ?faimt foreign owned companies in world
markets. This would adversely affect the United States balance of payments inflows
from foreign investment and therefore the United States economy in general and
the Uni States employment connected with foreign investment in particular.

Accordingly, F.E.I. resrectl‘ully urges this Committee to reject the asury’s
foreign tax credit proposals.

STATEMENT OF RoBERT D. Guy, oN BEBALF oF THE Tax CoOUNCIL

I am Robert Guy, assistant treasurer and director of taxes of the Coca-Cola Co. of
Atlanta, Ga. I alppreciabe this opportunity to present a brief statement on behalf of
The Tax Council.
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The Tax Council is a business supported organization concerned with broad as-
pects of federal tax policy as it affects the capital formation process and the market
system. It is a relatively small organization in total numbers but broad based in
terms of industry representation. The Coca-Cola Company is a member of The Tax
Council and I serve on its Board of Directors.

We think the issues under consideration at these hearings are very important, not
just for the petroleum industry, but to all business and especially all business with a
substantial stake in international markets. Coca-Cola operates in 135 countries and
thus, obviously, we have a great interest in any international tax policy matters.

The objectives of The Tax Council in this respect are two-fold: (1) an energ% policy
that encourages a more dependable supply for the domestic economy; and (2) a tax
policy that does not encumber the private sector’s ability to provide energy or
discriminate against international operations.

We have serious reservations that the “windfall” profits tax bill passed by the
House (HR 3919) serves either of these objectives. But we are certain that changes
g;oposedded in the foreign tax credit do not serve these objectives and should be

iscarded.

Windfall profits tax

In April the Carter Administration announced a Erogram of phased decontrol of
crude oil prices as the primary means of dealing with recurrent crude oil shortages.
The case for decontrol is very compelling. Most now agree that the entangled price
control mechanism, in place for the bulk of domestic production since 1971, has
been completely counterproductive—overstimulating oil consumption while discour-
aginf domestic production. Nobody knows how much additional production would
result from the restoration of full market pricing, but even a relatively small
addition to marginal supplies from the U.S. or non-OPEC foreign sources could
make a significant positive contribution to the overall energy supply situation.
Equally important, market pricing will encourage sound conservation measures and
increase the attractiveness of investment in alternative energy resources. In combi-
natioln. these developments will do much to blunt the effectiveness of the OPEC
cartel.

So we certainly would hope that the decontrol process will go forward and that,
despite continuing doubts of some, Congress will not place any obstacles in its path.

e political price of decontrol is a “windfall” profits tax on part of the additional
revenues generated. There is, of course, an element of 'windfall” in the form of
high inventory profits on older oil resources even with phased decontrol. Windfalls
attend many changes in public policy from the lowliest local zoning revision to
massive increases in property values derived from interstate highway and other
large scale construction projects. But generally such windfalls have not resulted in
the imposition of new taxes, none at the federal level anyway, and we find the basic
rationale for a windfall [l)roﬁts tax on oil awkward at best—particularly since the
real source of any windfall was the government-mandated artificial ceiling on prices
in the first place.

Since Con appears determined to enact some form of windfall profits tax,
there seems little point in extended discussion of its propriety. Still, in the interest
of helping secure more adequate supplies for industry and the economy and without
getting into technical detail, we offer the following specific observations on the
measure as it was adopted by the House:

1. The House bill imposes a 60 percent tax on marginal revenues from oil
roduction with the impact varying according to source and existing price control
evel for different classifications of oil. The revenue potential for such a tax is
enormous. Even if the OPEC cartel adopts a more conservative pricing polizy in the
future, it could reach $50 billion or more over the next five years. There is disagree-
ment as to what specific proportion of additional revenues the petroleum companies
will be allowed to retain under decontrol and after imposition of the tax, but it is
quite obvious that such stiff marginal excise tax significantly reduces the industry’s
cash flow available for additional domestic and international investment.

You are familiar with several studies indicating the huge capital requirements of
the petroleum industry merely to maintain present reserves let alone expand new
supplies. While many industrial sectors have made important strides in fuel conser-
vation, we simply cannot run the economy for now and the foreseeable future
without adequate petroleum supplies. Over the years the U.S. petroleum companies
have done a good job in providing these supplies. It just doesn’t make sense to
impose a very restrictive tax burden hurting the industry’s ability to invest and
produce because it has a bad press.

2. A windfall profits tax situation is by definition short term. As price-jumped
inventories are worked down during the decontrol period and as the costs for new
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exploration and development undoubtedly will keep rising quickly both here and
abroad, any windfall profits will diminish and eventually wash out. This is recog-
nized to some extent in the House bill which phases out the tax on the “tier”
classifications of domestic production. But the socalled “OPEC” tax—the excise on
marginal revenues above an arbitrary $16 per barrel—goes on indefinitely. Except
in the unlikely event that the OPEC countries actually reduce their prices relative
to general inflation, the U.S. producers would be denied the results of full market
pricing on a permanent basis.

3. The House bill does not make any provision for the disposition of the huge
revenues to be generated. The Administration has proposed an Energy Security
Fund to finance research and development of energy resource alternatives, mass
transit subsidies, and a limited income maintenance program for the poor. If there
is to be a windfall profits tax on production, we would agree that a significant part
of the proceeds would go into research and development and demonstration projects
for alternative energy sources. These could be critical for long term energy supplies
free of the OPEC shadow. But we are skeptical about creating another trust fund
with dedicated revenues. Such a device almost certainly guarantees the permanence
of the tax levy and at the same time weakens the incentive for imposing rigorous
cost-benefit analysis on the disposition of public subsidies. Admittedly, the regular
budget process may not have done much better in the past. But we are very leery of
the spectre of billions of dollars piling up in another trust fund with attendant
pressures to dis of the funds in politically attractive but not necessarily eco-
nomically sound ventures. At the very least, we urge the Senate to look at the
implications very carefully before committing itself to a trust fund concept.

The foreign tax credit

I will devote the remainder of this statement to proposals to change the foreign
tax credit as applied to the petroleum industry.

Assistant Secretary of the Treasury for Tax Policy, Donald Lubick, stated recently
that the Administration proposals were conceived to apply only to the petroleum
industry and they did not represent “an assault on the foreign tax credit generally.”
I am sure the Secretary is sincere in this statement but it does not relieve our grave
concern over the implications of the proposals for all business engaged in interna-
tional operations.

The record indicates that restrictive provisions aimed origina91’17y at the petroleum
industry have been extended across the board—specifically in 1975-76. In important
respects, the tax pro Is are an open invitation for Congress to jump back into
controversial areas of foreign source income taxation that we thought were settled,
at least for some time, by the major tax legislation last year. Furthermore, we do
not agree with the justification for the Administration’s proposals even applied
narrowly to the petroleum industry. They appear to be punitive and unrelated to
performance in providing the U.S. economy with additional energy.

This is not the occasion for a long discourse on our international investment
position or its tax treatment. I believe this Committee and Congress have been
made fully aware of the benefits to the U.S. domestic economy from our internation-
al stake abroad. ’l‘hrough the 1970’s, a number of authoritative studies were con-
ducted demonstrating the positive relationship between foreign source income, ex-
ports, and domestic production and employment.

I will not attempt to restate the results of these studies now but I would like to
emphasize once again the most critical factor of all—the important contribution of
foreign earnings to capital supplies for the domestic economy. The flow of repatriat-
ed earnings from direct investment abroad has consistently outpaced the transfer of
investment funds overseas. In the last four years, the surplus of repatriated earn-
ings over outflow of funds cumulated to over $25 billion. This has been a crucial
plus factor in our otherwise disappointing balance of payments position; and, just as
important, a crucial source of domestic capital investment. Not so incidentally a
number of major petroleum companies would not be able to maintain their U.S.
exploration and development programs without the contribution of earnings from
overseas production.

The foreign tax credit mechanism is vital in avoiding confiscatory double taxation
of these foreign earnings. Most all tax policy authorities, including those at the
Treasury, recognize the importance of the foreign tax credit structure. There does
seem to be increased awareness now, too, that the foreign tax credit does not in any
way reduce U.S. income tax on income earned in the U.S. It only serves to avoid
double taxation of foreifn source income.

But that unfortunately has not stopped attempts to erode the value of the forei
tax credit. In the current situation, with regard to the petroleum industry, the
Treasury has proposed: (1) not allowing foreign tax credit from extraction income to
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apply to allegedly lower taxed foreign shipping and refining income—thereby fur-
ther splintering the availability of the credit for different classes of income; (2)
recapture of the effect of taking an extraction loss in any country upon realization
of future income; and (3) limiting the foreign tax credit to the lesser of the ger
country or overall limitation. These changes generally would be effective for 1979
and afterwards but would apply retroactively with respect to recapture.

These are technical concepts and their interplay is difficult to trace. Also, there is
some disagreement as to the facts of the situation—as to how the credit is now used.
But the net effect of the proposals would be substantial additional tax at up to $800
million in 1980.

The Administration’s justification for their proposals is that the present system,
despite tightening in 1975 and 1976, still constitutes an incentive for foreign invest-
ment relative to domestic. It also assumes that to a significant extent the foreign
extraction income taxes against which credits are taken are not really creditable
taxes but royalties entitled only to a deduction. This has been aryued for decades
without resolution. The regulatory treatment, however, has gradually tightened
culminating in new proposed reuglations laying out more specifi: guidelines on
what qualifies as a creditable tax. Despite the thrust of the new regulations,
Treasury says it needs more legislative muscle as well.

The proposals raise important questions of economic effect in dealing with the
energy shortage, of equity and competitive position, and carry serious ramifications
for all multinational business abroad.

1. According to the Joint Committee on Taxation the existing loss rule on extrac-
tion income, which the Treasury attacks as a ‘loophole” in present treatment, is
designed to encourage exploration and development in countries where the compa-
nies “do not presently have significant production,” i.e., the non-OPEC countries.
Without the extraction loss rule, heavy expenses in developing non-OPEC oil re-
serves would reduce the companies’ net extraction income and reduce the allowable
foreign tax credit. This could discourage further investment in these areas. While
domestic sources of new oil certainly would be preferable to foreign sources, non-
OPEC foreign sources certainly would seem preferable to OPEC areas. In fact, it has
been argued forcefully by some that any increase supply anywhere in the non-OPEC
world will effectively diminish OPEC influence.

2. The proposed restrictions on U.S. based petroleum companies would not apply
to foreign petroleum companies which could obtain a significant competitive advan-
tage in serving other industrial countries and U.S. markets. Again, as distasteful as
our large bill for imported oil is, we have to rely on it in part for the foreseeable
future. Our dealings with foreign sources of oil and foreign-based national oil
companies, such as in Mexico and elsewhere, should be better served through
American-based enterprise regardless of its public image in times of energy short-

age.
3. The Administration claims its proposals conform to, and strengthen, Congres-
sional intent in the 1975-76 legislation. Certainly they would make the treatment
“tougher” if that were the only intent. But the new proposals hardly follow a
consistent path. In 1975, the option to use the per country limitation in computin,
the credit on foreign oil income was repealed putting all the multinational oi
companies on the overall limitation. In 1976, this treatment was extended to all
multinational companies. It was said that the overall limitation is the only fair way
to figure it. Now that the Administration proposes to apply the lesser of the two in
terms of tax savings, whipsawing the taxpayer whatever his loss or net income
abroad. Whereas through most of the postwar period it was deemed proper to use
either of the two methods to achieve the best result for the taxpayer, now precedent
would be set for mandating the worst result. The proposal for retroactive applica-
tion of the recapture rule seems most inequitable, too, and another unfortunate

precedent.
Stepping back from the specific tax policy questions, we might ask what really
woul accomplished by such changes in the foreign tex credit at this time. The

administration says that the present system discriminates against domestic invest-
ment. But it presents no evidence or analysis as to what the actual economic impact
would be with the credit restrictions or, considering the billions already invested
abroad in expectation of reasonably stable tax treatment, how this investment could
be rerouted for domestic pu?)oses.

In our view, restriction of the foreign tax credit in the manner proposed by the
Administration is ill-conceived. It doesn’t seem likely to have any positive effect on
our energy supply situation and it could have serious adverse repercussions for our
competitive position and entire investment stake abroad. We strongly urge this
Committee not to adopt the proposals.
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Senator TALMADGE. Next and our final witness today is Mr. John
J. Schmidt, president, Santa Fe Industries, accompanied by James
L. Burkhart, president, Santa Fe Natural Resources.

Mr. Schmidt, you may insert your statement in the record and
summarize it, please. Before you get started, I may have to leave. |
am late for a luncheon engagement.

I have seen a Eortion of your statement. Would you please tell
me exactly what heavy oil is?

Mr. Scamipr. Heavy oil in our experience is oil which has a
gravity point of 16° APIor lower. I say based on our experience,
which is extensive, going back to 1907. It takes heat to get it out of
the ground, at least in the State of California, and it takes consid-
erable application of heat, effort, and money to get it out of the
ground.

Senator TALMADGE. That is oil which is in the ground?

Mr. Scumipr. Yes. It is a viscous tar-like, molasses-like sub-
stance.

Senator TALMADGE. It requires a special effort to get it out of the
ground?

Mr. Scumipr. That is correct.

Senator TALMADGE. Thank you. I notice the distinguished former
chairman of the Ways and Means Committee accompanying you. I
think you probably have the most expert legal counsel in the
United States. I have often stated that Wilbur Mills is the most
able man I have ever seen in Government, Federal, State, or local.

Mr. Scumipt. Bob Casey who is accompanying me says if Wilbur
does not know it, he does.

Senator TALMADGE. You may proceed, sir.

STATEMENT OF JOHN J. SCHMIDT, PRESIDENT, SANTA FE
INDUSTRIES

Mr. Scumipr. I would like to start by emphasizing our long-term
and total commitment to the domestic energy field. I emphasize
domestic. Please be advised that.

One, we have been producing crude oil continuously since 1907;

Two, since 1973, 1974-78, despite a 5-year cumulative net income
of $192 million in Santa Fe Natural Resources, capital expendi-
tures for exploration and production development totaled $268 mil-
lion. The difference came from cash flow items such as depreciation
and not from drilling funds;

Three, approximately $100 million are allocated for 1979 for
these purposes;

Four, for the 1980-83 period, we were considering spending up to
$500 million for these purposes; and

Five, we expect to increase this budget in response to the Presi-
dent’s renewed call for energy self-sufficiency if market forces per-
mit.

Senator DoLE. Excuse me. As I understand from the material we
received after the speech, he recommends an exemption from the
windfall profit tax. Is that accurate?

Mr. ScuMipt. The President did not state what he meant by
heavy crude oil.

Senator DoLE. He talked about heavy oil but no definition. You
want to be certain you are within the definition?
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Mr. Scamipt. Yes.

I would like to emphasize that Santa Fe opposes the windfall
profit tax which in reality of course is an excise tax. This tax is
unjustified given the Nation’s need for increased oil production and
its escalating cost. The tax aggravates 6 years of chaotic and waste-
ful regulation of this industry, regulation which resulted in unreal-
istically low domestic oil prices, thus depressing domestic produc-
tion, while encouraging domestic consumption and subsidizing for-
eign crude oil importation through the entitlements program.

Knowing that Congress may feel compelled to enact an excise
tax, I suggest four provisions which will promote its announced
objective, energy self-sufficiency. :

First, Santa Fe endorses President Carter’s request for an exemp-
tion for heavy crude oil. Second, Santa Fe advocates a dollar-for-
dollar energy production credit against the excise tax liability for
qualified investment in domestic energy projects.

Third, we urge that qualified investment include investment in
domestic exploration and enhanced recovery operations. Fourth, all
oil made recoverable through enhanced recovery projects should
qualify for the lower tax burden the House bill places on newly
discovered oil.

Heavy crude oil represents a significant oil resource which has
not been fully developed in the past. It is viscous like heavy molas-
ses or tarlike and is difficult to produce because it flows slowly, if
at all, through its host reservoir.

Significant production of this oil in California depends on the
application of thermal recovery techniques which involve substan-
tial investment in steam generators, steam delivery systems, in-
creased well density and oil preparation facilities.

A thermal recovery project is costly to operate because we must
burn part of our production to keep the reservoir hot and the oil
flowing. Santa Fe produces 21,000 barrels per day of heavy crude
oil in California. More could be brought to market from presently
producing and undeveloped properties in California through addi-
tional enhanced recovery projects.

Present regulation and the proposed excise tax, however, render
investment in many of these projects economically unjustified. The
key to full production of such oii) is total decontrol of price and an
exemption from the tax.

Although President Carter did not define heavy crude oil, based
on our experience in California, oil having a gravity of 16° API or
less requires substantial heat, effort, and expense to produce. The
exemption therefore should cover such oil in order to promote its
optimum development.

If America is to realize the full benefit of its own reserves, this
tax cannot be allowed to create a massive disincentive to high risk
exploration and costly enhanced recovery operations. Enhanced
recovery operations are necessary to recover more than the 20 to
30 percent of oil in place which generally flows into a well under
natural forces. Therefore, Santa Fe urges the Congress to provide
for a credit against the excise tax for investments made in such
projects. The credit should be available to a producer on a commit-
ment basis; the producer should be able to d%.clare its intention to
expend the funds and defer payment of the tax for a realistic
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period during which the producer would carry out the commit-
ment. At the end of this period, which should be no shorter than 3
years, the producer should remit any deficiency in tax payment to
the United States. The essence of the credit should be its simplic-
ity; it would be available for all types of exploration and enhanced
recovery techniques including tried and true technology not just
for exotic or experimental techniques. Right now America needs to
encourage proven techniques which can bring known deposits of
crude oil to market rapidly.

Qualified investment should also be defined to encourage invest-
ment in all domestic energy projects. For example, if feasible,
Santa Fe would like to invest in a coal-fired steam project for the
Midway-Sunset Field in California in which coal would replace
crude oil as the fuel for the steam generators. We estimate that
millions of barrels a year of crude oil could be saved by this
project. We feel this kind of project should qualify for the energy
production credit because it would replace scarce domestic crude
oil with abundant coal.

Parenthetically, we burn 3,000 barrels a day of crude to produce
our crude now. I understand that Getty burns 30,000 barrels a day.
The figures for Santa Fe and I am sure for Getty are projected
upward to increase production. This is the type of thing we are
talking about.

I thank you for this opportunity. Mr. Burkhart and I will be glad
to answer any questions you have about our proposals or the
operations of Santa Fe and to work with you or your staff in
supplying any additional information. Thank you.

The CHAIRMAN. If we should decide to exempt tertiary recovery
and define tertiary in a way that it included most of these en-
hanced recovery methods, would that take care of your problem?

Mr. Scumipr. I think it would except I have not seen a definition
of tertiary that includes waterflood but this would take care of our
California problem and the heavy crude oil problem with one ex-
ception. We use thermal techniques. I think we have one water-
flood recovery project.

The C;{AIRMAN. Waterflooding is regarded as secondary recovery,
is it not?

Mr. Scumipr. That is correct.

The CHAIRMAN. Thank you. Senator Dole?

Senator DoLE. As I pointed out earlier, under the President’s
statement, he refers to heavy oil without definition. Maybe there
could be a suggestion by the chairman to broaden the definition of
tertiary and waterflooding.

Mr. Scumipr. I believe the less definitions we have, Senator, the
better off we will be.

Senator DoLE. We have new oil, heavy oil, old oil, new, new oil.

Mr. Scumipt. Being armed with counsel here reflects the com-
plexity of all this law. I am a little frightened of it myself as it
stands. If it gets any more complex we may have more lawyers
than witnesses.

Segator DoLE. Where is the principal base of Santa Fe Indus-
tries?

Mr. ScuMipt. Santa Fe Industries is based in Chicago. The corpo-
rate headquarters are located in Chicago. We are the owners of the
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Santa Fe Railway as you probably know and several other compa-
nies. Our operating oil companies are headquartered in Amarillo
and in Santa Fe Springs, Calif. Mr. Burkhart who heads the whole
operation is in Chicago.

Senator DoLE. How good is heavy oil for industrial use?

Mr. ScaMmipr. It is very good. It is very high in Btu. It is some-
what difficult to refine because it has to be coked generally. There
are many refineries in California set up specifically for it. We have
increased heavy oil production. We would have to have more so-
phisticated refining capacity added onto in the State of California.

The good thing about producing heavy oil is the process comes on
rather slowly. There is a lot of drilling and a lot of presteaming
and pilot work as they call it. The leadtime for getting refinery
capacity would be there. When you have good secondary recovery
projects in California, they go on for years. The Midway-Sunset
Field I believe has been producing for us for 70 years and we are
projecting 40 to 50 years more.

Senator DoLE. Are you in the synfuel business?

Mr. ScaMmipr. We are not in the synfuel business. I echo the
sentiments of many of the witnesses I have heard here this morn-
ing and the Senators’ comments. We do not think the manufactur-
er of any fuel should be subsidized when we have a better alterna-
tive available and at hand.

I have no objection to a reasonable sum being put aside for
research or for programs to get ready for the long distance future
as we have in space and many other things but I do not believe in
direct subsidy of a manufacture of a form of fuel which would cost
the American taxpayers many dollars.

Senator DoLE. Wilbur, is everything they said accurate?

Mr. MiLis. Yes, sir.

The CuairMAN. I am glad to see my dear friend, Wilbur Mills,
back in the committee room. It seems like old times sitting across
the table from Wilbur. I am pleased to see you also, Mr. Casey. We
appreciate your presentation. Thank you.

Mr. Scumipt. I appreciate the opportunity to express our views
and we thank you.

[The prepared statement of Mr. Schmidt follows:]

STATEMENT OF JOHN J. ScHMIDT, PRESIDENT, SANTA FE INDUSTRIES, INC.

SUMMARY OF PRINCIPAL POINTS OF TESTIMONY

Development of domestic energy resources is the only way to overcome the
problems of dependence on foreign crude oil.

A crude oil excise tax will burden development of vital domestic crude oil re-
sources.

Heavy crude oil, defined as crude oil with a gravity of 16° API or less, should be
exempt from the crude oil excise tax.

An energy production credit for qualified investments in domestic energy projects
should be available.

Qualified investment should include all expenditures on enhanced recovery pro-
jects for domestic crude oil.

Additional reserves created by enhanced recovery should be treated as newly
discovered crude oil.

Conservation of energy and the development of alternative energy sources should
be promoted by free market forces, not a crude oil excise tax.

Mr. Chairman and Members of the Committee, My name is John J. Schmidt, I am
President of Santa Fe Industries, Inc. (“Santa Fe). Santa Fe is a diversified trans-
portation and natural resources company. Through a subsidiary, Santa Fe Natural
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Resources, Inc., we engage in domestic oil and gas exploration and production. We
are classified in the petroleum industry as an independent domestic producer and
with an average daily production in 1930 of 44,700 barrels, we are representative of
medium-sized companies in the petroleum industry. I am accompanied today by Mr.
James L. Burkhart, President of Santa Fe Natural Resources, who will be able to
answer your questions about that company’s operations.

I am here to speak in opposition to the Windfall Profits Tax which passed the
House and to urge the inclusion of the following provisions in any crude oil excise
tax legislation in the event Congress chooses to enact this measure:

(1) An exemption from the application of the crude oil excise tax of all heavy
domestic crude oil with a gravity of 16° API or less;

(2) An energy production credit for qualified investment in domestic energy;

(3) A definition of qualified investment for the purposes of the energy production
credit which includes all enhanced recovery projects and all other expenditures
which make domestic energy available for use; and Myers No. 67336 Date 8/23/79 J.
49-945 F. 1710-1717 a945¢.041

(4) A definition of newly discovered crude oil which encompasses crude oil made
recoverable through investment in enhanced recovery projects.

We agree with President Carter that the level of this country’s current reliance
on foreign energy sources must be drastically reduced. There can be no doubt that
the existing price levels and shortages of petroleum products in the United States
and the inflation which they feed are exacerbated by our dependence on foreign
sources of oil beyond the control of this nation.

After all is said and done, the only way that this country can reduce its depen-
dence on foreign oil is to produce domestically enough oil and gas and other energy
to meet its needs. Therefore, increased domestic production of oil and gas and other
forms of energy must be encouraged and efforts must be made to conserve on
energy usage.

We oppose the crude oil excise tax because like the Department of Energy's
regulation of the price and allocation of crude oil, it does exactly the wrong thing—
it places a burden on domestic production. Instead of encouraging increased produc-
tion, it takes away the money needed for investment in producing properties in the
United States. Moreover, in our view, this tax is an unjustified attempt to blame
and punish domestic oil producers for the surge in the price of gasoline, the lines at
the gas stations, and inflation. The problem, however, is excessive reliance on
foreign crude oil and as a domestic producer, Santa Fe believes that it is properly
part of the solution, not the problem. Given the nation's need to J)rovide every
possible incentive to domestic producers to expand the production of domestic ener-
gy, the imposition of this punitive tax is unjustified and illogical.

The crude oil excise tox threatens to weaken the domestic crude oil industry by
siphoning off revenues from properties which are aénproaching the economic break-
even point and thereby forcing the premature abandonment of these properties and
their included reserves. The pro‘posed tax continues the regulatory bias of the past
six years against development of known crude oil deposits and will divert domestic
investment into riskier exploration efforts. It also creates a disincentive for any type
future investment in domestic crude oil production because many investors in the
petroleum industry may choose foreign opportunities which are not subject to the
crude oil excise tax rather than domestic opportunities which are. With the domes-
tic crude oil industry in critical need of capital a disincentive for investment in
domestic production would be extremely counterproductive.

This tax will amount to another burden on the domestic oil and gas industry
which has already been weakened by six years of stiﬂing, inefficient regulation. As
the chairman of this Committee stated on June 29, 1979, at the inception of crude
oil price and allocation regulations, 75% of the oil consumed in the United States
was produced domestically. Since the imposition of lation, domestic crude oil
production has dropped to 50% of our needs. Sante Fe has suffered a restriction of
operational flexibility as well as reduced revenues under these regulations and as a
result has been forced to forgo (1) investment in domestic refinery capacity which
we actively sought, (2) investment in enhanced recovery projects which would have
turned known crude oil deposits into recoverable reserves, and (3) investment in
domestic exploratory programs.

Although Santa Fe is opposed to all controls on domestic production whether in
the form of price and allocation regulations or a tax, we urge that heavy crude oil
with a gravity of 16° (API) or less be exempt from any crude oil excise tax. Earlier
this week President Carter announced that he is directing the Department of
Energy to decontrol heavy crude oil immediately and reoommending that heavy
crude oil be exempt from the crude oil excise tax. As a major independent producer
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of heavy crude oil in California, where many of the country's heavy crude oil
reserves are located, Santa Fe fully agrees with the President that the incentives of
price decontrol and exemption from the crude oil excise tax are needed to stimulate
full development of these heavy crude oil reserves.

Sante Fe's heavy crude oil reserves are highly viscous, almost tar-like crude oils
which must be heated in the ground to temperatures in the range of 250° Fahren-
heit in order to cause them to move to the wellbore to be pumped out. The primary
thermal recovery method in California is steaming either cyclic or continuous drive
which requires steam generators, steam injection equipment, weils drilled on close
sEacing. fuel, and labor. The life of a thermal recovery project for heavy crude oil is
characterized by substantial initial investment, progressive decline in production,
and progressive increase in operating costs as more and more fuel and labor are
required to produce a barrel of oil.

Because the price received for heavy California crude oil has been controlled, the
economic justification has not existed for investment in the equipment and facilities
necessary to develop and produce fully the potential of heavy crude oil properties.
As a case in point, we believe that the Midway-Sunset Field contains significant
heavy crude oil resources in the range of a billion barrels. An exemption from the
crude oil excise tax and price decontrol are necessary incentives to enhance the
economic feasibility of fully producing this heavy crude oil.

Incentives to froduce heavy oil are needed for heavy oil properties already being
produced as well as for those properties where production has yet to begin. At Santa
Fe's properties in the Midway-Sunset Field for example, when cyclic steaming
operations no longer can recover economic (iuantities of crude oil, a shift to steam
drive operations would require capital outlays on the order of $50 million and
substantially increased operating costs for fuel and project monitoring.

We agree with those who advocate defining heavy crude cil to mean crude oil
with a gravity of 16° (API) or less. This definition will assure that the incentive of
the tax exemption is available to those properties requiring thermal recovery appli-
cations. To fix the definition at any lower gravity would restrict the availability of
the incentive provided by the exemption, which is counter to the goal of encourage-
ment of as most domestic {)roduction as possible. A significant increase in heavy
crude oil production will only be assured if the incentive provided by the exemption
is made available to all properties which require thermal recovery techniques.

In addition to our suggestion of an exemption for heavy crude oil, we urge
Congress to include in any crude oil tax legislation an energy production credit for
qualified investments in domestic energy and a definition of newly discovered crude
oil which encompasses cruide oil made recoverable through investment in enhanced
recovery projects. The encrgy production credit would represent a dollar-for-dollar
credit ;fainst the crude oil excise tax for commitment to expend such funds for
qualified investment in domestic ene projects. The energy productions credit
would channel the investment of available cash into the development of domestic
ene resources. In effect, any amount set aside and committed to investment in
qualified energy products would reduce the crude oil excise tax otherwise payable to
the government. The amount so earmarked would have to be expended within a
reasonable period of time but that period should not be less than three years. If the
amount of the credit was not properly expended within the required period, the
deficiency would be repayable to the government.

Since the crude oil price rise in 1973, Santa Fe Natural Resources’ net income has
amounted to $191.8 million while for the same five year period (1974-1978) capital
expenditures for exploration and production development have totaled $267.6 mil-
lion. As you can see, we have expended $75.8 million more this period than reported
net income. This difference was made up from cash flow items such as depreciation,
deferred income tax, and some borrowings. Moreover, we are planning to increase
our capital expenditures in exploration and production development. For 1979,
approximately $100 million are allocated for exploration and production develop-
ment; and for the four year period 1980 to 1983, as much as $500 million have been
considered for exploration and production development before President Carter
announced his program of decontrol of domestic crude oil prices. We expect to
increase this budget in response to the President’'s program.

However, Santa Fe's investment in exploratory and enhanced recovery projects is
principally dependent upon internally generated cash flow. Thus, imposition of a
crude oil excise tax without provision for an energy production credit will reduce
the amount that can be added to our exploratory and enhanced recovery budget. It
is a fact of life that Santa Fe, like any other company, budgets for such projects
those funds remaining after provision for fixed and variable costs, including taxes,
are provided for. Thus, a crude oil excise tax with no energy production credit will
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result in a reduction in funds available for investment in exploration and enhanced
recovery projects. Applying the tax as passed by the House, Santa Fe estimates that
for the four years of 1980 through 1983 it would pay a crude oil excise tax of at least
$70 million. We urge this Committee to provide an energy production credit which
would permit us to earmark these funds fo: investment in areas designated as
qualified investments. Santa Fe has several projects to increase domestic production
on which it could beneficially use an energy production credit. If the Committee
feels some limitation on the amount of energy production credit than can be taken
in any one year is necessary or desirable, we would not oppose a reasonable upper
limit on the amount such as $100 million in any taxable year.

In the interest of maximizing the incentive for the recovery of the United States
crude oil resources this Committee should provide that all investment in enhanced
recovery projects will be qualified investment for earning the energy production
credit. The best available knowledge about the domestic situation in crude oil
reserves indicates that the likelihood of locating many new major fields in the
United States is relatively low. The greater hope for American crude oil production
is intensive development of known crude oil accumulations because a very large
percentage of crude oil, perhaps as much as 80 percent, will remain in the ground
after the dissipation of the natural energy which would force it to the wellbore. The
secret of bringing forth this crude oil which would otherwise remain in the ground
is the application of enhanced recovery techniques.

Santa Fe claims expertise in the field of enhanced recovery, and ample evidence
supports this claim. Currently we produce over 80 percent of our crude oil by the
application of enhanced recovery techniques. For example, in May of 1979, 21,000
barrels per day came from the Midway-Sunset Field in California which has been in
production for over 70 years but which has the potential for yielding another billion
barrels if proper enhanced recovery operations are undertaken. In 1977 Santa Fe
acquired the oil and gas properties of Westates Petroleum Company for approxi-
mately $70 million for the express purpose of putting our expertise with enhanced
recovery techniques to work in the development of these domestic resources. To date
we have spent over $12 million more on these properties and raised their output by
500 barrels per day or 20 percent. Overall, for the 10 year period 1969 through 1978,
Santa Fe has produced and added to proved reserves 250 million barrels of crude oil,
over 80 percent of which would not have been made available without enhanced
recovery techniques.

Enhanced recovery projects require substantial expenditures at the outset and
throughout their lives. Initially, in addition to traditional field development costs,
investment must be made in injection wells, steam drive or other equipment and
facilities and technology. As the property becomes further depleted additional in-
vestment is needed and operating costs per unit of production increase. The analogy
of wringing oil out of the ground is very apt with regard to enhanced recovery; the
producer must expend tremendous amounts of his efforts and his money to get out
the last increments of production from a known crude oil accumulation. The crude
oil excise tax proposal will have the unavoidable effect of reducing the number of
enhanced recovery projects Santa Fe may undertake or maintain because it will tax
away revenues which Santa Fe critically needs for enhanced recovery projects.
Right now, Santa Fe is contemplating numerous enhanced recovery projects in the
State of California which have the potential for bringing on production reserves of
several million barrels of crude oil. In particular, we have recently obtained a
permit which will allow us to proceed with a proposed project to develop a deposit of
ultra-heavy crude oil near Oxnard, California, which could yield about 20 million
barrels. If Santa Fe runs out of internally generated funds for these projects, and
internally generated funds are Santa Fe's only source of funds for these pre:acts,
then many of them simply will not be undertaken and the nation will lose whatever
production they could have yielded. As a case in point, Santa Fe is the operator of
an enhanced recovery operation in the City of Torrance, California. At least 2.5
million barrels of crude oil exist underneath this property but to get them out
requires a substantial investment by Santa Fe and its partners. Up to now the
controlled price of oil has been insufficient to generate the funds neeced to invest in
the enhanced recovery operations needed for this property. If the funds from the
sale of crude oil at market prices were available, the project would be more feasible.
However, if the crude oil excise tax takes over half of these increased revenues
away from Santa Fe and its partners, then the property could of necessity be shut
in and over 2.5 million barrels of crude oil will remain in the ground and out of the
hands of American consumers. Santa Fe does not want to leave this crude oil in the
ground, but it cannot justify the investment or the continuing level expenses needed
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to extract it in the face of price controls followed by a heavy excise tax such as that
pro by the House of Representatives.

ot only do enhanced recovery projects save crude oil that would otherwise be
unrecovered, they also permit the more rapid development of crude oil deposits
within conservative development practices. As President Carter’s recent commit-
ment to sole reliance on domestic energy sources for all future energy increments
emphasizes, there is a need for immediate mobilization of America’s productive
resources for crude oil. Enhanced recovery operations will speed the delivery of
America’s crude oil resources to the American marketplace and in many cases such
as those with which Santa Fe is familiar in California will make available these
resources at a rate several times greater than under grimary production.

By providing for an energy production credit which must be invested in qualified
energy projects, Congress can avoid stifling the vital investment needed in enhanced
recovery operations for domestic crude oil and ensure that investments are made
which will increase our domestic resources. Any funds earmarked for expenditure
on enhanced recovery operations should qualify for the credit. This tax credit will
give domestic producers an incentive to develop their properties by enhanced recov-
ery techniques and to continue in operation those enhanced recovery projects which
are now underway. The energy production credit provision, I should add, should be
simple and should not include any elaborate qualification of a project with some
bureaucratic agency and, above all, should not apply, as the House bill does, only to
projects deemed “uneconomic.” Part of the simplicity that I urged would be a
definition of enhanced recovery as meaning any process applied for the recovery of
crude oil in which substances or energy are injected into a reservoir to supplement
or augment the energy required to move the crude oil through the reservoir. A
worthwhile enhanced recovery project does not have to be exotic, nor does it have to
employ an experimental technique. On the contrary, what the country needs now is
the application of proven enhanced recovery techniques such as waterflooding,
cyclic steam injection, steam drive, and gas reinjection, to stimulate the recovery of
the known crude oil accumulations in the United States.

By providing an incentive for investment in enhanced recovery projects Congress
will be encouraging the deployment of the skills of American producers for the most
complete recovery of our dumestic crude oil resources.

In addition to providing an energy product credit for all investments in enhanced
recovery projects qualified investment should be broadly defined to include expendi-
tures for the development of alternative domestic energy resources such as research
in the gasification and liquefaction of coal, the mining of coal, research and develop-
ment of shale oil, the exploration and development of geothermal resources, and the
construction or modernization of domestic refining capacity. Qualified investment
should also include investment in projects which have the effect of saving oil and
making it available for other uses. For example, Santa Fe is studying a proposal
which would substitute coal for millions of barrels of crude oil now being burned
each year in steam generators in California. Santa Fe and most other operators
burn crude oil to produce steam to be injected in the oil properties in conjunction
with enhanced reeover{oo rations. Under the pro , coal would be burned in a
facility which produce both steam and electricity. The steam would be piped to the
oil fro rties replacing the steam generators and saving the crude oil used as fuel.
In 1975 in Kern County alone the amount of crude oil burned by all producers to
generate steam exceeded 12,000,000 barrels. This crude oil would be freed for the
uses for which coal is not a ready substitute for crude oil. The project as proposed
would require the investment of hundreds of millions of dollars. If that investment
qualified for an energy production credit, the feasibility of the project would be
enhanced because the feasibility depends upon the amount Santa Fe can realize
;‘mrln the sale of the crude oil made available by the substitution cf coal as generator

uel.

Just as the crude oil excise tax should allow an incentive for investment in the
development of known domestic crude oil deposits, it should also contain provisions
to encourage additions to domestic crude oil reserves. In recognition of this princi-
ple, the House placed a less onerous crude oil excise tax burden on newly discovered
domestic crude oil. Although Santa Fe feels that the crude oil excise tax should not
apply in any way to newly discovered crude oil, we certainly agree with giving relief
from the crude oil excise tax for finding new deposits of crude oil thereby adding to
domestic resources and relieving our dependence on foreign sources. For the same
reason, the definition of what constitutes newly discovered domestic crude oil should
be broad encugh to encompass oil made recoverable by enhanced recovery tech-
niques. Whether crude oil in the ground is considered a reserve depends mainly on
economic factors; that is, if the cost of recovery including a reasonable return on the
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capital invested exceeds the price of crude oil, the deposit will not be considered a
recoverable reserve and will not be produced. The costs of enhanced recovery
projects are substantial but the benefits of those costs in terms of domestic crude oil
reserves can be dramatic. For example, when Santa Fe began a program of en-
hanced recovery projects in 1964 it had total reserves of 43 million barrels. As a
result of that program we have not only been able to produce for 15 years but we
have increased our reserves to 131 million barrels. The increase attributable to
enhanced recovery alone is the equivalent of a significant oil field. We believe that
the producer which makes crude oil available through investment in enhanced
recovery projects should be entitled to the same economic rewards as a producer
which discovers a deposit of crude oil. Therefore, in addition to a provision for an
energy production credit, we urge the amendment of the House bill to treat crude
oil, except heavy crude oil, produced from expanded reserves through enhanced
recovery projects as newly discovered crude oil to be taxed to a lesser degree and for
a finite period only.

Almost without regard for the effects on the production of domestic crude oil, the
crude oil excise tax appeals to many persons as a way of funding research in, and
manufacture of, what are loosely categorized as synthetic fuels. The issue of syn-
thetic fuels has been distorted to the detriment of domestic crude oil producers. A
wnthetic fuel is nothing more or less than a different form of refinery feedstock.

hether the synthetic fuel comes from the liquefaction of coal or the extraction of
hydrocarbon molecules from oil shale, the end product is a substance which can be
fed into the existing energy supply chain in place of crude oil. We favor research
leading to the perfection of grocesses for the production of synthetic when they
become economically feasible but we do not support the subsidization of the manu-
facture of synthetic fuels with crude oil revenues. Santa Fe sees little reason to
sacrifice production of naturally-occurring domestic crude oil for uneconomic accel-
eration of the manufacture of synthetic fuels. Quite simply, it is a fundamental rule
of life that you do not overlook your first choice to pursue your second choice. If the
revenues ofy domestic crude oil producers are diverted to synthetic fuels manufac-
ture, we will be pursuing the second choice and the money that could have gone for
the development of the first choice, naturally-occurring crude oil reserves, will no
longer be available.

Santa Fe is not currently involved in the synthetic fuels industry and cannot
provide this Committee with specific data about the processes involved in their
manufacture. I can, however, remind you that the manufacture of synthetic fuels
will take energy, much of which during the early stage of development will come
from natural crude oil. Prior to producing a single drop of synthetic fuel, machinery
and installations will have to be built and operated, activities which will devour
substantial amounts of petroleum products. The net effect will be increased de-
mands for natural crude oil at a time when funds for replenishing these supplies of
natural crude oil are being diverted. Substantial amounts of time are necessary to
bring a synthetic fuels project into commercial production so the period of net drain
upon the nation’s natural crude oil supplies will be a lengthy one. Moreover, once a
synthetic fuel rlant begins operation, it consumes a great amount of the energy it
produces simp Ji:hin its operation; efficiency measured as net output of energy is
relatively low. Therefore, over the long term, we very well may expend more of our
energy on the development of synthetic fuels than we would have spent had we
concentrated on traditional sources of crude oil and the direct use of naturally-
occurring fuel supplies.

Traditional sources of domestic crude oil are finite and dwindling, and economic
forces will mandate that the crude oil of the future will probably come from
alternative sources. There is no need to forsake traditional crude oil sources now by
a massive government program of diversion of funds away from development of the
traditional sources. The market place will divert resources to the manufacture of
synthetic fuels when they become economically feasible. As natural sources of crude
oil continue to dwindle, alternative sources will become more attractive and will be
brought into production at a pace necessary to meet overall market demand. By

rmitting economic factors in the market place to dictate the time of development,

ull exploitation of natural crude oil supplies would occur, the changeover to alter-
native sources would be gradual and orderly, and a massive Federal bureaucracy to
effect the changeover would be avoided. In summary, Santa Fe believes that the
market is an efficient allocator of resources and would allocate resources to the
production of synthetic fuels on a more rational basis than would a forced program
of government investment at the expense of known domestic crude oil deposits.

The suggestions Santa Fe has offered in this testimony for provisions in the crude

oil excise tax should not be construed by this Committee as an acceptance by Santa
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Fe of the concept of an excise tax on domestic crude oil. The tax amounts to
additional tampering on the part of the government with the operation of the free
market for energy resources and quite possibly represents an overreaction to the
shortages of petroleum products which we now are experiencing. The last period of
acute shortages, the winter of 1973-74, produced another experiment in government
tampering with the free market for petroleum. At the time the tampering took the
form of the Emergency Petroleum Allocation Act and the regulations promulgated
under that Act. Since that time the country and domestic crude oil industry in
particular have suffered under those regulations and numerous people both in and
out of government have highlighted the deficiencies of that governmental interven-
tion. Those deficiencies are in very large part a cause of our present problems.
When the government artificially depressed the price of domestic crude oil, it
provided an immediate disincentive which limited investment in the production of
domestic crude oil, while simultaneously encouraging demand for petroleum prod-
ucts in the United States through depressed prices. The regulatory program then
compounded the problem by subsidizing foreign crude through the entitlements
program. By not permitting free market forces which would have priced domestic .
crude oil at its true economic worth to work, Americans were not encouraged to
change their habits of energy consumé)tion and as a result the country became
dependent upon foreign sources of crude oil. To avoid a repetition of the illogical
and counterproductive regulatory environment that has existed for the past six
years, further tampering with the free market for petroleum should be avoided and
no further unnatural burdens should be placed on that market in the form of a
crude oil excise tax. We have already wasted six years in avoiding a true lasting
solution to our energy problems. Congress should not through the imposition of this
crude oil excise tax delay further the establishment of a realistic national energy
policy predicated on meeting our energy needs through the utilization of our own
resources.

Santa Fe also encourages this Committee to let market forces achieve the benefits
of conservation which are also an important part of the nation's move away from
dependence on foreign crude oil. Conservation of petroleum will be encouraged by
the economic force of higher prices for domestic crude oil which will result from
decontrol. Indeed, conservation by economic force is preferable to governmental fiat
or penalty. Price, however, is not the only economic force at work with large users
of petroleum and natural gas. Such large users are also concerned about the
security of their investment in the plant and equipment needed in any change-over
of fuel. To encourage large users away from petroleum and natural gas, the govern-
mentally imposed uncertainties and time lags surrounding alternative fuels must be
removed. In addition, incentives such as tax credits, should be made available to
encourage the investment in plant and equipment necessary to switch from petro-
leum and natural gas to alternative fuels sucg as coal or uranium,

In sum, we oppose the Windfall Profits Tax because it will not lead to the
production of one additional barrel of domestic crude oil. In fact, the tax will burden
domestic production and create an incentive for foreign investment. However, if a
tax is passed, at a minimum it should provide an exemption for heavy oil (16°
sravity (AP]) or less), an energy production credit for qualified projects as well as a

efinition of newly discovered domestic crude oil which encompasses oil produced by
enhanced recovery means. By enacting these measures, Congress can feel confident
that it has provided realistic incentives for increased domestic production.

Thank you for your kind attention. Mr. Burkhart and I would be pleased to
answer any of your questions concerning my testimony or our company.

The CHalIRMAN. We will adjourn until 2:30 p.m. this afternoon.

{The committee adjourned at 1:20 p.m. to reconvene this same
day at 2:30 p.m. at the call of the Chair.]

AFTERNOON SESSION

Senator BoreN. We will proceed with the hearing. There may be
other members of the committee, some others have indicated they
will be with us at that time, but I think we should go ahead and
commence.

This is a continuation of the public hearing of the Finance Com-
mittee on H.R. 3919: the crude oil excise tax. And the first witness
that we will hear from at this time is Mr. Robert A. Hefner, Jr., of
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the Hefner Co. and we will be operating under a 10-minute limita-
tion for the benefit of all the witnesses. There are lights here at
the front. The yellow light will come on when you have about 1
minute left and then if you can try to summarize, and the red light
will then come on and will indicate that time has expired. We will
try to accommodate you. We don’t expect you to finish in midsen-
tence. But this will help us so we can proceed to hear all the
witnesses this afternoon.

The Chair would tell you how happy we are to have you
here and we are delighted to have this opportunity to hear
your testimony.

STATEMENT OF ROBERT A. HEFNER, JR., HEFNER CO.

Mr. HErNER. Thank you, Mr. Chairman.

I am most happy to be here. I want to thank you and the
committee for the opportunity to be heard on behalf of the public. I
am particularly happy you have a light here because, as I said, I
ran hurriedly through what I was going to say last night and I was
appalled to find out I used up 40 minutes. I spent all the time on
the plane coming up to see if I couldn’t boil it down and at least

et something for you to consider that might in some way be
helpful to the committee for the problem in the short time we
ave.

My name is Robert A. Hefner, Jr., of Oklahma City, Okla. I do
not represent any lobby groug, organization, corporation, or any
other association. And I am happy that I am here simply as a
citizen and a taxpayer and I hope my status under the current
problems we have, I think they reflect the status of thousands
upon thousands of the citizens of this country and their well-being.
Their well-being might be the same as mine as a citizen and
taxpayer. I am a rancher, a landowner, a mineral owner, a royalty
owner, and I am an independent producer in a small way.

In commenting on the tax before the committee today, perhaps I
should give you some background of my family history. It just
happens to exactly equal the timespan of the energy age of the
United States. When the first Lucas well at Spindletop near Beau-
mont, Tex., came in at 10:30 in the morning on January 10, 1901,
my father, a lawyer just graduated from Texas University at Aus-
tin, decided that Beaumont was where he would make his home.
He went there and joined forces with men like Pattillo Higgins, the
Hamill Brothers, Captain O’Brien, Captain Lucas, and those origi-
nal rugged independent operators who got that well down-in spite
of untold difficulties, and despite the opinion of the 1-barrel-a-da
Pennsylvania oil group and in spite of the U.S. Geological Survey's
bulletin to the effect that there will never be a barrel of oil discov-
ered in Texas, which goes to show that we can all make a mistake.
And I might even point out that some of the Senators who feel
they represent a nonproductive State may be in error.

As far as that is concerned, who would have thought only a few
years ago of Alaska as being a great producing State and important
in our energy age as such. So, we can’t tell what might happen.

I tried to follow in my father’s footsteps. Although I hate to say
it, I was born just 6 years after that No. 1 Lucas well came in at
Spindletop near Beaumont in 1901. It was a real gusher, flowing
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wild over the derrick at an estimated 100,000 barrels a day. And
that is when our energy age was born. It is my hope that I will not
live so long as to see the end of our energy age.

My son, following me, has been for 19 years a pioneer in the deep
Anadarko Basin of western Oklahoma and the Texas Panhandle.
And my two grandchildren, his sons, Charles Hefner and Robert
Hefner IV, are a combination of oil field workers and geological
students at Oklahoma University. So four generations of our family
have been closely connected with or actually involved in the pro-
duction of oil in the United States, and it is from this background
that I attempt to speak today. I make no claim to being an econo-
mist or geologist or an engineer. But all my life I have been, as I
said, in addition to being a landowner, I have been an independent
oil producer.

I may have said that as such, I feel my status and the effect of
the current tax laws on me will be very similar to the effect upon
thousands and thousands and maybe even millions of landowners
in this country.

___1 would first like to point out a fact which I assume the commit-
tee is thoroughly familiar with and that is the public image of the
tax being considered today. I have listened carefully to the national
broadcasts, several of them, and I would like to quote what the
public has been told as close as I can make it, as to the tax we are
considering today. They have been told and they believe that it is a
windfall profits tax to be levied on excessive, unearned profits
accruing to oil companies as the result of decontrol of the price of
crude oil. A tax to prevent a ripoff of the consumer to the tune of
billions of dollars. I believe this committee knows that there is not
one word in this bit of fiction that could possibly apply to the tax
we are talking about today. In the first place, the tax has no
relation to profit. It is a strict excise tax based on a barrel of crude
oil. I pay the tax whether I am losing $1 million or whether I am
making it. I still pay the tax.

In the second place, I say the tax, the revenue on that barrel of
crude oil is well earned. In my case, the reserves which we have
are the results of two generation of effort on our part to develop
this barrel of crude oil. And I feel any fair-minded man would say
we have earned the right to it.

Now, that brown light means I am half through?

Senator BoreN. It means you are supposed to have about 1
minute.

Mr. HErNER—] am just getting started.

Senator BoreN. Go ahead. Continue.

Mr. HEFNER. As far as oil companies, as concerns the tax on oil
companies, the public thinks of them as multiheaded monsters, the
multinational monsters awaiting to rip off the public and to chew
up the profits. When in fact they are simply an organization of
businessmen and stockholders much like you and me.

As to the actual tax which I pay under current income tax law, I
had Authur Young examine my tax status for the year 1978, and I
find I pay under current tax laws 62% percent of my gross rev-
enues from oil and gas.

May I continue?

Senator BoRreN. Yes, continue,
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Mr. HerFNER. This gross revenue is made up, of course, by practi-
cally all of my income being in the 70 percent bracket for Federal
income taxes. In addition to this there is the state excise tax which
runs from 7 percent in Oklahoma to 12%2 percent in Louisiana.
Most of my production is in Oklahoma, Louisiana, and Texas. We
pay ad valorem taxes in these three States on our property. We
pay an ad valorem tax on the value of producing minerals in
Texas. In one instance there are as many as four separate taxing
entities paid on the same barrel of crude oil.

In any event, due to the time limit, all I can say is under current
tax laws it is 62% percent of my gross. If an additional 60 percent
excise tax is added to this as is currently being considered on every
barrel of crude oil, my auditors tell me I will pay 80 percent of my
gross revenues in taxation. I do not mean a rate on my profits, but
60 percent of my gross revenue before I can buy lunch or pay my
secretary, much less think of generating a fund for use in the
search for new reserves.

I have some specific production that I would like to call to the
attention of the committee, if I may have time, that shows the
inequity of the current price control, which is followed and directly
linked to the inequities of the tax which will occur when we have
decontrol. I refer to the Tatums unit, in Carter County, Okla., a
secondary recovery unit. I drilled 14 wells in that pool some 30
years ago. They were fine wells. They all produced 300 to 500
barrels a day. They are producing today. Can you believe it, they
average 19 barrels per day per well today. This was because I went
to the expense of going into the risky and expensive course of
joining a secondary recovery unit for that oil, and I am being paid
$5.40 a barrel, which is some one-fourth of its actual value and is
less than one-fourth of its cost of replacement. Mobil has just
posted a current price for uncontrolled oil or for stripper well oil of
$22.62 for the same kind and quality of oil. [See correction letter of
July 24, 1979, to Mr. Michael Stern—copy attached.]

If T had a $17 per barrel increase, this excise tax would take 60
percent of that and I would receive $6.80 a barrel for the increase.

- And the Government would take, the Federal Government under

the excise tax would take $10.20 a barrel. . )

So the windfall runs to the Federal Government if there is a
windfall. -

The inequity of the price control, that is my reward for having
produced all of this oil—this one pool I am discussing, the Tatums
pool is a good example. It for more than 30 years supplied energy
to this Nation. Now, it is for my benefit, yes, but also it goes to
supply a vital necessity of the Nation and its standard of living.
And what is my reward? On the one hand, I am paid something
like one-fourth of what I would have gotten if I had let my wells go
and be strippers instead of getting into a secondary unit and less
than one-fourth of the price of the true value of that oil. And that
is my reward. And if we have decontrol, the same thing happens.
The Federal Government might give me decontol on the one hand,
but they take away the benefits on the other at times when we
must have this value of oil if we are to be able to supply the vitally
needed crude oil reserve and go out and search and find them to
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serve this Nation’s needs during the interim period while we are
trying to develop synthetic fuels, which will take 10 years.

Senator, I am going to continue on until you stop me. ]

Senator BoreN. Why don’t you continue for 5 minutes and then
we will have to let the others have an o%portunity.

Mr. HEFNER. I think the Anadarko Basin where my son is in-
volved is a perfect example of what can happen when you do have
decontrol. He drilled his No. 1 Green well. He completed at total
depth of some 22,000 feet and it cost him $6%2 million. The Federal
Power Commission gave him a price of 35 cents per thousand for
his gas and it has now produced 9 billion cubic feet of gas, and is
only one-fourth paid out. He will never recover his investment in
this fine well, which was a bonanza from an energy standpoint, but’
a catastrophe from a financial standpoint. As a result, there was
little or no drilling activity in the basin.

Now, the Congress in its wisdom has decontrolled deep gas—
below 15,000 feet—as of November of this year. And the companies
are currently spending in the area of §1 billion per year in that
basin for development of these deep costly reserves.

Incidentally, 120 wells are currently drilling in that basin: 110 by
independents and 10 by major oil companies, which I think clearly
shows that independents still maintain their historical average of
finding some 90 percent of the new reserves in the lower 48 States.
And I know I must conclude, but I would like to say that the
royalty owner has nothing to sell but a barrel of crude oil. There is
no way you can pass anything on to the public. The same is true of
the independent operator. The major integrated oil company has
centers of profit in transportation, in refining, in marketing, and I
think—and rightfully so—that they will pass any added burdens on
to the public. But the small independent producer and royalty
owner and mineral owner bears the brunt of the tax. We are
mainly mineral owners—but throughout the years we have invest-
ed every cent we could get in new search for reserves.

So I would say that I don’t know how I can stay in business and
pay 80 percent of my gross income in taxes. I think the tax will put
me out of business much less leave me where I can search for new
reserves.

Senator BoreN. Well, I want to thank you for your testimony. I
want to follow up on what you said about it, Tatum’s field in this
example you have given us for the record.

Mr. HEFNER. I think those things can be checked.

Senator BoreN. One of the things that has concerned me, and I
read the figures from the congressional Office of Technology As-
sessment recently and they have indicated that we know that we
have 289 billion barrels of oil still in the ground if we had the
technological ability to recover it all through enhanced recovery;
that there is 289 billion barrels still there that is potentially recov-
erable in the existing fields. And the same report also estimated, I
think conservatively, that at $30 a barrel or less, somewhere
around 50 billion barrels is recoverable and now with the state of
art we have right now. I think that is probably a very conservative
estimate of what is recoverable.

I said in the hearing this morning it is hard for me to figure
out—we have seen estimates that an exemption from the tax on
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stripper oil and an exemption on enhanced recovery projects or
tertiary projects could yield probably another 2% million barrels of
production a day before 1980, and the cost in terms of the lost
revenue would be somewhere around $10 billion or something like
that. On the other hand, the President is proposing that we collect
$140 billion, and bring it to Washington, have a bureaucracy give it

“back to some of the producers with the hope that by 1990 we will
be able to produce 2% million barrels a day additional production
through synthetic fuels.

It seems to me as far as the taxpayers and the consumers of the
country are concerned, that is an awfully poor bargain to pay well
over $100 billion for the same amount of production we could
through $10 billion in tax incentives to get that same amount of
production in half the time at one-tenth the cost. And listening to
your experience in Tatum field, as I understand it, because you
went in and spent the money for enhanced recovery and you in-
creased the production of the wells so they were no longer 10
barrel wells or less, they went above that mark so you no longer
got the stripper price—

Mr. HerNER. Never did get it. We have maintained the produc-
tion about that level. And I neglected to say, Senator, that in that
same field, Shovel-tum, producing from the same formation, there
are a lot of stripper wells getting $22.62 for the same oil. .

Senator BoreN. So if you had not spent that money on your 14
wells in order to get that production, you would be getting—say
you had 10 barrels per well instead of 19 and were getting 4 times
the price—you would be making twice as much more because of
present government policy to produce half as much oil for the
American people; isn’t that right?

Mr. HEFNER. I thought that was a good example to bring up.

Senator BoreN. I think it is an excellent example and shows
exactly what happens when the Government helps private enter-
prise solve the energy crisis.

What would you think about the possibility, in order to encour-
age people to go ahead with enhanced recovery projects, of consid-
ering exempting from any kind of increased tax additional oil that
could be gained from producing from enhanced recovery projects?
Do you think that would be a significant incentive in terms of the
development of these projects?

Mr. HEFNER. 1 find it would be significant. It is something I
didn't have time to say because I was rushing so. I don’t want to
appear stupid. I have been an oil man all my life. And as far as I
am concerned, there is not a bit of difference between secondary
recovery and tertiary recovery. I have enhanced recovery going on
in my land at “Wildcat Jim.” They call it a fire flood—classed as
tertiary, I think. I have it going on in one south, three west, in the
same county, and they call it secondary. But for my book any kind
of enhanced recovery is going to cost lots of money. It is going to be
risky like drilling a new wildcat as to whether it is going to work.
But it should have the incentive—it is inéquitable to distinguish
between tertiary and secondary.

Senator BoReEN. Let me ask you this question. In terms of the
cost of what is called secondary and what is called tertiary, is the
cost that different or it will vary on every project?



768

Mr. HerNER. I don’t know who makes the decision to call it
tertiary or secondary. The problem is we do anything we can to get
that small globule of oil after Mother Nature quits pushing it out
by flowing or we quit getting it by pumping. We do anything we
can think of to get it loose from that little imprisoned place down
in the rocks. I have even used seltzer water to see if it will work.

Senator BoreN. Well, I appreciate your testimony very much. I
will certainly call it to the attention of the members of the commit-
tee because one of the areas in which I intend to propose amend-
ments is the area of enhanced recovery of all kinds. I think your
testimony and this example of the Tatum'’s field is an excellent
example to show that unless we change the law, unless we change
the pricing structure, unless we change the tax structure, that you
are actually losing significant amounts of money to yourself as a
producer by going in and getting the country more oil.

Mr. HErNER. That is an absolute tragedy when it is so badly
needed. I hope my facts are accurate. I got them from George
Martin of Koch Oil who buys production at that unit. I joined the
Tatum’s unit and paid the price, but it is being operated by Mobil.
I am not operating it. But those are the facts I was given. This
statement is incorrect. I find on return to my office the production
figuies are only available to working unit owners.

Senator BoreN. Well, I appreciate your testifying. I might men-
tion Senator Dole has joined us. And Mr. Hefner just gave testimo-
ny explaining that he has one field in which he had some wells
that the production was going down so he went in with enhanced
recovery. :

Now, they are producing 19 barrels instead of 10, but because
they are no longer stripper, he gets only one-fourth the price he
used to get. So by producing twice as much he only gets half the
money, so he has lost in getting the country more oil.

Senator DoLE. That is the problem you have, an arbitrary cutoff?

Mr. HEFNER. Senator, I am from Oklahoma and feel like a neigh-
bor. Nice to see you.

Senator DoLE. Do you have any production up in Kansas?

Mr. HEFNER. Not very much. \X/e are mostly in Oklahoma, Texas,
and Louisiana.

(The prepared statement and letter of Mr. Hefner follows:]

Tue Herner Co.,
Oklahoma City, Okla., July 24, 1979.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Washington, D.C.

DEeAR Sir: | testified before the Senate Finance Committee on Thursday, July 19,
1979, and also filed the aﬁpropriate hundred copies of my written statement prior to
that date with you. I wish to again thank you and the Committee for the opportuni-
ty to be heard as a member of the public. At the time of the preparation of my
written statement and of my testimony before the Committee, my Office Manager
and Chief Accountant was on vacation. He is in the office today and I find upon
checking with him that one of the figures which I gave the Committee relative to
the price of stripper oil in Oklahoma was slightly incorrect. The figures appeared in
my written statement as well as in my oral testimony under discussion of “The
~ Tatums Secondary Unit: Proof of Gross Discrimination in the A?plication of Price

controls to ‘Old Oil’ and the Application of the Proposed Windfall Tax after Decon-
trol”. The figure of $5.50 per barrel for Tatums Secondary Unit (lower tier) crude oil
is afproximawly correct, but the figure of $24.50 per barrel for stripper oil applies
to 40° gravity Oklahoma sweet crude as of the current date while I thought it
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applied to 26° Oklahoma sour crude as of the same time which we were receiving
tl?e $5.50 per barrel from Tatums Secondary Unit crude.

The substance of my argument relative to the gross discrimination resulting from
the price controls figures remains accurate but I do want the Committee to have the
exact figures. The figures quoted below are based on Mobil’s posted price as follows
for the periods indicated, to wit:

a) Month of April 1979 (26° gravity Oklahoma sour):

Stripper (UNCONLroHed).........covuviienireernrceins e $16.77
Lower tier (Tatums)......cccoovicvirveninieniennnens e te et -5.53
Increase (complete decontrol)...........ccovvvcrveineiininnnneninicnninseressnes 11.24
60 percent Federal windfall excise tax.........cocccoorvrvivnncricnnrcnenriceceionns —6.74
40 percent producer’s Share..........ccccvciiivrinensine e esenes 4.50
Differential in amount per well received by producer from:
10 bb1/@ SEEIPPET ..oovvvnecriictectie et rananes 167.70
18 bbl/d Tatums secondary unit . —105.07
TOLAL ...ttt et bbbt bbb b 62.63
(b) Month of May 1979 (26° gravity Oklahoma sour):
Stripper (Uncontrolled).............coceovicieiininiiniee e 17.47
Lower tier (Tatums)........cocovicciiicniiicicccn s —5.57
Increase (complete decontrol)............cccvecvveernriconninineinncine e 11.90
60 percent Federal windfall excise tax...........cocoovvreiicionnecniiniccnrininnnns ~-1.14
40 percent producer’s Share..........coccocrverircecrnrinceniinieesinensisrssessssessions 4.76
Differential in amount per well received by producer from:
10 bb1/d SEEIPPT ....ccovvvevircicrcnie it sssssbesenares 174.70
19 bbl/d Tatums secondary Unit........cccceeevereereriiiicinnneenenirne e —105.83
TOLAL ...ttt et r ettt ne 68.87
(¢) Month of June 1979 (26° gravity Oklahoma sour):
Stripper (UNCONLTOlled).........ccourveiivieirrnii et 22.62
Lower tier (Tatums)............... . —5.61
Increase (complete decontrol)............cococevieerieirienrinerenstieese e eesnes 17.01
60 percent Federal windfall excise tax..........ccoeoeevvierericecennnieererennnne -10.21
40 percent producer’s share...........cccccoocvecercnniinnnene e 6.80
Differential in amount per well received by producer from:
10 bb1/d StEIPPT c..oceovirreeiiecrcce et 226.20
19 bbl/d Tatums secondary URIt........cccocevreniininininieniesssensssesnses —106.59
TOLAL ..o ettt r b ae b e 119.61

I also stated in my oral testimony and written statement that this discrimination
occurred in the pricing of oil in the same field and from the same formation. This is
a correct statement but I did not intend to imply that any wells in the Tatums Unit
were classified as strippers. The Tatums Unit, however, is simply a small part of a
field known as the Sholem-Alechen.

Sincerely,
RoBERT A. HEFNER, Jr.

In response to a statement by Senator Boren to the effect that the Tatums
situation should be investigated, I made the statement that the unit is operated by
Mobil and production figures might be difficult to obtain. Upon my return here, 1
find that this statement is incorrect and that the figures as to unit production are
readily available to working interest owners.

STATEMENT OF ROBERT. A. HEFNER, JR.

Mr. Chairman and members of this distinguished Committee, My name is Robert
A. Hefner, Jr., and I reside in Oklahoma City, Oklahoma. I appear before fou toda
to discuss our nation’s energy crisis, particularly as it relates to crude oil. I than
you for the opportunity to appear in my individual capacity. I represent no lobby
group, corporation or other group or entity. I appear simply as an interested citizen
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and taxpayer in this dgreat country of ours. [-am in my individual capacity a
taxpayer, rancher, land owner, royalty owner, mineral owner and an independent
producer. Every land owner in this nation is a potential royalty owner and inde-
pendent producer and, hence, 1 feel, that the facts which I present to you today
relative to my own situation are also applicable to thousands upon thousands and
even millions of other citizens of our nation. I beg of you to bear in mind that such
meager statistics as | present today are not estimates but known facts as represent-
ed by m{l books and certified to me by my auditors.

Mr. Chairman, I commend you and the Committee for making time available to
hear the views of members of the general public. As aforesaid, I am a member of
that general taxpafving public, togeiher with thousands of other citizens and taxpay-
ers who happen also to be risk takers, shareholders, investors, small independent
business people and holders of interests in land, minerals and royalty who own this
nation’s natural resources just like other forms of private property. The fact that I
own land and mineral interests and royalty interests in oil and gas, and invest my
family’s money and my own in the high risk but successful endeavor to find and
capture that oil and gas, and to make it available by sale to the nation, does not
mark me (nor those thousands of others) as a participant in any cabal, conspiracy or
combine to gouge my fellow citizens, to shirk my responsibilities as a taxpayer or to
act contrary to the interest of my nation. The ownership of private property and the
freedom to develop it for utilization in the economy remains a fundamental concept
in the social contract by which this nation is organized and conducts its affairs. The
act of participating in that system does not justify punitive or discriminatory
treatment at the hands of this government.

Indeed, I wish to compliment the President on the decision he has taken which is
fundamental to the concept of private property and to private initiative to develop
that property. I refer to his decision to propose permitting the marketplace to set
the price for energy commodities. That decision to adopt the free economic device
for eliminating waste and extravagance in consumption of energy resources, (or, as
in some countries, government ownership of those resources), will some day be
recognized as a historic milestone in our history. Such will be true, however, only if
the Congress resists the momentary winds of passion and implements that decision
to use the free economy—and implements the decision without confiscation by so
taxing the economic result of the decision as to constitute a taking of private
property or to eliminate the incentive for private development of that property.

BACKGROUND AND EXPERIENCE

In order to weigh my comments on the pro tax, you should know more of my
background and experience. For more than 70 years, my father and I have been in
the business of taking risks and enjoying the benefits, as royalty owners and
independent operators, of finding and producing oi! and gas. We have done it
exclusively with our own money. No promoted or outside capital has been involved.
We have acted as individuals in a small business enterprise which has succeeded,
not only for us, but for the benefit of our fellow citizens. The only thing we own or
have to sell is a barrel of oil or a cubic foot of gas. We have never at any time been
engaged in transportation, refining or marketing of products. Our family’s life span
and association with the oil and gas industry coincide with the “The Energy Age'' of
our nation to date. Qur family has over the years developed what I would consider
significant reserves of oil and gas. I beg the opportunity to impose on the Committee
briefly to outline our relation to the development of energy in this nation.

The energy age was born at 10:30 AM on January 10, 190}, when the No. 1 Lucas
Wel), drilled on a salt dome called “Spindletop” near Becumont, Texas, came in
blowing oil wildly over the derrick at an estimated 100,000 barrels of oil per day.
Pattillo Higgins, Captain Lucas, the Hamill Brothers and Captain O'Brien, the first
rugged independent producers of our nation, successfully completed this well despite
what seemed unsurmountable obstacles, despite the opinion of the one-barrel-per-
day oil fraternity in Pennsylvania, and despite the remarks of the United States
Geological Survey in a bulletin on the subject to the effect that ‘‘There will never be
a barrel of oil produced in texas”. I hasten to add that we all make mistakes and
that opinions are often proven to be wrong. Members of Con, who feel that they
reﬁresent non-productive states should bear this in mind. an example, I might
ask who of you thought only a few years ago that Alaska would be a prolific
producer of oil and gas and would occupy a most significant place in the energy
future of our nation. Ever since that date in 1901, we continue to receive opinions
ny expert geologists and engineers to the effect that we are running out of oil and
gas.
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When my father, a new graduate of the Law School at the University of Texas,
saw a picture of oil flowing wildly over the derrick of the No. 1 Lucas on the front
page of the Austin, Texas, newspaper, he immediately decided to make Beaumont,
Texas, his home and to join company with those rugged independent operators in
their search for additional oil reserves. It is interesting to note that many of the
great multi-national oil corporations of today had their beginning at Beaumont at
this time—the Sun Oil Company, the Gulf Oil Company, the Texas Company, and
the Humble Oil Company (Standard of New Jersey) to name only a few. He worked
with the men in the founding of these companies either as attorney, or, in some
cases, as a participant. He was the holder of a considerable block of the stock of the
Humble OiFCompany, and we still retain stock in major oil comganies as a result of
this beginning. I state this merely to emphasize that what [ have to say in this
memorandum could bear no prejudice against the great multi-national oil corpora-
tions and in favor of the royalty owner and small independent operator. It should be
pointed out that my father, “The Judge”, as he was affectionately called, despite his
participation in the founding of many of the major oil companies, remained strictly
an independent until the day of his death a few years ago at the age of 97. I was
born in Beaumont just six years after the No. 1 Lucas blew in. I have tried to follow
in his footsteps and our operations remain entirely that of royalty owner and
independent operator to this day.

My son, Robert A. Hefner, III, independently of our operations, has for the past 19
years pioneered development in the Deep Anadarko Basin of Western Oklahoma
and the Texas Panhandle, probably the deepest and most prolific producing sedi-
mentary basin in the world. My grandson, Charles Hefner, is currently working on
the deep wells of the Anadarko, and my other grandson, Robert A. Hefner, IV, is a
senior student in Geology at the University of Oklahoma. So we have four genera-
tions, all strictly independents, whose search for energy reserves spans the time
field of the energy age of our nation. It is my wish to address you from this
background without bias of any kind or character and to say that we are far from
ready to sound the death kneel of our nation’s energy age.

PUBLIC IMAGE OF THE EXCISE TAX

The following remarks which I make are made with the utmost respect for the
Administration, the members of Congress and the media; but I feel that the time
has come when we must call a “spade a spade”’. The American public has been told,
and apparently believes, and perhaps a majority of Congressmen in the House of
Representatives as well, that the tax presently being considered by Congress is '‘a
windfall profits tax to be levied on the excessive unearned profits accruing to oil
companies as a result of decontrol of the price of crude oil; a tax to prevent a ‘rip-
off’ of the consumer to the tune of many billions of dollars”. Let us examine the
public image of what this socalled “windfall profits tax’ is supposed to do:

(1) It will punish a group of multi-national monster oil companies who are in a
conspiracy to “rip off”’ the consumer for billions of dollars.

(2) It will punish them for withholding gasoline, heating oil and other vital
products essential to the health, comfort and standard of living of the American
public and for creating lines at filling stations; with a greedy motive of holding out
for even greater profits.

(3) It will punish them for making ‘“excessive profits” wrongfully obtained by
willfully gouging the consumer.

_ACTUAL FACTS REGARDING THE EXCISE TAX

(1) Profit.—With the exception of the word “Tax"’—not one word in the foregoing
bit off; fiction is correct. The tax is an ‘“‘excise’” tax, having no relation whatsoever to
“profits”.

(2) Windfall. —The only ‘“windfall” is to the federal government, which under
current tax law will take 70 percent of any increase in “profits” which the royalty
owner, the independent operator, and the individual taxpayer might receive as a
result of decontrol, and at least 42 percent of any increase any corporation might
receive.

(3) Unearned.—The barrel of crude oil which I have to sell is the product of two
generations of effort and the investment of our family funds and my own in the
high risk but successful endeavor to find and capture that barrel of oil and to make
it available by sale to the nation. How could any fair-minded person say that the
payment to me of the true value” of the end result of two generations of dedicated
effort is “‘unearned”?
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(4) Oil companies.—Am 1 and thousands like me to be classed as a multi-national
monster endowed with unlimited funds—special tax loop holes—tax credits for
foreign operations—opportunity to pass on costs of operation to the consumer at the
filling station and elsewhere? To ask the question is to answer it—'no way'. It
should also be noted that individual income is taxed by federal government at 70
percent, while the top corporate rate is 42 percent. Moreover, are the oil companies
who are in essence merely a consolidation of small business men and private
individual citizens of our nation who own the stock of such companies to be classed
as "multi-national monsters’?

(5) Excessive profits.—The profits of the “oil companies” are much less than those
of many other leading industries in our country and are in fact about equal to the
average of all industrial corporations in the nation. The independent operator’s
profit is of course much smaller than that of the integrated oil corporation.

ACTUAL EFFECT OF PRICE CONTROLS AND EXCESSIVE TAXATION UPON THE LAND
OWNER, MINERAL OWNER, ROYALTY OWNER AND INDEPENDENT PRODUCER

At the outset of this section, in order to avoid any confusion as to definition, I
would like to state that “independent producer” is defined as a man whose only
business is to search for reserve of crude oil and whose only asset is a barrel of
crude oil. He has no centers of profit in transportation, refining, marketing or
otherwise.

I wish to point out the status of my situation under current tax laws. I feel that it
is representative of thousands upon thousands of land owners, mineral owners,
royalty owners, and independent producers. Generally speading, all of these peoples
operate as individuals and pay the tax rates imposed upon the individual in this
nation. In order that I might have a report covering a full calendar year, I have
asked my auditors to examine my income and tax situation for the year 1978. I find
that I pay to federal, state and local taxing authorities a total of 6212 percent of my
gross revenues derived from the sale of oil and gas. That 62%; percent is not the rate
paid on my profits but on my gross revenues. To avoid repetition, I wish to point out
that I am referring to percentage of gross revenues throughout this portion of this
memorandum. Under the Administration’s proposed excise tax, had it been in force
in 1978, I would have paid 78 percent of my gross revenues in taxes; under the bill
recommended by the House Ways and Means Committee, I would have paid 81%
percent of my gross revenues; under the bill as it passed the House of Representa- -
tives, I would have paid 80 percent of my gross revenues. In more detail, that 62%
percent of gross revenues was paid out as follows:

Under existing federal income tax laws, almost all my taxable income is taxed at
the rate of 70 percent. Most of my production is located in the states of Oklahoma,
Texas and Louisiana. I pay income tax to the states of Oklahoma and Louisiana on
the income which I produce in those states; I pay ad valorem taxes based cn
property owned in all three states; I pay an excise tax running from 7 percent of my
gross sales of oil in Oklahoma to 12% of gross sales of oil in Louisiana.

When the proposed federal tax is heaped on top of the taxes paid to the states in
which you produce, we reach the percentage of gross sales which I have previously
given you. Under our present tax laws, it is almost impossible for the land owner,
mineral owner, royalty owner, and the independent producer to generate a fund
with which to continue in his search for new reserves. Most of us are the owners of
what has geen classified as old oil or lower tier oil. I make reference to the
discriminatory nature of price controls on this oil at a later point in this memoran-
dum. Even though over the past years since price controls were adopted I have
invested every dollar which I could generate from our operations in the search for
new reserves, I find that my average price for oil sold during 1978, being a combina-
tion of old oil, new oil, stripper oil, and goodness what other kind of oil, was $8.00
per barrel. When you couple these price controls with current tax laws, I think you
can readily see why it is most difficult for the land owner, the mineral owner, the
royalty owner and the independent producer to make any search for new reserves.
When you add on the so-called “windfall” tax, the task becomes impossible. In fact,
it becomes most difficult to simply remain in business and pay ones taxes and
current operating expenses. I ask you gentlemen, do you wish to place this burden
upon the mineral owner and the independent producer who have over the years
discovgred 85 percent to 90 percent of the on-shore total reserves in the lower 48
states?
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THE TATUMS UNIT: PROOF OF GROSS DISCRIMINATION IN THE APPLICATION OF PRICE
CONTROLS TO '‘OLD OIL"' AND THE AFPPLICATION OF THE PROPOSED WINDFALL TAX AFTER
DECONTROL

Some forty years ago I drilled fourteen fine producing wells in what is known now
as the Tatums Secondary Unit of Carter County, Oklahoma. These wells encoun-
tered anywhere from 20 feet to 70 feet of productive sand in the Deese formation
and were completed at potentials of somewhere from 50 to 500 barrels of oil per day.
As production declined, we incurred the cost and took the risks of joining a second-
ary recovery unit. This operation is not only expensive but it also includes a high
rate of risk. It is somewhat like drilling a wildcat well. This particular water flood
secondary unit proved successful. 1 am happy to report that the wells have contin-
ued to produce throughout this long period of 40 years and are at the present time
producing an average of approximately 19 barrels per well per day. What is our
reward for this long and significant supply of crude oil for the vital needs of our
country and its standard of living? Our oil is classified as old oil and we receive a
price of approximately $5.50 a barrel while owners of wells in the same pool and
groducing rom the same sand have been allowed to decline to stripper state and are

ringing under a price ted by Koch Oil, the largest purchaser of crude oil in
Oklahoma, the sum of $24.50 a barrel. This, to me, is discrimination in its most
cruel state. As was said by Mr. Blumenthal in his testimony before this Committee
only a week ago, “The quickest way to an increase in the price of your crude oil is a
rapid decline curve.” An e%ually cruel discrimination occurs when this old oil is
relieved of price controls and it climbs to the uncontrolled price of $24.50 posted by
Koch Oil Company for similar oil in this pool. Under the so-called “windfall” tax
bill passed by the House, I would pay federal excise taxes of $11.40 per barrel on the
$19.00 increase in price, and I would receive for my part of the increase $7.60, while,
as I understand it, the owner of a nearby stripper well continues to receive the full
price of $24.50. I ask you gentlemen, is this fair and equal treatment of the
American citizen before the law of our land?

DISCRIMINATION IN THE APPLICATION OF PRICE CONTROLS AND WINDFALL TAXATION
TO SECONDARY AND TERTIARY PRODUCTION

Federal regulation applies the same discrimination mentioned under Tatums Unit
above in its application of price controls and proposed windfall taxation to second-
ary oil and allowing tertiary oil to remain free of such controls and taxes. While I
am not a technician nor an engineer, and make no claim to such, I have been in the
oil business all my life and I think [ am speaking for most of us when I say that 1
don’t know the difference between secondary and tertiary production. A “FIRE
FLOOD'’! has been in operation on our land at “Wildcat Jim" in Carter County,
Oklahoma, being in Section 9, Township 2-S, Range 2-W, for many, many years.
This, I assume, is what is called tertiary production. I believe that it was the first of
its kind in the United States and that it has proven successful, but the point I want
to make is that, as an oil man, I can see no reasonable justification for a distinction
between what might be termed secondary recovery and what might be termed
tertiary recovery. They both involve high cost and high risk in order to be success-
ful. They all involve the same thing: that is, some method of combating Mother
Nature and freeing the globules of oil from their captive cells in the minute porous
spaces in the rocks below ground. Sometimes we use a salt water flood; sometimes
we use a hot water flood; sometimes we use fire; sometimes we use seltzer water or
anything else we think might work. They all involve some workable method, if
successful, of an enhanced recovery of the oil normally left in place by primary
methods such as flowing and pumping of the crude oil.

THE ANADARKO BASIN: THE PROOF OF THE CAKE IS IN THE EATING

We can find positive proof of what happens when the price of the product is
completely decontroled and the oil and gas operator is allowed to do business in a
climate where he can reasonably expect to pa?r his bills and make at least a small
profit from the operation, -assuming he is so fortunate as to encounter reasonable
productive reserves in his search. In this case, we are referring to gas in the Dee
Anadarko Basin where, as I have egreviously noted, my son, Robert A. Hefner, 1II,
has for the past 19 feara pioneer devel%pment. One of his first producers in the
basin was his No. 1 Green Well. In 1967, his company, strictly an independent
producer, began drilling the No. 1 Green in Beckham County, Oklahoma. The Green
was completed in 1969 as a natural gas well at a reservoir depth of 21,600 feet, more
than four miles beneath the surface. At that time it was the world’s second deepest
natural gas well. The natural gas from this well created the highest pressure ever
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recorded at the surface of the earth—more than 15,000 pounds per square inch. A
single piece of wellhead equipment required to contain the high pressure gas cost
$150,000—which was more than the entire cost of the average gas well that year.
The Green cost $6'2 million. After seven years of production, the Green has pro-
duced more than 9 billion cubic feet of gas—the equivalent of more than a million
and one-half barrels of oil. Thus, the Green is an extremely valuable energy re-
source but it is an economic disaster. Government has regulated the price at $.35
per thousand cubic feet, and today he has recovered only about one-fourth of his
investment. The well will never ?ay out and the high potential acreage surrounding
the well can never be tested until natural gas prices are deregulated because only in
an unregulated market can the risk capital be formed to finance this high-cost,
high-risk exploration. The Congress, in its wisdom, will, as of November 9, 1979,
fufly decontrol the price of gas produced from a depth below 15,000 feet. Competent
engineers estimate that between 70 and 360 trillion cubic feet of gas reserves are
contained in this basin between the depths of 15,000 and 40,000 feet. The basin has
22,000 cubic miles of sediment below 15,000 feet and only 1£J)ercent of it has ever
been touched by a drill. The proven reserves from this limited exploration are over
3 trillion cubic feet.

The deep wells in the Anadarko Basin cost from $4 to $6 million each. Many
vexing problems are encountered such as excessively high temperatures and pres-
sures so high that they crush ordinary well casings and hydrogen sulfide that can
cause drilling pipe to crumble, but these problems can and have been overcome.
Bob’s company has drilled over 30 successful deep wells in this Basin and participat-
ed in many others—two of them below 30,000 feet. A successful well in this deep
basin will have reserves in the area of 40 billion cubic feet and a potential open flow
of 22.5 million cubic feet per day. As of this time, some 120 deep wells are drilling in
the basin—110 by independents and ten by major oil companies.

It should be noted that even in this deep and expensive area the independent
producer continues to maintain an exploration ratio of 90 percent to 10 percent over
the major oil corporations in the search for new reserves. Bob estimates that by
1991 the deep basin’s output will reach over 4 trillion cubic feet per year, an
amount e?ual to the energy of 720,000,000 barrels of oil—oil that we wiil not have to
import. All of the early indicators such as leasing and seismic activity show that an
expected increase in deep drilling is just getting started. In Bob’s case, he currently
has $100,000,000 in drilling planned on his acreage this year primarily financed by
joint ventures with other independent companies. He has just started two 24,000
foot deep wells at a cost of $6,000,000 each. He plans to start four additional deep
tests this fall which would make his total drilling for the year in excess of
$125,000,000. Over-all drilling costs in the basin are currently running at

750,000,000 per year and this expenditure will increase from year to year. None of
these wells could have been drilled nor their contribution to our vital needs and
standard of living come about but for the drastic increase in the price of gas and in
anticipation of the aforesaid decontrol of the deep gas production. Over all, a sum of
$1 billion will be spent in exploration, seismic work, lease acquisition, etc., this year,
and this sum will increase, of course, from year to year as the basin is developed.

THE INTEGRATED OIL COMPANY

As I have Yrevious]y indicated, the integrated oil company is not necessarily a
multi-national corporation poised to ﬁobble up the energy resources of the world
here at home as well as abroad. It should be kept in mind that it is actually an
entity composed of many individual stockholders, businessmen, taxpayers and other
citizens of our nation just as you and I, but the Congress should also keep in mind
the fact. that the integrated company has centers of profit, not only in production,
but also in transportation, refining, and marketing. It is in—a—position, and I think
properly so, where it can pass on to the consumer many of the burdens of high
operating costs, high taxes, and other such burdens which the land owner, the
mineral owner, the royalty owner, and the independent producer must sustain in
his individual capacity. He will have the doubtful privilege of paying any windfall
tax which might be imposed on his barrel of crude oil twice—once at the wellhead
and once at the filling station.

THE BASIC FACTS—OUR PHILOSOPHY OF GOVERNMENT

My concept of the most important factors in the growth of our nation to a position
of leadership in the world and to the stature of its citizens as free men is our right
to fair and equal treatment before the laws of our land; the right to accumulate and
own property in compensation for our efforts; the right to “free enterprise”; the
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right to compete in a “free market”; the right to retain at least a fair portion of the
fruits of our labor. These are the things which distinguish us from the nations
dominated by Communism and Socialism. Could it be possible that we have reached
the point where taxation is imposed as a penalty for making a Froﬁt; where profit is
an obscene thing; where it is imposed not for the purpose of furnishing funds to
government for the performance of essential government services, but rather for the
purpose of taking from the producer and giving to the non-producer? Surely not.

Surely calin consideration of our current energy problem would lead a fair-
minded man to conclude that the oil industry must be given the funds to continue
the search for new reserves, that the producer of “old oil” has just as much right to
receive “true value” for his product as does the producer of new oil. The owner of
old oil should ret be the subject of discrimination in taxation—paying many times
the amount per Larrel paid by the producer of new oil. I believe you will find the
old oil producer’s “know-how” and “‘success ratio” will be even greater than that of
the newcomer. But he cannot continue in business when his capital is taken away
by an excessive and discriminatory excise tax. Should he be penalized because he
has spent a lifetime searching for and providing the nation with ample energy
reserves? Should his product be called “old oil” and subjected to excessive taxation
because he has for many years provided his nation with this most vital resource?
Should the rancher—the land owner—the roaylty owner (and there are millions of
them) be subjected to a federal excise tax which confiscates some %ths of his
royalty simply because through foresight or otherwise he is the owner of a barrel of
royalt}; 0il? [‘; this our concept of political and economic freedom in this great
nation?

THE ROYALTY OWNER

The royalty owner and independent producer have suffered through years of rigid
price controls and a mass of conflicting and complicated regulations imposed appar-
ently with the mistaken idea that the consumer was being protected. The opposite
result has occurred. Public demand for the abnormally cheap fuel increased to an
extreme—depleting our domestic supply of crude oil—striking down the supply of
capital necessary to find new reserves and increasing the necessity for high priced
imported crude—Result: The consumer pays the price and puts the blame on the oil
producer. Now the Administration proposes a removal of controls and substitution
of an excise tax which prevents the producer from realizing at long last the ‘“true
value” of his product and from generating the capital necessary to make the search
for the crude reserves essential to our well-being and security during the transition
period to new and unconventional sources of energy.

The fact that the royalty owner’s property is particularly valuable of course does
not give the government any right to treat it in a confiscatory manner any more
than if it was an apartment building or any other form of private property. It is not
that anything is being taken away from the public, it is simply another form of
private property that we recognize in our economy and always have. The simple fact
that it is valuable does not make it the public's property to take any more than if it
were a gold mine, an apartment building, or anything else. It should also be realized
that those who derive their income from their mineral interest are also quite
commonly in the business of plowing that same money back into energy invést-
ments. Mineral owners participate in the business of finding more minerals. That
has been our policy throughout the years. We dedicate every dollar from our profits
which we are able to segregate to the acquisition of new minerals and the drilling
for and recovery of oil reserves. Hence, it seems clear that the imposition of a so-
called “windfall profits” tax on the land owner and roaylty owner not only amounts
to a confiscation of that portion of his property but also creates an impediment to
his ability to invest his funds in the search for new oil reserves.

I should like to call to the Committee’s attention again the fact that practically
every land owner in the United States is also a mineral owner and a potential
royalty owner and anything which adversely affects the prolpert and rights of the
mineral owner stands to affect the rights and property of millions of American
citizens.

CONCLUSION

Mr. Carter made what he called one of the most important speeches of his
administration on national television on Sunday, July 15, 1979. He stated that our
current ene?y crisis was the fundamental cause of all of our current problems
including inflation and recession. He indicated again that the cure of the problem
would require the effort and cooperation of all of our citizens and that we must
make sacrifices and pull together as in war. We commend him for his courage. We
get the impression, however, that he feels that the oil and gas industry shot?lgd bear
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the entire tax burden for the program which he recommends. He simply stated that
the windfall profits tax must be passed, but did not elaborate. We respectfully state
that now more than ever before in our history the oil and gas industry must be
allowed to retain the funds necessary to develop our conventional reserves to
sustain our nation during the interim shift to synthetic and exotic energy sources. It
would be unthinkable to hobble the industry with a federal excise tax right at the
time when the public demands an all-out expenditure of funds in the search for new
oil and gas reserves. I beg of you—give us immediate and complete decontrol
together with freedom from any special excise or other purported windfall profits
tax in order that we may have the funds to do the job, and it will be done. If
Congress and the Administration should see that the job is not being done, then is
the time to consider the adoption of some punitive form of taxation.

Our energy crisis did not develop overnight and it cannot be cured overnight. It
started more than 20 years ago with the adoption of legislation to control the price
of interstate gas and the unbelievable decision of the Supreme Court of the United
States to the effect that this legislation gave the FPC power to control the price of

“intrastate production at the wellhead in the event any portion of such gas should
eventually move into or become comangled with gas which moved interstate. Since
that time, states’ rights have been eroded from year to year until at this time we
have outright federal control of intrastate commerce. Federal laws and confusing
regulations adopted pursuant thereto have made it extremely difficult for the indus-
try to do its job. Rigid price controls were placed on oil in 1973 with all oil
discovered prior to that time being called old oil and its price fixed at something in
the area of one-fourth of its cost of replacement. (I hope it is not presumptuous to
remind you that a barrel of old oil will produce just as much gasoline and other
products as the newest barrel of new oil.) This placed the royalty owner and the
small independent producer where it was difficult if not impossible to generate
funds with which to make a search for new reserves. Phased out deregulation
currently taking place and being linked with a purported windfall profits tax leaves
the experienced mineral owner, royalty owner, and the independent producer in
almost the same position as before.

As the President said in his July 15th speech, the need for cooperation of the
entire public is necessary in the fight to make our nation independent in the energy
field, which I might add must be done to keep us independent as a nation of free
men.

I have carefully listened to our President’s speech before the National Association
of Counties on July 16, 1979. He reiterated a large part of his July 15th speech. He
stated that we must get ourselves into a position where we as a people can meet all
our energy needs from our own resources through conservation and new production.
The startling thing that did not appear from his July 15th address was the immedi-
ate need for an expenditure of $140 billion for American energy security and that
this total sum of money must come from the socalled windfall profits tax. I can
only repeat what I have already said—the job of making our energy secure is the
job of all of the citizens of this country, and all of the citizens of this country should
bear the burden of the taxes necessary to create the funds representing billions
upon billions of dollars which the government proposes to spend in research, plants
and other forms of exploration necessary to the development of synthetic fuel
required for the purpose. In the meantime, the American people should understand
that this cannot be an immediate development and that it will probably take at
least ten years to get this job done. The burden is not one to be placed on a single
industry at a time when it is being called upon to develop the conventional reserves
necessary to make us free from foreign domination and control during the interim
period while we are developing synthetic fuel requirements. The President also
added in his speech of July 16th that he already has authority to require the oil
companies to meet the basic needs of our country * * * so, surely, if the Congress,
in its wisdom, feels, as we do, that the industry should not be hamstrung by a
federal excise tax at this time, then it should feel free to refuse passage of the tax
act which you are considering today.

Mind you, I have no objection to paying my full share of the cost of maintaining
this society from which my family and I benefit. It is simply the truth that I am not
one of those anonymous characters who are so popularly thought to make much and
pay little. I have paid taxes equal to at least 50 percent of my gross revenues for
more than 20 years. Since 1973, I have silently abided federal government regula-
tions which said that I must sell my old oil at an average price drastically lower
than either its market value or the cost of finding another barrel of oil to replace
the one sold. The President proposes to end that regulation. Some in Congress hope
to stop him from doing so, but it is not the Committee’s purpose no mine to spend
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time deliberating the basic inequities of regulating crude oil prices when no other
costs are regulated nor the fundamental economic disruptions and inequities that
always attend price regulation. Rather, it is my purpose to plead with this Commit-
tee not to substitute the inequities and discrimination of an additional excise tax on
oil or the inequities of regulation.

I plead this case, Mr. Chairman, not only for myself but for the national interest.
An uncontrovertible case can be made for the proposition that price regulation of
natural gas produced a supply shortage of that important domestic energy source,
throwing into imbalance the nation’s reliance on oil. We were thus made unneces-
sarily vulnerable to political interruption of foreign oil supply to the degree that
interruption threatens our way of life. Continued regulation of domestic crude oil
prices will aggravate that unnecessary degree of vulnerability and so will imposition
of the proposed new excise tax on oil.

The excise tax concept and the taxing levels proposed are, in fact, confiscatory of
gross revenues badly needed for reinvestment in the search for the significant
additional domestic reserves of oil and gas in the ground. No one argues the need
for additional exploration and development. Surely no one can argue that vast
amounts of risk capital are needed for that purpose. Additionally, no one can
question the urgent need that our economy ventures of all kinds—new refineries, a
$14 billion gas pipeline from Alaska, coal gasification, and liquification plants at
multi-billions of dollars each, research into new energy technologies and industrial
modernization and retrofitting to conserve energy, but this is the obligation of all
the people of the nation. None of these vital objectives can be served if additional
taxes on gross resource revenues are taken out of the hands of those who own the
resources. They are the same investors who must supply that needed new capital.

Make no mistake; these new capital requirements suggest strongly that there is
no such thing as “excess profits” to result from the deregulation of crude oil prices.
But, Mr. Chairman, if political passion of the moment must overcome sound judg-
ment for the future and requires an additional tax now, it must be, in fact, a tax on
“profits” and not an excise tax on the sale price of the oil.

Finally, Mr. Chairman, if, in the wisdom of the Congress, such an excise tax is to
be imposed—or even a profits tax—do not impose it on the owner of the land and
mineral interests and royalt‘v] interests or on the independent producer. Unlike the
integrated oil companies with additional profit centers in transportation, processing
and marketing, thuse such as I who own only the minerals in the ground have only
a single profit center fcr the generation of tﬂat needed capital. We will not be able
to participate in meeting the energy requirements of this country if the taxation of
our gross revenues from our only property is increased. I take no pleasure in
arguing for exemption. I do so only as a last resort, as defense against a step which
would disable me and others like me who are proud—not ashamed—of the contribu-
tions we have made to the supply of cheap energy which has fueled the economic
growth of this nation.

With respect to the proposal that gross income for purposes of determining
percentage depletion be reduced by the amount of “so-called windfall profits” sub-
Ject to the tax: the debate over the economic and equitable justification of percent-
age depletion as applied to nonrenewable resources has occupied this Congress
longer than any issue since the tariff debates of the late 19th and early 20th
centuries. I will, therefore, take little more of your time. It should be sufficient to
point out that the economic justification for depletion is the enhancement of ability
to generate capital for new investment. For the same purpose, we permit the
landlord to depreciate his apartment building so he can replace it with new housing
units when its economic life is gone. The function of depletion as applied to non-
renewable resources is precisely the same. The need for “replacement” of the
nonrenewable energy resource is as great and must result from reinvestment in
either the same or a new source of energy. To propose an excise tax on gross
revenue from oil sales and also to deny depletion is to aggravate both the economic
and discriminatory effect beyond eitier sense for the future or justice for the
present.

Mr. Chairman, my views of my economic role, my own financial well-being, and
my duty as a citizen is not so myopic as many passonate critics of my business
would insist. I fully recognize that individual citizens, and particularly the poor, did
not design the patterns of life nor the standard of living in which they must exist
and with which they must contend. Particularly since World War II, ready supply of
cheap energy fueled affluence and such ease ofy personal mobility that the landscape
of the nation, the design of its cities and the distribution of its people was complete-
ly altered. I have no sympathy for those persons of harsh and elitist judgment who
now make it fashionable to criticize their fellow Americans whose lives have con-
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formed to that pattern. I have every sympathy for the poor, for whom that pattern
and standard of living is still an unachievable expectation. The resulting passions
and fears of energy shortage and cost require little compassion to recognize. The
well-being of all Americans is ill served, however, if those understandable passions
and fears are today translated into decisions by government which disable our
operating economy by denying it the ability to do what it has so successfully done
before, and can do again. That is to generate the capital necessary to adjust our
economic life to meet the challenges of the remainder of this century. If left alone to
do that job, the free economy will continue to serve the interests of this nation in
ways none of us are smart enough to plan or to predict. That is the genius of the
system. In testimony for that genius, I appear today.
Thank you, Mr. Chairman.

Senator BoreN. Thank you very much for appearing before the
committee. Our next witness is Mr. William Cleary, the president
of Boswell Energy Corp. of Oklahoma City. And I might mention
that during the time I served as Governor, Mr. Cleary served as
the chairman of my Energy Advisory Council. He has made a great
contribution in that capacity as the past president of the Oklahoma
Independent Petroleum Association. And is extremely knowledge-
able in the energy field.
oer. Cleary, we are very happy to have you testify here before us
today. -

Senator DoLe. I might just say, ] am certain Senator Boren
knows that the latest announcement on the cabinet is that Mr.
Miller replaced Blumenthal.

So you may want to change your testimony here.

STATEMENT OF WILLIAM CLEARY, PRESIDENT, BOSWELL
ENERGY CORP.

Mr. CLeARy. I appreciate the opportunity to talk to you today. I
am a native Oklahoman, and I have been in the oil business all my
professional career. I worked on a drilling rig, bought leases, start-
ed a small company in 1950 and merged it, with remarkably poor
timing, in 1973, with W. R. Grace. We had about 10,000 barrels a
day of production, equivalent oil production when I left as chief
executive officer in 1976. My new company Boswell Energy has
three employees. It has a lot of enthusiasm and very little produc-
tion. We have 25 barrels a day perhaps, but we will have more.

I served on the National Petroleum Council for about 10 years,
missed the cut last fall when the council was reduced in size and
when individuals were brought on to the council who were not part
of the oil industry.

My testimony today concerns a small producer exemption, but
since I have been given the opportunity to speak to you, I would
like to %ive you a couple of new thoughts. Why do we have any
new tax? If we had an outbreak of bubonic plague, it would certain-
ly be a poor time to run off or even disenchant any of the doctors
unless we had a better way to handle it. And I submit we have an
erllergy problem now that is comparble to an outbreak of the
plague.

The men and women of the oil industry in the United States are
technically the best qualified and most efficient oil finders in the
world. In the frontier areas, the offshore plays and in the develop-
ment of advanced energy technologies, our major oil companies
have the skills, the capital, and cash flow to help this Nation solve
its energy problems—and the cash requirements are enormous.
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Exploratory offshore wells often cost $10 million or more and
$100 million is a low figure for an offshore producing platform.
Synthetic fuel and oil shale plants will cost around $2 billion for
each 50,000 barrels of capacity. It will taken over $150,000 billion
of capital to add one-half again as much domestic liquid hydrocar-
bons as we are presently producing, that is, from synthetics.

Senator BoreN. Would you state that again?

Mr. CLEARy. It will take $150 billion of capital to add half again
as much domestic liquid hydrocarbons, that is, 4 million barrels a
day, as we are presently producing. And even if the spending
started tomorrow on new oil exploration or synthetic fuel plants,
we would have no benefits from them for at least 5 years.

A Federal corporation has been proposed to fund and supervise
these expenditures. I submit there is a better way to do it.

You will remember that in the 1950’s we developed a uranium
industry from scratch using private capital and Federal market
guarantees. I believe that in 5 years or more we could develop an
alternate fuel industry in this country using the same proven
system. We might even be able to borrow back some of our dollars
from the OPEC group to help fund the new plants—and certainly
the initiation of such a project would create a vast number of new
jobs at a time when there is some indication that our economy is
faltering. And this would be done with private capital. Realistical-
ly, however, we can only rely on domestic oil production, plus
imports, to get us through the next 5 years.

The best hope for adding oil production in the short term lies
with those producers who operate onshore in the lower 48 States.
Who are they? The 10,000 or so independent producers who drill 85
percent of the new tests and add more than one-half of the new
production in the lower 48. They have no control over the price
they get for the oil and gas they discover. For the most part they
don’t refine or market their oil, and they get just as mad as the
fellow in the next car when they have to wait in a gasline. As far
as I know, no one is mad at them. '

Let me give you a little ancient history. When I entered the oil
business in the late 1940’s there were a lot of eager entrepreneurs
in it and business was flourishing, with twice as many active
drilling rigs as we have working today. The economics of the busi-
ness became marginal in the 1960’s when crude prices stabilized
and finding costs continued to increase; and the independent group
was very substantially reduced through attrition. Through luck,
agile -management, and hard work, the much smaller group of
survivors are now reasonably well off and a lot better oil finders,
but their median age is probably close to my own, 58. They love the
business and if the numbers are right as tﬁey perceive them, they
will continue to make use of 30 or more years of accumulated skills
in finding new oil and gas.

If the numbers are not right they will be less aggressive in the
search, and will be more content to produce their remaining re-
serves, pay off the bank and retire. I submit the country can’t
afford to let that happen. With world price crude and no excise tax,
this group would maintain all-out efforts to find new oil and gas
and attract many newcomers to the business. Again, decontrolled
prices help but any additional taxes or any additional uncertainty
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will hurt. And I might say that right now, principally because of
the uncertainty, we have about 220 rigs idle out of a total of
around 2,200. Ten percent of the rigs are not working now. And I
am not in that business. The roles played by the major oil compa-
nies and the independents are not the same. I have great respect
for the major oil companies, their technical skills and their cash
flow. I have hired a number of technicians from the majors and I
can tell you that the independent oil industry simply could not
exist without them.

The majors are at their best where vast amounts of capital are
acquired for problem solving, as in offshore operations and the
North Slope. They are particularly well equipped to develop alter-
nate fuels provided they have adequate cash flow, and provided
they have a reasonable certainty of the market price.

The independents play a different game, and they do it well. |
have been an independent producer for more than 30 years and 1
can tell you that our game is adding new reserves in the onshore
areas where there has usually already been a lot of drilling. To do
it, we plow back all the cash flow our wells will generate, all we
can borrow, and in many cases as much as we can raise from
outside investors. The cost of adding a barrel of new reserves
continues to go up. It costs about seven times as much teday to find
a barrel of domestic oil as it did 15 years ago. At present finding
_ costs of around $7.50 per barrel of reserves, we calculate that the
wellhead price should be around $22.50 in constant dollars in order
to achieve a 15-percent rate of return on our investment. When the
finding cost hits $10 that wellhead price will have to be around $30
for a 15-percent return, and I think we will be there in less than 5
years. )

For every $7.5 billion spent now we can expect to find 1 billion
barrels of new reserves, which translates to around 200,000 barrels
a day of new production.

Whatever your decision is on taxes, the cost of finding a barrel of
oil in the lower 48 is going to continue to increase, because we
operate in a mature, much drilled province, and the remaining
targets, although there are many of them, are smaller and more
elusive. Inflation is a factor in the increased costs, but the biggest
factor is that the big fish in the pond or at least most of them have
already been speared and it is a lot tougher to spear the remaining
small ones. The more spears we throw, however, the more fish we
get.

The remaining onshore reserves in the United States are sub-
stantial, but they are elusive and are best found by the small
producer, who is uniquely equipped because of his accumulated
knowledge of a very well-defined geological area. When one of my
associates spends 30 years working the geology of one productive
oil county in southern Oklahoma, I can assure you that his chances
of finding the remaining oil there are a good deal better than are
the chances of the largest major. -

A new tax would have two effects on these small producers, and
both of them are negative. The first, of course, would be to reduce
available cash flow for investment, and the second would be to
require additional staffing as well as adding confusion and discour-
agement because of new bureaucratic compliance requirements. I
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spent a good part of last Saturday trying to understand the provi-
sions of House H.R. 3919 and I can’t do it. It would take more
study or somebody smarter than I. Let’s get specific. I propose that
if you must tax any portion of the cash flow from crude sales, that
you exempt the first 3,500 barrels of oil production per day from
any producer. Such an exemption would cover virtually all royalty
owners, the operators of most stripper wells and most secondary
recovery projects and, in fact, would exempt all but 30 or so of the
larger oil companies.

The exemption I am suggesting is equal to about 1 percent of the
average daily production of our 10 largest oil companies. The effect
of the exemption would be to eliminate an onerous new bureau-
cratic load on a very substantial number of oil finders who are
singularly ill-equipped to handle it, and would dramaticaly in-
crease the intensity of the search for new domestic oil reserves.
Remember, those new reserves become new crude oil supply for our
Nation’s refineries within 3 months of discovery, as opposed to the
5 years or so that we have to wait for new offshore discoveries or
alternate fuel plants to help our Nation’s crude shortage. I believe
i5t is critical to get them onstream as rapidly as possible in the next

years.

Why 3,500 barrels per day? There is nothing magic about that
number. I picked it because some years ago the Federal Power
Commission defined a small producer of gas as one that produced
less than 10 billion cubic feet per year. Using the prices that we
are currently getting for gas and oil, that small producer definition
translates to about 3,500 barrels per day. From the Nation’s stand-
point I think it is foolish to impair the cash flow of the 10,000
barrel per day independent producer or the 20,000 barrel per day
producer, but 3,500 barrels per day fits a small producer definition
already established by the Federal Government.

I would also urge an exemption for the first 3,500 barrels a day
produced by any individual or operator for simplicity’s sake, and to
avoid building in a disincentive to continue exploring when an
operators’ production reaches 3,499 barrels per day.

Senator DoLE. If you are going to do that, you will have the same
problem the last witness has just explained. If you produce more
energy, you pay a penalty.

Mr. CrLEARy. The small producers of this Nation are best
equipped to help this country buy time, by maintaining and in-
creasing domestic production. I urge you not to tie the hands of
these producers by imposing additional taxes or bureaucratic loads
on them, but to exempt the small producer from the provisions of
any tax you may enact.

hank you very much.

Senator BoReN. Let me ask you this. Do you have an estimate of
what irou think the additional production would result from the
capital that would go into the independent sector from a 3,500
barrel exemption?

Mr. CLEARY. Senator, I would have to work backward from num-
bers that I think Senator Bentsen had on the amount of dollars
that would be lost in taxes. I assume those same dollars would be
reinvested. The number is in the $7 to $8 billion category. And that
figure comes back to 1 billion barrels of new reserve for each $7 or
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$8 billion, 1 billion to 1.5 billion. And that also translates I believe
to about 200,000 barrels a day plus or minus, of daily production.

Senator BoREN. Let me ask you something regarding your con-
cept of the guaranteed price which I think was used in the early
uranium development. What I hear you saying is that if the Presi-
dent wants to produce 2 million barrels a day of synthetic oil or
liquid by the year 1990 and if that is going to cost $80 billion
roughly to produce that much—and I notice there is an article here
from the New York Times of today—and that is the administra-
tion’s estimate of $80 billion and you used the same figure $150
billion if we are going to 4 million barrels, so $80 billion for 2
million barrels. And the article today says cost overruns of two or
three times are not unusual in this kind of production.

So we may well be dealing with even twice the cost to do that.
Do we need to collect that kind of money—which is $80 billion or
$100 billion—in actual tax revenues, put it into the budget of some
new massive bureaucracy in order to get that much synthetic fuel
produced? Or could we follow the guaranteed price route and do it
without having the Government having to collect huge sums of
money?

Mr. CLEARY. I am saying Government funding I think is the
worst way of doing it because you have no guarantee of no cost
overruns. Under the other system where private capital comes in
and says we will negotiate with you to deliver X barrels at Y price
and it is up to you to see we make a profit, that puts the risk in
the private sector. It keeps the dollars in the Federal Treasury
instead of out financing a guaranteed project.

Senator BoreN. What size fund would you establish for a price
guarantee where if you had to pay the total amount, which of
course certainly wouldn’t be true because presumably you would
only pay the margin? If the market price was—say you guaranteed
$35 and the market price was only $30, you would only be out §5 as
far as the Government. It is almost like an insurance type of
funding. What kind of reserve in terms of total dollars would be
necessary to actually bring into the Treasury, or would you just
advocate not necessariy building a reserve at all?

Mr. CLeARY. I don’t think it necessary to establish a reserve. We
already have authority, I believe, to set aside 3% billion barrels of
emergency fuel. Some 60 million barrels of that has been pur-
chased by the Federal Government and put in storage. So that
could be the repository if you will——

Senator BorEN. We have a strategic reserve of 3% billion barrels
and we have only purchased 60 million. So we could have well over
3 billion, which would be a massive amount. That is approximately
1 year’s total production, crude production, or something like that.
So we could simply use that authority with the funds already there
as the guarantee. And if the market did not assume that synthetic
fuel at that price, it could go under the emergency reserve.

Mr. CLeaRrY. Under the authority already established.

Senator BoreN. So that would not require the Federal Govern-
ment then to collect any massive amount of Federal money at all,
not even a dollar under your concept to bring it into the Treasury
or bring it into a trust fund. Might you couple with that additional
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investment tax credits or other kinds of incentives to cause people
to go into these kinds of projects?

Mr. CLEARY. Yes, I think the market price will be controlled by
whatever investment tax credits go along with investment by the
bidder or negotiator or the company that is going to put in the
plan. And if-there are investment tax credits, then the price agreed
to would be lower.

Senator BoreN. Let me ask you this. If you were devising the
energy policy of this country at this time, would there be any other
proposals that you would make if you had a free hand—I gather
you would go ahead with decontrol, you would not apply this kind
of tax which would drain the industry of needed capital and you
would follow the guaranteed price route for synthetic fuels with
perhaps an investment tax credit, you would at the very least
exempt the first 3,500 barrels—are there any other proposals you
can make in terms of what we can do in the next 5 or 10 years to
significantly increase domestic energy production?

Mr. CLeARrY. I would dismantle or largely reduce the role of the
Department of Energy which is a great deterrent presently on
producers. I would favor a board that you suggested that has
overriding authority to determine priorities. I would favor the
President’s suggestion of limiting imports because that forces us to
face the problem. I think there are some substantial dangers in the
absolute limit because any of these programs are going to take a
while to gear up. And the loss of 500,000 barrels a day or 1 million
barrels of domestic production, a shortfall, let’s say, would be disas-
trous.

Sir, I think you have covered it very well.

Senator BoreNn. Well, I appreciate your taking the time to come
and testify very much. And I would tell you that I think there are
several people that are becoming interested in the guaranteed
price concept. And the way in which you have outlined it is very
interesting, indeed, and particularly the idea of using the emergen-
cy petroleum reserve that we already have established this authori-
ty to proceed with that kind of program without the need for any
additional tax receipts to finance it.

Thank you very much.

[The prepared statement of Mr. Cleary follows:]

TESTIMONY OF WILLIAM B. CLEARY, INDEPENDENT PRODUCER

SUMMARY

Alternate fuels including sythetics and oil shale cannot be developed in any
meaningful quantity for least five years.

The nation’s 10,000 or so small producers are best equipped to sustain and
increase domestic onshore production in the lower 48 states during those 5 years.

Small Producers typcially reinvest all available cash flow, as well as funds ob-
tained from borrowing and funds from outside investors, in the search for new
domestic reserves. Any reduction of cash flow from production, as a result of new
taxes, will reduce the intensity of the search.

There are manfy remaining onshore reserves but the targets are small and harder
to find. The big fish in our pond have largely been speared, and although there are
still lots of small fish, they are hard to hit, and we have to throw a lot of spears to
harvest them—the more spears, the more fish.

A ““Small Producer” of gas, as defined by the Federal Power Commission, produc-
ers less than 10 billion cubic feet of gas per year. An equivalent oil figure is
approximately 3,500 barrels of oil per day. (That amount is approximately 1 percent
of the average daily oil production of the 10 largest oil companies.)
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I recommend that the first 3,500 barrels of production per day from any operator
be exempt from any new tax you may see to entact. This exemption will cover most
royalty owners, stripper operators, and most independent operators whose cash flow
from production goes directly into the search for new reserves. Those reserves
generally are supplying crude to our refineries within 3 months of discovery.

The small producer exemption will have a positive direct effect on the develop-
ment of reserves needed in the short-term to maintain this nation’s crude oil
supplies.

TESTIMONY

My name is William B. Cleary and I'm a native Oklahoman. During my oilfield
career I have worked on a drilling rig, as a lease broker, and have been responsible
for the drilling of a couple of thousand tests for oil and gas during the past 30 years.
I started an oil company in 1950 with very little production or money, and merged it
with W. R. Grace in 1973. We had about 10,000 barrels a day of oil equivalent
production and over 400 employees when [ resigned as Chief Executive Officer in
1976. My new company, Boswell Energy Corporation, has 3 employees, a lot of
enthusiasm and little production. I have served as head of our State's Independent
'Producers’ Association and served two governors as Vice-Chairman of the Gover-
nor’s Energy Advisory Council. I served on the National Petroleum Council for 10
years but missed the cut last fall when the Council membership was reduced in size,
and members were added from outside the industry. I believe I'm qualified to talk
about the independent sector of the oil and gas business.

My testimony concerns a Small Producer exemption but while here I'd like to
give you a couple of other thoughts which I believe are in context. Why do we have
any new tax? If we had an outbreak of bubonic plague it would certainly be a poor
time to run off or even disenchant any of the doctors unless we had a better way to
handle the plague. The men and women of the oil industry in the United States are
technically the best qualified and the most efficient oil finders in the world. In the
frontier areas, the offshore plays and in the development of advanced energy tech-
nologies, our major oil companies have the skills, the capital and cash flow to help
this nation solve its energy problems, and the cash requirements are enormous.
Exploratory offshore wells often cost $10 million or more and $100 million is a low
figure for an offstore producing platform. Synthetic fuel and oil shale plants will
cost around $2 billion for each 50,000 barrels of capacity. It will take over $150
billion of capital to add one-half again as much domestic liquid hydrocarbons as
we're presently producing. And even if the spending started tomorrow on new
offshore exploration or on synthetic fuel plants, we would have few benefits from
them for at least five years.

We developed a uranium industry in the 1950’s using private capital and federal
market guarantees. I believe that in five years or more we could develop and
alternate fuel industry in this country using the same proven system. We might
even be able to borrow back some of our dollars from the OPEC group to help fund
the new plants—and think of the thousands of new jobs created by these vast new
industries, at a time when our eonomy is faltering!

Realistically, however, we can only rely on domestic oil production, plus imports,
to get us through the next five years. The best hope for adding oil production in the
short-term lies with those producers who operate onshore in the lower 48 states.
Who are they? The 10,000 or so independent producers who drill 85 percent of the
new tests and add more than one-half of the new production in the lower 48, They
have no control over the price they get for the oil and gas they discover. For the
most part they don't refine or market their oil, and they get just as mad as the
fellow in the next car when they have to wait in a gas line. As far as I know, no one
is mad at them.

Let me give you a little ancient history. When I entered the oil business in the
late 1940’s there were a lot of eager entrepreneurs in it and business was flourish-
ing with twice as many active drilling rigs as we have working today. The econom-
ics of the business became marginal in the 1960’s when crude prices stabilized and
finding costs continued to increase; and the independent group was very substantial-
ly reduced through attrition. Through luck, agile management and hard work, the
much smaller group of survivors are now reasonably well-off and a lot better oil
finders, but their median age is probably close to my own, 58. They love the
business and if the numbers are right as they perceive them, they will continue to
make use of 30 or more years of accumulated skills in finding new oil and gas. If the
numbers are not right they will be less aggressive in the search, and will be more
content to produce their remaining reserves, pay off the bank and retire.
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I think the numbers must be sufficiently attractive for this group to maintain all-
out efforts to find new oil and gas, and to attract many newcomers to the business.
Decontrolled prices help, but any additional taxes will hurt.

The roles played by the major oil companies and the independents are not the
same. I have great respect for the major oil companies, their technical skills and
their cash flow. I've hired a number of technicians from the majors and I can tell
you that the independent oil industry simply could not exist without them. The
majors are at their best where vast amounts of capital are acquired for problem
solving, as in offshore operations and the North Slope. They are particularly well-
equipped to develop alternate fuels provided they have adequate cash flow, and
provided they have a reasonable certainty of the market price.

The independents play a different game, and they do it well. I've been an inde-
pendent producer for more than 30 years and I can tell you that our game is adding
new reserves in the onshore areas where there has usually already been a lot of
drilling. To do it, we plow back all the cash flow our wells will generate, all we can
borrow, and in many cases as much as we can raise from outside investors. The cost
of adding a barre! of new reserves continues to go up. It costs about 7 times as much
today to find a barrel of domestic oil as it did 15 years ago. At present finding costs
of around $7.50 per barre! of reserves, we calculate that the wellhead price should
be around $22.50 in constant dollars in order to achieve a 15 percent rate of return
on our investment. When the finding cost hits $10.00 that wellhead price will have
to be around $30.00 for a 15 percent return, and I think we’ll be there in less than
five years.

Whatever your decision is on taxes, the cost of finding a barrel of oil in the lower
48 is going to continue to increase, because we operate in a mature, much drilled
province, and the remaining targets, althouth there are many of them, are smaller
and more elusive. Inflation is a factor in the increased costs, but the biggest factor is
that the big fish in the pond have largely been speared, and it's a lot tougher to
spear the remaining small ones. The more spears we throw, however, the more fish
we get.

The remaining onshore reserves in the United States are substantial, but they are
elusive and are best found by the Small Producer, who is uniquely equipped because
of his accumulated knowledge of a very well-defined geological area. When one of
my associates spends 30 years working the geology of one productive oil county in
southern Oklahoma, I can assure you that his chances of finding the remaining oil
there are a good deal better than are the chances of the largest major.

A new tax would have two effects on these Small Producers, and both of them are
negative. The first, of course, would be to reduce available cash flow for investment,
and the second would be to require additional staffing as well as adding confusion
and discouragement because of new bureaucratic compliance requirements. I spent
a good part of last Saturday trying to understand the provisions of House Bill No.
3919 and I can honestly tell you that I don’t have the foggiest notion what my tax
might be under that bill.

Let’s get specific. I propose that if you must tax any portion of the cash flow from
crude sales, that you exempt the first 3,500 barrels of oil production per day from
any producer. Such an exemption would cover virtually all royalty owners, the
operators of most stripper wells and most secondary recovery projects and, in fact,
would exempt all but 30 or so of the larger oil companies. The exemption I'm
suggesting is equal to about 1 percent of the average daily production of our 10
largest oil companies. The effect of the exemption would be to eliminate an onerous
new bureaucratic load on a very substantial number of oil finders who are singular-
ly ill-equipped to handle it, and would dramatically increase the intensity of the
search for new domestic oil reserves. Remember, those new reserves become new
crude oil supply for our nation’s refineries within 3 months of discovery, as opposed
to the five years or 8o that we have to wait for new offshore discoveries or alternate
fuel plants to help our nation’s crude shortage. I believe it is critical to get them on
stream as rapidly as possible in the next five years.

Why 3,500 barrels per day? There’s nothing magic about that number. I picked it
because some years ago the Federal Power Commission defined a “Small Producer”
of gas as one that produced less than 10 billion cubic feet per year. Using the prices
that we're currently getting for gas and oil, that “Small Producer” definition
translates to about 3,500 barrels per day. From the nation’s standpoint I think it's
foolish to impair the cash flow of the 10,000 barrel per day independent producer or
the 20,000 barrel per day producer, but 3,500 barrels per day fits a “Small Produc-
er” definition already established by the Federal Government.
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I would also urge an exemption for the first 3,500 barrels a day produced by any
individual or operator for simplicity’s sake, and to avoid building in a disincentive
to continue exploring when an operator’s production reaches 3,499 barrels per day.

The Small Producers of this nation are best equipped to help this country buy
time, by maintaining and increasing domestic production. I urge you not to tie the
hands of these producers by imposing additional taxes or bureaucratic loads on
them, but to exempt the “Small Producer” from the provisions of any tax you may
enact.

Senator BorReN. Our next witness will be Dr. Michal K. Evans of
Evans Economics, Inc. We are glad to have you with us today.

STATEMENT OF MICHAEL K. EVANS, EVANS ECONOMICS, INC.

Mr. Evans. Well, thank you very much, Mr. Chairman. I appreci-
ate the opportunity to present my views here. I would like to really
discuss the economic impact of oil decontrol and the winarail prof-
its tax today. I think we have to distinguish between two issues:
One is the benefits due to decontrol and the other is the disappear-
ance of those benefits which would occur under the windfall profits
tax as presently structured.

The decontrol of oil prices will have several positive effects on
the U.S. economy between now and 1985. The rate of inflation will
be 0.5 percent per year higher from now until 1981, but then will
be 0.2 percent per year lower starting in 1982, Real GNP will be
slightly higher and unemployment slightly lower by 1985 than
would be the case with no decontrol. Net exports will be approxi-
mately $33 billion in 1985 instead of the —$21 billion which would
occur under continued controls. Assuming that the oil industry
invests 67 percent of their after tax profits stemming from decon-
trol, investment would increase by an incremental %61 billion in
the 1980-85 period.

With decontrol, domestic supply would average 10.9 million bar-
rels per day in 1985, compared to 9.2 million barrels per day with
continued controls. Because of somewhat higher oil prices under
decontrol, demand would be 0.3 million barrels per day less. Hence
imports of crude oil in 1985 would be 8.8 million barrels per day,
conltpared to an 10.8 million barrels per day figure without decon-
trol.

The lower rate of inflation after 1981 is due to several factors.
First, an increase in domestic oil production will tend to moderate
the rise in OPEC oil prices by lessening the demand for imported
oil. Second, the resulting strengthening of the dollar will lead to
lower prices for all imports. Third, the greater stability of world-
wide oil prices in real terms will also reduce inflation worldwide,
thus providing less upward pressure on commodity prices.

The results are not as positive under the assumption of a wind-
fall profit tax with no plowback provision. Real growth is slightly
lower than would be the case without decontrol, while the rate of
unemployment is some 0.4 percent higher. The net foreign balance,
while showing some improvement relative to decontrol of oil, is just
barely positive by 1985. Because the windfall tax reduces cash flow
to the oil industry, the incremental increase in investment over the
next 6 years is only $28 billion, compared to the $61 billion figure
without any windfall tax.

The lower level of investment means that less new oil is found in
the Unites States and OPEC oil prices rise faster. In particular,
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supply is 0.7 million barrels per day less and imports are 0.4
million barrels per day higher with the windfall profits tax. Fur-
thermore, by 1985 oil prices are 5.8 percent or $1.85 per barrel
higher than under the pure decontrol case, and the overall rate of
inflation is 0.1 percent per year higher.

The windfall profits tax generates about $6'% billion per year in
Federal tax receipts for the 1981-85 period. However, it results in
less investment in the oil industry, higher OPEC prices, a faster
rate of domestic inflation, more oil imports and less domestic sup-
ply than would be the case with decontrol but no such tax. While it
is important that the additional revenues received by the oil com-
panies be used for further exploration and drilling, that aim can be
effectively accomplished by a plowback provision.

In preparing these results, we have compared the state of the
economy under alternative assumptions that: (@) Decontrol does not
occur at all; (b) decontrol continues in effect as scheduled, with a 60
percent windfall profits tax; and (c¢) decontrol and the windfall
profits tax are accompanied by a plowback provision. We have
simulated the CEAI model to determine the effect of decontrol both
with and without the plowback provision. This provides us with a
direct measure of the incremental economic effect of the windfall
profits tax.

OVERALL ECONOMIC IMPACT

The economic impact of oil price decontrol, if coupled with a
plowback provision, would be quite favorable. While inflation
would be about 0.5 percent higher during the next 3 years, it would
then be about 0.2 percent lower in 1982 and later years. This lower
inflation would be caused by slower increases in imported oil
prices, which in turn is a direct result of higher domestic produc-
tion. As a result of a more modest increase in inflation, real growth
would expand at a slightly faster rate and hence the rate of unem-
ployment would be about 0.1 percent lower by 1985. The decline in
consumption stemming from higher oil prices would be more than
offset by the increased investment in the oil industry.

If a plowback provision is added, however, the benefits of decon-
trol disappear—but not the penalties. The rate of inflation remains
higher because imported oil prices rise at a faster rate; OPEC
nations have less incentive to curtail price increase because domes-
tic production does not rise. However, the penalty of higher con-
sumer prices are still with the economy. Thus the decline in con-
sumption stemming from lower real income is not matched by the
increase in investment in the petroleum industry. Consequently
economic performance in 1985 under the scenario of decontrol and
a windfall profits tax with no plowback provision is actually some-
what below the case of continued controls. Details of these alterna-
tive simulation are given in table I.
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TABLE 1.—ECONOMIC EFFECTS OF DECONTROL AND WINDFALL PROFITS TAX
1978 1980 1981 1982 1983 1984 1985

GNP in 1972 dollars, percent change:
No decontrol

Decontrol and plowback (difference)
Decontrol and no piowback (difference)

Index of industrial production, percent change:
No decontrol

Decontrol and plowback (difference)

Decontrol and no plowback (difference) ..
Unemployment rate, percent:

No decontrol

Decontrol and plowback (difference)

Decontrol and no plowback (difference) ...
Consumer price index, percent change:

No decontrol .

Decontrol and plowback (difference)

Decontrol and no plowback (difference) ...
Wholesale price index, percent change:

No decontrol

Deoontrol and plowback (difference) ............

Decontrol and no plowback (difference) ........
Federal funds rates, percent:

No decontrot . 10

Decontrot and plowback (difference}

Decentrol and no plowback (difference) ...
Net foreign balance, current dollars:

No decontrol

o
Decontrol and plowback (diference) .........
Decontrol and no plowback (difference) ....

Fixed business investment in 1972 dollars, percent change:
DrzcoﬂNo deﬁdntrei‘d plowback (diff ) 3
rol 3 erence) .........
Pri %“Jﬁ.&‘es’“"w"?"‘é’&?’““ ‘mga“?)m
ice of i oil (in dollars per barrel):
No decontrol

Decontrol and plowback (percent difference) ..

Decontrol and no (percent difference) .

Averaﬁ: price of crude ofl (in dollars per barrel):
o decontrol

Decontrol and plowback (Eercent difference) ..........
Decontroi and nio plowback (percent difference) ......
Impoﬂ;o of emd‘e o(‘)ﬂ, MMBD:
{{

decon
Decontrol and piowback (difference) .........
Decontrol and no plowback (diffecence) .....
Domestic supply, MMBD:
No decontrol ... 10.
Decontrol and plowback (difference) ........
Decontrol and nio plowback (ditference)

Note.—These results calculated using the Chase Econometric Associates, Inc., Macro Model.
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OIL PRICE INCREASES

The principal assumptions underlying the calculations for the
demand, supply, and price of oil from now until 1985 are given in
table 2. These assumptions may be summarized in the following
categories:

(1) INCREASES IN THE PRICE OF OIL

Under the case of no decontrol, we assume that both imported
and domestic oil prices will increase at an average rate of 10
percent per year through 1985. With decontrol, the windfall profits
tax and plowback provision—referred to as plowback—OPEC prices
are assumed to rise only about 7 percent per year from now until
1985, roughly equal to the average rate of inflation. Domestic
prices would, of course, increase much faster. they have already
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started to move toward world prices on June 1, 1979, and will
reach that level by October 1981. Because of the slower growth in
worldwide oil prices, however, the differential between the average
price of oil in the no decontrol and plowback scenarios narrows
after 1981. The average price of oil in the United States is assumed
to be $31.76 per barrel by 1985 in the plowback case, compared
with $29.63 per barrel under the no decontrol scenario. Hence oil
prices would be only 7 percent higher by that date.

With decontrol, the windfall profits tax and no plowback provi-
sion—referred to as no plowback-—OPEC prices would rise about
8Y%2 percent per year. this would push oil prices up to $33.61 per
barrel by 1985, compared to $31.76 per barrel in the plowback case.
Oil prices would rise somewhat faster with the windfall profits tax
because domestic production would be lower, thus encouraging
OPEC nations to step up their price increases.

TABLE 2A.—AVERAGE PRICE OF OiL UNDER VARIOUS ASSUMPTIONS
[Mo decontrof]
1979 1980 1981 1982 1983 1984 1985

18 2282 2508 2159 3035 3338 3670
10.86 }2‘7‘ 14.12 }.’9).66 {;.37 1925 2134

imported price (dollars per barrel)........
Domestic price (dollars per barrel) ..

Total demand (million barreis da’c)ay 19.1 91 193 8 2 202
mﬁc ﬂ':pplyh;mleillm barr ; pet day) . 10.§ 10} 101 9? 9416 9.? 9%
milon Darress pef aayy) ...... . . . . - . .
Impons((miﬂm bane{sp:efdgyay ..... 86 89 9.2 $8 101 105 108
Average price (doflars per barref) 1413 1746 1938 2183 2402 2670 2963
Percent change, average price 36 1 e 1 1nz2 u

TABLE 2B.—AVERAGE PRICE OF OiL UNDER VARIOUS ASSUMPTIONS

[Decontrod with plowbiack}

1979 1980 1981 1982 1983 1984 1985
Imported price (doilars per barrel)... 2230 2425 2594 21715 2969 3176
Do;m”mr:ﬁc % ((dollars ‘;‘r banal)) .. . 1821 2340 2594 2775 2969 3176
Total demand (million barrels per day 18. 189 192 134 195 197 19.9
Domestic supply (million barrels per day) . 103 103 105 106 107 107 109
Stocks (million barrels per day) ... 3 .1 B 1 1 1 2
Imports (milion barrefs per dag 82 8.5 8.6 8.7 87 89 88
Average price (dollars per barrel) ... 1425 2003 2382 2584 2175 2963 3176
Percent change, average price 406 189 89 7 7 7

TABLE 2C.—AVERAGE PRICE OF OIL UNDER VARIOUS ASSUMPTIONS
[Decontrot with no plowback —basefine}
1979 1980 1981 1982 1983 1984 1985

18 2230 2425 2631 2855 3097 3361

1127 1821 2340 2631 2855 3097 336!

188 187 191 193 194 195 19.6

103 102 102 102 102 102 10.2
3 2 .2 .2 .2

8.2 8.3 87 89 9 91

1425 2004 2379 2631 2855 3097 33

407 187 106 85 85 8

imported price (doltars per barmel).............cccerrmrsrrsseininns
Domestic price (dotlars per barrel) ..
Total demand (million barrels per day
Domestic supply (million barrets pes
Stiuks (mifhon barrels per day) ......
Imports (million barrels per day) .
Average price {doHars per barrel) ....
Percent change, average price
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TABLE 3.—AVERAGE ANNUAL INCREASE IN ENERGY PRICE AND USAGE

{In percent]

Industrial energy Residential/ Total energy

Real price use per utit  ccmmercial ener; use 7p«

Time period of energy output use per GNP (§72)
1948 to 1960 0.2 18 20 (1.2)
1960 to 1972 515 §2<0$ 30 1
1972 10 1978 0 33 14 (14)

ELASTICITY OF DEMAND AND SUPPLY—CHANGES IN THE DEMAND
FOR PETROLEUM PRODUCTS !

We have assumed that the price elasticity of demand is rather
small, but that it increases over time. Thus for the 6-year period
1980 to 1985, we have estimated that the elasticity figures are
—0.025, —0.05, —0.075, —0.1, —0.125, and —0.15 for each year
respectively. Long-term estimates of the price elasticity are largel
guesswork, only since 1972 has the real price of energy increased.
However, the figures in table 3 show the long-term relationship
between changes in the relative price of energy and the use of
energy relative to GNP.

In this table we have chosen to divide the postwar period into
three segments. The 1948-60 period was one of essentially no
change in the real price of energy, the 1960-72 period was one in
which real energy prices rose 4 percent per year.

A fairly close correlation exists between the change in the real
price of energy and its usage during these three periods. When
energy became relatively cheaper, its use increased faster than
GNP; when it became more expensive, its relative use diminished.
Indeed, since 1972 the amount of energy consumed per constant
dollar of GNP has fallen 8 percent. If that decline had not oc-
curred, we would currently be importing oil at the rate of 11.6
million barrels per day instead of 8.5 million barrels per day—an
incremental cost of over $20 billion..

If we use the figures in table 3 to compare the difference be-
tween the pre- and post-1972 period, we find that a 5.5 percent
increase in the real price of energy resulted in a 1.5 percent decline
in energy usage per unit of real GNP, or an implied elasticity of
—0.27. Hence our estimate of price elasticities, which average
—0.1, are seen to be quite conservative.

Under the plowback scenario, demand would decline by 0.3 mil-
lion barrels per day by 1985. Under the no plowback case, the
decline in demand is estimated to be 0.6 million barrels per day by
1985. This number is somewhat larger because the price of oil rises
more rapidly in the no plowback case. However, neither number is
very large, since total demand for petroleum products remains at
about 20 million barrels per day through 1985. Had we used the
—0.27 elasticity estimate, the decline in demand relative to no
decontrol would have been twice as great.

! These next two sections prepared in association with John C. Zamzow of CEAL
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CHANGES IN THE SUPPLY OF PETROLEUM PRODUCTS

Under the plowback assumption, we assume that the real price
of domstic crude oil will increae 80 percent over the next 3 years,
after which it will rise at the overall rate of inflation. This 80
percent increase is assumed to result in an incremental gain in
supply of only 1.7 million barrels per day by 1985, which represents
about 16 percent of total domestic production. Hence the implied
price elasticity of supply is +0.2.

The conservative nature of this assumgtion can be seen by glanc-
ing at the close correlation between the wellhead price of U.S.
crude oil and drilling expenditures for oil, as shown in figure 1.
From 1972 to 1978, the average price of U.S. crude oil at the
wellhead has risen from $3.27 per barrel to 49.10 per barrel while
drilling expenditures have increased from $1 billion to $3.5 billion.
Some of this common upward movement has clearly been due to
the high rate of inflation. Adjusting for this factor, we find that the
real price of crude oil increased by 72 percent from 1972 to 1978,
while the amount of drilling expenditures in constant prices rose
by 38 percent. Hence the implied elasticity of supply is 0.5. This
figure somewhat overstates the true elasticity, since it does not
take into account the increaed cost of finding each new barrel of
oil. However, it does indicate that our assumed estimate of 0.2 is
- probably quite conservative.

Figure 1

SUPPLY RESPONSE TO CHANGE IN OIL PRICE
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Further evidence of the substantial value of the elasticity of
supply can be seen by considerin%the recent change in the number
of drilling rigs and wells drilled. Between 1968 and 1973, when real
oil prices were falling, the number of rotary drilling rigs fell from
1,300 to 1,200. Between 1973 and 1978, however, the number in-
creased to 2,250. In 1973, 1,900 workover rigs were in operation;
these are drilling rigs designed to extract marginal, low volume
production from wells after they have been largely depleted. This
number has now risen to approximately 3,000. Finally, we point
out that the number of wells drilled has risen from 27,000 in 1973
to 47,000 in 1978.

CHANGES IN IMPORTS AND THE VALUE OF THE DOLLAR

Under the assumption of no decontrol, imports of oil would con-
tinue to rise steadily, reaching a level of 10.8 million barrels per
day in 1985. At an average price of $36.70, this translates into an
oil bill of some $145 billion. Under the plowback case, however,
imports rise only to 8.8 million barrels Ser day at an average price
of $31.76, or a total import bill of $102 billion. This $43 billion
saving will be offset to a certain extent that oil-producing countries
import less from the United States, but the strengthening dollar, as
discussed next, will help improve net exports even further. Under
the no plowback case, the figures are not as favorable, since the
U.S. imports more oil at a higher price. However, the swing is still

. clearly in the right direction, and the net foreign balance does turn

positive by 1985.

Over the past 5 years, a $10 billion change in the U.S. net export
balance has eventually resulted in about a 5 percent change in the
trade-weighted avera%e of the dollar. Adjusting for inflation, we
estimate that a $30 billion saving in net exports will cause the
dollar to appreciate about 72 percent over the 1980-85 period, or
about 1Yz percent per year.

Since a 10 percent change in the value of the dollar affects
domestic inflation by about 1 percent, it is reasonable to assume
that this 1% percent ggr year appreciation in the dollar lowers
domestic inflation by about 0.15 percent per year. This serves as a
partial offset to the higher rate of inflation generated by the in-
crease in domestic oil prices.

INCREASED INVESTMENT BY THE OIL INDUTRY

This is the most difficult area to estimate empirically. By 1981
the average price of domestic oil will be about $9 per barrel higher
under decontrol than would otherwise be the case. Production of
crude oil will be about 10 million barrels per day which means that

oss revenues received by the oil companies should be some $34

illion higher. After payment of royalties, operating expenses, sev-
erance taxes, and Fedeal, State and local income taxes, the oil
industry should be left with about 43 percent of these increased
gross revenues, or about $15 billion. With a plowback provision, we
estimate that about $10 billion would actually be used for new
exploration and drilling in 1981. Similar calculations apply to the
other years in the forecast period. The assumptions for increased
investment generated by oil price decontrol are given in table 4.
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With no plowback, oil producers would probably end up with
about 24 percent of the increased revenue, or about $8 billion. Thus
$7 billion less per year would be available to spend on further
-development of supplies. In addition, however, the incentives would
be smaller because of the effective marginal tax rate of between 60
percent and 70 percent. Thus we estimate that only $4 billion
would be used in 1981 for additional capital expenditures with no
plowback, with other years being scaled back accordingly.

Windfall profit tax revenues are estimated to average about $6%
billion per year starting in 1981. The Treasury has indicated that
these figures would be much lower, but we assume that OPEC oil
prices would rise 1% percent per year faster than the rate of
inflation under the no plowback scenario. Thus the so-called third
tier of the windfall profits tax, namely the difference between the
current OPEC oil price and $16 per barrel adjusted for the rate of
inflation, would provide most of the additional tax revenue. Yet
according to our calculations, the additional rise in OPEC prices
would not even occur if it were not for the windfall profits tax.

TABLE 4. —INCREMENTAL (NVESTMENT UNDER DECONTROL AND WINDFALL PROFITS TAX
[tn bithons of current dotlars]

1979 1980 1981 1982 1983 1984 1985

Add:itjonal gross revenves generated by higher oil

prices 21 04  ¥5 383 386 B/I 392
43 percent left after laxes and other expenses .......... 9 88 148 165 166 187 169
Increase in investment in the petroleum industry ............ 8 59 89 1 1.1 1z 13

No plowback:
Additional gross revenues generated by higher oil
ms 1

pr 21 204 345 387 41.6 436 456

24 percent left after taxes and other expenses ..... 5 49 83 95 10 105 109

increase in investment in the petroleum industry ... 3 34 42 41 5 5.2 5.4
MEMO: Windfall profits tax 4 39 6.5 7 6.6 6.2 b

1 These figures are higher than the plowback case because it is assumed that OPEC prices rise faster.

The effects of oil price decontrol itself are almost entirely benefi-
cial. While the rate of inflation is 0.5 percent per year higher for
the 1979-81 period, it is then 0.2 percent lower for the next 4 years.
Real growth is higher and the unemployment rate lower by 1985.
Net exports are +§14 billion instead of —$21 billion by that date.
Furthermore, total investment in the oil industry is some $16
billion higher over the 1980-85 period.

If we assume that the windfall profits tax does go into effect, but
no plowback provision is included, much of the positive results
disappear. The windfall profits tax adds an additional 0.1 percent
per year to the rate of inflation. Real growth is lower in 1985 and
the unemployment rate is 0.4 percent higher. Oil imports decline
only to 9.2 million barrels per day instead of 8.8 million barrels per
day. The net foreign balance is $2 billion instead of $24 billion in
1985. In addition, incremental investment in the petroleum indus-
try is only half as great as in the plowback case.

Thus the 6% billion per year extra that the Federal Government
would collect from the windfall profits tax is seen to be counterpro-
ductive in nature. It raises the rate of inflation, lowers real growth,
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increases our dependence on imported oil, and substantially re-
duces the amount of investment in domestic petroleum drilling and
exploration. I can understand President Carter’s desire to see that
the additional funds which accrue to the oil industry as a result of
decontrol are used for further investment in that industry. Howev-
er, a plowback provision effectively accomplishes just that goal
without penalizing any other sector of society.

Senator BoreN. Thank you very much. Could you for the record
state something of the business enterprise in which you are in-
vol;red and the kinds of operations that you have at Evans Econom-
ics?

Mr. Evans. I would be glad to. We are involved in economic
consulting and forecasting. We are right now primarily engaged in
trying to estimate the effects of productivity and regulation at the
industry level in a number of industries. The oil industry is one.
We are trying to understand what the Government has done with
respect to productivity changes and regulation in a number of
industries and show the effects of this on inflation and the amount
of real growth.

Senator BoreN. You have mentioned in the past that we have
been paying more for foreign oil than we have been paying our
own producers. I think it is the first time in the history of the
world of any product in any country in which the Government has
followed a policy of paying someone in another country more than
our own people. I don’t think this has ever happened anywhere in
the history of the world, which shows the ingenuity of the Ameri-
can process at the Federal level. But it seems to me that we are
still, from what you said, by applying a 60 percent tax, if that is
the decision that is made, we are still making foreign oil produc-
tion significantly more attractive than we are domestic oil produc-
tion because you could really in effect have a significantly higher
price being paid to the foreign producer because he gets, whether it
is $24 a barrel or whatever it is, he doesn’t have to pay a tax on
that. Wouldn't that be still true, in other words, still be following
the same basic policy, because of the imposition of the tax, even
with decontrol of paying a foreign producer, an OPEC producer
more to produce oil than we are paying our own people.

Mr. Evans. There are two parties that benefit because of the
windfall profits tax: One is the Treasury and the OPEC nations
who both get more money.

Senator BoreN. They become the principal beneficiary of the
higher price at the gasoline pumps that the American consumer
has to pay?

Mr. Evans. That is right.

Senator BoreN. Now, do you have estimates as to the amount of
decrease in production that would be caused by imposition of the
tax as compared to the situation that would be the case that would
be if we had no windfall profits tax imposed?

Mr. Evans. Well, we estimate the domestic supply in terms of a
million barrels per day would be approximately—well, right now it
is running about 10.2 million barrefs a day. Under continued con-
trols completely it would go down to about 9.2 million. We decon-
trol, but with no plowback we estimate it would stay at 10.2. And
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with the decontrol and the plowback it would rise to 10.9 million
barrels a day.

Senator Boren. With a windfall profits tax and this plowback it
would decline about 2 million barrels a day.

Mr. Evans. About 1 million barrels a day.

Senator BoreN. Of a decline.

Thank you very much. 1 aﬁpreciate your testifying before the
committee today. And I think you made some excellent points.

Mr. Evans. Thank you.

[The prepared statement of Mr. Evans follows:]
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% Evans Economics, Inc.

THE ECONOMIC IMPACT OF OIL PRICE DEREGULATION AND THE WINDFALL PROFITS TAX
By Michael K. Evans

President, Evans Economics, Inc.

EXECUTIVE SUMMARY

The decontrol of oil prices will have several positive effects on the

U.S. economy between now and 1985, The rate of inflation will be 0.5% per

_ year higher from now until 1981, but then will be 0.2% per year lower
starting in 1982. Real GNP will be slightly higher and unemploywent slightly
lower by 1985 than would be the case with no decontrol. Net exports will be
approximately $335 billion in 1985 instead of the -$21 billion which would
occur under continued controls. Assuming that the oil industry invests 67% of
their aftertax profits stemming from decontrol, investment would increase by an
incremental $61 billion in the 1980-1985 period.

With decontrol, domestic supply would average 10.9 MMBD in 1985, compared
to 9.2 MMBD with continued controls. Because of somewhat higher oil prices
under decontrol, demand would be 0.3 MMBD less. Hence imports of crude oil
in 1985 would be 8.8 MMBD, compared to an 10.8 MMBD figure without decontrol.

The lower rate of inflation after 1981 is due to several factors. First,
an incresse in domestic oil production will tend to moderate the rise in OPEC
oil prices by lossenin.z the demand for imported oil. Second, the resulting
strengthening of the dollar will lead to lower prices for all imports. Third,

the greater stability of worldwide oil prices in real terms will also reduce
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inflation worldwide, thus providing less upward pressure on commodity prices.

The results are not as positive under the assumption of a windfall
profits tax with no plowback provision, Real growth is slightly lower than
would be the case without decontrol, while the rate of unemployment is some
0.4% higher. The net foreign balance, while showing some improvement relative
to decontrol of oil, is just barely positive by 1985. Because the windfall
tax reduces cash flow to the oil industry, the incremental increase in in-
vestment over the next si;x years is only $28 billion, compared to the $61 bdillion
figure without any windfall tax,

The lower level of investment means that less new oil is found in the
U.5. and OPEC oil prices rise faster. In particular, supply is 0.7 MMBD less
and imports are 0.4 MMBD higher with the windfall profits tax. Furthermorec,
by 1985 oil prices are 5.8% or $1.85/bbl. higher than under the pure decontrol N
case, and the over;ll rate of inflation is 0.1% per year higher.

 The windfall profits tax generates about $6) billion per year in Federal

tax receipts for the 1981-1985 period. However, it results in less investment
in th; oil industry, higher OPEC prices, a faster rate of domestic inflationm,
more oil imports and less domestic supply than would be the case with decontrol
but no such tax. While it is important that the additional revenues received
by the oil companies be used for further exploration and drilling, that aim can
be effectively accomplished by a plowback provision.

In preparing these results, we have compared the state of the economy
under alternative assumptions that (a) decontrol does not occur st all,
(b) decontrol continues in effect as scheduled, with a 60% windfall profits

tax, and (c) decontrol and the windfall profits tax are accompanied by a
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plowback provision. We have simulated the CEAI model to determine the effect
of decontrol both with and without the plowback provision. This provides
us with a direct measure of the incremental economic effect of the windfsll

profits tax.

OVERALL ECONOMIC IMPACT

The economic impact of oil price decontrol, if coupled with a plow-
back provision, would be quite favorabple. While inflation would be about
0.5% higher during the next three years, it would then be about ¢.2% lower in
1982 and later years. This lower inflation would be caused by slower in-
creases in imported oil prices, which in turn is a direct result of higher domestic
production. As a result of a wore modest increase in inflation, real growth
would expand at a slightly faster rate and hence the rate of uneuploy.ént
would be about 0.1% lower by 1985, The decline in consumption stemming from
higher oil prices would be wore than offset by the increased jnvestment in
the oil industry.

If a plowback provision is added, however, the benefits of decontrol
disappear - but not the penalties. The rate of inflation remains higher
because iqorted oil prices rise st a faster rate; OPEC nations have less
incentive to curtail price increase because domestic production does not
rise. However, the penalty of higher consumer prices are still with the
economy. Thus the decline in consumption stemming from lower real income
is not matched by the increase in investment in the petroleum industry.
Consequently economic performance in 1985 under the scenario of decontrol
and a windfall profits tax with no plowback provision is actually somewhat
below the case of continued controls. Details of these alternative simula-

tion are given in Table I.
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Table 1

Economic Effects of Decontrol and Windfall Profits Tax

1979 1980 1981 1982 1983 1984 1988

GNP in 1972 Dollars,
mge

No Decontrol 1.4 -0.3 3.7 3.8 3.8 2.8 2.9
Decontrol and
Plowback

(Difference) 0.0 -0.1 -0.4 -0.2 0.2 0.3 0.1
Decontrol and
No Plowback

(Difference) 0.0 -0.3 -0.5 -0.2 0.1 0.2 0.1

Index of Industrial

ﬁoduction, L] Change

No Decontrol 2.8 -3.0 5.7 6.1 4.2 3.7 3.6
Decontrol and
Plowback
(Difference) 0.1 -0.2 -0.5 -0.2 0.4 0.4 0.1
Decontrol and
No Plowback
(Difference) 0.0 -0.2 -0.7 -0.3 0.3 0.3 0.2

Unemployment rate,%

No Decontrol 6.3 8.4 7.9 6.9 5.9 5.5 5.2
Decontrol and
Plowback
(Difference) Q -0.1 0.1 0.2 0.2 0.1 0.0
Decontrel and
No Plowback
(Difference) 4] 0.0 oxr 0.2 0.2 0.3 0.4

Consumer Price Index,
3 Change

No Decontrol 10.$ 8.2 7.0 7.1 6.5 6.4 6.5
Decontrol and

Plowback

(Difference) 0.0 0.8 0.6 0.0 -0.2 -0.3 -0.3
Decontrol and

No Plowback

(Difference) 0.0 0.8 0.6 0.1 -0.1 -0.2 -0.2
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Table 1 (continued}

1979 1980 1981 1982 1983 1984 1985

Wholessle Price Index,
Y Change

No Decontrol 11.6 7.7 6.7 6.6 6.1 6.2 6.2
Decontrol and

Plowback

(Pifference) 0.0 1.4 0.8 -0.2 -0.5 -0.6 -0.6
Decontrol and

No Plowback

(Difference) 0.0 1.4 0.8 0.0 -0.3 -0.4 -0.4

Federal Funds Rates, %

No Decontrol 10.0 7.2 6.5 6.6 7.1 7.2 7.1
Decontrol and

Plowback

(Difference) 0.0 0.7 0.4 -0.1 -0.3 -0.2 -0.2
Decontrol and

No Plowback

(Difference) 0.0 0.6 0.4 -0.1 -0.4 -0.3 -0.3

Net Foreign Balance,
Current Dollar: DolTars

No Decontrol 0.7 2.8 -8.9 -14.8 -9.2 -12.9 -21.4
Decontrol and

Plowback

(Difference) 0.9 2.5 12.9 20.2 28.8 38.5 54.1
Decontrol and

No Plowback

(Difference) 0.5 3.4 10.6 15.1 18.8 28.9 32.1

Fixed Business Investment
In 1972 Dollars, ¥ Change

No Decontrol 3.1 -6.6 4.7 8.4 4.4 3.4 3.2
Decontrol and

Plowback

(Difference) 0.3 2.1 0.1 -0.9 -0.1 0.5 0.3
Decontrol and

No Plowback

(Difference) 0.1 0.9 -0.6 -0.9 0.0 0.4 0.1
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Table 2 (continued)

1979

1980

1981

1982

1983

1984

1985

Price of Isported 0il,
$/bbl.

No Decontrol 18.00
Decontrol and

Plowback
(Percent Difference) 0.0
Decontrol and .

No Plowback
(Percent Difference) 0.0

Average Price of Crude
~ 011, $/bb1.

No Decontrol 14.13
Decontrol and B
Plowback
(Percent Difference) 0.8
Decontrol and
No Plowback
(Percent Difference) 0.8

Ipports of Crude Oil, MMBD

No Decontrol 8.6
Decontrol and

Plowback

(Difference) -0.4
Decontrol and

No Plowback

(Difference) -0.4

Domestic Supply, MMBD

No Decontrol 10.2
Decontrol and

Plowback

(Difference) 0.1
Decontrol and

No Plowback

(Difference) 0.1

17.46

14.7

14.7

8.9

10.1

0.2

0.1

19.38

22.9

22.8

10.0

0.5

0.2

21.63

19.9

9.8

-1.1

0.4

24.02

15.5

10.1

-1.4

9.6

1.1

0.6

33.38

-11.1

26.70

11.2

16.0

9.4

1.3

0.8

36.70

-13.5

29.63

7.2

13.4

10.8

1.0

These results calculated using the Chase Econometric Associates, Inc., Macro Model
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OIL PRICE INCREASES

The principal assumptions underlying the calculations for the demand,
supply, and price of oil from now until 1985 are given in Table 2. These
assumptions may be summarized in the following categories:

(1) Increases in the price of oil.

Under the case of no decontrol, we assume that both imported and domestic
oil prices will increase at an average rate of 10% per year through 1985.
With decontrol, the windfall profits tax and plowback provision (referred to
as "plowback"), OPFC prices are assumed to rise only about 7% per year from now
until 1985, réughly equal to the average rate of inflation. Domestic prices
would, of course, increase much faster. They have already started to move
toward world prices on June 1, 1979 and will reach that level by October 1981.
8ecause of the slower growth in worldwide ofl prices, however, the differen-
tial between the average price of oil in the no decontrol and plowback
scenarios narrows after 1981. The average price of oil in the U.S. is assumed
to be $31.76/bbl. by 1985 in the plowback case, compared with $29.63/bbl. under
the no decontrol scenario., Hence oil prices would be only 7% higher by that
date.

With decontrol, the windfall profits tax and no plowback provision
(referred to as "no plowback'), OPEC prices would rise about 8%% per year.
This would push oil prices up to $33.61/bbl. by 1985, compared to $31.76/bbl.
in the plowback case. Oil prices would rise somewhat faster with the wind-
fall profits tax because domestic production would be lower, thus encouraging

OPEC nations to step up their price increases.
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Table 2A

Average Price of 01l Under Various Assumptions
(No Decontrol)

1979 1980 1981 1982 1983 1984 1985

Imported Price, $/bbl.......18.00 22.82 25.09 27.59 30.35 33.38 36.70
Domestic Price, $/bbl.......10.86 12,74 14.12 15.66 17.37 19.25 21.34
Total Demand, MMBD.......... 19.1 19.1 19.3 19.7 19.8 20.0 20.2
Domestic Supply, MMBD....... 10.2 10.1 10.0 9.8 9.6 9.4 9.2
Stocks, MMBD................ 0.3 0.1 0.1 0.1 0.1 0.1 0.2
Imports, MMBD............... 8.6 8.9 9.2 9.8 10.1 10.5 10.8
Average Price, $/bbl........14.13 17.46 19.38 21.63 24.02 26,70 29.63
$ Change, Average Price..... 23.6 11.0 11.6 11.0 11.2 11.0
Table 2B

(Decontrol With Plowback)

1979 1980 1981 1982 1983 1984 1985

Imported Price, $/bbl.......18.00 22.30 24.25 25.94 27.75 29.69 31.76
Domestic Price, $/bbl.......11.27 18.21 23,40 25.94 27.75 29.69 31.76

Total Demend, MMBD.......... 18.8 18.9 19.2 19.4 19.5 19.7 19.9
Domestic Supply, MMBD....... 10.3 10.3 10.5 10.6 10.7 10.7 10.9
Stocks, MMBD................ 0.3 0.1 0.1 0.1 0.1 0.1 0.2
Imports, MMBD............... 8.2 8.5 8.6 8.7 8.7 8.9 8.8
Aversge Price, $/bbl........14.25 20.03 23,82 25.94 27.75 29.6%9 31.76
% Change, Average Price..... 40.6 18.9 8.9 7.0 7.0 7.0
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Table 2C

(Decontrol With No Plowback) Bassline

1979 1980 1981 1982 1983 1984 1985

Imported Price, $/bbl............ 1
Domestic Price, $/bbl............ 1

9

18.21 23.40 26.31 28.55 .97 33.61
Total Demand, MMBD............... 18.8 18.7 19.1 19.3  19.4 19.5 19.6
Domestic Supply, MMBD............ 10.3 10.2 10.2 10.2 10.2 10.2 10.2
Stocks, MMBD........ccov0vnvnnese 0.3 0.2 0.2 0.2 0.2 0.2 0.2
Imports, MMBD..........ccovnvnvn. 8.2 8.3 8.7 8.9 9.0 9.1 9.2
Average Price, $/bbl............. 14,25 20.04 23.79 26.31 28.55 30.97 33.61
% Change, Average Price.......... 40.7 8.7 10.6 8.5 8.5 .5

Table 3

Average Annual Increase in Energy Price and Usage

Industrial Energy Residential/ Total Energy
) . Real Price Use per Unit of Commercial Use per
Time Period of Energy put Energy Use per Capita GNP($72)
1948-1960 (0.2%) (1.5%) 2.0% (1.2%)
1960-1972 (1.5%) (2.0%) 3.0% 0.1%
1972-1978 4.0% (3.5%) 1.4% (1.4%)
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ELASTICITY OF DEMAND AND SUPPLY

Changes in the demand for petrnieum products.*

We have assumed that the price elasticity of demand is rather small,

but that it increases over time. Thus for the six-year period 1980 to 1985,
-we have estimated that the elasticity figures are -0.025, -0.05, -0.075,
-0.1, -0.125, and -0.15 for each year respectively. Long-term estimates of
the price elasticity are largely guesswork, since only since 1972 has the
Teal price of energy increased. However, the figures in Table 3 show the
!ong-tenﬁ relationship between changes in the relative price of energy and
the use of energy relative to GNP,

In this table we have chosen to divide the postwar period into three
segments. The 1948-1960 period was one of essentially no change in the real
price of energy, the 1960-1972 period was one in which ceal energy prices
rose 4% per year.

A fairly close correlation exists between the change in the real price
of energy and its usage during these three periods. When energy became rela-
tively cheaper, its use increased faster than GNP; when it became more
expensive, its relative use diminished. Indeed, since 1372 the amount of
energy consumed per constant dollay of GNP has fallen 8%. If that decline
had not occurred, we would currently be importing oil at the rate of 11.6 MMBD

instead of 8.5 MMBD--an incremental cost of over $20 billion.

*These next two sections prepared in association with John C. Zamzow of CEAIL.
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If ve use the figures in Table 3 to compare the difference between the
pre- and post-1972 period, we find that a 5.5% increase in the real price of
energy tesu.ltgd in a 1.5% decline in energy usage per unit of real GNP, or
an implied elasticity of -0.27. Hence our estimate of price elasticities,
which average -0.1, are seen to be quite conservative.

Under the plowback scenario, demand would decline by 0.3 million barrels
per day (MMBD) by 1985. Under the no plowback case, the decline in demand
is estimated to be ¢.6 MMBD by 1985. This number is somewhat larger because
the price of oil rises more rapidly in the no plowback case. However, neither
nuiber is very large, since total demand for petroleum products remains at
about 20 MMBD through 1985. Had we used the -0.27 elasticity estimate, the

decline in demand relative to no decontrol would have been twice as great.

Changes in the supply of petroleum products
Under the plowback assumption, we assume that the real price of domestic

crude oil will increase 80% over the next three years, after which it will

" rise at the overall rate of inflation. This 80% increase is assumed to

result in an incremental gain in supply of only 1.7 MMBD by 1985, which
represents about 16% of total domestic production. Hence the implied price
elasticity of supply is +0.2.

The conservative nature of this assumption can be seen by glancing at
the close correlation between the wellhead price of U.S. crude oil and
drilling expenditures for oil, as shown in Figure 1. From 1972 to 1978,
the average price of U.S. crude oil at the wellhead has risen from $3.27/bb1.
to $9.10/bbl. while drilling expenditures have increased from $1.0 to $3.5
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Figure 1
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billion. Some of this common upward movement has clearly been due to the
high rate of inflation. Adjusting for this factor, we find that the real
price of crude oil increased by 72% from 1972 to 1978, while the amount of
drilling expenditures in constant prices rose by 38%. Hence the implied
elasticity of supply is 0.5. This figure somewhat overstates the true
elasticity, since it does not take into account the increased cost of find-
ing each ne'u barrel of oil. However, it does indicate that our assumed
estimate of 0.2 is probably quite conservative.

Further evidence of the substantial value of the elasticity of supply
can be seen by considering the recent change in the number of drilling rigs
and wells drilled. Between 1968 and 1973, when real oil prices were falling,
the number of rotary drilling rigs fell from 1300 to 1200. Between 1973 and
1978, however, the number increased to 2250. In 1973, 1900 workover rigs
were in operation; these are drilling rigs designed to extract marginal, low
volume production from wells after they have been largely depleted. This
number has now risen to approximately 3000. Finally, we point out that the

number of wells drilled has risen from 27,000 in 1973 to 47,000 in 1978.

Changes in imports and the value of the dollar
Under the assumption of no decontrol, imports of oil would continue to
rise steadily, reaching a level of 10.8 MMBD in 1985. At an average price
of $36.70, this translates into an oil bill of some $145 billion. Under the
pPlowback case, however, imports rise only to 8.8 MMBD at an average price of
$31.76, or a total import bill of $102 billion. This $43 billion saving will

be offset to a certain extent that oil-producing countries import less from
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the U.S., but the strengthening dollar, as discussed next, will help improve
net exports even further. Under the no plowback case, the figures are not
as favorable, since the U.S. imports more oil at a higher price. However,
the swing is still clearly in the right direction, snd the net foreign
balance does turn positive by 1985.

Over the past five years, a $10 billion change in the U.S. net export
balance has eventually resulted in about a 5% change in the trade-veighted
average of the dollar. Adjusting for inflation, we estimate that a $30
billion saving in net exports will cause the dollar to appreciate abuut
7Ts% over the 1980-1985 period, or about l%% per year.

Since a 10% change in the value of the dollar affects domestic inflation
by about 1%, it is reasonable to assume that this 1%% per year appreciation
in the dollar lowers domestic inflation by about 0.15% per year. This serves
as a partial offset to the higher rate of inflation generated by the increase

in domestic oil prices. _

Increased investment by the oil industry
This is the most difficult area to estimate empirically. By 1981 the
average price of domestic oil will be about $9.00/bbl. highpr under decontrol
than would otherwise be the case. Production of crude oil will be about 10 MMBD,
which means that gross revenues received by the oil companies should be some
$34 billion higher. After payment of royalties, operating expenses, severance
taxes, and Federal, state and local income taxes, the oil industry should be
left with about 43% of these increased gross revenues, or sbout $15 billion.
With a plowback provision, we estimate that about $10 billion would actually
be used for new exploration and drilling in 1981. Similar calculations apply
. to the other years in the forecast period. The assumptions for increased
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investment generated by oil price decontrol are given in Table 4.

¥ith no plowback, oil producers would probably end up with about 24%
of the increased revenue, or about $8 billion. Thus $§7 billion loss per
year would be available to spend on further development of supplies. In
addition, however, the incentives would be smaller because of the effective
marginal tax rate of between 60% and 70%. Thus we estimate that only $4
billion would be used in 1981 for additional capital expenditures with no
plowback, with other years being scaled back accordingly.

Windfall profit tax revenues are estimated to average about $6) billion
per year starting in 198]1. The Treasury has indicated that these figures
would be much lower, but we assume that OPEC oil prices would rise 143 per
year faster than the rate of inflation under the no plowback scenario. Thus
the so-called third tier of the windfall profits tax, namely the difference
between the current OPEC oil price and $16/bbl. adjusted for the rate of
inflation, would provide most of the additional tax revenue. Yet according
to our calculations, the additional rise in OPEC prices would not even occur

if it were not for the windfall profits tax.
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Table 4

Incremental Investment Under Decontrol and Windfall Profits Tax

1979 1980 1981 1982 1983 1984 1985
Plowback
Additional Gross Revenues
Generated by Higher Oil Prices.., 2.1 20.4 34.5 38.3 38.6 38,9 39.2
43% Left After Taxes and
Other Expenses..........cccovnene. 0.9 8.8 14.8 16.5 16.6 18.7 16.9
Increase In Investment in the
Petroleum Industry............... 0.8 5.9 9.9 11.0 11.1 11.2 11.3
No Plowback
Additional Gross Revenues
Generated by Higher 0il Prices*., 2.1 20.4 34.5 39.7 41.6 43.6 4S.6
24% Left After Taxes and
Other Expenses...........ecovues. 0.5 4.9 8.3 9.5 10.0 10.5 10.9
Increase in Investment in the
Petroleum Industry.......ceee..,. 0.3 3.4 4.2 4.7 5.0 5.2 5.4
MEMO: Windfall Profits Tax...... 0.4 3.9 6.5 7.0 6.6 6.2 6.0
*These figures are higher than the plowback case because it is assumed that OPEC

prices rise faster.

All figures in billions of current dollars.
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CONCLUSION

The effects of oil price decontrol itself are almost entirely beneficial.
While the rate of inflation is 0.5% per year hig}ner for the 1979-1981 period,
it is then 0.2% lower for the next four years. Real growth is higher and the
unemployment rate lower by 1985. Net exports are +§14 billion instead of
-$21 billion by that date. Furthermore, total investment in the oil industry
is some $61 billion higher over the 1980-1985 period.

If we assume that the windfail profits tax does go into effect, but no
plowback provision is included, much of the positive results disappear. The
windfall profits tax adds an additional 0.1% per year to the rate of inflation.
Real growth is lower in 1985 and the unemployment rate is 0.4% higher. 0il
imports decline only to 9.2 MMBD instead of 8.8 MMBD. The net foreign balance
is $2 billion instead of $14 billion in 1985. In addition, incremental invest-
ment in the petroleum industry is only half as great as in the plowback case.

Thus the $6 billion per year extra that the Federal government would
collect from the windfall profits tax is seen to be counterproductive in
nature. It raises the rate of inflation, lowers real growth, increases our
dependence on imported oil, and substantially reduces the amount of invest-
ment in domestic petroleum drilling and exploration. I can understand
President Carter's desire to see that the additional funds which accrue to
the oil industry as a result of decontrol are used for further investment
in that industry. However, a plowback provision effectively accomplishes
just that goal without penalizing any other sector of society.

Senator BoreN. We are happy to have you, Mr. Buttram. We
appreciate your taking the time to do so.

STATEMENT OF DORSEY BUTTRAM, VICE PRES‘IDENT'
OKLAHOMA INDEPENDENT PETROLEUM ASSOCIATION

Mr. ButtraM. Thank you. I am here to represent the over 1,000
members of the Oklahoma Independent Petroleum Association. But
since their record is so similar to most of the other evidence that
has been given here and especially so elegantly described by Dr.
Bill Talley, I feel that all that is necessary here will probably be to
present the written record for the files.

However, as an independent, 1 do feel that I have a couple of
points that I have not discussed. And I feel they should be brought
out. I am a small operator. I am a practicing geologist for over 30
years. I believe that is all the qualification I need to give at this
time. I have others, but they are not relevant. As such, I must
represent myself as a one-person operator. I can visualize that
there are a lot of us independents like that. We don’t have these
floors of lawyers or accountants as the majors do. I hire my ac-
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countants and I hire my attorneys. Therefore, what affects me
affects a lot of us. It has been testified adequately and proven
adequately that we drill 91 percent of the wells and 75 percent of
the reserves and on and on. And I won’t repeat them.

But, on the other hand, over half of us have disappeared in this
industry of us independents. Now, there is a reason. Now, if we
look backward and see what has been done to us, that may explain
why half of us have gone broke, and it might also explain what this
new regulation will do to us, which will, of course, put more of us
out of work and of course to the United States detriment.

So I would like to, if you would please, to review a few minor
details, some of which haven’t been mentioned but that certainly
affect me. We all know we had oil and natural gas prior to 1953
when the price was regulated. And we know the price that came
up in the last winter when the interstate gas lines went dry. We
also know because of that crisis the National Gas Petroleum Act of
1978 was affected with rather serious consequences. It was so seri-
ous to all of us, particularly those of us who don’t have lawyers,
that actually our IPA had to send out teams of authorities around
the United States to explain to oldtime lawmen what had been
done to us. We couldn’t even understand the law.

Finally, it has been done. I still hire attorneys to interpret it for
me. I hope I don’t find too much gas because of one simple thing,
that I have yet to find anybody knows about in this country:
Ignoring the $65 a day I would have assessed on me for each and
every day and a penalty of 2 years in the penitentiary for each day
I miiht violate 26 different price categories in this gas.

Like most laws in this country, if my attorneys or my account-
ants advise me incorrectly, they don’t go. I go. Now, I admit that so
far to my knowledge, this has not been done but I cannot forget a
Miss Hollis of the Federal Energy Commission who told a bunch of
us oil people in Denver that she was going to make very specific
examples of some of us to prove that her organization meant
business.

Now, with that kind of threat over my head do you think I am
going?to gamble the rest of my life’s independence for such a
cause?

Senator BoreN. Do you think that perhaps that has something to
do with the fact that the number of operating rigs went up by
about 300 in anticipation of the hoped-for decontrol, deregulation of
natural gas and hoped-for reduction in the kinds of controls, other
kinds of controls you are talking about, and that the rig count has
gone down by about 300 after this kind of law was enacted?

Mr. BurtraM. Sir, I do know that after these different groups
have gone around to the various States trying to explain this
NGPA more than a few oil people I knew said they were drilling
for no more gas. I believe that has been changed a bit maybe as we
begin to understand more about this NGPA regulation. But that
does not alleviate that penitentiary offense of 2 years for violating
26 price categories which are so ambiguous in between their price
categories. There is no way you can %: right. I cannot take that
chance with my family. My family has nobody else but me to look
at.

So then comes the oil deregulation bill recently. And during a
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symposium that was held also to try to understand it more recent-
ly, I asked a moderator if there was such a penalty on oil. He said,
Oh, no, we are a lot better off. There is only 1 year per day for
each and every day you violate this pricing law. Now we are a lot
better off because instead of 26 categories there are only 8. But
believe me, under this windfall tax, the excise tax, this severance
tax, whatever you want to call it, the difference between the oil
pricing and gas pricing, the definitions are even different between
various categories such as new gas.

Now, how am I—and look, the good Lord knew better than we
do. He put oil and gas together. I can’t separate them. So if I drill a
well and I find oil and gas there, and the regulations have gas
under one pricing and oil under another and a penitentiary of-
fense, what am I to do? .

There is one other point. While these regulations have been
going—I found this in traveling around the country. I think it
important. We have talked about billions up here. I have heard it
bandied around the room until I can’t understand it. But I tell you
what I can. I have seen the price of our oil imports go from 36
billion in 1977 to 48 billion in 1978 to an estimated 55 billion this
year. When I talk to groups of people that doesn’t mean nothing.
But do you know what gets across to them? $55 billion a year to oil
imports is $152 million every day we are giving to those foreigners,
which will drill over 700 wells every day in this country and our
Government has exported those wells to the foreigners.

Now, if the Senate or some way this world could be passed out to
the average citizen, they would understand what this windfall prof-
its tax means because this is what we are giving to our foreigners;
taking out of our country. But there is one more point. That now
directly after we have seen what has happened to us in the past we
come now to this. And there is one thing I must bring up. I have
not heard it mentioned. Let me bring up one point.

The depletion allowance has been a debatable issue ever since it
has been in existence. The IRS identifies 122 natural resources that
get depletion, some more than oil, but only is oil perpetually dis-
puted and argued over. Yet the survival of our Nation depends on
it. So what do the opponents do? They put this law in where we
don’t get that depletion allowance on this tax. And therefore we
lose the thing that they have tried to take from us from the
beginning.

nator BoreN. That.is a very good point and in fact some of
those who have argued most strenuously for doing that in the
Congress represent States that are the beneficiaries of similar
allowances on other products that are not in such critical shortage
in this country.

I am going to have to conclude here because that was a message
for a record vote, but we have about 7 or 8 more minutes to get
over there. Let me say that I really apﬁreciate your testimony. The
full testimony will be entered into the record. I know that the
members of the committee are going to study this testimony and
the testimony of all of those given today before we begin marking
up the excise tax bill.

Let me ask you one quick question. Do you know, at the so-called
Camp David summit have you heard were there any independent
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oil producers whatsoever represented in that discussion in the for-
mulation of America’s energy policy?

Mr. BurrraM. That has been caused in Oklahoma and we know
of none. I would like to say one final thing. If this tax bill goes
through, four-fifths of the money I am spending to find oil and gas
will be taken away from me. Four-fifths of the income today that I
use will be lost to me.

Senator BoreN. Well, it is a tragedy and it is a tragedy that in
formulation of policy that the people who find 91 percent of the
energy we are using in this country, the petrochemicals and fossil
fuel and the oil and gas, it is absolutely inconceivable to me that
they have been totally left out of the deliberative process in the
formulating of this policy and not even mentioned in terms of the
plan itself when we have the critical need in the next 5 years to
significantly shift this balance away from imports. And I :g)é)reci-
ate your testimony and that of the others that are here today. I
think you have made a real contribution.

I think the tone of your testimony has been that you want to
make a contribution to the good of the country. And that is some-
thing else that I personally am sick and tired of hearing about—
and that is the patriotism of people who sincerely want to make a
contribution to their country consequently denigrated because they
happen to have some expertise in the energy field. And we are
never going to solve the problem when we refuse to talk to people
who are going out and making 91 percent of the new discoveries of
oil and gas. That is a cinch.

I do appreciate your being here and I do appreciate the other
. statements that have been made. : :

[The prepared statement of Mr. Buttram follows:]

STATEMENT OF Domsey BurrRaM, BurTRAM ENERGIES, INC.

Mr. Chairman, | am Dorsey Buttram of Oklahoma City, Oklahoma and I am an
independent oil and natural gas producer, having production in some ten states
within our country. I am a geologist having practiced this profession for over 30
{neara as my sole source of income. I am also the Vice President of the Oklahoma

dependent Petroleum Association (OIPA) that is made up of a thousand members.
I am mpresentinfa;b:th them and myself but if I could use myself as an example I
might better explain the difficulties of our oil industry, only one of which will be
the so-called Windfall Profits Tax now being considered by this Committee. I feel
that an individual example would be more important to you because various state
organizations have well documented their presentation with Oklahoma not being
gool d‘igsrent from them. Even so a well written statement from the OIPA will be
included. :

Knowing that we independents drill some 91 percent of all wildcats drilled in this
oountr{,and discover 75 percent of the reserves, we become a vital part of the
current energy crisis in that we could solve it if we were just left alone to do so. But
let’s look at what's happened to the independent producers within these 48 eontiﬁ:x-
ous states. Until 1953 this nation was abundant in oil and gas. Even during the
second War we produced enough energy to supply virtually the entire free world. In
1963 regulation of natural lgas use recommended by Congress for the purpose of
creating “an ade&uate supply of this product at a fair price to the consumer”. We
well remember the resulting crisis of the past few winters when the interstate
pipelines carrying natural gas, ran desperately short of this energy. To “alleviate”
this problem the Natural Gas Policy Act of 1978 came out of Congress and was so
incomprehensible by even the smartest of those in our industry that it took teams of
specially informed oil people and related industries to travel throughout the produc-
ing states, at their own expense, to try to tell the rest of us what Congress had just
done to us independents. It is very appropriately called a retirement fund for
accountants and petroleum engineers. Even though most of the complaints center
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around the interpretation of these regulations, the ambiguity of ‘‘definitions”, and
not only the mountains of paper work to be filled out but even understanding how
to fill them out, I have yet to find the first person outside of my industry that
knows the one “statement” in the NGPA that scares me beyond belief, namely, the
penalities inflicted upon this industry. Ignoring the fines which can be levied
against me by this Act amounting to $65,000 per day under the maximum penalty,
which after all is only cash, I can not forget that I can be sent to the penitentiary
two years for each and every day I supposedly violate this Act. Just 15 days would
put me in the penitentiary for the rest of my life. Realizing that the energy advisor
of the then Governor of Oklahoma, Dr. Bill Talley, identified 17 different price
catagories which were later upgraded to 26 after the law was passed and examined,
I have been unable to find anybody who would guarantee me the proper classifica-
tion of gas pricing. And the consequences to error—the penitentiary. Forget not that
Ms. Hollis of the Federal Energy Regulation Commission stated to a group of oil
people in Denver, Colorado that she was going to make examples of some of us to
prove her organization meant business in its enforcement.

Then came the different pricing categories of the new ‘“deregulation” of oil. This
didn’t have the 26 catagories as does natural gas, only 7. During a recent sympo-
sium the new pricing and definitions were being discussed. At the appropriate time
1 asked the Moderator if there were any criminal penalities such as in the NGPA.
He sarcastically answered me that we were better off this time since there was only
one year imprisonment for each and every day we violated the pricing classifica-
tions—again ignoring the fines as inconsequential compared to the imprisonment.
When you consider the penalities pressed upon us independents in both the NGPA
and the oil “deregulation” and then realize that definitions of certain items between
these two laws are not even the same, as an example the definition of new gas and
new oil, it makes me wonder how I can even comply with one or the other of these
Bills-—always remembering imprisonment if I make a mistake. After all, oil and gas
invariably come together in nature in spite of the fact that Congress has made
definite laws for each.

And now comes what is called the Windfall Profit Tax. It has been amply defined
by other witnesses as anything but a windfall, more often called an excise tax than
anything and is just one more example of the federal government putting its hands
in my pocket and taking away more of the money that I would use to find more oil
and natural gas this country so desperately needs. Don’t forget that the independent
has consistently reinvested back into the ground more than his net profits. There is
also an insidious side of this tax that is completely ignored. The matter of the
depletion allowance has been debated pro and con ever since its inception, with it
being decreased in recent years. Even though the IRS recognizes some 122 natural
resources given a depletion allowance, some more than oil and natural gas, it is only
our industry that is under continuous attack in trying to eliminate this item. If this
tax passes, our opponents will have succeeded in eliminating the depletion allow-
ance completely in this particular catagory since depletion is not computed above
base price. Specifically it means that four-fifths of the money I now have to reinvest
in finding new oil and gas will be taken by the government and I will only have
one-fifth left. To me, a small operator, that would hardly be enough to justify
staying in business. If this tax is permitted to be passed, and public opinion and
preassure certainly currently indicates this, I am only one who will have just that
much less money for energy this nation so desperately needs at a time when
President Carter just made his most dramatic ap for more energy.

It is an absolutely facinating study to me in illogics that Carter is asking for 142
billion dollars in tax mo;:aer to make this country self sufficient in energy when in
reality the oil and natu nf“ industry has done exactly this for over 100 years
without taxing anybody until the government stepped in and started regulating us.
Not for one second am I speaking against all other sources of ene that this
country may need in the future and will come in time; but the 142 billion dollars

roposed by Carter would be taken from my industry to try and fill this energy gap,
if in fact it even can. Most certainly it cannot do it as efficiently as a free enterprise
system has and can if just left alone.

Obviously this tax should be defeated but todays reality seems otherwise; for if it
must be, please, gentlemen, bear in mind the glight of us independents and also
that we do have the solution to this energy problem as proven by past experience.
Further, there is much talk that this excise tax, to make it acceptable to our
industry, will be accompanied by a plow-back feature. Such a plow-back currently
being zncussed in Washi n 18 totally unacceptable to us independents. It is so
impossible to cut through the red tape that as a whole we independents will never
see anything from the currently proposed plow-back. If one must be, make it simple
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and easily understood to a small operator and one that will be available immediate-
ly instead of taking years of petitions and filings through a mess of bureaus in
trying to get our refund.

Again, I sincerely thank ryou for your attention, time, and favorable considera-
tion—not for us but for the future of the great nation.

Senator BoreN. The committee will recess until 9:30 tomorrow
morning when we will hear further testimony.

[Whereupon, at 3:35 p.m., the committee recessed, to reconvene
at 9:30 a.m., Friday, July 20, 1979.]



CRUDE OIL TAX

TUESDAY, JULY 31, 1979

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

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

Present: Senators Long, Talmadge, Ribicoff, Byrd, Bentsen, Mat-
sunaga, Baucus, Boren, Dole, Packwood, Roth, Danforth, Wallop,
and Durenberger.

The CHAIRMAN. This morning we will hear the Honorable James
Schlesinger, Secretary of Energy; Assistant Secretary of Energy
Alvin Alm; and also Mr. Emil Sunley of the Department of the
Treasury and Mr. Elliot R. Cutler, Associate Director for Natural
Resources, Office of Management and Budget. We would like to
talk about how this money is going to be used.

Mr. Secretary, please proceed.

STATEMENT OF HON. JAMES R. SCHLESINGER, SECRETARY OF
ENERGY

Secretary SCHLESINGER. Mr. Chairman, I think my purpose here
this morning is to represent the administration with regard to the
general position over the next decade on energy matters in which
the responsibility lies before this committee. I will not repeat the
testimony that I gave on my prior visit to this committee that
occurred 3 weeks ago, save to emphasize the prospective worldwide
limitation on petroleum production of about 65 million barrels.

We have left over from the national energy plan certain unfin-
ished business, primarily in the area of oil pricing, and associated
with it is the windfall profits tax.

Into the windfall profits tax has been built a substantial incen-
tive, and we believe that that tax balances the need for increased
incentives and the accumulation of resources to build the new
technologies that increasingly this country will have to rely on as
we approach the decade of the 1990’s.

I believe that flexibility must be built into the tax because over
the course of the next 10, 15, 20 years, we do not know what the
cost of oil production will be. We do not know what the cost of
production will be in Alaska or in the Beaufort Sea when we begin
to explore those areas.

Right now, for the present, it is plain that the increase in the
direct receipts per barrel for the producers from about $14 a barrel
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at the start of this year to $19 a barrel represents a substantial
increase in incentives and the kind of balancing that is necessary.

We must have, in addition, the resources to bring in the new
technologies gradually, to introduce infant industries in the area of
synthetic production and the unconventional production of natural
gas. The volume of resources that is intended to be gathered
through the windfall profits tax is intended to finance a whole
array of instruments, many of which have been of concern to this
committee.

Let me make two points. First, that in order to achieve these
results, we are going to have to have an Energy Mobilization Board
with teeth in order to clear away the debris, the redtape, the
conflicting objectives among State, local, and Federal bodies—fre-
quently, the conflicting objectives between two local bodies—in
order to reconcile the differences.

The purpose of the Energy Mobilization Board is to provide some
consistency among the laws that the Congress has passed over the
course of the last decade.

Second, the resources that will be provided on a national basis
through the windfall profits tax is necessary to fund a whole vari-
etydof instruments. Prominent amongst them is the shale oil tax
credit.

This committee, and Senator Talmadge in particular, played an
instrumental role 18 months ago in starting that process in order
to have the resources on a national basis to fund the shale oil tax
credit as well as other tax credits, on woodburning stoves, agricul-
tural and industrial process heat, solar, residential construction,
and unconventional gas.

We will need to have the resources represented through the
windfall profits tax.

The problems that we face today are very serious. The develop-
ments in Iran have brought the problems of the mideighties down
to 1979, 1980. We face near-term oil shortages over the next 2 or 3
years.

Generally speaking, we face shortages that will be tempered by
intermittent periods of recession.

The President's latest proposals are ones that you are familiar
with. I will not review them at this time, save to point out that
through those proposals, we can save an additional 4.5 billion
barrels a day by 1990 and that, in addition to the savings already
made, will be a touchstone as to whether or not this country will
be able to live with the pending oil stringencies.

We cannot afford to do anything less. We are going through a
difficult transition. There will be no comprehensive plan, Mr.
Chairman. There is no comprehensive energy plan.

What we must do in this country——

The CHAIRMAN. Even today?

Secretary SCHLESINGER. Even today.

Even today, I think that we recognize that what we are doing is
achieving incremental approaches through administration and
through legislation, each of which gradually makes the contribu-
tion to the solution of our problems, but that a comprehensive
energgoglan is difficult to achieve simply because energy touches
everybody in this country. It touches every interest group; it touch-
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es every reason and to put through a massive, comprehensive plan,
if the mind of man can effectively design it, is, I think, politically
impossible.

We must proceed by increments. A major increment lies before
this committee. The tax credits, the so-called phase III that you
will be examining in association with the windfall profits tax.

We are running out of time, Mr. Chairman, as a Nation, on
energy matters, and the help of this committee will be appreciated
by the entire American people.

Thank you, sir.

The CHAIRMAN. Do you other gentlemen have prepared state-
ments?

Mr. CutLER. I have a prepared statement which I can either read
a part of now or wait until you have questioned Dr. Schlesinger.

The CHAIRMAN. Secretary Schlesinger has another appointment.
Perhaps we should ask Secretary Schlesinger questions first.

Does Mr. Alm have a prepared statement?

Mr. Am. I do not.
~ The CHAIRMAN. Let’s question the Secretary first, please, so we
can excuse him to attend his meeting. Then we can get to the other
witnesses.

Is that all right with the members here?

Senator DoLE. If I could just make one comment, I want to thank
Secretary Schlesinger, from all of us on this side of the aisle for
your dedication and assistance and courage. We wish you the best.

Secretary SCHLESINGER. Thank you, Senator. I am very apprecia-
tive of those comments.

The CHAIRMAN. Let me join in saying, Mr. Secretary, that I echo
those sentiments. I think your successor is a good man. He appears
to be a fine person, but he is going to have a lot of learning to do.
Even recognizing that he is a talented man, I really do not see any
reason to think that by the time he gets through learning that he
is going to be any better at the job than you are, and I am
dismayed to see you leave.

I think I made my views clear to you and the President and
everybody before that happened. We do appreciate your service to
the country. .

Now, let’s call on Senator Packwood.

Senator PACKwoop. Mr. Secretary, if we accept the administra-
tion’s synthetic fuel program and R;e tremendous use of coal, can
w‘il d?o it without any lowering of the present environmental stand-
ards?

Secretary SCHLESINGER. I think that it can be done without low-
ering standards, because the environmental standards are specific
to regions.

I think there are environmental risks. One of those risks is that
involved in the accumulation of carbon dioxide in the atmosphere,
but in terms of the specific environmental standards regionally
applied, or locally applied, I think that we can, indeed, achieve
these results without any major adjustment.

Senator Packwoob. By that, you medan we can burn a lot more
coal in and around New York City but not change the air quality
standards in New York?
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Secretary SCHLESINGER. We would not be burning more coal. We
would not, under these standards, necessarily be increasing coal
use in nonattainment areas.

Senator PAckwoob. If they were using oil or gas to fire gener-
ators you would be changing boilers.

Secretary SCHLESINGER. By 1990, for example, we could be using
SRC-1, which is a solid. We could be using methanol in those
powerplants if, indeed, an environmental problem continues.

Your question was, could we do this without affecting the envi-
ronmental standards? The answer to that, I think, is yes, but it
may be that the Congress will want to examine the balance be-
tween the environment and energy over the course of the next 5
years.

Senator Packwoop. What you are suggesting is that synthetic
fuels plants can be located in an area where the air quality stand-
ards will not be endangered and the product can be shipped to New
York or Pittsburgh and be used as a fuel there without any signifi-
cant change in the air quality standards?

Secretary SCHLESINGER. That is correct.

If we are to avoid additional loads on the nonattainment areas,
then, quite apparently, additional facilities must be in other areas.

Senator Packwoop. Second, the Harvard Business School’s Ener-
gy Task Force Study, headed by Dr. Robert Stobaugh, has been
played up substantially. I read the book. It is persuasive in indicat-
ing that, indeed, we can make it, if that is the right word to use, on
conservation and solar energy, although they use solar in the
broadest sense of the word—not just the Sun shining on the Earth
and the direct use of its energy.

The study indicates that we could be producing 20 to 25 percent
of our energy needs with solar by 2000 and another substantial
amount by conservation. They seriously question the move toward
the synthetic fuels and the size of the commitment of the adminis-
tration and the quantity of money involved in synthetic fuels.

Would you comment on their conclusions?

Secretary ScCHLESINGER. I think conservation continues to be a
most attractive low-cost area. The problem is not the attractive-
ness. The problem is, of course, persuading industries and individ-
uals to conserve to the extent that means real curtailment.

Frequently, it means large, front-end investments, but conserva-
tion is very attractive and we have, in recent years in this country,
achieved major results. We should continue to strive for maximum
conservation. I do not think that there is any difference in view
across this land about the advantages of conservation.

With regard to solar energy, as you know, the President has
established a target of 20-percent solar by the year 2000. That is,
admittedly, an ambitious target. It will require major efforts out-
side of the Federal Government. It will require luck in technical
breakthroughs. :

At the moment, since there are uncertainties, one cannot chart a
clear path to that result, but we should press ahead with solar
energy wherever it is reasonably cost eftective and among the
items that the committee is examining in phase III, the solar
residential construction credit of 20 percent, agriculture process
heat, solar tax credit, which would be an additional 15 percent and
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we think industrial process heat is one of those solar activities that
is near cost effective.

Commercial passive solar construction, gasohol, woodburning
stoves—all these fall under the heading of solar. Once again, if we
are going to achieve an overall goal in the solar area, it is going to
be by these increments that, over time, become cost effective.

Obviously, we can do anything with money if we are prepared to
pay the equivalent of $100 a barrel of oil. There are many things
that we can do right now in the solar area.

I think that before we plunge ahead, we can be sure that solar
substitutes are reasonably cost effective on an overall national
standpoint.

With regard to the costs that you mentioned, the $88 billion
estimate, I think that is a rough and ready estimate which is based
upon very conservative assumptions. It is based upon the assump-
tion that the world’s oil prices will not increase and will turn from
their present level and I think that is a very conservative assump-
tion. Some might say that it is too conservative, even dubious.

To the extent that world oil prices continue to rise and the gap
between world oil prices and the cost of synthetics diminishes, the
cost will descend from the $88 billion mark to something much
lower than that.

Senator Packwoop. Can you tell me a little bit about the ar-
rangement that the Department of Energy has worked out with
South Africa on their gasoline-producing plant, producing gasoline
from coal?

Secretary SCHLESINGER. We have not worked out an arrangement
with South Africa. We have been aware—we have been interest-
ed—in contacts between American firms and SASOL to acquire
these technologies. In my judgment, we should be prepared to
acquire technologies from the South Africans, from Libya, from the
Russians, from the Chinese, Iran, anywhere.

We have been interested in the American firms making those
contacts.

Approximately a year ago, we had arranged that one of our
laboratory teams would visit South Africa and begin to get into the
detailed specifications for the operation of these plants.

For international policy reasons, that trip was deferred or can-
celed, so there has been no direct contact between DOE and the
South Africans for the reasons that I mentioned.

Senator Packwoobp. Thank you.

The CHAIRMAN. Senator Bentsen?

Senator BENTSEN. Let me follow up on that.

On the South African SASOL process, do we have full knowledge
of the technology that is used? Do we fully understand the process?

Secretary SCHLESINGER. I think we fully understand the process.
It is the technical details, the design of the plant. Seventy to eighty
percent of that information, Senator Bentsen, can be obtained
through industry contact.

I think the final information will depend upon Government con-
tact.

Senator BENTSEN. I hear it is a proprietary thing. It is something
that is kept in confidence and they have not passed on to others,
and they guard it very jealously.

54-217 0 - 79 - 11
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Is that true, or not?

Secretary ScHLESINGER. I think the answer to that is yes, sir, but
there is a concern on the part of the American Government that
the South African Government might be interested in linkage of
nonenergy issues if they were to pass this on.

Senator BENTSEN. I understand that. I am just trying to find out
if there is such a process that we do not know.

Secretary SCHLESINGER. Yes, sir.

Senator BENTSEN. I would like to pursue another point made by
Senator Packwood, and that is to get to this greenhouse effect.

I recall Dr. Gordon McDonald, a former member of the Council
on Environmental Quality, said our biggest problem in going to
synthetic fuels would be the carbon dioxide blankets that would
not allow the full diffusion of heat from the Earth and bring about
substantial climate changes.

Has the Department of Energy given substantial consideration to
that effect and that result?

Secretary SCHLESINGER. Yes, sir. We have a massive research
program directed toward the greenhouse effect. It is a technical,
scientific program.

With regards to the issue of the synfuel plants, because the
volume involved is relatively small, they would only make a mar-
gi}?al contribution towards increasing carbon dioxide in the atmos-
phere.

Senator BENTSEN. As it is now?

Secretary SCHLESINGER. If you go ahead with the 1.5 or 2 million
barrels for 1990.

Senator BENTSEN. Do you think it would be small, marginal? We
hear a lot of it in Europe. They seem to be more concerned than we
are.

Secretary SCHLESINGER. I think that Chancellor Schmidt has em-
phasized this, but it is, in part, I think his own view that nuclear
power should be pushed and that nuclear power has a great advan-
tage since it does not put new contaminants in the atmosphere.

nator BENTSEN. I see.

Do you have the price per barrel of oil, synthetic oil, through
liquefaction that South Africa is producing? Do you know how
much it is costing?

Secretary SCHLESINGER. Yes, sir. We have those numbers. It looks
to be something on the order of $25 or $30 a barrel.

Senator BENTSEN. Based on what?

Secretary SCHLESINGER. Based upon the adjustments of the price
of coal to the American standards. They are pricing their coal at $§9
g totren, I believe, as opposed to the much higher price in the United

tates.

We would have to make adjustments to the very low labor costs
as well as the low coal costs.

Senator BENTSEN. That carries through the adjustments. When
you are giving your price at $25 or $30, that correlates to our
situation here.

Secretary SCHLESINGER. Yes, sir.

b Sgnator BENTSEN. Last year we had a trade deficit of some $34
illion.

Secretary SCHLESINGER. Sir, may I make one comment?
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A large question with respect to the pricing here is what price
credit one gives for methane? In earlier years, the methane credit
was very low. Now, if we price it at $2.50 to $3 per Mcf, it brings
down the cost of the fuel liquid.

Senator BENTSEN. Can you give me the cost of our imported oil in
1978 and an estimate of what you think it will be for 1979 based on
current OPEC prices?

Secretary SCHLESINGER. Yes, sir.

In 1978, our oil import bill was $42 billion. In 1979, our oil
import bill should be close to $60 billion. In 1980, our oil import bill
will be close to $70 biilion.

Senator BENTSEN. In the book, “Energy Future,” from the Har-
vard Business School, they estimate that unless conservation be-
comes our way of life, oil imports will grow from the present level
of 8% million barrels a day to 13% million barrels a day by the
late 1980’s.

What is your reaction to that kind of limitation and these kinds
of projections that we see in this Harvard Business School report?

Secretary SCHLESINGER. Senator Bentsen, it is going to require
very vigorous efforts at domestic production, a great deal of luck in
terms of new discoveries, the breakthroughs in technical areas, as
well as constraint on the demand for petroleum and petroleum
products to stay at the 8.5 billion barrel-a-day level.

It is going to be touch and go at best. It is an ambitious target
that has been set. It rests upon assumptions of oil production in the
United States based on economic models, not necessarily based on
reserves.

Consequently, I think that that is a very optimistic goal.

Senator BENTSEN. One of my concerns is on the stripper well
which averages some 2.9 barrels a day, and you can have a work-
over job that can cost as much as $10,000 and if you put these
additional regulations, redtape and tax on stripper wells, my con-
cern is that an awful lot of them would just be closed down, and
certainly we do not want to do that.

I do not want to trade a barrel of real oil for a dubious barrel of
synthetic oil, so you do have these trade-offs that are involved.

Secretary SCHLESINGER. Yes, sir.

Senator BENTSEN. Do you share that concern?

Secretary SCHLESINGER. I share the concern. I think it will have
to be watched with great care. In the course of the last few months,
the returns to producers of stripper oil have increased from $13 to
$14 a barrel to $22 a barrel. The effect of the windfall profits tax
would be to reduce that to $19 to $19.50 a barrel.

There still would be a substantial rise in price as compared to 6
months ago and I think that that would add to the incentives to
keep those wells in production, but it is a balancing act as you
indicated.

I would hope that the amount of redtape and paperwork would
not be great in this case, because the tax would be uniformly
applied and that that particular cost would not be significant.

nator BENTSEN. Thank you, Mr. Chalrman

The CHAIRMAN. Mr. Roth?

Senator RotH. Thank you, Mr. Chairman.
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Mr. Secretary, the President’s energy package has been severely
criticized from a number of directions. You said in your opening
statement that time is running out. et I note the New Republic,
hardly a Republican magazine, I might point out, says the Presi-
dent’s program is a failure and a cowardly failure at that.

It attacks the administration’s energy package from several di-
rections. First, I would like to ask you a couple of questions about
the oil companies. There are basically two points of view: Those
who think they are bad guys and that they have not been coopera-
tive with the Department of Energy, that their profits are obscene,
they are too big, that we should not let them get involved in other
energy areas.

Others take another point of view and go back to World War 11,
for example, and say when President Roosevelt proposed that 1,000
planes a week, or whatever it was, be manufactured, that he did
not say: “We cannot depend on the aircraft industry. They will
make too much money.” These people want private industry, not
the Government, to work our way out of this problem.

I wonder what has been the record of the oil companies as far as
your administration of the Department of Energy is concerned, and
what in your opinion should be their role? Should they not play an
important role in developing these other sources? Are their profits
obscene?

Secretary ScHLESINGER. Generally speaking, I lean to the latter
of the two views that you mentioned.

Obviously, standards have changed with regard to conflict-of-
interest issues since World War II, but the oil industry, the compa-
nies in the oil industry, are the only instruments that we have for
the production of critical materials from the standpoint of the
American economy, and simply bashing them around because we
are in some degree of difficulty with regard to energy matters
serves no special purpose.

The profits of the industry have been marginally below the gen-
eral average in industry. I suspect they are now going to go some-
what above the general average in industry.

Most of the increase in profits of late have come from the inter-
national operations of the companies. They have not come from the
domestic operations of the companies, and that is something to be
kept in mind.

Without the technical capacity of these companies, we are simply
not going to be able to achieve the objectives of producing addition-
al synthetic fuels. The Government, within itself, does not have
that kind of technical capacity, but because of growing inflexibility
of the Civil Service and the like, the Government at this juncture
of history is not capable of obtaining that kind of capacity.

Senator RotH. If I understand you, then, you would agree with
the statement in the New Republic which says most of the money
to finance the synthetic fuels program will go into the coffers of
the big energy companies for the reasons that you are spelling out,
that they have the expertise?

Secretary SCHLESINGER. I think that there will be a pass through
unquestionably. I do not expect that the movement into synthetics
will be uniquely profitable for the industry. Therefore, I would put
aside that phrase, “going into the coffers of the industry.” But,
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generally speaking, that is where the technical expertise lies, and
consequently, we will have to turn to them if we are to be success-
ful.

Senator RoTH. In the article, it says:

The centerpiece of any sensible energy program will be decontro! of gasoline

prices and elimination of the arbitrary allocation system that has exacerbated the
current shortage. Carter should speed up the removal of price controls.

Rumor has it that this is very close to your recommendations to
the President. Would you care to give your personal comments as
to the validity of that statement?

Secretary SCHLESINGER. I have generally been on the side of
decontrol. I think the President has had a variety of advice and
that there are a number of different objectives that he must recon-
cile. From an energy standpoint, that is clearly an advantageous
route to follow, but he must balance that against his other goals
such as the anti-inflation policy.

It is clear that I think that price controls imply allocation sys-
tems and no allocation system can work effectively. No allocation
system can work effectively, simply because the very act of starting
to allocate brings about a shift in the pattern of demand, so that a
historical basis for allocation thus leads to misallocation of re-
sources.

In recent months, the allocation system has resulted in placing
gasoline where automobiles are not, and that is less than ideal in
terms of maximizing the efficacy of the available supplies of fuel.

Senator RorH. There also has been a great deal of criticism of
the President’s import quotas. It has been pointed out that, by
using 1977 as a base, that was the year where we imported more
than we currently are using, that it will have no real bite until
after the next Presidential election. Then the question, is going to
be, what are we going to do once the economy begins to move
upward?

Are we going to refuse to import more oil if it means that the
economy cannot grow, cannot develop more jobs for the unem-
ployed??Are we going to reject oil imports. Does that make econom-
ic sense?

Secretary ScHLESINGER. The first point, that it will not bite be-
cause we are using 1977 levels, I think is probably true except it
may bite into the accumulation of the strategic petroleum reserve
which I would regard as most regrettable due to the pozential
emergencies we face.

The second point, this is going to be a very tough target to make.
It is going to require vigorous action to constrain demand in ways
that will not result in downward pressure on the economy. We can
only do that if we have other sources of energy available. That
implies vigorous use, not only of solar that Senator Packwood has
mentioned, which will provide some small increment, but coal and
nuclear which are technologies available today.

Unless we are able to substitute in that manner, we will have
precisely a downward pressure on the economy.

Senator RorH. No one, Mr. Secretary, is claiming that these
alternate sources will supply a substantial amount of energy over
the next 18 months or 3 years, are they?
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Secretary ScHLESINGER. If we are lucky, if NRC does what I
regard is its job, we will have a significant number of nuclear
plants on line. Through additional wheeling of power, we can re-
dilce the amount of oil that is consumed in our oil-fired power
plants.

Senator RotH. In nuclear, for example, if they are on-line, you
mean they are in the process of being constructed?

Secretary ScHLESINGER. They have been—the construction is
complete, or virtually complete. The question is the licensing at
NRC. We have six or seven new plants. Each nuclear plant will
save 35,000 to 40,000 barrels of oil a day, if we get those online.
That is a significant savings, and those plants are coming online in
the Eastern part of the country and indeed, to some extent, in the
Southwest, which are the heavy oil consumers.

There is one coming on-line in California, the other area where
oil is typically burned for the production of power. So I think that
we have the opportunity of making some substitutions at the mar-
gin, but you are quite right that in the short run, the possibilities
of substitution are limited. On the other hand, the growth and
demand for energy will also be limited. We are going to have to
make a step-by-step adjustment during the course of the 1980’s in
order to live with this 8.5-million-barrels-a-day target.

Senator RotH. My time is up.

I must say that I am hopeful that our economy will begin grow-
ing and I just do not see where this artificial limitation is very
realistic, if we are going to have the growth in jobs needed for this
economy.

Secretary ScHLESINGER. It will be a very difficult task, Senator.
The better the job we can do in moving coal and getting nuclear
plants on-line, the less will be the downward pressures on income
and employment.

The CHAIRMAN. Senator Danforth?

Senator DANFORTH. Mr. Secretary, I am having a difficult time
coming to grips with how we make decisions on how to solve the
energy problem. You stated in your opening comments that we do
not really have a comprehensive energy plan. It is a series of
incremental approaches.

Secretary SCHLESINGER. We cannot have a comprehesive energy
plan for a variety of reasons and inevitably, we are going to have
to proceed 3 years with a cloud of dust, as it were.

nator DANFORTH. I want to ask-you who “we” is.

Secretary SCHLESINGER. The Nation.

Senator DANFORTH. More specifically?

Here in the synthetic fuere:rea, we were told a day after the
President’s Sunday night television message a couple of weeks ago
that we were going to set up an energy security corporation, that
over 10 years the Energy Security Corporation was going to spend
$88 billion—note the figure was not $30 billion, or $85 billion, but
$88 billion—that the way we were going to spend this money was
on synthetic fuel, not some other form of energy production or
energy conservation, but specifically synthetic fuel, and that the
details were going to be worked out by a board consisting of seven
people, three of whom are Cabinet members, four of whom are
other people. What other people? Do you know?
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Are we going to have consumers and minorities or are we going
to have real experts? I do not know.

I am far away from making my own mind up as to whether
synthetics or solar or nuclear or conservation is the way to go,
because I have not even decided who decides.

Now, it seems to me that there are a couple of conceptual ways
to go about this. One way is to say we in Washington do not know
how to decide. When we start making decisions, we do the kind of
thing we did in the natural gas bill, that is, the committee designs
a camel, that is we have a complex scheme and nobody knows,
when it is all over, what happened.

So we can say, well, we cannot make these decisions centrally
and therefore we are going to let the marketplace make the deci-
sions. We might sweeten the marketplace a little. We might pro-
vide guarantees of one kind or another, but basically, what we are
going to say to people, if you produce so many Btu’'s you will be
paid at such end such a rate. No matter how you produce it, you
make those decisions.

Or, in the alternative, we could say, we in Washington really do
know how to decide these things. We could do it centrally and the
way to do it centrally is in the political process, 535 Members of
Congress plus the President torn apart by various considerations
within his own administration, energy, inflation, environmental,
and somehow it is all going to work out. In the alternative, we can
say, well, we will delegate such a decisionmaking responsibility to
a group of experts. We are going to set up a real panel of experts,
scientists, economists and so on, make it an odd number of people,
five or seven or nine.

Let them make a decision and we will set aside a pot of money
and let them spend it in any way they want to spend it. So I really
do not know how to go about making the decisions, but I do know
that somehow we have kind of fallen apart. The natural gas bill
kind of collapsed, and then somebody made a decision that an
energy security corporation with $88 billion is the way to go.

I would very much like your comments on how these decisions
should be made.

Secretary SCHLESINGER. Senator Danforth, I think that in your
comments, you point in a direction, and the direction is that the
political process is basically the wrong way to go, that what the
Government can do is to provide incentives as you have through
the Tax Code and through ancillary mechanism to the private
sector. But going directly through the political process will lead to
all of the problems that you have mentioned. It will lead to the
compromises, to the trade-offs, to the pork barreling and the like.

The great advantage of the natural gas bill is that gas is flowing.
It is not perfect. It falls far short of perfect, but it is simply better
than what we had as a result of prior politicizing by the Supreme
Court decision of 1954.

I think that your remarks point out the fact that we want to go
to the marketplace to maximize our reliance on the private sector,
upon the firms in the private sector that had the expertise through
the use of various sweeteners, such as loan guarantees, and other
mechanisms.
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The purpose of the President’s plan is to take these issues out of
the political process and to place it as a responsibility of this group
of individuals whose chief function will be to provide the incentives
to motivate the private sector to start these infant industries.

We do not know whether it would be $88 billion. Indeed, that is
just an estimate, as I indicated earlier to Senator Bentsen. It is
based upon all sorts of general assumptions that are very conserva-
tive and probably invalid.

Senator DANFORTH. Mr. Secretary, it has not been taken out of
the political process. It is a seven-man board. Three of them would
be Cabinet members; all of whom would be appointed by the Presi-
dent, serving at his pleasure, and confirmed by the Senate, so it is
not out of the political process at all. I am not saying it is a bad
idea, but somebody, for example, has made the decision we are
going to pursue synthetic fuels to the tune of $88 billion, or in that
area. How was that decision made?

Secretary SCHLESINGER. The Energy Security Corporation has a
production of 2.5 million barrels of oil equivalent mixed between
unconventional gas and synthetic fuels and given the Nation’s
needs in 1990, that represents a very significant program. It does
not however resolve the levels of imports for oil that may or may
not be available.

The most fundamental point about our energy problem is that
there is no single solution. Those who come forward and say solar
will do it all are wrong. Those who say nuclear or coal will do it all
are wrong.

We are going to have to have small solutions which cumulatively
resolve our national energy problem. Among those elements will be
synthetics and unconventional gas, which will be the responsibility
of the Energy Security Corporation, and I underscore that. It is
designed to provide as close a substitute for the marketplace as we
possibly can achieve. Over the course of the next decade, or a
decade and a half, if oil prices rise, we will find that these synthet-
ics, for the most part, will become cost-effective and will provide
the Nation with the energy resources particularly in the fuel liquid
area in which we will be desperately short in the next 25 years.

I think that this adjustment comes as close as we can come
towards depoliticizing, which is the objective that you stress.

If every facility is going to go through a process of review, I am
preparing for a meeting with Government Operations and Senator
Ribicoff this afternoon. The Department of Energy reports to 34
congressional committees. Each member of these committees—that
is just committees, not including subcommittees—each member of
each committee has a point of view and if all of those viewpoints
are reflected in the compromising process for each individual ener-
gy facility, indeed we will be in trouble.

Civil Service, as I mentioned earlier, is not, at this point, capable
of pulling in the technical and scientific talent that we need, so we
are trying to depoliticize this thing, hold out incentives, get as close
a facsimile for the marketplace as we can. I think, Senator, that
this plan goes in the very direction that you intuitively would like.

The CHAIRMAN. Senator Byrd?
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Senator Byrp. Mr. Secretary, you mentioned earlier that the
total oil import bill for 1978 was $42 billion and you estimated that
it would be $60 billion for 1979?

Secretary SCHLESINGER. Near $60 billion, yes, sir.

Senator Byrp. That is almost a 50-percent increase.

Are we importing more?

Secretary SCHLESINGER. No, sir. We have had a 60-percent rise in
the price of oil internationally in terms of official prices since
December 31, 1978. Our oil imports are slightly up from last year,
but it is that rise in international prices.

Senator Byrp. The recommendation has been made to have an
increase in taxes which will bring in a tremendous sum of money.
When will the plan be developed and be sent to the Congress as to
how that money will be spent?

Secretary ScHLESINGER. I do not intend to be facetious, Senator
Byrd, but the detailed questions will be answered later on by Mr.
Cutler and by others.

Mr. CuTLER. Senator Byrd, I will address that question in my
testimony and would be happy to pursue it further in response to
your question.

Secretary ScHLESINGER. I should underscore that there are uncer-
tainties as to what the international prices will be and the gap
between synthetic costs and the international prices. The $88 bil-
lion figure, I believe, is very conservative.

Senator Byrp. The retaill pump price of gasoline in the United
States is rouggly 88 cents.

Secretary SCHLESINGER. Yes, sir.

Senator ByrRp. Most countries have a very much higher price.
Some run up to $2.79, $2.58. Most of that difference, though, as I
visualize it, comes from a very heavy tax on gasoline.

Does that not account for the basic difference?

Secretary SCHLESINGER. Yes, sir.

Basically the international price of oil will price gasoline at
something under $1.

Senator ByRb. It is because of the heavy tax on gasoline that the
price is so high in foreign countries

Secretary SCHLESINGER. Yes, sir.

Senator Byrp. In the United States, the tax on motor fuel in
round figures is 13 cents, as I recall. Is that about right?

Secretary SCHLESINGER. Yes, sir. It depends on the State, but it
runs from 12 to 15 cents.

Senator Byrp. Thank you, Mr. Secretary.

The CHAIRMAN. Mr. Secretary, you have an appointment that
you need to attend elsewhere. At what time do you need to depart
from here to make that appointment?

Secretary ScHLESINGER. I will have to skip the appointment,
Senator, because it was at 11. If you want me to go on——

The CHAIRMAN. I am willing to cooperate, if you want to leave
right now, Mr. Secretary.

Secretary SCHLESINGER. Are there any other questions any of the
members have?

The CHAIRMAN. Other Senators have questions, and I have ques-
tior;:: myself. If you want to come back, we will try to cooperate
with you.
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Secretary SCHLESINGER. I think it is up to you. If you want to go
through one round of questions, Mr. Chairman——

The CHAIRMAN. Then I will take my turn now.

Mr. Secretary, any dollar that we raise in taxes with this tax is
fungible. In other words, it could be used for anything. It does not
necessarily have to be used for energy?

Secretary SCHLESINGER. Yes, sir.

The CHAIRMAN. For example, the New York Times wrote a very
thoughtful editorial a few days ago, about Sunday, and they said
that if the Congress could not measure up to the challenge that the
State Legislature of New York ought to do it. They said that New
York ought to just substitute a 50-cent-a-gallon gas tax for its sales
tax and people would not use so much gasoline, that that would
solve the problem.

Secretary SCHLESINGER. That was a most invidious comparison,
Mr. Chairman.

The CHairMAN. Well, I am sure that they were sincere. I do not
say that they are wise, but they are sincere. For that big a newspa-
per, I cannot afford to say anything less.

But when we are looking at the power to tax, it makes me think
of what my Uncle Earl said one time, that a politician should not
lie unless it is absolutely necessary. I feel the same way about
taxing people, that you should not be taxing people unless it is
really necessary.

If they are convinced that we do not tax unless it is necessary,
then they will be more considerate of us than they would other-
wise. We have some Senators on this committee, Senator Roth,
Senator Byrd and others, who feel that whenever we can cut taxes,
we should try to do it—income taxes, social security taxes, you
name it—and we really need to be convinced that this $88 billion—
I think that is the figure that needs to be put in synthetics—that
that would be the best investment to make.

I am one of those who needs to be convinced. I am a prospect at
this moment. I have my doubts about the matter. It is my impres-
sion as chairman of the Commerce Committee’s Surface Transpor-
tation Subcommittee, that if I could be the complete czar—not the
kind of czar you are where you go around begging someone to
cooperate—I mean if I could be the kind of czar where I could say,
this is how it is going to be, the kind of czar that Ivan the Terrible
was supposed to have been——

Secretary SCHLESINGER. I dream about that, Mr. Chairman.

The CHAIRMAN. If I could be that kind of czar over the transpor-
tation system, that I could move things around this country and
use only 50 percent of the energy that we are now using. In terms
of the energy it takes to move a train around, how does the amount
of energy you need to move a ton of cargo by rail compare to what
it takes to move it by truck, for example?

Secretary SCHLESINGER. It is much less to move by rail.

The CrairmaN. Can you give me a figure?

Secretary SCHLESINGER. We will supply that for the record, but it
is certainly 50 percent or less.

The CHAIRMAN: Right.

[The following was subsequently supplied for the record:]
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Not all aspects of trucking and railroading are competitive. Therefore, compnri-
sons should not be made on an aggregated basis. Instead, the two modes need tc be
looked at as they would function between the same origination and destination
points, carrying the same commodities, etc. Some examples, by commodity class, by
great circle ton miles are as follows:

ENERGY INTENSITY IN BTU PER GREAT CIRCLE TON-MILE

Commodity Truck Railroad
Farm PIOGUCES ... st 2,630 680
Primary metal products. 2,720 670
Efectrical machinery . 4,130 4,220
Basic textiles........ 3,630 3,350
Transportation equ 3,970 2,740

The CHAIRMAN. Right there, there is an enormous savings. I have
seen an invention that moves stuff around on rails at a much
lighter weight than a car. Those cars they tow around are enor-
mously heavy and they do not have to be that heavy I am con-
vinced, to do the ordinary job. They are hauling a huge amount of
unnecessary weight around.

In other words, I am convinced that we could move our transpor-
tation system with 50 percent of the energy that we use right now.
If I were a czar—not your kind of czar, but the old Russian-style
czar—I do not have any doubt that I could save that much energy,
just ordering that that be done.

You are nodding assent at that. You know of the enormous
savings possible in transportation.

All right. Now, let us take the energy used for heating a house.

A lot of houses are heated, like my little place down in Baton
Rouge, by electricity. They generate the electricity, then they move
the electricity through a wire, and then you use that wire inside
the house to heat, but you have lost two-thirds of your power by
the time you get it inside the house. You are only getting one-third
of it on the output end.

If somebody would just design me a little device where I could
generate that electricity in my home, in effect a smaller generator
where I could have the fire inside the house and have a filter on
the smoke stack, then two-thirds of the heat being lost would be
captured right inside the house to begin with, if the electricity was
generated in the house.

I am not sure it should be all that complicated. Several years
ago, Hubert tdumphrey showed us a little radio which someone
operated off a lamp. You just put the heat of the lamp underneath
it and somehow or other i1t would capture electricity and make the
radio work.

Now, if those types of approaches could be designed, you would
get three times the mileage. In this case, it is not mileage, but
three times the Btu's inside the house, just because you are captur-
ing the initial Btu’s.

Let's take the third situation. Instead of taking coal and making
that into liquid, where you use a lot of euetyy, we could avoid that.
About what percentage of your energy do you use making the coal
into electricity?

Secretary SCHLESINGER. Twenty percent, Mr. Chairman.
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The CHAIRMAN. Twenty percent gone, right there.

Instead of doing it that way, if you start using the coal-burning
trains again, that type of approach, I think they are better perfect-
ed than they were then, all you need to make that work is a filter
to filter the smoke so it does not drop the smoke all over the
countryside and you would save 20 percent of your energy right
there, just to use crushed-up coal rather than using some different
system.

And even with an automobile, theoretically we are going to have
to make all this coal into a liquid in order that the automobile will
move on the liquid just as it does on gasoline.

Those people act as though they never heard of the old Stanley
Steamer. Have you ever heard of the old Stanley Steamer that
they had at one time?

Secretary SCHLESINGER. Yes.

. The CHAIRMAN. In that case, you just carry the fire around with
you, so you simply use the coal rather than hauling gasoline
around with you.

I am just saying that there is more than one way to solve the
problem, and it may be that research would show that that $88
billion would be a lot better invested otherwise. That works out to
be $4,000 a family. You might show that that would be better
invested in ways in which people consume the coal inside the
premises, rather than making the coal into liquid and then deliver-
ing the liquid to them.

What can you tell us about that?

~ Secretary SCHLESINGER. Mr. Chairman, I make the following ob-
servations.

First, the last of the Romanov czars wound up in a bag with a
bullet in his head.

Second, the American people do not take well to real czars. I am
not sure that they take particularly well to spurious czars either.

Third, the 1.5 to 2 million barrels a day of synthetics is a substi-
tute for the importation of the oil from the Middle East, oil that
may or may not be available at that time.

We should push ahead with all of the mechanisms you describe
in terms of alternatives to imports. All of the things that you
described are not only alternatives to synthetic production, they
are alternatives to imports as well. Many of these things we should
do, and we are proceeding to do.

Coal is an excellent substitute for oil in boilers. It is a mediocre
substitute for oil in the transportation sector unless we can convert
the oil into fuel liquids. In the next century, we are going to have
to have liquids from coal—no alternative. We might as well get
started in the 1980's. I doubt if this is going to cost us $88 billion or
anything like that, if the world price of oil rises.

his is only one element of many programs that we should have
as a country that will help us provide the degree of independence.

I am now talking about national energy independence, reduced
vulnerability, so that we have assurance that the economy will
survive through the eighties and nineties, in particular in the
nineties, and that we will have an adequate degree of flexibility in
our foreign policy and our national security requirements.
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These are not substitutes, one for the other. It seems to me that
the measures that you point to, I think that we should examine
with great care. We will not save a great deal of diesel oil in the
railroad system, and I doubt that we want to go back to steam
engines, but I do think that we can substitute very readily for oil
usage in industry in industrial boilers and in utility boilers. There
we can save millions of barrels of oil a day and that is the target
that we should go after.

And those are the kinds of devices that indeed are incorporated
in the plan, 750,000 barrels a day savings that the President speci-
fies along with the 2.5 million barrels a day of additional produc-
tion from unconventional gas and synthetics.

I think that this Congress, this country, will want to move ahead
on several fronts—the synthetic front among them.

The CHAIRMAN. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.

I will have another crack at the Secretary this afternoon in
Government Affairs, so 1 would like to ask only one question. But
first, I would like to take this occasion in this committee to compli-
ment Senator Ribicoff in his initiative in the area of CO,, the issue
that you raised earlier, Senator Bentsen.

I think it was both a welcome from the standpoint of both the
scientific community and certainly a very welcome effort on the
part of all of us who are trying to deal with the public policy issues
involved with synthetic fuels.

My question goes back to the issue that Senator Danforth, and I
think everyone else has raised, that is, who makes the decision. I
think I heard you say something that I agree with—that is, in
effect, that people ought to make the decision. We should not make
the decisions, you should not make the decisions, no czar, Presi-
dent, or whatever should make the decisions.

The role that we have to play it seems to me, is to be sure that
they can make knowledgeable decisions, that we do not establish
public policies that distort those decisions in one way or the other.

That, for example we let the marketplace decide the cost of
alternatives; that we do not make it more attractive to waste fuel
than to conserve fuel. I could obviously go down the line on a lot of
these issues. In response to the chairman’s question, I do not have
a Hubert Humphrey radio to hold out here in front of everybody,
but there is a house in Northfield, Minn., where the temperature
varies from 35° F. below in the winter to 100° F. above in the
summer and that house is between our mandatory thermostat
setting, and it costs $16 a year to heat that house.

Those people are making decisions, but when they come to Gov-
ernment, one of the thin%s they need out of Government is infor-
mation. If everybody could see that house when I held it up like
Senator Long remembers Hubert Humphrey's radio, there would
be a lot of people out there doing that sort of thing.

The CHAIRMAN. What did you say?

Senator DURENBERGER. A $16 per year total electric bill.

We had some people at the University of Minnesota do some
innovative Earth shelter work. They came to the Department of
Energy because they were getting $1,000 worth of phone calls per
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week because there was an article in the paper describing what
they were doing.

Everybody wanted to know about Earth shelter homes. They
came to the Department of Energy and said, can we get $10,000
from you so we can reprint this little thing and hire somebody to
answer the phone calls and somebody at DOE looked through the
charter of responsibilities and grant programs and could not find
anything that fell into that category.

So fortunately, the person from the University of Minnesota said
he would leave DOE'’s telephone number with the rest of the people
that call. That is the information connection.

My question really deals, basically, with the function of the
energy security fund. When we were all down seeing the President
last week one of the points I tried to make is that I do not think
that any special tax fund, dedicated fund, ought to dictate our
energy policy.

I think it is a horrible mistake for us to create this little pot of
money from the windfall profits tax or whatever and then have the
political process dictate how much we put into income security,
how much we put into synthetic fuels, how much we put in conser-
vation, all that sort of thing.

If our goal is to let the people decide and our job here is to try to
do those things legislatively that makes that a knowledgeable deci-
sion on their part, why in the world can we not do that out of
general revenue? Why can we not do that out of the regular
;evgt;ue process? Why in the world do we need an energy security
und?

Secretary ScHLESINGER. The administration has, in the past,
taken a flexible approach on that. The energy security fund was
not originally designed as a trust fund. Some of your colleagues on
the House side felt that it should be a trust fund.

A trust fund does create some of the problems that you men-
tioned, Senator—undeniably so.

I think that the approach that we shc." d take is to establish a
target of 2.5 million barrels a day for 1940 and if that comes in at
$5 billion of expenditures rather than $88 billion, well and good.
The money can be used for other purposes and I am sure that it
will be used, including the possibility, if the cost is favorable, for
general tax relief.

So I think that we should not anchor ourselves on very uncertain
estimates as to levels of expenditure for synthetic production.

With regard to the more general point that you make, Senator
Durenberger, markets splendidly allocate resources if there is an
extended period of time to make adjustments. Our problem in the
energy area is that the time for adjustment, the time for transi-
tion, is relatively brief.

Therefore, we must find some facsimile of a market process not
departing too much from the discipline it imposes in costs and
outputs, and that what we are suggesting is that because of the
rising world price of conventional energy that we are simply bring-
ing into play infant industries through a variety of techniques,
departing very little from the marketplace, we trust.
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If, over a period of 50 years we were to make this transition, this
committee would have many years in which to put it into place, to
decide whether it wanted to use loan guarantees, tax credits.

We are trying to do this in 10 years. Therefore, you must dele-
gate, it seems to me, responsibility to a body that will be estab-
lished in accordance with legislation drawn up by this Congress
that will have the discretion to make these judgments and I trust
that they will make them anyway that this committee would find
responsible.

It is designed to be a facsimile of the market process, but com-
pressing what would otherwise be a very long period of market
exggrimentation into a brief period.

nator DURENBERGER. Thank you.

The CHAIRMAN. Senator Dole?

Senator DoLE. I have a couple of questions. Is there a 10-year
glan on how the money will be spent? I note that $173.5 billion will

generated in new revenues to the Federal Government without
the windfall tax. I ask that a chart indicating the revenue be
placed in the record.

[The chart follows:]



INCREASE IN FEDERAL REVENUE

AS A RESULT OF DECONTROL

WITHOUT A WINDFALL PROFITS TAX

1980 1981 1.42 1983 1984 1985 1986 1987 1988 1989 1990
Federal
Incomne Tax 3.0 8.1 11.3 12.5 13.9 15.0 16.5 18.1 20.1 22.0 23.9
Reveznue
Federal
Royalty .2 .5 .6 .7 .8 .8 .9 1.0 1.1 1.2 1.3
Jayrent
ncicase
TQOTAL 3.2 8.6 11.9 13.2 14.7 15.8 17.4 19.1 21.2 23.2 25.2

TOTAL 11 YEAR INCOME IN
RPVENUE WITHOUT WINDFALL

P'OFITS TAX 173.5 BILLION

Prepared by Minority Staff Senate Finance Committee
from information supplied by Joint Committee
July 26, 1979

8¢8
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Senator DoLE. In other words, if we pass the Energy Security
Corporation, are we going to have a 10-year plan or are we going to
make decisions on an ad hoc basis?

Secretary SCHLESINGER. I would hope that it is not an ad hoc
basis. I would hope that it is a discipline process that the Energy
Security Corporation would employ, gathering the technical data,
measuring costs. But we have no 10-year plan. The technical and
e(l:onomic uncertainties are too large now to draw up a preordained
plan.

I think that that is the greatest of the dangers. If we did so, we
would fall into the greatest of the dangers that Senators Danforth
and Durenberger have specified. We do not know enough yet.

Senator DoLE. I watch television occasionally and see things that
are happening. I notice everybody has turned up their thermostats
to 78 degrees, but people are all bringing fans to work, and there is
some question whether they have a right to plug in their fans.

Second, if everybody plugs in their fan, do we save energy? Are
we winning or losing the battle?

Secretary ScHLESINGER. The onward thrust of the regulatory
process, Senator Dole, has not yet reached the fan. So one is
perfectly free to go ahead. Fans are very energy-efficient as com-
pared to air-conditioning.

On balance, I think we can optimize comfort by some mixture of
fans and higher levels of household and work temperatures.

Senator DoLE. Do you think we may break even in the process?

hSeilretary ScHLESINGER. I would think we would come out well
ahead.

Senator DoLE. We are considering about 165,000 barrels per day.

Secretary SCHLESINGER. I think that we come out well ahead. I
think it is about 300,000 barrels a day on average for the year, but
let us make the calculations and insert them into the record.

[The following was subsequently supplied for the record:]

TEMPERATURE RESTRICTION PROGRAM AND FaANs -—

The Argonne National Laboratory has performed an energy comparison of the use
of fans versus refrigeration systems (temperature settings) within a commercial
office building. on their analysis, it is believed that the use of circulating fans
can be equated to about a 2° F rise in the comfort temperature range, i.e., higher
thermostat setting. It appears also that the energy re%l‘xired to drive fans is approxi-
mately one-half that which would be saved by a 2° F rise in thermostat settings.

Considering the spectrum of building types and configurations involved in the
temperature restriction program, these conclusions are fairly general and should
not considered definitive for any specific building. However, they are a reason-
able guide with respect to the temperature restriction rules. They would indicate
that a 76* F temperature limit without fans will consume approximately twice the
energy as the present 78° F limit with fans.

The Department of Ene has estimated the savings from a 78° F instead of 76"
F setting—without fans—to be 200,000 to 400,000 barrels a day. Therefore, we could
say that even with the maximum use of fans, the savings would be 100,000 to
- 200,000 barrels per day.

If you assume the mid-range of compliance, with a savings of 300,000 barrels a
g:y wlisthout fans, then even with a maximum use of fans, savings would be 150,000

rrels. -

In short, even with a maximum use of fans we come out ahead. With a more
realistic assumption, we should do much better.

Further, it should be noted that the original saving estimates are relatively
conservative, assuming that commercial bui ding were set at 76" F prior to the
mandatory restriction program. In fact, many buildings were set at a temperature
much lower than 76° F.

S4-217 0 - 79 - 12
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Senator DoLE. I assume that that depends on how many fans are
being used. That probably could be estimated by the Department of
Energy with some accuracy.

Secretary ScHLESINGER. We may have to get out an emergency
rulemaking that prohibits the electric fan and permits only the
hand-waved fan.

Senator DoLE. I think that could happen. I think that is one
question that the people are concerned about. They really do not
understand this Energy Security Corporation and we may not ei-
ther. People are concerned about working conditions; they are con-
cerned about a shortage of gasoline.

It is fair to say that gasoline is probably no longer a problem for
the remainder of the summer.

Secretary ScHLESINGER. The situation continues to haze. We are
now receiving something on the order of 6.9 million barrels a day
of crude. I think that problem is disappearing. I suspect it will be
back next summer, though.

Senator DoLE. Finally, you indicated that there is some problem
with any allocation system. Would you have the same view of
rationing gasoline or a rationing system?

Are we going to have the same problems, the same disparity, in
rationing?

Secretary ScHLESINGER. The problems will be somewhat differ-
ent, but it will be very inconvenient. It will be, in its own way, far
more costly. I think rationing systems have an allure of being
equitable and fair the farther away you are from them, but as you
approach them, you discover they do convey the same kinds of
problems that any allocation system will convey.

Senator DoLe. I think that you have indicated support for stand-
by rationing.

Secretary SCHLESINGER. Yes, sir.

I think that the world now depends for 60 percent of the oil that
moves in international commerce on the Persian Gulf. There have
been terrorist threats against the straits recently.

We must have in place, it seems to me, a standby rationing plan
to deal with the national security issues, but that is a sudden and
. temporary—we hope temporary—interruption in supply rather
than living with a chronic shortage of 3 percent or 5 percent,
which we ought not to deal with, it seems to me, through rationing
or through allocations, if possible.

Senator DoLk. Thank you.

The CHAIRMAN. Mr. Wallop?

Senator WaLLor. Thank you, Mr. Chairman.

Mr. Secretary, I was glad to hear you say that the public recrimi-
nations on the energy companies serve no useful purpose because I,
for one, hope that the President would take his own advice and
cool the rhetoric. I think it does absolutely nothing but convince
everybody that there is a political solution to an economic problem.

I think there are two results that come from that assumption,
and while they may fit the designs of some, are badly serving the
country. The public has no confidence in an energy shortage when
they are continually told that the shortage is controlled by some
diabolical group of plotting corporations to maximize their profits
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at the public’s misery and personal expense. The public cannot be
expected to believe that.

Second, by creating this adversary condition between politics, the
public and the oil companies, we do not receive the benefit of
corporate expertise or advice in a cooperative way. Everybody has
pulled back.

I point out to you that some of the companies who operate in this
country also operate in Europe. One of the pieces of advice that
British Petroleum has given to the British Government is that they
ought to freeze their consumption in place right now for the rest of
this century in order to provide for a gross national product in-
crease and economic stability.

Shell Oil Co. has even gone further in their recommendations to
Europe, that they cut their net consumption by 30 percent.

These are the same ones who have been cast into an adversary
position by the President and other people who take advantage of
public misery. I think it is true to say that the public is not aware
that the profits they are reading about in the paper these days will
not be taxed by the windfall profits tax. .

Those are essentially, as you pointed out, profits from brokering
international oil.

It is also fair to say that the windfall profits tax does everything
to enhance the stature of foreign oil inasmuch as it is only at-
tached to domestic production.

The other point is, there is nothing provided in the way of an
incentive to conservation.

You indicate that conservation has a large role to play in solving
our energy problems, but the Harvard Energy Group pointed out
that the incentives provided to American industry have been total-
ly inadequate, not large enough to encourage energy savings in-
vestment needed by the industry.

Do you agree that there is a need for additional incentives, such
as tax credits, for energy conservation?

Secretary ScHLESINGER. The Congress last year passed an addi-
tional 10-percent tax credit. I think that I would not like to say
that that is sufficient. I think that there should be further exami-
nation whether accelerated depreciation or the like is necessary to
pull many projects across the line, but we certainly have moved in
the right direction in the National Energy Act that this committee
has been instrumental in passing.

Senator WaALLoP. Is it really and truly possible, in your opinion
now, that you are no longer a Czar, to create a conservation ethic
by taxing production and not consumption?

Secretary SCHLESINGER. No; you are not going to create a conser-
vation ethic in that way. Taxing consumption may provide the
enforcer, as it were, to a conservation ethic but not taxing produc-
tion. It makes no contribution in that direction.

Senator WaLLoP. It may make a contribution by reducing pro-
duction, but I think it might be an unintended one there.

Let me ask you, if the increase in the world price of oil is going
to continue, there should come a time when the market price will
make synthetic fuels attractive all on their own?

Secretary SCHLESINGER. Yes, sir.
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Senator Warrop. Will there be, at that time, a need for an
energy security corporation and should we be contemplating estab-
lishing any kind of permanent bureaucracy or permanent tax
along these lines?

Secretary ScHLESINGER. The requirements for funding will disap-
pear for the reasons that you indicated. The Energy Security Cor-
poration is designed as a transitional device that would bring into
play infant industries and, as world prices rise, the need for any
ancillary support for such a corporation will disappear and the
corporation will then disappear.

This is only a way of compressing processes that would normally
take place in the market at a normal period of time.

Senator WaLLop. We should not contemplate making it perma-
nent, or the tax permanent.

Secretary SCHLESINGER. Well——

Senator WaLLor. I know what Mr. Cutler’s view is. I am search-
ing for yours.

Secretary ScHLESINGER. The intent is to have the corporation
phase out in 10 years. As I indicated in my response to Senator
Bentsen, there will be a need for flexibility with regard to the tax.
We cannot, at this time, tell what the future will bear. We do not
know what future costs will be.

Therefore, I fully agree that we must retain flexibility irrespec-
tive of the legislation that the Congress passes.

Senator WaLLoP. Let me ask you one last thing.

In the House’s bill and the President’s wmdfall profits bill, but in
either case, there is one statement that causes me concern. It says,
the “rules applicable to all three tiers”—I am quoting from the
Joint Tax Committee’s report—‘to prevent the tax from burdening
high-cost properties, the bill also limits the windfall profits subject
to tax to 100 percent of the net income of the properties.”

Is that likely to become a production incentive?

Secretary SCHLESINGER. No, sir.

If there is no incentive, there is no incentive.

Senator WaLLop. Thank you.

The CHAIRMAN. Senator Talmadge?

Senator TALMADGE. Thank you, Mr. Chairman.

Mr. Secretary, I want to associate myself with the remarks of the
distingushed Senator from Kansas and the distinguished Senator
from Louisiana, our chairman, that were made earlier in this
hearing.

You will recall, during the last Congress, this committee decided
that we wanted to stimulate alternative sources of energy by pro-
duction tax credits. This committee agreed to it and the Senate
agreed to it and we met with the conferees on the part of the
House, and met a stone wall of resistance at that time.

I am delighted that the House has changed their minds, except
they are taking a different alternative. The direction that we went,
which was to tell private enterprise, if you would produce the
energy, we would give you a tax credit.

Now, the idea of the House is to extend the credit and hope they
produce the energy. In any event, I want to welcome them to the
fold because, as you pointed out in your remarks, it is absolutely
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essential, in my judgment, that this country do whatever it can, in
every way it can, to produce every alternative type of energy.

Do you agree with that, sir?

Secretary SCHLESINGER. Yes, sir.

Senator TALMADGE. You have been down at Georgia Tech. You
have seen what they are doing there in the area of wood and solar
energy and other things. They are doing that on the basis of an
appropriation from the State government of $1 million. It has been
estimated that we have enough wood ir this country to produce
about 10 percent of the energy needs in America from waste wood.

Do you agree with that? .

Secretary ScHLESINGER. Something in that ball park, yes, sir.

Senator TALMADGE. That is a clean-burning alternative that
would give no problem environmentally, is that correct?

Secretary SCHLESINCER. That is a little strong. Any combustion
products in the atmosphere creates some problem. We would have
to look at the details, but generally speaking——

Senator TALMADGE. Cleaner than other alternatives?

Secretary SCHLESINGER. Yes, sir.

Senator TALMADGE. I have introduced two bills, as you know, S.
847 and S. 848, relating to biomass. At Georgia Tech they are
producing alcohol from wood, also alcohol from other biomass prod-
ucts, and it is getting close, now, to what we are paying for import-
ed petroleum.

The beauty about that is the jobs would stay in the United
States, money would stay in the United States, and energy would
be in the United States.

Do you agree with me that we should have, as the President
recommended, a production tax credit for shale—and I am delight-
ed he has—and certain types of gas? Would you agree that we
ought to extend the production-type credit for biomass also?

Secretary SCHLESINGER. Sir, we have tax credits, of course, that
apply to gasohol, which is one of the things that the committee
would be considering; also that the President has suggested that
the Energy Security Corporation provide some of these authorities.

I would hesitate on how much biomass would be produced out of
that 2.5 million barrels a day. That is something that the Energy
Security Corporation would have to decide. I would hesitate at this
juncture to give a categorical answer to your direct question. I
think that the tax credit for biomass deserves examination.

Senator TALMADGE. I know of six operating plants in this country
who are currently producing wood pellets, an ideal fuel. The sul-
phur content is less than .1 percent. Ash content ranges between 1
and 3 percent and conerific value approximates 8,000 Btu a pound.

The fuel pellets burn extremely well with each ton equivalent
heatwise to about 2.3 barrels of No. 6 fuel oil. I would like to see a
massive commitment to the developing alternative sources of ener-
gy, such as this product, which appears to be environmentally
sound as well as energy efficient, and do you not concur that the
production tax credit ought to be applied to products like that?

Secretary ScHLESINGER. I think that deserves careful examina-
tion. I think, as you indicated, this is a very promising area. I
think that the administration will review this area and come back



844

to tdhis committee later on with regard to these kinds of additional
credits.

Senator TALMADGE. Most of what we were talking about in the
alternative sources of energy development, we are talking about
long lead time, years in the future, some 10 years, in many in-
stances.

Developing alcohol from biomass and wood can be done in a
matter of months. We can have thousands of little plants through-
out the United States that could go in production in a matter of
months and producing that energy right here in this country and
fbegmnmg to make progress shortly, not at some distant time in the
uture

Do you not think that is desirable?

Secretary SCHLESINGER. The $16.80 per barrel credit that result-
ed from the passage of the National Energy Act has led to a very
rapid expansion of distillery output of ethanol at this juncture. I
think that that is probably sufficient in terms of the work that this
committee has already done is sufficient incentive for gasohol at
this juncture.

Whether additional tax credits should be given for wood pellets
and some of the other items you mentioned is a subject we ought to
review with great care.

Senator TALMADGE. Thank you, Mr. Chairman. My time has
expired.

Thank you, Mr. Secretary. —

The CHAIRMAN. I would like to ask that we mclude an ad spon-
sored by Louisiana Pacific, associated with Georgia Pacific, related
to the same point.

Senator TALMADGE. A spinoff from the Georgia Pacific.

_ The CnairMAN. With the main offices there in Atlanta, I guess it
is.

[The material referred to follows:]
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The CHAIRMAN. Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman. .

Mr. Secretary, as I understand the administration proposal, with
approximately $88 billion that you hope to achieve 2.8 billion bar-
rels of synthetic fuel production. That would include, I guess, coal,
oil shale and biomass production. Is that correct?

Secretary SCHLESINGER. It is based upon very tenuous assump-
tions, Senator. It is based upon the assumption that the world price
of oil will not rise in real terms from its present level. That is o
very tenuous decision. ) o

Senator Baucus. Given that assumption, my question is, how
much can we produce with $88 billion invested in conservation,
solar?

Secretary SCHLESINGER. I am sorry? _ L

Senator Baucus. What would the yield be with $88 billion invest-
ed, not in synthetic fuels, but instead invested in conservation,
solar, in that area?

Secretary SCHLESINGER. Well——

Senator Baucus. What do the DOE projections show?

Secretary ScHLESINGER. I think that we would have to give a
breakdown, but the potential savings are very substantial in that
area, but we have already had programs in place designed to move
conservation, including tax credits.

Senator Baucus. Do you have a total, not a breakdown, but just
a total of how many barrels would be produced?

Secretary SCHLESINGER. No, sir. We can produce that for you and
submit it for the record.

[The material referred to follows:]

The Administration estimates that the Energy Security Corporation (ESC) coupled
with its pro tax credits could assure production of 2.5 million barrels per day
(MMB/D) of syntbetic fuels and unconventional gas by 1990. The Energy urity
Corporation would be authorized to spend up to $88 billion for synfuels develop-
ment. The $88 billion estimate is based on extremely conservative cost and world oil
price assumptions. It is very possible that a program to produce 2.5 MMB/D could
cost considerably less than the $88 billion authorized for the Corporation, so that
any comparison of synfuel investments with solar and conservation investments
using the $88 billion figure would not be fair.

The amount of energy that could be saved or produced with an investment of $88
billion in solar energy and conservation could range between 1.2 and 4.5 MMB/D.
The maximum value assumes that all investments would be at a minimum in cost
at a 50 percent subsidy.

The assumptions used above be varied. Other assumptions would yield different
results. It is important to note, however, that solar and conservation investments
may not directly reduce oil imports by the quantities shown above. To the extent

such investments reduced consumption of e]ectricit{ produced from coal or nuclear
power, or heat produced from coal, there would be little or no oil import reduction.

Senator Baucus. The question obviously therefore becomes, if
DOE has figures for synthetic fuels, why do they not have them in
conservation and solar?

Secretary ScHLESINGER. Conservation takes place in a variety of
activities, a heterogeneous collection. We can aggregate that for
you and insert it into the record, but it is a very heterogenous
collection.

Senator Baucus. If you could.

[The material referred to follows:]

In egate, the Administration’s energy programs pro, since 1977 could
save 8.5 MMB/D of imported oil by 1990. The savings would be derived as follows:
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Fuel switching, 1.1 MMB/D; conservation, 2.4 MMB/D, and new supply, 5.0 MMD/
D. The conservation savings result from a variety of tax, regulatory, and price
driven programs which comprise a vast number of separate activities. Overall, the
Administration program is a balanced one, with emphasis placed on new supply and
conservation.

Senator Baucus. Obviously, the development of synthetic fuels is
not certain, either. There are an infinite number of complicated
factors. As you so stated, the production is very tenuous. It is based
upon very tenuous assumptions. So if you would try to answer the
same kind of question on the other side in conservation/solar, it
would have been more helpful to this committee and Congress.
DOE should have similar kinds of projections in respect to the
amount of savings we could achieve with solar.

After all, an $88 billion investment is an investment, and hope-
fully we act somewhat like businessmen in trying to maximize the
rate of return on various alternative forms of investments.

Secretary SCHLESINGER. Understood.

What we are providing there is basically fuel liquids as a substi-
tute for imports. In our transportation sector, we are going to be
using 11 or 12 million barrels a day and there is no way of conserv-
ing effectively in the transportation sector without shifting to mass
urban transportation, changing the mix, and I think that that is
somewhat different from what is normally described as conserva-
tion, which is greater fuel efficiency.

Senator Baucus. I asked the question because, as you know, the
Harvard Business School study group, which has become somewhat
famous these past few days, generally concludes that through con-
servation and solar efforts and with investment of approximately
$50 billion, the country can achieve approximately 2 billion barrels
of oil in fuel efficiency. I am curious.

Secretary SCHLESINGER. I am sure we should pursue this. The
National Energy Plan was very heavy on conservation measures.
We have now reduced our energy coefficient from 1.0 to .5, approxi-
mately. That is a great accomplishment.

We should strive, wherever we can, to achieve the results in the
energy area that we can through intelligent conservation, fuel
efficiency, and not curtailments.

I }a:m fully sympathetic, and the Department is fully sympathetic
to that.

Senator Baucus. I agree. I do not know if they are right or not
right, but it would be helpful to us and enable us to more likely
reach a more reasonable and proper solution the more the Depart-
ment of Energy can do.

Secretary SCHLESINGER. We are in the process of doing that. We
will do that and make the results available to you.

Senator Baucus. I was also struck with the statement—I do not
know whether Elliot Cutler read the statement or you did, Mr.
Secretary—on the first page, you state, of the prepared statement,
“With or without the proposed exemptions, at best domestic pro-
duction maintains a stable and perhaps a decline.”

Secretary ScHLESINGER. We would expect domestic production to
decline. That is quite regrettable.

Senator Baucus. With or without the exemptions we were talk-
ing about?
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Secretary SCHLESINGER. Yes, sir.

If one observes what has been happening in recent years, we
have been producing, in this country, 3.1 billion barrels of oil per
year. The discovery rate has been on the order of 1.3 billion barrels
of oil per year. That is a drawdown of proven reserves of 1.8 billion
barrels a year. If we take a 10-to-1 reserve to production ratio, that
would deploy a reduction of production each year of 180 million
barrels a year or 500,000 barrels a day. We hope to attenuate that,
but we will not be able to maintain our present production.

Senator Baucus. Could you state that more precisely? Many in
the industry disagree with that conclusion. Many in the oil indus-
try feel that with decontrol and with a modest windfall profits tax,
that the industry will be able to not only find new discoveries of oil
but, with enhanced recovery techniques, produce between—I have
heard as high as 500 million barrels of additional domestic produc-
tion by 1990.

What is the basis of the disagreement?

Secretary ScHLESINGER. The industry, just as ourselves, are say-
ing that the production would be greater than it would otherwise
be in 1985 or 1990. If one examines the projections of major compa-
nies in the industry, such as Exxon, they are even more bleak in
their projections than we are.

Exxon, for example, projects 8.2 million barrels a day in 1985.
We are projecting something on the order of 9.3.

The American Petroleum Institute says that decontrol will pro-
vide 2 million barrels a day more than it would otherwise be, but
generally speaking they are expecting projection to fall. There is a
difference thween some of the independents who are basically
people who are optimists. They have to be optimists to go out and
take the risks that they do, who look at what they, as independ-
ents, think they may be able to find, and they come to conclusions
far more optimistic than the majors or the API or ourselves.

I think, generally speaking, that we should start as an approxi-
mate target to iind additional reserves equal to the 3.1 million
barrels a day that we are drawing down. That is better than we
have done in 20 years and if we can maintain production at the
present level, we are doing very well, and far better, than the
present pch'ections suggest.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Boren?

Senator BOREN. Mr. Secretary, we are dealing, ultimately, of
course, with the ggle’s money, the money consumers have paid.
When we have talked about funds that have come about as a result
of decontrol, people pay the money, and now we are talking about
what would be the most cost-effective use of that money.

It would seem to me that our goal should be—I rea{ize that this
is not absolute, without some exceptions—that our goal should be
to determine how we can invest that money and get the most
additional units of energy either produced or saved, ause t{xe?
both have the same effect per dollar spent, or per dollar invested.

So I would say that the goal of our program ought to be the most
Btu per dollar invested. .

I realize that that is not an absolute, because you have to look at
the long term, and so we look at renewable resources and some
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other things and there are some other values other than the short-
term value dollar of short-term resources.

At least I would say a major thrust of the program ought to
maximize Btu per dollar spent.

Have we, in developing this program and the $88 billion that
have been talked about, have we developed figures that compare
the various mechanisms that can be used—the tax credit, the ex-
emption from the tax, the guaranteed price, and expenditure for
demonstration projection—have we developed comparative figures
for these various modes of production or conservation that would
tell us how much we are getting back, units of energy saved, or
produced per dollar invested in each one of these energy sources?

Secretary ScHLESINGER. I do not think we are capable of doing
that at this stage, because the parameters, as it were, the cost
parameters, economic parameters and technical parameters, re-
main too uncertain, but what we are attempting to do is to provide
an array of tools for the Energy Security Corporation so I can
choose among the tools for just the purpose that you mentioned.

Senator BoreN. I think that Senator Baucus was getting at the
same thing. I think Chairman Long earlier.

How much would it cost us to save 2 million barrels a day
through conservation measures as compared to how much it is
_goifngltg cost us to produce 2 million barrels a day through synthet-
ic fuels?

I would think that while we cannot come up with an exact
figure, we need to go in this direction. It may be unfair to question
you on the chart here in Mr. Cutler’s written testimony, but let me
ask you about this.

If you would turn over to this chart, which is the third chart past
page 15, headed ‘“Impacts to Extensions to the Windfall Profits
Tax,” I would just like to take one, for example, incremental terti-
ary oil exempted.

If you have—and we can take any of these assumptions—but if
you take the zero real growth in annual OPEC price increase
under the administration bill, yield $166 billion in taxes. Over the
10-year period, the cost of an exemption for incremental tertiary
oil would be $6.8 billion.

Over the 10-year period, according to this chart, if we use column
1 figures, and they are roughly proportionate if we use the other
columns. According to CRS, we have 287 billion barrels of oil in
this country. If we have the technique and the economic incentive,
poltentially recoverable through enhanced recovery, 270 billion bar-
rels. :

Again, according to CRS, at $30 a barrel or less we can retrieve
50 billion barrels through tertiary recovery; at $30 a barrel or less
at current prices, 50 billion barrels.

Now, if we got a million barrels a day additional production from
that source, my calculations indicate that would 150 years of
production at the rate of an additional million barrels a day.
Again, according to CRS, we could, by 1984 or 1985 through this
method get approximately 1 billion barrels a day additional produc-
tion by exemption of tertiary recovery and this exemption.

My question is this, if for $6.8 billion we can get 1.2 million
barrels additional production that we are otherwise not going to
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get, why in the world when we compare the figures we are talking
about, $88 billion in terms of development of synthetics with the
combinations of this 2.5 million barrels?

We are talking about many, many times the cost in terms of
units of energy produced and in terms of Government dollars.

How does that make sense?

Secretary SCHLESINGER. I think your question is very well taken,
Senator. This is one of the most delicate areas, and I think that
incremental tertiary production is that area that the committee
will have to examine most carefully for the reasons you under-
score. There is a delicate balance between cost and production in
that area.

Senator BoreN. I just wanted to make one concluding comment. I
do not want to be understood as making this comment to you,
because it is not directed to you.

This is why I get frustrated when, for example, the other night,
looking at the evening news, I heard the President use the words,
the oil companies are trying to rob—this was the word used;
“rob”—the tax in terms of creating exemptions.

If, for $6.8 billion we can produce for the American people—and
it is originally their money and u!timately their money; it came
out of the pockets of the consumer—if for $6.8 billion with an
exemption that I suppose that the administration, at least, has not
come forward here and endorsed as yet, we can produce 1 million
barrels a day, how in the world—to state how I feel about it—are
we robbing the American people, when instead of doing what the
adénir;istration proposes we use $88 billion to get 2 million barrels
a day?

That is something like seven times the cost per energy unit
produced, and that is the reason I have such strong feelings about
the kind of rhetoric that is being used. That is the reason that I
hope that the administration will concentrate less on rhetoric, talk
about who is robbing the American people’s dollar, and for what
purpose, and get us down to a program that will get the American
people the most energy saved or produced per dollar invested as is
taken out of their pockets.

I know it is easy to say, well, we are robbing if we are creating
an exemption, but I think we ought to take the rhetoric out of it
and look at this whole thing and say where, for $166 billion the
American people have paid to the oil companies, where can we get
them the most energy in return.

At the same time, I realize that we have to make some exemp-
tion for some short-term higher cost alternatives, like renewables,
that are going to pay off in the long run in diversifying our energy
sector.

I do not address this comment at you. That has really stuck in
my craw and I take it personally, and any member of this commit-
tee who sits here from a patriotic motivation of getting their people
most of their money have been accused of being a robber, when I
think the shoe is on the other foot, to put it bluntly.

The CHAIRMAN. Senator, if I could just put your calculation down
so one can understand it, in terms of tﬁe amount of money you
have to invest to Yget one barrel of oil, that would clearly work out
in one instance. You would have to have an investment of $44,000
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to get the equivalent of one barrel of oil compared to an invest-
ment of $6,600.

Is that the way those figures come out, Mr. Secretary?

Secretary SCHLESINGER. I think, Mr. Chairman, I cannot confirm
those figures at this juncture, but I think Senator Boren’s point
that we should examine with great care the marginal cost of pro-
ducing oil through incremental tertiary production is a well-taken
point and I think we should address those issues.

I think that is an area of great potential. Whether it is 1 million
barrels a day, I do not know what it is going to be. We have been
counting on tertiary recovery as one of our major areas for the
future. I think that we can bring additional data to that problem.

The CHAIRMAN. Senator Matsunaga?

Senator MATSUNAGA. Thank you, Mr. Chairman. At the outset
let me say, Mr. Secretary, that as.a Senator from Hawaii, I do
appreciate the initiatives you have started in my State. New
projects begun by your administration have been advanced to the
extent that we can hold up Hawaii as a model for the rest of the
Nation. The experience in Hawaii proves that energy self-sufficien-
¢y can be attained, even in an area such as Hawaii which was 100-
percent dependent upon imported oil.

As you know, under programs initiated by the DOE, Hawaii has
been very successful in reducing our dependency on oil. On the
island of Hawaii, which we agreed would servc as the national
laboratory to prove energy self-sufficiency, we are now producing
40 percent of the island’s electricity through biomass—through the
burning of sugarcane waste. We expect within the next 6 months
or so to increase that figure to 50 percent.

By the production of electricity through use of this and other
resources which are readily available in the islands—resources
which are replenishable—we will reduce our dependence on im-
ported oil.

By August 1 of next year the island of Hawaii will have an
operational geothermal electric generator producing about 3%
megawatts. The potential of that well discovered at Puna is about
500 megawatts. Within a few years OTEC, energy from the ocean
will add to this. When you consider that the total need on that
island is right now only 100 megawatts, the potential for new
industry is tremendous there, and new industry is desperately
needed, since that island’s unemployment is about 10 percent now.
So I want to thank you for giving us a helping hand, and express
my deepest regrets that you have decided to resign from your
present position.

Mr. Secretary, you earlier stated that the Nation presently uses
about 12 million barrels a day for transportation. Am I correct?

Secretary SCHLESINGER. It is about 10 million barrels a day at the
present time, Senator.

Senator MATSUNAGA. This 10 million barrels a day is what we
hope to replace by producing synthetic fuel?

retary SCHLESINGER. What we hope to do is to reduce con-
sumption in nontransportation areas such as industrial and utility
boilers through greater home efficiency and the like. An increasin
share of the available oil is going to go to transportation for whic
there is no easy substitute. But over the course of the next decade
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we hope that the fuel liquids for transportation will be in part
produced from synthetics.

Senator MaTsunaca. Won’t electric motor vehicles bring down
the amount of oil consumption in transportation? If so shouldn’t we
provide tax incentives (1), to manufacturers, and (2), to purchasers
to encourage the use of electric motor vehicles?

I have driven electric motor vehicles. They have good accelera-
tion and good speed. Some vehicles can reach 60 miles an hour and
have a range of as much as 150 miles without having to recharge. 1
think there is a great potential in this.

Secretary SCHLESINGER. Fully agreed, Senator.

Senator MATSUNAGA. Would you agree that we ought to provide
tax incentives for the manufacturers and for the buyers of electric
motor vehicles? We must help create a market, because unless we
have purchasers the manufacturers will not manufacture electric
motor vehicles.

Secretary SCHLESINGER. Yes, sir. You will recall that we did
provide such tax incentives in the National Energy Act. Perhaps
they were insufficient tax incentives, but we wanted to provide
some small inducement to move toward electric vehicles.

Senator MATSUNAGA. Another potential solution to deal with
transportation fuel needs is gasohol. According to the administra-
tion’s proposal gasohol will enjoy nontax status; that is no Federal
tax will be imposed on the ethanol part of gasohol. Why not go
beyond exempting ethanol from the excise tax and provide a tax
credit for use of ethanol?

Secretary ScHLESINGER. What we have is in effect a 4-cent credit
if you are producing gaschol through the remission of the Federal
excise tax. That amounts to $16.80 a barrel subsidy for gasohol. As
a result of that subsidy there is a very significant expansion of
gasohol production activities going on now.

We think that that subsidy is in the right range. It may need,
after some years experience down the line, a little fine tuning. But
as a result of the response that we have already had I think that
that may well be adequate, and we do not have information at the
moment that suggests that it is not adequate.

Senator MATSUNAGA. I am inclined to think that it is not ade-
quate. Ethanol from corn, for example, costs $1.50 to $1.80 per
gallon. Ethanol from sugarcane I am told, if all parts of the cane
plant are used, will cost as low as 55 cents a gallon. I think this is
the area in which we can make the fastest contribution toward
transportation fuel.

Secretary ScHLESINGER. We will look at the numbers, Senator
Matsunaga. If indeed a $16.80 subsidy is about 4 cents per gallon
subsidy, and that should bring a fair amount of gasohol.

Senator MATSUNAGA. Mr. Chairman, if I may ask one more gues-
tion about transportation, I will ask for the Secretary’s comment.
The president of ARCO Solar Inc. told me that in my lifetime I will
be driving a motor vehicle, an electric motor vehicle, powered by
solar photovoltaic cell. He said that the technology is here today,
but he cannot get people in our Government to believe it, and he
cannot get Americans to believe.

Do you have any knowledge as to whether he is talking through
his hat or whether he is in fact making a true statement?
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Secretary SCHLESINGER. Senator, I think he may have been wish-

ing you a very long life. [General laughter.]

nator MATSUNAGA. Did you attend that demonstration project
he had right here? I was one of the sponsors of that demonstration
where a one-bedroom home was completely powered by a solar
photovoltaic cell.

Secretary ScCHLESINGER. Yes, sir; I think that photovoltaics will
contribute in a major way in the later part of the 1980’s and in the
early 1990's to production of electric power for certain uses. But I
do not think we are going to power our automobiles at that time by
photovoltaics.

Senator MATSUNAGA. I think photovoltaic will make a major and
visible contribution by 1986. You say that he wished me a long life.
As a matter of fact people do live longer in Hawaii, as statistics
show, and Hawaii has a lot of sunshine for photovoltaics. I am a
little more optimistic than you are, Mr. Secretary, so I am going to
invite you to ride in my electric motor vehicle powered by solar
photovoltaic cells in the not-too-distant future when you are vaca-
tioning in Hawaii.

Secretary ScHLESINGER. I look forward to that at an early date,
Senator.

Senator DANFORTH. Mr. Chairman, may I ask one additional
question?

Mr. Secretary, it is frequently said the world price of oil is not
really a market price, it is a cartel price. I wonder if there is any
estimate anywhere or any way of making an estimate as to what
the world price of oil would be on a free market, that is, absent a
cartel and absent domestic controls?

Secretary SCHLESINGER. Senator Danforth, I think that the rel-
evancy of observation that you quoted disappeared once demand
overtook supply. Two years ago one could well say that in some-
thing like a competitive market the price of oil would have fallen
to $8.50 or $9 a barrel. We cannot say that anymore simply because
the excess capacity that 2 years ago would have driven prices down
is no longer there.

If anything, at the present time a strictly free market might
raise rather than lower the price of oil internationally.

_lSenator DANFORTH. At the present time a strictly free market for
oil——

Secretary SCHLESINGER. Competitive market, yes, sir.

Senator DANFORTH [continuing]. Might raise rather than lower
the OPEC price?

Secretary SCHLESINGER. The posted price, yes, sir. I say that with
a great deal of regret.

9Senat,or DanvorTH. Can you estimate how much it might raise
it?

Secretary ScHLESINGER. I think that one would find that the
Saudi posted price would rise toward the ceiling price. The Saudi
posted price is $18 a barrel, the ceiling is $23.

Senator Durenberger knows the Canadians who are not part of
the cartel have just raised the price of oil exported to the northern
tier to $25 a barrel, and there has been no diminution in demand
at t}lx‘at price. I think that it reflects the very great tightness of the
market.
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Cartels are useful instruments when there is an excess of capac-
ity. But the need for the cartel instrument disappears when there
is no excess capacity.

The CHAIRMAN. Some of our colleagues in the Senate were
shocked when they discovered that this is not a tax on income.
This is not really a tax on profits. It is more in the nature of an
excise tax. The thought occurs to me, particularly with regard to
these independents in here showing that they are spending 103
percent of the cost, 103 percent of the gross income in trying to
obtain energy.

It is really questionable whether we should tax from the money
that they themselves would spend in energy, especially if they
pretend to get us energy at a lesser cost than the Government
could provide it through these Government programs. Now that
causes me to ask the question, why shouldn’t we permit these
individuals who are putting everything they make out of it back
into trying to get more energy, why shouldn’t we permit them to at
least deduct their drilling expense? :

For example, we have a 70 percent tax on an individual drilling
for oil. But he is permitted to deduct from that the intangibles, not
the materials, but the manpower that went into drilling that hole.
Why should not we permit these same individuals to deduct that
cost of drilling a well from the so-called windfall tax?

Secretary SCHLESINGER. That is permissible to deduct that from
the income tax, Mr. Chairman. I think your underlying point that
we should operate in such a way that an unincorporated enter-
prise, such as independent driller, is treated on the basis of equity
with the incorporated enterprise that ranges up to the size of
Exxon. And that was the purpose of the administration in support-
ing the intangible drilling cost relief last year, simply because that
brought equity to the independent producer.

I cannot give you a response with regard to the proposal you
have thrown out. I think that we are prepared to examine these
kinds of devices if they will lead to greater equity.

The CHAIRMAN. Well the problem involved here, Mr. Secretary,
is that the reason most of these independents are selling their
leases, selling the oil in the ground without ever taking it out is
not that they really want to do that, it is just that to find the
money to go out and drill additional wells, they do not have much
choice about it.

They do not have that much credit, as a major company does. So
they sell what they have to a major company in order to get the
money to go out and drill more.

Now they are subject to a 70 percent tax, and the only way they
can avoid paying that 70 percent tax is to drill more wells. And
that promotes a national interest. Just as Adam Smith’s initial
theory of a comparative system would indicate that you should,
they are advancing their interests by keeping their taxes down by
drilling more wells. And we ought to want them to do that.

The thought that occurs to me is that as long as they are putting
this additional income in the ground, drilling holes that produce
more oil, why don’t we encourage them to do it? It seems to me as
though they would be advancing our interests to do that.
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Secretary SCHLESINGER. I make two comments, Mr. Chairman.
First, I think your point is very well taken that we are going to
have to be very careful to insure some degree of equity between the
unincorporated enterprise and the incorporated enterprise. And
that will be something that this committee will want to attend to,
and I am sure that the people in the administration will be delight-
ed to work with you to assure that degree of equity.

Second, we have a long historical process which is beneficial to
the country in which independents who are good at finding oil,
indeed are a lot better at finding that oil than are the majors,
proceed to find that oil, then sell it off to the majors, and with the
additional resources, go out and find additional oil. I think that
that is what we call gains from trade or the advantages of special-
ization.

We want the independents to have their resources. And one of
the ways that they have historically gotten resources is by finding
oil and then selling it off so that they can go into additional
exploration. That is not necessarily a process that we want to see
suppressed.

Once that equity is assured for the independent, I do not know
that one wants to arrest the process in which these kinds of trans-
fers occur.

The CHAIRMAN. It seems to me, Mr. Secretary, that the fellow
who has the best case against this tax is a farmer who is producing
from his own property. In other words, assuming that rather than
to sign a lease with somebody for them to drill, he would hire
himself a contractor to drill on his own property. So he is produc-
ing his own resources from his own property, and he is separating
himself from a part of the realty when he sells it.

Now we tell that fellow that world market oil was used to hold
his price down, and then later on we are told, now the world
market has gone up. And so to keep him from getting too much
profit, we are going to put these controls on him. Then we are
going to take the controls back off but we are going to tax his
excess profit. That fellow is going to find himself saying:

Well look, I own this. This is mine. And as far as [ am concerned, if you are going
to put an 80 percent tax on me, I am not going to sell it at all.

He is not permitted to take a capital gain on that part of his
realty which has minerals beneath it. If he is going to produce it
himself with an 88 percent tax, the tendency would be to say:

Well if what I sell that is a part of my resource here, a part of my real estate that
is going to be taxed at 88 percent, I am just going to keep it. I am just going to sit
here on it until I get better tax treatment.

In that case it seems to me that if that person were permitted
the same tax deductions against a 60 percent tax that he was
permitted against that 70 percent income tax, he would be tempted
to go on ahead and produce. But I know of at least one case, and I
am sure that there must be others, where landowners are sitting
there. And they just plan to sit you out. They have enough land,
they have enough money and enough resources. They do not have
ti)1 produce any more. And if that is the case, they will just sit
there.

54-217 0 - 79 - 13
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Now in terms of equity, they feel they are being done an injus-
tice. And it seems to me that when we tax to the point that the tax
defeats its own purpose, we ought to take another look at it. I
think the most inefficient tax that there is and the the greatest
violation of public interest in taxation is the counterproductive tax,
the tax that actually defeats its own purpose.

I do not know whether we will find out why this Government is
taking in about $4 billion more revenue this year than it thought it
was going to take in with the income tax system. It has been
pointed out to me that it may be for just the reason I was contend-
ing last year with the capital gains tax. I was contending that if
you cut the capital gains tax you are going to receive more tax
money, not just on the initial sale but on the secondary and terti-
ary effect of that reduction that did not meet the eye.

We are trying to find out why is it that we seem to be getting
more money out of income tax than we anticipated, and that might
be the reason. But I would like to ask that you take a look at this
situation to the extent that it might be counterproductive.

And furthermore, I think you would agree that in terms of
justice and fairness and equity, that between taxing the money
away from a citizen to make that money available for someone else
to do what you would like to do, as compared with leaving it with
the citizen if he himself does what you would like to do to achieve
the same result, it would be preferable to leave it with him.

Secretary ScCHLESINGER. That is with the objective of minimizing
any adverse effects of taxation.

The CHAIRMAN. I think that counterproductive taxation discred-
its government and it discredits everybody that has anything to do
with it, even those who are trying to apply it and administer it—
even the tax lawyers. The question is this: If they see something is
defeating its own purpose, why don’t they report that to Members
of Congress and demand that we do something about it? And in
turn, why don’t we do something about it when we find that we are
passing a tax that tends to defeat its own purpose?

If it is a productive tax, fine. But an inefficient counterproduc-
tive tax is something that ought to be corrected to the extent that
we can.

Senator Durenberger stuck it out all the way through. Senator
Durenberger, do you want to ask a question?

Senator DURENBERGER. I am anxious to have the Secretary go to
lunch so we can come back in the Governmental Affairs Commit-
tee.
The CHAIRMAN. All right.

Senator DANFORTH. Can I ask one more question, Mr. Chairman?

The CHAIRMAN. Yes, sir.

Senator DANFORTH. What sort of price would it take to. make it
commercially attractive to produce synthetic fuel? Without any
subsidies or guarantees, if you could be sure of a certain price,
what kind of price?

Secretary SCHLESINGER. It depends on the type of synthetic. We
believe that methanol will come in at $25 to $30 a barrel. When oil
prices hit $30 a barrel, people will start building methanol plants.
For some of the direct processes such as SRC-2, then it probably is
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on the order of $40 a barrelfSo these processes will come on as oil
prices rise.

I think that what we are trying to do, and I must underscore
this, is to save time, that the markei would do these things. But
there would be a great deal of pain inflicted in the period before
market did it, simply because tlge long leadtimes involved in get-
ting these facilities on line. And that what we are trying to do is
for short, help along market processes. We do not want, I think, to
do things that are not going to be cost effective in the intermediate
term. And I think that that should be the charge to the Energy
Security Corporation by the Congress.

Congress quite clearly does not want to get a plan going here for
energy. It wants to provide an instrumentality that has some tools
that are a substitute for market forces are rapidly applied.

The CHAIRMAN. Thank you very much, Mr. Secretary.

The Senate is in session this afternoon. It will Ee voting on
several major bills. We are not going to be able to have more than
one or two Senators here if we come back for an afternoon session.
What I would suggest is that Mr. Elliot Cutler’s statement be
submitted for the record. I would hope that all Senators will read it
during the afternoon, and perhaps we can arrange a suitable hour
when we can interrogate Mr. Cutler on his statement.

In acting on this bill we may have to go about it the way that we
were going with the health bill that we act, vote for a while and
then if we think we need more information, hear some more wit-
nesses and then do some more voting. But we will move along as
expeditiously as we can.

{The prepared statement of Mr. Cutler is as follows:]
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FOR RELEASE AT 10:00 A.M.
TUESDAY, JULY 31, 1979

REMARKS OF ELIOT R. CUTLER
ASSOCIATE DIRECTOR FOR NATURAL RESOURCES, ENERGY, AND SCIENCE
OFFICE OF MANAGEMENT AND BUDGET
BEFORE THE SENATE FINANCE COMMITTEE

Good morning, Mr. Chairman and members of the Committee. [
appreciate the opportunity to discuss with you the Administration's
Energy Program and the proposed uses of tﬁ;'w1ndfai1 Profits Tax.

Over the course of the last 2 years, Administration officials
have discussed with this Committee on several occasions the future
prospects for world o1l production and demand. Developments over
that period of time give us little assurance that world oil production
will ever exceed 65 million barrels per day -- little more than present
levels. The shock of events in Iran has both reduced near-term supply
projections and, simultaneously, has made a problem that once loomed
in the future appear dangerously close at hand.

The lon;:;;;m 011 supply outlook is grim. We have become too
reliant on unstable supplies of imported o1l and the demands placed
on us and other importing nations by the producers of that ofl. The
time has come to implement a major national effort to reduce our reliance
on 0i1 imports. At the same time, the Department of Energy estimates
that with or without the additional proposed exemptions to the House-
passed Windfall Profits Tax measure, domestic oil production will,
at best, stay roughly constant over the next decade. It is now clear
that if we are to prosper and grow we must do.so without increases in

011 consumption.
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It is in this context that we must view the issues of decoatrol,
the Windfalls Profits Tax, the Energy Security Corporation, the Energy

Mobilization Board and the other initiatives proposed by the President.

The Windfall Profits Tax, which you now have under consideration,
is the critical part of the President's program. The Windfall Profits
Tax, coupted with thé,Energy Security Trust Fund, the Energy Security
Corporation and the Energy Mobilization Board are the mechanisms which
can allow us to achieve a national goal of a 50% reduction in oil
imports by 1990. Simply providing incentives to domestic producers
will not and cannot achieve this import reduction, because our country
no longer has the resources to sustain domestic oil production at such
levels. We must face this fact and pursue a balanced program of
conservation, increased production of conventional fuels, the
development of a synthetic fuel industry and conversion of oil users
to more plentiful domestic fuels such as coal. Without these mechanisms,
if we allow domestic oil producers to keep all or most of the windfalls
from the OPEC cartel price increases, we can expect little or no
additional domestic oil production over that included in Administration
estimates. We will face the decade of the 1390's in substantially
worse shape than we enter the 1980's because we will be even more
dependent on foreign oil.

Other fundamental elements of the President's energy program --
some of them already enacted by the Congress -- include:

4] The Natural Gas Policy Act

[ The Fuel Use Act
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The Energy Tax Act

The Public Utilities Regulatory Policies Act

The National Energy Conservation Policy Act

Exemption from federal excise taxes for gasohol

The Solar Bank -- f1hanced by the Windfall Profits Tax
Tax credit programs to encourage the use of renewable
resources, including wood stoves, passive solar

energy, and agricultural and industrial uses of solar
energy -- all financed by the Windfall Profits Tax

A program to remove the barriers which now prevent
utilities from investing in energy conservaticn and

to achieve large and inexpensive import reductions from
conservation improvements in existing bu{ldfngs and
conversion from oil space heat -- financed partially

by the Windfall Profits Tax

A combined regulatory and incentive program to reduce
utflity oil use -- financed by the Windfall Profits tax
Tax credits for oil from shale and unconventional natural

gas -- financed by the Windfall Profits Tax

We estimate that the combined effect of this program will be to
cut our Nation's dependence on foreign oil imports in half -- to less
than 5 mtllion barrels per day by 1990. We can achieve this goal,
building on the programs already enacted by the Congress, only if the

Congress now enacts a Windfall Profits Tax as strong and as fair as

proposed by the Administration and passed by the House.
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The Windfall Profits Tax is directly linked to the phased decontrol
of crude oil prices announced by the President on April 5.

The President announced that beginning on June 1, he would use
his discretionary authority under the Energy Policy and Conservation
Act to gradually 1ift price controls on crude oil. The President's
decontrol program permits crude oil produced in the United States
tolsell at gradually increasing prices until it is fully decontrolled
on September 30, 1981, the date upon which statutory authority to
control prices expires. At the same time, the President proposed
to Congress the Windfall Profits Tax, in the form of an excise tax,
which was carefully designed to fit with the decontrol schedule and
to transfer to the government and to American consumers a part of the
very substantial increase in o1l industry revenues which would result
from phased decontroi. The Administration continues to believe that
decontrol coupied with the Windfall Profits Tax is essential to:

s} end the complex and distortion-causing system of

price controls and entitlements which have disquised
the true cost of oil to all American consumers;

[}} provide U.S. oil producers with necessary new incentives
to maximize production from American resources;

[¢] end the system which subsidizes the cost of 1mp6}ted
0i1, thereby increasing U.S. vulnerability to
production and p;icing policies of foreign producing
nations; and

0 provide maximum incentives for energy conservation and

efficient use of- this premium energy resource.
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The President proposed a gradual rather than an immediate system
of decontrol, recognizing the impacts which this action would have
‘on the economy. Under this system, decontrol and its impacts can
be carefully monitored and our economy is given time to prepare for
these price changes. In addition, we felt it important to
give the Congress time to consider and enact a Windfall Profits Tax
.Béfore all of thelimpacts of decontfcl are felt.

Particular attention was given to the relationship between the
decontrol schedule and the Windfall Profits Tax. The first steps
of the President's decontrol program were carefully targetted to those
categories of oi] for which new incentives were needed to increase
domestic production. For example, the price of newly discovered
011, and incremental production from tertiary recovery was decontrolled
effective June 1 in order to provide strong incentives for early
investment in these areas. Similarly, 80% of the oil classified
as marginal was allowed to move from the lower tier price
level (about $6 per barrel) to the upper tier (about $13 per barrel}
in order to stimulate maximum production from these resources.

This kind of targetted approach permits the benefits of decontrol

to be felt early in the program, while price increases for categories
of 011 which do not require special new incentives occur after the
Windfall Profits Tax is in place. - The general price increases for
upper tier o0il and for lower tier oil which does not qualify for

special marginal or tertiary recovery incentives do not begin under
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the President’s program until January 1, 1980. This is the date
on which we have proposed that the_windfa11 Profits Tax become
effective.

This carefully phased relationship between the decontrol schedule
and the tax will give U.S. producers strong incentives where they
are needed to stimulate new production, while at the same time not
permitting unearned profits to accrue simply through a change in
government policies. For reasons of basic equity, as well as to -
fund the new programs which the President announced on July 16,
we believe that the Windfall Profits Tax is needed. It will assure
that the oil industry does not reap unwarranted profits which
would be out of proportion to increased production of U.S. 0il resources.

In addition to mak%ng the transition from a controlled to an
uncontrolled pricing system fair to both consumeys and producers,
the Windfall Profits Tax has a second very important purpose.
It is designed also to protect against unwarranted increases in
producer revenues due to actions of the OPEC cartel. As events of
the last seven months have shown so dramatically, the price of oil is
set not by what it costs to produce oil, but by what the cartel believes
it should be after assessing demand and their own revenue needs. The
7 average cost of a barrel of ofl imported into the United States was
somewhat less than $16 per barrel in April when the President proposed
the Windfall Profits Tax. Many thought that was at least high enough,
if not too high. The average price of imported oil today -- just four

months later -- has increased to about $22 per barrel, a 37% increase.
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I know of no argument which states that the cost of producing ofl
1n'the U.S. has experienced a similar increase over such a short
time period, yet according to some, the magic number which is needed
to provide a "fair" incentive is suddenly $22 per barrel.

The President's Windfall Profits Tax recognizes that a decontrolled
011 market will follow the world pricei It also recognizes that
equity and the overriding national interest in developing alternatives
to imported 011 require that a substantial part of the cartel 1npreases
which accrue to domestic producers be recaptured for the American
people. For this reason, the Administration strongly believes that
all oil -- including newly discovered oil and other special incentive
categories should be subject to this OPEC tax on a permanent basis.

We strongly oppose any amendments which would exempt one category

of oil or another from the wtrdfa11 tax at this tier. A windfall due

to OPEC price actions is every bit as much a windfali as increases which
come about as a result of removing price controls from categories of

011 where no special incentive is needed for production.

Our goal, Mr. Chairman and members of the Committee -- a goal I know
we all share -- is to ensure America‘'s long-term energy security by
reducing our dependence on imported o1l and developing alternatives
to it.

As a result of realistic domestic oil prices -- based on the
world market price -- and a rising world price for oil, U.S. dollars

will be spent in increasing amounts to procure that precious resource.
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To the extent those dolilars stay in the U.S., they will be refnvested
efther by the 011 companies on behalf of their shareholders or by

the government on behalf of all citizens. Each potential investor --
the industry or the government -- has & different sgt of rules; one
must and should make a profit and can take few risks, the other

must and can take risks when they are necessary to the Nation's
security.

The Windfall Profits Tax revenués will be used for three purposes
which only the government, not the industry, can and should have:
helping lower-income families bear the burdens of rapidly rising oil
prices, increasing our public transportation capacity, and investing
" in the development of alternatives to oil which have 1ittle near-term
profit potential. '

The government can and must shoulder those responsibilities and
bear those risks. The industry ought not and will not do so. -

The President's program for the investment of the Windfall Profits
Tax revenues is carefuliy balanced and takes advantage of all significant
opportunities for import reduction. Energy conservation is supported
by three new programs announced on July 16: the residential
commercial conservation retrofit program, mass transit, and fuel
efficiency initiatives. Use of renewable resources would be
stimulated by the Solar Bank and four renewable resources tax credits
which were delivered to this Committee last Friday. These credits
provide significant new incentives for the use of residential and

commercial passive solar energy, agricultural and industrial solar
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péocess heat applications, and wood stoves. [n addition the
President has proposed the permanent exemption of gasohol from the
federal excise tax on motor gasoline.

Domestic production of fossil fuels will be substantially
increased under the President's program. Direct use of coal to
generate electricity will be significantly increased through the
President's recently announced program to cut the use of oil in
utility boilers in half by 1990 -- for a saving of 750,000 barrels
of oll per day.

In order to protect lower-income Americans from the higher oil
prices associated with decontrol, the President has proposed that
$24 billion of windfall profits be used over the period 1980 to 1990
to assist them.

Two types of assistance would be provided. First, $400 million
of the $2.4 billion would be used to provide ¢risis intervention and
emergency assistance grants to the States. Although the permanent -
program would be administered by HEW, the program would be administered
this winter by CSA so tQat a program could assuredly be'in place.
Governors would be able to use State welfare offices, or the network
of community action agencies, or both. With a maximum amount of
assistance per household of $500, the emphasis of this program would be
on meeting severe hardships. The eligible population would include
those with incomes up to 150% of the poverty level as well as SSI
recipients. $1.9 bilifon would be available to be administered by the
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States for cash grants to SSI, AFDC, and -- beginning next year -- Food
Stamp populations and others with incomes under 125% of poverty.
This would permit average payments of $190 for couples and families.
In FY 1980, the program would be phased in at the $1.6 billion level.
Finally, in order to tap all available means of reducing imports,
the President has proposed that $88 billion of Windfall Profits Tax
revenues be committed to an independent, Congressicnally chartered
Energy Security Corporation, to develop our vast coal, oil shale
and unconventi&nal gas reserves to produce a total of 2.5 MB/D in
import reductions by 1990. This Corporation unencumbered by the
usual constraints on government entities, will provide the needed
financial fncentives and risk-sharing to the private sector to let
our American free enterprise system get the job done.
I have included with my testimony today copies of the
specifications proposed for the Energy Security Corporation and
the Energy Mobilization Board, which is the Corporation's necessary
complement. [ will simply summarize the key features of the
Corporation and the Board for the Committee.
0 The Energy Security Corporation would be a federally-
chartered, independent Corporation with authority to
use up to $88 billion of Windfall Profits Tax receipts
from the Energy Security Trust Fund in order to produce
2.5 MB/D of synthetic fuels, oil shale, and unconventional

gas by 1990. -
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The ESC's financing would be in the form of borrowing
authority from the Treasury. The loans would be 1iquidated
by Energy Security Trust Fund receipts.

The £SC would be g1vgn a wide array of financial tools

to accomplish its goals. Price guarantees, purchase
agreements, direct loans, loan guarantees would be
available for use at the ESC's discretion. In addition,
the Corporation will be authorized to own and contract

for the operation of a 1imited number of facilities. We
have expressly 1imited the ESC to three such corporation-
owned contractor operated Elants in order to prevent massive
government intrusion into the afternative fuels industry. _
The ESC would be controlled by a seven-member board of
directors. The chairman and three members would be
appointed by the President with the advise and consent

of the Senate. The remaining three members would be

the Secretaries of Energy, Treasury, and the Interior.

The ESC would be strictly 1imited to its $88 billion
resources. Every ESC contract would be matched by a
reservation of funds in the Energy Secur{ty Trust Fund
equal to the upper 1imit on ESC 1iability under the
contract. The ESC may not revolve its debt or use

similar devices to extend the $88 billion in borrowing
authority which we propose to give it. This program is
designed to ensure, consistent with: the need for federal

assistance in sharing privata sector risks, that the
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government, through the Corporation, does not become
the dominant force in the post-1990 development or
ownership of these oil alternatives.

0 The ESC would have a 1ife of twelve years, after which

its remaining obligations would be transferred to
the Treasury or liquidated.

The accomplishment of commercial production of synthetic fuels
on a commercial scale will require that substantial economic risks
be undertaken. The purpose of the £nergy Security Corporation
is to take those risks -- with Windfall Profits Tax revenues.

These are risks that no oil company can or would undertake alone,
but which are necessary risks if we are to move America away from
our reliance on impérted ofl. Their magnitude s best illustrated
by calculating the costs of one possible program the Corporation
might undertake. '

Assume that the ESC decides to produce 1.1 MB/D of coal and
biomass liquid§ and gases, 0.15 MB/D of oil shale, and 0.25 MB/D of
unconventional gases. Assume further that the ESC successfully
negotiates contracts with private firms providing for:

0 A price guarantee of $38/B, stated in constant 1979 dollars,

for the coal and biomass 1iquids and gases.

[ A price guar;ﬁtee of $30/8 for the unconventional gas.

0 A price guarantee of $32/B for the oil shale.

The cost of these contracts over their lifetimes would obviously

be heavily dependent on the future course of world—oil prices. For
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example, if the contracts were run out to the year 2004, and if
very aggressive deployment is assumed, the total costs would be
$603 bi1lion; {f 011 prices remained at their current $22/8
in real terms and rose only with inflation. If oil prices rose
1% per year in constant dollars, tﬁe cost would be cut to $369 billion.
If oil'prices rose at 2.4% annually, stated in constant dollars, the
cost of the program would be cut to $88 billion.

The Energy Security Corporation might select an entirely different
set of mechanisms to reach its goal within its budget 1imit. In
the example above, of the $88 billion program cost, $83.3 billion
would be spent on payments under the $38/B price guarantees for
coal and biomass liquid: and gases. Alternatively, the ESC might
select front-end capital support in the form of loans and IBan
guarantees, or might negotiate 1imits on contractual obtigations
through buy-out clauses. The construction of 1.1 MB/D of such capacity
would be unlikely to cost more than $50,000 per barrel of installed
dafly capacity, for a total of $55 billion, stated in 1979 dollars.
Adjusting for inflation through 1990 would increase this to no more
than $100 billion. The ESC would have access to $83 billion --
roughly 80% of the total capital involved in this 111ustfative
approach. )

I hasten to repeat that this is only one illustration of the
choices that the ESC Board of Directors might make. However, it does
{1lustrate the truly important features of the ESC Qesign. The ESC,

as proposed by the President, would have up-front access to resources
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adequate for the job, and sufficient flexibiiity to select the
most cost-effective mechanism in each individual negotiation.
This flexibility rests on three critical features of the ESC design:

-~ unencumbered access to $88 billion in resources

-- independence from numerous restrictfons which apply to

government agencies, particularly the Civil Service
Sysfem and government procurement restrictions

-- independence from most political pressures.

It is simply not possible to build these features into 2 government
agency, and they are critical to the achievement of the ESC's
massive task. The accomplishment of this task is the last necessary
step in the establishment of-a responsible national enérgy nolicy.
The policies estabiished and proposed by this Administration sum to a
balanced program of energy conservation, renewable resource use,
increased domestic production through price decontrol, protection for
low income households from OPEC monopoly rents and the production of
synthetic fuels from the vast domestic coal, biomass, oil shale, and
unconvention gas resources.

The Windfall Profits Tax is the cornerstone of this policy. The
tax and the £nergy Security Trust Fund extract a portion of the
windfall which would otherwise accrue to domestic producers as a
direct result of OPEC monopoly price incrgases. If oil prices rise
only with inflation, the tax would reduce the increase in industry
profits from decontrol by 51%. Even if we liberally assume that the
industry might-invest sufficiently to produce 100,00b B/D of ofl shale
by 1990 and 300,000 B/D of conventional oil, the President's program

$4-217 0 - 79 - 14
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of government investments of the windfall revenues will produce ten
times as great a reduction in oil imports.

This is the principal advantage of the Tax and the President's
proposed uses of those revénues. The government will make investments
which the private sector would defer until world oil prices nad
risen sufficiently to ensure their profitability -- too late to meet
our 1990 goals. The President's proposals can provide substantially
increased benefits to the nation in the form of reduced dependence
on foreign oil, reduced payments to foreign producers, and reduced

economic vulnerability to further oil price increases.



THE WHITE HOUSE July 30, 1979

WINDFALL PROFITS TAX RECEIPTS, OIL INDUSTRY !
PROFITS AND IMPACT OF EXEMPTIONS
(Assuming the House-passed windfall profits tax)

% REAL INCREASE IN OPEC PRICES

(174 1% 2.4%
RECEIPTS FROM WINDFALL PROFITS ' o
TAX 1980 - 199¢ 142.8 186.0 253.9 Py
RECEIPTS FROM WINDFALL PROFITS TAX
1980 - 1990 WITH EXEMPTIONS 43.1 49.2 57.8
% Reduction in receipts 70% 742 77%
1979 - 1990 OIL INDUSTRY PROFITS
WITHOUT EXEMPTIONS 96.3 104.4 117.4
1979 - 1990 OIL INDUSTRY PROFITS
WITH EXEMPTIONS 150.9 179.4 224.7

% increase in profits from
exemptions 57% 72% 91%
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OIL INDUSTRY PROFITS UNDER HOUSE-PASSED
BILL WITH AND WITHOUT EXEMPTIONS

OIL INDUSTRY PROFITS % ANNUAL OPEC Price lqcrease
1979 - 1990* (%2 real growth)
($ in billions)

0% 1% 2.4%
- UNDER HOUSE-PASSED BILL If AMENDED TO

INCLUDE ADMINISTRATION PROPOSALS

Before windfall profits tax m.7 203.2 252.6

After windfall profits tax 83.9 93.6 107.1
UNDER HOUSE BILL AS PASSED

Before windfall profits tax 174.4 206.2 256.1

After windfall profits tax 96.3 104.4 117.4
UNDER HOUSE-PASSED BILL WITH EXEMPTIONS

Before windfall profits tax 174.4 206.2 256.1

After windfall profits tax 150.9 179.4 224.7
Increase in profits from exemptions 54.6 75.0 107.3

% increase in oil industry profits

due to exemptions to House-passed

bill 57% 724 91%

* Net of federal income tax, state income aid severance taxes, production expenses

pL8
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IMPACTS OF EXEMPTIONS TO THE WINDFALL PROFITS TAX
UNDER VARIQUS OPEC PRICE ASSUMPTIONS

$ ANNUAL OPEC PRICE INCREASE
(% real growth)

WINDFALL PROFITSE TAX REVENUES ($ In billions)
1980 - 1990
0% 1% 2.4%

HOUSE PASSED BILL IP AMENDED TO INCLUDE
ADMINISTRATION PROPOSALS $166.3 $208.4 $274.4

HOUSE BILL AS PASSED 142.8 186.0 253.9

LOSS OF REVENUES FROM HOUSE BILL IF:

1. Stripper wells exempted 32.7 40.8 53.2

2. Marginal oil from lower to upper
tier exempted 6.9 7.9 9.5
3. Incremental tertiary oil exempted 6.8 11.8 19.5
4. Alaskan oi}l exempted 18.8 24.6° 33.5
5. Production below 3,000 bpd exempted 41.4 54.0 73.6
6. Newly discovered oil exempted 18.6 33.5 58.9
REVENUE LOSS IF ALL EXEMPTIONS ADOPTED* $99.7 $136.8 $196.0
ACTUAL RECEIPTS FROM WINDFALL PROFITS TAX $43.1 $49.2 $57.8

IF ALL EXEMPTIONS ADOPTED

% REDUCTION FROM HOUSE PASSED BILL - 70% 74% 77

* Note: totals do not add due to interaction and overlap between exemptions.

qL8
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SPECIFICATIONS July 30, 1979

cneroy Securitv Corporation

Purpose/Scope

A major part of the President's import reduction prcgram is the establishment
of an independent, government-spcnsored Corporation with authcrity to orovide
incentives to private firms to produce 2.5 million barrels per day of sub-
stitutes for oil imports. The Corooration will not be an instrumentality of
the Federal Government but rather a federally-chartered corporation

sponsored by the govarnment with 3 12 year 1ife., Tha Corporation wil' be ‘
given broad financial authority to use in encouraging the development in

the United Statas of synthetic fuels and unconventional ngtura1 qas. Ay a
private Corporation, it will function under laws governing such aniities;

it will be exempt from most restrictions governing Federal agency operations.
Projects speonscred $y the Corpor;tion may be given priority treatment by ths
Energy Mobiiization Soard to assuyre that regulatory and judicial actions are
administered expeditiously. The ccmbination of incentives provided by the
Corporation, expedited regulatory decisions under the Energy Mobilization
Board and reliance on private sector firms to design, construct and operate
plants {s essential to achieving the 2.5 million barrels per day goal.- Only
in a very limited number of cases where special circumstances may arise will

the Corporation be involved in government-owred contractor-operated plants.

The Geal: 2.5 Million Barrels Per Day by 199C

The Nation's dependence on imported petroleum has reached 8.5 million barrels
per day, making our Nation vulneraole to OPEC decisions to reduce production,
or raise prices. We have lost a degree of independence because of our
dependence on OPEC of1. The Nation has abundant coal, shale oil and natural

gas reserves that can be developed with existing or refined technology if
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developers can be assured of a price and timely regulatory decisions.

Other measures--including reducing utility oil consumption, reduced con-
sumpticn by residential and commercial dwellings, increased auto fuel
efficiency and mass transit use, and greater production of heavy ofl--

will result in further reductions of oil imports. In total, 4.5 MB/D of
reductions are anticipated by 1990. This will result in imports that are )
about 50% lower than 1n'1978--or than would be in 1990--thereby substantially
reducing U.S. dependence on OPEC.

The Corporation will be given $88 billfon in financial authority to provide
necessary fncentives to private and public entities to develop:
° 1iquids and gas from coal;
® ofl from shale;
° 1iquids and gas from biomass;
° unconventional sources of gas such as tight sands, devonian
shale, methane from coal seams and methane from geopressured

acquifers.

The following describes the Corpprat1on's structure, financial and administra-

tive powers, and exemptions from limitation on executive agencies.
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Structure

The Corpaoration will be an independent, government-sponsored enterprise
that will be incorporated under a Federal charter for 12 years.

It wil) be located outside the Executive branch, independent of any
governmental agency. The Corporation will be managed by a 7-person
Board of Ofrectors. A chairman and three other ocutside directors will
be appointed by the Prasident and confirmed by the Senate. In addition,
the Secretaries of Energy and Treasury and Intarior will sit on the

Board. Other features include:

°

Chairman serves as full-time Executive Officer.
° Cﬁafrpan and tnree pupifc members will serve staggered five-
year terms and be appointed by the President with the advice

and consent of the Senate.

Three members of the Board are ex officio members, inctuding
the Secretary of Energy, the Secretary of the Treasury and

the Secretary of Interior. They will have voting power.

The chairman serves as the Chief Executive Officer of the
Corporation. The Board would Jelegate substantial authority
to the chairman subject to its policy mandates. Certain
major actions would be reserved to the Board, such as approval

of annual operating plans or other matters.

Compensation for the chairman and public members of the
Board and for other officers and employees of the Corpora-
tion would be set by the Board. No statutory limits would

be set on salary and other compensation, tut salary and
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expenses would be subject to the limits set by the annual
operating budget described in Section III.

¢ The Board would detarmine the internal structure of the
Corporation {tself. \

¢ The Board or the chaimman would determine the size of the
Corporation's staff as an incident to its own planning
and budgeting, but subject to the limits set by the annual
operating budgét in Section III.
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Financial Structure/Authorities

The Corporation will have the financial authority as provided below to achieve
production of 2.5 million barrels per day of substitutes for imported oil by
1990. The corporation will only be author{zed to support projects located

in the United States. The Corporation will have authority to borrow from

the Treasury not to exceed in the aggregate $88 billton. This authority

will be sought in advance but with staggered availabfl{ty subject to
Presidential decision. Initfally, $22 billion would be available. E£very

18 months thersafter an additional $22 billion would become available

unt{l the %88 biliton limit s reached. At each interval the President

would have the option of postponing availability depending on progress of

the Corporation.

The Corporation will have the authority to borrow from the Treasury on an as
needed basis up to the limit in effect. Interest and principal on these

loans shall be paid from the Energy Security Trust Fund.

The Secretary of Treasury would be authorized to purchase from the Corporation
its total stock {n the amount of $100 millfon dollars. This will be
accomplished by an appropriation for the purchase to be available at the

time the Corporation {s established. The Corporation will use the proceeds

to meet administrative expenses.

The Corporation would be authorized to {ssue and guarantee loans. Any
defaults on guaranteed loans would be backed by the Corporation's borrowing
authority; the Corporation will establish a reserve for defaults for this
purpose and be permittad to charge a fee to recover costs of administrative

and expected defaults.
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To assist in financing the Corporation’s goal and to provide an opportunity
for every American to contribute to the effort, the Secretary of Treasury
will {ssue bonds up to $5 billion in small denominations. The Secratary
would use the proceeds to help finance the borrowing of the Corporation

or for other needs depending on bond sales and revenue needs of the United

States Government.

The Corporation will not be treated as a budgat entity. Financing
authority, outlays and recaipts will not be shown directly in the totals

of the President's 8udget. However, the payment for the Corporation's

stock by Treasury will be on-budget and all payments to the Corporation from
the Energy Security Trust Fund will be on-budget. This treatment will assure
that outlays by the Unitad States Goverrment to the Corporation are shown
within the totals of the President's Budgei. The Corporation will not seek
annual appropriations since necessary author{ty would be provided at the
time of establishment. The Energy Security Trust Fund revenues will be used

as nesded to reimburse the Corporation's borrowings from Treasury.

Other financial authorities and responsibilities of the Corporation will

{nclude:

® The authority to invest revenues to the extent not needed to
meet expenses in securities of the United States Government.
Investments in securities or indebtedness not issued by the
United States Government would not de permitted.
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° Reporting to the Presfdent and the Congress on its
financial operations on an annual basis or more frequently
1f necessary. This report shall be based on an audit by the
Genaral Accounting Office, which shall include an assessment
of the accuracy of the financial records and reasonableness
of the estimates of the Corporation's operations, assets,

1iabilities and use of Federal funds.

A limitation on administrative expenses of $35 miilion
annually increased by the GNP deflator on an annual basis.
Administrative expenses shall include personnel, space, con-
sultants, computers, etc. Government-owned production faci-
lities are not included in this limitation.

A1)l payments by the Corporation will be reimbursed from the Trust Fund except
for the equity investment by Treasury and any amounts collected by the

Corporation as a result of its operations.

Trust Fund receipts will be reserved in amounts up to $88 billion to be
available to offset potential costs that may be incurred. As the Corporation
incurs contingent and noncontingent obligations as a result of signing
contracts (price guarantees, purchase agreements, loan guarantees, GOCOs)

an estimate of the potential cost to the Corporation of such contracts will
be made and recorded as a drawdown of the Corooration's hudoe;.authcr1ty

as well as an obligation against Trust Fund receipts. Contract payment
estimates will be based on reasonable assumptions regarding world ofl prices

and the terms of the contracts to ansure that an adequate reserve is
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established to me;t future payments and to avoid overspending. This s
necessary because Trust Fund receipts are substantial in the early years,
whereas Corporation payments may be substantfal after 1985 unless oil prices
rise sharply. Trust Fund revenues will be a.vaﬂabla for this purpose up

to $88 billion. As cash payments are made to the Corporation from the
Trust Fund, outlays will be recorded in the President's Budget. Appro-
priations from the Trust Fund to the Corporation will have priority over

all other Trust Fund spending except for low income assistance and tax ex-
penditures offsets for tax credits.



884

Iv-A. Financing Mechanisms of the €nerqy Security Corporation

The Corporation will have the authority to make loan guarantees, price
guarantees, purchase agreements and direct loans for production
facilfties in the United States, and up to three government-owned
contractor-operated or contractor-owned contract or operated plants.
The Corporation will not be permitted under its charter to make any
other type of contractual agreement for petroleum substitutes. The
types of contracts or agreements rot permitted include, but are not
1imited to; equity investments, joint ventures, lease, lease back
agreements, and grants. Firms which accept ESC support fér 0il shale
or unconventional gas will not be allowed to take advantage of the

of1 shale or unconventional gas tax credits. The sum total of the
Corporation's contingent and noncontingent obligations shall not exceed
$88 billion.

Loars and Loan Guarantees

The Corporation will be authorized to {ssue loans and loan guarantees,
in accordance with such rules as the chairman may prescribe, consistent
with criterfa stipulated below. A guarantee will include the payment
of principal and interest on obligations issued by, or on behalf of,
any corporation, firm, partnership or consortium for the purpose of
providing incentives of the construction of commercial size facilities
which produce synthetic fuels from coal, oi] share and unconventional
gas resources. Loans shall be made on such terms as the chairman

may prescribe. Loan guarantees will be e1igfb]e for purchase by

federal Financing Bank.
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The loan guarantee shall be subject to the following requirements.

¢ No guarantee shall be extended unless the chairman of the
Corporation finds that credit {s otherwise unavailable to carry
out the project on reasonable terms and conditions and that
adequate provision is made for servicing the loan on reason-
able terms.

¢ The guarantee shall not exceed 7S percent of the project costs
is estimated at the time the guarantee 1s issued. The
guarantee amount may be increased, at the discretion of
the chairman, to cover 60 percent of that portion of the
actual total projects costs which exceeds the project costs
of such facilities as estimated at the time the guarantee is

first issued.

The chairman will seek to the maximum extent practicable to

grant guarantees on a competitive basis.

The chairman shall charge and collect fees for guarantess in
amounts sufficient in his judgment to cover applicable
administrative costs and probable losses on guaranteed obli-
gations but in any event not to exceed one pe}cent per annum
of the outstanding indebtedness covered by each guarantee;
Provided, That, the Board may at any time waive any fees

with regard to specific projects.

the loan to be guaranteed shall be secured by such collateral

and additional security as may be reasonably required by the

chairman for the protection of the Corporation.
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* The chairman may provide for the payment to holders of the
obligation guaranteed, for and on behalf of the borrower, of
principal and intarest which become due {f the chfirman finds
that the borrower s unable to meet such payments, ft is in
the interest of the Corporation to permit the borrower to
continue to pursue the purposes of such project and the pro-
able net benefit to the Corporation in paying such principal
and interast will be greater than that which will result in
the event of a default, and that the borrower agrees to re-
imburse the Corparation for such payment on terms and con-
ditions, including intarest, which are satisfactory to the

chairman. ———

With respect to any oblfgat1oq}wh1ch ts guaranteed under this
title the interest paid on such oblfgation and received by

the purchaser (excepting tax-exempt entities) shall be included
in the gross income of such purchaser for the purpose of Chapter 1

of the Internal Revenue Code of 1954, as amended.

° The chairman shall consult with the Secretary of the Treasury as

to the timing, rate, and terms of loans and loan guarantees.

Price Guarantee Authority
The Corporation will be authorized, in accordance with such rules as the

chairman may prescribe, to contract with corporations, firms, partnerships
consortia or state or substate governments which will construct and operate
commercial size facilities for the production of synthetic fuels to
guarantee a price for the synthetic fuel produced by such facilities.

The price guarantees will be subject to the following requirements:
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- * The duration of the guarantee will be no longer than the

useful life of the facility.

The chairman will seek to select projects for price
guarantees on a fully competitive basis to assure the minimum
cost to the Corporation. However, the chairman's selection
of a project shall be made taking into account other aspects
of the proposed projects such as, the project's tachnical
merits and feasidility, theexperience of the proposer, degree
of risk sharing by the applicant ;nd other criteria dgtemined by
the chairman to assure the achievement of the Corporation's
vltimate objectives. '

° The price guarantee levels will be fixed at the time of the
Corporation enters each contract for the 1ife of the contract
subject to any exceptions determined necessary by the chair-
man to encourage the construction of synthetic fuels projects
while maintaining an appropriate sharing of financial risks

between the corporation and the contractor. However, no

exceptions will be permitted which will in any way guarantee

profits to the contractor.

o

The chairman may provide for the renegotiation of the contract
in the event that the contractor in the judgment of the chair-
man cannot continue the project to ccmpletion and the chairman
determines that it is in the best interests of the Corporation
to have the project completed.

1f world ofl1 prices are higher than pr1§e levels, guaranteed
by the corporation, the Corporation may require at the time of
the contract that a pro rate share of the higher price be paid to

the Corporation by the firm for every unit of production.

§4-217 0 - 79 - 15
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Purchase Guarantees

The Corporation will have the authority to contract for purchases of

or commitments to purchase synthetic fuels and unconventional gas which
may be used as fuel for government use or resale in order to encourage
the construction and operation of commercial scale uncanventional gas

and synthetic fuels production facilities. This authority will be subject
to the following requirements: -

° Payments may be made for these purchases on such terms and
condftions, including advance payments, as determined by the

Chairman.

° Purchases or cormitments to purchase cannot be made at prices
above currently available or estimated future market prices unless
the Chairman determines that the differential price is necessary

in order to increase the production of synthetic fuels.

® Purchases or commitments to purchase shall be made by sealed
competitive bidding with the exception that if the Chairman
determines that no such bids have been submitted or no such
bids are acceptable to the Chairman he may negotiate contracts

for such ourchases and cormitments to purchase.

® Contracts for the purchase or commitment to purchase synthetic
fuels may be entered into only for synthetic fuels or synthetic
chemical feedstocks which are producedzin facilities which are

located in the United States.
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Construction Authorization

The Corporation will be authorized to construct up to three synthetic
fuels projects as govermment-owned, contractor or government-operated

facilities. Additfonal GOCO's (or GOGO's) could be undertaken if:

® The chairman has determined that all other financing
mechanisms available to the Corporation have aiready
failed or would fail to encourage the construction of
a synthetic fuels project where that project is de-
termined to be essential to the Corporation's mee*ing

{ts goals and objectives.

° The chairman shall assure maximum participation in
the project by corporaticn, ffngs or partnerships that
are Tikely to be interested in building such a project

on their own in the future.
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Iv-8. Patent Policy
The Corporation shall have title to all patents and discoveries generated
by the projects and activities to which the Corporation has granted loan,
price or purchase guarantees, has made direct loans, or has contract with
for any service. The chairman will have the right to waive such title
at the point of contracting. The Corporation, however, may ret;'ln royalty
free rights to the use of the patents and discoveries for which title has

been waived, or may waive those rights.
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1C-C. Other Administrative Authorities/Constraints

The Corporation in addition to authcrities provided uner its state charter

would have the following special authorities or restricticns.

Non-Financial Authorities and Constraints

Location -- Corporation shall maintain its headquarters in the District
of Columbia or greater Washington area--as decided by the 3o0ard. The
Corparation may estaSiish offices or other facilities elsewhere within
the U.S., as decided by the Becard. Final decisions on location of head-
quarters and other offices will be left with the Board to give some

fiexibility, while removing the choice from congressional politics.

Property -- The Corporation may acguire and hold title to and lease
real and perscnal property, including inventory of raw matarials or
finished products. It may also dispose of such property under terms and

conditions as it sees fit.

Sue and Be Sued -- The Ccrporation shall be entitled to bring suit and
shall respond to suits filed against it. The governmental immunity does

not app1§.

Employment -- The Corporation may hire persons, set working terms and con-
ditions, and provide for their compensation including salary, pension
benefits, health benefits, paid vacation and sick leave. These arrange-
ments are not subject to laws and regulations governing Federal employees.
The Corporation is, however, subject to laws governiﬁg private employment,
including the £EO Act, NLRA, OSHA and others. ' The corporation will
be subject to .the Davis Bacon and Service Contract Acts on the
same basis that these statutes are applicable to Federal

Government Agencies.
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Directors and other officers will be required to declare their financial
assets and 1iabilities, and will be required to divest themselves of
holdings that conflict with their position with the Carporation, in

accordance with rules to be establ{shed by the Board.

Federal employees may accept employment with the Corporation

with the express waiver of the post-employment constraints in the Ethics in
Goverrment Act (so that persons in government can compete for positions in
the Corporation). The Corporation may advertise, price its products or
other property for sale, and do related things normally permitted to private

corporation.

Information -- In accordanca with applicable law, the Corporation can re-
quest information or data held by Federal agencies or obtafnable by them.
This is to assist ft {n its planning and decisionmaking on matters such as
how much production to plan from the several technologies it is to work with.
The Departments of Energy, Interior, Agriculture, Commerce, Treasury or

others may have useful information.

NEPA -~ Only those decisions of the ESC with respect to broad program definition
are exempt from the requirements of the National Envirenmental Polfcy Act.

The ESC shall be obliged to assess the environmental fmpact of such qeneric or
programmatic decisions in annual reports to the Congress.
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Exclusions

The Energy Security Corporation (ESC) would be an independent, government--
sponsored enterprise with a Federal charter. It will be Jocated outside the
Executive branch, independent of any governmental agency. As such, the ESC
should be able to staff, operate and take action unlike agencies of the
Executive branch. It should be able to act quickly and decisively consistent
with 1ts broad charter and goals. It must work with private industry and
should not be hobbled by time-consuming and burdensome provisions of law
which might increase the reluctance of business to become ensnérred with
another Federal agency. Accordingly, the Corporation would not be subject to
those provisions of law which gover; the administration and operation of

government agencies and government employment.
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Relationshio to DOE
The Corporation will maintain a relationship with the Department of

Energy to help assure that 1ts policies and decisions are compatible

with national energy policy and objectives and to avoid unreasonable

duplication of effort and confusion as to respective responsibilities.

The Corporation:

°

may ut{lize R&D performed or sponsored by DOE relating to
the technical feasibility and basic processes for Synfuel
production and for the management of associated environmental

impacts.

may request and the Department shall to the extent permitted
by law make available such statistical information and
technical ass»istance as requi~ed by the Corporatien in
planning and implementfng 1ts programs.

the Corporation shall provide EPA and DOE full prompt access
to all the {nformation and facilities 1t controls or supports
that they request for use in environmental research and
evaluation subject only to existing statutory trade secrecy

constraints.

The Department {s authorized to collaborate or cooperate with the

Corporation in achieving common objectives and 1n minimizing expenditures,

however the Corporation may not engage in research and development

activities.
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THE WHITE HOUSE
WASHINGTON

July 19, 1979

Specifications for Estiblishmen: of Operation of an
Energy Mobilization Board

Set forth below is a description of specifications for use
in drafting legislation to establish and to set tofth the’

power and duties of an Energy Mobilization Board (EMB).

I. Statsment of Purposes

° °  To assist in accelerating development of non-
nuclear domestic energy resources.

* To eliminate or modify procedural impediments to the
construction of non-nuclear energy facilities that
would, in the judgment of the sﬁs, contribute to .
the achievement 6f national o0il import tedué%icn goals
without altering substantive Federal, State or local
standards established prior to the commencement
of construction.

® To foster appropriate coordination and integratiecn
of lccal, State and Federal actions nrecessary
for the approval of energy facilities that would
contribute to the achievement of national

oil import reduction goals.

II. Definitions (listed beiow are key: terms that will
require definition)
. 'égmmencament of construction” of a critical

energy facility -- this will determine the date



896

for "grand-fathering" critical energy facilities

to protect them from the impact of future substantive
and procedural requirements. (Use the definition

in eh.‘é?h indirect source regulations.)

f ' "Energy project” -~ should include all nonnuclear
physical structures that the EMB determines are
necessary for the construction and operation of a
project for which application to be designated a critical
energy facility has been made (e.g., refineries,
Pipelines, fuel conversion plants, transmission
lines, etc.) ’

* “Critical energy £aci;itias' -=- energy projects
doterﬁincd by the én‘rqy Mobilization Boazrd to
contribute to the achievement of national petroleum
import reduction ‘goals pursuant to the procedures
set forth in the legislation.

III. Establishment of EMB

* An EMB would be established in the Executive Office
of the President. It would consist of three members
appointed by the President with the advice and consent
of the Senate and the members would saerve at the
pleasure of the President and under his direction.

. The Chairman of the EMB would be appointed by the
President and would have the authority to appoint
an Executive Director, as well as other necessary
staff to carry out the soazd;s responsibilities, *

¢ The EMB would have the authority to make rules and

regulations and take other actions necessary to
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carry out its functions including the authority to
direct agencises to submit (1) proposed schedules for
completing critical energy facilities and (2) relevant
records when the EMB makes a decision for an agency.

® The Emﬁ.would be exempt from the Advisory Committee
Act and Sections 553-559 of § U.S.C. (the rulemaking
and adjudicatory provisions of the Administrative
Procedure Act) although it would take appropriate actions
to complete the record supporting any decision it
makes for an agency.

® . Decisions of the EMB would not be "major Federal
actions” within the meaniﬂg of Section 102(2)
of the Natiocnal Envircnmental Policy Act of 1969.

° The EMB would be auth;rized {l) to designate a
single agency to prepare a single environmental
impact statement for any critical energy facility
and (2) to the extent that the EMB finds it necessary
to orderly completion of a critical energy facility,
to waive or modify all or part of any Federal, State
or local envircnmental impact statement reguirement
proQided that the EMB establishes alternative procedures
for the assessment of the environmental impacts of the
facility.

° The EMB would be authorized to designate no more than
75 critical energy facilities at any one point in time.

IV. Authority to Designate Critical Energy Facilities

° The EMB would be authorized to designate certain ’

non-nuclear energy facilities as "critical” when
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it finds that an energy facility would contribute
to the achievement of national oil import reduction
goals established by the President. In making such
a determination, the EMB would consider: .
The extent to which the facility would reduce

the nléion's dapendence upon imported oil.

The need for the facility in terms of meeting

present and future energy requirements of the

nation taking into account overall national eco-

nomic, environmental, social and security goals.
The extent to which establishment of the facility
would advance needed scientific, technical,
engineering and practical expertise needed to

reduce the nation's dependence on imported oil.

Procedures for Designating Critical Energy Facilities

Would Include the Following:

=]

Any person planning or proposing an energy facility
could apply to the EMB for designation. Within

a specified time after receiving an application,

EMB would issue a decision on the designation
request. Prior to its decision, EMB would obtain
public comment on the proposed designation.

The EMB would be required to establish procedures to
ensure that as a condition for designating a critical
energy facility, the EMB would have adequate and
timely access to intormation.necossary to grant or
maintain the designation. ’ s

A Jecision by the EMB ﬁesignatinq a critical energy
facility would not be subject to judicial review.
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VI. Establishment of Project Decision Schedules

. The EMB would be authorized to establish binding
decision schedules of not less than one year for
any actions necessary at the Federal, States or local
level for approval of a critical energy facility.

. The EMB could waive or modify procedural requirements
imposed on critical energy facilities by Federal,
State, or local law including but not limited to
timetables and requirements for hearing and notice.

° Decisions by the EMB establishing project decision
schedules would not be supject to judicial review.

VII. Substantive Decisions by EMB

If a Federal, State or local agency fails to comply with
a Project Decision Scheduie, the EMB would be empowered
to make the decision and, where necessary, to take what-
ever additional action‘is required to develop a record
adequate for decision. In making any such decision, the
EMB would be required, except as provided in section VI,
to apply applicable Federal laws, and the substantive
requirements of applicable State and local laws.

VIII. Waiver of Post Construction Reguirements

The EMB would be empowered to waive on an individual

basis the application of.substantive and procedural
requirements that are enacted or established after
construction has commenced on a critical energy facility.
Such a waiver could be granted when the board finds (1)

the waiver is necessary to ensure timely and cost-effective
compleulcn and operation of the facility and (2) the

waiver would not unduly endanger public health or safety.
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XI.

Judicial Review

Decisions of the EMB and actions of Federal, Stats and

local agencies neceassary for the approval of critical : .

.cnc:gy facilities would be subject to judicial review only

(1) after the EMB determines that the permitting process for
a critical energy facility has been completed or (2)
if the EMB determines that earlier review of an agency action
is necessary to expedite completion of the project
approval process or is necessary to assure fairness
to the parties involved.
. Such actions challenging tge granting or denial
of approvals must be brought within 60 days in
the Federal Court of Aépeals for the Circuit in
which the facility involved is located (if a
transportation facility is inv&lved, the relevant
Circuit would be that in which the terminus of the
facility is located).
. Reviewing courts would be required to render their
decisions within 90 days, except where the
Constitution requires a longer period.
o Any petition for review to the Supreme Court would
have to be submitted within 30 days and the Court
would be directed to expedite action on the appeal.

State Assistance

Technical assistarice would be made available to State
and 1oca1‘agencias to assist them i{n expediting actibns‘
affecting critical energy facilities and in complying
with Project Decision Schedules established by the EMB.

Appropriations

‘Such sums are author;zed to be appropriated as may be

necessary to carry out the purposes of this Act.
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The CHAIRMAN. I want to thank the Secretary for his very
thoughtful and forthright answers to the questions that were posed
to him today, and for his cooperation. And 1 want to extend the
apology of the committee, Mr. Secretary, that you were not able to
be atgt{e other meeting that you had hoped to attend at this point.

The committee will meet tomorrow morning at 10, at which time
we will vote, hopefully on the Miller nomination and then we will
proceed to vote on matters relating to the crude oil tax.

Thank you very much, gentlemen.

{Thereupon, at 12:25 p.m., the hearing in the above-entitled mat-
%32 S;’v]as recessed, to reconvene at 10 a.m. on Wednesday, August 1,

[By direction of the chairman the following communications were
made a part of the hearing record:]

RESOURCE ANALYSIS & MANAGEMENT GROUP,
Oklahoma City, Okla., July 24, 1979.

Hon. RusseLL Long,
Russell Office Building,
Washington, D.C.

DEzAR SENATOR LoNG: As outlined in Exhibit II of my Testimony before the United
States Senate Committee on Finance on July 18, 1979, the following paragraph
delineates the investments which I believe should be considered on plowback credit.
You will note that it not only includes appropriate crude oil and natural gas
investments but also investments in other alternate energy form.

Qualified investment includes amounts expended for intangible drilling and devel-
opment costs, lease acquisition costs, geological and geophysical expenses, dry hole
costs, depreciable assets (whether constructed or purchaseci) use in the exploration,
development or production of domestic crude oil or natural gas, field gathering
facilities, secondary or tertiary recovery of crude oil or natural gas, domestic coal
and lignite mining and processing facilities, domestic coal gasification and liquefac-
tion facilities, domestic tar sands and oil shale, development and processing facili-
ties, domestic uranium and thorium, exploration, mining and processing facilities,
energy-related research and development expenditures and investments in solar,
wind and other alternative sources of energy and other facilities as defined by the
Secretary of Energy.

Sincerely yours,
WiLiam W. TarLey 11, Pu. D.

STaTEMENT OF B. R. Stokes, EXEcCUTIVE VICE PRESIDENT, AMERICAN PusLic
TRANSIT ASSOCIATION

My name is B. R. Stokes. I am Executive Vice President of the American Public
Transit Association. We are a voluntary association of operators of public transpor-
tation, as well as other elements of the public transportation community, including
state and local governments, planning agencies, manufacturers, suppliers, universi-
ties, etc. Our operating members transport almost 95 percent of the more than 20
million public transit trips made each day, using some 53,000 urban buses, 11,000
rail transit vehicles, 5, commuter railroad cars, 55 ferryboats, 39 cable cars and
even 4 inclined planes.

Mr. Chairman, since 1973, transit ridership has been increasing after a 28-year
decline. In fact, for the past 22 months, ridership has incre over the same
month in the previous year. Last year, transit carried more than one billion more
trips than in 1972, the year before the oil embargo. Today, transit ridership is
higher than it was at the peak of the 1973-1974 gasoline shortage and shows signs
of a significant upward surge as a result of changing commuter attitudes, increasing
energy costs and spot shortages of gasoline.

Our problem is very simple: Despite increasing Federal, State and local funding to
reverse three decades of decline, our public transit systems do not have the resi-
%fnlf'{s and extra capacity to respond to quickly changing American transportation

abits.

President Carter has called upon Americans to conserve energy, to use less
gasoline, to change their travel habits, and to take the bus: As our petroleum crisis
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of supply, demand and cost deepens, public transit must be available to maintain
our mobility, to conserve petroleum, to contribute to changing our transportation
habits. To meet this challenge, transit operators are gearing up; emergency plan.
ning for gasoline shortages i1s taking place throuﬁhout the countxar; bus and rail
rolling stock is bein% inventoried to determine what the reserve fleet consists of,
what is our actual ability to handle increased ridership, and what our immediate
bus replacement and expansion needs. We are facing great odds to meet this vitally
impo;tant challenge because the funds necessary to expand transii service are just
not there.

An adequate, long-term windfall profits tax can assist the United States in main-
taining our mobility and conserving petroleum by financing an adequate trust fund
for public transportation investment.

I submit that we have a unique opportunity to achieve complementary objectives,
to enact a tax based on a conservation incentive, realistic pricing of oil, and then to
use a portion of the tax receipts to improve our public transportation Zysbems—as
groposed by President Carter in his speech last week calling for an additional $10

illion for this purpose. B

We support a windfall profits tax, but we believe it must raise an adequate
amount of revenue so that the public shares with the oil companies in the impact of
higher prices. It must not be terminated too quickly, but remain in place as long as
the revenues are needed

And its revenues must support an energy security fund which would include a
long-term trust fund for public transportation.

e urge this committee to include public transportation as a major receiver of
windfall tax revenue. In order to prepare for the future and to respond to immedi-
ate and short-term demand increases, public transportation needs 25 percent of the
energy security fund.

I will be happy to give the committee any material you might need to amplify this
brief statement.

Thank you for this opportunity.
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An Agency of the

P.O. 80X 788 L 300 NORTH MAIN STREET ] BLANCO, TEXAS 79606 orporation

cc: All Congressmen

All Senators
- - The President
- HON. RUSSELL B. LONG The Vice President [
: RUSSELL HOB (LA) Al Cabinet Members JULgg. -
> WASHINGTON DC 20510 ) Tyeqqury Officials :
H involved in Tax Matters

OPEN LETTER NO. 41

One statement sometimes made with respect to our p ¢t NIT (Net I
Tax) system is the conscious effect it has on individuals when money is with-held
from paychecks. It is said that such consciousness makes the individual more cogni-
zant of his financial input to our government and hence a braking effect if too much
money is raked in. However, it seems to us (and this has been supported by inter-
views) that making 85 mlmon citizens miserable on Aprﬂ 15 every year is a poor

way to make the individ jous of his gover t. Also, it is highly debatable
whether the individual actually carries much weight in the spending habits of the
government.

There is a way for the individual taxpayer to feel the effect of his input without
all of the April 15 misery and that is to go from a NIT system to a GIT (Gross
Income Tax system. The Principal of Allocation (see Open Letter No. 6) could
then be applied. Under practical operation the IRS would send a statement to each
IWE (Individual Wage Earner) informing him of his share of individual taxes paid,
FICA and other applicable with-holdings. There would be no extra work for the
IRS. They would actually be doing the same amount, or less, record-keeping than

they do now.

Much spending is a built-in procedure as a result of congressionally passed laws
and regulatory prolifersti of the b y. In the case of our NIT system
this is b Congress simply t get a handle on the system. Congress iz the
only agency which can control this situation and obviously this has been impossible
under NIT.

There is a way Congress can control our tax mess. That is to go from NIT to
a GIT system. Referance to our letter No. 19 will show how this could be done in
an efficient and simple manner.

We hope some statesmen in our Senate and House of Representatives preceive
these simple truths at an early date and get Jegislation passed which will give them
the control they need.

With best regards, I am
Very truly yours,

=

§4-217 0 - 79 - 16
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STATEMENT OF IU INTERNATIONAL CORP.

The Tax Reduction Act of 1975 imposed limitations on the use of foreign tax
credits from foreign oil extraction and oil-related income (§ 907 of the tax law),
which the Administration is proposing to modify. The general rule, which was
designed to apply to the foreign tax credits of large, multinational, integrated oil
companies, limits the amount of foreign tax on foreign oil extraction income that is
treated as creditable for U.S. tax pu . However, its scope far beyond this. For
example, the 1975 limitation also applies to a regulated public gas utility operatin,
in a foreign country even though the U.S. parent of this foreign utility is not an oi
or gas company.

1U International Corporation (IU) is a publicly held, diversified, U.S. corporation
primarily engaged in land transportation (truckingg, utility services, industrial prod-
ucts and services, distribution services, and agri-business markets. It owns 60.366
percent of Canadian Utilities Limited (CUL), a Canadian corporation (the balance of
CUL's stock is publicly owned) whose Canadian utility subsidiaries include Canadi-
an Western Natural Gas Company, Limited (CWNG) and Northwestern Utilities,
Limited (NUL), two 95 percent owned gas utilities. .

CUL through these two subsidiaries distributes natural gas to approximately
457,000 customers in 265 communities throughout Alberta and in Dawson Creek,
British Columbia. In 1878, over 90 percent of CUL’s natural gas was purchased from
suppliers the remainder being obtained from its own properties. In addition, there
are instances when it cannot conveniently use part of its own production in sales to
customers. In these situations it sells such production to third parties at market
rates. Since CUL's subsidiaries are regulated public utilities (in a manner similar to
the regulation of such corporations in the United States), it gains no benefit from
the fact that it has its own wells. In either case, whether its production is used for
sale to utility customers or it is used for sale to third parties, the benefit is passed
on to the utility customers through the mechanics of the regulated return on
investment and the rate base. In other words, the production and sale of such gas is
not a commercial free market transaction insofar as CUL is concerned. Any profits
and costs are simply taken into consideration in determining the regulated rate to
be paid by the utility customers. This is the same result as where the gas is
purchased from other suppliers and then sold to CUL customers. No net profit is
derived in either situation.

As in the United States, the utility operations in Canada are allowed to earn fair
rates of return calculated on average net fslant and working capital. Specifically,
this means that the investment in the wells and other property, plant and equip-
ment related to extraction are included in the utility investment rate base. Similar-
}y, all proper expenses incurred in the extraction activities and any income earned
rom the sale of production to third ies are included in the computation used to
determine the return permitted to the utility on its investment. The result is that
whatever saving is obtained by a utility from having access to its own wells is
passed on directly to its customers in the form of lower rates. There is no positive
economic effect to the utility relating to its sales of gas and no net profit in an
abeolute sense.

ain, the reason for the enactment of the extraction credit limit, section 807(a),
can be gathered from the following statement from the House of Representatives—
Ways and Means Committee Prints on the 1976 Tax Reform Act. “A special situa-
tion exists in the case of oil companies which are presently making up to 90 percent
of their payments to the OPEC countries for producing and selling oil through what
are called taxes but what in reality may in part be royalty payments. The capability
of companies to use these credits, in effect, to shelter low-tax foreign income led to
the Congress’ decision in the TRA of 1975 to limit the amount of payments for oil
and gas extraction which would be treated as creditable taxes . . .”

Under the law as currently written, 1U considers part of the dividend it receives
from CUL to be attributable to the dividends CUL receives from the gas companies
as being foreign oil-related income because a dividend retains the income character-
ization of the corporation paying the dividend. Foreign oil-related income includes
the income derived from sources outside of the U.S. from the extraction of minerals
from oil and gas wells, the processing of these minerals into their primary products,
and the transportation, distribution, and sale of these materials or primary prod-
ucts. Because a gas utility obviously transports and distributes gas, the rules intend-
ed to apply to multinational oil companies treat it as having foreign oil-related
income.

. Furthermore, the portion of gas company’s groes revenues earned on its extrac-
tion assets are consi ered foreign gas extraction revenues even though the utility’s
income is adjusted downward to reflect the extraction revenues. Accordingly, part of
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the dividend which IU receives can be attributable to that income and is considered
extraction income. i}

The Administration has proposed modifications of the foreign tax credit rules
concerning foreign oil-related and foreign oil extraction income.

Under current law, foreign oil related income is defined to include the transporta-
tion and distribution of gas. Because a gas utility does exactly this, the present rules
sweep them into the limitations designed for multinational oil companies. This

roblem is solved by the Administration’s proposal to eliminate the special rules for
oreign oil-related income.

In addition, where a gas utility has obtained permission from its regulator to use
utility customer income to find gas (which maximizes supply sources at reasonable
costs) and is required by the utility regulatory commission to reduce its rate of
return or rate base by any income from the sale of gas to outsiders, the present
rules put the utility into the extraction income limitations even though this extrac-
tion income has been eliminated by adjustments by the utility commission. This has
the effect of increasing the U.S. parent’s tax on its foreign income even though the
extraction income itself has been eliminated. This second problem is not addressed
by the Administration proposals.

CUL’s gas utility situation in Canada as regulated fpublic utilities is entirely
different in a number of significant respects from that of the oil companies operat-
ing in the OPEC countries.

1. CUL'’s gas utilities are neither the e:;iypes of companies nor engaged in those
activities originally intended to be covered under the § 907 rules. Neither company
is a large multinational, integrated, oil company engaged in vast petroleum explora-
tion or refining activities.

2. Canada does not tax the gas producing activities of CUL'’s gas utilities separate-
ly or even at an exceptionally high rate so as to permit sheltering benefits to other
foreign source income.

3. CUL’s gas utilities derive no net profits in situations where they produce gas
that is sold to unrelated third parties, because of adjustments made to their rate
bases or rates of return.

Consequently, IU International Corporation respectfully requests that the Admin-
istration’s proposal relating to oil-related income be adopted and that, in addition,
the foreign extraction income limitations to the foreign tax credit be amended in
such a manner as to make them inapplicable to situations where a foreign public
utility reduces its rate of return or rate base by any extraction income it might
otherwise generate. This second change reflects the fact that realistically the utility
has no extraction income and therefore should not be made subject to the multina-
tional oil company limitations.

COMMENTS OF THE CHEMICAL MANUFACTURERS ASSOCIATION

The Chemical Manufacturers Association (CMA) is a nonprofit trade association
having 188 United States company members representing more than 90 percent of
the production capacity of basic industrial chemicals in this country. The company
members, as participants in basic industry, are substantial energy consumers, and
many use petroleum products as feedstocks for their chemical products. The mem-
bers of the Association therefore share the vital concerns of all citizens with ensur-
ing adequate sugglies of energy for the continued growth of the American economy.

n testimonKl fore the Committee on Finance on July 10, 1979, Secretary of the
Treasury W. Michael Blumenthal stated, in connection with his comments on the
Windfall Profit Tax, that the Administration was also proposing certain changes to
the foreign tax credit limitations applicable to oil and gas extraction activities.
Those changes consisted of proposals in two areas: (1) the credit for taxes paid with
respect to oil and gas extraction income would be limited to the U.S. tax on net
extraction income; and (2) the United States tax benefit theoretically attributable to
extraction losses incurred in a particular country would be later recaptured.

Many of the company members of CMA are extensively engaged in international
trade on a worldwide basis. Because of the multinational involvement of its compa-
ny members, the Association has long supported an effective foreign tax credit. The
foreign tax credit has been the mechanism used by the U.S. to prevent double
taxation of the U.S. companies operating in other tax jurisdictions. Without relief
from double taxation, U.S. business cannot effectively compete with foreign compa-
nies whose home countries protect them from double taxation through credits or
other mechanisms.

It is the view of the Association that the overall limitation reflects the realities of
the marketplace. The overall limitation alleviates the harsh effects that can arise in
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computing the taxes of a particular foreign country based upon the apportionment
and allocation of operations among many geographic areas. Certainly, the applica-
tion of the lower of the two limitations would involve the worst effects of each
limjtation. The Association therefore believes that the Administration’s proposals
with regard to the foreign tax credit for taxes paid with respect to oil and gas
extraction income treat oil companies unfairly. Oil and gas extraction activities
should not bear a higher overall tax burden, the total of both United States and
foreign taxes, than do other activities, particularly at a time when we want to
encourage the development of new oil and gas resources.

Finally, the Administration’s proposal for the recapture of United States tax
benefits arising from losses in a particular country is a proposal that should be
rejected. By increasing the burden of overall taxation, the recapture rule would
damage further the ability of United States companies to compete abroad. The
proposal would also add new complexities in an attempt to recapture a theoretical
benefit that arises unintentionally—companies do not incur losses voluntarily. The
retroactive effect of the Administration's recapture proposal is an unconscionable
and unfair effort to penalize a particular industry. The economic stability of this or
an%:hother industry could be jeopardized if reliance cannot be placed on current law.

e Chemical Manufacturers Association accordingly opposes the Administra-
tion's proposals with respect to the foreign tax credit for oil and gas extraction
taxes.

TRW, INnc,,
OFFICE OF THE CHAIRMAN OF THE BOARD,
Cleveland, Ohio, July 20, 1973.

Hon. RusseL B. Long,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DeAR MR. CHAIRMAN: I had hoped my schedule would permit me to testify before
the Senate Finance Committee this week on behalf of The Tax Council and in
opposition to proposed changes in the foreign tax credit applicable to the oil indus-
t

ry.

Unfortunately, because a meeting of TRW’s Board of Directors in Cleveland
conflicted with your hearings, I was unable to appear before the Committee. I
would, however, appreciate the opportunity to submit the attached statement on
behalf of TRW for the record.

While TRW is not in the business of producing oil, we do feel this legislation
which is directed at the oil companies is contrary to the national interest for
reasons provided in the attached statement, and, if the record for the Finance
Committee’s hearings on this subject is not closed, I would appreciate having my
statement be made a part of that record.

Kindest regards and best wishes.

Sincerely,
R. F. METTLER.

Attachment.

STATEMENT OF RUBEN F. METTLER, CHAIRMAN, TRW, INcC.

TRW Inc. is a diversified manufacturing firm with substantial participation in
markets for transportation and communication equipment, spacecraft and propul-
sion products, advanced electronics and information systems, capital goo&, and
enﬂ&)gg' systems. Our sales for 1978 were $3.8 billion, and we have approximately
93,000 employees. Of TRW’s business last year, 33 percent was derived from interna-
tional markets.

Although TRW is not a petroleum company, we think that the issues under

congideration are very important to all business, and especially to all companies
with a substantial stake in international markets. Our objective in this respect is to
encourage tax policy that does not encumber the ability of the private sector to
rovide energy or weaken the international operations of U.S. companies. We be-
ieve that the changes proposed in the foreign tax credit computation do not serve
this objective and should be discarded.
. It is not the purpose of this statement to be a long discourse on the United States’
international investment position or its tax treatment, since it is our belief that this
Committee and Congress are fully aware of the benefits to the U.S. economy from
our international investments abroad.
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A brief restatement of the principles might, however, be helpful. Through the
1970’s, a number of authoritative studies were conducted demonstrating the positive
relationship between foreign source income, exports, and domestic production and
emploirment. These studies emphasized that foreign earnings of U.S. companies are
crucial to capital formation in our domestic economy. The flow of repatriated
earnings from investments abroad has consistently outpaced the transfer of invest-
ment funds overseas.

In the last four years, the surplus of repatriated earnings exceeded funds flowing
abroad by more than $25 billion. This has been a bright spot in our otherwise
disappointing balance of payments position; and, just as important, a critical source
of domestic capital investment. According to research by The Tax Council, a number
of major petroleum companies would not be able to maintain their U.S. exploration
and development programs without the contribution of earnings from their overseas
production. .

In TRW's case, we have repatriated in recent years more earnings from our
foreign operations than we have invested abroad from U.S. funds.

The foreign tax credit mechanism is vital to avoiding confiscatory double taxation
of their foreign earnings. Nearly all tax policy authorities, including those at the
Treasury, recognize the importance of the foreign tax credit structure. There seems
to be incre: awareness now, too, that the foreign tax credit does not in any way
reduce U.S. income tax on income earned in the U.S. It serves only to avoid double
taxation of foreign source income.

Unfortunately, that has not stopped attempts to erode the value of the foreign tax
credit. In the current situation, with regard to the petroleum industry, the Treasury
has proposed: (1) Not allowing foreign tax credit from extraction income to apply to
allegedly lower-taxed foreign shipping and refining income—thereby further splin-
tering t%e availability of the credit for different classes of income; (2) recapture of
the effect of taking exploration losses in any country upon realization of future
income; and (3) limiting the foreign tax credit to the lesser of the per-country or
overall limitation. These changes generally would be effective for 1979 and after-
wards, but would apply retroactively with respect to recapture.

These are technical concepts and their interplay is difficult to trace. Also, there is
some disagreement as to the facts of the situation—as to how the credit is now used.
The net effect of the proposals would be a substantial additional tax burden,
estimated at up to $800 million for the companies affected in 1980.

The Administration’s justification for their proposals is that the present system,
despite tightening in 1975 and 1976, still constitutes an incentive for foreign invest-
ment relative to domestic. It also assumes that, to a significant extent, the foreign
extraction income taxes against which credits are taken are not really creditable
taxes, but rO{a]ties entitled only to a deduction. This has been argued for decades
without resolution. The regulatory treatment, however, has gradually tightened,
culminating in new proposed regulations laying out more specific guidelines on
what qualifies as a creditable tax. Despite these stringent pro; regulations,
Treasury says it needs more legislative muscle as well.

According to the Joint Committee on Taxation, the existing loss rule on extrac-
tion income, which the Treasury attacks as a “loophole” in present treatment, is
designed to encourage exploration and development in countries where the compa-
nies “‘do not presently have significant production,” that is the non-OPEC countries.
Without the extraction loss rule, heavy expenses in developing non-OPEC oil re-
serves would reduce the companies’ net extraction income and reduce the allowable
foreign tax credit. This could discourage further investment in promising new areas.
While more domestic sources of new oil certainly would be desirable, development of
new non-OPEC foreign sources certainly would seem advantageous to the United
States. In fact, it has been argued forcefully by some that any increase in supply
anywhere in the non-OPEC world will effectively diminish OPE(% influence.

he proposed restrictions on U.S.-based petroleum companies would not apply to
foreign petroleum companies, which could obtain a significant competitive advan-
tage in serving other industrial countries and U.S. markets. Again, as distasteful as
our large bill for imported oil is, we have to rely on it for the foreseeable future.
Our dealings with foreign sources of oil and foreign-based national oil companies,
such as in Mexico and elsewhere, would be better served through American-based
enterprise, regardless of its public image in times of energy shortage.

The Administration claims its proposals conform to and strengthen Congressional
intent in the 1975-76 legislation. Certainly they would make the treatment “tough-
er” if that were the only intent. But the new proposals hardly follow a consistent
path, In 1975, the option to use the percountry limitation in computing the credit
on foreign oil income was repealed, putting all the multinational oil companies on
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the overall limitation. In 1976, this treatment was extended to all multinational
companies. It was said that the overall limitation is the only fair way to calculate it.

Now the Administration proposes to apply the lesser of the two in terms of tax
savings, thus whipsawing the taxpayer whatever his loss or net income abroad.
Whereas, through most of the postwar period, it was deemed proper to use either of
the two methods to achieve the best result for the taxpayer, now precedent would be
set for mandating the worst result. The Jn'oposal for retroactive application of the
recapture rule seems most inequitable and another unfortunate grecedent.

Assistant Secretary of the Treasury for Tax Policy, Donald Lubick, stated recently
that the Administration proposals were conceived to apply only to the petroleum
industry and they did not represent “an assault on the foreign tax credit generally.”
We believe the retary is sincere in this statement, but it does not relieve our

ave concern over the implications of the proposals for all business engaged in
international operations.

The record indicates that restrictive provisions aimed originally at the petroleum
industry have been extended across the board—specifically in 1975-76. In important
respects, the tax proposals are an open invitation for Con to reenter the
controversial areas of foreign source income taxation that we thought were resolved,
at least for some time, by the major tax legislation over the last few years.

Stepping back from the specific tax policy questions, we might ask what really
woul accomplished by such changes in the foreign tax credit at this time. The
Administration says that the present system discriminates against domestic invest-
ment. On the other hand, it presents no evidence or analysis as to what the actual
economic impact would be with the credit restrictions, or, considering the billions
already invested abroad in expectation of reasonably stable tax treatment, how this
investment could be rerouted for domestic purposes.

In our review, restriction of the foreign tax credit in the manner proposed by the
Administration is ill-conceived. The rules a[:rear punitive, unrelated to providing
the U.S. economy with additional energy, and could have serious adverse repercus-
sions on our competitive position and entire investment stake abroad. We stror:gly
urge this Committee not to adopt the proposed changes to the foreign tax credit

STATEMENT BY THE BUSINESS ROUNDTABLE ON THE FOREIGN TAXx CREDIT

SUMMARY OF STATEMENT

The Business Roundtable opposes the Administration’s proposals to amend Sec-
tion 907 of the Code. The proposals would further curtail the effectiveness of the
foreign tax credit in preventing double taxation in the case of foreign oil and gas
income.

The Business Roundtable generally does not take a position on legislation affect-
ing only a sinﬁle industry. However, the principle involved here would have far
reaching and adverse effects if extended to the entire business community.

These fears of extension of the principle to other industries are not unfounded as
is illustrated in the history of prior eﬁislation. In 1975 Congress repealed the
alternative “‘per country” limitation for the oil industry. In 1976, the “per country”
alternative was repealed for the remainder of the business community.

The foreign tax credit provides necessary relief against the burden of double
taxation for income earned abroad. It is not an incentive.

The foreign tax credit is too important to the conduct of U.S. business overseas to
be subj to constant tinkering.

The Rostenkowski Special Task Force thoroughly reviewed the foreign tax credit
in 1976 and concluded that no further changes in existing rules were warranted.

Congress fully debated the issue of the “per country” limitation versus the “over-
all” limitation in 1976. While the Business Roundtable believes that the former rule
of permitting the taxable to elect the applicable limitation was more equitable,
certainly the effectiveness of the credit should not be further weakened by applging
dual restrictions. The “overall” method is the most equitable and reasonable of the
two methods. Taxpayers should not be forced on the the “per country” limitation.

Regulations recently proposed by the Treas;xg contain a host of new foreign tax

credit rules which may totally nullify the credit for income taxes paid to many
foreign countries. Coupled with the proposed regulations, this foreign tax credit
legislation would be clearly punitive and would result in double taxation.
. At a time when both the Congress and the Administation are concerned with
international economic relationships it is incongrous to propose further limitations
on the foreign tax credit which would weaken the ability of U.S. industry to
compete in world markets.
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Qur energy needs are too important to make the U.S. oil and gas industry non-
competitive in its search for new sources of supply. The proposed amendments
would discourage oil and gas exploraton in new areas of the world at just the time
when such exploration should be encouraged.

Our interdependence on world trade—both exports and imports—is an established
facf‘l today. A significant percentage of our domestic economy is dependent on world
trade.

Of our total exports, ap(proximately 25 percent goes to U.S. affiliates overseas.

Today, U.S. companies face competition from foreign companies whose govern-
ments provide special incentives and benefits for export and foreign investments.
The United States has generally been unwilling to provide similar benefits for U.S.
companies.

Weakening of the foreign tax credit will lead to increasing instances of double
taxation and further impair the ability of U.S. companies to compete overseas.
" ;{‘he detailed statement of The Business Roundtable on the foreign tax credit
ollows.

IMPORTANCE OF THE FOREIGN TAX CREDIT

Although the foreign tax credit provision has been an integral part of the U.S. tax
law for over sixty years, it remains one of the most misunderstood aspects of our tax
system. Contrary to the views of those who would label the provision an incentive
for foreign investment, it is intended to and, in fact, does serve only as a relief
measure to protect against double taxation. At most, it does no more than provide
some semblance to tax neutrality with regard to the taxation of earnings from
foreign and domestic operations.

The foreign tax credit provision, since its first enactment as part of the U.S. tax
law in 1918, has served as the fundamental protection against the double taxation of
foreign source income derived by U.S. taxpayers. It is premised on the principle
recognized by all major industrial nations that the country in which income is
earned has primary tax jurisdiction over that income. However, where the home
country of the recipient of income also reserves the right to tax that income, as is
the case under the U.S. tax system with regard to domestic taxpayers, the credit
mechanism is necessary to eliminate double taxation. In recognition of these princi-
gles. all major industrial nations, wether through a foreign tax credit provision or

y not taxing foreign income at all, have in effect the necessary legal mechanics to
avoid double taxation.

Double taxation is confiscatory in nature. As Secretary of the Treasury Blu-
menthal noted in his statement before this Committee on June 19th, to the extent it
is permitted to occur, double taxation raises serious barriers to international free
trade and investment. Accordingly, any attempt to modify the existing tax structure
for the sole pur, of restricting the availability of double taxation relief should be
recognized by this Committee as an issue which goes beyond purely technical tax
considerations and should be examined in light of all of the relevant economc and
international policy implications. The fact that the instant proposal is directed at
only one particular industry does not provide justification for deviating from the
basic structure of the foreign tax credit provision which Congress after an exhaus-
tive examination determined to be the appropriate rule of law.

Congress has through the years recognized and accepted the importance of the
foreign tax credit provision to the American economy, especially with respect to the
ability of American businesses to effectively compete in the world market. The
current problems faced by the United States in international trade and commerce
make these considerations especially significant. In a world where most of the
industrialized nations are seeking ways to liberalize their foreign tax credit provi-
sions so as to encourage foreign investment, the attempt by this Administration to
build in further restrictions on the availability of such relief could have serious
repercussions for the entire economy.

'he economic issues go far beyond the question of the encouragement of foreign
versus domestic investment. It is well established that foreign investments of U.S.
businesses:

Promote the development of new sources of oil and gas supply as well as other
strategic raw materials;

Favorable impact the U.S. balance of payments;

Gdenerate exports of U.S. manufactured products which otherwise would not be
made;

Create U.S. employment arising from the manufacture of such products as well as
in related research and development and service functions.
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More than 25 percent of all U.S. exports are being made today to affiliates of U.S.
companies located abroad. If the foreign tax credit provisions are weakened, then
the ability of those U.S. companies to export American-made goods and services
must necessarily suffer.

The importance of the foreign tax credit provision to U.S. industry’s place in the
world economirl should be well established. It should be equally apparent that the
structure of those provisions should not be continually tinkered with nor should
their basic purpose be subverted to accomplish short-term goals of the current
administration. It is within this frame of reference that The Business Roundtable
offers the following comments as to the Administration’s proposed legislation.

LIMITATION PROVISIONS

The proposed amendment to Section 907 of the Internal Revenue Code would
create a special limitation provision applicable to the oil and gas industry which
would limit the foreign tax credit with respect to oil and gas extractive income to
the lesser of the overall limitation or the per-country limitation. As part of that
proposal, the Administration would require that the computations be made in a
manner which segregates oil and gas extractive income and the foreign tax credits
attributable to it from all other types of income derived by the taxpa{er. Lastly,
more onerous rules as to recapture of foreign losses would be enacted with regard to
those extractive operations. -

The Business Roundtable believes that as a matter of sound tax policg the law
should permit all taxpayers to choose which limitation should be applicable, based
on the nature of their business and the particular attributes of their own organiza-
tion and operations. Also, the method so elected should be applied to each taxpayer
in a fair and consistent manner. That, of course, was the poticy adopted by the
Congress in 1960 which, as the Joint Committee Staff indicated in connection with
an explanation of this proposal, was intended to accommodate differing t of
foreign ventures. Whether the multinational company functioned as & single inte-

ated business enterprise in a number of countries or whether it conducted its

usiness through independent units within each country, the taxpayer, it was recog-
nized, should the one to select which limitation method would best serve to
provide relief against double taxation. As lo:ﬁ as that limitation method once
chosen was applied in a consistent manner for all future years, the objectives of the
foreign tax credit limitation provision would be more likely to be achieved.

As indicated previously, the foreign tax credit 'Fhrovision is purely a relief measure
to minimize instances of double tax exposure. le:ﬂfmrpose of the limitation is to
assure that foreign income taxes which were actually paid are allowed only as a
credit against the U.S. income tax attributable to foreign source income. Where the
mechanics of the limitation fails to allow a full credit for foreign income taxes, the
burden of double taxation could seriously impair the taxpayer's ability to conduct
those activities in a competitive environment. ﬁsed on the current state of the U.S.
economy and the desire to promote international trade and commerce, it is submit-
ted that the reasons for having an elective limitation provision are even more
compelling today than when that provision was first enacted in 1960.

If only one limitation is to be allowed, however, The Business Roundtable believes
that the overall method is most appropriate. The original foreign tax credit limita-
tion which was adopted by Congress in 1921 was the overall method. In 1932 the per
country limitation was also adopted, as the House of Representatives’ report stated,
to: Increase revenues and provide equity between taxpayers who paid taxes to only
one foreign country and those who paid taxes to two or more countries.

In 1975 the Staff of the Joint Committee on Internal Revenue Taxation in papers
prepared for the House Ways and Means Committee stated that in many cases the
overall limitation would be appropriate. “Many businesses do not have separate
operations in each foreign country but have an integrated structure that covers an
entire region (such as Western Europe). In these cases a good case can be made for
allowing the taxes paid to various countries within the region to be added together
for purposes of the tax credit limitation.”

In his statement before the House Ways and Means Committee on June 19, 1979,
Secretary Blumenthal said that the overall basis of limiting the foreign tax credit
“may be acceptable as a general rule, but when we are dealing with oil
income * * * the averaﬁing permitted by the overall limitation is inappropriate.”
“The Business Roundtable respectfully disagrees with the Secretary’s statement and
supports the overall limitation for all industries operating abroad.’

e proposal to amend Section 907 appears to be a step backward, discouraging
the international activities of a segment of U.S. industry at a time when economic
conditions appear to warrant the encouragement of overseas activity. That portion
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of the business community which is not involved in oil and gas extraction finds
little comfort in the fact that this proposal relates only to the oil and gas industry.
Qur desire is for uniform tax laws that aggl{ to industry as a whole. Our fear is
that this principle of uniformity may well ater adopted by the Treasury Depart-
ment in an attempt to have the current Section 907 proposals applied to the
remainder of the industrial community.

[American Petroleum Institute, News Release]

WAaSHINGTON, July 18.—A petroleum executive testified today that this country’s
dependence on foreign oil “is the result principally of the onerous price controls and
other government restrictions that the U.S. oil industry has labored under for the
last quarter century.”

The assessment came from Jerry McAfee, Chairman of the Board and Chief
Executive Officer of the Gulf Oil Corp., who appeared before the Senate Committee
on Finance in behalf of the American Petroleum Institute, the Mid-Continent Oil &
Gas Association, the Rocky Mountain Oil and Gas Association, and the Western Oil
and Gas Association.

“Price controls,” he explained “have not been the only Federal impediment to
domestic oil and gas production. Access to Federal acreage has been severely re-
" stricted, lease sales have been unduly limited, and unrealistic environmental strin-
gencies have been imposed.”

McAfee, who appeared before the committee to testify on behalf of decontrol of
domestic crude oirprices, emphasized that President Carter’s proposal for a so-called
“windfall profits’” tax on oil companies is “counterproductive and unnecessary.”

“For one thing,” he said, “more than half of any incremental increase in domestic
petroleum prices would be returned to governments in the form of existing income
taxes, severance taxes, and royalties; for another, the increased earnings accruing to
oil companies would provide cash flow to finance increased domestic exploration for
and production of oil and gzs

“The industry should given the chance to employ this revenue in energy
development because that is what it intends to do, knows how to do, and is better at
doing than the government or any other entity.”

The U.S., McAfee said, does have many unexplored areas which have significant
potential for additional oil, provided that market incentives are available.

“Additionally, we have substantial known reserves that can be recovered through
the use of enhanced recovery techniques—again requiring market incentives,” he
noted. “And finally, we have extensive known resources of other conventional
energy supplies such as coal and uranium, and of alternate energy forms such as
shale oil and solar energy in its various forms.

“If the nation’s energy needs are to be met, an orderly and long-range transition
to increased use of these alternate fuels will have to take place.” .

NATIONAL FoRrReIGN TRADE CoUNCIL, INC,,
New York, N.Y., July 12, 1979.

Mr. MICHAEL STERN,
Staff Director, Finance Committee,
Dirksen Senate Office Building, Washington, D.C.

DeAR MR. STERN: The National Foreign Trade Council, a non-profit organization
whose membership comprises a broad cross-section of over 600 U.S. companies with
highly diversified interests engaged in all aspects of international trade and invest-
ment, is pleased to submit comments on the Administration’s proposal to amend
Section 907 of the Internal Revenue Code, and requests that this communication be
incorporated in and made part of the record of the hearings. . -

Commencing with the Tax Reduction Act of 1975, Congress has imposed increas-
ingly severe economic burdens on foreign investments by U.S. companies, principal-
ly by restricting the relief from double taxation on foreign source income afforded
by the foreign tax credit. The Council notes with dismay current efforts to further
restrict the availability of credits for taxes paid by U.S. businesses abroad, by
limiting the credit on a per country basis in addition to the overall limitation now
im , together with a complex, theoretical recapture rule and unnecessary limi-
tation on foreign losses.

The overall limitation on computation of the foreiin tax credits was enacted in
1960. Public Law 86-780 allowed a taxpayer to use either the per country or overall
limitation for taxable years beginning atter December 31, 1960. The purpose of the
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overall limitation was set forth in Sen. Rep. No. 1393, 86th Congress, 2d Session, pp.
876-877 which states:

“These two limitations represent basically different concepts of the relationship
between domestic and foreign income. The overall limitation in effect, treats the
tax‘fayer's income as being divisible into two parts, domestic and foreign. Thus
under this limitation a foreign tax credit is allowed for any foreign income taxes so
long as these taxes do not represent more than the U.S. tax rate applied to the
taxpayer’s total foreign income. The per country limitation, on the other hand,
treats the taxpayer’'s income as being divisible into many parts, his domestic income
andhl},is income from each foreign country, and applies the limitation separately to
each.

“In most cases American firms operating abroad think of their foreign business as
a single operation and in fact it is understood that many of them set up their
organizations on this basis. It appears appropriate in such cases to permit the
taxpayer to treat his domestic business us one operation and all of his foreign
business as another and to average together the high and low taxes of the various
countries in which he may be operating by using the overall limitation.”

We believe the Senate Report correctly sets forth the way that the petroleum
industry treats its international operations. Its foreign operations consist of produc-
ing, transportation, refining and marketing. These operations are not separate
businesses but are part of one integrated operation.

Contrary to the original concept behind enactment of the overall limitation,
Con, fragmented the foreign tax credit limitation for petroleum companies in
the Tax Reform Act of 1976 by imposinlghan additional limitation on credits generat-
ed by oil and gas extraction income. The Act was designed to prevent the use of
excess foreign tax credits from countries producing oil and gas to offset the U.S. tax
on other foreign source income. At page 250 of the “General Explanation of the Tax
Reform Act of 1976” (December 29, 1976), the intent of Congress is clearly set forth:
“The Act limits the allowable foreign tax credit on foreign oil and gas extraction
income to an amount equal to the average U.S. effective rate on that income. Thus,
in any case there will be sufficient tax credits to offset the U.S. tax on foreign oil
and gas extraction income but no excess credits to offset U.S. tax on other foreign
source income. The Act achieves this result by limiting the taxpayer to a separate
overall foreign tax credit limitation for foreign oil and gas extraction income.”

The Administration’s proposal would limit the foreign tax credit for oil and gas
extraction taxes to the lesser of the credit computed with respect to overall foreign
oil and gas extraction income (net of losses) or the credit computed with respect to
such income calculated on a country-by-country basis. The proposal, coupled with
the recapture of tax benefits attributable to per country extraction losses, wil
prevent excess credits or losses from foreign oil and gus extraction activities in one
country from offsetting U.S. tax with res to oil and gas income in other coun-
tries and the U.S. tax on other oil related activities. More specifically, the proposal
- requires the recapture of foreign extraction losses on a per country basis against
extraction income generated in that country in later years. In this regard, foreign
extraction income would, to the extent necessary to recapture a theoretical tax
benefit generated by a prior year's loss, be treated as U.S. source income thereby
dew'ing the creditability of foreign taxes imposed on such income.

e believe that the Administration’s effort to further limit the foreign tax credit
generated by one part of the integrated business is contrary to the original purpose
of the overall limitation. It also discriminates against the petroleum industry, since
other industries can continue to utilize tax credits generated by one part of an
integrated business against other component parts.

Moreover, in 1976, Congress recognized that it was necessary to provide tax
incentives to encourage worldwide exploration for oil and gas. For this reason,
Congress enacted a special per country extraction loss rule. This rule, as the Staff of
the Joint Committee on Taxation noted in a recent “Committee Print”’, was de-
signed to encourage the development of non-OPEC petroleum sources by stimulating
worldwide exploration. The “Committee Print” reads, in pertinent part, as follows:
*“This special per country extraction loss rule is designed to encourage the explora-
tion for and development of new oil reserves in countries where the companies do
not presently have significant production (countries which generally are not OPEC
members). ring the period in which a company undertakes exploration and
development activities in a new area in which it is not already producing oil
income, the company will ordinarily incur substantial tax losses (in part because of
the election to deduct intangible drilling costs). Most oil companies pay foreign oil
taxes at an overall rate subsetantially higher than their aggregate U.S. tax on their
net income from foreign extraction activities. Without this special per country
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extraction loss rule, any expenses incurred by a company in exploring for and
developing new oil and gas deposits would reduce the company’s net extraction
income and this would reduce its allowable credits. In order to preserve the incen-
tive for such exploration and development of new deposits, this special per country
extraction loss rule was adopted to permit the companies to use these losses * * *”

Even taking into account this exploration incentive, the 1976 changes made U.S.
law stricter than the law of any other foreign country with a similar tax system. It
is not wise to further restrict the foreign tax credit rules at a time when we are
experiencing escalating petroleum prices and worldwide petroleum shortages. Great-
er price pressure and diminished foreign exploration activity by U.S. corporations
will result if the use of extractive losses is limited as proposed and if the loss
recapture rules are enacted.

In lieu of a proposed tightening of the foreign tax credit rules, the Council urges
that consideration be given to liberalizing such rules through reinstatement of
taxpayer elections of the per country or overall limitations by repealing the foreign
tax credit provisions of the Tax Reform Act of 1976,

After enactment of the 1976 legislation the foreign tax credit situation was
further exacerbated by Internal Revenue's publication of Revenue Rulings denying
the creditability of taxes paid in foreign countries and by the publication of pro-
posed regulations. It is against this backdrop of foreign tax credit turmeil and
uncertainty that the Administration’s proposal is being offered.

Even though the Administration’s proposal is applicable only to the petroleum
industry, it erodes the concept of foreign tax credits serving to protect U.S. compa-
nies from double taxation on foreign source income. The effect of this erosion is
increased exposure of all U.S. companies to double taxation. When this increased
exposure is considered along with the negative effect of the administrative rulings
and proposed regulations, it must be concluded that the Administration’'s proposal
would be harmful to U.S. companies engaged in internationa! trade. We urge the
Committee to reject this proposal in its entirety.

Respectfully submitted.

CARTER L. GORE, Director.

SoN0SKY, CHAMBERS & SACHSE,
Washington, D.C., July 9, 1979.

GENTLEMEN, on behalf of the Shoshone Indian Tribe of the Wind River Reserva-
tion, Wyoming and the Assiniboine and Sioux Tribes of the Fort Peck Reservation,
Montana, we urge that H.R. 3919 be modified to insure that the United States does
not inadvertently impose a federal tax on the trust interests of Indians and Indian
tribes in oil held in trust for them by the United States.

The United States has never imposed a federal tax on the Indians’ trust property
including the oil production from land held in trust by the United States. Such a
tax would be inconsistent with the Government’s trust responsibility to the Indians
IaJng (t:hei %vernment's policy extending back to the beginning of the Nation. (See 25

H.R. 3919 contains no mention of Indians or Indian tribes. Nevertheless it might
be read as requiring taxation of Indian trust oil income. This should be corrected—
and we suggest language to do so.

A simple way to accomplish our objective is to add as the last subsection of
Section 4992 a new subsection (g) reading as follows: (g) Exemption for trust interests
of Indians and Indian Tribes.—No tax shall be imposed under this Act on the
interests of Indians or Indian tribes held by the United States in trust for such
Indians or Indian tribes. ’

Another section of the Act which concerns the Tribes is the severance tax adjust-
ment provided by Section 4992(b).

Some Indian tribes have passed severance taxes. The legislative history should
show that the term ‘severance tax” in this Act includes Indian severance taxes as it
does in the Natural Gas Policy Act. Indeed as there is no definition of severance tax
in the bill the Senate might want to add the definition used in the NGPA.

That the proposed tax not limit Indian income from trust land is a matter of
great importance to Indian tribes throughout the country. The tribes would deeply
appreciate consideration of the suggested amendment.

ith best personal regards,
Sincerely,
HaRRY R. SACHSE.
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STATEMENT oF THOoMAS K. WirLiaMS, COMMISSIONER OF REVENUE, STATE OF
ALASKA

MR. CHAIRMAN AND THE HONORABLE MEMBERS OF THE COMMITTEE, thank you for’
this opportunity for the State of Alaska to present to you our comments regarding
the windfall profits tax on crude oil. Although we must confess a measure of
disappointment at being denied the opportunity to testify personally before the
Committee, nevertheless we do appreciate your affording us this more limited
means of presenting our views, a courtesy which the House Ways and Means
goxinmittee did not extend to us at all when it significantly altered the President’s

ill.

Alaska is vitally concerned about the windfall profits tax as passed by the House.
We have more proven oil reserves than any other State, and more potential oil
reserves. With production from the Prudhoe Bay field now over 1.33 million barrels
a day, and with over 100,000 barrels a day of low-sulfur, high API fravitﬂ crude oil
from the Cook Inlet area suppling the refineries in Puget Sound, Alaska has moved
sli ht%y ahead of the Chairman's home State in terms of current production, behind
only Texas. Some 99 percent of this production is from leases issued by the State of
Alaska, thus making us by far the largest single royalty owner in the United States.
More than any other State, Alaska has an interest and a stake in how the tax will
operate.

Alaska accepts some form of windfall profit tax as part of an overall energy
program that incorporates the decontrol of crude oil prices. Price controls, and their
corollary, the entitlements p. am, have spawned a nightmare of bureaucracy,
paperwork and confusion. In addition, they have subsidized and perpetuated eco-
nomic waste and inefficient consumption. The degree of their failure is evidenced b
the fact that controls, which were set up to shelter us from the effects of the hig|
prices charged by OPEC, have led us to an unprecedented dependance on continued
supplies from members of that cartel.

et, while Alaska applauds the decision to phase out the crude oil price controls
and r izes the consequent imf)etus for a windfall profit tax on the price in-
creases that result from decontrol, we are deeply concerned about a number of
features of the tax as passed by the House. We see one reservoir from one field
singled out from all the fields and reservoirs in the com for unique and adverse
treatment. Wo see exemption from the tax, properl as an incentive for the
high-cost, high-risk Arctic region, but see it un for other frontier areas with
equal risks and possibly even ter costs. We see the federal government attempt-
ing to tax the royalties of the several States in derogation of federalism, while
unconstitutionally discriminating between States that support education throuﬁh
dedicated royalties and those that support it from their general funds. We see the
tax, through apparent inadvertence, impacting Alaska's Native peoples by further
mracti the time for fully paying the Native Claims Settlement Fund from

dhoe Bay royalties and also by exposing the lands of every Native regional
corporation but one to the operation of this tax. Let me briefly explain these
concerns.

First, the House version, unlike the President’s singles out Prudhoe Bay's main
reservoir for unique tax treatment: all other Arctic production will be exempt from
the tax to allow the maximum economic incentive for getting that additional pro-
duction on stream. But as the major owners at Prudhoe Bay have already testified
to this Committee, the main reservoir there is by no means close to being fully
developed. Only a third of the producing wells have been drilled that will uitimately
be needed. New drill sites will have to be put in, which requires moving enormous
amounts of gravel for work pads on the swamgy ground. The secondary recovery
project for the reservoir, which will cost 3 to 4 billion dollars, is only in the design
stage. The decision to develop the estimated 800,000,000 barrels of recoverable
reserves in the west end of the reservoir has not yet been made; and because of the
thinner pay and lower productivity per well, the economic pros are every bit as
marginal as they are for the Lisburne or Kuparuk reservoirs. In all, some 12 to 15
billion dollars remain to be invested in the development of this single large reser-
voir.tcompared to the $4 hillion or so that has alresdy been put into that develop-
ment.

Arco, Exxon and Sohio have already told you these things and have explained
how the remaining investment decisions (and, consequently, the ultimate amount of
oil recovered) will have to be made on their own merits and not the merits of prior
investments. What I would like to do is emihasize to the Committee that what they
told you is the truth. I personally have worked with these companies’ engineers and
managers and with our own engineers and consultants as early as 1975 in assessing
the reserves of the Prudhoe Bay field. The magnitude of the task to bring the main
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reservo}ijr of that field into full oil development has not changed from what was said
to me then.

Since the majority of the development investments for this reservoir remain to be
made and since its operating conditions are as difficult and costly as anywhere else
on the North Slope, we fail to see any justification for denying this reservoir the
same incentive afforded all other Arctic development through an exemption from
this tax. The field is not spectacularly profitable, but only moderately so: at least
one other field in Alaska is far more profitable, and so are a great many fields in
the Lower 48. The only unusal thing about the Sadlerochit reservoir is its magni-
tude, and that in itself is not reason to penalize it.

If, however, the Sadlerochit reservoir is to be subjected to this tax and the
economics of its complete development thereby jeopardized, then at least it should
be treated on a somewhat equal footing as other upper tier oil. Measuring the
windfall from an arbitrary $7.50 figure makes no sense. The purpose of the windfall
profit tax is to tax the windfall caused by decontrol of oil prices. Sadlerochit oil has
not had a controlled price of $7.50; it was lawful to sell it for $12.91 this May. The
reason the ceiling price has not been realized for this oil until only very recently is
remoteness of the field. This remoteness means that transportation costs to a
refinery in the Lower 48 are very great—so great in fact that, to be competitive,
Sadlerochit oil was sold for prices that netted back to the wellhead at levels much
below the legal ceiling. The recent increase in the wellhead price to levels at or near
the ceiling would have happened even without decontrol, and therefore there is yet
to be any windfall resulting from decontrol. Hence, if this tax is applied to Sadlero-
chit oil, the windfall should be measured from the ceiling price, as it is for all other
upper tier production.

One further point, if tiie tax is applied to Sadlerochit oil: The House Ways and
Means Committee refused to allow any severance tax adjustment for Sadlerochit oil.
The Committee’s reasou for this was the lower tax rate on Sadlerochit oil (50
percent, versus 70 percent for ordinary oil). But since the full House lowered the 70
percent rate to 60 percent, the rate differential is no longer great enough to justify
the disallowance of Alaska’s 12.25 percent severance tax.

Our second major concern with the tax is that, while it prudently exempts Arctic
production to provide an incentive for development, it fails to do so for other areas
with comparably high costs and risks. In the deep-water OCS off Louisiana, a single
production platform may run into hundreds of millions of dollars. One exploratory
well in the Baltimore Canyon may cost over $20 million, while a well in the Gulf of
Alaska can easily be even more expensive. -

Similarly, interior Alaska is an extremely high-cost frontier. The lack of a basic
ground transportation network means all equipment, facilities are supplies must be
flown in, as well as the work force. Unlike Prudhoe Bay, production facilities will
not be able to be prefabricated into large modules in the Lower 48 and barged up to
the site; rather, tﬁey will have to be assembled and installed in the field at greater
cost. Efficiency drops with the temperature, and in the winter interior Alaska can
often get to —60 and sometimes below —70, measured by the thermometer, not a
wind-chill chart.

These areas—the deep-water OCS off the Atlantic, Pacific and Gulf of Mexico, the
western Gulf of Alaska, the Bering Sea and interior Alaska—are all south of the
Arctic Circle and therefore exposed to this tax. Oh, it’s true that newly-discovered
oil will be exempt after 1990 and possibly little production could be had from these
areas before that time. But our energy shortage is real and with us today. Can we
be sure that production couldn’t start before 1990 in any of these areas? Alaska
submits that it is unwise to rely on the exemption in 1990 to provide an incentive
for their exploration and development. These areas should be exempted now so that,
if production could begin earlier, there is every incentive available to ensure that it
does start earlier.

Our third concern is with the proposed treatment of State royalties. We believe it
to be unconstitutional on several grounds: first, that it is inconsistent with our
system of federalism, under which the States have reserved all powers not specifi-
cally conferred to the Federal government; second, that it arbitrarily and unreason-
ably discriminates between the people of those States that support education
through the dedication of a specific revenue source (namely, royalty) and the people
of the other States, which support education from their general funds; and third,
that it imperialistically intrudes into each State’s decisions about how best to use its
oil royalties for the benefit of its citizens.

Alaska also opposes on policy grounds the narrowness of the exemption of royal-
ties dedicated to education. We fail to see why education is more worthy of windfall
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profits than, say, administering justice, providing health care and facilities, giving
police grotection or conducting elections.

Alaska further opposes the taxation of State roysities out of self interest. We
stand to lose over $300 million in the first year alone under this tax. Contrary to
the image we have of being fabulously rich because of all the oil in our State, this
money is critical for Alaska's future well-being. 'Vhile we are entering a time
(perhaps as long as a decade) in which our revenues will exceed our immediate
budgetary requirements, Alaska must prepare for the time when the petroleum
reserves are no longer available in such abundance.

The non-petroleum sector of Alaska's economy contributes roughly one-third of
the money to sustain the cost of State government. This has not resulted from low
taxation. Real estate is assessed at 100 percent of full market value, and our
personal income tax goes up to a 14.5 percent bracket—to give just two examples.
And, published statistics show Alaska to have more taxes per capita than any other
State. Nor is the imbalance between our expenditures and our sustainable revenues
due to a “spendthrift” government. Our State budget has grown because of inflation
that at times exceeded 25 percent and because of a tremendous growth in popula-
tion. After inflation effects are taken out, we spent less per capita in 1975 than in
nglO. This year’s budget is actually smaller than last year’s, despite double-digit
inflation.

The imbalance is a chronic problem for Alaska. The lack of a major socioeconomic
infrastructure to support State government was one of the arguments given by
those who opposed Alaska’s Statehood. It was a major reason why Alaska was given
the right to select over 100 million acres under the Statehood Act. (The continued
lack of an adequate infrastructure is one reason why many responsible Alaskans
are so concerned about the Alaska land use issue and H.R. 39.) After a few rather

im years in the early 1960’s, this basic problem was canceled by oil revenues, first
rom Cook Inlet, now from Prudhoe Bay. But the problem remains: What will
support the State government when the oil starts running out?

inding more oil postpones the need to answer this question, but it is not itself an
answer. Rather, the answer lies in developing the missing infrastructure while
preserving an environmental heritage for the future. Qur petrodollars are the key
to this. Already 25 percent of our royalty income is constitutionally dedicated to a
Permanent Fund to serve as a hedge against the time when the oil is gone. In
addition, our temporary surplus will be available for the cagital projects that
government must make in building up the infrastructure. And, the surplus will
ridge the gap until sustainable reserves can catch up to our ongoing revenue needs.

Doing this is a difficult task. We must discipline ourselves to a tight budgetary
policy in the midst of surplus. The political J)resaures to succumb to temptation are

eat, indeed, but Governor Hammond and his administration are committed to

olding the line. A two percent real growth rate in the budget and 3 to 5 percent
real growth in the non-petroleum sector will let us Tiet by, but we will use up
practically all of our “surplus” petrodollars to do so. Thus, in different but related
ways, the singular challenge facing both Alaska individually and the United States
as a whole is the task of freeing ourselves from an excessive dependence on oil.

Alaska’'s fourth concern pertains to the effects of the windfall profits tax on the
Alaska Native Claims Settlement. These effects take two forms. First, the Native
Claims Settlement Fund receives a direct royalty of 2 percent from the Prudhoe Bay
field, taken from the State’s one-eighth share, until a total of $500 million is paid
into the Fund. When the Settlement Act was passed in 1971, the Natives, Congress
and we expected this obligation to be fulfilled in.the middle of the decade. As you
know, other events delayed the start of production until June 20, 1977. Consequent-
?«, less than $80 million has been paid into the Fund. The windfall profits tax will

elay yet again the time when the Natives finally get all the money they were
provided B years ago.

The other impact of the tax is on the potential development of the frontier areas
selected by the Native regional corporations as part of the 40 million acres they
received under the Settlement Act. Except for the Arctic Slope Region, these lands
are all south of the Arctic Circle and suffer from the disincentive already described
with respect to high-cost, high-risk areas outside the Arctic.

Before concluding this statement, I would like to offer two comments of a fairly
technical nature. First, sec. 4991(bX3) defines ‘“Sadlerochit oil” as “‘crude oil pro-
duced from the Sadlerochit reservoir in the Prudhoe Bay oil field”. In point of fact,
however, some production of this reservoir comes from the Shublik sand as well as
the Sadlerochit sand. To avoid any ambiguity (in the event Sadlerochit oil remains
unexempted from the tax), it might be better to use the term used by the oil
companies themselves in forming the Unit: the "“Prudhoe Bay (Permo-Triassic)
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Reservoir” as defined in the Prudhoe Bay Unit Agreement. Second, if “Sadlerochit
oil” is treated as Tier 2 oil, the provisions of sec. 4990(dX2) and (3) must be modified
to avoid an unintended hardship. Sec. 4930(dX2) provides for a phased release of Tier
2 production into Tier 3. As now written, sec. 4990(e) provides that the base price for
Tier 3 is “the price at which uncontrolled crude oil of the same grade and location
would have sold in December, 1979 if the average landed price during such month
for imported crude were $16 a barrel.” With transportation costs of $6.20 for the
ipeline and about a dollar for tankering to the West Coast, the Tier 3 base price for
dlerochit oil would be about $9 a barrel, as opposed to its current ceiling price
(and its base price as Tier 2 oil) of $13. We would suggest that any Tier 3 price for
such oil be the landed price of imported oil in December, 1979, minus the average
transportation cost to the refinery gate for all uncontrolled production during that
month in the Lower 48.
thank you once again for your consideration of this statement and for the oppor-
tunity to submit it.

STATEMENT oF Louls W. Rrrz, PRESIDENT, INDEPENDENT O1L PRODUCERS
AsSOCIATION, TRi-STATE, INC.

The Independent Oil Producers Association, Tri-State, Inc., represents some three
hundred independent producers who explore for and produce oil and gas from the
Illinois Basin, in southern Illinois, southwestern Indiana, and northwestern Ken-
tucky. This is an area in which more than ninety per cent of all properties have
qualified for stripper status, and the average well produces about 2.6 barrels per day
(although production from the three states is close to fifty million barrels per year).
Es%loration remains at a substantial level, with more than 2,800 wells drilled in
1977.

Our members would therefore be principallf' affected by the proposed excise tax
on stripper oil, and on oil produced from wells drilled after January 1, 1979. We
therefore propose to limit our comments to the Tier Three tax, as it would affect the
production of stripper oil and the drilling of additional wells in the Illinois Basin.

We doubt the wisdom of imposing an excise tax on stripper oil, because each
dollar paid in taxes will cause the demise of additional wells. As production drops,
the cost per barrel of producing oil increases. This is especially true of the many
waterfloods in our area which have passed their peak, and which require the
injection, recovery and disposition of one hundred or more barrels of water for each
barrel of oil recovered. As expenses have increased with inflation, lifting costs of
from $15 to $20 per barrel are not uncommon. The recent increases in the price of
oil have cons:guently given a new lease on life to many wells and units which had
been scheduled for abandonment. The reduction of this price, by the imposition of
an excise tax, will again condemn them.

This will have consequences beyond the immediate loss of production. Even after
secondary recovery operations have become uneconomic, from a third to half of the
oil originally in the flooded formation remains unrecovered. As yet, in the Illinois
Basin, tertiary recovery techniques, to recover the retnaining oil, have not proven
economic. We hope that a combination of new procedures, reduced prices of chemi-
cals, and increased prices for oil will change this; and properties are today being
operated at costs near or above the break-even point in this hope. Once such
operations have been discontinued, the costs of obtaining new leases, combining
them into new units, and drilling new wells would increase the set-up cost of
tertiary production sufficiently to make it prohibitive. One effect of an excise tax on
stripper oil would therefore be to add substantially to the cost of recovering, and
gerbaps to lose forever, known reserves in such well-developed areas as the Illinois

asin.

So long as we are required to import oil to meet national demand, we cannot
afford to cause leases to be abandoned which could produce oil at less than the cost
of imported oil. Congress recognized this, in freeing stripper oil from price controls.
Placing an excise tax on stripper oil reimposes a %orm of price control. We submit
that the revenue gained would not compensate the country for the production
thereby lost.

The proposed imposition of an excise tax on oil from newly drilled wells also
raises a problem for the producers of our area. The cost of drilling such wells in the
Illinois Basin has never been financed by banks, and only partly paid for out of
profits from previous wells. Most of the money has come from investors whose
principal source of income is not petroleum, and who have risked surplus capital in
oil ventures in order to realize the profit therefrom permitted by out tax structure.
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Our operators, in seeking such capital, must compete against other forms of
investment, such as tax free municipal bonds. They are hampered by a negative
investment credit unique to the oil industry {since deductions of intangible drilling
costs by new investors constitute tax preference items), and by the prospect of
eroding percentage depletion rates. They must comply with increasingly rigorous
regulations by the Securities Exchange Commission, and by the state agencies
supervising the sale of ‘'securities”.

'acing these obstacles, our operators have been able to maintain and even in-
crease their exploration programs in recent years only because of the increases in
the price of oil. As that price is arbitrarily reduced by an excise tax, which increases
as the price goes higher, the incentive to invest will decline. When tax-free bonds
become more profitable, after consideration of relative risks, than drilling deals, the
rate of drilling in our area will drop, as it did fifteen years ago. More than thirty
million barrels of reserves were discovered in the Illinois Basin in 1977. We cannot
afford to discontinue any substantial portion of this effort.

We wish also to point out that operators who obtain funds for exploration from
outside of the industry would receive no relief from proposed “plowback’ provisions,
excusing the tax on amounts invested in excess of a “threshold” based on prior
levels of investment. To explain to an investor that his profit will be reduced by an
excise tax unless he invests a greater amount in drilling next year will be to
discourage him; he can invest any amount his circumstances next year may dictate
in competitive forms of investment. We believe that in the Illinois Basin, a plow-
back provision would inhibit, rather than increase, the total investment in new
drilling, and would therefore defeat its purpose.

We are aware that the problems arising out of the proposed excise tax which have
been outlined in this statement may be peculiar to the Illinois Basin, and other
areas where relatively low-cost operations are conducted almost exclusively by
independent producers. We can, of course, only testify concerning the circumstances
with which our members are familiar.

We wish to suggest, however, that these problems arise primarily out of the
imposition of a tax designed to limit the profits of the major integrated interna-
tional oil companies upon small independent operators, whose holdings are princi-
pally of stripper oil, rather than lower and upper tier oil, and who finance new
drilling in an entirely different manner. Such problems could be eliminated if the
tax were to be imposed only upon the parties at whom it is directed.

An exclusion from tax liability for those producers whom Congress has already
recognized as being in a different category, by permitting them to retain the right to
claim percentage depletion (under Section 613A(CX2) of the Internal Revenue Code),
would eliminate all of the difficulties which we have attempted to bring to your
attention in this statement. We therefore recommend such an exclusion for your
consideration.

We wish to thank the Finance Committee of the United States Senate for having
been permitted to file this statement.

CoMMENTS OF THE NATIONAL O1L JoBBERS COUNCIL

The National Oil Jobbers Council is a federation of 44 states and regional trade
asscciations representing thousands of independent small business petroleum mar-
keters. Members include gasoline and diesel fuel wholesalers, commissioned distrib-
utors of gasoline, gasoline reseller-retailers and a large number of retail fuel oil
dealers. Members also wholesale or retail many other petroleum products, including
kerosene, LP gas, aviation fuels and motor oils as well as residual fuel oil. Together
our members market approximately 25 percent of the gasoline and 75 percent of the
home heating oils sold in America under either their own private brand or the
trademark of their supplier.

These comments on the Windfall Profits Tax legislation are made on behalf of the
National Oil Jobbers Council (NOJC), a federation of 44 state and ional associ-
ations (see Attachment 1) representing thousands of independent petroleum product
marketers. These marketers sell approximately 25 percent of the gasoline and 75
percent of the home heating oil consumed in the nation today.

NOJC appreciates the opportunity to present our views to the committee and to
discuss the President’s windfall profits tax as passed by the Ways and Means
Committee and the concept of an Energy Security Trust fund. Gasoline and heating
oil marketers are generally supportive of actions which will enhance the supply of
crude oil and refined petroleum products. We, therefore, support the President’s
decision to phase out controls on domestic crude oil. If this action coupled with

54-217 0 - 79 - 17
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deregulation of motor gasoline, had occurred two years ago, the current supply
problems we are now witnessing would not be as severe.

WINDFALL PROFITS TAX

While we support increased incentives for domestic production, marketers are
very cognizant of the impact of rising prices on American consumers. We are the
frontline in the petroleum industry. We deal directly with the consumers. We hear
their frustrations, their complaints, and their accusations against both big govern-
ment and big oil. Marketers have consistently responded to this pressure by holding
down the only aspect of the price of a gallon of refined product they control—their
profit margins. Heating oil and wholesale gasoline distributors are still working on
basically the same cents-per-gallon profit margin as they were five years ago. This is
despite the fact that their costs have nearly doubled during that period. Jobber
gasoline margins are controlled by the federal government while heating oil mar-
gins have been held down as a result of competition. The DOE’s Office of Hearings
and Appeals found that heating oil prices have only increased four-tenths of a cent
per gallon above what the price would have been under continued control. A later
study by DOE confirmed no difference between controlled and decontrolled prices.

NOJC has some grave concerns with the windfall profits tax proposal. Because it
is an excise tax, there is no direct incentive to companies to place the untaxed
portions of the profits into additional domestic exploration. A company which uses
the increased profits to invest in hotels, chain stores, circuses or direct marketing
operations pays the same tax as a company which uses the additional revenue to
expand crude oil production. Windfall profits should be viewed as those profits not
reinvested into additional domestic crude oil production.

NOJC, therefore, recommends that this committee amend the President’s plan
and enact a true windfall profits tax, one which provides direct incentives for
production by taxing heavily those profits not used for production.

This proposal should not be viewed as a subsidy to the oil industry. It is instead a
club held over the oil industry's head which in effect says: You cannot use these
profits to vertically integrate into other aspects of the petroleum industry, you
cannot use the profits to horizontally diversify into other energy sources; and you
cannot use the profits to enter into other industries such as transportation or
manufacturing. You must use the profits to find additional domestic supplies of
crude oil or else have the resulting windfall taxed.

While Secretary Blumenthal may be correct in saying that the mechanics of such
a plan might result in complex implementation procedures, this is no reason not to
approve such a tax. As small businessmen who struggle almost every year with the
Internal Revenue Code, marketers have discovered that complexity has apparently
never been an excuse for not enacting something previously.

Furthermore, we understand there is some precedent for the concept of a “plow-
- back"” provision. In 1974, the House Ways and Means Committee reported two bills
H.R. 14462 (H. Rpt. No. 93-1028, 93rd Cong., 2nd sess.) and H.R. 17488 (H. Rpt. No.
93-1502, 93rd Cong., 2nd sess.). These bills would have taxed the difference between
a base price of oil and the selling price of that barrel. Producers, however, would
have been able to receive a credit against the windfall profit tax for 100 percent of
qualifying investment above a threshold level.

NOJC’s members are not producers, nor do we represent their interests. We are
concerned, however, that every incentive be given to find additional domestic sup-
plies of crude oil so that we can reduce our dependence on imports and guarantee
consumers an adequate supply of home heating oil and gasoline. Major companies
should not be left with a choice of several options for which to utilize these funds.

Where discretion has been left to some segments of the petroleum industry
previously the result has not always been in the best interests of the country.
Consider the small refiner bias. Small refiners have been beneficiaries of as much as
a $2.00 per barrel subsidy under the crude oil entitlements program. DOE has
recently reduced that entitlement. This subeidy has not been used, however, to
expand refinery capacity as would clearly be in the national interest. It has instead
been used on many occasions to subsidize a small refiner’s entry or expansion in
direct product marketing.

It would be unfortunate, indeed “‘obscene”, if the end result of crude oil decontrol
and the windfall profits tax is not additional crude oil production. The only way to
guarantee that production is to provide the necessary plowback incentives to pro-

ucers.
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ENERGY SECURITY FUND

When the Natural Gas Policy Act was approved in the last session of Congress,
one section provided that residential consumers would be sheltered from higher
prices through incremental pricing. Under this plan industrial an commercial users
would bear the full impact of gas price increases, up to the price of competing fuels,
defined in the bill as No. 2 fuel oil or home heating oil.

The Congress during its consideration of the crude oil equalization tax recognized
that similar relief should be provided residential users of home heating oil and
consequently the House approved a heating oil rebate and the Senate approved a
refundable tax credit.

Unfortunately, that sense of equity has been lost this year during consideration of
crude oil decontrol and the windfall profits tax. The sixteen million families who
use home heating oil throughout this country must bear the full costs.of crude oil
decontrol while their friends who use natural gas benefit from direct subsidies,
subsidies provided not only by industrial users of natural gas but by residential
heating oil users as well. As natural gas supplies become tight, industrial and
commercial users switch to fuel oil thus driving up demand and forcing higher
prices on residential heating oil users.

Aside from the negative impact on the consumer, consider the competitive disad-
vantage at which a heating oil marketer finds himself. He, as a small businessman,
is competing against a regulated utility with a fixed rate of return. That alone
would be difficult but when the regulated utility benefits from artificially low prices
which are 16 cents per gallon below, on a BTU equivalency basis, the price of the
fuel oil supplied by the small businessman, there is little chance for true competi-
tion. Such a policy, absent similar relief for home heating oil, is likely to drive
middle distillate, the most efficient home heating fuel, out of the residential market.

The windfall profits tax is the only opportunity the Congress will have to consider
any adverse consumer impacts of decontrol. While it may not be appropriate to
discuss fully, as part of tax, how all the revenue generated from increased producer
income taxes and any windfall profits tax will be spent, it is appropriate to discuss
immediate relief for those consumers most directly impacted by the rising prices.
After all, natural gas consumers did not have to wait until after the gas bill was
passed to work on incremental pricing. The two were done together and so should it
be for heating oil consumers also.

Unfortunately, the oil and gas distribution processes are quite different and the
incremental pricing concept that is part of the gas bill would create chaos in fuel oil
distribution. Fuel oil dealers are not regulated utilities.

The most appropriate fashion to provide relief is through a refundable tax credit
enacted as part of the windfall profits tax. If the tax is not made refundable it
would be of little benefit to low income families.

Several bills have been introduced along these lines. Senator John Durkin has
introduced legislation which would provide a 25 percent tax credit up to a maxi-
mum of $200 for residential heating oil users. He sponsored a similar amendment
which passed the Senate last year. An identical bill has been introduced in the
House by Rep. Silvio Conte.

Senator Abraham Ribicoff has also introduced a bill (S. 822) which would provide
a direct consumer rebate of the amount of increase in the price of heating oil as a
result of decontrol. Under this bill Treasury would calculate the cents per gallon
increase and mail checks quarterly to consumers. The consumer would therefore not
have to wait until the end of the year to receive relief. NOJC estimates that the
revenue loss as a result of the Ribicoff bill assuming heating oil prices rise by 10
cents per gallon is approximately $2.5 billion.

The Ribicoff, Durkin and Conte bills all phase out the credit for families with
incomes in excess of $35,000. Therefore, wealthy persons could not be the recipients
of the refunds.

We would like to head off one argument against the idea of residential heating oil
relief. This is not just a regional issue. While a higher percentage of homes in the
Northeast use home heating oil, middle distillate is a major home heating source in
many areas of the South, including North Carolina and South Carolina, the Mid-
west, and the Northwest. In addition, the credit should probably be expanded to
include residential users of liquefied petroleum gas who will also face rising costs as
crude oil decontrol is implemented. Equity requires this committee to seriously
consider this idea.

We appreciate the opportunity to comment on these proposals.
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ATTACHMENT 1

NOJC represents these member associations—Alabama Petroleum Marketers As-
sociation. Arizona Oil Marketers Association. Arkansas Oil Marketers Association.
California Independent Oil Marketers Association. Colorado Petroleum Marketers
Association. Independent Connecticut Petroleum Association. Petroleum Association
of Delaware. Oil Heat Institute of Greater Washington (D.C.). Florida Petroleum
Marketers Association. Georgia Oilmen’s Association. Illinois Petroleum Marketers
Association. Indiana Qil Marketers Association. Intermountain Oil Marketers Asso-
ciation. Iowa Independent Oil Jobbers. Kansas Oil Marketers Association. Kentucky
Petroleum Marketers Association. Louisiana Oil Marketers Association. Maine Ol
Dealers Association. Petroleum Council of Maryland. Better Home Heat Council of
Massachusetts. Michigan Petroleum Association. Mississippi Oil Jobbers Associ-
ation. Missouri Qil Jobbers Association. Nebraska Petroleum Marketers, Inc. Inde-
pendent Oil Men’s Association of New England. New England Fuel Institute. Better
Home Heat Council of New Hampshire. Fuel Merchants Association of New Jersey.
New Mexico Petroleum Marketers Association. Empire State Petroleum Association,
Inc. North Carolina Qil Jobbers Association. Northwest Petroleum Association. Ohio
Petroleum Marketers Association, Inc. Oklahoma Oil Marketers Association. Oregon
Oil Jobbers. Pennsylvania Petroleum Association. South Carolina Qil Jobbers Asso-
ciation. Tennessee Oil Marketers Association. The Texas Oil Marketers Association.
Virginia Petroleum Association. Washington Oil Marketers Association. West Vir-
ginia Oil Jobbers-Distributors Association. Oil Jobbers of Wisconsin, Inc. Wyoming
Petroleum Marketers Association.

STATEMENT OF PATRICIA R. Lykos, PRESIDENT oF Goop SENSE Forum

My name is Patricia R. Lykos, I am President of Good Sense Forum, 609 Fannin,
Suite 1317, Houston, Texas 77002. GSF is a citizens organization, it is a public
;l‘lterest and consumers group. 1 am a lawyer, testifying on behalf of Good Sense

'orum.

Good Sense Forum submits to this Honorable Committee that the number one
griority for consumers (all Americans are consumers, we may not all be productive

ut we all certainly consume) is to make certain that the nation has an abundant,
u:linta)errupbed and expanding supply of energy, at a reasonable cost (fair market
value).

Accordingly, Good Sense Forum urges this Honorable Committee to share this
priority sentiment when considering the “Windfall Profits” Tax.

We, as a nation, are at a critical juncture and this Committee’s action can be
determinative of whether we take the path that leads to an egalitarian forced
sharing of scarcity or whether we take the avenue that leads to energy abundance
and self sufficiency.

. Thus we respectfully request this Honorable Committee to consider the following
issues:

1. Windfall profits tax could trigger a massive recession

Table 1 of H.R. 3919 calculates the gross receipts of the tax to be $6.2 billion in
{ggg, $12.9 billion in 1981 and in excess of $16 billion for succeeding years through

The President estimates, receipts of 146 billion dollars to 270 billion dollars over
the ten year period from 1980-1990. (See p. 5 of White House's Press Release of July
16, 1979 regarding President’s latest energy proposals).

In 1981, H.R. 3919 will cost the consumers $12.9 billion. In 1981 payments to
Social Security will remove $18 billion additicnal dollars from taxpayers—combined
with the “windfall profits” tax take, this equals $30.9 billion.

The present economic indicators do not look good. The automotive industry is
ailing and when it hurts, the nation aches. A recession later this year or early in
1980 appears inevitable.

Capital is a scarce commodity. Can we afford to remove in 1981, an additional
$30.9 billion from the private sector?

To engage in some rhetoric, Americans are the victims of a double rip-off as by-
product of inflation. First, inflation is a hidden tax erroding the value of the dollar
and secondly without indexintg federal income tax brackets to compensate for the
fufﬁng of income by inflation, the taxpayer ga more taxes on less real income.

nflation and the loss of this $30.9 billion in 1981 can have very grave consequences
for this country and can irretrievably shred our social fabric.
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2. HR. 8919 will reduce oil production

H.R. 3919 states (See Revenue Effects) that the bill will reduce oil production,
;lecording to the Joint Committee on Taxation and the Committee of Ways and

eans.

A tax that suppresses crude oil production in these times is the prescription for
chaos and the moral equivalent of reckless conduct.

3. Windfall profits tax mandates OPEC cartel prices for domestic oil

Because domestic oil has been subjected to price controls for eight years, we do
not know what a fair market price would be. (Unlike natural gas, because the
intrastate production thereof was unregulated, thus its pricing reflected the market
place until the passage of the Natural Gas Policy Act, A.K.A. the Attorneys and
Accountants Full Employment Bill).

What is the replacement cost of domestic crude oil?

H.R. 3319 repeatedly refers to the OPEC cartel pricing; which is artifically valued.
In fact, H.R. 3919 bases its calculations on OPEC prices, euphemistically called
world prices.

True value is the replacement cost plus a reasonable profit.

With the excise tax siphoning of so much capital, there are few market place
constraints on the price of domestic crude oil. As has been stated previously, the
authors of H.R. 3919 admit that the imposition of the “windfall profits” tax can be
expected to cause a ‘modest” reduction in oil drilling and production.

Thus the “windfall profits” tax encourages OPEC prices and discourages oil
exploration and production.

4. It does not make good sense to consider an excise tax, separately from the trust
fund to which the tax proceeds are dedicated

To mandate a massive transfer of money from consumers to the government for
unknown pu is a very unsound practice.

There shouid be no bifurcation of legislative deliberations between the tax and
the trust fund.

We urge this Honorable Committee to delay reporting the proposed crude oil
excise tax bill until your have also considered the trust fund, its precise provisions
and purposes and the probable effects of both.

5. "Windfall profits” tax will create a Federal energy consortium

A review of the tables of H.R. 3919 reveal that 12.9 billion dollars will be paid into
the federal trust fund, but that the net receipts to the federal government would be
7.3 billion dollars. A review of the calculations contained in H.R. 3919 conclude that
without a “windfall profits” tax, the government would net 5.8 billion dollars in
1981. Is creating this huge federal infrastructure worth $7.2 billion in 1981, or the
$9 billion net for succeeding years?

What H.R. 3919 is, is a bill creating a federal energy consortium, building a brand
new federal energy infrastructure. It removes huge amounts of money from the
private sector and pays it into the special trust fund. Yet the government take (net)
is a mere seven to nine billion dollars a year. H.R. 3919 shall cause a short fall of
general government tax receipts for the general purposes of government, because of
redllxlction in income taxes due to the excise tax. Yet the trust fund coffers will be
swollen.

The energy infrastructure is already in place. Free enterprise vis-a-vis statism
clearly reveals that American private enterprise has grovided more apd better
goods and services and greater freedom of choice to a broader spectum of people
that the world has ever seen.

The record of government controlled economies is one of abysmal failure. Govern-
ment controls are not only massively depressive economically, they severely limit
freedom of choice and do violence to our western concept of limited government.
Tragically, under government controls, the disadvantaged are condemned to an ever
lowering of lifestyle and subjected to government paternalism.

The “windfall profits’ tax is an extension of government control over our econom-
ic life. It is government intervention through the mechanism of taxation to deter-
mine how revenue should be spent on exploration, production, research and develop-
ment, social goals or social equities.

6. Windfall profits tax is a tax on consumers

H.R. 3919 is a crude oil excise tax imposed upon consumers, collected by private
enterprise and paid into a federal “energy trust fund” for purposes as yet unkown.
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The pn:lqggeed “windfall profits” tax is the crude oil equalization tax dressed in
“drag". t is to

esay the nature of the tax has not changed only the outer
trappings have.

e only redeeming virtue of the crude oil equalization tax proposal is that it was
openly and honestlg. a tax on consumers.

The plan called decontrol coupled with the “windfall profits” tax is an imagerist’s
dream. The plan disguises an excise tax measure, it is accompanied by rhetoric that
pins the blame for all energy related woes on the oil industry, higher prices are
perceived to be the fault of the “oil-oligopoly”’, higher prices will lead to some
conservation, higher Frices assessed by regular taxes plus the additional “‘windfall”
tax will pour a windfall of money into governmental coffers and best of all is the
smug, self-serving assertion that the “windfall profits’” tax will insure the American
people are treated fairly. (If we could tax the rhetoric and demagoguery swirling
around the energy situation, we could retire the national debt.)

In the final analysis the consumer always pays the tab, this is the immutable
factor in any business tax.

7. What is the need for a windfall profits tax?

The Committee on Ways and Means stated in its text of the reported H.R. 3919
which was later amended by the full House, states that decontrol and the revenues
resulting from higher prices would provide income to oil producers far in excess of
what most of them originally anticipated when they drilled their wells and in excess
of what they might now be expected to invest in energy production and thus that
the additional revenues received by oil producers and royalty owners, both as a
result of decontrol of oil prices and as a result of increases in oil prices substantially
above those prevailing in 1978, are an appropriate object of taxation. That the
“windfall profits” tax would tax away a fair portion of these additional revenues.

That is a very remarkable concept. I guess the way to cure our housing shortage,
is to impose a “windfall profits” tax on the sales of 0ld homes because certainly old
homes today are selling for higher prices far in excess of what the homeowner had
anticipated when he or she bought the house.

It is fatuous to base the tax on the fact that a commodity is selling for far more
now than the producer had originally anticipated when the investment was made.
What is a profit in today's market? Inflation has more than doubled in the past ten
years. We are presently experiencing double digit inflation.

There in fact is no need for a “windfall profits” tax. The only windfall involved is
that which will be reaped by the special interests cliques gathering the bonanza
poured into the Trust Fund.

The Trust Fund will be engorged by $6 billion to $16 billion annually, yet the net
gax reoei;;ts will be $3+ billion to $9 billion annually. (See Table 1, H.R. 3919

ummary,

8. Decontrol plus no (or minimal) crude oil excise tax equals sound economic prac-
tices

Should price controls be removed, the revenue thereby derived would go to
companies and to entrepreneurs—such profits would be spent for increased explora-
tion and production development of alternatives energy sources, salaries and wages, .
dividends, and taxes; the multiplier effect would be wonderous to behold.

Producers would answer to the people and the market oglace Free competition
will keep energy rricea in line, although there will be period of painful aﬁiustment.
Higher prices will stimulate innovativeness: fuel-efficient engines will be developed,
drastically reducing the demand for ﬁasoline; alternative sources of energy will
come on-étream providing abundant, relatively inexpensive energy and most impor-
tantly we shall once again strive to be energy independent.

9. Should there be a crude oil excise tax to fund energy projects?

It is fatuious to try to determine whether there should be a crude oil excise tax
without the purposes of the trust fund.

Under no circumstances should the trust fund be used for social purposes.

A flat excise tax of 5 to 10 percent on all oil and a removal of the tortuous three
tier definitions of oil will pour a fortune into the trust fund and certainly simplify
the red tape for the oil and gas producers.

The income generated by this excise tax could fund a tremendous amount of

research.
The additional taxes, gathered through the conventional taxing mechanism, on

the increased revenues derived by oil and f“ fproduoers through decontrol will be

gaid into the general fund. Using H.R. 3919 figures, these revenues should be $5
itlion in 1981 and $7 billion in succeeding years.
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Regarding the impact of decontrol on poor people, the Department of Health,
Education and Welfare already has the apparatus in place to assist these people and
by reducing the $7 billion admitted waste in that department, they could easily

rovide the relief to the poor. Additionally, the increased tax revenues mentioned
ﬁereinabove would be ample to cover any shortfall.

The excise tax should cease completely by 1985.

CONCLUSION

Good Sense Forum on behalf of the consumers earnestly requests this Honorable
Committee to provide incentives to insure the nation an abundant, uninterrupted
and expanding supply of energy. Please do not foster upon us another federal
boondoggle and its concomitant massive transfer of money from the private sector
into the federal sector.

OweNs-ILLINOIS,
Toledo, Ohio, July 20, 1979.

Hon. RusseLL B. Long,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

Dear MR. CHAIRMAN: It is a privilege to provide the attached Testimony to the
U.S. Senate Committee on Finance from Owens-lllinois, Inc. I appreciate this oppor-
tunity to express our views regarding the incentives which are required to initiate
18301% utilization for process heat applications and for applications in commercial

uildings.

Owens-Illinois, Inc. manufactures and sells an evacuated tubular collector. This
collector delivers useful heat up to 240° F in cloudy, cold weather as well as sunny,
warm weather. As the developer of this technology, we are demonstrating the
application of solar energy across the Nation—not merely in favorable climates. The
temperature capabilities of the collector provide opportunities to address a broad
cross-section of our National needs to replace the non-renewable fuels of oil and
natural gas. Applications include process heat and commercial heating and air
conditioning, and not merely domestic hot water heating. The O-I SUNPAK ™
collector is demonstrating these capabilities in thirty (30) installations across the
United States. The technology is here and it is proven. The opportunities for
replacing quantities of fuel oil and natural gas are large by encouraging these
applications. In addition, business applications are more likely to improve the
technology for all applications.

Present legislative emphasis—through tax incentives, demonstration grants and
R. & D. support have been larﬁely aimed at residential projects and at the less
effective flat plate technology. Unfortunately, tax incentives for process heat and
commercial solar applications are groesg%' inadequate in relation to making solar
cost effective for these applications. In 1978 Congress provided only an additional 10
percent tax credit. This credit increase is insufficent and Federal policy continues to
motivate businesses to use fuel oil and natural gas.

The business purchasers of oil and gas expense this fuel cost in the current tax
year. As a result, a dollar saved in fuel leaves only 54¢ after taxes as Federal tax
revenue increases by 46 cents.

In light of the critical and complex energy problems and economic consequences
confronting the Nation, I believe it is more urgent than ever to encourage business
applications of thermal solar energy. This fact becomes more apparent when we
r ize that the technical capability exists today for thermal solar energy to
supply energy for industrial process heat and for heating, cooling and service hot
water applications in commercial buildings. That these applications re%t:lire the
equivalent of 10 million barrels of oil per day means that the readily achievable,
g;:;ctical replacement of only 20% leads to a savings of the equivalent of 2 million

rels of oil per day. It is merely a wish, however, for solar energy to address 10 to
25% of our energy demand by the year 2000 or even 2020 without providing the
essenial economic incentives for thermal solar energy applications in the 1980’s

By providing the motivation to businesses, the Federal government will be aided
in overcoming the many cultural barriers facing solar energy. The Federal goal of
reducing our dependence on oil and gas will become a national priority. I respectful-
ly urge that you consider implementing in total one of the two Incentive Packages
outlined in the attached Testimony. Without this minimum level of incentive,
investments in solar energy systems will not overcome the minimum financial
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criteria of businesses and Federal policy will continue to motivate businesses to
burn our non-renewable fuels of oil and natural gas as it has in the past.
Our people are available to meet with your designates at any time for full
discussions on this issue.
With high regards,
T. R. SANTELLL, Vice President.
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STATEMENT OF OWENS-ILLINOIS, INC.

SOLAR ENERGY INCENTIVES FOR PROCESS HEAT AND COMMERCIAL

APPLICATIONS SHOULD BE INCREASED,

TO
THE UNITED STATES SENATE COMMITTEE ON FINANCE
WASHINGTON, D.C.

REGARDING
H.R. 3919, THE CRUDE OIL WINDFALL PROFIT TAX ACT OF 1979;

PROPOSED CHANGES IN FOREIGN TAX CREDIT; AND PROPOSED USES OF
WINDFALL PROFIT TAX REVENUES.

JULY 20, 1979
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SUMMARY. The testimony which follows introduces Owens-
Illinois and the SUNPAKTM solar energy program. It presents
our view of the potential for solar energy utilization. It
recommends that the windfall profit tax revenues be used to
Provide solar energy incentives for process heat applications
and for heating, cooling, and service hot water applications
in commercial buildings. The technical capability exists
today for thermal solar energy to supply energy to these ap-
plications which is equivalent to 10 million barrels of oil
per day. The more practical view of replacing only 207 of
these needs with solar energy means that the equivalent of
2 million barrels of oil per day can be saved. This represents
257 of our present oil imports. The testimony demonstrates
that existing and proposed incentives for these applications
are insufficient for solar energy investments to overcome the
minimum financial criteria of these potential buyers. It
demonstrates that one incentive package which would allow
solar energy investments to overcome the minimum financial
criteria of businesses is:

Incentive Package {1

A. A 257 solar energy tax credit as proposed by
President Carter on June 20, 1979 (This includes
the 10% tax credit now allowed for all manu-
facturing equipment)

B. A loan program with a subsidized interest rate
at 67 below present market interest rates as
proposed by the Solar Energy Development Bank

Bill
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C. A 1l year tax life

AND

ET_ An accelerated depreciation method, such as double
declining balance, as now allowed by existing tax
code for all manufacturing equipment.

An alternative incentive package which would provide an
equivalent financial motivation for solar energy process heat
applications and for solar energy heating, cooling, and ser-
vice hot water systems in commercial building would be as
follows:

Incentive Package #2

A. A solar energy tax credit of 50%
AND
ET— A one year tax life
In addition to either the total of Incentive Package #1
or the total of Incentive Package #2, Owens-Illinois supports

the duration of this first legislation to 12/31/89 as proposed

by President Carter on June 20, 1979. This duration takes

into account the long lag times of the construction trade from
the investment decision, through construction, to actual start-
up. These lag times are typically 2 to 4 years.

Implementation of Incentive Package #1.

To implement Incentive Package #1, the following steps
are required.
1. Implement the 15% solar energy tax credit for process
heat applications as proposed by President Carter. At
the present time U. S. tax code allows a 107 tax credit

for all manufacturing equipment and a total of 25%
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tax credit would apply to process heat for agricul-
tural and industrial applications.

2. Extend the scope of the solar tax credits by allow-
ing solar energy heating, cooling, and service hot
water systems for commercial buildings to be included.
As '"comfort control' systems are not eligible for the
base 107. tax credit mentioned above, the solar tax
credit for commercial building applications would
have to be 25%.

3. Extend the scope of the Solar Energy Development Bank
Bill to include process heat systems. The Solar
Energy Development Bank Bill now states that solar
energy systems in commercial buildings are eligible
for loans with interest rates at 6% below market in-
terest rates, but it does not include process heat
applications.

4, Implement legislation which allows a 1 year tax life
and an accelerated depreciation method for solar
energy systems both for process heat and commercial
buildings.

™

OWENS-ILLINOIS and its SUNPAK Solar Energy Program.

Owens-Illinois is one of the world's leading and most di-
versified manufacturers of packaging materials in glass, metal,
plastic, and paper. Additionally, Owens-Illinois manufactures
a wide variety of consumer and technical products. In the
United States, Owens-Illinois employs 51,000 persons in more
than 100 manufacturing and related facilities. Internationally,

Owens-11linois has world-wide operations employing an additional
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32,000 persons. Owens-Illinois served its customers with $3.1
billion of goods and services in 1978. Owens-Illinois has
outstanding research and development capabilities.

As an outgrowth of Owens-Illinois' technology, an advanc-
ed solar collector has been developed which uses specially
designed glass tubes, a high vacuum, and selective coatings
to convert sunlight into useful heat energy. This collector
delivers useful heat up to 240°F in cloudy, cold weather as
well as sunny, warm weather, As the developer of this tech-
nology, we are demonstrating the application of solar energy
across the Nation -- not merely in favorable climates, The
temperature capabilities of the collector provide opportunit-
ies to address a broad cross-section of our National needs
to replace the non-renewable fuels of oil and natural gas. Ap-
plications include process heat for agricultural and industrial
applications and heating, cooling, and service hot water for
commercial buildings -- and not merely domestic hot water
heating. The O-I SUNPAK™ collector is demonstrating these
capabilities in 30 installations across the United States which
include process heat for beer pasteurization at Anheuser-

Busch in Jacksonville, Florida and heating and air conditioning
at the General Services Administration office building in
Saginaw, Michigan., GSA has credited its solar energy systeh
with 507 energy savings despite its adverse weather. As an
extreme example, one installation in Saskatoon, Saskatchewan

™ collector was pro-

reported that the Owens-Illinois SUNPAK
viding hot water at 180°F when the temperature was minus 43°F.

The technology is here and it is proven. Owens-Illinois
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has worked closely with its clients over the past four years
to develop its product., We now stand ready to meet higher
product demand which will provide a broader base of applica-
tions. In addition, increased volume is expected to encourage
prices which are more competitive with fuel oil and natural
gas.

The Role of Small Businessas in the Solar Energy Industry.

Owens-Illinois continues to support the role which small
businesses play in the solar energy industry as suppliers,
manufacturers, and distributors/installers.

Suppliers. As a manufacturer of the SUNPAK collector
module, Owens-Illinois purchases components from over 40
suppliers which make up approximately 50% of the cost of the
SUNPAK solar energy collector module. Most of these suppliers
are classified as small businesses.

Manufacturers. Owens-Illinois competes with over 150
firms who also manufacture solar energy collector modules.
Approximately 2000 businesses provide a variety of components
to solar energy installations. Most of these businesses are
classified as small businesses,

Owens-Illinois has established licensing and supply re-
lationships with several small firms. As an example, Owens-
Illinois supplies collector module components including
the basic evacuated tube assembly to SUNMASTER corp. in
Corning, N.Y. They in turn provide collector modules and
complete systems of their design for many types of ap-

plications, 1including domestic hot
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water systems for the residential market and turn-key respon-
sibility (including total system design) for commercial build-
ings. Owens-Illinois continues to seek out and encourage the
involvement of smallﬁbusinesses as collector module manufac-
turers, as well as providing the variety of other services
from design engineering through installation and start-up
assistance to assure superior performing solar energy systems.

Distributors/Installers. The heating, ventilating, and

air conditioning (HVAC) industry may well become the host in-
dustry for solar energy as it matures. It is important to
recognize that the HVAC industry favors small businesses by
2 to 1. In 1975, the HVAC industry sales were $14 billion.
Of this amount, $4.5 billion or approximately 1/3 went to
approximately 25 manufacturers of equipment and $9.5 billion
or 2/3 went to the distributors and installing contractors,
Within this industry, large businesses tend to concentrate
on the manufacture of equipment where they offer the benefits
of mass production-i.e. economies of scale, quality control,
and RD&E to provide continued product improvements. Small
businesses tend toiconcentrate on the distribution and in-
stallation of this equipment where they offer the benefits
of meeting the specific needs of end applications - installa-
tions tailored to maximize the operation of this equipment.
About 22,000 installing contractor firms are in this industry.
These firms are typically family-owned businesses with 60%
having sales under $500,000 and with less than 12 employees.
Within the solar energy industry, Owens-Illinois is find-

ing the same dollar distribution between equipment manufacturers
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and distributors/installers. That is, for every $3 spent
on solar energy installations, the distributors/installers
are receiving about $2 while equipment manufacturers are
receiving about $1.

The Importance of Businesses as Potential Solar Energy

Users. Solar energy application for process heat and for com-
mercial buildings have many benefits. The potential replace-
ment of non-renewable energy sources is very large. Address-
ing such large potential markets is expected to decrease the
price of total solar energy systems for all potential users,
Process heat and commercial building applications are more
apt to be well engineered. Business users are very cost
conscious and their sites are more likely to be well monitor-
ed. Solar energy equipment placed in service in a business
is likely to be improved incrementally each year, as is the
case for most capital equipment in the business sector. This
will accelerate the development of solar energy technology
for all applications. Businesses also are better able to
select equipment based upon quality -- that is, performance,
reliability, and durability. In short, it is: expected that
prices will become more competitive with fuel oil and natural
gas and that the technology will improve. Incentives to
facilitate solar energy utilization for process heat and com-
mercial buildings will advance the day we can all enj;y ice.
Despite the advantages of businesses utilizing solar
energy, the present structure of tax codes, capital form-
ation, and solar incentives promotes solar energy utiliza-

tion first by homeowners and by institutions -- such as schools,
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hospitals, and government agencies. Fuel costs in businesses
are legitimate business expenses, which reduce their tax lia-
bility; for every one dollar saved in fuel, businesses receive
only 54 cents after taxes. The higher cost of capital funds
for businesses also add to this imbalance. Tax credits for
residential domestic hot water systems in the residential
market now total 50 to 607 in some states. An incentive pro-
gram can be designed to motivate businesses to utilize solar
energy but this thrust has to be a conscious goal of legis-
lation,

DEMONSTRATED TECHNICAL READINESS. Today, several instal-

lations are demonstrating the technical readiness of solar
energy applications for process heat and for commercial build-
ings which have been funded by the Federal government and by
businesses,

Process heat applications should not be confused with
high temperature applications. Process heat applications in-
clude paint and plastic curing as low as 80°F, ore extraction
applications below 200°F, and food processing. Anheuser-Busch

™ collectors

in Jacksonville, Florida has installed SUNPAK
to pasteurize beer at 140°F. Another installation of SUNPAK
collectors by Coca Cola will provide heat for container wash-
ing operations as well as warehouse heating -- other examples
of low temperature industrial applications,

The potential market for these applications below 600°F
is sufficient to provide a large established industry with

mass produced and distributed products and the promise to re-

duce the price of thermal solar energy products for other

S4-217 0 - 79 - 18
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market segments. In addition the number of process heat
applications increases as the temperature of heat from solar
energy collectors increases.

Battelle Laboratoriesl has identified the potential re-
placement of conventional fuels by solar energy for processes
operating up to 600°F as 4.6, 5.6, and 7.7 million barrels
of oil equivalent per day in the years 1979, 1985, and 2000
respectively. It is strongly emphasized that two-thirds of
these process heat needs can be readily met with established,
off-the-shelf thermal solar energy collector systems. The
remaining one-third of these needs can be met with solar
energy collectors presently in the late stages of development.
Although collector modules which operate throughout this
temperature range are technically feasible, the lack of economic
feasibility is retarding the implementation of effective, cost-
cutting production techniques.

Owens-Illinois has participated in several demonstration
projects which demonstrate the heating and cooling of com-
mercial buildings with readily available, off-the-shelf absorp-
tion air conditioners. Examples of these installations are
listed in Exhibit I.

Exhibit I
INSTALLATIONS USING OFF-THE-SHELF ABSORPTION
AIR CONDITIONERS WITH O-I SUNPAKTM COLLECTORS
0-1 INSTALLATION QTY, ABSORPTION A/C EQUIPMENT

SAGINAW 1 100-TON CARRIER
YELLOW FREIGHT 2 3-TON ARKLA

TERRASET 2 25-TON ARKLA
BONNEVILLE 1 EXPTL. 15-TON CARRIER
IRVINE 1 100-TON ARKLA

isolar Age, 3/79, p. 19-21,
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Commercial heating and cooling requirements double the
potential replacement of conventional fuels mentioned above.
If a more realistic estimate of only 207 of these needs are
serviced by thermal solar energy collectors, then solar energy could
have been contributing the equivalent of 2 million barrels of
oil per day in 1979 and has the potential of contributing 2.3
million barrels of oil per day by 1985 and 3 million barrels
of oil per day by the year 2000. This potential for replacing
oil represents about 25% of our total oil imports.

ECONOMIC READINESS. Even with the demonstrated technical

readiness of the SUNPAK evacuated tube collector as well as
other technologies, solar energy is not yet ready to compete
with fuel oil or natural gas on a head-to-head basis.

There are many reasons why solar energy is relatively
expensive. Not the least important is that existing Federal
policy has heavily favored other non-renewable energy sources
which artificially has kept the price of these fuels low.
Substantial tax advantages have been provided for mining
and drilling operations. Although some of these policies are
being revised, they continue to be very effective in keeping
prices low which continues to motivate the business sector
to burn fuel oil and natural gas. Solar energy does not
benefit from such subsidies now enjoyed by these energy sources.

Solar energy equipment also is relatively expensive be-
cause the industry is small. Less than one-thousandth of one
percent of our total energy requirements now are being supplied
by the combined average output of all solar collectors pre-

sently installed in the United States. At these industry
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volume levels, mass production and smooth distribution chan-
nels are not established and the promise of prices of solar
energy system which would be closer to parity with burning
fuel oil and natural gas remain evasive.

Present and Future Costs of Solar Energy Systems. Solar

energy systems for process heat and for HVAC (heating, ven-
tilating, and air conditioning) systems in commercial build-
ings are now costing end-users about $80-$100/square foot of
collector area. All incremental costs of the solar energy
system are included in this figure; that is, engineering,
plumbing, controls, storage tanks, installation, and startup,
as well as the collectors. These systems typically have a
collector array of 5,000 to 10,000 SQ.FT. Present solar pro-
jects involve a team of five to six principal parties: the
mechanical contractor who is responsible for purchasing, in-
stalling, and starting up the equipment; the architect/engineer
who is responsible for the design, selects the equipment, and
follows the project through startup; and several OEM's (original
equipment manufacturers) who supply major components to the
system. The solar collector manufacturer is one of these
OEM's and receives about 157 to 25% of the total project
cost, that is $12 to $25 of the $80-3100/square foot. These
parties are attempting to recover their costs on each of these
projects as they are undertaken.

As the same team undertakes additional solar projects,
their costs reflect their past experience. At Owens-Illinois
we have seen significant cost reductions as teams initiate

ttheir second and third solar projects. We have concluded
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that the incremental cost of the solar energy project can be
reduced to $50/SQ.FT. (in 1979 dollars) as the team undertakes
its third to fifth project. Another method of achieving the
$50/SQ.FT. figure it to take advantage of an existing solar
installation of 5,000 to 10,000 square feet and expand it to
25,000 - 50,000 square feet of collector once the smaller
system has been in operation for one or two years.

As experience of the team builds and as larger solar
collector arrays are considered (100,000 to 500,000 square
feet), costs of $25/SQ.FT. (1979 dollars) are entirely feasible.

Unfortunately, with the present cost of solar energy
systems, few teams can afford to proceed along this learning
curve and costs are remaining high.

THE ROLE OF FEDERAL INCENTIVES. Federal incentives can

play a role in assisting cost reduction of solar energy systems.
If the Federal government can provide the economic motivation
(through incentives) so that solar energy systems costing
$50/SQ.FT. can be justified, then the industry can be expected
to build a sufficient number of systems to achieve the $50/SQ.FT.
project cost. As experience is accumulated and as larger
systems are installed, costs are expected to be reduced to
$§25/SQ.FT. (in 1979 dollars) and Federal incentives can be re-
duced accordingly, probably in the late 1980's and into the
early 1990's.

Once the Federal government plays its role of providing
incentives, the corresponding role of businesses which pro-
vide products and services with the solar energy industry

would be to collectively meet the cost of $50/SQ.FT, shortly
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after the initial incentives were offered and to diligently
proceed along the learning curve,

What Can Various Types of Buyers Now Justify Paying for a

Solar Energy System?

Exhibit II lists the prices which can be justified for a
solar energy system in four sample locations by various types
of buyers within their existing tax and capital structure,

Fuel o0il was used for comparison to solar energy because
it is widely used by businesses, because of its National in-
terest as a major fuel to be replaced, and because its price is
relatively uniform across the country. Other assumptions
appear in Exhibit III.

Two applications are listed under the '"Business' category
in Exhibit II., Under existing legislation, Manufacturing
Process equipment is allowed a 107 investment tax credit, a
reduced tax life, and an accelerated depreciation method for
tax purposes. On the other hand, Comfort Control equipment,
such as HVAC equipment, is allowed no investment tax credit,

a tax life equal to physical life, and a straight line depre-
ciation method. The impact of extending the same tax treat-
ment for solar energy Comfort Control equipment that now ap-
plies to Manufacturing Process equipment is 32% and it is recom-
mended. Examples of Comfort Control Equipment are HVAC
equipment for office buildings, convention centers, hotels, and

motels,
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EXHIBIT II

Justifiable Incremental Price ($/SQ.FT.)
Solar System vs., Fuel 0il System

Type of Buyer

Businesses
Location Mfr'g Comfort
of Buyer Institutions Homeowners| Processes | Control
Dallas $36.81 $92.23 $15.73 $11.93
Washington 27.72 69.45 11.85 8,98
Denver 26.64 66.75 11.38 8.63
Boston 22.59 56.60 9.65 7.32
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II@

Assumptions Used for Exhibit II

Assumptions Common to All Types of Buyers:

Year of Installation:

Y

Heat Content of Fuels:

Utilization Efficiency for Both Fuel Oils:
Inflation Rate for Fuel O0il Price:

First Year of Operation:

1979

1980

154 MBTU/gal. for No. 6;

14D MBTU/gal. for No. 2,

8%.

65%

Usable Solar Energy Delivered by 0-1's SUNPAKTH Evacuated
Tubular Collector:

Boston
Denver

Washington, D.C.

Dallas

251 MBTU/SQ.FT. YR.
296 MBTU/SQ.FT. YR.
308 MBTU/SQ.FT. YR,
409 MBTU/SQ.FT. YR,

Assumptions Which Vary Among Buyers:

Homeowners Businesses
Domestic !Comfort
Institutions Hot Water |Mfr'g Process Control
f¥§§ gfiFuel 0il No.6 / No. 2/ No. 6 No. 6
rice 37.0¢/gal. 48.0¢/gal. | 37.0¢/gal. | 37.0¢/
%980L{§ice* 42.8¢/gal. 70.0¢/gal. 42.8¢/gal., 42.8c/§:%
ax e n.a. n.a. 15 . .
Bookfor Physical yee 20 yre
Life 20 yrs. 20 yrs. 2 . .
Tax Depreciation e 4 0 yrs 20 yrs
Method n.a. n.a. Double Declin-Straigtt
ing Balance| Line
Invengezi Tax
Credit 0% 30% 207 1
Acceptable (Min- 0%
imun) Rate of 6.5% 6.7% 15% 15%
Return (After Taxes)
n.a.: Not Applicable

* First year of operation
*% Tax credits include t

hose allowed for all manufaciuring equip-

ment as well as the additional tax credits allowed by the
National Energy Act of 10/78
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The Impact of Different Levels of Incentives. Putting

it simply, incentives must be sufficient to financially mo-
tivate businesses to use solar energy. If incentives are in-
sufficient, Federal policy will continue to motivate businesses
to burn fuel o0il and natural gas as it now motivates businesses,

It is recommended that the Federal government offer an
incentive package to businesses which would allow them to
justify the incremental cost for a solar energy system of
$50/square foot of collector (1979 dollars) as the 1980's
begin. Two such incentive packages are provided for consider-
ation:

Incentive Package #1

A. A total tax credit of 25%, compared to the
107%-20% total tax credit presently allowed (107
tax credit allowed for all manufacturing process
equipment but not for comfort control equipment;
plus an additional 107 credit allowed for solar
energy equipment by the National Energy Act of
10/78.)

B. A tax life of 1 year

C. A tax depreciation method of double declining

balance, as now used for manufacturing equip-
ment

AND

D. A subsidized loan program at 67 below the present

market interest rate on long term debt for busi-

ness. ,
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This package would provide the following dis-
counted cash flow (DCF) rates of return on solar

energy projects:

Location of DCF Rate of

Business Return on Project
Boston 12.9%
Denver 13.6%
Washington, D.C. 13,97
Dallas 15.4%

Incentive Package #2

A. A tax credit of 50%
B. A tax life of 1 year
C. A tax depreciation method of double declining

balance

>

ND
D. No subsidized loan program
This package would provide the following dis-

counted cash flow (DCF) rates of return on solar

energy projects:

Location of DCF Rate of

Business Return on Project
Boston 12.9%
Denver 14,1%
Washington, D.C. 14,5%
Dallas 16.8%

As the number and size of installations increase, the in-
cremental cost of a solar energy system is expected to reach
$25/square foot of collector (1979 dollars) and Federal in-
centives can be reduced accordingly. Continued upward pressure

on the price of non-renewable fuels also will reduce the need
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for incentives.

The rates of return provided by these incentive packages
range from 13% to 7%. Solar energy projects are classified
as a cost saving project by businesses. Typically, businesses
will not invest in this type of project unless it passes a
minimum rate of return - or "hurdle" rate - which ranges from
10% to 307 depending upon the industry as well as the individual
company committing to the project. The incentive packages
provided as examples would meet the minimum financial require-
ment for several businesses. On the other hand, businesses
typically have a variety of cost saving projects from which to
choose and the rates of return of these competing projects
can exceed 407%. In short, the incentive packages provided as
examples allow a solar energy project to meet minimum rates
of return, but may not be considered due to the competition
for capital dollars from other cost saving projects.

Because of the existing small base of solar energy utili-
zation by businesses, it is difficult to predict the market
volume of solar energy systems which would result from the
recommended Federal incentive program., However, it is sig-
nificant that the minimum financial requirements will be met
for a large cross section of projects.

Discussion of Incentives. The incentives of tax credit

and reduced tax life are now used to encourage capital invest-
ment in manufacturing processes. As a result, these incentives
are the easiest for potential buyers to understand and may be
the easiest for the Federal government to administer.

A tax depreciation method of double declining balance is
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also being used and would provide the same administrative
benefits. With a tax life of 1 year as incorporated in Packages
#1 and {2, accelerated depreciation methods have a minimal
impact compared to the straight line depreciation method.
However, the initial incorporation of accelerated deprecia-

tion methods allows a smooth transition to existing tax treat-
ment as incentives are reduced in the future.

A subsidized loan program may be more difficult to ad-
minister than the other incentives. The loan required to
achieve the indicated rates of return is a bond-type loan;
that is, interest payments are paid each year over the 30
year term and the principal is paid in the 30th year. A
mortgage-type loan where period payments include both .interest
and principal would require lower interest rates to achieve
the same impact. A subsidized loan program carries an ad-
ditional penalty of risk: the business must be in existence
in the 30th year in order for the financier to obtain- his
principal.

The Benefits td the Federal Government of Solar Energy

Incentives Provided for Businesses, The Federal government

benefits from the incentive packages recommended in this re-
port. Savings in fuel o0il or natural gas by businesses in-
crease taxable earnings and thereby increases income tax
revenues collected by the Federal government. For every
one dollar saved in fuel expense, Federal tax revenues in-
crease by 46 cents. Just as a business user benefits from
solar energy, so does the Federal government through these

increased tax revenues. Reduced 0il consumption leads to
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reduced oil imports, an improved Balance of Trade, a stronger
dollar, more jobs in the United States, and other economic
benefits for the Nation. Precedent for Federal incentives
have been adequately described in the Battelle Report of
12/78.

The impact of incentives will be measured by the number
of installed solar energy systems which are installed under
the incentive program. As stated before, overcoming the
minimum financial criteria of business users is expected to
initiate demand and to provide¢ a widespread base of appli-
cations for future growth, If these minimum financial criteria
are not met, businesses will continue to be motivated to turn
fuel oil and natural gas - as they are without any incentives-
and the number of solar energy installations will remain in-
significant from the standpoint of National benefits,

Because of these issues -in particular, the expected
volume of purchases - the benefits of solar
energy incentives is unknown. However, the National penalties
of continued, long-term reliance on natural gas and fuel oil
also is unknown and may be far greater without che insurance
of solar energy as an additional energy source for the future.

Because solar energy provides conservation of non-renewable
fuels, is non-polluting, and is environmentally responsible,
tax incentives are totally justifiable. There is precedent in
prior and current tax law for providing special tax incentives
in times of National need. Section 168 of the Tax Code, which
was repealed by the Tax Reform Act of 1976, provided reduced

tax lives for facilities (plants and equipment) which were
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constructed for the purpose of producing designated emergency
defense items.

Reduced tax lives had its counterpart in World War II
tax legislation and was re-enacted during the Korean War of
the 1950's., The provision was very effective in stimulating
the desired activity. Reports received by the Joint Committee
on Defense Production of Congress indicate that the accelerated
tax amortization program (Section 168) was particularly ef-
fective in enabling the govermment to meet its goal for the
elimination of critical deficiencies by encouraging industry
to expand supplies of strategic materials for defense production
and stockpile acquisitions. From the beginning of the program
through June 30, 1958, certificates of necessity issued to
industry for accelerated tax life covered capital investments
of $38.2 billion, of which $23.1 billion was eligible for fast
write-offs.2

CONCLUSION. We view the energy position of the United
States as critical. Unfortunately, the Federal Goverrment is
now saddled with the energy crisis mcre so than other sectors
of the economy. The crisis is reflected by net energy imports,
a severe Balance of Trade deficit, and a weak U, S. dollar.
However, end-users of energy are buffered by existing Federal
policy. More conventional fuel sources have received $217
billion3 over the past 60 years ($101 billion dollars for oil
alone) which has only encouraged their utilization. Recent
increases in fuel prices have been institutionalized within
the economy as they have been passed through with the all-
2piphth Annual Report of the Activities of the Joint Committee

on Defense Production, S. Rept. N. 1, 86th Cong,, lst Sess.,
anuary 9, page 83.

3An Analysis of Federal Incentives Used to Stimulate Encrgy
Production, Battelle Northwest, rev. 12/78,
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too-accepted incremental price increases of all goods and -
services.4
Even if it makes up only a small part of the total energy
we use, solar energy can make an important contribution
toward solving the energy crisis and strengthening our National
economy. Five percent, for example, mav seem to be a small
share of our total energy supply, but it is equivalent to 25
percent of our energy imports in 1976 and exceeds the 1976
trade balance deficit. The degree to which solar energy can
contribute to National energy needs and economic objectives de-
pends in large part on the establishment of goals by the Fed-
eral govermment for solar energy use and the implementation
of proper incentives to achieve those goals, especially in
the business sector of the economy as this sector is a large
user of energy and provides the economic strength of the Nation.
The suggested incentives create the financial motivation
for businesses to initiate solar energy utilization. These
incentives are designed to place solar energy on par with non-
renewable energy sources and to translate the Federal energy
goals into a National priority for the U, S. economy.
Technology has demonstrated what can be done. The state
of the economy illustrates what should be done, Federal policy
determines what will be done.
As you review the proposed incentives for businesses,
your comments are appreciated and we are eager to continue

this exchange of information,

4Business Week. 1/29/79, p. 72.

T. R, Santelli

Vice President

Energy Products & Ventures Group
Owens-Illinois, Inc.

P, 0, Box 1035

Toledo, Ohio 43666

(419) 247-9387

7/20/79
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SUTHERLAND, ASBILL & BRENNAN,
Washington, D.C., July 24, 1979.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
U.S. Senate, Washington, D.C.

DeAr MR. SterN: This letter is submitted on behalf of the Texas Scottish Rite
Hospital for Crippled Children (“Hospital”) for inclusion in the printed record of the
Senate Finance Committee’s hearings on H.R. 3919, the so-called “‘Crude Oil Wind-
fall Profit Tax Act of 1979".

The Hospital, which is located in Dallas, Texas, is a nonprofit Texas corforation
and is exempt from Federal income tax under section 501(cX3) of the Internal
Revenue Code as a charitable organization. The Hospital is involved solely in the

roviding of medical care for children from infancy to age 16. The Hospital has 140
geds and also serves 5,000 to 6,000 out-patients. It has a working relationship with
the Southwestern Medical School in Dallas, which is a branch of the University of
Texas System. The Hospital is funded solely by private charitable contributions, and
receives no Federal or State governmental funding of any kind.

As its name implies, the Hospital is sponsored by the Texas Scottish Rite, which
appoints the Hospital’s Trustees and administers those of its nonroutine business
affairs relating to expansion and the securing of financial support. Of special
importance are the facts that the Hospital’s services are provided without charge to
the child, his or her parents, or any other party, and are made available without
regard to sex, race, creed, or national origin.

A major gortion of the Hospital’s financial support consists of crude oil royalties.

! the House and referred to the Senate Finance Committee, the pro-

“Crude Oil Windfall Profit Tax Act of 1979” (H.R. 3919) would im a

substantial tax upon the royalties received by the Hoepital. This result follows

because the House bill imposes the tax upon all owners (including otherwise tax-

exempt organizations) of economic interests in oil. Thus, if the tax is adopted

without change, the Hospital will have less funds than it otherwise would have to
provide medical care to children.

We respectifully submit that imposition of any windfall profit tax on the Hospital
is wholly inappropriate. To the extent the proposed tax has a valid rationale at all,
it is simply a vehicle for assurinﬁcthat some portion of the increased income
resulting from deregulation and OPEC price increases will be used for public rather
than private purposes.

When the proposed windfall profits tax is so viewed, it is apparent that exempting
the Hospital from the tax is in no way in inconsistent with the objectives of the tax.
There is no question but that the providing of no cost medical care to children
without regard to sex, race, creed or national origin is a "ﬁublic" activity and not a
“pricate” one. In the case of an organization such as the Hospital, the tax need not
be imposed in order for the above-described legislative objective to be achieved. To
the extent the Hospital receives a socalled ‘‘windfall”, those funds must, under
State law, the Hospital’s charter, and its Federal tax exemption, be devoted exclu-
sively to its public purpoee activities. The actual imposition of the tax in such a case
would be superfluous.

Accordingly, we urge the Committee to adopt an amendment under which the
Hospital would be exempted from the tax provided it continues to (1) be exempt
under section 501 (cX38) of the Internal Revenue Code, (2) have as its principal
purpose the providing of medical or hospital care, and (3) furnish such care without
charge and without regard to sex, race, creed, or national origin. The proposed
a&:ggmrdgnt should of course be applicable to all hospitals which satisfy these three
8 X

The proposed amendment is quite specific and leaves no room whatsoever for
manipulation. A tax-exempt hospital may tatiualify for exemption under the amend-
ment only if it furnishes medical or hospital care free of charge and without regard
to sex, race, creed or national origin. In light of these two requirements the amend-
ment closely parallels the “public education” exemption contained in the House
passed bill, and the dedication of the funds to wholly public purposes is both evident

and guaranteed.
Finally, it is apparent that taxing the Hoepital (and other similarly situated
hospitals) would be at odds with the pu which underlay the Finance Commit-

tee’s continuing efforts to develop both hospital cost containment and catastrophic
illness legislation. The imposition of the windfall profits tax upon the Hospital
{which is unnecessary given the purposes of that tax) would tend to reduce the
Hospital's ability to meet the very objectives which have prompted the Finance
Committee to consider health legislation. Medical care, like energy, is a pressing
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national iroblem. The proposed amendment responds to this latter rroblem in a
fashion which is entirely consistent with the objectives of the windfall profits tax.
Respectfully submitted.
DoNALD V. MOOREHEAD.

NATIONAL LP-GAS ASSOCIATION,
Arlington, Va., July 20, 1979.

Hon. RusseLL B. Long,
Chairman Finance Committee,
U.S. Senate, Washington, D.C.

Sir: This request is being conveyed to the Committee for consideration in its
deliberations on Phase III of the President’s energy program, with particular refer-
ence to assistance to low-income householders. It 18 presented by the National LP-
Gas Association. We request that it be made part of the record. The association
represents retailers of liquefied petroleum gas, (LP-gas) more commonly known as
propane or bottled gas, in its membership of 4,000, including 45 affiliated states.

LP-gas is a fuel used in over 10 million homes and on farms for cooking, water
heating, and/or space heating. Its use is predominately in rural areas and its users
include a large number of low-income and retired person householders. It is for the
protection of these persons, who have suffered most seriously from inflation, that we
present this plea.

We urge that on any tax credit or related relief to be provided out of the funds
arising from tax-related legislative proposals of the President’s energy program that
provision be made for low-income householders using liquefied petroleum gas (pro-
Bane and/or butane) as well as other fuels. This actior could be consistent with

residential statements on use of trust fund monies.

In further support of this request, we mention that Congress in its earlier delib-
erations on the crude oil equalization tax recognized that similar relief should be
provided to residential users and the House approved a rebate and the Senate
approved a refundable tax credit. We suggest comparable treatment in considera-
tion of the tax aspects of the President’s energy program.

This recommendation, which we consider vital in the protection of the low-income
householders, should not be viewed as affecting our equal concern with the need to
stimulate and provide incentive for domestic exploration and development that will

rotect future domestic supply for this householder and other LP-gas energy users.

e urge that this Committee provide this incentive through an equitable “plow-
back” provision.

NLPGA members, and the many low-income users of LP-gas will be greatly
appreciative of Committee consideration and action in providing this necessary and
justifiable relief for the low-income household.

Sincerely,
ARTHUR C. KREUTZER.

54-217 0 - 79 - 19
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July 19, 1979

Honorable Russell B. Long
Chairman, Senate Finance Committee
217 Russell Senate Office Building
Washington, D. C. 20510

Dear Chairman Long:

The oil windfall profit tax could be rendered a rational
measure by one amendment--presently sponsored by at least five
members of the Senate Finance Committee. This is the inde-
pendent production exemption, a copy of which is attached.

Also attached is an example of one typical independent
oil and gas company, Magnatex Industries, Inc., of Midland,
Texas, which demonstrates why the exemption would immediately
and substantially increase the domestic production of oil and
gas. It explains how many old "abandoned" oil fields will be
revitalized.

The direct result of this one amendment will be the
production of millions of additional barrels of United States
oil.

Very truly yours,

Michael Waris, Jr.

Enclosures
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Amendment to Windfall Profit Tax--H.R., 3919--
Congressional Record, July le 1979, S89527-~
submitted by Mr. Bentsen (for himself, Mr. Dole,

Baucus,

Mr.

Bellmon, Mr. Boren and Mr.

AszNoMENT NO. 338

On psge 3, line 14, after “TAX" insert
“: EXEMPTION FOR INDEPENDENT PRO-
DUCTION",

On page 3, between lines 10 and 11, insert
the (0liowing new subsection:

“(d) Exemipiton for Indspendant Oil Pro-
duction.— .

“(1) Genersal rule.—There shall be exempt
from the tax lmposed by tectlon 4987 so
much of the production for the taxable
period as does not exceed the product of—

“(A) 3.000 barrels, multiplied by

“(B) the number of days in the taxable
period.

“{2) Rules for determining ownership
shares.—

“(A) In the case of a taxbsyer holding a
partial interest in the production from a
property, Including an Interest in a partner-
chip, the taxpagyer's production shall be an
smount which bears the sams ratfo to the
total production of the property for the
taxable perfod s the taxpayer's participation
In the revenue from the property besrs to
the total revenus from the property for the
taxsbie period.

“(B) For tha purpose of applying psra-
graph (1) to & business under common con-
trol. the Secretary ahall prescribe rules simi-
[ar to the rules under section 613A(c) ).

“(C) In the case of a partnership, the
amount of the ptlon under paragraph
1) shall de computed separately by esch o!

the partners, under rules similar to the rules
under section 613A(¢)(7) (D), and not by
the partnership.

(D) In the case of & transfer of an inter-
43l (including an fnterest ln & partnership
or truat}, paragraph (1) shall be spplled in
sccordarce with rules stmiler to the rules
under section 813A(e)(9).

*(3) Ordering rule whete production ex-
ceeds. p ~If the t of a tax-
payer's production for a taxabls period ex-
ceeds the amount of the taxpayer's exemp-
tion for that pertod undae parsgraph (1), the
excess shall be attrivuted to thet part of the
taxpayer's production for which the remorval
Price per barret ta lowest.

-“(4) Retatlers and refinars sxcluded.—This
subsection shall not apply In the case of &
taxpayer who ls d from the appll
tion of section 613A (o) undsr paragreph (2)
of (¢) of section 618A(d).9

Gravel) :
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Statement of

CHARLES H. PRIDDY
President, Magnatex Industries, Inc.

to
The Senate Finance Committee
regarding

The Proposed Windfall Profit Tax on Crude 0il
As Contained in H.R. 3919

My name is Charles Priddy. I am President of
Magnatex Industries, Inc., a small, independent o0il and
gas producer in Midland, Texas. This statement is being
filed with your Committee as part of its record of the
hearings on the windfall profit tax in order to express my
company's deep concern over those provisions which would
impose an excise tax on each barrel of crude o0il produced
by small independent 0il and gas producers.

Our concern would be removed, and the best interests
of our country would be served by substantially increasing
the immediate supply of domestic oil and gas, if the congress
were to adopt a small producer exemption from this self-
defeating tax.

Senators Bentsen, Dole, Baucus, Bellmon, Boren and
Gravel have submitted as an amendment to H.R. 3919 a short,
simple and very effective exemption for independent production.
A copy of the exemption is attached hereto, together with
Senator Bentsen's explanation thereof. Magnatex earnestly
endorses this excellent proposal.

The remainder of this statement, using specific
examples and the actual facts of Magnatex's economic life,
demonstrates why Congress should adopt this independent

production exemption.
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Midland is located in the Permian Basin, which
covers 100,000 sqguare miles in 27 counties in central west
Texas and four counties in southeastern New Mexico (total
population of approximately 500,000). The 109,000 wells
in the Basin produce some 2,000,000 barrels of oil per day
and approximately 8.5 billion cubic feet of gas per day.
Obviously, this is a significant portion of the nation's
daily production of oil and gas.

The oil and gas exploration of Magnatex accounts
for some $3,000,000 of drilling activity per year in the
Permian Basin. Magnatex also has drilling operatioas and
producing operations in parts of Louisiana, Wyoming,
Oklahoma and Texas. The funds for these operations are
raised from corporate and individual sources, both within
and without the industry.

Our great concern is that in the crisis atmosphere
surrounding the energy problem the critical role of the
independent o0il and gas producers in the discovery and

production of energy in the United States is being deli-

berately jettisoned or sacrificed in a panicked effort to
find immediate solutions through scientific miracles in the
form of synthetic fuels and solar energy. These "solutions"
are at worst mere political cosmetics and at best longer-
range answers which simply cannot fill the nation's

present needs for energy. This will become acutely apparent
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when the effects of the Presidentially declared lower
imports of foreign oil begin to impact directly on our
economy. Accordingly, the purpose of this statement is

to urge each member of the Senate Finance Committee to take
a moment to focus on the true significance of our company
(as a typical independent producer)--as it affects the
immediate future of increased domestic production of oil
and gas. We ask that you make that analysis in the context
of the windfall profit tax act as passed by the House of
Representatives to see just what that legislation, if left
unchanged by the Senate, would do to us--and to the country
as a whole.

A glaring blind spot emerges from H.R. 3919 as
passed by the House of Representatives, and from the
Precident's energy proposals to date: Both completely fail
to separate the small, independent domestic o0il companies
such as ours (numbering about 10,000) from the seven major
multinational oil companies. The importance in differen-
tiating between these two groups of oil companies lies in
the radically different role which they play in the discovery

of new sources of domestic oil and gas. Almost all (90%)

of the exploratory drilling in the United States is done

by us domestic independents (not the major multinationals).

It is this domestic drilling which will most immediately
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and effectively fill the additional domestic energy supply
gap that will be created by President Carter's newly pro-
mised restrictions on the importation of foreign oil.

One of the primary weaknesses of President Carter's
new energy proposals is that they totally lack an "imme-
diate punch." Shale o0il, coal, synthetic fuels and solar
and nuclear energy will all play an important future role--
but it will take considerable time before these alternate
sources of energy will be available in sufficient quantities.
The only immediate useable and large domestic source of
energy to fill the current--and growing--gap is oil and gas.

It should be obvious to everyone that ever:thing
possible that can be done, should be done, to maximize the
production of this source of domestic energy immediately.
However, the House-passed bill cuts in exactly the opposite
direction. Instead of maximizing the incentives to inde-
pendents, it, in a very real economic and practical sense,
imposes a direct disincentive upon independents by subjecting
us to a "windfall profit tax." This presupposes that
independents will pocket a "windfall" from deregulation of
0il prices when in reality expendable funds are definitely

needed to continue operations. Why, then, are we small
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independent oil and gas operators being subjected to this
tax? It simply defies common sense to impose such a tax
on the very companies who are conducting almost all of the
domestic oil and gas exploratory and drilling activities.

The decrease in domestic production and the
concomitant increase in importation of foreign oil over the
past decade are the direct result of a U.S. governmental
course of action: The control of domestic prices coupled
with a number of increasingly repressive tax changes (made
in the name of tax reform}, such as repeal and reduction of .
intangible drilling expense deductions and percentaqe'
depletion allowances on domestic oil and gas. The combined
efféct of these deliberate legislative actions, plus the
increased costs of drilling and production caused by inflation,
has been to make it uneconomic for domestic drillers to search
and drill for those domestic deposits of oil and gas which
are deeper, lower in quantity and otherwise more costly
to retrieve. Consequently the United States has literally
forced itself into a corner--making us go seriously depen-
dent on foreign o0il and gas that now we are literally‘at the

mexcy of those in control of those foreign deposits.
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How does the President plan to solve this crisis?
By perpetuating and fertilizing the very roots of its
causes. While loudly announcing that the ill-fated control
of oil prices is finally being rxremoved, the Prgsident in
the same beath takes back the economic benefit of such a
price rise with an excise tax on tﬁ; proceeds generated by
the very same increase in prices.

Not only is the President urging the imposition of
this ill-conceived "windfall profit" tax--but he is making
it the keystone of his energy program, the source of most
of the funds for the new programs he is recommending as
the solutioh to our energy problems. The magnitude of the
tax---$142 billion--speaks for itself. It is patent that
the so-called decontrol of oil prices is nothing more than
an illusion: “What the right hand giveth the left hand
taketh away."

The adoption of the President's windfall profit
tax may provide temporary funds for costly bureaucratic
experiments on a short-term basis, but it will also inex-
orably drive the independent domesgtic oil and gas producers
further down the road to extinction. Rather than stimulating

the earlier discovery and production of known large domestic

reserves of oil and gas, enactment of the windfall profit
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tax will push those reserves further and further onto the
back burner of domestic exploratory activity. .

Perhaps the President's failure to be more discri-
minating in his choice of targets for imposition of the
windfall profit tax stems from the widely-held feeling that
all oil companies are inherently avaricious and have unjustly
benefited from the machinations of OPEC, to the great detri- '
ment of the Amezican public. Such feelings should not be
- permitted to blind our people, and particularly you, their
elected representatibes, to the critically basic fact that
our domestic independents have not enjoyed thase benefits;
indeed, we are gradually being put out of business because
the regulated prices at which we've been required for so
long a period of time to sell our production has made us
less and less able to compete.

The plea being made here is that the Congress not
tar all oil companies with the same broad brush. The true
role of the independents in producing new sources of
domestic d®il and gas must not be covered up and lost sight
of. Indeed, it must be highlighted and brought into sharp

focus.
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One Concrete Example of the Immediate

Increase in Domestic 0il and Gas That
. Will Result If Independents Are Not

Subjected to the Windfall Profit Tax

The energy crisis is a national problem of such
great scope that it tends to bertreated in equally broad
generalities. 1In contrast, I would like to submit a
specific example'which directly affects my company's
activities (typical of the situation of thousands of other
independeqts). This exﬁmple demonstr?tea simply and con-
_ cretely exactly how and why the increased funds which

decontfolled 0il prices, undiminished by a windfall profit

tax, would at once Bé applied to the increased production

of domestic oil and gas. . .
The Pérmian Basin is one of the nationfs older

major producers of oil and gas. Substantial productionlwas

first initiated in appréximately 1926 and the development

of oil ﬁnd gas reserves has been continuous since that

time. Theie have been few major discoveries of oil or gas

in the Permian Basin in the past five yeérs; however, thé

accumulation of petroleum products in marginal reservoirs

is widesbread. Tﬁe cumulative oil and gas reserveé available

in the vast number of small reservoirs is éruly substantial

in terms of the nation's overall reserves.
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Notwithstanding these substantial reserves,
Federal controls and. the constant uncertainty of the legis-
lative climate have led to a drastic reduction in the
number of businesses in the industry and the abandonment
of oil and gas oroduction and egploration projects. For
example, in weot Texus‘alone, some Qo,drilling rigs are idle
due to the industry and investors' feelings that further

gouernment intervention will additionally penalize those of

“us enguged in oil and gas production.' This type of legis-

lative activity must be seen as counterproductive even by
the blindest of people.'

The small independent o0il and gas producer, in order
to effectively operate, is faced with substantial adminis-
trative and technical overhead. Most amallAcompanies, such
as ours, have staffe of geologists, engineers, landmen,
accountants‘and edministrative people. These are the minimum

needs for the logical exploration of petroleum products.

When the cost of such essential personnel is prorated over
a small number of barrels produced daily, it creates an
exceptionally high per unit cost to the small producer.
This, in effect, means that the economic expenditures of
the small producer are much _greater per barrel of new oil

discovered than that of the major producets. Accordingly,
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smal; producers are fuced ‘with the serious threat of economic
destruction unless their revenues are allowed to materially.
inorease. Most qpall producers simp}y do not have the:
financial capacity.of investing the vast funds required for
the discovery of btfshoré reserves ox inée:ﬁational reserves
and; thus, we are réstripted to ¢ont1nugd‘effor£; to. produce
marginal reserves. v
A specific example of one such m@rgina; (but
substantial) reserve is an old field known as the Jameson -
Field in Nolan County, Texas. We have strongly desired to
rework this field but have repeatedly found it uneconomic
to do so. -The Jameson Field was originally drilled on .
80-~acre spacing and it ha; subsequently been observed that
one well on each 80 acres did not completely drain the
reservoir. Indications are that additional in-fill drilling
on 40 acres would be desirable. We have drilled three such
wells in the past 12 months; however, the rate of oil pro-
duction (18, barrels per day) and gas production (200,000
cubic feet per day) per well is not adequate to encourage
further drilling, even fhough additional reserves are
definitely known to be present.

The release of crude oil prices to the free world

market price would cause substantial drilling in this

immediate area within the next 12 months. Each of the new
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wells in the area will probably recover about 30,000 barréls
of new oil and it is anticipated that some 100 wells would

be drilled in a 12-month period and 200 wells in a 24-

month period. This would mean that 6,000,000 barrels of

presently unavailable crude would be placed on the market.

(819ﬂitigknt1y, this phrticulai example can be multiplied
hundreds of times.) - '

The present estimated recovery from the Jameson
Field of 30,000 barréls per well would be materially increased
{to about 40,000 barrels) if the price is allowed to reach
the world price. This is due to the fact that the limit
of economic productivity is stretched from approilmgtely
10 years to 20 years and the additional recovery per well
would amount to approximately 10,000 barrels. The 200
old wells, plus 200 new wells to be drilled if the price is
allowed to escalate to world price, would mean an addi-
tional 4 000, 000 barrels of ultimate oil recovered, beyond
the 6,000,000 to be recovered by new in-£fill drilling.
Thus, 10,000,000 barrels of additional oil would be pro-
duced.

An additional example of the effect price has on
crude oil availability is found in the old oil fields near

Duncan, Oklahoma which-have been producing for over 50
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years. One small area of approximately 400 of these old
producing vellg is constantly in threat of being abandoned
_due to the fact that the fields and wells are approaching
their economic limit, i.e., the cost of production is very
cloge to .the sale value of the product.. These wells, as
is the case with thousands of wells throughout the country,
have reached the stripper category and are capable of
producing for many years in the future (probably 50 years
or more). Should the price of oil not be allowed to
escalate substantially, the economic. limit will be reached
in the immedi;ta future and the wells will have to ye ‘
abandoned., An exemption from the windfall profit tax for
the oil produced from these we;ls will extend the economic
limit of this production indefinitely and would make
available approximately 800 barrels of crude oil daily
that would otherwige be lost to the market place. This
800 barrels of crude cil translates into appr;ximately
25,000 gallons of g&soline per day. This would be enough
to run 8,000 automohiles for an indefinite perioﬁ.\‘The
" above examples deal with only veryuémpll areas in Texas
and Oklahoma but théy are représeﬁtat;ve of'hundreds of
such tases throughout the United States, especially the

old oil fields of Pennsylvania.
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In this regard your attention is directed to the
testimony before this Committee on July 12, 1979 of Jack M.
Allen, President of the Independent Drillers Petroleuﬁ
Association, an organization of independent petroleum
explorer-producers having some 5,100 members in every pro-
ducing area of the nation. Contrary to the apparently
widely-held miscéﬁcaption that the reserves of oil and gas
remaining in the United States are negligible, Mr. Allen
points out that the known reserves are huge--totaling 400
billion barrels of oil. Between 100 bkllion andlzoo billion
barrels of those reserves are recoverable by presently
known techniques and the only reason for not developing
these reserves is that the independent oil producers do not
possess the funds necessary to engage kn such production
techniques. Hopefully, technologicai advancements will
enable us to recover an even greater portion of these
known reserves. Mr. Allen's observation regarding this
vast proven domestic source of energy bears repetition:

An increase of {only) one percent in v
recovery would mean an addition of

four billion barrels of domestic oil,
with no finding costs. The most pro-
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mising future enhanced recovery

techniques involve very high cost

tertiary processes. These systems

will simply not be widely developed

80 long as the resulting production

is subjected to price controls or

prohibitive taxes. Production from

« such projects therefore ought to be

permitted at market prices because

each barrel not produced is a barrel

which must be imported on OPEC's terms.

We are discussing here an area of major importance
to the solution of the préseit energy crisis when we focus
on the relationship of the independent operator to the
discovery and production of domestic oil and gas. We are
not talking about a "marginal" element in the energy crisis,
as Secretary Blumenthal suggested to this Committee when he
testified against any exceptions to the "windfall" tax. On
the contrary, we are dealing with an aspect ofAkey importance
which, if recognized by the Senate after it finishes with
H.R. 3919, will give the law the reasoned balance of (1)
freeing from the tax that segment of the oil industry which
will by its very nature and entire history use the bulk of
its sales proceeds in further very extensive Qomestic
exploration and drilling, while (2) subjecting to the tax
that part of the oil industry which has profited most from -
foreign oil prica increases and which has used very little
of those proceeds in searching for new sources of oil and

gas in the United States.
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~The further balance which such legislation would
achieve is that it would permit a portion of the funds
generated by price decontrol to be utilized for increased
domestic exploration by the acknowledged world's experts
in that activity~-~the independent operators of the United
states. This would be done without government direction
or intervention--a process which, while sometimes necessary,
is seldom as economic or efficient as when the matter is
left in avowedly expert private harids. The other portion
of the funds regulting from the lifting of price restraints
{(the lion's share) would go into the proposed trust fund to
be used for many worthwhile purposes in our battle for
energy self-sufficiency.

~ We find it difficult to believe that uéon mature

reflection both Houses of the Congress, and the Administration,
will not agrée with the views expressed herein. Providing
an exemption for domestic independent oil andqgas producers
makes such obvious good sense. )

The Negative Impact wﬁich The Proposed

Windfall Profit Tax Has Already Had
On Domestic Exploration and Drilling

I1f the simple economics .above discussed are not
sufficient to make qﬁr case we would like to call the
Committee's attention to three recent developments actually

experienced by Magnatex, directly attributable to the
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impending enactment of a windfall profit tax, which are
real life evidence of the destructive consequences that
will befall the domestic independents if their operations’
are not exempt from the tax.*

1. Magnatex has suffered a dramatic Qecrease

in available venture capital with which to
engage in further oil and gas exploration

Magnatex is currently in the process of raising

funds for>drilling exploration from sources outside of tﬁe

* It is very interesting to note that the Treasury Department
at this very time is advocating to another Senate committee
that an exemption from certain Federal excise taxes acts
as a direct incentive for production of gasohol. Assis-
tant Secretary of the Treasury Richard J, Davis stated
before the Senate Energy Research and Development Sub-=
committee of the Committee on Energy and Natural Resources
on July 12, 1979 as follows:

Permanent extension of the gasohol exemption
from the Federal gasoline tax . . . could
significantly increase the incentive for
production of this fuel by providing the

* continued demand for the product that new
investors need. It is hoped, therefore,
that this proposal will further assist in
the development of our capability to pro-

* duce gasohol.

This 15 precisely the point that we seek to make herein.
By exempting the small independent oil and gas producers
from the windfall profit tax, Congress will be providing
a direct incentive for increased domestic production.
Treasury employs an intriguing form of logic, I submit,
by seeking an exemption from an excise tax on gasohol to
stimulate production while simultaneously advocating an
increased excise tax on a more important and abundant
form of domestic energy (in order to decrease production
"thereof?)
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1ndustry'and\we have been very aismayed as prospective
investors have told us that the proposed windfall profit
tax causes them to have doubts about the economic validity
of such an investment. We have also been distressed to hear
from prospective investors thét they are concerned about
the overall reputation of the petroleum industry Sa ex-
pressed by the government and perceived by much of ‘the
public. These investors are not sure that they wish to
be a part of an industry that has been painted as being

so greedy and avaricjous. Thus, we will be able to raise
some 20% less outside capital this year than iast year,
even.thoﬁghiourAeconohic success last year was well within
the parameters expected within the industry.

2. Decrease in drilling rig utilization

As mentioned above, currently in the Permian Basin
of west Texas some 80 drilling rigs are idle due to the
industry and investor feeling that further government
intervéntion and taxation will additionally penaliée those

‘of ué engaged in 0il and gas production. The idl;ng of
such domestic drilling capacity is the sheerest type of
counterproductive inaction;

3. Industry fears of even more
complicated regulations

The instigation of crude oil and gas price controls
has caused the creation of an enormous bureaucracy in the

form of the Federal Energy Administration which is both an
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uqbellovgble expense to the taxpayer and a direct hindrance
to the orderly and economic development of additional crude
oil and gas suﬁplies. In our small company the overhead
necessary to pursue oil and gas exploration and development
has been increased some 17% merely through the addition of
personnel to diagnose, understand and comply with the various
Federal regulations imposed upon this industry. Therefore,
the natiqn'a cxude oil and gas producers have been forced to
suffer substantial additional expense in their operations
merely for the purpose of submitting to controls which are
neither needed nor desirable. As indicated, the overall
effect of such controls has been a material reduction in

oil and gas exploration, as well as an increase in cost to
.the operator and, therefore, to the ultimate consumer. Any
additional industry controls will simply add to the present
overhead, further reduce exploration and production, and
force still more;small independent companies ;ut of the oil

and gas business. - Government controls have played a large

’ part in centralizing much of the industry in the hands of

. a few‘mﬁjor producers. Only they can survive such controls.

Conclusion

The President in his recent address to the nation

. 8poke of a crisis of the American spirit--the lack of con-

fidence in the direction of our future. He mentioned voter

iapathy, droppinélproductivity. unwillingness to save for the
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future and growing disrespect for institutions. I believe
that one reason for this is the growing pe;ception among
Americans that they are unable to shape their own destinies.
I submit that not the least reason for this §erception is
the ever-increasing government control in all areas of life
and business. H.R, 3919 is an example oflsuch control.

It diminishes incentive and initiative right when we need
them most. The American spirit is still alive! but it did
not develop in an atmosphere of government control. It
thrives on freedom and incentive.

As for ourselves, I am in a position to say with
authority that Magnatex Industries really needs the addi-
tional revenue that will result from the deregulation of
crude oil prices. These added revenues will permit us to
materially expand our efforts to discover new domestic oil
and gas reserves. This new source of funds will enable us
to drill reservoirs that previously were unec;nomic. The
‘added proceeds from the sale of oil'will in turn give us
the power to attract additional capital from outside sources
to continue, on an increased scale, our domestic oil and

gas exploration efforts.
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{From the Congressional Record, Senate, July 18, 1979)
WinpraLL Prorrs Tax—H.R. 3919

AMENDMENT NO. 336 ‘
(Ordered to be printed and referred to the Committee on Finance.)

Mr. BENTSEN (for himself, Mr. Dorx, Mr. Baucus, Mr. BeLLmoN, Mr. BosgN, and
Mr. GravEL) submitted an amendment intended to be proposed by them, jointly,
to HR. 3919, an act to impose a windfall profit tax on domestic crude oil.

Mr. BeNTSEN. Mr. President, not since the Second World War has the security of
the United States been so threatened as it is today. In the past decade the leaders of
our Nation have pursued energy policies that have restrained domestic ene
production and subsidized foreign imports. We are now beginning to pay the full
price for these ill-conceived policies. The OPEC nations repeatedly have demonstrat-
ed their ability and willingness to demand ever-increasing prices for their oil.
According to the best estimates available the recent OPEC price increase will force
inflation 2 percent higher in the United States next year and throw a million U.S.
workers out of their jobs.

Our dependence on unreliable and increasingly costly foreign oil has doubled
since the 1973 embargo while domestic production in the lower 48 States is in its
9th year of decline. It would be a tragic miscalculation for Congress to take action
:’hat v;ould add to this decline. We need greater energy independence not more

lependence.
or this reason, I intend to sponsor an amendment to H.R. 3919 which will
exempt from the windfall profits tax the first 3,000 barrels of daily production by
.independent producers. This amendment would provide the capital requirements
and drilling incentives needed by that segment of the petroleum industry which
does nearly 90 percent of the Nation’s exploratory dritling and accounts for 76
percent of the recently discovered oil and gasfields.

By exempting most independents from the tax, we can be assured that their
increased earnings will be plowed back directly into exploration for additional
domestic energy resources. Over the past § , independents have received gross

revenues of $33.3 billion but have spent $34.9 billion for drilling and exploration.
The evidence is clear that independent producers are reinvesting everything they
earn and then borrowing more money on top of that to explore for oil and gas. If we
permit the independent producer to keep these tax dollars rather than the Govern-
ment, he will use it to do what he does best—produce more energy.

Without this tyﬁof exemption I am concerned that the windfall tax will continue
to erode the number of independent producers who can successfully compete with
the major oll companies in the risky and increasingly technical business of oil
g:f}orati . Since the Mid-1950’s, the ranks of independents have been slashed in

from over 20,000 to 10,000 today. Because independents derive income only
from the discovery and production of oil, they will be much harder hit by this tax
than the major oil companies which also earn income from refining, marketing,
t rtation, and overseas operations.

Although there remain approximately 10,000 active independents in the petro-
leum business, moset of our domestic oil reserves are held by the slightly more than
30 major integrated companies. Preliminary estimates indicate that this amendment
will release oglgy 16 pervont of the oil subject to the windfall tax, but it will exempt

greater than rcent of the producers from the need to comply with paperwork
and redtape b\m&ens of the tax. - , .
Because I am deeply. concerned that im the House version of the windfall

tax on independent producers might discourage desparately needed new exploration,
I am offerinﬁ this a?nendment to exempt from the tax thz first 3,000 barrgls a day
that the independent produces. I ask unanimous consent that the text of my
amendment be printed in the Record.
There being no objection, the amendment was ordered to be printed in the
Record, as fo q
. . €
AMENUMENT NO. 338 ‘ :
P I?OnD (2)'Nl'i'ne 14, after “TAX"” insert *; EXEMPTION FOR INDEPENDENT
On page 3, between lines 10 and 11, insert the following new subsection: .. '
“(d) Exemption for Indpendent Qil Production.— '
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“(1) General rule.—There shall be exempt from the tax imposed by section 4987 so
much of the production for the taxable period as does not exceed the product of—

“(A) 8,000 barrels, multiplied by :

“(B) the number of days in the taxable period.

“(2) Rules for determining ownership shares.—

“(A) In the case of a taxpayer holding a partial interest in the production from a
property, including an interest in a partnership, the taxpayer's production shall be
an amount which bears the same ratio to the total production of the property for
the taxable period as the taxpayer's participation in the revenue from the property
be(sg)a g‘o tltl)e‘ total reven;le fr?zp the prope (fi))r ttohe tl;axgble perigd. tro]

or the purpose of applying paragra a business under common control,
the Secretary shall prescr?be rules sxmiﬁu- to the rules under section 613A(cX8).

““C) In the case of a partnership, the amount of the exemption under paragraph
(1) shall be computed separately by each of the partners, under rules similar to the
rules under section 613A(cX7XD), and not by the partnership.

“(D) In the case of a transfer of an interest (including an interest in a partnership
or trust), paragraph (1) shall be applied in accordance with rules similar to the rules
under section 613A(cX9).

“3) Oxderigg rule where production exceeds exemption.—If the amount of a
taxpayer’s F uction for a taxable period exceeds the amount of the taxpayer's
exemption for that period under paragraph (1), the excess shall be attributed to that
part of the taxpayer’s production for which the removal price per barrel is lowest.

“(4) Retailers and refiners excluded.—This subsection shall not ax ly in the case
of a taxpayer who is excluded from the application of section 613A(c) under para-
graph (2) or (4) of section 613A(d). :

StaTEMENT OF EpwiN C. PRASUHN, PRESIDENT, ILLINOIS OI1L & GAS ASSOCIATION

My name is Edwin C. Prasuhn. I own the Midwest Oil Producers Company, an
independent oi(l)ﬁroducing company in Fairfield, lllinois. I testify now as ident
of the Illinois & Gas Association, a State Organization of Petroleum Explorers-
Producers having some 1,200 members engaged in Illinois operations.

The Crude Qil Windfall Profits Tax Act appears to us as an effort on the of
some factions of the United States Government to keep in step with OPEC oil
producing nations by increasinilthe price of crude oil lg'sgovemment taxation. It is
incredible that this country which was born and flourished under the free enter-
prise system should be 8o envious of a tax source that it would wish to follow the
gox;nm::alt:l edicts of non-democratic forms of government in order to achieve

ing .

History has shown that in the long run more tax dollars will actually be received
from a strong and uncumbered industry than by a burdensome taxation which
cripples the industry It is our hope no Windfall Profits Tax will be adopted.

n consideration of the President’s Energy Policy requests, some form of Windfall
Profits Tax is under consideration by this Committee. We would like to point to four
areas where changes from HB 3919 could greatly improve the President’s other
request for increased domestic production. The four areas are: (1) treatment of new
0il; (2) treatment of “Stripper”’ and enhanced recovery oil; (3) treatment of marginal
wells; (4) permanency of any tax. Suggestions in detail for the treatment of each of
these areas are as follows.

‘1. Since all oil wells eventuallif o dry, the ability to increase domestic production
must lie primarily with new o gmwve ries. The chief deterrent to the drilling of
wildcat wells is economics. Persons who are willing to invest high risk capital iook
for situations which have been large roﬁtahili? if succeesful and minimum tax-
ation thereon. If either element is ing, risk capital goes elsewhere. We

that no Windfall Profits Tax be %l::ed on category. . .

. In recent past history, Congress recognized the need for “stripper” produc-
tion to be encouraged. These wells which remain unplugged are far cheaper to use
in tertiary or enhanced recovery activities than uirinﬁeew holes to be drilled. In
Illinois alone, 8 billion barrels of oil in place have been discovered. We have

roduced since 1906 about 3 billion barrels. re remain about 5 billion barrels in

own areas in the d. Enco enhanced recovery activities could produce
at least another, 1% billion barrels. For Congress to adopt the provisions for “strip-
per’ taxation and discourage continued “stripper” production is a complete reversal
of its previous actions. To make this a permanent tax is unconceivable. We recom-
mend ‘;t:tirper" prodiiction and enhanced recovery oil be treated the same as new
oil production. o )
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3. Marﬂ'.nal well properties are similar to “‘stripper” production. They are proper-
ties which for reasons of the depth of hole, exceptional water production or other
mitigating circumstances are producing at their economic limit. Without some form
of economic encouragement tgnese wells will be prematurely abandoned. We urge
these properties be treated in a like manner to “stripper” properties. =~

4. In 1975 the Energy and Conservation Act g! mised the domestic oil industry
only 40 more months of temporary price controls. Taxation is certainly a form of
price control. The tax legislation before this Committee represents an Act of broken
commitment with the domestic oil industry. Nevertheless, we believe in the demo-
cratic political process, and that justice will eventually prevail if Kax‘e&nt actions by
Congress don't bind the future too severely. We strongly urge that a misnomered
“Windfall Profits Tax" be not made permanent.

STATEMENT OF CoMMITTEE ON FEDERAL FINANCE, COUNCIL OF STATE CHAMBERS OF
COMMERCE TO THE SENATE COMMITTEE ON FINANCE, WiTH RESPECT TO PROPOSED
CHANGES IN THE FOREIGN TAX CREDIT AND PROPOSALS RELATING 70 THE CRUDE OIL
WiINDFALL ProFITs TAX

The Council of State Chambers of Commerce is a federation of 33 State and
regional business associations. The Federal Finance Committee is one of several
standing committees of the Council which develop and recommend policies on
legislative issues to its member organizations and to the Con, . Normally, the
policy proposals submitted to Congressicnal committees are first referred to the
member organizations for endorsement, but in this instance that procedure was
impractical use of the short lead-time available. Accordingly, this presentation
is being made only on behalf of our Federal Finance Committee.

FOREIGN TAX CREDIT PROPOSALS OPPOSED

We have for many years held steadfastly to the position that so long as foreign
source income is subject to U.S. tax, the foreign tax credit is absolutely essential if
American business is to compete successfully in world inarkets. Likewise, we have
consistently opposed proposals which would erode the foreign tax credit because the
increased tax burdens caused by such erosion would make American business less
competitive abroad. On each occasion that we expressed these views before your
Committee over the years, we had the endorsement of a great majority, if not all, of
the member organizations in the Council. Accordinlgy, we welcome this opportunity
to comment on the Administration’s proposed changes in the present limitation on
the tax credit for foreign oil and gas extraction taxes. -

We are opposed to the Administration’s d;‘n'oposal for several reasons—namely, its
further erosion of the foreign tax credit, the purpose of which is to prevent double
taxation of foreign source income; its effect of discouraging U.S. oil exploration and
development in non-OPEC countries; its unfair provision for retroactivity; and its
preeeient for later application to U.S. multinational businesses generally.

During the last ten years or so the foreign tax credit has been under intermittent
attack by proposeals to limit or even re the credit. At the heart of the more
radical proposals has been the fallacious belief that the tax credit is a tax incentive
that favors foreign investment, and that such investment results in exporting of
uUs. Jﬁl:s and the importing of products v+:ich would otherwise be produced in the
U.S. The less radical proposa.lt;iwiv both legislation and regulation, have been made
on the premise that some loopholes exi in the tax credit m and should be
closed. Following the OPEC oil embargo in 1978, attacks on the foreign tax credit
were directed to foreign oil and gas income rather than foreign income gener:el'llllr.
Thus, in 1975 the c&tion to use the per-country limitation in determining the credit
was eliminated with respect to foreign oil-and gas income, From 1960 to 1975 an
election to use either the per-country or the overall limitation was available for all
foreign source income. In the very next year, 1976, the per-country limitation was
mﬁaled for all foreign income.

ow the Administration proposes a special limitation for foreign oil and gas
extraciton income. The credit would be the leeser of the credit computed on the
overall basis and the credit computed on a country-by-country basis. If this provision
should be enacted, will the next step be application of a similar provision to all
foreign source income? It is ce a prospect of serious concern to all U.S.
companies operating abroad. It is es serious in light of the fact that U.S.
treatment of foreign operations and income of American firms is currently no more
favorable than of our princi competing countries treat their companies
operating abroad. To the contrary, they generally treat their companies more favor-

$4-217 0 = 79 - 20 . L4
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ably than does the U.S. There can be no doubt that increasing the competitive
disadvan of American firms abroad would have adverse effects on our domestic
jobs, on U.S. exports, and on the U.S. balance of payments.

In his appearance before the House Committee on Ways and Means on May 9,
1979, Secretary Blumenthal stated that the finding of more petroleum anywhere in
the world is a benefit to the United States. We certainly concur. Unfortunately,
however, the Administration’s foreign tax credit proposaf relating to oil and gas
extraction income would discourage U.S. exploration for and development of oil
reserves in countries which are not a of the OPEC cartel. Given the serious
world shortage of oil that is not controlled as to supply and price by OPEC coun-
tries, a proposal that would discourage exploration and development elsewhere can
hardly be deemed in the best interest of this country.

But that would be the effect of one of the ¢! the Administration proposes in
the foreign tax credit. Calling it a loophole, the Administration calls for repeal of a
provision which permits deduction of ex{:loration losses in currently non-producing
countries from total oil-related income. It would require that such losses be deduct-
ed from extraction income in existing profitable producing countries. Under current
law exploration and development losses in a profitable producing country are de-
ductible only from extraction income in that country.

After the 1973-74 OPEC embargo, the Congress ized the need to encourage
U.S. exploration in non-OPEC countries and in 1975 it specifically provided for
deductibility of exploration and development losses-in-non-producing countries from
total oil-related income. As the Staff of the Joint Committee on Taxation noted in
its recent report explaining foreign tax credit rules, ‘“This gpecial ger-country ex-
traction loss rule is designed to encourage the exploration for and development of
new oil reserves in countries where the companies do not presently have significant
production (countries which generally are not OPEC members).”

But despite the clear intent of Congress, the Administration calls the provision a
loophole and wants it repealed. The effect would be the equivalent of taxing these
exploration losses and obviously discouraging such exploration. Moreoever, the pro-

seeks retroactively to tax such exploration loeses incurred in the years 1975
through 1978. This would be accomplished by recapturing the tax benefits from
losses in a country in those to the extent of 50% of the extraction income
arising in that country in 1979 and subsequent years.

To repeat, we have two main concerns about the Administration’s proposal. One
is the further erosion of the foreign tax credit and its adverse implications for U.S.
multinationals generally, and the consequent adverse effects on U.S. jobs, exports,
and balance of payments. Our other concern is this pro punitive taxation of an
abeolutely essential, although currently unpopular, industry even thou%h it would
have the effect of discouraging the much needed discovery and development of
additional world petroleum resources. To us, such action does not make sense.

NEW OIL SHOULD BE EXEMPT FROM WINDFALL TAX

Our committee has not met specifically to consider the President’s crude oil
windfall profits tax mposal or the provisions in H.R. 3919 as passed by the House.
We have, however, discussed this legislation with some of our committee members
and we feel confident that the one recommendation we make here would have the
::pp&rt ogﬂthe committee and a substantial majority of the member organizations in

e Council.

We aﬁr'efaoe our recommendation by first questioning the whole concept of a
windfall profits tax on crude oil. Proponents of the tax argue that the removal of
price controls on domestic oil and gradually allowmﬁ oil prices to rise toward world
market levels will give oil producers an unfair windfall at the expense of consum-
ers. They then assert that an additional heavy tax on the windfall portion—beyond
existing Federal, State and local taxes—is appropriate and e&n;table. Their concept
of equity with res to the old oil is baseJ on the ground that its cost of produc-
tion is so far below the price to.which it could rise under decontrol that an
unreasonable profit would accrue to producers. For new oil, all above a predeter-
n:iigl:d :30';! set by the government would be considered a windfall subject to the
additio: : .

The Administration has recognized that oil should be priced at approximate

- replacement cost. That cost has risen rapidly during recent years, not only because
of inflation but even more so because of the high cost of exploration for new
reserves and of secondary and tertiary recovery of existing reserves. But insofar as
the producers are concerned, the President’s proposal and the House bill consider a
price based on replacement cost as providing a windfall even though an extended
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period all1:»:109 controls caused the windfall. In our view any additional tax on such
is the equivalent of taxing capital, not ts.
Ifwomustaceeptawindfalltax.weurgeat east one e in the
House bill. That is the exemption of all newly discovered of from the wing all tax.
Such an exemption would greatly encourage exploration and development and thus
enhance the basic purpose of decon -l.
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AMAREYX, INC. -« An Energy Compeny + POST OFFICE BOX 1878 + OKLAHOMA CITY, OKLAHOMA 73101 * 1406) 2729201

August 6, 1979

DENTON |. HOWARD
Vice Prevident - Corporete Afleirs

Honorable Russell B. Long
United States Senate

217 Russell Office Bldg.
wWashington, D. C. 20510

Dear Senator Long:

On July 18, 1979, the Senate Committee on Finance heard testimony
relating to oil pricing and the "windfall profits tax". At the
request of Senator Boren (Oklahoma), Dr. William Talley, II,
appeared before the Committee and presented extensive material
in opposition to the windfall tax. A copy of the summary of his
statement is attached and a copy of his complete statement was
filed with the Committee on that date.

In addition, I have enclosed a copy of written testimony submitted
at the same time to the Committee by John W. Mason, President and
Chief Executive Officer of Amarex, Inc., an independent gas and oil
producer located in Oklahoma City. Mr. Mason's testimony complements
Dr. Talley's presentation and submits a very realistic case of pro-
ducing properties which qualify as "stripper" or marginal producers
and the adverse effect a windfall tax would have on those properties
for future production.

I realize you and your staff have a heavy burden of reading material
but I hope you will take time to review the enclosures since they
are timely and pertinent to the resolution of additional tax burdens
on production in the domestic U.S.

Currently Amarex's drilling activities are principally in the deep
Anadarko Basin of Western Oklahoma and the Texas Panhandle. We
also have interests, howevar, in Southern Alaska, Louisiana, Ar-
kansas, Wyoming, and Colorado. )

Sincerely yours,

Denton I. Howard
Vice President
Corporate Affairs

DIH/mt
Enc.
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COMMITTER ON FINANCE
2227 Dirksen Senate Building
Washington, D.C. 20510
Attention: Michael Sterns, Staff Director

WRITTEN COMMENTS OF
JOHN W. MASON
PRESIDENT AND CHIEF EXSCUTIVE OPPICER OF AMAREX, INC.
(Independent Gas and Oil Producing Company)
Oklahoma City, Oklahoma
H.R. 3919
"Crude Oil Windfall Profits Tax Act of 1979"
as

INTRODUCTION

lLet me first say that I fully support the statement of William W. Talley,
11, Ph.D., managing partner of the Resource Analysis and Management Group of
Oklahoma City, Oklahoma, presented to the committee Wednesday, July 18, 1979.

The potential loss to the nation due to the crippling effect upon inde-
pendents of the proposed "windfall profits™ tax is 8o staggering that one hardly
knows where t- begin in order to convincingly demonstrate it. Other experts,
such as Dr. Talley, will present the broad picture; so, I thought it might be
helpful to the committee to see the impact of the proposed tax on just one small
project of one small company. Since Amarex {s one independent among many hun-_
dreds, and the field I will discuss is only one among tens of thousands, the
impact here shown can be multiplied by thousands to get the order of magnitude
of the nationwide effect. ’
AMAREX BACKGROUND

Because of favorable price trends for hydrocarbons since the beginning of
1974, Anmarex Inc. has expended over $100,000,000 for exploration and develop-
ment drilling in the continental United States, all on-shore, and mostly in the
mid-continent, that is, West and North Texas, and Oklahoma. During this time

we have produced about 2.5 million barrels of ‘crude oil and 58 billion cubic
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feet Of natural gas, and currently have remaining proved reserves of about
5 million barrels of crude oil and 110 billion cubic feet of natural gas to
our affiliates for whom these monies were spent.

During our current fiscal year, from April 30, 1979 to April 30, 1980,
we expect to spend some $60 million in further exploration and development.
About $27 million of this comes from outside sources and approximately $33
million from our company. Of the $33 million about §8 to $10 million will
come from internally generated funds and about $23 to $25 million from
bank borrowings. I mention this proposed budget to‘dz!ve home two facts:

(A) There is no need for any incentive other than price to encourage independ-
ents such as Amarex, Inc. to "plow back” their "profits® and a good ;!eal more
besides; and, (b) that since the oil business is extremely capital intensive,
most independent or growing companies operate in a highly leveraged enviromment.
In other words, we operate on borrowed money.

Amarex, Inc. and its atfiliates own the majority working interests in some
33 producing oil wells in southwestern Arkansas in the Dorcheat-Macedonia Pield
of Columbia County, Arkansas. All of these wells will qualify as either “"stripper®
or "marginal® producers. We are currently reviewing a p:ojoct: to ueu-'pl.oto most
of these n\!h at a total estimated cost of $5,351,000. Our independent engineer-
ing report estimates that for this expenditure we will bring into production
approximately 1,834,000 additional barrels of crude oil. Dividing this ouﬁ, it
amounts to a cost per barrel of about $2.92.
..3without windfall profits tax

Now, where 40 we get the money? Because of the risks involved in this type
of project, our banks will lend us about 35 percent of the discounted present

worth of the crude oil we hope to produce as the result of these recompletions.
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Our current reserve report, based on the best estimates we and our banks
can make of the future price of crude oil, values this additional crude oil
a% about $27.50 per barrel over the productive life of the reserves. Of this
amount, about 49 percent goes to pay the royalty and overriding royalty owners'
share, plus state production taxes and lifting costs. Computing the discounted
present worth at 10 percent of the remaining 51 percent that belongs to Amarex
and its affiliates and reducing the result to the 35 percent that our banks will
lend us, we arrive at a "borrowing power™ of about $2.85 per barrel. This means
that: disregarding the effect of federal and state income taxes, this develop-
ment is financible; requiring a cash outlay of about $130,000 from Amarex and its
affiliates, with the balance borrowed,
ssswith windfall profits tax

Now let us oconsider the economici of the same project if the effect of
the proposed "windfall profits® tax is taken into account. The proposed tax
will take away about $7.00 of our estimated $27.50 average value per barrel, and
if we subject the remainder to deletion of 49 percent for royalties, state pro-
d‘uction taxes and lifting ocoets and discount the balance for present worth and
bankers' risk eatimates, wo arrive at a borrowing power of $2.13 per barrel.

This means that, in addition to what can be financed, the project will
require somevhat more than $1,400,000 of internally generated capital from
Amarex, or almost 20 percent of our risk capital for the year. 8Simple prudence
dictates that our available risk capital is better expended in the search for
potentially higher rewards, as for example high-cost, unregulated gas.

As a result, with the imposition of this cospletely counterproductive tax,
these wells ocould be plugged, leaving 1,834,000 barrels of recoverable crude

oil by primary means, left in the ground. This says nothing of the potential

loss of oil that oould be recovered by secondary or tertiary recovery methods

that might be applicable to these reservoirs at a future date.
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As I stated at the beginning, this small example ocould be expanded
to include thousands of fields in the heartland of the United States, fields
that produce the most environmentally acceptable type of crude oil for re-
fining purpoess.

CONCLUSION
The way to avoid these potentially disasterous oconsequences is to exempt

marginal and stripper production from any so-called ®"windfall profits® tax.

Respectfully submitted,

}//4.. Lo, Dorpeere
ohn W, Mason, President

Amarex, Inc.
P, O. Box 1678
Oklahoma City, Oklahoma 73101
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smmzurzggc%iﬁﬁ%&fgvﬁ1 » P.H.D.
BEFORE THE
e
July 18, 1979
INTRODUCTION

Mr. Chairman and Members of the Committee, I appreciate the
opportunity to appear before you today to discuss the President's
crude 011 pricing program, his proposed "windfall proffts tax" and
H.R. 3916, "Crude 011 Windfall Profits Tax Act of 1979" as amended.

I have confidence in the American private enterprise system
and energy industries. America‘'s energy industries through competi-
tive markets can best meet the President’'s goal of increasing domestic
energy productfon and reducing oil imports by one-half by 1990, The
positive proposals regarding the "windfall profits tax" contafned in
my statement should increase domestic crude oil deliverabflity by
more than 1.4 million barrels per day by the end of 1984 --- 35% of
President Carter's stated 1990 goal.

I do not believe that a windfall profits tax or an excise
tax, however structured, is needed to protect the consumer. Without
any new taxes, the third estate stands to collect more than $.50 in
taxes of every dollar increase in domestic crude ofl prices.

The United States Senate sits as the citadel of our economy, our
government and our American enterprise system. As the vanguard of the
American people, you must carefully weigh the consequences of actions

taken based on sdbstituting government involvement for competitive enterprise.
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The proposed "windfall profits tax", efther the President's or H.R. 3919,
are, in my opinibn, structured to substitute political expediency, for
competitive enterprise and to use ofl1 revenues to subsidize grand
government programs. ’
THE OKLAHQMA EXPERIENCE

I base my conclusions on The Oklahoma Experience. The Oklahoma
Experience summarized on the chart on page 5 has shown the positive
responses of Oklahoma's energy industry to positive crude o1l pricing
policies:

- Stripper remaining ofl-in-place has been escrowed
for future enhanced recovery projects;

- Substantfal new oil1 production has resulted from
increased cash flow to the operator;

- Stripper economic well 1ife has been lengthened; and,

- #ell]abandonments have dropped to one-fifth the 1968
evel,

SUMMARY AND CONCLUSIONS

However, if a tax must be passed for political reasons, then
that tax should be applied only to the largest international ol com-
panfes with a plowback provision to force them to spend the revenues
derived from their U. S. ofl production into the development of new
domestic energy sources. If a tax s enacted, the following exemptions

.. must be given:

- Crude ofl and condensate production from stripper wells;

- Crude 011 production from marginal wells (expand the
stripper well definition);

- The first 3,500 net barrels per day of domestic crude
o1} and condensate production by any person;
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- Crude of1 production from enhanced recovery projects
recognized by state regulatory bodies; and

- Crude 011 and condensate production from properties
from which no crude o1l production occurred in 1978.

POSITIVE RESPONSE

The estimated industry response --- more than 1.4 million
barrels per day of incremental crude oil production in 1984, more than
1.25 billion barrels of incremental domestic oil productfon between 1980
and 1984; and more than 469,800 new jobs created --- from the increased

cash flow from these proposals are shown in the Figure below.

JOBS CREATED BY OiL PRODUCTION
PER CATEGORY

o

%00

NEW JOBS ADDED (000'S)

Incrementol Domestic Oil Deliverobility
(MILLON BARRELS PER DAY)

"l A o
1980 1981 1962 1963 1984

1. 3,500 Net BPO or Less
2. Greoter Than 3,500 8PD
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RESPONSE FROM EXEMPTIONS
The effects of these exemption§ (stripper, marginal and

independents) would be to incrementally increase domestic production by
approximately 808,710 barrels per day in 1984, to reduce foreign ofl
imports by more than 723,100,000 barrels of oil between 1980 and 1984,
and to add approximately 269,570 new jobs to our economy.

Action Positive Response

Incremental Incremental Cumu-
1984 Produc- lative Production New Jobs
tion? (BPD)  1980-19841 (BBls) _Added?

Exempt Stripper 307,580 275,000,000 102,530
Exempt Marginal 219,240 196,000,000 73,080
93,960

Exempt Independents 281,890 252,100,000
TOTAL 808,710 723,100, 000 263,570

1pesumes a twelve-month time lag from when revenues ave received
and the effeot of the revenue is realismed in increased production.
therefore only after-tax revenues received from 1980-1983 are in-
eluded. Assuming a 10-year productive life and a 12% annual de-
eline, the first year's produotion from a well is 15% of ite new

primary reserves.
2Three BPD of domestio production equals one new job.

RESPONSE FROM PLOWBACK

The effects of a plowback provision on major oil companies

would be to incrementally (in addition to the levels outlined above)

- jncrease domestic oil production by approximately
600,750 BPD in 1984;

- reduce foreign oil imports by more than 537,200,000
barrels of 0§l between 1980 and 1984; and

- add approximately 200,250 new jobs to our economy.



HISTORICAL 1968-1979

PROJECTED 10 1987

OKLAHOMA CRUDE OIL PRODUCTION
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14 August 1979

404 Kimblewick Drive
Silver Spring, Maryland
20904

Chairman

Senate Committee on Finance
Room 2227

Dirksen Senate Office Building
Washington, D. C. 20510

Dear Mr. Chairman: -

We take exception to the Crude 0il Windfall Profit Tax
Act of 1979 (H.R. 3919) as it applies to Tier Three Stripper
Oil. We feel that stripper oil producers should be exempted
from this tax.

We are a marketing representative, a farmer and two
engineers, each of whom grosses less than $50,000 per year
from his primary source of employment. Four years ago we
established a partnership to develop an oil lease in South-
eastern Kansas, not for the purpose of seeking a tax shelter,
but for the genuine purpose of making money on oil production.

With an initial out-of-pocket investment of $6,500 risk
capital from each partner and a continually re-financed bank
loan of $90,000 plus other short-term loans, through 1978 we
managed to put in twenty-three wells at a cost in excess of
$300,000. 1In 1978 we averaged 23.5 barrels of oil per day
from these wells:; not a very impressive average and declining
at that. Only since 1 January 1979 when the price of oil
started to climb from its seventeen-month level of $14.78 per
barrel to its current level have we been able to plan and
implement the drilling of more wells. This we are doing now
at the rate of one well every other month. Three new wells
put into production this year have increased our output, at
least temporarily, to some thirty barrels per day. Cost of
these wells has actually exceeded the net income realized from
the lease this year to date!

Our production, as well as that of others like us, is help-
ing to alleviate our country's oil shortfall. We alone are
producing 8,500 barrels per year of domestic oil, doing our
share to slow down the outflow of American dollars to the OPEC
countries. Furthermore we are returning approximately 85X of
our entire partnership gross income to the local Kansas economy.
It is significant to note that in four years of operation we
have each taken out a total of only $13,238 from the partner-
ship, which equates to $275 per month per partner. We definitely
could not retire on that!
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We do not believe that you intend to discourage stripper
well producers from drilling more wells; yet, in essence, that
is what H.R. 3919 will do. Our experience has shown that for
a stripper well we are hardpressed to maintain a production
rate of two barrels of oil per day after an initial surge.
This surge, incidentally, rarely, if ever, has exceeded 10
barrels per day for more than a day or two before falling off
to a slowly declining level of less than two barrels per day.

As suggested in H.R. 3919, ours is a type of operation
for which price increases will encourage additional oil produc-
tion. Such increases have, in fact, been the only means for our
securing the additional capital we need to do more drilling.
Therefore, we propose that you consider exempting stripper
well producers from the provisions of the Crude 0il Windfall
Profit Tax Act of 1979. This would be consistent with the
Energy Conservation and Production Act which provided exemption
from price controls for properties with average per well
production of crude oil not exceeding 10 barrels per day.

As a minimum, we believe you should consider some method
of exempting from taxation those monies received in excess of
the base price for Tier Three Stripper 0il which can be shown
to have been invested in the production of additional oil.

Other precedents exist for special treatment of stripper
well production. For instance, in spite of the freeze on crude
oil prices under President Nixon's general wage-price freeze of
August 1971, Congress deregulated stripper oil. Pursuant to the
Energy Policy and Conservation Act of 1975 the President in
February 1976 set stripper oil prices at $11.47 per barrel.
Later in the year, however, Congress in its wisdom once again
deregulated stripper oil. This was a sure indication that you
recognize the special situation stripper well production repre-
sents.

We trust that you will again take recognition of this
special situation in your consideration of H.R. 3919. Thank you.

5

Very truly yours,

.".\,,v"’/‘u Y .’\ . “..1;'.‘. . —————

Wilfred W. Reisinger
Copies: The Honorable Lloyd Bentsen

The Honorable Robert Dole
The Honorable Nancy L. Kassebaum
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UNITED STATES INDUSTRIAL COUNCIL
Chauncey W. Lever, Chajrman

Statement on
"Windfall Profit's” Tax
Before
Cosmittee on Finance
United States Senate
July 30, 1979

Mr. Chairman:

Thank wu for the privilege of testifying before your Committee. I value
this privilege and want to fight to preserve it for every citizen.

Py name is Chawncey W. lever. I am the thairman of the United States Indus-
trial Oouncil--an organization of nearly 5,000 business and professional mesbers
-employing rore than 4 Tillion people. Since 1933, we have been fighting to safe-
guard free enterprise, fair conpetition,and individual initiative.

5

We believe both industry and government are essential to the foomilation of ~
energy policy but each has a particular role. Both will function best within their
own areas, except in the event of serious national crisis, such as Congressionally-

declared war.

We believe, and all evidence sipports our belief, that excessive taxes,
regulations and paperwork diminish incentive and productivity in any business. Extra-
ordinary taxes and restrictions are particulaly devastating to high-risk and high
investment industries such as energy developent and production.

Energy production is our preeminent gcal. Energy independence from wstable
foreign sources cannot be achieved too quickly. Adequate investment and the best
technology are essential. The incentives, energies and ideas of the private sector
need only be loosed. Government needs & little more than free the vast and eager
forces of the free market and private enterprise. Genuinely free enterprise is a
far more effective foroe for preventing monopolies and alleviating individual
eoconamic hardship than govemment. Government must permit the entrepreneurs, inno~
vators and risktakecs to finction as freely as possible; it should intervene only
1f abuses occur. . -
any "windfall profits” or "excess profits™
Excess taxes stifle innovation and
tax wpon a particular busines or indus-

USIC therefore, specifically opposes
tax as discriminatory and oounterproductive.
risk taking. We particularly oppose any such
try such as damestic oil production.

he so-called "windfall profits tax® is not a tax on profits, but a tax on
production. When a barrel of oil is purped out of the ground and sold, the govern-
ment will subtract an official base price from the sale price and tax the di fference
at a rate of 50 pexcent or higher, depending on the bill that emerges from Congress.

The brunt of the tax will fall on the more than 10,000 independent producers
in this country. These are companies that find the ocil and putp it out of the grownd.

First, the windfall profits tax will take a big bite ocut of their incomes.
What remains will then be subject to state and federal ocorporate taxes. This will
leave them with barely enough to keep their rigs in operation, much less to explore
and develop new reserves. Furthemore, high taxes will also discourage investors

from putting money into their enterprises.
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The result oould spell disaster for all of us. Independent producers have
played a major role in maintaining domestic crude oil supplies. Historically,
they have been responsible for 90 percent of the oil exploration in the United States.
They have found 75 percent of the new oil fields, and account for more than half of

all discovered oil and gas reserves,

I1f the windfall profits tax becomes law, this record could be reversed. The
independents are no longer finding oil at depths of 4,000 to 6,000 feet. They must
dig wells as deep as 15,000 and even 20,000 feet to tap new sources. Digging deeper
naturally costs more, and if the money is not forthooming because of punitive taxation,
output will fall.

wWyoming's Sen. Malcolm Wallop predicts that the windfall profits tax will reduce
dorestic output by 700,000 barrels of oil a day by 1985. However, decontrolling oil
prices without the windfall profits tax would mean an increase in domestic production
of 2 million barrels of oil a day by the same year, accoxmnqbothelndependent
Petroleum Association of Anenca.

It is obvious that our gwemn;ant is once more pursuing conflicting energy
goals. President Carter has vowed to liberate us from OPEC by freezing imports. Yet
be has proposed a tax that will hamstring domestic production and ensure a massive

oil deficit in the next decade.

Windfall profits taxes punish and discourage, not only the industrxy directly
involved but all businesses and industries. If the government can arbitrarily declare
profit margins "excessive™ in the domestic oil industry today, it can do likewise
to any other industry tomorrow.

An analogous situation occurred in the beef production business only a few
years ago, when the government imposed price controls on beef. Results were predictable.
We are still suffering fram that mis-adventure: beef production decreased almost
immediatly, demand at deflated prices increased, herds were depleted, and cheap
inports increased. Prices and profits increased in fish and poultry and soybeans--
profits, which of which under the standards Congress is considering for oil, ocould
have been called "windfall.® When the beef prices were "decontrolled,” beef prices
shot up; and higher profits accrued to some beef producers, but no one then suggested
a "windfall profits” tax. We did not define or tax those increased profits as
"windfall” then. We should not do so now. Government intervention caused the
problem then with beef, as now, with oil.

Full and immediate decontrol of damestic oil prices would lead to
supplies of o0il, but continued federal price and allocation iegulat.mn will create
future shortages. Rejection of politically expedient but excessive taxes on profits
will free the energies of the American industry. Out nation's entrepreneurs
would then have the incentive to produce our nation into energy independence,
and end our wulnerability to foreign oil embargoes and price piracy.

Conversely, more regulation and nore taxation will project an image of negative-
leadership by the Congress. Every public opinion poll oonfirms this observation.
Reduction of excessive regulation, red tape and taxes would project a itive leader-
ship image of Congress—the unmistakable conviction that Congress is willing to let
the American pecple solve their energy problems without more government interference.
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We need increased energy production and enhanced leadership. Both can be

acconplished at once--by immediate legislative decontrol of damestic oil and gas
. prices without extraordinary taxes on those who would produce the energy we 80

urgently need. .
Any excess profits tax also invites wasteful government spending. This

excess profits tax on ofl production contemplates the establishment of at least
two new federal agencies--which would guarantee more employees, controls, regula-

tions and costs.

The proposed Energy Security Corporation would be a goldmine for unscrupulous
speculators who have far-fetched schemes for new energy systems, The waste of the
taxpayers money would be wparalleled. ’

The banic spending of the Energy Security.Board would be profligate to produce
samething quickly. Funds and skills would be siphoned from other national needs.

The resulting distortions will have a ripple effect throughout our econcmy.

With import quotas, stifled domestic crude production, and only remote
future synthetic fuel expectations we can be certain of further shortages,
eventual rationing, higher fuel prices, and higher taxes. The tapayer will rebel—
and the Oongress must accept the responsibility.

Our horizons must extend past the next election; our social and political
decisions must be based on sound business and econamic principles.

Please wote as if the future of our nation depends upon your vote.

Your thoughtful consideration of our position and your favorable wote will be
greatly appreciated.
Again, Mr. Chairman and members of the Committee, -thank you.

.
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Shoell Canada Limited Chomlul Depariment
Box 400, Terminel A,

Torome, Ontario-MEW 1 EY

Teleghone (416) 587-7111

June 12, 1979

Banco Hipotecario y de Fon\ento de Chile
Santiago
Chile

Attention : Mr., Alfredo Vidaurre V.
; Director
Study Department

Dear Sir:

I wish to acknowledge receipt of your May 22, 1979 letter regarding
conversion of wood wastes to densified wood fuel pellets by means of
WOODEX technology. I apologize for what may seem a delay in responding,
but the letter actually only arrived on my desk last week.

The licensor of the WOOLEZX process is Bio-Solar Research & Development
Corp., of Eugene, Oregon, U.S.A. However, we are authorized to act on
behalf of Bio-Solar on injuiries of this nature, and in actual fact,

are doing so at the present moment with Mitsui (Canada) Limited regarding
possible licensing interest on Mitsui's part in the Far East.

After a 15 month evaluation of the WOODEX process and the availability of
waste woods in Eastern Canada, Shell Canada negotiated a license with Bio-
Solar for the provinces of Quebec and Ontario. We are presently finalizing
arrangements for our first prototype plant wherein 400 tons/day of pellets
will be manufactured at the sawmill community of Hearst, Ontario with the
product being shipped 165 miles to a large pulp and paper plant ac fuel

in their steam boilers. In the United states, other major licensees a:e
Phillip Morris Industries, a subsidiary of Phillip Morris Tobacco and
Pullman-Swindell, a subsidiary of the Pullman Corporation. At the moment
in North America, there are ai.x operating WOODEX plants and several under
deslgn or construction.

You may consider it strange that a major oil company would become involved
‘,1n waste biomass fuels. However, you must appreciate that large areas of
Eastern Canada are dependent upon off-shore crude sources for their energy
requirements while at the same time, vast quantities of sawmill wastes are
disposed off as landfill or incinerated in inefficient “teepee™ burners.

We consider ourselves to be a company engaged in the business of supplying
energy to Canadian market needs, and whose growth horizons do not stop at
a barrel of crude oil. We find the renewable aspect of wood pelletizing

to be very attractive, .

cevae 2
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Environmentally, WOODEX is almost an ideal fuel. The sulphur content

is less than 0.1 percent, during combustion in a reasonably designed
s01id fuel boiler .particulate emissions are minimal, ash content ranges
between 1 to 3 weight percent, and calorific value approximates 8000 BIU's
per pound. The fuel pellets burn extremely well with each ton equivalent,
heat-wise, to about 2.3 barrels of No.6 Fuel 0il,

In the process, waste woods, mainly sawdust and bark, are dried to about
10 to 15 percent moisture in a rotary kiln drier, pulverized to 1/8 inch
fibres in a hammer mill, and than fed to pellet mills for high pregsure
extrusion to 1/4 inch by 3/4 inch fuel pellets. Rollers in the pellet
mill force the fibres through dies where pressures exceed 10,000 psi and
temperatures reach the order of 300°?. Under these conditions, natural
lignins and sugars in the cellulose mass are caused to reflow and rebind
the fibres.

The main commercial advantage of the process is that the bulk density of
the waste wood is increased frcm the order of 15 to about 40 lbs/cu.ft.
and the moisture content is reduced from about 45 to 15 weight percent.
These changes greatly reduce the trucking costs of moving carbon to the
marketplace thereby providing an economically viable alternate fuel at
very acceptable returns on investment.

For the harsh winter conditions in Northern Canada, extended periods at
minus 40°!_', winterization requirements adds considerably to the capital

cost of a plant. For a 300 ton/day installation, we estimate capitalization
at about $3.5 million Canadian. Company owned trailers, about 13 per plant,
moved by ‘contract truckers will add another $0.5 million Canadian. Warmer
winter climates where all equipment could be located outdoors could reduce
plant costs by about $0.5 million. 1In Canada we will pay $2.00/bone dry

ton for sawdust and bark wastes. Total manufacturing costs inclusive of
labor (18 employees), utilities, and maintenance approximates $15/ton for

a total gate cost of $§17/ton. Ahout 60 miles is our ideal trucking distance.
At a unit cost of S5 cents/ton mile this results in a delivered price of
$20/ton. 'If No.6 Fuel Oil sells at say $15.00/bbl., this equates to about
$35 per ton of pellets. Returns on investment considerably above 15 percent
should be expected. ' o o '

In the foregoing, I have only tried to present a thumbnail sketch of a
typical wood pelletizing venture. Naturally, there is much more to say
and if you should develop an interest, I would be only too pleased to
expand on the concept. However, I would like to say that if Chile is
dependent upon foreign crude to supply domestic energy needs, WOODEX
appears to be an extremely viable renewable energy alternative,

.

Yours very truly

%Cl\.:ﬁ T:.')\L&Lu :
T.A. Mclver, Manager

New Ventures

N

v
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[From thé Oregon Journal, July 14, 1979)
ProbuUCERS ARE SOLVERS oF ENERGY PROBLEM

(By John Chamberlain)

It is easy to see why Jimmy Carter has had such difficulty in findin, _his tongue
in this business of coping with the energy crisis. He is, first of all, a politician who
wants to be re-elected. The presidential primaries, in which he may be forced to

ight for his life, are less than a year away. Thej' will open in the snows of New
ampshire, where any failure to suppy heating oil could be fatal. Yet anything the
government can do to:create more energy is oonsidetab}ly more than a year away.

The gg into which Jimmy Carter is staring would unnerve anyone who is
committed to office-holding as a way of life. And the same gap unnerves a few
hundred co ional office-holders, who are clutching at straws in their rush to
subsidize synfuels for a decade hence.

In the end, it will be the producing, not the dgovernin’g. type of mind that will save
us. The governing mentality can't get beyond ideas of seizure, rationing or alloca-
tion. The producer works around the difficulties inte by the governor. He is
having to work overtime these days, but he is still on the job.

Any time this columnist takes notice of what one producer is doing in one section
of the country, he gets a response from other inventive characters in other areas. A
column on the creative adaptation of forest product waste to the business of produc-
ing electricity in New England brings a fascinating story of similar activity in the
Pacific Northwest. -

The story comes to me from Bill Dawkins of the Bio-Solar Research and Develop-
ment Corporation of Eugene, Ore. It is accompanied by a sideswipe at the Federal
Department of Energy in Washington, which is apBropriatix:F $49 million for 1980
to study the possible uses of “biomass” for energy. Dawkins doesn’t object to DOE’s
intentions, but he points out that much of that $49 million (which comes from your
pocket and mine) will go to study problems that Bio-Solar has already solved.

What Bio-Solar has done has been ‘‘private enterprise all the way.” Two years ago
the company began producing a “Woodex”’&ellet that can be refined from practical-
ly any fibrous material of organic origin. The pellet burns with the intensity of oil
or coal, and can produce gas comparable to natural gas. A ton of Woodex has a
generating capability of .4 of electricity at a cost comparable to low grade coal
and “far less than oil or natural gas.” Six commercial Woodex refineries are now in
operation in the United States and one in Canada, each capable of producing 300
gross tons of pelletized material a day.

The kind of wood waste utilized for making the pellets is immaterial. The Edward
Hines Lumber Company (Burns, Ore.) uses western pine. In Brownsville, Ore.,
Douglas fir bark supplies pellets that are sold to Western States Hospital near
Tacoma, in Washi n, and to Kingsley Air Force Base and two Klamath Falls,
Ore., schools. The Iman Woodex plant at Goldston, N.C., uses southern pine
sawdust and hardwood wastes for a pellet that, like Woodex from Douglas fir bark
or western pine, is free of sulfur and other pollutants.

In Tennessee a plant supplies pellets for the Unijon Carbide comgan , which
mixes it with ooai to reduce pollutants and ash. The details of the Bio-Solar
Research and Development operation are important—they show that pelletizing
wood can be invoked anywhere there is forest waste.

Since forests, on a sustained yield basis, take time to reproduce themselves, wood
waste is no universal panacea. The energy crisis will not be resolved by desendency
on any single type of fuel. The important thing is that the “bits and pieces”
agproach goes on while Washington talks. We will be saved by what goes on outside
of the capital, but it won’t be in Jimmy Carter's time.

The best thing that Washington can do is to emulate Diogenes, who (if I remem-
ber the story correctly) told his emperor to stand aside from between him and the
sun. But only an occasional politico such as Jack Kemp {see his recent book, “An
American Renaissance”) understands this. Kemp quotes James Schlesinger of the
Department of Energy as saying “the tool of politics (which frequently becomes its
objective) is to extract resources from the general taxpayer with minimum offense
and to distribute the proceeds among innumerable claimants in such a way as to
maximize support at the polls.”

Schlesinger knows what Kemp knows. Why, then, didn’t he storm into the White
House two years ago, when it would have given Jimmy Carter time to see common
sense about allowing the ‘general taxpayer’ enough energy “resources” to live?
Obviously, the “tool of politics” can’t “extract” what isn't there.




TELEPHONE (503) 6860765
TWX 510 5970390

BIO-SOLAR
RESEARCH & DEVELOPMENT CORP. '

1600 VALLEY RIVER DRIVE . SUITE 102 . EUGENE, OREGON 97401

WOODEX®: The Process & Derivative Fuels

WOODEX: A Refined Biomass Fuel

WOODEX is a biomass fuel refined by a process developed
and patented in the U.S.A, and other countries by Rudolf
W. Gunnerman and assigned to BIO-SOLAR RESEARCH & DEVEL-
OPMENT CORP. This clean-burning, pelletized solid fuel
is manufactured from any fibrous organic material such
as wood waste, agricultural waste, peat or refuse. An
estimated 1.5 billion tons of such biomass is ‘available
in the U.S. each year -- most of it heretofore incinerated,
buried, otherwise discarded or left unused. Converting
only a fraction of this renewable resource to energy
can make a substantial contribution to U.S. and world
energy needs, conserving more expensive non-renewable

fossil fuels -- coal, oil and gas.

WOODEX is refined biomass, not simply compressed biomass.
It represents the first major breakthrough in refining
biomass for energy on a large commercial scale. It may
be burned in its solid state as pellets in stoker-fired

equipment or pulverized for suspension burning as an
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economical substitute for traditional gaseous fuels,
and most oil or gas-fired furnaces can be converted

to its use at low cost,

The company has also successfully converted WOODEX to
a gas (not yet in commercial production), which burns
with the characteristics of natural gas. This gas, in
turn, has been liquified in laboratory tests and all

indications are that it.can be produced in liquid form on

a commercial scale, at a cost lower than current gasoline

costs. Patents are pending on this product, called
"Monozine," and the Department of Defense has.suggested
that the company apply for Defense research and develop-
ment funds to perfect the new liquid fuel. (Ref.: George

Marienthal, Deputy Assistant Secretary of Defense.)

To date, the company has received no government funding
of any nature, (with the exception of an SBA loan). It
has beén financed to this stage by Mr. Gunnerman and a

small group of associates.,
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Seven Commercial-Scale Plants In Operation

The WOODEX process was patented April 5, 1977. At that
time, only a Research and Development plant at Brownsville,
Oregon, was in operation. Since then five plants, each
capable of producing 250-300 tons of WOODEX per day,

have gone into commercial production in the United States

and another is operating in Canada:

- WOODEX $1: Brownsville, Oregon. Owned by BIO-SOLAR
RESEARCH & DEVELOPMENT CORP. Principal users of product:
Western State Hospital, Steilacoom, WA; Klamath Falls
schools; Kingsley Field Airbase; major asphalt manufac-

turer. Ref: Rudolf Gunnerman, Eugene.

Hines Lumber Co, Hines OR: Licensed to Hines Lumber.

Used by Hines to generate steam for company operations.

Ref: Paul Ehinger, Hines Lumber, Eugene.

Pullman Woodex, Goldston, N.C.: Licensed to Pullman
Swindell, division of Pullman Incorporated. Principal
users: North Carolina ceramics industry. Ref: Robert

Hood, Pullman Swindell, Pittsburgh, PA,

Tennessee WOODEX, Knoxville, TN: Principal users: Union

Carbide plants which mix the fuel with coal and cut coal

pollution omissions substantially. Ref: Jeff Galyon.
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Western Energy, Trail, B.C., Canada: Licensed to S.
Madill, Ltd. Principal users: zinc, lead, silver

smelters. Ref: C. Madill, Nanaimo, B.C.

Western Power, Redding, CA: Licensed to Digby Logging.

Ref: Glenn Howard.

Sierra Power, Fresno, CA: Licensed to Sierra Power

Corporation., Ref: Glenn Howard.

In addition to these operating plants, WOODEX of Michigan,
owned by BIO-SOLAR, is scheduled to go on line in August.
Principal users: major paper manufacturers, Two plants
are under construction in Florida: major users, state

institutions.

Breakihg ground in August: Wisconsin WOODEX. Licensee:

Philip Morris Industrial, division of Philip Morris
Corporation. Ontario WOODEX. Licensee: Shell Canada,
Ltd. Idaho WOODEX. Licensee: Day Resources & Develop-

ment Corp.

In Design Stage: Plants for South Carolina, Hawaii

(where bagasse will be the raw material), Pennsylvania,
Montana and Vermont in the United States, and Finland.
Many other licensing or joint-venture agreements are

in the process of negotiation in the U.S. and abroad.
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WOODEX Refining Process

WOODEX fuel pellets are refined from any fibrous material,
such as biomass wastes, which are available almost every-
where in some form. In this material is the energy

stored and continuously renewed by the sun in all growing
matter. After this raw material is pulverized to a
desirable particle size, "free" water is extracted or
added to give the fibers the correct moisture content.

The unrefined fibers are then extruded under high pressures
and temperatures. In the process, the cell structure

of the fibers is changed; the lignins, waxes, sugars and

the cellulose they represent are separated.

Through the process, the cell structure is almost com-
pletely destroyed. Changing the cell structure of the
cellulose material creates voids which allow combustion
air to unite with oxygen contained in the WOODEX pellets
and promotes the rapid burning of the pellets' volatiles,
which have separated from the remaining fiber and its

carbon.

It is this "separation” which forms the adhesive and
holds the finished pellet together without the use of

any binders or additives. It is this same separation
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which allows the volatiles of WOODEX to make almost all
the carbon available and almost completely combustible,
reducing the pellets to less than 3% organic ash (an

excellent soil conditioner).

WOODEX differs from other fuel pellets because of its
patented refining process. Other pellets, which are
simply densified through compression, burn withAlittle
more efficiency than does the unrefined biomass from

which they are made.

The National Bureau of Standards, U.S. Departmcnt of
Commerce, has revealed in tests that a pound of WOODEX
produces 8,500 Btu or more of heat energy. Since WOODEX
burns so completely and with so little ash as compared

to coal, more of its heat value is utilized in burniqg,
producing more steam per pound of fuel than coal in some
coal-fired equipment -~ but discharging only trace amounts

of sulphur or other pollutants.

WOODEX Economies

A "standard" WOODEX plant manufacturing approximately
300 tons of pellets per day, or 100,000 tons per year,
may be built for as little as $1.5 million, excluding land
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costs, To recover the same amount of energy by starting

a coal mine or drilling for oil would cost much more.

Packaged WOODEX plants, as designed and engineered by
BIO-SOLAR, can be installed in six to eight months after
site preparation. They produce no air or water pollution,
N »;gahire no costly pollution control systems, create no
unusual safety hazards or solid waste problems, and
require no significant water input. WOODEX plants may
be located anywhere an adequate supply of biomass is

available.

WOODEX pellets can be shipped safely by rail, truck, or
barge, and handled mechanically with existing equipment.
They may be stored outdoors under cover, or in bins or

silos, with very minor moisture absorption probability.

The plants are thermal energy self-sufficient. A small
amount of the total production of each WOODEX plant is
burned to generate the required heat energy for its own

production process. WOODEX plants fuel themselves,

Advantages to users of WOODEX are many and varied.

The pellets burn so completely and cleanly that no costly
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control equipment, such as scrubbers or bag-houses, are
necessary, as they are with coal. Ash residue from
WOODEX is fqr less than from coal (less than 3% as against

approximately 13%) and contains no contaminants.

When all factors are considered, WOODEX is competitive

with coal and @@ less expensive than o0il or natural gas.

Refined WOODEX burns far more efficiently than the raw
biomass from which it is made. An independent study made
by Nicolet Paper Co., De Pere, Wisconsin, proved that

one pound of WOODEX produces 7 to 7.5 pounds of steam.
Another independent study made by Washington State Univ-
ersity showed steam production from one pound of hog fuel

to be only 1.6 to 1.7 pounds.

Most’coﬁl-fired furnaces also require oil ér gas overfires.
WOODEX does not. This obvious steam production/cost
advantage led Edward Hines Lumber Co. tO0 begin manufac-
turing WOODEX from its own wastes, for use in its Hines,
OR, plant. A number of other major forest products
companies in the U.S. and abroad are planning to install
WOODEX plants for this reason, as well as the product’s

built-in anti-pollution factor,

BEST COPY AVAILABLE
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For Further Information, Contact:

Rudolf W. Gunnerman

President

BIO-SOLAR RESEARCH & DEVELOPMENT CORP.
1600 Valley River Drive, Suite 102
Eugene, Oregon 97401

(503) 686-0765

TWX 510 597-0390

or

William Dawkins

Director, Public Affairs

2130 S.W. Fifth Ave., Suite 1A
Portland, Oregon 97201

(503) 221-1470 -
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PRICE INDICES FOR ITEMS
INCLUDED IN THE COST INDEX OP DRILLING & BQUIPPING WELLS
(1974 = 100)
(unadjusted for Depth)
(All Indices Are Averages for the Year)
WEIGHT Pexcent
(v of Total Prelim. Increase
well Cost) 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1968-~1978

Payments to Drilling Contractors 36.6 53.6 58.1 60.6 62.8 70.7 76.9 100.0 114.8 131.1 157.1 178.6 233.2

Purchased Items

Road & Site Preparation 4.1 68.5* 72.4* 76.6* 82.8* 87.7* 93.2 100.0 110.8 119.4 128.7  133.8 95.3
‘Transportation 3.9 75.9 76.7 80.0 85.1 87.4 90.1 100.0 108.8 115.4 123.6 140.6 85.2
Puel 1.4 44.0* 44.4* 47.8* 49.5* 50.1* 57.2 100.0 121.6 141.3 171.4 183.3 316.6
Drilling Mud & Additives 6.9 61.5 63.7 69.4 75.1 75.2 84.4 100.0 127.7 143.4 151.1 179.1 191.2
Well Site Logging and/or

Monitoring System 1.2 77.6* 85.3* 86.8* B7.7* 87.7* 87.7 100.0 117.5 126.1 136.2 154.5 99.1
All Other Physical Tests 0.7 69.0* 73.8* 7%.5* 84.9° 84.9* 88.4 100.0 120.3 135.4 148.7 163.5 137.0
Logs & Wireline Evaluation

Services 3.2 69.1* 73.5¢ 79.7* B6.9* 66.9* 89.8 100.0 118.1 137.9 152.5 175.0 153.3
nirectional Drilling Services 0.6 71.5 72.7 76.0 82.6 B84.5 87.7 100.0 106.6 116.3 126.2 141.3 97.6
rerforate 1.1 74.6* 79.2* 66.5* B89.6* 89.9* 89.8 100.0 118.3 131.0  143.1 155.2 108.0
“ormation Treating 3.0 78.9 82.6 85.0 90.4 90.8 93.4 100.0 126.6 137.3 144.0 154.3 95.6
“ement & Cementing Services 3.7 69.6 72.7 77.4 86.5 88.0 92.1 100.0 124.6 133.7 137.1 152.4 119.0
Casing & Tubing 17.5 51.8 52.0 54.8  65.1 73.8  73.6 100.0 111.2 120.3 132.6 147.6 184.9
’asing Hardware 0.7 51.8 52.0 54.8 65.1 73.8 73.6 100.0 111.2 120.3 132.6 147.6 184.9
Special Tool Rentals 3.1 75.6* 78.7* 86.3* 88.4* B88.4* 89.8 100.0 115.0 127.2 139.1 153.1 102.5
Orill Bits & Reamers 1.6 68.7 74.4 80.0 81.0 85.8 87.7 100.0 124.3 134.3 147.9 165.6 141.0
Wellhead Equipment 1.8 69.1* 72.4* 76.0* 79.7* B80.9* 85.6 100.0 120.5 141.5 165.2 184.2 166.6
Other Equipwent & Supplies 2.0 67.4 71.4 75.0 7.7 80.7 64.4 100.0 124.4 138.0 149.9 165.7 145.8
Plugging 0.5 62.6* 67.4* 74.2* 83.3* 89.3* 93.1 100.0 115.0 122.0 128.0 140.3 124.1
Supervision & Overhead 2.1 66.6 7.0 74.1 77.8 82.4 87.8 100.0 110.8 119.5 129.3 143.8 115.9
All Other Expenditures 4.6 66.6 6C.9 7.5 74.1 76.7 81.9 100.0 111.5 118.5 126.9 136.1 104.4

*Consider as approximate since figures were derived by rebasing previous composite index (from 1969 = 100 to 1974 = 100}. Changes in
the number, types and weights of the elements comprising this composite precluded more exact calculations; i.e., extending the current
index (1974 = 100) for each element back to 1966 and applying the appropriate weights.

Sources: Weights from IPAA Cost Study Committee Survey of distribution of expenditures in drilling and equipping wells in 1974, 1Index
of payments to drilling contractors from IPAA Annual Survey. Price indices from Bureay of Labor Statistics and other govern~
ment publications, industry publications, and data provided IPAA Cost Study Committee by service and equipment companies

IPAA COST STUDY COMMITTEE
uctober 1979
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ADMINISTRATIVE AND LEGISLATIVE CHANGES TO
ONSHORE OIL AND GAS LEASING SYSTEM
SUMMARY OF CONSENSUS

Proposed Changes to Requlations:

1.

4.

ggarterlﬁl rather than mnthlxi lease sales: Administratively infeasible
or a S already straining to e the smaller number of parcels
avaflable in the monthly sales. Extra time will not provide an incentive
for the uneducated public to become better educated. The administrative
burden will create chaos in BLM field offices and enduce further delays

in Teasing which is counterproductive to increased domestic activity.
Recommendation: Retafn monthly lease sales; require field offices to offer
Teases within 30 days after they become available.

Extension of fili eriod from five to fifteen days: IPAA supports an
extension of the ﬁ'lgng period to (1) compensate for time lost during entry
cards mailing, and (2) reduce the number of contested drawings due to
questions about timely filing. However, a 15-day filing period could
overlap the previous month's drawing and could cause confusion and an
administrative burden.

Recommendation: The filing perfod should be extended to 10 days.

Expand maximum allowable size of non-competitive leases from 2,560 acres
to 10,230 acres: Expansion of parcels will not encourage earTier dritling
or Hm!naie speculators. It will create significant work for BLM field
staffs who would have to redefine the areas. An earliar experiment of this
nature tried in Colorado resulted in a substantial increase in contested
drawings and confusion in the private sector due to imprecise area
descriptions. Colorado reverted to the current system. Additfonally,
the increased amount could encourage delays as available leases are held
until nefghboring leases become available, putting BLM fn the position
of delaying exploration. Larger parcels require proportionally larger
inftial capital expenditures which many smaller companies cannot afford
and which could be better spent on exploration and production, At the same
time, smaller parcels provide more opportunities for more companies to
explore in an expeditious fashfon since the initial costs are lower and
the operator must make a dfligent effort to produce in order to retain his
lease beyond the original term.
Rec%gation: The current maximum size of non-competitive leases should
retained.

Require hand written signatures and personal or business addresses on entr
caﬁas and_successful applicants to si n Yease forms: W11 (1) significantly
reduce "rubber stamp” entries by f111ng services, (2) require the applicant
to become more directly involved in the lottery, (3) provide a disincentive
to unscrupulous participants in the lottery, (4) allow direct contact .
between the government and the successful drawee, (5) make location of the
successful drawee possible, and {6) substantially reduce opportunities for
unscrupulous middle-men to subvert the system.

Recommendation: These changes should be adopted.
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Page Two

5. Prohibit legally binding agreements or options to sell or assign leases or
nterests in leases written prior to lease Tssuance: Uesigned to provide
ITT Interested parties an equal opportunity to approach the successful
drawee. The purpose of the change is valuable to an equitable system. It
could permit the company most interested in developing the lease an opport-
unity to acquire the lease. However, due to current wilderness inventories,
delayed EIS's,and other programmatic restrictions, some leases are not
issued for as long as three years -an unnecessarily jong period for
interested and qualified parties to wait to deal with the successful
drawee.’ Also, establishment of priority does not occur unti?
the lease is issued, making pre-sales or assignments illegal.
Recommendation: Establish a “cooling off" period by prohibiting legally
bTnding agreements or options to sell or assfan leases or interests in leases
until 30 days after establishment of priority, such determination to be made
within 30 days from date of drawing.

6. Require all corporations participating in a non-c titive lease sale to
e a 11st of 1ts officers to be checked agains e _successful drawee:
Designed to prohibit possible duplicate filings.
Recommendation: This change should be implemented.

7. Increase rentals during second five years of a ten year lease if no .
exploratory driiling occured during first five years: signed to discourage
Tessee's from ™ ’ifting‘ on" non-producing Jeases, and to tfghten requirements
for ditigent exploration and production of public lands. Objective is
desiradle, but remedy must consider economic and technological factors
which may render development of a lease {mpractical. The existence of an
oi1 and gas lease, even where there 1s significant interest by companfes 1n a
"hot" area, does not prove the presence of of] and/or gas. It is simply
evidence that the area ?y_ have potential; only actual drilling will determine
the presence and quantity of the oil and/or gas. The decision to drill
is made by the company after analyzing the geology, to guess what might be
in the ground, where it might be, what formetion may be encountered by the
drill bit, and the chances of finding 1t; engineering, to estimate the
best way to look for {t and plan all the necessary equipment from construction
of the drill pad to the choices of drill bits; economics, including estimated
costs of drilling to estimated returns on yet undiscovered ofl and/or gas,
costs of environmental assessments, archaeological reports, the current
price of the resource; the operating requirements, such as special environ-
mental restrictions and a myriad of permits from federal, state, and local
authorities; and availability of capital. Operating restrictions on federal
lands are actually fmpeding diligence by delaying issuance of leases and
drilling permits because of wilderness studies, incomplete land management
plans and conflicting instructions to federal field staffs.

Recormendation: Retain the current ten-year term.

8. W: Return to prior system of requirina advance rental to ha
su at time of filing, with such rental to be paid only by cash, U.S. postal
money order or bank cashier's check, .

9. Recommendation: The Bureau of Land Management should be {nstructed to monthly
cash a minfmum of 10% of all advance rental) checks.
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AVERAGE DAILY PRODUCTION OF INDEPENDENT CRUDE OIL PRODUCERS

Records on volume of crude ofl production identiffed by individual producers
are not readily available. Information complied from 1972 production data
indicates that for that year the 100 lar?est domestic producers had average
dafly production in excess of 3000 barrels a day. The producers ranked 10}
through 200 in size had average dafly production between 1000 barrels per day
and 3000 barrels per day.

The curmulative production of the 200 largest producers equaled 7,402,029
barrels per day representing 78.4 percent of total U.S. av:rage dajly crude
ofl production. Dividing the remaining U.S. crude oil prodiction of 2,038,971
barrels per day by the approximately 10,000 fndependent pro.iucers gives an
arithmetic average of approximately 204 barrels per day.

In 1972 it is estimated there were approximately 10,000 total domestic
producers. It is estimated that in 1977 the number of domestic producers was

in excess of 11,000. Total domestic production in 1972 averaged 9,441,000 barrels
per day and had declined by 1977 to 8,244,000 barrels per day.

Based on the above data it is reasonable to assume that the average daily
production of the more than 10,000 independent domestic producers js considerably
tess than 1,000 barrels per day.
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APPENDIX B

INFORMATION Nor Recrivep By THE COMMITTEE

(At preestime the information requested by the committee was not received)

Part 1 of the hearings:

Page 61: List of questions submitted by Senator Durenberger.

Page 77: Questions submitted by Senator Nelson.

Page 84: Analysis requested by Senator Dole.

P 157: Material requested by Senator Heinz that was not completed will be
suppiied at a later date.

APPENDIX C

Question submitted for the Record by Senator Max Baucus to DOE Secretary
James Schlesinger

Question. How does the Administration account for the revelation in recently

rinted articles that the estimated cost of synthetic fuel seems to rise proprotionate-
y with each rise in OPEC oil prices?

Please furnish past and current estimates of synfuel costs (per barrel) as reflected
in those articles.

Please identify the n price scenario which would make synfuels competi-
tive. How high must OEPC oil prices rise before synthetic fuels are truly competi-
tive? (Senator Max Baucus)

Answer. It has been stated on many occasions that the predicted price of synthetic
liquid fuels from coal and oil shale always seems to stag'”ahead of the increasing
price of conventional fuel. There are several reasons for this increase in the project-
ed c%:ts of synthetic fuels and these are discussed briefly in the following para-

graphs.

A recent study was made for DOE by the Rand Comtion to examine the cost
extimating of of a kind"”’ major energy facilities. This study found that even in
constant dollars the early designs of such J)rojects provided estimated capital costs
less than half of those indicated by late detailed and definitive studies. This cost
increase is often due to such factors as intitial uncertainlty about the plant and
process and how it scales with such factors as size and to the methodologies used in
estimaﬁn% these first of a kind systems. As the designs get dpregressively more
detailed the potential problems are examined more closely and a more expensive
solution than originally assuraed is some times required.

The decade of the 1970’s has also been a period of significant inflation. For major
construction projects the construction costs have risen by a factor of 2.03 between
the years 1970 and 1978. The costs of coal, fas and crude oil have also risen rapidly
during this period as shown in the Table below:

Ratio of 1978 to 1970 fuel costs
Crude oil 178
Natural gas .........cccceerevmnmrinrnninns wen. 3.256
Anthracite coal 207
Bituminous coal 2.30

These figures show that the feedstock cost for synthetic fuels has been risin
somewhat more rapidly than the price of crude oil itself. The same has been true for
contruction costs in general, even when no allowance is made for the uncertainties
of pioneering &mjects.

In light of the above factors it is not surprising that projected costs for synthetic
fuels have more than kept pace with crude oil costs. It is worth noting, however,
that once a synthetic fuels plant is built, its capital cost is no_longer subject to
change and hence the impact of inflation is limited to that of escalating coal and oil
shale prices. because the production of synthetic fuels is very capital intensive the
effects of rising coal costs for an existing conversion plant will have a reduced
imx:ctonthecoahoftheuyntheﬁcfuels roduced.

quoted in the Wall Street Journ£ (August 16, 1979) synthetic fuels were
estimated to cost about $3 per barrel when crude oil was $2 or less per barrel. Now
with OPEC crude oil landed in the U.S. at an ave cost of $21.50 per barrel
synthetic fuels are estimated to cost in the range of to $35 depending upon the
feedstock and process.
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The factors giving rise to the escalating estimated coets for synthetic fuels will
continue to exist in coming years. It is therefore not possible to give a scenario that
would make synthetic fuels competitive at the time a commitment is made to build
a plant. On the other hand, once a plant is built, the cost increases of the synthetic
fuels produced would be less than the rise in crude oil costs and a cross over point
wouldp be reached, usually witin the first three years of plant operation. This would
depend, of course, on the actual crude oil prices established by OPEC and the
general rate of U.S. inflation.

APPENDIX D

PRrOCEDURAL LEASING FLOW CHART POR OUTER CONTINENTAL SHELF OIL AND Gas
: ProbucTioN

(Referred to on July 11, p. 142 of P. 1 of these hearings)

VARIATIONS TO THE PROCEDURAL LEASING FLOW CHART For OCS O11, AND GAs
ProbucTioN

The accompanying chart of the procedural steps involved in the OCS leasing
process was prepared dgrior to Conference Committee action on the 1978 Amend-
ments to the cha Lands Act of 1953. On the whole, it remains an accurate represen-
tation of the changes made by Public Law 95-372 to the leasing process that had
evolved pursuant to the OCSLA of 1953; however, as noted below there are
twelve (12) differences worthy of mention between the legislation as represented on
the chart and the law as enacted. Note that the points outlined below correspond to
the numbers placed under the appropriate box on the chart.

Before going into the differences, some initial points should be made. First,
neither the chart nor this accompanying memorandum fuly cover all the steps
involved in the OCS process. This is due to the fact that neither of the two
documents described every step which is requried by regulation. In fact, such would
be impoesible to accomplish at this point and time—of the some 29 new regulations
called for by the legislation only 3 have been promulgated in final form to date,
almost 10 full months after the President’s signature was palced on the statute.

Secondly, the chart can not reflect all the effects that collateral legislation migixt
have on the OCS process. For example, although federal District Court has dissolved
the injunction against the Georges Bank lease sale, environmental groups have
requested the National Oceanic and Atmospheric Administration to designate the
entire area as a marine sanctuary under the Marine Sanctuaries legislation. Obvi-
ously, if this request is granted, the “‘enabling regulations” could interject delay into
the process at any point along the continuum.

The chart also fails to completely incorporate the steps involved with respect to
reviews mandated by the Coastal Zone Management Act. In this regard, note that an
April 20, 1979 memorandum of opinion from the Department of Justice has held
that §307(cX1) of that Act agpliee to pre-lease activities of the Department of
Interior that directly affect the coastal zone of a state with an approved CZM
program. D.O.I. has stated that it does not “at present anticipate that the opinion
will result in any delays”, however, this is obviously not a certainty. Of course,
activities by lessees and permittees must also undergo state reviews pursuant to
§ 307(cX3) of the CZMA. :

Finally, it is anticipated that an updated version of the chart will be prepared at
the end of the Bgar—once most of the final regulations are in place. at follows,
then, are the above mentioned differences between the present chart and the 1978
Amendments as signed into law.

(1) Conference Report deleted this re%uirement. The Conferees decided “to retain
the exact language of section 11 of the 1953 OCS Act [with respect to the issue of on-
structure drilling] . . . [specifying that] the conferees’ action does not indicate any
particular interpretation of existing law.” (See g 100 of 8. Conf. Rpt. 95-1091.) Note
that in proposed regulations issued Feb: , 1979, the Department of Interior
announced its intentions to encou and allow on-structure drilling uron re?uest.
ls(;lchh drilling would not be restri to frontier areas as specified in §11(g) of H.R.

(2) This provision, Le., § 11(h) of H.R. 1614, was deleted during Conference Commit-
tee consideration of the legislation.
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53) The only substantive changes to the five year lease sale program was the
deletion of provisions which established and provided -for the review of various
actions by regional advisory boards; hence comments on the proposed program were
received only from interested federal agencies and c%ovemors of affected states. Note
that the proj p was submitted to the Congrees as scheduled on June 18,
1979. Note that the D.O.l. has decided to pre| an E.LS. on the entire lease
sale schedule as does not anticipate that such will delay final approval within the
18(3°Agmmh o mentioned above, th participation of al ad boards

in, as mention ve, the icipation of regional advisory was
deleted. Also the environmental studies provisions were slightly altered so that
development plan approval should not be delayed if the studies are not completed.
Section 20, as enacted, specifies that the environmental studies are to be com-
menced within six months of enactment with respect to any areas or region where
a lease sale has been held or announced by publication of a notice of proposed sale
prior to enactment or not later than six months prior to the holding of a lease sale
with respect to areas where no sale has been held prior to enactment.

(5) Section 21 of the Amendments granted primary jurisdiction for the promulga-
tion and enforcement of safety regulations with the Zoast Guard and Department of
Interior. Additionally, a specific requirement for diving regulations was deleted. The
statement of managers makes it clear that OSHA’s only authority is pursuant to the
residual authority contained in § 46X1) of its enabling legislation. A further clarifi-
cation of this issue was recently accomplished through the adoption by the full
House of an amendment to the Labor-HEW appropriations measure which essential-
ly restated the above rule.

. (6) Again, participation by regional advisory boards was deleted from the legisla-

tion.

(7) The 1978 Amendments specify that the fixed case bonus bidding system are to
be t::f)plied “to not less than 20 per centum and not more than 60 per centum of the
total area offered for leasing each year during the five year period beginning on the
date of enactment.”

(8) Section 19 of the Amendments provides that “any governor of any affected
state or the executive of any affected local government in such state may submit
recommendations to the Secretary regarding the size, timing, or location of a
_ proposed lease sale” provided local government executives first forward their recom-

mendations to the governor of his state.

(9) Multiple bids may be required during the five year period commencing on the
date of enactment as to no more than 10 per centum of the tracts offered for sale
each year “in order to obtain statistical information” to determine which bidding
system best accomplishes the purposes and policies of the Act. “Majors” are prohib-
ited from bidding unless te Secretary finds, on the record after an opportunity for
agency hearing that “such lands have extremely high cost exploration or develo]
ment problems” and “exploration and development will not occur on such lan
unless such exemption is A

(10) In all p ions relating to antitrust review actions, the Conference Commit-
tee made the Justice Department the lead algency and specified that its review
should be conducted “in consultation with the Federal Trade Commission”.

(11) Rather than make lease issuance dependent upon “due diligence” findings of
the Secretary, the Amendments specify that “no bid for a lease may be submitted if
the Secretary finds, after notice and hearing, that the bidder is not meeting due
diligence requirements on other leases.”

(12) Again, the Department of Labor’s authority over enforcement of safety and
!l'aealthhregu%ghtiom isl depend&nt upon (i;ta residu:lnpgwiem under t}\e (;?HA en::tl.ing
egislation. as long as the Coast Guard and D.O.1. are actively enforcing safe
and health, OSHA is precluded. v
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