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CRUDE OIL TAX

THURSDAY, JULY 12, 1979

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

The committee met at 10:37 a.m., pursuant to notice, in room
2221, Dirksen Senate Office Building, Hon. Russell B. Long (chair-
man of the committee) presiding.

The CHAIrRMAN. This morning we are resuming the hearings on
the Crude Qil Windfall Profit Tax Act of 1979, proposed changes in
the foreign tax credit and proposed uses of windfall profit tax
revenues.

We will first call on Mr. Jack M. Allen, president of the Inde-
pendent Petroleum Association of America.

Mr. Allen, we are very pleased to have you before the committee
today to present the views of the independent producers of Amer-
ica.

STATEMENT OF JACK M. ALLEN, PRESIDENT, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA

Mr. ALLEN. Thank you very much, Mr. Chairman.

My name is Jack M. Allen. I am from Perryton, Tex. I am
president of Alpar Resources which is an independent oil and gas
producing company. I appear here today in my capacity as presi-
dent of the Independent Petroleum Association of America which
is a trade association representing some 5,100 independent produc-
ers from all producing areas of our Nation.

We are also appearing today for some 27 unaffiliated State and
regional oil- and gas-producing associations which join us in this
presentation.

We appreciate the opportunity to appear and express our views
on H.R. 3919 which is the tax on domestic crude oil. In the interest
of time we will paraphrase rather than read from our written
submitted testimony.

We think H.R. 3919 concerns itself with taxing production but it
should concern itself with increasing domestic energy supplies. It
rolls back prices at a time when we have unprecedented demands
for new development capital for domestic oil and gas exploration in
this country.

It is contrary to the national interest of increasing domestic
production.

We need $400 billion in the 1980’s for development of convention-
al energy. I am talking about oil and gas in this country and not
the other forms of energy we need to bring on. We generate this

(187"
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capital from wellhead sales of oil and gas, from borrowing on
production, and from outside investment.

The tax scheme proposed by H.R. 3919 severely limits the inter-
nally generated funds available to the industry. It is going to
severely limit the venture capital available to us and the funds we
are able to borrow.

This legislation is extremely complex. It applies to domestic pro-
duction only. It is totally unrelated to profits. It is an excise tax. A
producer could be in bankruptcy and if he were still producing he
would have to pay the tax.

The legislation applies to variable quantities of oil and to a
multiplicity of categories. It imposes severe recordkeeping require-
ments. It is going to make producers who file reports subject to
constant errors and severe penalties. It will invite abuse from the
unscrupulous and it will penalize the conscientious.

This bill represents broken faith with the industry as far as we
are concerned. In 1975 when Congress passed EPCA we were prom-
ised decontrol within 40 months. Now we are promised they will
continue indefinitely if this legislation is passed. Much investment
was made after EPCA was passed based on the fact that controls
would expire in 40 months. Now we are substituting control by
taxation rather than control with price ceilings.

The result will be that producers and consumers of domestic oil
will be denied the funds with which to replace our depleting do-
mestic supplies.

This bill is even more difficult to understand when it is applied
to specific categories of production. I am referring to stripper, deep
marginal, new oil, and to enhanced recovery processes. All of this
oil is either very expensive to find or very expensive to produce.

On three occasions the Congress has voted to exempt stripper oil
from controls. The latest by the Senate was in 1976 when you voted
67 to 29 to exempt stripper oil. The stripper exemption has resulted
in a dramatic reduction in premature abandonments of stripper
wells. Stripper wells compose almost three-fourths of the domestic
wells in this country, some 370,000 stripper wells. I do not mean
production. I mean the number of wells when I say three-fourths.

Now we are proposing to tax stripper oil which is a step back-
ward, a step in the wrong direction, after having recognized the
importance of continuing production and stopping premature aban-
. donment. We are going to roll back the price of stripper oil under
this legislation. Any way you take it, gentlemen, this is unjustified.
It is absolutely essential that we produce all the stripper oil that
we can. -

This bill will penalize deep marginal production. That is oil that
produces in excess of 10 barrels per day but does not qualify for the
decontrol stripper price. A lot of this oil costs far more than the
selling price just to pump and produce, to dispose of the salt water.
We have had much premature abandonment, far too much, of deep
stripper production.

We have been promised by the Department of Energy on many
occasions that it would be decontrolled but it has not been. This
tax would impact heavily on deep marginal and certainly a very
strong case can be made for exempting deep marginal production.
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Probably the most important category this bill impacts upon is
new oil. The cheap oil, the obvious oil, the easy and the shallow oil
has been found. We are now looking for new deep, expensive to
find oil and gas in this country. Anything that penalizes the explo-
ration for new supplies of oil when we were relying so heavily on
imported oil has got to be a step in the wrong direction and
whatever you do you must exempt new oil from the burdens of any
tax you choose to place on production of domestic oil.

Finally, much oil remains to be recovered in this country by
enhanced recovery methods. It is behind the pipes waiting to be
produced. It is going to be expensive. It cannot be produced pres-
ently at the economic limits available to producers.

This is going to be high-cost-production oil but it is oil that
should be produced before we spend the same amount of money to
import oil. We are going to have to drill a lot of injection wells,
place expensive recovery processes, CO; and others. Not much of
this oil will be produced if we impose the tax on this classification
of oil. There is a tremendous front-end expense to these projects
and a long delay in receiving money. We absolutely must exempt
this type of oil from the burdens of any tax that we impose on new
domestic oil.

Market pricing has been widely recognized as essential for each
of these four categories we have just discussed and they should be
without doubt excluded from any tax proposal coming forth from
this committee.

This tax is particularly burdensome on the independent produc-
ers. Independents drill most of the new wildcat wells and find some
75 percent of the new wildcat fields in this country. Independents
have one profit center and that is the wellhead revenues from oil
and gas production. This tax would impact on that one profit
center on domestic production only.

The independents are by far the most vulnerable to a- domestic
tax, any tax that changes our economics.

During the past 5 years independent producers have plowed back
in excess of 105 percent of their gross wellhead revenues in explo-
ration for new oil and gas. We have spent $34.9 billion during the
time that our income has been $33.3 billion. We are financially
leveraged to the very maximum. You can check with bankers. You
do not need to rely on our word on that.

The only way we can expand domestic exploration is with ex-
panded domestic revenues. The percent we reinvest is going to be
determined by Congress and not by us.

Let’s take the example of the decontrol and producer A who will
receive $100,000 in additional income as a result of decontrol. He
will put that $100,000 plus some more with venture capital into the
search for new supplies of domestic oil and gas. If you tax it he will
have only about $15,000 to $20,000 that will go back into the
ground looking for new supplies.

That is why I say, and I think fairly, that the amount we
reinvest in the coming years is going to be determined largely by
you. We are going to spend 100 percent and more as we have
historically done of our wellhead revenues in the search for new oil
and gas. If you tax it we will be spending less.
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Some people say a tax is absolutely necessary and we are going
to have it. They cite a variety of reasons. One of the reasons cited
is some of the major companies have made purchases of other
businesses and other industries.

Gentlemen, if you put this tax on domestic oil you are not going
to change that. They are making those investments from their
worldwide operations. They are not making it from their domestic
operations and there is no point in penalizing domestic producers
simply because some of the companies have made other acquisi-
tions. It just flat does not make any sense at all.

Some say we must have a tax because the profits are high. Some
say they are inordinate. They talk about the first quarter taxes
this year in the oil industry. If we are going to base taxes on the
first quarter profits of any industry there are several industrieg
that would rank well above the oil industry as a candidate for a
tax on excess profits.

In 1978 according to Fortune magazine the return on investment
for oil companies was 1.67 percent. The broadcasting and television
industry’s return was 33.34 percent. Are we going to put a windfall
or excess profit tax on other industries?

I have never heard anyone talking about Boeing’s profits being
obscene and I think maybe you should compare their profits to
most any oil company in the past few years if you are going to base -
taxes on excess profits.

Some say we need this tax because OPEC sets the price. As long
as our demand exceeds the supply, the demand is going to set the
price. The way we can change this is to increase our domestic
supply. When we had an excess supply only a few short months
ago, the price bid for oil went down not up.

The IPAA analysis shows that decontrol with no tax will create a
supply response of at least 2 million barrels a day by 1985. This tax
will do away with a substantial portion of that increased supply.

The President recently went to Japan at the economic summit
there. He committed this country to limit the imports of oil to 8.5
million barrels a day. He did this at a time when our domestic
supplies were still declining. The only way we are going to make
up this difference that we need is to increase the domestic supply
or we are going to default on that commitment, one of the two.

This tax will not be the encouragement needed to increase do-
mestic supply.

The CHAIRMAN. I am going to have to stop you, Mr. Allen, at this
time because your time has expired. I would like to ask every
member to read Mr. Allen’s full statement and to study the charts
presented with the statement. They will have a chance to do that
during the interrogation if they have not done it already.

First let me call on Senator Dole under our early bird rule. He
was the first on the scene.

Senator DoLE. We have had some discussion yesterday with Sec-
retary Schlesinger and before that was Secretary Blumenthal on
whether or not the price of crude oil has kept up with the in-
creased costs of exploration development and production of oil.

Does IPAA _have any information on how fast your costs are
esqalaging as compared to increases in OPEC mandated crude oil
prices? :
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Mr. ALLEN. Qur costs of finding oil have gone up and it depends
on what period of time you use but it costs about four times as
much to drill a well to 10,000 to 12,000 feet and drill it complete as
it did back in the early 1970's.

Senator DoLe. If you have any information on that which you
could furnish the record, it would be appreciated. I do not expect
you to have it all.

Mr. ALLEN. We would be glad to submit more detailed informa-
tion than I can recall off the top of my head. We would be more
than happy to do so, Senator.!

Senator DoLe. I hope there will be a different approach on the
Senate side to so-called windfall profit tax. There is no doubt in my
mind that there will be some kind of windfall profit tax. The real
issue is how we design the tax. As I understand taxes, the tax
passed by the House and the tax proposed by the administration is
not a profits tax. It is an excise or severance tax. The House tax is
not based on profits.

It is my hope that we might modify the provision extensively on
the Senate side. It has been suggested that perhaps we provide a
small producers’ exemption of 1,000 barrels a day. Have you consid-
ered t}},at proposal? Would such an exemption have any beneficial
impact?

Mr. ALLEN. Senator, we think if the Senate does get into passing
a tax on domestic oil, it is absolutely essential that we do exempt
the smaller producers from it. I have had my accountant réad this
thing three times. I have read studies from large national account-
ing firms that have studied this. I have talked to producers. I have
talked to lawyers and accountants. I can assure you nobody under-
stands it right now and knows what we are going to do.

I do not know how the big companies are going to comply with it
but I know that the small independents cannot possibly comply
with it. I think if you get into making a tax, you have to exempt
the largest number of producers possible and I would encourage
you to consider exempting everyone, for instance, that has more
domestic oil than foreign oil if you are going to get into the
exemption.

Senator DoLE. As I understand it, the tax is only applied to
domestically produced crude. It would not apply to oil produced
overseas. The house-passed excise tax would seem to discourage
domestic development and encourage exploration and development
and drilling outside the country. This result would not be good
news for independents who drill about 90 percent of the wells
because they may find it difficult to compete with foreign coun-
tries.

Do you do any foreign drilling?

Mr. ALLEN. No, sir. We have the wrong target with this bill.

Senator DoLE. As Senator Bentsen will probably point out if we
are going to have any tax on crude oil, we should perhaps have a
tax on synthetic fuel or any other form of energy. Do I understand
from your statement that you would be willing to accept either a
tax credit or a plowback provision under which you could reinvest
profits into more energy production?

* See part 3 of the hearings.
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Mr. ALLEN. We have very serious reservations about a plowback,
not that it would not work if properly structured but we have not
seen one properly constructed. We do not know how we could meet
the threshold expenditures if we first have to pay the tax and then
apply for a refund to get it back. We have never seen it written in
any form that will work.

For that reason we are 1ot advocating a plowback as the last
resort. We would like very much for you to consider an acceptable
1910 percent plowback if you are going to enact a tax on domestic
oil.

Senator DoLE. Do you have a specific proposal provision that you
have been looking at or drafting that would overcome the problems
you mentioned with reference to a plowback"

Mr. ALLEN. We have not seen anyone’s plowback proposals that
we think are workable. We think it is far better to exempt catego-
ries of oil such as I discussed, new, stripper, deep marginal, and
enhanced, than to pass a tax on all oil and then provide for a
plowback.

We will plow the money back as we have historically done. That
is not the problem. The problem is we are going to get into the
mechanics of a plowback which are going to be complicated and
simply unworkable.

The CHAIRMAN. Senator Bentsen?

Senator BENTSEN. Thank you very much, Mr. Chairman.

Mr. Chairman, Mr. Allen is a very distinguished citizen in my
State and a personal friend of mine and a man who has had vast
experience in this and we are fortunate I think to have him testify-
ing. I welcome him here.

Mr. ALLEN. Thank you.

Senator BENTSEN. Let me say that I agree on the question of a
plowback. There should be problems of regulation and redtape both
from the Department of Energy and from the IRS. They would be
fighting over respective turfs and you would have conflicting kinds
of judgments and directions.

I frankly favor an exemption for the independent. The indepen-
dents are drilling 90 percent of the exploratory wells in this coun-
try and finding approximately 75 percent of the new reserves.

Secretary Schlesinger testified before us yesterday. I asked him
what happens to the independent with the windfall profit tax and
what margin is actually left for him considering the risk that he
takes. He said that an individual in the 70-percent tax bracket only
get some 7 or 8 percent after taxes.

You cite a figure that the number of independent producers
declined from 20,000 in the mid-1950’s to approximately 10,000
today. That means, does it not, Mr. Allen, that more of the produc—
(tixonts!;as gone to the major companies and away from the indepen-

en
Do) (;lou think that a windfall profits tax is going to increase that
ren
Mr. ALLEN. I do not think there is any doubt, Senator, that the

. tax if enacted is going to cause a severe further depletlon in the

ranks of independents and instead of having 10,000 we are liable to
have 1,000 in a few years.
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Senator BENTSEN. You are not going to have the young people
coming into that business.

Mr. ALLEN. There is no way a young man could get in and do
any good with the situation today at the cost of finding oil if you
imposed this tax.

enator BENTSEN. My friend Senator Dole said I would probably
comment on the difference between synthetics and oil in this tax
approach and I will. I do not understand the equity in it. I support
the building of synthetic fuel plants. I want to see us go in all the
directions we can to solve the energy problems of this country.
When they say that if the price of a synthetic barrel of oil is $20,
they are not talking about an additional 50-percent tax between
$16 and $20, if it is from synthetic. If it is from bad oil, that bad
image they have about it, if it is from oil in this country, then they
are going to put the tax on it.

Can you see the equity in that? What we are trying to do is solve
the energy problems of this country, whether it comes from real oil
or synthetic oil, real gas or synthetic gas, why tax the one and not
the other? The risk is in both.

Mr. ALLEN. The logic of placing a tax on domestic producers only
which has its impact on domestic producers only has escaped the
independent producers for quite some time, Senator.

Senator BENTSEN. Mr. Allen, I went up to the summit Monday.
The thing I was trying to emphasize to the President was that the
problems this country will have for the next decade are going to be
on the supply side of the economy. Oil is the prime example. We
haﬁeht(i attack the supply side. I believe the independent exemption
will help.

Talk about stripper wells. These are going to be closed down
unless there is sufficient economic reward to keep them in oper-
ation.

I think that a barrel of stripper oil is certainly more valuable to
us than a barrel from the Middle East. I think part of this problem
we are having today and inflation is a result of the upping of the
price from the Middle East and having to take more of their oil.

What the Middle East countries have done to us will give us
another million unemployed in 1980, will increase inflation by
almost 2 percent, and will further give us a deficit in the balance of
trade. It is absolutely critical to this country that we encourage
exploration here.

I will have a stripper well amendment along with one for the
independents which I hope that your association will support and
members of this committee will support.

Mr. ALLEN. We certainly will.

Senator BENTSEN. Thank you very much.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

I am happy to hear Senator Bentsen draw out the difference
between independents and other oil producers. I would like to work
with him on that kind of an amendment.

I want to ask a few questions on that subject. When I have
talked to other people in the oil industry and asked whether there
is a different effect from the windfall profit tax upon independents
and the majors, some of the independents want to avoid that
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question. I sense a consolidation within the oil industry generally,
and attempts not to divide in any way.

From the previous discussion today, it seems like there is a
significant dit%erence between the independents and the majors as
to the effect of this tax. My analysis is the same.

I wonder if you can candidly tell me the degree to which the tax
will fall disproportionately upon independents compared with the
majors who have overseas operations and marketing and distribu-
tion operations?

Mr. ALLEN. It does not affect overseas oil or imported oil. Second,
the independents are drilling most of the new wells in this country,
still about 85 percent of all wells and about 90 percent of the new
wildcats. It is fundamental logic that we are the ones who are
going to be affected most severely.

Senator Baucus. How would you fashion an independent exemp-
tion or different treatment for independents? You said you would
look at the domestic side as opposed to the foreign production side
of income. Could you give me a little more precise guidance?

Mr. ALLEN. I am sorry. I missed the first part of your question.

Senator Baucus. How would you fashion or how would you draft
or what would the guidelines be, of an independent exemption or
different treatment for independents?

Mr. ALLEN. From our standpoint if you are going to get involved
in it and if you pass this legislation, we would encourage it, it
should be as broad as possible. That is why I said you should
exempt anyone who has more domestic production than foreign
production. I think if you are going to get involved in it you should
start it at least with 3,000 barrels per day. That will cover most of
tl_lle producers and yet it will not affect the tax on the bulk of the
oil.

Senator BENTSEN. Let me say on that, Senator, I have the 3,000-
barrel proposal which will exempt as I understand it about 98
percent of the producers. It leaves the large companies.

Senator Baucus. How do the independents generally finance
their operation?

Mr. ALLEN. From internal funds generated from our ongoing oil
and gas production, what we do not spend for overhead, taxes, and
bank note interest payments, we put back into the ground. That
does not get us to 105 percent of our well head revenues obviously
so we borrow on our existing production reserves. We cannot go
borrow to drill a wildcat well but if we have production and the
bank sees we are coming back and servicing the loan and interest
with the cushion over a period of time, we can borrow on that. We
go out and obtain venture capital from outside investors who have
high risk money they are willing to spend in this high risk busi-
ness. Those are the three sources.

Senator Baucus. Do independents generally sell their reserves?
Once you get a well, a producing well, do independents generally
keep that well or do they sell it?

r. ALLEN. A lot of them will find the field and develop it and
then sell it and go look for another field. A lot of them keep it. It
varies from company to company and individual to individual.

We do not own the percentage of oil that we find. We end up
selling more of it than we keep. :
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Senator Baucus. I hear that the majors own 83 percent of the
production.

Mr. ALLEN. They own a very substantial portion of the oil re-
serves in this country.

Senator Baucus. What is your reaction to some kind of Govern-
ment agency to receive bids from OPEC?

Mr. ALLEN. We do not have much expertise on that. Logic tells
me that is a very poor approach.

Senator Baucus. How else do we wean ourselves from OPEC? I
agree we should stimulate more domestic production.

Mr. ALLEN. By making a crash program for alternate forms of
energy and by encouraging domestic production to the maximum
extent possible.

Senator Baucus. Do you have any specific ideas?

Mr. ALLEN. Yes. Get rid of this tax. Get rid of controls. Get the
market price and that will do more than anything. We are not
going to solve this overnight. We can let them know we are going
to solve it and that will have more of a cushioning effect on prices
than anything we can do. Go to market pricing in this country.

Senator Baucus. Thank you, Mr. Chairman. I have no more
questions.

The CHAIRMAN. Senator Packwood.

Senator PAckwoobn. Mr. Allen, on page 7 of your testimony you
refer to the fact that one of the most promising sources of domestic
oil would be through enhanced recovery of existing resources from
old reserves. Do I understand that to mean existing crude petro-
leum reserves that have not yet been taken out?

Mr. ALLEN. It is existing reserves that cannot be produced at
today’s economics or that cannot be recovered. What we are saying
is not that the entire amount can be recovered but a substantial
portion of the reserves we do not now recover with primary con-
ventional methods can be recovered with enhanced recovery meth-
ods but it is going to be more cost!ly and placing a tax on that is
going to discourage rather than encourage it.

Senator Packwoob. These are already presently discovered crude
reserves?

Mr. ALLEN. We are not producing them at the present time. We
cannot recover the maximum amount possible with normal pump-
ing methods, they need what is called enhanced recovery.

enator PaAckwoob. Just listen to my question and answer my
question. These are presently discovered reserves?

Mr. ALLEN. Yes, sir.

Senator Packwoob. You estimate 400 billion barrels of these
presently discovered reserves. How much of that is recoverable
under enhanced recovery techniques?

Mr. ALLeN. We do not know until we try. At least 25 percent or
more should be.

Senator PAckwoop. The other 75 percent at any cost is not
recoverable?

Mr. ALLEN. Probably not.

Senator PAckwoop. Why?

Mr. ALLEN. You just are not going to get all the oil out of the
ground. Nc one has ever found a way to do it yet.

Senator Packwoob. It is physically unrecoverable.
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Mr. ALLEN. Based on present methods. I am not an expert on
that. We would have to get an engineer that knows more about it. .
Based on present methods, we do not know how to get the last drop
of oil under the ground to the surface.

Senator Packwoop. Of the 400 billion barrels, your estimate is
approximately 100 billion are recoverable under presently known
techniques if the price is adequate to justify the use of those
techniques?

Mr. ALLEN. Yes and I would like to emphasize that figure may be
disagreed with by some of the experts. I am not an expert in that
manner.

Senator PAckwoob. No other questions, Mr. Chairman.

The CHatrrMAN. Senator Gravel.

Senator GRAVEL. Thank you. Mr. Allen, it is a pleasure seeing
you here.

I have approached the problem from a different point of view
and that is when the President uses the word “windfall” or when
we all use the word “windfall” it means there is a windfall, there is
a lot of money people are making. My perception of what is before
us is an excise tax.-

As you see the proposal, could there be companies that will be
paying this tax, “windfall profit tax” that will not be making any
profits, that could actually lose money at the end of the year and
could still wind up paying a tax?

Mr. ALLEN. As I understand the proposal, you could be in bank-
ruptcy and still owe the tax. It is entirely unrelated to profits. It is
a tax on each barrel produced.

Senator GRAVEL. We have established it is not related to profits,
it is just related to price. In the profits of the independents, how
would you say they fare in the range of American industry? Let’s
say American industry by and large, average manufacturing hov-
ers between 13 to 14 percent return on equity. It is a little lower
for return on total capital. The high earners like Lockheed this last
vear had 25 percent return for 12 months’ activity on their equity.

How would you rate the independents as an average for all the
independents? Where do you think they would be in the American
industry?

Mr. ALLEN. I would rate them with the entire industry in that
their return is slightly less than all manufacturing in general
historically and over a period of years.

Senator GRAVEL. I have seen the figures myself on that with
respect to the majors. Those by and large are the people who are in
my State. I would like to have you repeat it for the record that the
independents in Senator Bentsen’s State and the independents in
Montana and the independents in Louisiana or Kansas or other
States, what are you saying, they do not do as well as average
manufacturing, people who make mobile homes in Indiana?

Mr. ALLEN. I am talking about the entire industry. I actually do
not have a figure for independents as compared to the entire
industry. It may be available and if it is we will get it and supply.it
for the record.! .

' See part 3 of the hearings.
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The only information I have seen in that regard is for the entire
industry. My experience has been that independents are about the
same as the majors as far as the return.

Senator GRAVEL. The statement you made earlier that they are
just at or just a hair below average manufacturing is correct be-
cause that is where the majors are.

Mr. ALLEN. To the best of my knowledge. If it is different, I will
try and make it available to you.

Senator GRAVEL. Very good. I think that would be most appreci-
ated. I think that would be vital information to have, to know that
there are no excess profits.

As an oil man, you must have reflected upon the national aber-
ration that has beset this country against your industry. Why is it
all of a sudden that you are being singled out for a tax of a non-
existent profit. Why do you think that has happened?

Mr. ALLEN. I think it is the same explanation perhaps as why
was the oil industry singled out for cutback in depletion when we
have 100 industries and 100 different commodities that are entitled
to depletion and only the oil and gas suffered there. It is just oil is
a convenient visible industry for such actions.

Senator GRAVEL. It has to be more fundamental than that in the
American character, to take a major sector of its corporate enter-
prise, of its free enterprise system, and the sector which provides
energy and then discriminate, demean it, ridicule it and when you
have in your hands the very survival of our economy. Why are we
doing this to you as a Nation?

Mr. ALLEN. I really cannot explain why. It is happening. We do
our best to get out and visit with the public and explain the
economics of oil and gas production. There is some indication the
public is beginning to understand the problems of the companies
and the public is becoming far more interested in supply than it is
taxes. I think we are making progress.

We have admittedly a very long way to go in this industry and
we independents have speakers bureau members out visiting all
over the country. We do our best to educate Members of Congress
and their staffs. We admittedly do an inadequate job and we are
trying to do better.

Senator GRAVEL. Thank you. The Pitts Energy Co. publishes a
map where the data comes from geologists. On that map the state-
ment is made that 98 percent of the—you have it right there. I
wonder if you could read that line about 98 percent? I think that is
the most revealing statement I have ever heard in my knowledge
on energy.

Mr. ALLEN. 1 think you are referring to the part which says:

Most of America’s oil and gas may still be untapped. Vast supplies of oil and gas

remain to be produced because over 20 years of politically motivated low prices have
left 98 percent of the prospective sediments untouched by drilling.

They are talking about areas where we have deep basins that
have not been drilled yet. There are many areas in this country
remaining to be drilled which are deeper and which are in frontier
areas.

There are many areas where we have entire townships in some
of our Western States which have been untouched by the drill.
These are very promising areas. That gets into another subject of
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withdrawal of Federal lands for exploration which is not the sub-
ject of this hearing but which is very vital to this country. We have
to encourage domestic production and exploration on Federal lands
to turn this thing around.

Senator GRAVEL. Would the chairman entertain placing that
map in the record at this time? I think it is vital to his testimony.

The CHAIRMAN. I would be glad to do so. That is a color map, and
I do not know whether we can produce it in color. I will ask that it
be made a part of the record.

[The map referred to follows:]
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Senator Baucus. Excuse me. Mr. Allen, does that include oil
shale and other forms of 0il?

Mr. ALLEN. That is conventional oil and gas only.

Senator GRAVEL. Just oil and gas, there is more there than we
can grace over and all we have to do is get out of the way and let
these people go do it.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Boren.

Senator BoreN. Thank you, Mr. Chairman.

Mr. Allen, I first want to commend you for the good sense that is
reflected in your statement. I would like to go back to the stripper
production issue. Yesterday Secretary Schlesinger in his testimony
talked about the importance of prolonging the production from the
old fields, a fact that has been recognized by Congress again and
again by giving stripper oil special treatment, special incentive
treatment in the past and allowing it to be decontrolled to the
world price.

The Secretary did admit this bill resulted in a rollback of the
price for stripper oil. Would you describe how this rollback occurs?
How much of a rollback are we talking about on stripper oil and
what kind of an impact in discouraging its production do you think
it will have?

Mr. ALLEN. As I recall, the rollback would be to $16 and the
present bids on stripper range from $18 to $21. Whatever the bid is
at the time this bill is passed, if it is passed, if you leave $16 in
there, that means the rollback in the price to $16 and you will be
taxed at whatever percent of stripper you are going to tax over and
above $16. That will mean -many of the wells will be abandoned
quicker than they otherwise would. :

Any time you put a tax on stripper oil, you are shortening the
life of it and it does not make sense to shorten the life of it when
you are bidding it in at the same price you are paying for foreign
oil. We should produce every barrel of it. It certainly should not be
subject to a tax.

Senator BoreN. If we took the current price of stripper oil,
stipper oil is going to end up worse off and have a rollback of $3 or
$4 a barrel compared to the status quo.

Mr. ALLEN. Yes and that impact would be very heavy on the
independents for stripper production.

Senator BoreN. You talked about the total amount of production
that will be reduced with the windfall profit tax, the excise tax, as
opposed to not having a tax. How much production say over the
next 5 years will we lose in barrels if we apply this tax that would
otherwise be produced?

Mr. ALLEN. Probably by the end of 1985, somewhere around 1
million a day. If the increased response is 2 million a day by 1985,
uf‘e will be losing in excess of 1 million barrels a day by 1985 with
the tax.

Senator BoregN. I think that figure has some significance, a loss
of 1 million barrels a day when you think about the fact that the
American people through the thermostat adjustment and the im-
pact it is going to have on retail sales, the economy, in order to
achieve a savings of perhaps 200,000 to 300,000 barrels a day and
yet we are turning around advocating the imposition of a tax that
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may well cost us iri the neighborhood of 1 million barrels a day. It
does make you wonder what is going on.

Mr. ALLEN. This domestic production that we lose will be made
up from importing if we can 1n fact import it and if the 8%z million
lid does not come into play. If that comes into play we are just
going to lose it period.

Senator BoREN. Let's go back to this estimated 400 billion barrels
of oil that is still in the ground and we know where it is and we
simply cannot produce it under the current economics because we
cannot afford the enhanced recovery techniques.

I think that compares with something like an estimated 100 to
200 billion barrels reserve in Mexico which has received wide-
spread publicity. We have in our own country somewhere between
two and four times as much oil still in the ground that could be
recovered through enhanced recovery as we are talking about in
terms of the very dramatic statements about Mexican reserves and
reserves of Saudi Arabia and so on.

As I understand it, while the reserves through enhanced recov-
ery are so promising a source for us, perhaps even still cheaper
than some of the synthetic fuels when ]you get up into the $25 to
$30 a barrel range, you might well be talking about recovery at $20
a barrel with an untaxed enhanced recovery yet this bill applies
taxes against production recovered through enhanced recovery?

Mr. ALLEN. Yes, sir. I am informed that many of the experts
think we can recover half rather than the 25 percent figure I gave
earlier. I am not real well informed on those percentages because I
personally am not involved in those kind of projects. If we could
recover 200 billion more barrels by enhanced recovery——

Senator BoreN. At $20 or $25 a barrel?

Mr. ALLEN. Anything we do to discourage that production is
counterproductive and very unwise to national policy.

Senator Boren. I will quit with this statement. It goes back to
what Senator Bentsen said earlier.

We are talking about maximizing the production of energy. We
are talking about putting the largest tax increase in the history of
the United States in one fellswoop on the American people and
they are going to pay it because they are paying the prices and 60
or 70 percent of what they are paying has been taken into the
Government coffers and then we are talking about creating a huge
bureaucracy to divy out this largest tax increase in the history of
the United States and we all know the 30 or 40 percent overhead
that is going to take or maybe 90 percent if we go back to the story
the little girl who wrote the letter to Santa Claus when she asked
for $1 and got a dime, she wrote back and said please do not send it
through Washington next time.

When we think about all of that and we think about producing
synthetic fuels and setting up this bureaucracy and this huge tax
in order to get more synthetic fuels produced at maybe $25 a
barrel, how in the worf,d when we have potentially 5'00 billion
barrels of oil that could be recovered through enhanced recovery,
how in the world does it make any sense to levy huge taxes on
that, discourage that production so we can take that same mone
and bring it up here and produce it at higher costs and at muc
higher cost to the taxpayers of the United States?
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Mr. ALLEN. Senator, if you will permit me to say so, I think it
amounts to economic illiteracy.

Senator BoreN. I certainly can say amen to that.

Thank you, Mr. Chairman.

The CHAIRMAN. I held myself back to last and I will be sort of
the clean-up hitter on this situation.

I notice on page two of your statement you say that over a 17-
year period the number of people in your business, the independent
producers of oil and gas, was reduced from 20,000 down to around
10,000. That happened because of cheap foreign oil being brought
in here and just slaughtering your members, was it not?

Mr. ALLEN. Yes, sir. We were not able to compete.

The CHAIRMAN. You could not compete with that cheap foreign
oil being produced at that time. Some of the majors made a lot of
money out of that but, as far as your people are concerned, they
just had the privilege of going broke.

Mr. ALLEN. We did lose about half of our producers during that
period of time.

The CHAIRMAN. Those who managed to survive were not doing
very well, were they?

Mr. ALLEN. Most of them were just hanging on until 1972.

The CHAIRMAN. It was the cheap foreign oil that kept the price
SO }llo;v that 50 percent of your people were put out of business,
right?

Mr. ALLEN. Coupled with the natural gas problems during that
period of time in which the price of natural gas was controlled at
17 cents or less. There was no economics in natural gas at that
time.

The CHAIRMAN. When the price of oil and the price of gas were
held so low by trade and regulatory policies, at least half of your
people could not survive and at least half of them could not survive
and the others did well to hang in there at all. Then when the
price goes up because the foreigners have raised their price, you
are thex; told that is a windfall profit. That is sort of hard to take,
is it not? -

Mr. ALLEN. We do not consider it a windfall profit when you
return to market pricing. We think it is really just that, returning
to market pricing. Until we have the market production in this
country we are not going to set the prices.

The CHAIRMAN. It was deliberate decisions made in Government
mostly by the executive branch that made this Nation energy
dependent on foreign producers. Is that correct?

Mr. ALLEN. Yes, sir.

The CHAIRMAN. When they talk about the world price being the
OPEC price, the reason it gets that way is because decisions made
in Washington so nearly destroyed the domestic industry that
there is no hope of a domestic industry at this point providing the
American people with their requirements of energy. Is that right?
No immediate hope.

Mr. ALLEN. No, no immediate hope. We are not going to turn
this thing around overnight.

The CHAIRMAN. It takes time. Seven or ten years at best.

Mr. ALLEN. It is going to take quite a period of time and during
that period of time we are going to be very dependent on domestic
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supplies. We should not discourage domestic production during the
next decade with any kind of a tax.

The CHAIRMAN. The reason the Nation is so vulnerable to a high
price of energy is because the Government made decisions which
meant that this Nation cannot provide anything close to its need of
energy and it has to rely upon OPEC for supplemental energy.

Mr. ALLEN. That is the marginal source and therefore we are
dependent upon them.

The CHAIRMAN. In some respects, if you did not have Federal
price controls, the OPEC price would still be holding down the
don(liestic price because the industry can no longer provide the
need.

Mr. ALLEN. I think given the proper incentive this industry could
increase the domestic oil production like it increased the domestic
natural gas production very materially. I do not agree with those
who say we can never make significant discovzaries of new oil in
this country, it is not to be found. I have seen too much technology
that is available to the industry and will come with increased
prices.

I feel very strongly that if the Government would give us the
market pricing, we will materially increase domestic supplies of
crude in this country quicker than anyone with conventional wis-
dom says we possibly can and to a greater degree than they say we
can,

The CHAIRMAN. I would like you to elaborate a little further on
this chart which shows that in 1973 through 1977 the independent
producers had revenue of $33.3 billion and expenditures of $34.9
billion. I would like you to indicate what these areas of other
finding and development costs and production costs are.

Does that include the taxes you paid or the interest on the
money?

Mr. ALLEN. This is information compiled by the Census Bureau.
It is not IPAA supplied data.

We are talking about the costs including production costs, pump-
ing costs, the actual costs of producing the oil once it is found. We
are talking about prior to the time it is found. We are talking
about drilling costs. Prior to the drilling we are talking about land
acquisition, geological, overhead, the expense you incur with your
employees that help make the search. We are talking about the
total expenditures independent oil and gas producers incur includ-
ing interest on the money and everything else, the cost of doing
business.

The revenues are the wellhead revenues we receive from the sale
of oil anc: gas. The reason we have spent more than we have taken
in is because we have borrowed on existing production and we have
taken in income from outside investors, venture capital in our
search for new oil and we will continue to operate in the same
manner in the future.

The CHAIRMAN. Based on that chart, do you think you could
confidently predict if your group were permitted to make the high-
er price that would otherwise be indicated for their oil, that they
will put that money back into the ground and get more production?

Mr. ALLEN. Therc is 10 doubt in my mind they will do it. They
always have. That is their very nature. They are always looking for
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more production. That is the business they love. They are going to
take whatever funds are available to them and put it in the ground
looking for new sources of oil and gas, to the extent we tax it away
from them, it is going to the Treasury. Do we want it to go to the
Treasury or do we want it to go look for new exploration? That is
the question you gentlemen have to decide.

The CHAIRMAN. I can recall those days when the small producers
used to “poorboy”’ a well in. They would go out and get a lease, find
somebody to put a little money into it and drill down a little ways.
When they would run short on money they would go find somebody
else, sell them an interest in the lease and dig a little deeper. If
they still had not found anything they would go see if they could
find somebody else to sell an interest to. They had to be careful—
sometimes they might wind up selling more than 100 percent of
the well before they found anything.

That was in the tradition that if you had a chance to find
something and make some money, you could always talk somebody
into putting some money into it. This old gent who found the east
Texas field which was probably the biggest field at that time that
had ever been found in the United States, was said to have picked
up the money by selling a little interest to some little waitress in a
cafe and everyone else he could find, to find a few bucks here and
there.

Do you think if there is a prospect of making a profit here that
there would be a lot of investors who would be willing to put some
dough with these independents to help try to find some energy?

Mr. ALLEN. Yes, sir. The investors are looking very carefully now
at what Congress does about the tax because the replacement value
is about equal. It is in excess of the average price we receive. They
are going to put the pencil to it. If it is more economical in their
minds and if they have a chance of making some money at it, they
are going to put money in it and if they are going to make more at
a savings and loan, that is where it is going to go.

The CHAIRMAN. Senator Bradley?

Senator BRaDLEY. No questions, Mr. Chairman.

The CHAIRMAN. Senator Matsunaga?

Senator MaTsunaGga. Thank you, Mr. Chairman.

Mr. Allen, as one member of this committee, I would like to
sponsor a bill to erect a monument to the IPAA for having saved
this country of ours from the energy crisis we face today. To do this
I would like to know what incentives we might be able to provide
your industry so that you would go ahead and produce enough oil
to meet the crises.

I am wondering whether or not there are any incentives other
than monetary profits which could motivate you to help our coun-
try become self sufficient in energy. _

Mr. ALLEN. I think the incentive most favorable for the inde-
pendent is simply resort to market pricing for all oil and forget
taxing any classification of oil and go to market pricing and pay
‘the domestic producer for any barrel of oil he has the same thing
you are paying for imported oil. That would do more to bring on
outside mvestment capital to increase our cash flow to increase the
drilling rate in this country than any single thing you could do.
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The drilling rig count is down. This is a national disgrace. It is
down far under what it was 6 months ago. We should be running
3,000 rotary rigs now. We are running 2,066. The way to turn this
thing around is simply resort to market pricing and forget about
any tax on any category of oil. That is the best thing you could do.

Senator MATSUNAGA. Are you saying that the proposed windfall
profit tax will not permit you to increase your drilling rate?

Mr. ALLEN. It is going to inhibit the amount of production we
can do. It is going to inhibit the amount of exploration we can do.
There is no question about that, Senator.

Senator MATSUNAGA. Are you saying that your profits today are
insufficient to give you any incentive for further development?

Mr. ALLEN. No, sir, not to further develop. We put the money or
the funds available to us in the ground today. What 1 am saying is
the tax is going to be a negative impact in that we will have money
going to the Treasury that should be going to look for new oil and
gas.
Senator MATsuNaGaA. The oil companies have been accused, espe-
cially since the recent gasoline shortage, of not reinvesting enough
of their earnings into domestic exploration and development to
produce more energy, but instead they have been investing in
other unrelated types of businesses, to create new conglomerates. Is
there any truth in such an accusation?

Mr. ALLEN. Not insofar as independent producers are concerned.
We have been reinvesting more than 100 percent of our welihead
revenues in the search for new oil and gas.

Senator MATSUNAGA. IPAA is only in oil and energy?

Mr. ALLEN. Not IPAA. The members of IPAA are the inde-
pendents whose primary business and goal in life is to find more oil
and gas and that is what they spend their funds for. I am sure they
are involved in other things.

Senator MATSUNAGA. What percentage of the present domestic
production comes from IPAA members?

Mr. ALLeN. It would be less than 40 percent of the present
domestic production that is owned by the members of IPAA.

Senator MATSUNAGA. Thank you. No further questions.

The CHAIRMAN. Senator Bradley?

Senator BRaDLEY. Thank you.

I would like to ask a few questions of Mr. Allen. Could you tell
me why you think domestic oil production was down in the first
quarter of 1979?

Mr. ALLEN. It has been declining for several years and this is just
a continuation of the decline. It always decreases a little in the
winter because the physical act of getting the oil out of the ground
becomes more difficult particularly in the mountains and in the
West, North Dakota and places like that and even in the Southern
States you have a little more difficulty in the winter. The basic
reason the production is down is because it has been declining for a
number of years and will continue to do so until we increase the
domestic activity.

Senator BRADLEY. In response to a series of questions I posed to
the Department of Energy as to why domestic production was
down, their response was it was down the normal decrease due to
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the difficulty of the winters. They replied it was down 215,000
barrels more than is ordinary in the winter.

Could you shed any light on that?

Mr. ALLEN. No, sir. Every producer I know is producing every
barrel he can physically produce. It does not make sense to hold
back and reduce your cash flow.

Senator BRADLEY. Do you think it is possible to increase domestic
production demonstrably higher than it has been since 1971?

Mr. ALLEN. I think we have been looking at a period of decreased
production because of unfavorable Government policy and discour-
agment. I think with market pricing we would see a far greater
increase than the (f)eople who studied the charts of the decline
which has occurred during periods of excess controls and price
controls and regulations are willing to admit is possible.

They are looking at what has happened under controls and are
saying we are going down and we are losing production. I think if
we restored market pricing in this country, that curve would turn
around and I think it would go up far greater than most of the
doomsday people who look at statistics and say we have had it.

Senator BrRAaDLEY. Have you thought what it might go to if we
were in a totally decontrolled environment?

Mr. ALLEN. No. I think it would increase far more than the 2
million barrels per day by 1985 that we have projected simply if we
decontrol the prices. KIy personal feeling is that figure our econo-
mists came up with is very conservative.

Senator BRADLEY. You say the 2 million barrel increase in do-
mestic production by 1985 is a conservative figure?

Mr. ALLEN. That is my personal opinion.

Senator BRADLEY. Do you think there would be any more activity
from some IPA members as opposed to majors?

Mr. ALLEN. I certainly do.

Senator BRADLEY. Why do you suppose that is so?

Mr. ALLEN. Because we would have a greater cash flow internal-
ly. We would have more people interested in investing with us if
the profitability looked better. Due to the increased cash flow we
could borrow more on our reserves. They would be worth more as
security at the bank.

We would take this money from those three sources and put it
back into the ground and search for new domestic supply.

Senator BRapLEYy. Why would it be of any greater advantage to
you than to the majors?

Mr. ALLEN. It would be a great advantage to both of us.

It would be an advantage to anybody in the business.

- Senator BRADLEY. Do you approve of the Government’s handling
of public land 0il? Do you approve of the lottery system?

Mr. ALLEN. I think the lottery system has some abuses to it. I
would not want to see it abandoned altogether. I would like to see
some changes in it. We have a paper on that we would glad to
submit to you.!

Senator BRaDLEY. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Dole?

Senator DoLE. I have one question. I do not know whether you-
have figured the revenue costs if we exempt all categories of pro-

! See part 3 of the hearings.
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duction that you would exempt. How much will these proposed
exemptions cost?

Mr. ALLEN. I think if you exempt all the categories I discussed
and leave the tax on lower and upper tier, I think you are still
talking about taxing 6 million barrels a day. I do not know exactly
how much revenue that would bring in. I am far more concerned
with increase in supply than I am with increase in the Treasury.

Senator DoLe. I agree with that. I think Senator Bentsen stated
this case very well.

I am not suggesting how it might happen in the Congress, but it
might be necessary and desirable to have a plowback. I understand
that a plowback might be complicated. There are some people who
do not want to pay any tax. That might be one reason for opposi-
tion to a plowback.

If independents put all their money back into the ground, I do
not see why there is so much opposition to a plowback provision.

Independents drill 90 percent of the wells. Do any majors partici-
pate in some of that 90 percent?

Mr. ALLEN. Sometimes they have a small interest in some acre-
age. They have contributed and they keep their position and they
pay their share of the expense of drilling and completion.

Senator DoLE. When you tell us that independents are drilling 90
percent of the wells, you are not suggesting that majors do not
participate in significant number of those wells.

Mr. ALLEN. If they own acreage and want to participate, that is
their privilege and sometimes they participate and sometimes they
farm out to us.

Senator DoLE. Do you have any figures on the percentage of the
90 percent that the majors also participated in?

Mr. ALLEN. No. It would be primarily independents. For the most
part, the wells we drill we own or other independents own the big
interest in them.

Senator DoLE. In the last weeks there has been sort of an on-
going summit conference on energy and recession. I would assume
that any group with the energy activity of the IPAA has probably
been to Camp David to discuss the future of the energy.

Mr. ALLEN. Our telephone must not be working, Senator.

Senator DoLE. I thought maybe you could not stand the altitude.

Senator GRAVEL. You mean you were not invited to Camp David?

Mr. ALLEN. We did not receive that invitation. We find it some-
what strange that the only people who can turn this thing around,
not only were not considered in this bidding but have tried and
tried to talk with the administration and the President about how
to solve this and we cannot get in the door over there. We do not
understand that, Senator.

Senator DoLE. That is the point I want to make, not that I have
ever been partisan.

Senator GRAVEL. I only broke in to help you.

Senator DoLE. I appreciate that because it is not a partisan
matter. We are talking about gaslines. I guess Republicans and
Democrats alike are found in gaslines and so are a lot of indepen-
dents, but not independents of your type. There are more and more
political independents every day because they do not think the
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}I}ep(lixblicans or Democrats have ever addressed the energy problem
ead on.

If we were going to solve an energy crisis, we should have a
meeting with those who explore for and produce energy and maybe
the religious leaders also. I do not know if you pray for energy or
drill for it.

Mr. ALLEN. We do both.

Senator DoLE. Maybe you do a little of both if you have your
money in there.

It does not seem consistent that everybody go to the mountain,
but I guess there may have been at least one oil representative
consulted. Of course, there were a lot of Government people and a
lot of very outstanding members of this committee invited to the
mountain, but some outstanding members were also not invited.

We must have the same phone number. That is all I can say.

The CHAIRMAN. Senator Bentsen?

Senator BENTSEN. Mr. Allen, I would like something clarified for
the record if you can get us the numbers. When [ was talking
about an amendment that I will propose for a 3,000 barrel exemp-
tion, I said that should exclude approximately 98 percent of the
producers from all the regulations and the redtape and the disin-
centive toward exploration.

My understanding also is that this represents some 10 percent of
the production. I would like that clarified for the record.

Mr. ALLEN. I think you are correct. We do not have an-exact
number on that. We are working on that right now. As soon as we
come up with something we consider reliable, we will furnish it to
you and to the committee.!

b It is a very difficult number to come by but we are doing our
est. ‘

Senator BENTSEN. I know how a lot of people say if they are
really drilling 90 percent of the wells and they are finding 75
percent of the production, why do they only represent 10 percent of
the current production. The reason obviously is that you have to
pay off the bank. When you do find it you sell the production and
you refinance and you start all over. That is the history.

Mr. ALLEN. That is just the nature of the independents.

Senator BENTSEN. Until he finally loses it or he gets old enough
to retire.

The CHAIRMAN. I want to ask this of you to get the matter
straight about the energy costs. Some people seem to think we are
running out of energy and we cannot provide our energy require-
ments.

I have been thinking about this a little bit and I have participat-
ed in your business. I was once an independent producer. I per-
suaded my family we should get out of it back in the days when
the 10,000 got out. We were part of the 10,000 who got out.

It is beginning to look good enough now and some are beginning
to go back in. I think you will find quite a few others who will get
back in if they think maybe they could make a profit.

Is it not true if you want to put enough money into it, you can be
energy sufficient? It is just a question of putting enough money
into it and trying to use the most reasonable technology.

t See part 3 of the hearings.



209

For example, someone was just pointing out to me the other day
that we can provide for our entire energy requirements with solar
energy alone. In order to do that you are going to have to provide
enough solar receptacles to cover as much area as all the highways
and roads and city streets cover in the entire United States. You
have to have that much solar receiving area to do it, and it would
cost a huge amount of money—but it could be done with solar
energy alone.

We have enough coal to last us for hundreds of years and you
coulld do it with coal and with the energy you would make from
coal.

You could probably do it with shale. You could perhaps do it
with the geopressurized brine and methane that exist beneath
Louisiana and Texas and in other parts of the world.

The point is it can be done in any one of several different ways.
It is just a matter of cost. In any evént, if you were to put enough
money into it, you could be energy sufficient.

Is that right or wrong in your judgment?

Mr. ALLEN. That is absolutely right. This business is like any
other. The entire energy industry is just a function of economics. If
the economics are there, the energy is there.

The CHAIrRMAN. We could be energy sufficient with solar energy,
knowing what little we know about it now. It would just cost a
great deal more to do it that way. Is that right or wrong?

Mr. ALLEN. That is right.

The CHAIRMAN. Furthermore, since the price went up, people
thought they could afford to drill down deeper and they might do
better if they did. Drilling those wells just in Louisiana down to
that Tuscaloosa sand, they found a huge amount of gas. I am told
the amount of gas they found down there and that is around 20,000
feet cost $6,000 to $8,000 a well and I am told the production is
absolutely fantastic in those wells and that may provide more gas
than the State of Louisiana has been able to produce in its history.
Louisiana exports more gas than almost all the rest of the States
put together.

Is that conceivable?

Mr. ALren. I think that is a very significant find. You said $6,000
to $8,000. You meant $6 to $8 million per well. I think we have a
vast potential for gas at deeper depths in this country, natural gas.
It is just a function of economics as we have discussed.

The CHAIRMAN. It just costs a great deal more.

Just a short time ago, let’s say 8 or 10 years ago, you would have
thought a deep well would be a well for about how much?

Mr. ALLEN. We could not have drilled to these depths 20 years
ago. The first deeper wells cost in excess of $20 million. That is
down. The technology is available. It is down to $6 million and
some are 20,000 foot wells in west Texas where the pressures are
not so high and it is down to $2.5 million. Any way you take it that
is a lot of money.

The CHAIRMAN. Thank you. Are there any further questions,
gentlemen?

Senator GRAVEL. One question on the gas to get it graphically.
Seven years ago I understand there was no gas wells below 5,000
feet essentially in our country.
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Mr. ALLEN. I am not sure what number of years ago but we used
to not be able to drill below 3,000 feet many years ago.

Senator GRAVEL. No more than 3,000 feet was the average?

Mr. ALLEN. Yes. The technology has advanced over the years
through the grades of pipe available, the drilling equipment. As the
Senator pointed out, we are now drilling below 20,000 feet and we
have drilled in Oklahoma a well below 30,000 feet which was a dry
hole but in the future we will be looking at deeper depths as the
technology becomes available.

Senator GRAVEL. The point I was driving at is with the price of
gas regulated, that alone and not technology was the limitation of
depth. If you were going to get so much return from the gas you
found at that depth, even if you went deeper, you would not get the
money to cover the cost of going deeper so you just plain did not go
deeper. It was just like a Federal law saying nobody in this country
can dig deeper than 5,000 feet for natural gas.

Mr. ALLEN. There was no economics at a low controlled price.

Senator GRaVEL. We cushioned the shot by the laws of economics
but it was really a law that we passed.

Mr. ALLEN. That is right.

The CHAIRMAN. Thank you very much, Mr. Allen.

[The prepared statement of Mr. Allen follows:]

STATEMENT OF JACK M. ALLEN, PRESIDENT, INDEPENDENT PETROLEUM ASSOCIATION
OF AMERICA

My name is Jack M. Allen, I am president of Alpar Resources, an independent oil
and natural gas producing company in Perryton, Texas. | appear here as president
of the Independent Petroleum Association of America, a national organization of
independent petroleum explorer-producers having some 5,100 members in every
producing area of the nation.

We welcome and appreciate this opportunity to present our views on H.R. 3919
which would impose a punitive, massive and very complex federal wellhead tax on
domestic crude oil. It is important to recognize that the House of Representatives
only had a choice between this legislation which represents disastrous energy policy,
and an even more onerous proposal structured by the Committee on Ways and
Means, which would have been catastrophic energy policy. In choosing overwhelm-
ingly the more moderate of the two choices, we believe a majority in the House of
Representatives demonstrated a deep concern that this legislation would defeat the
need to maximize domestic petroleum resource development in both the short and
long term. We believe, further, that the House would have chosen to encourage
rather than discourage domestic oil production—had it been given that choice.

The U.S. now clearly faces the necessity to attract unprecedented capital re-
sources into the development of its domestic petroleum resources. H.R. 3919 would
drain away critically needed revenues and frustrate expansion of domestic petro-
leum exploration and production. It is our purpose here to set forth some facts and
considerations which demonstrate that H.R. 3319 is contrary to the national inter-
est.

The legislation approved by the House unfortunately does not signify any new
direction in Federal Government energy policy. It represents just one more in a long
series of actions through which the Federal Government has pursued a course of
discouraging domestic energy resource exploration and development. This deliberate
Government policy has persisted for a quarter century and has been singularly
effective: It has thinned the ranks of independent explorer-producers by 50 percent.
It has increased concentration of ownership of resources, thus reducing competition,
It has signaled to the money markets that domestic petroleum resource develop-
ment is a questionable investment, at best, thus causing a massive flight of capital
from petroleum exploration and development. In a 17-year period beginning in 1956,
the economic climate controlled by government policy was so repressive that it led
to the virtual dismantling of the domestic petroleum producing industry.
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In this 17-year period, while the demand for petroleurn fuels in the United States
almost doubled, the private recession experienced by the domestic petroleum pro-
ducing industry was reflected in the following facts:

Total well completions declined by more than 50 percent, from more than 58,000
in 1956 to less than 29,000 in 1972.

Almost 60 percent of the drilling rigs in the United States were deactivated and/
or cannibalized.

Exploratory drilling decreased from 16,200 wells to only 7,500 wells, a drop of 54
percent.

About half of the independent oil and gas explorer-producers who numbered
20,000 in the mid-50’s sold out, quit and are no longer contributing to the only
practical solution to the Nation's energy problem, greater domestic production.

To ignore such experiences is to lose perspective of how we got where we are
today, with domestic oil productiocn in the lower 48 states in its ninth year of
decline. The energy problem today and in the years ahead is no different from what
it has been in years past; it can be overcome only by creating a climate for
unprecedented investment to develop and produce our abundant energy resources,
conventional and unconventional. Tgu's cannot be done by trading in a bankrupt
system of arbitrary price controls for an ill-conceived system of punitive crude oil
taxation.

It would be difficult to overstate the dimensions of the economic and technological
challenges which must be met if the United States is to achieve relative energy
independence. Some have spoken of the challenge in terms of crash efforts such as
the Manhattan Project, or NASA's “Man on the Moon" program. However, both in
time and money, these projects pale when compared with the need now confronting
America to marshal its ‘“‘can do" spirit and puts its innovative skills to work in
meeting our future energy needs. The task will require confidence in our collective
ability to do the job. It will require recognition of the fact that we will be playing
the most monumental game of “catch up” ever to confront this nation, if we are to
i‘educe an unacceptable 45 percent dependence on foreign oil to more tolerable
evels.

Most important of all, it will require bipartisan political support for an economic
climate that will induce the private sector initiatives, at costs dwarfing all past
- efforts, to move the country ahead in development of all its energy producing
capabilities. It may sound good to talk about a broader Government role in energy
production, but experience has demonstrated Government can, at best, effectively
play only a supplementary role in research. Government’s primary role must be to
induce the private sector to commit the unparalleled funds now needed to secure
America’s energy future. To do this, Government must reverse the policies of over-
regulation it has followed for 25 years. On huge capital-intensive projects, such as
synthetic fuel plants, tax credits to private industry would be far more effective and
efficient than direct ownership and control by the Federal Government.

In the rest of this century, we must think in terms of capital requirements of $1.5
to $2 trillion for maximization of conventional energy production and for the first
generation technology for liquid fuels production from shale oil, coal and tar sands.

For most of this transitional period until entire new energy systems are in place,
conventional oil and natural gas will continue to dominate the energy mix. Recog-
nizing this, it is clear that present domestic petroleum development activity must be
doubled at a cost approximating $40 billion yearly in the 1980’s.

Where will such sums be found? Primari{ , they will have to be generated at the
wellhead from sales of crude oil and natural gas. In addition, the prospective
profitability from domestic petroleum production will have to be favoragle enough
to justify the confidence of financial institutions which will be required to under-
write through loans a substantial portion of future petroleum exploration and
development.

It is clear that the tax scheme proposed in H.R. 3913 would severely limit
internally generated funds available to the industry, and seriously cloud the pros-
pect for generating venture capital from traditional investors and lenders. The tax
is so complex, applying to variable quantities of a multiplicity of categories of crude
oil, that it would impose unbelievable record-keeping involving very large costs and
subject to constant errors and penalties. We believe its complexity would defy error-
free compliance by the conscientious, and invite abuse by those who always stand
ready to exploit and manipulate such programs.

President Carter, in the recent economic summit in Japan, committed the United
States to a limitation of its import dependence to 8.5 million barrels daily. Unless
the present declining trend of domestic production is reversed, it is doubtful that
this commitment can be fulfilled. If Congress now chooses to replace the confusion
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and uncertainty that has frustrated the industry under price controls with new
confusion and uncertainty under a complex system of taxation, there is little hope
that domestic production can or will be increased.

The legislation now before this committee, I believe it fair to say, represents an
act of broken faith with the domestic industry. In 1975, when the Energy Policy and
Conservation Act (EPCA) was enacted by Congress, the industry was assured that it
would be subjected to just 40 more months of controls. A great deal of the invest-
ment that has occurred has been made on the strength of that assurance. Now, in
another “Catch 22" scheme, the industry is confronted with the Federal Govern-
ment reneging on its assurances. Instead of controls by arbitrary price ceilings, we
are to get controls by punitive taxation. The result is the same: producers and
consumers of domestic oil are denied the economic wherewithal to replace the
petroleum fuels currently being consumed.

This breach of faith is even more difficult to understand when applied to specific
categories of production. On three occasions, the Congress has voted to exemrt
stripper wells—those producing not more than 10 barrels daily—from price controls.
In 1976, the Senate last expressed its intent in this regard overwhelmingly, 67-29.
The result has been a dramatic reduction of premature abandonment of these very
marginal wells, and an unusual effort by independent producers to maintain the
productivity and extend the life of these wells which number some 370,000, almost
three quarters of the total wells in the United States. Now, under the House-
approved bill, production from these wells will be subjected to the third tier or
“OPEC"” tax, permanently. This is a clear and unjustified case of signal switching on
the part of our government, and is unjustified by any conceivable standard of
judgment.

Likewise, a great deal of recognition has been given to the reality that many
producing oil wells qualify as marginal wells based on factors other than produc-
tion. Deeper wells, drilled at greater expense, and produced at far greater lifing
costs, can indeed be marginal economically—and we have experienced the abandon-
ment of many such wells because their revenue under price controls simply did not
cover their cost of operation. The principle of the deep marginal wells has been
accepted and well-established, and many in Congress have supported complete de-
control of such wells, recognizing that every barrel of production prematurely
abandoned at controlled prices must be replaced by a barrel of imports at world
prices. The Administration now has added its recognition of this economic fact,
elevating wells from the low tier price to the upper tier category, and ultimately to
a modified world price. These wells too should be exempted from any tax since their
marginality has long been recognized and clearly established.

Finally, I know of no single principle that has had more universal recognition
than the need to establish market pricing for new petroleum resources found and
produced in the United States. This results from the recognition that no more low
cost oil is to be had in America; all the easy and obvious structures long since have
been drilled. In the past five years, the average new oil well drilled in America has
produced about 35 barrels daily in its first year. At today’s unprecedented drilling
costs, new production in America qualifies as marginal relative to any foreign area
within my knowledge—and no one I know in the industry believes domestic explora-
tion will or can be maximized so long as the price of new oil is controlled, whether
through arbitrary ceilings or punitive taxes.

It likewise has been widely recognized that one of the high<ost but promising
sources of domestic oil will be through enhanced recovery of existing resources from
old reservoirs. An estimated 400 billion barrels of such oil is in place. An increase of
one percent in recovery could mean an addition of four billion barrels of domestic
oil, with no findii.g costs. The most promising future enhanced recovery techniques
involve very high cost tertiary processes. These systems will simply not be widely
developed so 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.

Again, [ point out that the need for market pricing of these high cost and
marginal categories of production—*''new” oil, stripper oil and ‘“‘deep” marginal oil,
and enhanced recovery—has been recognized in both the Congress and by the
Administration. Much of what has occurred in the industry with respect to in-
creased production from these categories was stimulated by this political recognition
of their extreme cost an/or marginality and many signals suggesting a return to
market pricing for such oil.

Producers, therefore, do not understand the blanketing in of these categories
under any tax proposal, and believe this amounts to deliberate breaking of faith by
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both the Administration and the Congress. This kind of equivocation can only be
described as counter-productive government policy.

Now, I would like to discuss briefly the role of the nation’s independent producers
whose operations would be impacted most severely by H.R. 3919. The tax would be
particularly onerous for independents because they have onr primary profit center
which is the revenue, at the wellhead, from the sale of crude oil and/or natural gas.
From this profit center must come the internally generated funds for continuing
exploration and production to replace the petroleum fuels currently produced and
consumed.

Independent producers approximating 10,000 numerically, traditionally and cur-
rently have accounted for nine of every 10 explorator* or new field “wildcat’’ wells
drilled to find new domestic oil and natural gas. The attached chart “Role of
Independents” reflects the results of a study by the American Association of Petro-
leum Geologists covering the years 1969-73. In these years, independents accounted
for about 90 percent of rank wildcat wells, some 75 percent of new fields found, and
about 54 percent of the oil and gas reserves discovered in this period when a total of
147,000 wells were drilled.

When exploration and drilling are ill-affected, any downturn usually is primarily
attributable to reduced activity by independents. For example, in the period earlier
referred to when total drilling dropped more than 50 percent—all of the decline was
accounted for by hard-pressed independents half of whom were forced from the
industry by unhealthy economic conditions. Likewise, the domestic industry has
experienced a severe drilling slump beginning in October 1978, and all of the
available evidence indicates that this decline—the sharpest in 20 years—primarily
reflects reduced activity by independents who are the first pinched and are most
vulnerable to changing economics in petroleum exploration.
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The dominant reason that independent producers do not experience “windfall
profits,” and do not have to be required or forced to “plowback” or recycle their
revenues becomes clearly apparent in the chart, “Independent QOil and Gas Produc-
ers, Wellhead Value of Production and Finding, Developing and Production Costs.”
This chart summarizes the data from the latest five years of the annual surveys of
the domestic petroleum producing industry by the United States Bureau of Census.
Excluding the 24 largest companies, these Census Bureau studies show that the
remainder of the domestic industry—primarily the 10,000 independents—have spent
on domestic petroleum exploration, developing and producing activities about 105
percent of their gross wellhead revenues from both crude oil and natural gas
production.

These expenditures, totalling 34.9 billion compared with gross revenues of 33.3
billion, came from internally ?enerated funds, venture capital from risksharing co-
investors, and from borrowed funds. Clearly, the independent sector throughout this
geriod, has been financially leveraged to the maximum, and it is equally clear that

is future contribution to domestic petroleum exploration, development and produc-
tion is likely to expand only in step with an expanding revenue generating capabili-
ty. To the extent such capability is limited by punitive taxes, the vital contribution
to domestic petroleum supply by independents will be impaired or curtailed.

Experience has demonstra that without a viable indeper.dent exploration-pro-
ducing sector there is little hope for an expanding domestic petroleum industry.
While it could be argued that Government has no obligation to keep anyone in the
oil buiness, Government likewise should avoid policies which force anyone out of the
oil business. If there ever was a time when the nation needed willing exploration-
ists, it is today.

There are muitiple reasons why we have experienced the sharpest drop in active
rotary drilling rigs in two decades, but insofar as independents are concerned the
reason can be summarized as follows: The available drilling prospects are increas-
ingly less attractive at prevailing costs under the existing price controls and the
current burdensome regulatory climate. Uncertainty about the outcome of Congress’
deliberations on the pending “windfall profits” tax further exacerbates the indeci-
siveness now afflicting the industr;;.

There has been no evidence in the past experience of this industry that independ-
ent producers have ever earned a “windfall profit.”” By definition, there can be no
such thing as a “windfall” which lasts for years on end. The long term nature and
complexity of this proposed tax would be a withering influence on domestic petro-
leum exploration generally, and on independent producers in particular.

If this tax is enacted, it can be predicted with certainty that (a) the present
inadequate level of domestic drilling will decline even further, (b) most of the
decline will be attributable to indpendent producers, and (c) the domestic petroleum
industry will contract even further—reducing the competition which so many in the
political community hold so dear. And the consuming public will have the pleasure
of paying a higher price for petroleum products without an increased supply be-
cause money diverted to the Federal Treasury finds no energy.

I should like to speak frankly now in expressing the dismay of the thousands of
small producers I am here representing about the political rationale (or rationales)
offered to substantiate a ‘‘windfall profits” tax which has no earthly relationship to
profits. Some members of both parties are caught up in an inevitability syndrome
concerning this unjustifiable taxini scheme; they say simply that, ‘“There has to be
a tax,” To the simple question “Why?” there are no answers which make economic
sense.

49-945 0 - 79 - pt.2 - 3
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Some say there must be a tax because back in 1974, Mobil Qil bought Marcor
Corporation, or because today Exxon is trying to buy Reliance Electric. But such
companies could still make such purchases if all domestic crude oil was taxed at 100
percent, because their earnings are attributable primarily to their worldwide oper-
ations. It does not make sense to penalize the domestic petroleum producing indus-
try because of public or political perceptions as to the operations, profits, prices or
practices of multi-national companies.

Some have said there must be a tax because petroleum industry “profits” are
inordinate, a claim that is without foundation. Much cynicism was generated by
reports on petroleum profits in the first quarter of this year which increased an
average of 57 percent. But average profits of paper companies rose 100 percent,
railroad profits increased 190 percent, non-ferrous metals increased 350 percent, and
the profits of steel companies were up 4,280 percent. If quarterly profit gain or loss
statements were adequate to measure the financial condition of a company or
industry, oil clearly would be far down the line as a candidate for taxes to compen-
sate for “windfall profits.”

Some say we must have a tax because decontrol of domestic oil will permit OPEC
to set prices for American consumers. OPEC, however, does not set prices—demand
sets prices. In the recent past, the world market has experienced petroleum short-
ages approximating 1.5 to 2 million barrels per day, enabling some countries to
extract “bonuses’ for their crude oil. But a scant eight months ago, when supply
exceeded demand, some of these same countries were discounting their oil on a spot
basis. In both cases, demand established the going price. The only possible way to
ever overcome OPEC dominance of the market is to reestablish market disciplines
for the production of both conventional and unconventional domestic energy.

I repeat, I have heard no sound arguments why “there must be a tax" which for
long years would serve to inhibit domestic energy production. There are many
arguments, however, that support a need to provide an economic climate to reverse
the drilling slump now characterizing domestic industry operations. There are many
reasons why there must be a resurgence of confidence that will result in doubling
our present drilling rate. There are good reasons why the consuming public should
not be required to pay for more domestic oil with no assurance of getting more.

Unless there are deliberate bipartisan political actions by this Congress, now, to
reverse the policies of a quarter century and encourage a maximum effort to find
and produce more domestic energy, then the great body of evidence would indicate
that America will lose the ability to fulfill a leadership role in the world.

c I would like to conclude by inviting the committee’s consideration of the following
acts.

Based on industry expenditures which have been consistent in relation to well-
head revenues, drilling success ratios and production per new oil well since 1973,
our analysis shows that the phased decontrol implemented by the President—with
no tax—would result in increased domestic crude oil production of a minimum of
2,000,000 barrels daily by 1985. The tax revenues which would result from HR. 3919
would reduce this production response by one-half to two-thirds.

We must spend $400 billion in constant 1973 dollars for domestic petroleum
development in the 1980’s if we are to halt and reverse our growing dependence on
foreign oil. Enactment of this massive tax would foreclose the opportunity to pro-
vide the funds for such expansion. This committee, and the Congress as a whole, are
confronted with this basic question: In view of our present energy dilemma, what is
the country’s greatest need; more oil or more tax dollars?

I urge this committee to give the most careful consideration to the benefits and
liabilities of the tax scheme embodied in HR. 3919. I do not believe that such a tax
can be justified when weighed against the pressing need to get on with the develop-
ment of our energy resources, the adequate production of which will be controlling
over our ability to deal with the problems of economic expansion, unemployment,
inflation and the defense of our country.

The CHAIRMAN. Next we will call a panel consisting of Mr. A. W.
Whitehouse, Jr., chairman of Standard Oil Co. of Ohio; Mr. Wil-
liam F. Kieschnick, vice chairman of Atlantic Richfield Co., and
Mr. W. T. Slick, Jr., senior vice president of Exxon Co., US.A.

STATEMENT OF ALTON W. WHITEHOUSE, CHAIRMAN,
STANDARD OIL CO. OF OHIO

Mr. WHiTEHOUSE. Thank you, Mr. Chairman.
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I have only one general comment to make on the windfall profit
tax bill and I can make it very brief because Senator Bentsen has
just made the point much more eloquently than I can.

I confess that I start with a confusion as to whether we are
dealing here with an energy bill or a revenue bill. I am also
confused as to where the money that would be raised will go. I
simply want to make a point that in our judgment if you divert $1
from traditional exploration and production to funding a synthetic
fuels program, you have made a very bad deal. If you just look at
the leadtimes requires and the volumetric yield per dollar of in-
vestment, I think you will have to arrive at the conclusion that the
surest investment our country can make in the short term and the
short term is really our problem, that is, getting over the transition
of where we are now to wherever we are going to be after the
transition, is to emphasize traditional oil and gas exploration. We
will get the biggest bang for our buck on that program. Schio is not
against synthetic fuels programs and when the time is right and if
it is appropriate we will certainly support and participate in them.
Diverting dollars from traditional use to that purpose, we really do
not think makes sense.

The main thing I want to address myself to this morning is the
treatment of Alaskan oil in the House bill—H.R. 3919. I want to
give you a little history of Sohio’s participation in the Alaskan
project.

In 1969, Sohio traded away about one-half of the equity of our
entire company in exchange for a 52-percent interest in the Prud-
hoe Bay oil field. During the years since that time we have invest-
ed over $6 billion to cover our share of the costs of developing that
field, constructing the trans-Alaskan pipeline, and assembling what
I am told is the largest Jones Act tanker fleet in the United States
to enable us to bring that oil from Alaska to the lower 48 States.

Of the $6 billion we invested, we borrowed $5 billion from exter-
nal sources. It is interesting to note that that amount is many
times what the book value of our entire company was at the time
we started on this project. Currently our debt constitutes 64 per-
cent of our total capital employed. This is radically different from
the 20 to 30 percent that most energy companies enjoy. In the
summer of 1977, Fortune magazine wrote an article on our compa-
ny entitled “Sohio Bets its Life on Alaska.” The article and the
title are quite accurate.

As a result of this effort on our part as well as the efforts of the
other two companies represented at this table, the Prudhoe Bay
field is well along in its development. This field represents 32
percent of the proven oil reserves in this country. We are currently
producing just over 1.2 million barrels a day or 16 percent of the
current total U.S. production. We will be able to increase this
significantly by the end of the year. Considering the country’s
current energy problem, I think even our harshest critics would
agree that the project is quite timely.

Alaskan oil is much more expensive to find and develop than oil
located in the lower 48 States. Furthermore, transportation of Alas-
kan oil to its nearest markets costs an average of $6.50 to $8.50
more than oil produced in the lower 48. Thus, the well head net-
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back in Alaska is $6.50 to $8.50 lower than is realized on an
average in the lower 48 States. :

Against th's background, we were absolutely appalled at the
House proposal to tax Alaskan oil much more severely than other
new oil. Alaskan oil is classified as new oil under the existing
regulations.

It is certainly true that our prior investments in Alaska are sunk
and there is no way we can walk away from them even if the bill
keeps its present form. If it stays in its present form there will be
an impact on the rate and levels of future developmental invest-
ments and on the volume of oil ultimately recovered. I do not
presently have an analysis of this impact and I cannot quantify it;
however, it will be very significant and it will be very negative. 1
do know that if this bill stays in its present form, the principle will
be clearly established that the U.S. Congress, after the risks have
been taken and after the investments have been made, is quite
prepared to use its taxing powers to limit the return on major
energy projects to someone’s perception of what is “fair.” So far as
I am concerned, the statutory exclusion of new discoveries in the
House bill is totally meaningless. If another major field is found
and if prices continue to escalate, the rationale, whatever it may be
for the current proposed action will be reasserted, and as is the
nature of things one Congress cannot commit or inhibit future
Congresses on matters of this kind. :

I believe Alaska is the greatest opportunity this country has for
frontier oil. Sohio is reasonably knowledgeable about the geology of
that State and given the differentials in cost and risks, we feel if
anything, Alaskan oil should be entitled to a significantly greater
incentive than lower 48 oil and certainly not a penalty.

We are very eager to go forward with further exploration in
Alaska. We are in the process of acquiring 1%z million acres of land
in the Rocky Mountain area of this country and we want to go
forward with exploration and production on those properties. We
are ready to expand both our reserves and our production of coal in
the lower 48 in which we are active in a significant way. We are
prepared to continue our 15-year participation in development of
oil shale technology as well as to expand our uranium mine and
mill operations.

I sincerely hope the Congress does not give us a negative signal
that would force us to reexamine the direction in which we are
going.

Thank you.

Senator GRAVEL. Thank you, Mr. Whitehouse. I would like to
have Mr. Slick and Mr. Kieschnick give their statements and then
we will proceed with questions.

STATEMENT OF W. T. SLICK, JR., SENIOR VICE PRESIDENT,
EXXON CO., U.S.A.

Mr. Srick. Thank you, Mr. Chairman.

I am W. T. Slick, Jr., senior vice president of Exxon Co., US.A. I
gg{)(;eciate this opportunity to present my company’s views on H.R.

Let me just say for the record on the general question that my
company obviously supports crude oil price decontrol and we are
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opposed to the so-called windfall profit tax. We think it is unneces-
sary and counterproductive and in our judgment there is no wind-
fall because each barrel that is produced must be replaced at a
much higher cost.

The tax in no way is related to profits. It is purely and simply an
excise tax on gross revenue and it is time we stop the charade of
calling it a windfall profit tax.

Today I want to address the impact of the provisions in H.R.
3919 that deal with the North Slope in the Prudhoe Bay area. I
want to make three points.

One, this provision of the bill will adversely affect ultimate re-
covery and production levels from the Prudhoe Bay field; second, it
will adversely affect investment in other large expensive high-risk
energy ventures throughout the United States and third that the
proposal is both discriminatory and inequitable and in fact consti-
tutes a rollback in the price of Prudhoe Bay crude.

When the tax on production of the Sadlerochit Reservoir in
Prudhoe Bay was proposed during the House hearings, it was stat-
ed that all significant costs of discovery, development, and produc-
tion had been incurred for that reservoir. Nothing could be further
from the truth. Through the first of 1979, the operators had invest-
ed some $3.7 billion in the development of the field.

In order to sustain the current producing rate and to insure
optimum recovery, the operators have yet to invest at least $12
billion additional. These future investments will fall into three
broad categories; somewhat upward of $3 billion for wells and flow
lines; about $6 billion for the necessary field production systems
and some $3 billion for secondary recovery.

We estimate that if as was suggested in the House the Prudhoe
owners did not invest any additional funds through the future life
of the field that we would recover from existing wells and facilities
about half of the oil that has been discovered.

I do not intend to imply that the operators are about to stop
investing in that field. They are not. I cannot emphasize too strong-
ly that these future investments will not be made simply as a
matter of course. Each additional well and each additional produc-
tion facility, the artificial lift systems, the secondary recovery oper-
ations will be reviewed individually.

Any tax which reduces the effective future production or the
effective value of the future production will only serve to reduce
the economic attractiveness of some of these investments which are
still needed to maximum recovery.

I think it is important that we recognize how high the stakes
really are. A reduction in ultimate recovery of one-half of 1 percent
from this reservoir will reduce the Nation’s supply of crude re-
serves by 100 million barrels.

It is difficult to quantify the precise impact of this tax on future
recovery. I have cited two examples of the kinds of things about
which we have to be concerned in my statement and I would be
glad to comment on them later if you are interested.

Concern over the impact of tax on the North Slope, on the
development of known discoveries was apparently recognized in the
House. I say that because the staff memorandum to the House of
July 2 and the memorandum to this committee of July 6 stated:
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-“Oil from other Alaskan reservoirs located north of the Arctic
Circle including those already discovered but not yet developed is
exempt from the windfall profit tax.”

Apparently the intention was to exempt that kind of oil. One can
only surmise that the House was misinformed over the status of
development expenditures at Prudhoe Bay which for the record
seems likely and I hope my comments have cleared up that point
insofar as this committee is concerned.

My second point, the impact on other investments. I think it
would be a mistake if we dwelled too long on the question of
marginal economics of Prudhoe Bay because there is a more impor-
tant principle at stake. Simply put it is the impact on the willing-
ness of investors to undertake high-risk ventures in the energy
field if Government policy is to selectively tax the successful ven-
tures with new taxes after the risks have been undertaken.

Total profits from Prudhoe Bay will be large because this is a
large project of unprecedented size. Before we are through, total
industry investments by all participants is going to exceed $40
billion on the North Slope but the profitability of the venture is
not unusually high, to the contrary.

Since this field was discovered in 1969, the operators have faced
increases in State taxes, new State laws, the reduction in the
depletion allowance and increase in Federal taxes. Now because in
our judgment of the large size and high visibility, it is again being
singled out for special taxation. This is an extremely shortsighted
approach in our view. It ignores the facts that the profits from
successful projects like Prudhoe Bay must carry the unsuccessful
efforts that must also be undertaken throughout the country.

Consider for example some of the things industry has done in the
exploration and production field in recent years. In the northeast
Gulf of Mexico, $1.5 billion was spent. In the Gulf of Alaska, $700
g}li}_lion for exploration activity. In the Baltimore Canyon, $1.4

illion.

The first commercial discovery in any one of those areas is yet to
be confirmed and yet industry has put up at risk $3.6 -billion.

If the large successful projects are to be taxed down to some -
nominal rate of return, then where is the money to come from for
the high cost, high-risk areas if we are going to get this after-the-
fact change in tax laws?

Obviously there is no counterpart in the statutes of this country
that guarantees the return on unsuccessful venture. I submit to
you, Mr. Chairman, neither retroactive taxes on successes nor
guaranteed profits on failures constitute proper public policy.

The U.S. Geological Survey has estimated that over 30 percent of
the remaining potential gas and oil discoveries in the United States
are located in Alaska. Most of it is above the Arctic Circle. Over
the next 5 years according to schedules just released by the Depart-
ment of Interior there will be seven lease sales in some of the most
prospective areas of Alaska. This includes a sale later on this year
in the Beaufort Sea. There are a couple of sales in the Norton
Sound and in St. George basins in 1982, :

Industry is already planning for those sales. Imposition of dis-
criminatory taxes at Prudhoe Bay will undoubtedly affect the out-
look of potential investors in these very important high risk areas.
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The final point I want to make is the discriminatory and inequi-
table nature of this particular tax. As I said, it constitutes a
rollback in the price of Prudhoe Bay crude. Were the Prudhoe Bay
field located in the lower 48 where costs are lower than they are in
Alaska, it would be classified as upper tier oil and subject to no tax
at prices below $13 a barrel which is the upper cier ceiling.

The Sadlerochit oil with the proposed tax will have an effective
price of about $5 a barre! less than lower 48 upper tier oil over the
next several years. '

As has been pointed out by others because of the high transpor-
tation costs the actual netbacks on the North Slope were about
$11.50 a barrel still below the ceiling on upper tier oil thus com-
plete decontrol woulcd result in no immediate increase in the price
of Prudhoe Bay production.

The purported purpose of H.R. 3919 is to remove part of the
added benefit to producers resulting from decontrol of oil prices.
The Sadlerochit tax goes far beyond that intent rolling back the
price and leaving the producers in this one field worse off than if
controls had merely been continued.

To summarize, Mr. Chairman, we think that application of this
proposed tax to the Nation’s largest oil field would be both short
sighted and counterproductive Lo the Nation achieving its energy
goals. The tax constitutes a price rollback and it will only adverse-
ly affect recover from the Sadlerochit Reservoir but it will also
inhibit investors in other high-cost ventures throughout the United
States.

Thank you, sir.

Senator GRAVEL. Thank you. Mr. Kieschnick?

STATEMENT OF WILLIAM F. KIESCHNICK, VICE CHAIRMAN,
ATLANTIC RICHFIELD CO.

Mr. KiescHNick. Thank you. Members of this distinguished com-
mittee, my name is W. F. Kieschnick. I am vice chairman of
Atlantic Richfield Co.

I would like to reflect back a moment on the testimony given by
our friends from the IPAA. We in the majors are delighted they
are a part of our total energy team in this country and I am
excited and convinced of their commitment and their contributions.

I got the feeling at the end that they might not need us. I hope I
can remind you the total energy team of this country are all of
those who are investing and risking money.

As to our credentials, I invite you to remember we were part of
the team that discovered Prudhoe Bay which is about 30 percent of
this country’s reserves and about 15 percent of this country’s pres-
ent production.

I like to think that the total energy effort consists of indepen-
dents drilling in Kansas or west Texas while we are drilling in
Alaska. I like to think of the total energy effort being of indepen-
dents and majors drilling in west Texas and Louisiana while some
of us are working on solar and coal.

I would like to point out that if an increment of increased
revenue will help somebody drilling in west Texas, it will help
somebody develop fields in Alaska.
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My point in being here today is not to deal with problems with
windfall tax as others have so eloquently dealt with but to talk
about its unique impact on the North Slope. Since I have heard my
associates on the panel make those points, I will confine myself to
a few matters of emphasis and clarification.

I would like to lead you through the start-up of the Prudhoe Bay
field to deal with some issues that have come up. The Prudhoe Bay
field was brought into initial production in 1977. Under DOE regu-
lations it was classified as upper tier crude with a price ceiling
which was approximately $13 a barrel. This was a pricing category
and a price ceiling similar to identical situations in the South 48.

The initial well head prices at the field were depressed well
below this ceiling ranging from $5 to $7 because of the high trans-
portation cost to the United States and market pressure from
competitive crudes on the west coast.

These depressed prices at the field were initially economically
tolerable because the field was in an early flush production stage of
its life in which less than 30 percent of the total capital had been
invested.

Further, the outlook was for rising crude oil prices and for rising
well head prices because there was room for that field’s price to
rise to its ceiling price.

The promise of these increases gave promise for increasing cash
flows to finance the approximately $15 billion that we perceive is
yet to be spent to maintain the rate and produce the total recovery
from that field.

About $4 billion has been invested to date to start the field into
flush production and in our perception about $15 billion is required
to drill additional wells to maintain production, put in the artificial
lift that is so typical in the mid-life and later life of a field and to
put in waterflow to recover the full production from this field.

The second point I would like to emphasize is the stakes. This
field produces about 15 percent of U.S. crude production and com-
prises about one-third of the American crude reserves. A plus or
minus 5 percent recovery in this field related to upside or downside
economic or taxation scenarios represents a billion barrels of re-
serve.

I could easily make the same sort of illustration about plus or
minus impacts on the field that represent 100,000 barrels a day
more or less; 100,000 barrels a day is 10,000 stripper wells.

I think we are going into a decade in our country’s energy
situation in which we are not going to enjoy much benefit from the
new energy initiatives that have to do with synthetics or solar and
other materials. We are going to have to live with the assets we
have. That means we are going to have to be more energy efficient
and we are going to have to explore vigorously for oil and gas and
we are going to have to squeeze more reserves and more production
out of the assets we have. Sadlerochit is a big one to squeeze.

It is in this context that comes H.R. 3919 and its particular
provisions for Prudhoe Bay. On the one hand they exclude from
the windfall taxation all new crude oil produced north of the Arctic
Circle, wisely; but surprisingly, they taxed Sadlerochit oil at a
threshold price of $7.50 a barrel. This is in contrast to the same
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kind of fields, same vintage, same regulations in the South 48 being
taxed at a threshold of $13 a barrel.

As you have heard and as I must repeat, this type of discrimina-
tory taxation leveled at one of our great incremental assets for the
urgent 10 years ahead has two counterproductive consequences. It
would put at risk the economic justification for some significant
recovery and future rate projects in this field and second it would
seriously inhibit frontier project risk takers by showcasing the
withdrawal of upper tier treatment to one of the Nation’s most
recent and largest energy projects and incidently the most expen-
sive one in history.

The bottom line that I come to is the following: The original
proposal of the administration was for the Sadlerochit Reservoir to
be exempted from windfall profit taxation. This is the most certain
way to insure the maximum development of this major energy
situation. However, alternatively at the very least, the Sadlerochit
Reservoir—itself an upper tier reservoir—should receive the same
tax base price as the upper tier reservoirs in the South 48.

I think the bottom line in this whole issue seems to be that the
major unfinished energy situations in this country whether they be
exploration plays or large fields not fully exploited, are situations
that relate to the most urgent supply era of our country's energy
renewal, the next 10 years. I think situations like this should be
nurtured rather than abused.

Incremental production, some on the drawing boards and some
potentially conceived, are even more real and promising from Sad-
lerochit than from fields yet to be found and discovered.

Thank you. I would be happy to answer any questions.

The CHAIRMAN. Senator Dole?

Senator DoLE. As I understand it there is a lot of participation
by majors with independents in exploration and development. Is
that correct? Someone suggested that maybe they did not need the
majors.

Mr. KiescuNick. That is not only correct but we initiate a lot of
plays on our own, sir.

Senator DoLE. There are a number of farm outs and production
payments where there is at least cooperation between the majors
and the independents.

Since the issue has been raised frequently, I might as well ask a
question about Exxon’s proposed purchase of the Reliance Electric
Co. Is that still on course?

Mr. Suick. It is on course. It is a long trail as you are aware,
Senator. It is still an undertaking.

Senator DoLE. That is going to be about a $1 billion item?

Mr. Srick. Yes, about $1.2 billion.

Senator DoLE. That would produce a lot of cnergy, 1 presume.

Mr. Suick. It does have an energy component. Our estimates are
if the technology that lies behind that acquisition is successful as
we hope it will be, it will save this country 1 million barrels a day
of energy equivalent by 1990. That is a substantial contribution to
the energy problems of the country in our judgment.

Senator DoLE. Because it will probably be mentioned by others if
we do not put them in the record, I note that Arco bought a British
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newspaper, the Observer. I do not have the details on that. That
purchase cannot produce a great deal of energy.

Mr. KiescHNICK. Sir, we paid $2 for that. We did not divert a lot
of capital to it.

Senator GRAVEL. You say you paid $2 for it?

Mr. Kiescunick. That purchase was for a modest amount and
the idea was to give support to an institution that we did not see
ourselves primarily staying with for the rest of our corporate lives.

The CHAIRMAN. I do not understand. Would you mind saying
that again?

Mr. Kiescunick. I was suggesting that our purchase of the Ob-
server was not a material event as far as diversion of cash.

Th; CHAIRMAN. You say you paid $2? Do you mean $2 a share or
just $2?

Mr. KiescHNick. The institution was losing money and the main
thing we brought was some stability and underwritiang some losses
in its early years.

Senator GRAVEL. You did not have to put up any money?

Mr. KiEscHNICK. A rather modest amount.

The CHAIRMAN. Was it $2?

Mr. KiescHNIck. I am not sure of the exact amount. It was very
modest, Senator.

The CHAIRMAN. Do you mean $2 a share or $2?

Mr. KiescHNICK. I meant the total consideration was very mod-
est.

The CnailrMAN. I have been reading that magazine from time to
time. If it is only worth $2 I think I have made a mistake.

Mr. KIESCHNICK. It was a very modest price.
h’I‘he CHAIRMAN. That is a big difference between $2 and $2 a
share.

Mr. KiescHNIck. I know it was less than $1,000 for the entire
transaction, Senator, and I do not know the details behind that.

Senator DorLe. I want to finish with Arco on Anaconda. You
bought some interest in Anaconda.

Mr. Kiescunick. Yes, sir. We acquired the entire interest of
Anaconda. We paid for most of it by an exchange of shares and a
modest amount by cash.

Senator DoLE. How much did that total?

Mr. KiescHNick. The cash part was about $250 million.

Senator DoLe. What is the total value?

Mr. KiescuNick. I think we paid about $750 million for it. -
thSeilator DoLE. I do not know about Sohio. I did not find Sohio o

is list. .

Mr. WHiTEHOUSE. We have not had any money to spend on
anything.

enator DoLE. I want to ask if Sohio is going to pursue the
southwest pipeline or have you given up all hope of that?

Mr. WHiTEHOUSE. We have given up all hope of that.

Time ran out from an economic standpoint. We just could not
fight our way through the regulatory maze.

Senator DoLE. I see references to the acquisition of Marcor and
others in speeches that I read from time to time. It does make it
rather difficult to explain decontrol to the American people. We
keep saying that we have to have more oil production and the oil
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companies go out and spend $1 billion on what might be considered
to be a non-energy-related purchase. Maybe in the case of Reliance
Electric, the purchase is energy related, since you indicated there
is going to be a big energy savings produced. Maybe that would be
true in other purchases. There is also the theory in this country
that a company should be permitted to use its profits in any way it
wishes.

Nevertheless, with all the focus on energy and with a certain
amount of posturing going on in this country, it does not make it
easier for those of us who think we ought to be able to produce
more energy to explain those kind of purchases.

Mr. Suick. Senator, I would like to offer a couple of general
comments on that problem because I think it has been blown way
out of proportion. It is necessary to put these things into the proper
perspective, I believe.

I think that perspective includes such things as, based on the
data I have seen, well over 95 percent of the investments made by
the oil industry participants in this country are made in energy
activities.

In the case of my own company, just as an example, last year in
the United States we made in net income in the United States not
quite $1.5 billion. Our reinvestment program in the United States,
and it had nothing to do with Reliance, is about $2 billion. Out of
that $2 billion, $1.5 billion is for exploration and production of oil
and gas. Our investment in oil and gas exploration and production
exceeds our total net income in the United States.

As Mr. Allen pointed out earlier, the independents are investing
more than their revenue at the wellhead. If you look at the majors
I think you will find right down the line reinvestment in the
energy industry exceeds net income.

Senator DoLE. I understand that. I hope you understand the
other side of the problem and maybe no one should comment on
that. Maybe everything you say is true but I am talking about from
the standpoint of trying to encourage the Congress for example to
go along with a better program to insure more production. That
does present an obstacle.

Mr. WHITEHOUSE. May I make a comment on that, Senator Dole?
We are as pure as the driven snow. We do not have any money and
we have spent five times our assets over the last 7 years. It is a
real dilemma. There is a legitimate argument for the American
people saying to their energy companies, if you are going to insist
on more and more profits, then you ought to be putting it back into
energy programs. By the same token, at some point if we are
talking about finite oil and gas reserves which we think we are, at
some point you are condemning a very large industry to a gradual
partial or total liquidation.

Senator Doik. I understand that.

Mr. WHITEHOUSE. It is very difficult.

Senator DoLE. It is not just Exxon. There are others who are
very progressive, Gulf and Sun. It is all a matter of record.

I would like to ask one more question with respect to the so-
called plowback provision. Do you see any way that a plowback can
be properly drafted so it would be workable and could be adminis-
tered? That would encourage profits going back into energy sources
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and still would not be in conflict with what company management
sees as a proper response to stockholders and others.

Mr. Suick. As I pointed out earlier, the record is that the indus-
try is plowing back. They are reinvesting more than they are
making in the business. The track record is pretty good. I share
Mr. Allen’s comment. We have yet to see a provision drafted on the
so-called windfall profit plowback that would not further compli-
cate the issue rather than cure the issue. We think it is a totally
unnecessary provision.

Senator DoLE. Is that shared by all three gentlemen?

Mr. WHITEHOUSE. Yes.

Senator DoLE. Any of the representatives of these companies
visit Camp David during the energy crisis?

Mr. Suick. No, sir.

Mr. KiescHNIcK. Our president was invited. He accepted the
invitation of the President.

Senator DoLE. I think it is good. I am glad he did.

The CHAIRMAN. I do not want to leak what people said to the
President, but after it is all over with do you think your president
might be willing to advise the Nation or the industry what he
advised the President?

Mr. KiescHNICK. I can only tell you what advice he gives in his
public speeches, Senator.

The CHAIRMAN. I am not talking about something that is pub-
lished already. What I want to know at some point is what he told
the President. I do not think it would be quite cricket for him to
tell us now but maybe after it is all over with and the President
announces his program he might tell us.

Mr. KiescHNicK. I am confident he would be willing to do that.

Mr. Suick. Senator, I think a number of us share your interest in
that question.

Mr. KiescHnick. I think I should also be able to say he is on
record as favoring decontrol. He is in favor of a lot of the values we
have talked about here this morning.

The CHAlRMAN. My recollection is that some time back your
president departed from the traditional view of the industry by
suggesting he would be perfectly content to see the depletion allow-
ance repealed provided they got the world market price for oil. The
Congress promptly took him up on repealing the depletion allow-
ance. They just ignored the rest of his suggestions.

People up here on Capitol Hill said anybody who had any knowl-
edge of the way Congress worked would have assumed that is what
they would do. They would take you up on the thought that re-
pealed the depletion allowance, the part where you were willing to
waive what you would get, and they would put what you were
asking for along with most other things people asked for. You
should have anticipated that result. You would get your depletion
allowance repealed and you would not get the world price for oil.

I hope he has better luck this time if he has one of those two
prong recommendations.

Senator Gravel?

Senator GRAVEL. Thank you.

Just picking up on some of the points Senator Dole made and
adding to it, certainly it is a free country and the people who make
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profits around this country should be able to spend them. I do not
know of any other law we have on the books in this country that
has a limit.

We did receive testimony in our subcommittee which indicated of
all major American industries the oil industry is the least industry
to go out of their own industry to make investments by a substan-
tial sum of money and most of the investments were as indicated,
they are transactions where not a great deal of cash was involved
but a great deal of leverage was involved and that makes a sub-
stantial difference.

I would like to ask questions with respect to profits since this is
what it is supposed to be. I will start with you, Mr. Whitehouse.
Would you tell me what the profits were for your company during
the development of Prudhoe Bay and now that Prudhoe Bay has
worked? What kind of money are you making?

Mr. WHiTEHOUSE. The profits that we made during the 5 years
that we were drilling and investing in Prudhoe Bay were just
marginally over a 5-percent rate of return. Last year, which was
the first full year of Alaskan production, was marginally over 9
percent.

Senator GRAVEL. Marginally over 9 percent. I would Just like to
underscore that for my colleagues. Last year was 9 percent and
during the development, 5 percent?

Mr. WHITEHOUSE. In the years 1970 through 1977 it averaged 5.4
percent.

Senator GRAVEL. Last year under full production?

Mr. WHITEHOUSE. It was 9.9 percent.

Senator GrRaveL. What I have difficulty reconciling in human
understanding is the people in the Ways and Means Committee
who indicated you are making money at the present lower price
and considerably lower price than the oil that is sold in other parts
of the United States.

Five percent. If you were not locked in you would be sued for
being in that kind of a position. Any public utility, Pepco, the
telephone company, anything we depend upon, the Government
guarantees and they will guarantee you more than that.

Maybe the Jackson committee is right. Maybe we should nation-
alize you, get you more money than you are making.

Mr. WHITEHOUSE. It would be a lot more straightforward than
nibblings.

Senator GRAVEL. I wonder if Exxon could tell us what kind of
money you are taking out of Prudhoe?

Mr. Suick. I cannot give you a number for Prudhoe. Our corpora-
tion in 1977 and 1978, our return on shareholders equity was 13
percent and 14 percent respectively and that compares to averages
in the manufacturing industry in this country of about 15 percent.

It underscores the point that has been made many times. The oil
industry is not any more profitable than the regular line of busi-
ness in this country. That record for the industry tracks over the
past 10 or 12 years.

Senator GRAVEL. Arco, how did you do?

Mr. KIESCHNICK. Durmg the period of investing in the pipeline
and in the field, we were making anywhere from 10 to 12 percent
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return on capital employed. This past year with the pipeline on
and the first production coming in, we went up to about 14 percent.

Senator GRAVEL. I would only issue a challenge to any American
who thinks there is excess profits in the operation in Alaska that
they take their savings and call a local brokerage house and ask
them for advice as to where they should invest those savings on
comparison to other investments in the United States. Let that be
the guide. Do not trust Congress but take their money and go seek
professional advice as to where it should be invested to get some
counseling.

They obviously do not trust the Congress any more.

The CHAIRMAN. May I just make one suggestion to you three
ofﬁ;:ers of major companies and hope it would spread to the indus-
try?

The industry profits are going to be better this next quarter I
understand. When you meet with your shareholders and you report
the good news, it is nice to make it sound great: “Hurray, just look
how well we did, our profits are up 20 percent,” or something like
that.

I would hope that in reporting those profits, they would keep in
mind that television and the newspapers are going to pick that up.
It will be used against their advantage, and a lot of it will be used
out of context. For example, I had one of these syndicated writers
come to me, and it is hard to defend your industry when someone
says, this company made a 345 percent increase or something like
that. I guess if you got all the information you would find they lost
money the previous quarter, and therefore any increase at all
would have been more than 100 percent.

I would hope that when your people announce those things, they
would perhaps communicate with one another. Let’s call it a per-
spective-in-reporting approach, that you would report those things
in such a way that you would compare them with what people are
doing in other endeavors.

You sit here like Mr. Slick, and you say our company did not
make as much as the average manufacturer. I guess if I was the
chairman of the board or the president of Exxon reporting to the
shareholders, I would not want to say, we did better and then say
we still did not do as good as the average manufacturer. If I was
running for reelection at that point, it is not a good point to stress.

On the other hand I would hope that somehow in those public
relations announcements, you would get this idea across or find
some way to make it clear that you really do not think those
profits were all that great, or that they are out of line with what
people are making in other lines of endeavors.

What can you do about that?

Mr. Suick. Senator, [ wish I knew the answer. We tried this
quarter to point out that in the first quarter of 1979, my company
made less money in the United States than it made in the first
quarter of 1978 and it made less money than it made in the fourth
quarter of 1978. By either comparison our earnings in the United
States were down.

It was coincidental that there was also recovery from some pret-
ty poor economic conditions in Europe. The only thing I seem to
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see in the headlines was Exxon’s profits were up 39 percent. We
can tell them. I am in despair of getting them to write it right.

Mr. KiescHNICK. Senator, you have brought up a very severe
problem and you are very wise in confronting us with it. This has
been heavy on our minds.

I think what we finally have to get over and what we have tried
is not only what our profits are but what we do with it, to get over
those platforms which used to cost $2 million for shallow water
now cost $100 million for deep water, to talk about wells that used
to cost $100,000 in west Texas and they now cost $3 million in
Alaska; talk about seismic programs that used to cost a few tens of
thousands of dollars now costing millions of dollars a year.

We put out that story, not only what we get but what we do with
it. So far people only listen to one half. That is our dilemma.

Senator GRAVEL. It is a little more fundamental than that, Mr.
Chairman. I reflected long and hard on this. I think what you are
asking these companies to do which is a very bright thing to do I
might say in their best interest, I think it is impossible to do just
like it is impossible to ask us who run for public office to go home
and give bad news to our people whether we are running for office
or not. We cannot even tell the American people the truth about
this excess profits that it is not excess profits.

Let me give you the facts on why they cannot approach that. The
management of these corporations bases its income on stock values.
They get bonuses that are tied to stock values and if you come out
of a meeting and start talking about things are not too good, that is
going to be reflected very quickly in the value of the stock that you
have so your personal net worth is going to go down real quick.

Second, you are going to have to go to a bank to go do some
financing. How do you go into a banker and tell him you are
having a bad time and you are not doing as well as everybody else
and you have to borrow some money? I would never go to a banker
that way.

It reflects upon me. I am not going to go to a meeting and tell
people I am not doing a good job. I can have excuses. Maybe these
shareholders are not interested in excuses. They just want to know
what you are doing for them in terms of return.

You have these facts; stock value, financing capability. It is a
reflection on management. It affects management’s immediate in-
come. We are asking them to do something that we politicians do
not have a minuscule amount of guts to do and that is to go tell
the American people that we have been lying to them for 10 years.

It is a great idea. I can recall when Exxon in 1974 came out with
their profits and their chairman who I contacted later and said it is
terrible, the top of the press release was just bragging how well
they did, right in 1974, the worse time politically to do it but it
dawned on me, his constituency was not my constituency and that
is one of the great problems in our society, if we could identify and
bring our constituencies together and Mr. Chairman with your
ESOP’s and I with my GSOP’s are going to bring those constituen-
cies together so the people are not walking down two streets at the
same time.

The CHAIRMAN. First we will hear from Mr. Whitehouse and
then we will hear from Mr. Kieschnick.
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Mr. WHITEHOUSE. First of all I would say we operate with one
restriction that you do not have to worry about and that is the
Securities and Exchange Commission.

Senator GRAVEL. We do not go to jail.

Mr. WHITEHOUSE. I do not really think the current income re-
porting is influenced all that much by stock prices or lines of credit
and things like that.

I can give you a very good example of an experience we had at
the end of the first quarter. It was compared to a terrible first
quarter the preceding year. We were the 300 percent company.

The CHalrRMAN. I would like to hear about that.

Mr. WuiteHouse. What we did was to bring in the local news
media we are a regional marketer/refiner in Ohio, Pennsylvania,
and Michigan. We can get the local electronic media in and on that
occasion I think we got a New York Times stringer down from
Detroit.

We gave those who attended the meeting a very full perspective
on just exactly what these figures represented rather than a sim-
plistic comparison of the first quarter of 1979 to the first quarter of
1978. Those people reported the profit picture very conscientiously
and very well. We could not have asked for better treatment. The
substance of the story was good. Those in other papers who picked
these stories up from wire services or other papers did not feel
burdened with the explanation we had provided, and we got a
pretty good kick in the teeth from some of those papers.

It is really a very difficult thing. ,

The CHAIRMAN. There is an outstanding lady writer with a syndi-
cated column who made reference to the fact that one company
had a 340-and-some-odd percent increase. Can you put that in
context? How much money did you make the previous quarter and
what you did make the following quarter?

Mr. WHITEHOUSE. I do not have the figures with me.

The CHAIRMAN. Give us some idea.

Mr. Waitenouse. The two big factors were in the first quarter of
1978. First, we had a coal strike. We lost a lot of money in the coal
operation. Second, in the first quarter of 1978, trans-Alaskan pipe-
line pump station No. 8 was still not onstream so our throughput
of crude oil through the trans-Alaskan pipeline was about 700,000
barrels a day as I recall the figures. This year in the first quarter
we are up to 1,200,000 barrels a day. Those were by far the two big
variables. The other differences are not all that significant.

Those were the big figures.

The CHAIRMAN. What did you report in the second year, was that
a big profit?

Mr. WHiTeHOUSE. No. That was back up to 11 percent.

The CHAIRMAN. What you are making is not as much as the
average for manufacturing?

Mr. WHITEHOUSE. No; that is correct.

The CHAIRMAN. If it was a 340-plus-percent increase compared to
the disastrous first quarter of the previous year—Mr. Kieschnick?

Mr. Kiescun:ck. I want to go back to Senator Gravel’s remarks.
He brought up an issue but it is deeper than that. This Nation is at
an energy crossroads. We are energy people. We feel we are bust-
ing ourselves to deliver. It is a matter of personal pride and integri-
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ty more than anything else to be accused of not delivering or not
trying.

It gets a lot deeper than what your income is. It gets down to are
we delivering the goods. It is important to us to deliver the goods.
It is a lot more of an issue than the money.

Mr. Suick. Senator, I would like to offer the comment that one of
the problems of communicating with the American public as we
see it is the background noise that we have to try to outshout, the
background at which we are played. I made it a point in my
comments this morning to refer to the so-called windfall profit tax
and if you will read my comment that is the only time I use those
words. Yet the newspapers are full of statements that eminate
from both ends of the avenue in this city talking about windfall
profit tax.

When it is a tax on revenue, it does not have a thing in the
world to do with profits. When you are trying to overcome that
level of decibels of background noise that keeps hammering away
with the windfall profit tax, the American public begins to think
there is a windfall profit.

Senator GRAVEL. That is exactly why the word was used, so you
could confuse and lie to the American people.

Senator DoLE. I think you have a problem. The only thing I
think would be worse would be to have a member of Congress get a
pay raise the same day you announced your profits and then the
press would focus on us. If you could get that arranged you could
probably get off the hook.

You are a big easy target out there. So are we and we under-
stand that. If the story is presented to the press so they under-
stand, not just in a handout, but the full story, maybe in some
giant press conference in Washington, there will be those who will
attack it and suddenly indicate this is why we need more controls
and more taxes. We have all seen what has happened with the
controls and the taxes. Product has doubled and tripled in price.
The whole system is about to collapse.

It is not easy and I appreciate your efforts. I think you do have a
great responsibility to the American people as you have indicated.

Mr. KiEscHNICK. Senator, we understand that. We are working
very aggressively with shirt sleeve sessions with the media, open
door policy to the media. We will talk to anybody who will listen.

The CHAIRMAN. I had difficulty believing that there are not
substantial numbers of people in the media who will try to tell a
storg on a balanced basis and as it really is. I live in hope that one
of these days the word will get through to the public and we will
better understand what the problem is.

If the people of the Nation do not understand what the problem
is, we cannot very well come up with the right answer because
people who run for office like to get re-elected. They like to vote in
a way that would be approved by their constituents.

If the matter is perceived in an entirely erroneous light by the
public, there would be a lot of votes based on that misconception.

Mr. KiescHNICK. I would like to offer a little hope. I have ob-
served over the past 6 years that some of the media who worked
the hardest and have the most sophisticated staffs now understand
the problem. I take heart in that.
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The CHAIRMAN. Thank you very much, gentlemen.
[The prepared statements of the preceding panel follow:]

PREPARED STATEMENT OF ALTON W. WHITEHOUSE, CHAIRMAN OF THE BOARD, THE
StaNDARD O1L Co. (OHIO)

I am Alton Whitehouse, Chairman of The Standard Oil Company (Ohio), also
known as “Sohio’’. Let me say a few words about Sohio to relate its work in energy
development to H.R. 3919, the proposed windfall profits tax bill.

In 1969, we traded one-half of our company for 52 percent of the Prudhoe Bay
field in Alaska. The development of that oil field is the greatest energy development
project of our time, and it came on stream just when our country was in dire need
of additional domestic energy production.

Qur participation in the project included substantial investments in the Prudhoe
Bay field, the Trans Alaskan Pipeline and charters for the largest fleet of Jones Act
tankers in existence today—all of this to bring North Slope crude oil to the Lower
48 states. This oil field represented 32 percent of the U.S. proven oil reserves as of
the end of 1978, and 16 percent of the total U.S. oil production for 1978.

To meet our financial obligations in this project, Sohio had to invest over $6
billion, which we obtained through borrowing about $5 billion, and using virtually
all of our internal cash flow during the years 1970 to 1978. Through most of the last
ten years the very existence of my company has been on the line and we are not out
of the woods yet. Presently, our debt is 64 percent of our total capital employed,
which is significantly higher than the normal 20-30 percent of debt carried by most
energy companies.

Our efforts in new energy have not been limited to oil and gas. During the 1970’s
we were able to expand our Old Ben Coal operations, commence production at our L
Bar Ranch uranium mine (in both cases through off balance sheet financing),
continue pioneering work looking to the commercialization of shale oil technology,
embark on research on high Btu gas from coal, conduct solar energy experiments
involving commercial applications, and improve our midwest and eastern refineries.
These refineries are presently operating at record rates, producing as much gasoline
as we can for this summer and as much fuel oil as we can for next winter.

We are anxious to expand our activities in the energy area. We are currently in
the process of acquiring one and one-half million acres of land in the Rocky
Mountain area which we think attractive for oil and gas exploration, and we plan to
actively explore them during the next couple of years. We are facing the prospect of
additional billions of dollars of investment just to complete the potential production
of the oil and gas at Prudhoe Bay.

While many people assume that the Prudhoe Bay field is an accomplished fact,
we view it as about 30 percent complete, with a lot of work and billions of dollars of
investment still ahead of us! We are also hopeful that the Beaufort Sea lease sale,
as well as some other promising areas on and off-shore in Alaska will be offered in
the near future. Beyond that, a sensible plan for the financing of the Alaskan gas
pipeline needs to be resolved and we expect to participate in some portion of that
total project. Synthetic fuels, particularly in the oil shale area, which Sohio has
been active in for 15 years, may, depending on government policies and economics,
attract more of our investment funds.

The direction of our commitment is clear. How much we can do here in the
United States depends on the opportunities and the dollars available to us.

With respect to H.R. 3919, I would like to make two general observations and
then focus on the Alaskan impact of this bill.

The first observation is that it doesn’t make sense to me to tax one form of energy
to subsidize synthetic ener?r development, when a maximum effort is needed on
both fronts. It particularly doesn’t muke sense when the energy source to be taxed
is the principal source our country must rely on during the ten to twenty years
needed to bridge the gap to the synthetic forms of energy for the future. The
natural decline of mature oil fields in the U.S. and throughout the world, coupled
with the energy demands of our increasing world population, require that we use
maximum efforts through maximum incentives to assure our country a reliable
source of domestic energy supplies for its survival during this transition period.

The second general observation responds to this Committee’s interest in what
actual energy resources can be found and developed from dollars invested. We've
done some work on this. While no one's crystal ball is totally clear on this subject,
we have estimated that the amount of windfall profits tax we, Sohio alone, might
have to pay over the next ten years, could decrease our contribution to domestic
energy production by 100,000-200,000 barrels per day oil equivalent in the late
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1980’s. Said another way, this represents over one billion barrels of oil equivalents
that probably would not be added to the United States proven energy reserves by
Sohio. We are ready to take on the job, if we are allowed to put the money to work.

Turning to the Alaskan impact of H.R. 3919, the high risks and high costs of
finding arctic oil, developing it and transporting it to the Lower 48 states, have been
clear for several years. This, no doubt, prompted the Federal Government to exempt
such Alaskan oil from the entitlement burden in the domestic crude oil price
controls. This is completely understandable in view of its lower wellheads, even
after selling the oil at prices competitive with the world market. I believe that these
same reasons led the President to exempt Alaskan North Slope crude oil from the
windfall profits tax as originally proposed. .

H.R. 3919, however, extends the proposed windfall profits tax to Alaskan North
Slope crude oil and discriminates against it relative to comparable Lower 48 oil.
Similar oil produced in the Lower 48 states would be taxed on any increase in
wellhead value above the $13 per barrel U.S. ceiling price, but the Alaskan oil
would be taxed on any increase above an arbitrary $7.50 per barrel ceiling. A result
of this surprising discrimination is that oil producers in the Lower 48 states would
receive some benefit from decontrol, even with the windfall profits tax. Alaskan oil
producers, on the other hand, would not receive any benefit from decontrol up to
$13 per barrel, and since their wellthead values are now above the $7.50 level,
imposition of the proposed tax would, in effect, force a rollback in the Alaskan
wellhead values!

The unfairness of this proposed treatment of Alaskan oil producers is obvious, and
flies in the face of the higher costs and risks of frontier oil development. It would
also become another unfortunate example of the government’s changing the rules
after such risks are undertaken and major financial commitments are made.

While such changes of the rules are particularly felt by a company that has
already made a major commitment, this “gotcha’” approach to taxation and regula-
tion cannot be overlooked by any company considering substantial new investments
in any of our new energy frontiers.

Some may argue that the proposed tax would not be a disincentive to investment
in new Alaskan oil, because newly discovered North Slope crude would be exempt
from the windfall profits tax. OQur response is, “Who will really believe that?”
Actions still speak louder than words and the lesson to be learned is this: if you
drill an expensive well on Alaska’s North Slope and find nothing, no one will come
around to bail you out—however, if you have a big success there and find substan-
tial new oil reserves, you can also expect a big after-the-fact penalty.

By subjecting the Prudhoe Bay project to this windfall profits tax the Congress
will have established a very important principle for all investors in high-risk, high-
cost energy projects. That principle is: Congress will use its taxing powers to limit
returns to investors based on its perception of what is a proper return and will
apply that principle after the investment has been made. Such a principle will have
a devastating impact on the search for major new domestic oil reserves which are
almost certain to be in high-risk, high-cost frontier areas. The implementation of
such a principle is particularly difficult to understand with respect to the Alaskan
frontier when you consider that the Federal government has estimated that 30
percent of the undiscovered oil reserves in the entire United States are in Alaska.

For Sohio’s part in future energy development, our record in the past ten years
speaks for itself. I can assure you %{Aat we will be making every effort we can in the
years ahead to develop new energy resources in both traditional and new forms,
wherever opportunities exist in the United States, whenever the funds are available
tokus, and whenever the economics involved are commensurate with the risks to be
taken.

Why Avraskan Norte SLope (ANS) Crupe OiL SHouLp BE Exempr From ALL
WINDFALL ProFiTs TAXES

1. ANS producers will not realize any windfall from decontrol. From its inception,
ANS crude has been marketed at world prices. Three reasons probably underlie this
treatment. The risks associated with development and transportation of this oil are
far greater than similarly classified oil in the Lower 48. Second, because of the high
transportation costs to bring ANS crude to U.S. markets (from $7.00 to $9.00 per
barrel versus $.50 to $.60 per barrel average for most other domestic production),
the ANS producers realize a value at the wellhead far below its allowable ceiling
price under present government controls. Third, the initial development of the
Prudhoe Bay field was expensive, and additional investments of several billions of
dollars will be required to continue to develop the field to its potential.
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2. Low wellhead values as a result of high transportation costs are a factor
bearing on any Arctic development and on which will probably continue. This is
compounded by the fact that exploration and development of oil reserves in the
Arctic are high cost activities. such, there is a need to increase the ‘“real’
incentive, if possible, to fund undiscovered reserves in Alaska. According to USGS
Bulletin No. 725, this area contains over 30 percent of the undiscovered oil reserves
in the United States. A windfall profits tax would significantly diminish future
incentives.
- 3. The return or profitability on risks taken is the key in any company’s business

decisions. Oil exploration is risky in general, and in the Arctic, even more so. The
investment to produce and transport Prudhoe Bay oil, the largest oil field ever
found in North America, was based not only on the profitability of the early years
(1977 and 1978) but also on an anticipated real increase in the profitability over
time as the value of oil increased in real terms. Future exploration and develop-
ment in Alaska will inevitably key on the tax and regulatory treatment received by
ANS crude now and in the years just ahead. Hopefully, the message will be clear
that Alaskan oil development will be encouraged.



MILLIONS

236

SOHIO

600 1967 1968 1969 1970 1971 1972 ‘973 1874 1975 1976 1977 1978
450

400+ NETINCOME

200 +

87 70 52 89 58 (3] 89

® 103 124
200 ~ 175 193

212 243
400 L
600}
700

800 62

10001 CAPITAL EXPENDITURES

1087
1200 +

1400

16001
1642
1699

1800%



DEBT AS A PERCENT OF TOTAL CAPITAL EMPLOYED

Q SOHIO

231

W22

2722

—

000002227

A

—

A

VA

T

222

100 —

1976 1977 1978

1973 1974 1975

197 1972

1970
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> "Reprinted from the August, 1977 1ssue of Fortune Magazine by special

permission;(<)1977 Time Inc.

ALASKAN OIL—OR BUST..........

Last month, as the frst drops of crude otl coursed from
Prudhoe Bay toward the Alaskan port of Valdez, the
payoff was just beginning on a monumental corporate
gamble. All but unnoticed in years of clamor and contro-
versy over the pipeline, one relatively obscure company—
Standard Q1] of Ohio—had bet 1ts very existence on an
effort to get the oil out.

Sohio owns a third of the Trans Alaska Pipeline Sys-
tem and shghtly more than half of the North Slope re-
serves—some 5 1 billion barrels of o1l worth $69 billion
at today's prices Intheend, its fantastic gamble is trans-
forming the corporation from a relatively small, crude-
short, regional refiner and marketer into a major inte-
grated company to be reckoned with. Though it stili ranks
a mere nineteenth in the oil industry in terms of sales
($2 9 billion last year), Sohio is about to burst forth as
the third-biggest producer in the U S. (behind Exxon and
Texaco), and 1t has already be-
come the largest owner of do-
mestic oil reserves.

The transformation has been
a wrenching experience None
of the top executives anticipat-
ed at the outset the magnitude
of an undertaking that was to
become fraught with frenzy and
drama. For one thing, they
faced seemingly endless delays
in the construction of the pipeline, owing to technical ob-
stacles of unforeseen complexity, loud screams from
environmentalists, and tortuous hassles with regulatory
bodies. Accustomed to minding their tidy affairs in their
drabheadquarters in Cleveland, Sohio's management was
suddenly thrust i1nto the center of the political arena.

The risks were enormous. At every turn, the costs shot
up relentlessly ; for the pipeline alone—which opened five
full years behind schedule—they rose tenfold, to $3 3 bil-
lon, including capitalized interest on the owners’ debt.
Sohio’s management continuously anted up more chips,
thinking the hand good enough to justify the stakes. By
the end of this year, Soh.c will have borrowed some $4 6
billion-—no less than siz times 1ts assets and nearly fifty
times its debt in the late Sixties. Even after the bets were
placed, there was no guarantee that the company would
earn enough to service that tremendous debt.

Once committed to the project, there was no turning
back For one thing, the company desperately needed the
oil And the reputation of Charles Spahr, Sohio's highly
imaginative, though seldom heralded, chief executive,
was on the line. On a few occastons, the money nearly ran

Research associate: Susan Schock

“We wanted to be remembered
as men of courage and judgment,
as risk takers on a grand scale,”
says Chairman Charles
Spabr. Those risks brought his
company closer to disaster than
most people ever suspected.

out and there was talk of selling reserves. But Spahr kept
pushing ahead. As he explains: “We, and particularly I,
wanted to be remembered as men of courage and judg-
ment, as risk takers on a grand scale—-not as damn fools.
There could be no in-between.”

That Sohio survived 1ts trials in Alaska is all the more
remarkable when one notes what was happening in the
company’s own backyard, Stiil crude short, Sohio was
having to pay through the nose for foreign o1l at a time
when new competitors were invading 1ts market and it
couldn’t pass along all of its costs. One frazzled executive
recalls that the task of keeping the company afloat was a
bit like living through the Prrils of Pauline.

The man who masterminded Schio's transformation
grew up in Missouri, where his father was a stil/man at
a refinery, and had long harbored ambitions of being a
builder. Young Charlie Spahr put himself through the
University of Kansas, earninga
degree in civil ergineering, and
went on to Harvard Businesy
School—until his money ran
out during the Depression. For
a while it seemed as 1f his big-
gest job of building would be
overseeing construction of a
fuel pipehine in India during
World War I1. Scon afterward
he headed back to Sohio, where
he had been an engineer before the war. A prodigious
worker, Spahr rose rapidly, and in 1959—when he was
Just forty-five—he became chief executive It s fair to
say, as cne vice president does, that “for the past eighteen
years, Charlie Spahr has dominated this company.”

Informal but strong willed, Spahr quickly proved him-
self a decisive executive. For decades, Sohjo had consis-
tently made money 1n refining and marketing when oth-
ers hadn't, mostly by concentrating its retail outlety in
Ohio and supplying them through a pipeline distribution
system that cut down on trucking costs. But the compa-
ny's return on investment was running a slim R 1 percent
when Spahr tock over, he thought that he could do better
than that through diversification Soon he ventured :nto
plastics, acquired Old Ben Coal Co., and built chains of
motor inns and restaurants By the late Sixties, the refin-
ing and marketing operation, which stillcontributed some
three-quarters of Schio’s revenues, had improved and
the new businesses were paying off. The total return on
investment climbed to a handsome 12 5 percent.

But as time went on, Spahr became increasingly wor-
ried about Sohio’s supply of crude. The company pur-
chased three-quarters of the crude it refined, and with
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overall domestic reserves showing signs of decline. he
figured that less would be available on the upen market.
Unless Sohio could buy or find its own reserves, it might
fall victim to a takeover.

Spahr was fully aware of that possibility, and deter-
mined to make the best of it. *Through diversification,”
he says, “we had become more attractive to stomeons who
might want to acquire us and pay a substantial premium,
which would enhance our stockholders' investment.” To
have a job title te give away to an acquiring company,
he left the position of chairman unfilled throughout the
Sixties.

Meanwhile, Spahr was looking for other ways to solve
his problem In 1966, he set out to acquire Amerada Petro-
teum Corp, a sensationally profitable producer with no
debt and plenty of crude. But Leon Hess, the aggressive
head of Hess Oi}, had an eye for Amerada, too. While
Spahr was wooing Amerada’s management—"I made
them the highest offer they had ever received,” says he—
Hess was alyly off in London negotiating with the British
government to buy its 10 percent of Amerada, the largest
block outstanding. Hess won. Recalls the soft-spoken
Spahz: "I thought to myself, ‘How stupid can I be? ”

As things turned out, Spahr’s failure to win Amerada
led lo a great success. “I became even mcre determined
to solve my problem and willing to tak. a bigger risk.”" In
1969, he entered into negotiations with British Petroleum,
the sixth-biggest o1l company in the world, hoping to get
his hands on 1ts U S. properties, including the North
Slope For its part, B P. was eager to gain a marketing
outletinthe US

Giving away the slore

Fearful that the talks with Schio might not go any-
where, B P. hedged its bets. {t acquired from Atlantic
Richfield some B,250 former Sinclair stations, which
would wind up as parc of Sohio if that deal went through.
Spahr was aghast He knew that the Sinclair network,
with low-volume, inefficient stat.ons 1n poor locations,
had to be losing money—and indeed it was, $23 million in
1969. It would be a drag on Sohin just when the company
needed to marshal all its resources for Alaska

But Spahr was sufficiently desperate to plow ahead—
and to get B P '3 o1l he had to give away more than half
of his company. He agreed to finance development of the
reserves and of B.P.'s share of the pipeline, while B.P.,
through its subsidiary, B P. Alaska Inc., promised to
contribute the technical know-how. In return for the o1l
properties, B.P was to get a controihing interest in Sohio
—Aa8 n™lch as 54 percent--by January 1, 1978, at the lat-
est. In addition, for all the crude produced above 600,000
barrels a day (net of an allowance for royalties paid to
Alaska), B P. would get royalties equal to 75 percent of
the net profits Firally, Sohio promised te pay B P divi-
dends, figuring that it could afford to do so after the oil
was flowing In any case, the companies ayreed upon a
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firm deadlire for the dividends—no later than January.
1975—which seemed pretty safe at the time.

Spahr admits that in taking the gamble in Alaska he
was trying for a “big resslve” for his company’s prob-
lems But the riska, he says, seemed “eminently worth-
while and containable.” After all, the total cost of build-
ing the pipeline was then estimated to be a mere $300
million, making Sohio's share about $250 mullion, devel-
oping B.P.’s reserves would bring the total tab up to only
about $570 mullion. Spahr thought a right-of-way permit
for the pipeline would be issued in *just a matter of
months."” Whtle others assumed that the oil would be
flowing by the end of 1972, Spahr figured 1973—
“conservatively.”

A sirange kind of cordiality

But it was not long before the issuance of a permit be-
came a cause celébre. For one thing, environmental
groups, who feared that the 800-mile pipeline wou'!d dam-
age the tundra and destroy wildlife, won a federal in-
Junction against the project in 1970. When :t became
apparent that a batlle might rage for some time, the in-
formal committee that had sprung up to buiid the pipe-
line gave way to the Alyeska Pipeline Service Co, which
was owned by the seven major holders of reserves. Sohio
held the largest chunk of the company—27 5 percent

Sohio’s executives soon found themselves, as one of
them puts it, “up to our eyebrows” in legal hassles Asit
happened, Spahr had just hired some lawyers, including
Richard Donaldson, adynamic youny partnerin a leading
Cleveland firm. Donaldson graphically recalls Sohto's first
campaign in Alaska: “We were treated with all the cor-
diality of hired killers.” Governor William Fgan was, in
erfect, telting the oil compantes: Fine, you finance and
build the pipeline, but let the State of Alaska own 1t, run
it, and take the profits. Says Donaldson wryly, “We tried
to find mice ways to say that we couldn't do that, our
lenders wouldn't understand, and we wouldna't be able to
get any financing Finally, we just said no.”

The legislature enacted a bill along Egan's lines any-
way, and for nearly eighteen months, Schio and its allies
in Alyeska battled the lawmakers in Juneau. Finally,
after intense Jobbying, the legislature relented and passed
revised statutes The law levied taxes on North Slope o1
that were pretty hefty, but the companies could live with
them Even while fighting that battle, though, Sohio was
still pressing the state and federal governments for the
necessary permits. “It was like trying to play three-
dimensional Chinese checkers,” says Donaldson. But no
one seemed to be winning, and everyone had come to ques-
tion whether the permits would, in fact, ever be forth-
coming Having spent nearly $200 million in developing
reserves by the end of 1972, Sohio had a lot to lose.

At about that time, disagreements began to break out
among Alyeska’s three largest owners over how much
they should spend on engineering studies and equipment



The Perils
of a Pipeline

Seldomin a huge undertan ng Joes ererything run smooth-
this case, a'most nothing did No one at Sohie, which
argest share (33 3 percent) of the Trans Alaska
anticipazed the seemingly endless hassles with
ry bodies, the lergthy deiays, technical foul-ups,
and a~c:dents, or the quantum leap in costs The lLine was
cr ginally seneduled for completion n 1972—at a price of
$30) million—but the cost estimatey were revised upward
s x t.mes, reach,rg $9 3 beilion tincluding capitalized inter-
est on the cwrers’ debt) That made the pipeline the most
evpensive private corstruction project ever
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when they might just be throwing money down a rat hole
Exxon, which has the luxury of a worldwide crude sup-
ply. could afford to sit back patiently and play tight with
its purse strings. Atlantic Richfield was most eager to
spend because, hike Sohio, 1t needed the oil. Says Joseph
Harrett, then executive vice president of Sohio: “Our
attitude would have been the same as Arco’s—-except that
we just weren't as well heeled.”

Alyeska issued its first official cost estimate for the
pipelinein 1972. Alton Whitehouse, who had become pres-
ident of Schio two years earlier when Spahr moved up
to chairman, was in the London offices of B P. when he
got the news. A ruddy-faced, tense man who nonetheless
smiles easily, Whitehouse had left his partnership in a
Cleveland law firm, joined Sohio as its first general coun-
sel, and soon afterward drew up the agreement with B P.
He recalls his reaction to the telex vividly. "I almost
fainted,” he says. "1 walked into the otfice of Monty Pen-
nell, one of B P.'s managing directors, and handed him
the telex, he was absolutely stunred.” The original esti-
mate of §300 m:llion hau risen to a cool $3 billion.

By the fall of 1973, things touk a siight turn for the bet-
ter. Conygress, jolted into action by the Arab oil embargo,

“Wa had 10 grow up.” sdys Chares Spahr rgnt sty ihree year old
Nead ot Sohia €xz:arung the pren.meaa’ rarsicimal ca ot his Company
Mhen Scanr retires this year, A'ton Anehcuse Ry well Cegin guicing
‘re carpirabon through ils rex! s‘age of Jeve crment

passed a right-of.way bill and President Nixon signed it
1n November. With that permit finally in hand, Alyeska
hurriedly started building. But owing to higher equip-
ment costs, a decision to double the initial capacity to 12
billion barrels a day, and a steep bill for meeting stringent
environmental standards, the estimated cost of complet.
ing the line had risen, as Spahr puts it, to “frigh*eming
proportions " By early 1974, 1t was $4 billion, and by the
end of that year, a princely $5 98 billion.

Sohio soon found itself in a fix. When they doubled the
capacity of the pipeline, the owners came around to the
view that their rates of participation should be more In
line with their shares of the North Slope reserves That
would have made Sohio the not-sc-proud owner of a half
interest in the expanded pipeline, with an overall need fur
external financing of some $3 billion—twice the com-
pany's assets outside Alaska Stuck with more than he
had bargained for, Spahr had to ask R P to pick up one
third of his obhigation to Alyeska, reducinyg Sohio’s share
to 33 3 percent. B P. reluctantly agreed.

The elephant kept sticking out

The dizzying increases in cost forced Sohio’s top execu
tives to rethink just how they could dredge up the money
Based on the original estimates of the pipeline’s cost
they had been confident that they could raise encugh
cash by floating a bit of debt, while relying mainly on
off-balance-sheet financing 1n the furm of throughput
agreements (that is, borrowings serviced by revenue:
from oil put through a pipeline). This would keep the
company's debt on the balance sheet down to a respectable
30 percent of total capital. .

Early un, Sohio wangled a unique deal with Columbiz
Gas System, a major gas-distribution utilily in the East
Columhtia Gas agreed to fork over $175 million, to bx
repaid only if Sohio uitimately made money from crude
production on the North Slope. In return, the utility go
first claim on Sohio's natural gas in Alaska, when and 1t
that gas was produced. (The Federal Power Commisaior
has since squeiched this type of deal because the vapita
was included 15 the utility’s rate base, but the consumet
was not getting any benefit.}

1t soon became apparent, however, that Sohic couldn’
possibly raise enough money off the balance sheet to cover
its rapudly ballooning needs It was like trying to hide
an elephant under a blanket,” says John Miller, a sharp
eyed vice president of finance. Sohio's tiny finance depart
ment had to blueprint ancther plan.

1t 1v probabdly fair to say that seldum in the business o
raising money have so few, who knew so little, done s
much. Only one of Sohio’s four financial men had a back
ground :n finance At the age of thirty-six, Miller had :
degree 1n chemical enyineering from the University o
Cincinnatiand had spent much of his career in supply anc
di~tribution, His boss, the lanky and reserved senor vic

president of finance, Paul Phillips, was an accuuntant by
cunfinuen
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training from Oklahoma. To bring themselves up to speed
in finance, Miller and his colleagues—with the exception
of Phillips—neaded off to Morgan Stanley, Sohio's in-
vestment banker, for a crash course.

In 1974, Phullips and Muller negotiated a $600-million
revolving credit agreement with a slew of banks and sold
some commercial paper Later, advised by Morgan Stan-
ley, they realized that they could not possbly hit the
public debt markets heavily enough, or frequently
enough (as often as four times a year), to finance their
entire needs. So they decided to raise money privately.
The cornerstone of their scheme became a joint private
placement with B P, through which they hoped to bring
1n $750 million.

The 75-25 debt-equity salio

Selling that private placement to the nation's biggest
and most sophisticated lenders took a good bit of ingenu-
ity. For ore thing, there was no way to peddle it on the
strength of Sohio’s balance sheet; by the time Sohio bor-
rowed all it needed, the company's debt would have
reached an almost intolerable 75 percent of total capital
—the highest among all major U S. corporations. Most o1l
companies shoot for less than 35 percent. But the per-
centage of debt for Sohio was somewhat misleading be-
cause the Alaskan reserves, worth many billions, were
reflected on the balance sheet as an asset of less than $400
million—what Schio had invested in them thus far. So
Morgan Stanley billed the deal as a “project” financing—
one that had to fly on the financial and technical merits
of the pipeline itself.

The lenders scratched their heads at the notion and not
all of them bought it. In April, 1975, Metropolitan Life
Insurance Co. an influential investor, turned thumbs
down. The Met, it seems, stuck with its traditional ap-
proach, Jooked at Sohic's corporate creditworthiness, and
just didn't like what it saw. Though the Met still won't
talk about its lack of enthusiasm, it probably also felt jit.
tery about forthcoming government regulations on the
pricing and taxation of Alaskan oil, which could have
kept Sohio from earning enough to service the debt.

That blow was a crushing one for Sohio, and even the
notoriously unflappable managing directors at Morgan
Stanley blinked. Says one of them, Da\vid Goodman, who
oversaw Sohio's financial planning: “When we got a black
eye from the Met on our first step, we decided to take an-
other Inok.” One much-discussed option would have been
to sell some of the North Slope reserves, which would have
cut Sohio's development expenditures and brought 1n
money as well. Several potential buyers—among tixmte:
Texaco, Shell, and Guif —were waitinyg like wolves at the
door, eager to pick up a piece of Sohio's pos:tion.

Had Spahr been desperate enough to sell reserves, he
would have had his troubles doing it—they had a lot of
strings attached to them. For one thing, B P had acquired
the Sinclair operation from Arco on credit, pledging the
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reserves as collateral; so Arco had the right to veto any
sale. [n addition, the criginal agreement between Sohio
and B P. made no provision for disposing of any proper-
ties. Clearly, Sohio was over a barrel. Says Spahr: “We
would have had to negotiate with the British for changes
under duress, and with no leverage.”

Spahr thought that he could win “the battle of time,”
as he puts it, and as things turned out, he was right By
May, a month after the Met had turned up its nose, Sohio
was having more constructive conversations with the
Prudential Insurance Co. Originally asked to kick in $150
million at a 10 percent interest rate, the Pru said no way;
it wanted a higher rate. Morgan Stanley soon upped its
offer to 10'2 percent, but the Pru stood firm.

Then James Toren, a vice president at the Pru, moved
things off dead center. Toren reasoned that if Sohio in-
creased the private placement to $1.5 billion or $2 billion,
thereby na:ling down a bigger chunk of its needs, the
larger dea! would justify a higher rate, say 10%4 percent.
And the Pru would give that deal a big send-off, by lend-
ing $250 million. Swallowing hard, Sohio agreed to the
terms despite the heavier financial burden,

The Pru’s vote of confidence got things rolling. Because
interest rates dropped during the next two months, addi-
tional lenders flocked in like lemmings (and the Pru
looked very smart indeed). Some seventy-six major insti-
tutions finally committed a total of $1.75 billion, in what
became the largest private placement ever.

Haunted by those dividends

But for a while 1t looked as if Sohio might not get the
morey after all. The private placement was supposed to
close in July, 1975, and Sohio needed to get its hands on
the cash. The only additional financing scheduled was to
be an offering of two million shares of common stock in
October, after the private placement was to have been
locked up And Sohio was sending money out the door to
Alaska at a rate of more than $4 million a day.

But once again things didn’t work out as planned. Be-
cause of the Byzantine complexity of the private place-
ment, the lawyers needed more time and so delayed the
closing. Sohio was soon eating up its contingency funds,
and the estimated cost of the pipeline had spurted up once
again, this time by $400 million. To add to its woes, Sohio
had to make good ¢n the promise to pay dividendsto BP,
despite last-minute attempts by Spahr to get a mora-
torium. He had anticipated that the dividends would be
paid out of earmings from the North Slope, but 1nstead,
those payments, $12 million a year, cut into the company’s
existing cash flow. “It was,” says Whitehouse, ‘‘one of
our misfires.”

At this point, the fate of the stock offering and the pri-
vate placement began to hang on the whim of the gods In
the summer of 1975, forty-seven barges—each the size of
2 football field—rendezvoused southwest of Point Bar-
row, Alaska, at theedge of the Arctic ice cap. Loaded with
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nearly $560 miilion worth of essential equipment bound
for Prudhoe Bay, scme 180 miles distant, those barges
were poised to make the trek just as soon as a crack in
the ice appeared, which normally occurs in early August,
But the weather misbehaved and the ice failad to budge.
By September, Sohio’s executives feared that if the
barges could not make a run for it soon, they might be
shut out of Prudhoe Bay for the winter.

That would have meant a year's delay in reaching peak
production, a situation Sohio’s executives constantly
feared. To cunvince potential lenders that—given the
worst of all poss:ble worlds-—Sohio could repay its debts,
they had conjured up a “disaster scenarno.” In this case,
a “disaster” inciuded o1l prices of $5 to $6 a barrel, and
a doubling 1n the cost of the pipeline. (It was a it of
unconscious prophecy that Sohio’s worst assumption on
the cost of the pipeline—§9 billion-—was just under what
the price ultimately turned out to be )

In mid-September, ten barges siipped through a shght
opening in the ice pack and arrived safely in Prudhoe
Eay. But twenty-two others headed back south, and the
remainder, which stayed put, were soon surrounded by ice
again If the captains of those barges were anxious about
the success of their mission, the men in charge of raising
the money were even more so. "It was critical that the
barges got through,” Miler explains "Otherwise, the
buyers of the common stock, knowing we couldn't meet
our schedule, would probably have said to us, ‘Come back
next year.” And the lenders in the private placement
might have rethought things.”

“We pleaded with them lo wait"

By then Sohio had only enough money to last for six
weeks Each day Goodman at Morgan Stanley got a call
from Sohio, which was in constant touch with the barge
captains and even the weathermen in Alaska; pending
goods news, he postponed the common-stock offering. Cnce
again thete was a Aurry of talk about selling off reserves.
To help keep his spirits up, Miller posted a crudely let-
tered sign on his wall that read: “Remember—there are
5.1 billion barrels of o1l up there.”

Smelling desperation perhaps, all sorts of characters
turned up offering money—some of them con artists who
turned out to have no money at all. One quite legitimate
character was Henry (Duke) Johnson, an otficer from
the swinging Bank of Nova Scotia, which has no legal
lending himit. Johnson stopped by Miller's office in Sep-
tember, and within a week he and Miller agreed on a
$100-milion revolving line ¢f cred.t, which gave Schio
breathing room.

In October, while the barges remained stuck, the barge
contractor and Arco became eager to abort the mission
and try again the following summer. David Lybarger,
Sohio’s vice president of oil and gas in Alaska, says: "“We
pleaded with them to wait just twenty-four hours more.”
Miraculously, the weather turned warmer and the ice
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parted aga:n, allowing the barges 1o make a dash for
Prudhoe Bay. Assurcd that developrent of the resertves
would move ahead, Mcrgan Stanley fred »ff the common-
stock issue and closed the private placement—to the ac-
compamment of a big sigh of rehef at Sohwo's head-
quarters.

It might have seemed by then as if things could only
improve. But Sohio's executites had come to believe that
f anything could go wrong, it would. And it did To get
the right-of-way permitin:tially, Alyeska—in an unusual
move—had agreed to X-ray all of the more than 100,000
girth welds to assure reliability. As anyone who has fol-
lowed the news accounts knows, many of thnse X rays
turned out tc have been falsified, and some of the weids
were faulty. The federal zovernment hired Arthur Ander-
<en & Co, the accounting firm, to “audit” the X rays
and determine the need for repairs. This costly procedure,
coupled with lower than expected productivity and stiil
higher expenses for equipment, boosted the biil fur the
pipeline to a breathtaking §9 3 tllion.

Meanwhile, back inOhio...

Because Spahr was spending so furiously in Alaska, he
had nothing but pin money left over to sink :nto Sohio’s
marketing opetations—though these aere inurgent need
In the {ate Six:ies, the company had come under the on-
slaught of corr petition from independents, which—un-
Tike the majors—were providing only selective services
at each outiet and pumping higher volumes of gas at
lower prices. So Spahr set out to refashion Sohio's mar-
keting system into a more competitive network of spe-
cialized statiors.

As things turned out, this efort soon came face to face
with a host of strangling government regulations When
Spahr took over B P.'s Sinclair properties, the Justice
Department fcrced Sohio to divest itseif of about a thou-
sand service stations in Ohio within four years, to en-
courage competition. But after the embaryo, the federal
government nstituted an allocation program for petro-
leum products, guaranteeing each existing station only at
much product as it had been selling during a base perioc
in 1972, Prospective buyers of the Sohio stations were
interested only if they could increase volume—and 1n thi:
case, they had no assurance of getting more product
Spahr practically had to give the stations away. Making
matters worse, the divestiture requirement meant that So
hio would lose market share, Just when Spanr was eage
to beef up sales by switching to high-volume stations.

Yet another restriction, limiting the amount of highe
crude-oil costs that companies could pass through, sen
Sohio's profts from petroleumn products into a nose dive
Though that business still contributed more than four
fifths of the company's overall revenues in 1974, i
produced only 18 percent of pretax profits (down {rnr
75 percent in 1970). After taxes and interest, it wa
in the red.
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Sihio was kept alive during these trying times by the
y.aresses that Spakr had diversified into. Earnings

»ared from coa! and chemicals. Says Spahr: “If we
t had incorme from these operations, we wouldn't
.= able to attract the capital in the amounts that
aed. i orprebabiyata’t Wemight aell have had to dis-
pote .f a subsiantaal part of our reserves and skirted
o bankruptey ™

cicse *

Where dces all the oil go?

As the Befim Prodroe Pay finally heads to market,
o s1an s on the thre of a new era Spahr, how.
w.l nt have a say in how things turn out At the
<€ h.s wear he w.il retire as chairman, chief execu-
ard a board member, leavirg Whitehouse in com-
sh Spabr admits that he has been “sobered”
mpany's traumras, he 18 sadened by stepping
szps quetly. "'l was fortunate to see the
Ala-ka project and I leave it—as 1
bark on a new and major roje in the

company thruugh t
S abogt toem

s iear that uver the next several years, Whitehouse
- st e touph challerges, and his response will
duterr..re the success of the Alaskan gamble
rough, the mast pre-sing question confront-
se s what o do with a’l that ot! Sohio will
_rrefine any iteelf, because transportation
Yree refineries in Qnhis and Fennsyivama are
to0 st p It ha for gonally intended to ship the oii to the

West' astfrraale toother refiners But higher od prices,
efurts at carservation, and the recession have weakened
tre growtnondemard Now, 1t seers, there will be a glut

~ the West Coast Sy the end of this year

roe } 475, Sck.o has been trying to get a green light
e o€ California for a pipeline to move the
ex.exs trude from Long Beach to Midland, Texas, where
itoou'The sentinto markets in the Midwest Usable lines
e wer rponearly 80 percent of the distance have been in
place for 3 lang time, ard Sohio insists that it could build
the reman.ny Link in eighteen monthg if 1t had a permit.
B.t, as:n Alaska, env.ronmental groups have ramised a
fyss, and the jur, isstitl out

As an a'ternative, Sohio wi'l ship the surplus crude
through the Panama Canal to the Gulf Coast, a costly
ma~eaver that will ¢at into the company’s profits Ship-
p.ry oosts from the West Coast through the canal run
about 3100 a barrel, which compares with $1 30 a barrel
to pump o.d thruugh a pipeline to Texas.

Of course, the excess o1l can simply be left in the ground
in Alaska But that iz a depressing prospect for Sohio's
evecutives, owing to their compei'ing commitnient to re-
pay :interest and principalon the 'ebt, in chunksthatvary
fronm, $300 mullion to $600 million annually, over the next
five years Sohio clearly needs all the meney 1t can get—
nuw  As Phillips puts it “With our cash flow from the
lower forty-eight states only $250 mullion a year, it makes
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me nervous that we can't even service our debt without
the oil from Alaska.” Aslong as the il does flow, though,
Phillips should sleep well Estimates by FORTUNE, made
with the help of William Randol, an o1l analystat F. Eber-
stadt & Co, suggest that even after debt repayment,
Sohio should have more than $470 million to 1einvest each
year through 1380

Remarkably enough. Whitehouse's top priority 1s to
send that cash right back to Alaska, where he plans to
spend at least 32 5 billion during the rext decade to e-
velop Sohio’s ol and gas reserves and to expand the pipe-
line. He says that what “bugs” him i3 just th» oppos:te of
what worries Phillips—what to do with the rest of the
money Undoubtedly, he wall sink a bundle of 1t into chem.
icals and coal, but neither of those businesses is trouble.
free. The chemical business 13 highly cyclical and profit
margins have been squeezed by sharpiy higher costs, and
the coal business faces problems, among them long lead
times in digging new ntines and industry's reluctance to
switch to coal for fuel

The tar baby In Washington

Whitehouse says he dnean’t fret much abost the finan-
cial risks anymuore To be sure, he is concrrned that
sabotage, a natural disaster, or accidents ke last nonth’s
expiosion could interrupt the .l flow But he 13 most wor-
ried about what 1s going to happen in Washing*an Re-
cently, he has been embroiled in a huge debate with *he
Interstate Commerce Commisaion over the allywatle re-
turn on the pipeline Whitehouse expects to fold B P
Alaska Inc into Sehio, and he weuld ke to use B P s ex-
pertise to dr.ll a lot of exploratory wellsin th» US But
he fears that the government will not set o1l prices high
enough tc allow an adequate return for tak.nyg that risk,
and may further damp the Cemanid for petroeam prod-
ucts throvgh higher taxes “Co gre:shasitsarmsarnund
a tar baby,” says Whitehouse hatly, "and won't let go ™

It 1s worth noting that if the price of oil had not risen
so spectacularly, the Ataskan project would probably have
been one of the biggest financial fizzles ever Aa it hap-
pened, the higher selling price, about $13 50 a barrel, for
Alaskan o1l wall help offset the higher capital costs Sohun
still thinks it will earn a return of about 15 percent oaits
investment Says one Sohio vice president: “We were
Just damn lucky things turn=d out this way.”

At Sohio's headjuarters these days the top executives
seemn a bit weary after their seven-year war in Alaka
Almost to a man they admut that if they had known when
they started what they know now, they might rut have
had the courage to see the project through Scon, a3 their
efforts bear fruit, they will have to search for more ol —
despite the uncertainties in Washington--to assure that
Sohio keeps its newfound status as a major factor in the
industry. Though excited about that prospect, nore of
them cares to conjure up a script that reads anything
like the melodrama of the past END
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PrRepPARED STATEMENT OF W F KiescHNICK., VICE CHAIRMAN. ATLANTIC RICHFIELD
Co

Mr Chairman, members of the Committee, my name is W F Kieschmick I am
Vice Chairman and Executive Vice President of Atlantic Richfield Company

ATLANTIC RICHFIELD CO POSITION

The need for energy reform and new energy initiative for the U.S is now bein
confronted intensively in our country New energy systems such as synthetics an
solar are urgent to the future but will not produce major supphes in the next
decade Increased oil and gas exploration underway and anticipated from new
incentives will gradually bring production results Possibly. for the next ten vears
and especially for the next five vears. our energy fate depends upon our stewardship
of the energy systems we have in place This not only means conservation or energy
efficiency but it also means squeezing the most production out of existing oil, gas
and coal reserves The Sadlerochit Reservoir on the North Slope is an outstanding
example of an existing U S energy asset that can contribute 1n this fashion

In that setting. I want to concentrate myv remarks on provisions of HR 39414
passed by the House of Representatives as they affect our largest domestic produc-
ing asset—the Sadlerochit Reservoir of the Prudhoe Bay Field in North Alaska—
which mayv hold about one-third of American crude oil reserves It seems plain to
me that the House “windfall profit” tax treatment of Sadlerochit o1l was mistaken
and that 1t is imperative that this Committee rectifv that error

ADMINISTRATION PROPOSAL OF APRIL 5, 1874

Under the Administration’s “windfall profit’ tax proposal. all crude o1l produced
north of the Arctic Circle was exempted from the tax We think such an exemption
is justified and would result in maximz.ng supply from this important area The
proposed exemption was apparently in recogmtion of the high cost and high risk of
oil activities in North Alaska and of the future incremental producing opportunities
inherent in such a large petroleum accumulation as the Sadlerochit Reservoir.
Further, the exemption had the salutary effect of providing the maximum incentive
for exploration in other high cost. high risk frontier areas

HOUSE OF REPRESENTATIVES BILL

In contrast to the Administration proposal, the “windfall profit” tax treatment
specified in H R. 3919 uniquely penalizes Prudhoe Bay Sadlerochit crude oil. This
puts at risk significant increments of production from this as vet largely undevel-
oped field production which we badly need. For our part, we were shocked and
dismayed at this treatment Under the provisions of HR 3919, all other domestic
upper tier crudes would be taxed based upon the difference between their selling
grice and their May 1979 ceiling price adjusted for inflation But Prudhoe Bay

adlerochit crude is sinfled out in HR 3919 for differentially severe tax treatment
by defining its “windfall profit” based on an artificial wellhead price of $7.50 per
barrel that is depressed nearly 35.50 per barrel below its May 1979 ceiling price.
Indeed, judging by more recent bidding for state-owned royalty oil, this artificial tax
base price is afread,v obsolete

Further, the Prudhoe Tiy Unit Sadlerochit crude is the only crude from the
thousands of U.S. domestic oil fields which is deprived of the benefit of the sever-
ance tax adjustment in the tax calculation.' The fact that a 50 percent rate rather
than 60 percent is specified in the computation of the “windfall profit” tax falls far
short of providing even equal tax treatment for Prudhoe Bay Sadlerochit crude.

Under existing Department of Energy (DOE price regulations, Prudhoe Bay Unit
oil, like other domestic production from properties which commenced production
after 1972, is permitted to be priced at the upper tier ceiling price. Where there is
no upper tier production from the field at the time designated by DOE regulations
for establishing the base price, the ceiling price is to be established by the price of
upper tier production from another field producing a similar quality of oil. In the
case of the Prudhoe Bay field, DOE regulations stipulate that the ceiling price be
established by the price of upper tier oil in the base period from the Cut Bank Field
in Montana. The May 1979 upper tier ceiling price for 27 degree API gravity crude
gi]l; lt;r[;)m the Cut Bank Field was 31291 per barrel (the current ceiling price is
$13.09).

_ *Another indication that the House did not properly contemplate the treatment of Alaska oil
is an apparent construction problem in regard to third tier application. This is more fully
explained 1n an attachment
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Because of market price limitations and the very high transportation cost to the
marketplace, Prudhoe Bay Sadlerochit crude production has, until very recently,
sold at the wellhead at a price far below the upper tier ceiling price level. However,
in planning future investments in the Prudhoe Bay Field, producers have always
expected that the wellhead price would rise with increases in the marketplace to at
least upper tier ceiling prices.

Atlantic Richfield Company feels very strongly that the tax treatment for the
Prudhoe Bay Sadlerochit crude oil proposed by the House is contrary to the vital
national goal of enhancing all possibilities of incremental domestic energy supplies.
For H.R. 3919 to be in the national interest, the $7.50 tax base figure would have to
represent a taxing formula which would not inhibit the maximum recovery from
Sadlerochit. There is no evidence that informed testimony was available for that
call. Indeed, it appears that $7.50 is no more than a recent price level in the earlier
flush production interval of the field’s history. It is not surprising, therefore, that
the $7.50 tax threshold value limits maximum possible future production from
Sadlerochit.

In drafting H.R. 3919, the House of Representatives wisely recognized both the
great potential for future discoveries of oirand gas supplies on the North Slope of
Alaska and the extemely high cost and high risks of operating in this remote and
harsh environment. As a result, they excluded all crude oil produced north of the
Arctic Circle from the tax, except, surprisingly, the Sadlerochit oil.

However, the House apparently failed to recognize a number of key factors
bearing on the issue of applying the unique “windfall profit” tax provisions to the
Prudhoe Bay Unit Sadlerochit crude. These factors include:

the tremendous remaining investments to be made for development and
production of the still largely undeveloped Prudhoe Bay Field

the adverse effect that this tax treatment will have on the economic viability
of future Prudhoe Bay development projects

the impact that it could have on other exploration programs on the North
Slope and other frontier areas both in Alaska and the south 48 states, and

the true profitability of the Prudhoe Bay Unit

EXTRAORDINARY AMOUNT OF REMAINING INVESTMENT

The House bill provides that, except for Sadlerochit froduction, North Sloge
reservoirs already discovered but “not yet developed” shall be exempted from the
tax. This provision apparently reflects the widely held misconception that most
development investments for the Sadlerochit Reservoir have already been made.
This assumption is wide of the mark. In fact, there is an extraordinary amount of
remainini investment to be made on the Prudhoe Bay Unit project. Even though
about $4 billion have been invested in the Prudhoe Bay Field to date, our engineers
have calculated that the remaining investments will total an additional $15 billion
or over three times as much as has already been spent. With the field already
producing at a rate of about 1.2 million barrels per day, it may be difficult to realize
that such a large investment must still be made to sustain the rate and to recover
the reserves of the reservoir.

However, as production continues, additional drilling also must continue through
at least the late 1980’s. Another 400 or more wells must be added to the nearly 200
wells that have been drilled thus far. These wells will require construction of
related facilities, such as drill sites, flow lines, etc., over the same time period.
Additional investments will also have to be made for major facilities, to handle
increased water production and higher producing gas/oil ratios, to artificially lift
the production, and to maintain the reservoir pressure. Without these additiona!
investments, Prudhoe Bay Unit production would decline sooner and much less of
the oil in place would be recovered. Thus, there is an extensive and high cost
program still required for complete development of the Prudhoe Bay Unit which
simply must be recognized in any sound thinking on this issue.

In addition to the large remaining investment necessary to complete the develop-
ment of the Prudhoe Bay Field, additional capital is expected to be required for the
Trans Alaska Pipeline System (TAPS). To date some $9 billion plus have been
invested in this enormous project with almost another billion dollars likely to be
required for additional pump stations and tankage to increase the TAPS through-
put capacity to its ultimate size.

EFFECT OF TAX ON MARGINAL PROJECTS

In considering the “windfall profit” tax, the Congress should be aware that in the
massive unfinished development program in the Prudhoe Bay Unit there are a
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substantial number of projects, all or portions of which will have their economic
viability threatened by the tax. Our engineers have estimated that there may be 700
million barrels of crude oil at risk. )

It is also important to recognize that the decision-making process is pervasive
throughout an organization. The tax burden not only affects the judgment of the top
management of the company, but impacts the day-to-day working decisions of engi-
neers, geologists, planners, analysts, and scores of others in the operational process.
The lost opportunities to produce oil because of the cumulative effect of all these
decisions is difficult to measure, but in a field the size of Prudhoe Bay will be
enormous.

Major facilities must be added to sustain or increase production in the Prudhoe
Bay Unit and, for economic reasons, must be constructed in very large increments.
For example, the cost of a propgsed source water injection to enhance the ultimate
recovery from the field is about $3.5 billion. The design of this project is underway
with final approval required within a year and one-half. If the tax burden economics
of the projects dictate that the facilities be smaller than the optimum size, some of
the oil reserves will be lost or delayed. Once the facilities are constructed, some of
the loss will be irreversible, since even small additions to the installed facilities on
the North Slope become unacceptably expensive. The possibility of simple and
inexpensive add-ons, a procedure widely used in many oil fields in the lower 48
states, does not exist at the Prudhoe Bay Unit. This is so because of high cost,
remote location, and difficulty of the climate and terrain for construction.

In addition to the facility sizing problem, some of the remaining Prudhoe Bay
Unit development projects are economically marginal and would be threatened in
their entirety by the unique House “windfall profit” tax treatment. For example,
the West End Development Program, which alone could add several hundred mil-
lion barrels, has marginal economics even without the “windfall profit” tax burden.
Imposition of the tax could render the project uneconomic.

There are three primary factors which must be considered in the decisions related
to future facilities. These factors are expected performance of the oil field, the
projected investment and operating costs, and the anticipated revenue. The “wind-
fall profit” tax as contained in H.R. 3919 directly impacts the expected revenue. The
impact of this tax on the sizing, timing and economic viability of future facilities in
the Prudhoe Bay Unit cannot help but substantially reduce the ultimate recovery of
oil in the field.

NEGATIVE IMPACT ON EXPLORATION

In addition to the detrimental impact on the Purdhoe Bay unfinished develop-
ment program, application of the “windfall profit”’ tax to the Prudhoe Bay Unit is
likely to have a severe negative impact on the future level of exploration in the
Arctic and in other high cost—high risk frontier areas. The entire industry will
interpret imposition of the “windfall profit” tax on Prudhoe Bay as a classic exam-
ple of a “now I've got you” syndrome which will burden all future exploration
projects with the threat of a retroactive tax penalty on any successful project.

Previous actions by the Department of Energy, with Congressional approval,
defined the Prudhoe Bay Sadlerochit crude as upper tier crude oil. Based upon an
assumption that the upper tier classification was given in good faith, the operators
of the Prudhoe Bay Unit undertook investment programs in anticipation that the
price would ultimately rise from its depressed level to reach the upper tier ceiling
price as the world price increased.

But, by taking an inappropriate ‘‘snapshot at an instant in time” the windfall
profit tax would change the rules under which the industry in Alaska was operating
and freeze the price permanently at a depressed level. The predictable impact of
such a breach of faith by the government will be a severe dampening of the
industry’s enthusiasm for undertaking large investments in high risk, big stakes
fields because of the prospect of punitive retroactive tax treatment which would
take away much of the potential for profit from successful projects after the invest-
ments have been made. If the Prudhoe Bay Unit receives such treatment, one
cannot help but expect that similar after-the-tact economic burdens will be imposed
on future discoveries.

MISCONCEPTION OF PRUDHOE PROFITABILITY

In addition to the misunderstanding penaininf to the amount of remaining
investment at Prudhoe Bay, a second widely held misconception relates to the
profitability of the Prudhoe Bay Unit. Its profitability is generally overrated, prob-
ably because the rroducing rate is very high and the reserves are very high leading
to a large profit level in absolute dollar terms. The presumption, therefore, in the
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part of some, is that the Prudhoe Bay Unit is inordinately profitable. However, this
is simply not true.

The absolute level of profit from the Prudhoe Bay Unit, or from any other
investment project, is universally recognized as an invalid measure of the true
profitability of the investment. For a profitability measurement to be valid, it must
relate the profit to the capital! invested. The ‘“‘discounted cash flow basis” rate of
return calculation which analyzes the expenditure and revenue streams from a
project in their proper time relationship is generally accepted as the most superior
profitability measure available. On a discounted cash flow basis, our analyses show
that the expected rate of return on the total investment in the Prudhoe Bay Unit
over the entire life of the project in terms of constant 1979 dollars and using the
current $13.00/barrel ceiling price—even with no windfall profit tax at all—would
be about 15 percent. This is clearly not an excessive rate of return, especially in a
high risk oriented business. Considering that Prudhoe Bay is the largest oil field
ever found in the U.S. and has substantial existing incremental potential—some
portion of which will be threatened by this tax—and that many other, if not most,
U.S. fields earn a far higher return, the lack of excess would seem evident.

It is extremely important that the Congress, in its deliberations on the windfall
profit tax, recognize the fatal fallacy of adopting as national policy a procedure
which limits the return on a successful oil producing venture to a minimum return.
Such a structure would prove fatal to the nation’s attempt to increase its secure
domestic oil supplies.

Because of the high risk involved in any frontier oil exploration area, most
investments yield no production. For example, my Company spent about $150 mil-
lion in the Gulf of Alaska, $50 million in the Atlantic Offshore and $7¢ million in
the eastern Gulf of Mexico. All of these efforts were unsuccessful. For the industry
to remain economically viable and carry out its vital role in achievement of the
nation’s energy goals, it is essential that a producer’s successful projects, such as the
Prudhoe Bay Unit, not only make an acceptable profit on the investment related to
that particular project, but also carry a portion of the investments in unsuccessful
projects so that an acceptable rate of return can be achieved on the producer’s
overall investment program. Thus, fields such as Prudhoe Bay, the new discoveries
in the Overthrust Belt, the False River gas field in Louisiana, and the myriad
smaller fields must earn sufficient profits to cover the billions of dollars which the
industry expends in unsuccessful petroleum exploration efforts in frontier areas, as
well as in the thousands of less obvious exploratory dry holes which have been
drilled throughout the nation’s oil exploration provinces.

DISCRIMINATION AGAINST ALASKA

I would like to briefly mention also the real discrimination of the House version
against the State of Alaska. This resource-rich part of the United States which the
United States Geological Survey estimates contains about one-third of the undiscov-
ered oil in the U.S. should not be treated as a national stepchild. But, the peculiarly
unfavorable tax treatment applied only to a single Alaska oil field can only send
another message of federal unfairness to Alaska and its people.

CONCLUSION

In summary, Atlantic Richfield Company believes that all oil produced north of
the Arctic Circle should be exempted from the “windfall profit” tax and that the
Administration proposal of April 5, 1979, in this regard would encourage the maxi-
mum future supply from this important area where significant incremental produc-
tion potential exists. This is the most certain way to insure the greatest supply of
Alaska oil. However, if the Congress, for whatever reason, decides that it must
apply a tax to the Prudhoe Bay Sadlerochit crude oil, we believe that it is in the
national interest and consistent with the historical treatment relied upon by the
producers and the State of Alaska that the Prudhoe Bay Unit Sadlerochit crude
receive the same tax base price as other domestic upper tier oil.

Your actions will be an important signal from the Congress as to whether our
government is going to fulfill its commitment to provide the maximum domestic
energy supplies to our own citizens. Thank you for the opportunity to present our
views to you on this critically important issue. I will glad to answer any
questions.

Under the provisions of H.R. 3919, oil that is defined by current DOE regulations
as upper tier oil is generally classified as tier 2 oil for windfall profit tax purposes.
This oil is to be taxed on the excess of its removal price over its adjusted base price
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(May, 1979 upper tier ceiling ;rice escalated for inflation) plus a severance tax
adjustment. e tax on tier £ oil is to be phased out by December 31, 1990.
0 accomplish the phase out of the tax on tier 2 oil, the base price of tier 2 oil of
any grade and location is to be adjusted incrementally over the 50 month period
beginning November 1, 1986 and ending December 31, 1990, such that the %ﬁp
between the tier 2 base price and the tier 3 base price for such oil is eliminated. The
base price for tier 3 oil is defined as the price at which uncontrolled crude oil of the
rticular grade and location would have sold in December, 1979, if the average
anded price for imported crude oil at that time were $16/barrel. Under these
provisions, upper tier crude oil in the lower 48 states subject to the tax on tier 2 oil
would have its base price increased over the November 1, 1986 to December 31, 1990
time period to the tier 3 base price (reflecting $16/barrel imported oil).

Although H.R. 3919 provides special rules for determining the windfall profit tax
for Prudhoe Bay Sadlerochit oil, this production is in fact upper tier crude oil under
current DOE regulations. However, application of a literal interpretation of the tier
2 provisions of H.R. 3919 to Prudhoe Bay Sadlerochit oil would tax this production
on a basis thet would be totally inconsistent in comparison with the tier 2 tax on
upper tier oil from the lower 48 states. This inconsistency occurs because, at the
point in time selected by H.R. 3919 for establishing the base price for tax purposes,
the high transportation cost for Prudhoe Bay oil would cause the tier 3 base price
(about $9/barrel wellhead g(r)ice reflecting $16/barrel imports) to be much lower
than its tier 2 base price (about $13/barrel based on the upper tier ceiling price in-
May, 1979). Because of this uliarity, a strict application of the tier 2 provision of
H.!{. 3919 to Prudhoe Bay Sadlerochit oil would cause its adjusted base frice to be
increased with inflation from the May, 1979 upper tier ceiling price level until
November 1, 1986. However, beginning in November, 1986, the adjusted base price
would decline until December 31, 1990, when it would coincide with the adjusted
base price for tier 3 oil at Prudhoe Bay ($9/barrel increased for inflation).

Clearly, the inconsistency in taxing Prudhoe Bay production under a literal
inte?retation of the tier 2 provision of H.R. 3919 in comparison with the taxing of
tier 2 oil from the lower 48 states would be inappropriate. If Prudhoe Bay Sadlero-
chit oil is treated as a tier 2 crude, provisions should be made for this oil to receive
the same adjusted base price, severance tax adjustment and tax rate as an upper
tier crude of the same quality in the lower 48 states.

PREPARED STATEMENT oF W. T. Suct{.} grk SENIOR Vice Presipent, Exxon Co.,

Exxon has long held the view that decontrol of domestic crude prices is the best
way to encourage conservation, stimu/.te domestic production, and promote devel-
opment of alternate fuels. In fact, we have presentes these views to the Committee
twice in the past several years. Therefore, we believe President Carter’s decision to
gradually phase out crude price controls is a bold step in the right direction.

However, we are also convinced that the so-called “‘windfall profits’” tax proposed
by the President, or the more onerous tax passed by the House, is unnecessary and
counterproductive to the nation’s goal of expanding U.S. energy supplies and reduc-
inf d:é)endence on imported oil. There is no windfall. The froposed tax is in no way
related to profits; it is simply an excise tax on incremental revenue. I am confident
these arguments have been and will be effectively made by other witnesses.

My remarks today will focus on the adverse impacts of Section 4991(b) of H.R.
3919 which provides for an excise tax on revenue from production of the Sadlerochit
reservoir in the Prudhoe Bay field on the Alaskan North Slope. I intend to make
the following points:

The tax will adversely affect ultimate recovery and production levels from
the Prudhoe Bay field;
The tax will adversely affect investment in other large, high cost energy
pr%iects; and
he tax is discriminatory and inequitable and constitutes a rollback of North
Slope crude oil prices.

ADVERSE AFFECT ON PRUDHOE BAY DEVELOPMENT

Government policy has historically recognized the importance of Alaskan North
Slope reserves and production to the nation, as well as the unique and costly North
Slope operating environment. This recognition has taken the form of special en-
abling legislation for the Trans Alaska Pipeline and special treatment under the
DOE entitlement system.! The President’s origiral proposal also recognized the

! Alaskan North Slope crude is granted a full foreign entitlement.
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special importance of existing and future North Slope reserves and exempted all
production from north of the Arctic Circle from the tax on increased revenue from
decontrol of oil prices. As we know, H.R. 3919 proposes to reverse this policy and to
single out one reservoir in one field on the North Slope for imposition of a 50
percent tax on revenue above $7.50 per barrel.?

When the tax on production from the Sadlerochit reservoir in the Prudhoe Bay
field was pro uring the House Ways and Means Committee markup, it was
stated that all significant costs of discovery, development, and production have been
incurred. Nothinf could be further from the truth. Development of the Sadlerochit
reservoir has only be%;.xe: Necessary future investments will be $12 billion—over
three times what has n spent to date. So far, only about one-third of the wells
required for optimum depletion of the field have been drilled, and the production
facilities, power systems, etc., to produce these wells have been installed. These
wells and facilities are adequate to bring the reservoir to the early flush state of
production and cost about $3.7 billion.

To sustain the producing rate and insure optimum recovery of this large reserve,
about $12 billion of additional investments for wells and facilities will be required.
These remaining investments fall into three broad categories:

1. Wells and flow lines will cost an estimated $3 billion. Each well at Prudhoe Ba
costs over $3 million, more than 15 times as much as the average U.S. well.
Maximum oil recovery is heavily dependent ugon having the proper number of
-wells located at the correct places throughout the reservoir. While there were 191
oil wells in the Sadlerochir at the beginning of 1979, full development will require
apgroximately 550 oil producers.

. Field systems to maintain production capability in future years are expected to
require about $6 billion. This includes such 1tems as gas compressors, low pressure
gathering systems, an expansion of the field electric power plant, and installation of
the field artificial lift system. All of these facilities are necessary to maintain or
increase well productivit{ and maximize recovery over the life of the field.

3. An estimated $3 billion is needed for secondary recovery facilities. This will be
primarily for waterflood operations to increase recovery of oil from the reservoir
and will include injection water supply facilities and injection wells.

These future investment programs are necessary to recover all of the expected 10
billion barrels of hydrocarbon liquids from the Sadlerochit reservoir. We estimate
that if the Prudhoe Bay owners stopped making development investments today, as
the House was led to believe they could, and produced the field to depletion with
the existing wells and facilities, only about 50 percent of the oil would be recovered.
The other 5 billion barrels of otherwise recoverable oil would be left in the ground.

I cannot emphasize too strongly that these future investments will not be made as
a matter of course. Each additional well, production facility, artificial lift system, or
waterflood must be evaluated individually.

Each investment will vary in economic attractiveness, depending upon the
amount of additional oil which may be recovered, or not recovered, and the value of
that oil. Recovery of the first 5 billion barrels of oil has required the investment of
$3.7 billion, while the next 5 billion barrels will require investments of $12 billion.
Clearly, then, future investments in this field follow a classic diminishing returns
pattern. Any tax whi.h reduces the effective value of this future production will
serve to further reduce the economic attractiveness of some of the investments still
needed to maximize recovery. It is important to recognize how high the stakes are.
A reduction in ultimate recovery of only one-half of 1 percent from the Sadlerochit
reservoir will reduce the nation’s supply of proved reserves by 100 million barrels.

While it is difficult to quantify the precise impact of this tax on ultimate recov-
ery, two examples are worth some comment. The West End Sadlerochit reservoir
contains about 800 million barrels of oil in place. This would be a giant oil field in
the lower 48 states. Found by itself on the North Slope, it would be noncommercial.
However, in the West End reservoir, the rock is of poorer quality than the Main
Area of Prudhoe Bay, and the oil column is thinner. A well in the West End will
cost as much as in the Main Area but will recover only about 10 percent as much
oil. Facility costs to produce the West End will be higher since the nearest Main
Area facilities are over five miles away. Whether the West End will be developed is
a question that we cannot answer at this time. It will depend on economics. It
a?pea{s to be a marginal prospect today; the proposed tax will make it even less
attractive.

The second example is the secondary recovery operations, which will require over
$3 billion investment for a potential additional recovery of 1.2 billion barrels. Based
on projections before H.R. 3919, this investment was judged attractive but not

* Adjusted for inflation and certain changes in Trans Alaska Pipeline (TAPS) tariffs.
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unusually so. In fact, as secondary recovery projects go, it was below average. The
effective rollback of crude prices from this proposed bill increases our concern about
the economic viability of these operations.

Concern over the impact of the tax on development of known discoveries was
apparently recognized by the House. The Staff memo of July 2 to the House Ways
and Means Committee stated, “Oil from other Alaskan reservoirs located north of
the Arctic Circle, including those already discovered but not yet developed, is
exempt from the windfall profit tax.” One can only conclude that the House was
misinformed over the status of development expenditures at Prudhoe Bay—which,
from the record, seems likely.

ADVERSE EFFECT ON ENERGY INVESTMENT

It would be a mistake, however, to dwell too long on the incremental economics of
future investment in this one field. There is a more important principle at stake in
this proposed provision. Simply put, it is the impact on the willingness of investors
to undertake high risk ventures in the energy field if government policy is to
selectively tax the successful ventures after the risks have been taken.

Prudhoe Bay is a good example of the type of large energy projects this nation
must undertake in the future. It is characterized by extraordinarily large invest-
ments, pioneer technology, long lead times, and high risk. Fortunately for the
nation, and for the private investors involved, this effort was successful, and it is
now contributing over one million barrels per day of much needed domestic produc-
tion. Total profits from this venture will be large because of its unprecedented size.
Total industry investments will have to exceed $40 billion if the maximum recovery
of oil and gas are to be realized. But the profitability of the venture is not unusuall
high. Our studies and those of others, published in 1976-77, suggest that the overall
industry expected rate of return was about 15 percent (range 11 to 17 percent), even
tgoggh crude oil prices had more than quadrupled since the fteld was discovered in
1968.

This massive project was undertaken in 1968 with the expectation of market
prices. After significant capital commitments were made, price controls were im-
posed in 1971. Now, because of its large size and high visibility, it is bein% singled
out for special taxation. This is extremely shortsighted. It ignores the fact that
profits from successful projects such as Prudhoe Bay must carry large unsuccessful
efforts that must also be undertaken.

Consider, for example, what industry has spent for leases and exploratory drillin
in the Northeast Gulf of Mexico (MAFLA)-—$1.5 billion, in the Gulf of Alaska—3$0.
billion, and in the Baltimore Canyon—§1.4 billion. The first commercial discovery is
yet to be confirmed in any one oiythese areas. Yet industry put at risk investments
of some 3$3.6 billion. If large successful ventures are taxed down to modest profitabil-
ity, it is inevitable that potential investors in new high cost, high risk areas will
carefully weigh the addecforisk of “after-the-fact” tax law changes. Obviously, there
is no counterpart program that guarantees a return on the unsuccessful ventures.
Ne!iﬁher rle;troactive taxes on successes nor guaranteed profits on failures are proper
public policy.

The USGS has estimated that over 30 percent of the remaining potential oil and
gas discoveries in the U.S. is in Alaska, most above the Arctic Circle. Over the next
five years, a total of seven lease sales are scheduled in high potential but high cost
and risk areas of Alaska. These include a sale in the Beaufort Sea in December of
this year and two sales in the Norton and St.George Basins in 1982. Planning by
industry is already under way for these sales. You can be certain that imposition of
a discriminatory tax at Prudhoe Bay will affect the outlook of potential investors in
these and other ventures.

TAX DISCRIMINATORY, INEQUITABLE AND CONSTITUTES ROLLBACK OF OIL PRICE

The proposed tax on Sadlerochit oil revenue is discriminatory and inequitable and
constitutes a rollback of North Slope crude prices. It is botg: unprecedented and
;i_islcdriminawry to single out for special taxation a single reservoir from a specific
ield.

Where the Prudhoe Bay field located in the lower 48 where costs are lower, it
would be classified as upper tier oil and subject to no tax at prices below the $13 per
barrel upper tier ceiling (as adjusted for inflation). It is inequitable to impose a tax
on production from a North Slope reservoir that will result in less revenue per
barrel than u;;_Fer tier oil in the lower 48. Sadlerochit oil, with the proposed tax,
will have an effective price about $5 per barrel less than lower 48 upper tier oil for
the next several years.
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Because of the high transportation costs, the actual netback on the North Slope is
about $11.50 per barrel, still below the ceiling price for upper tier oil. Thus,
complete decontrol would result in no immediate price increase for Prudhoe Bay
production. The purported purpose of HR. 3919 is to remove part of the added
benefit to producers resulting from decontrol of oil prices. The Sadlerochit tax goes
far beyond that intent, rolling back the price and leaving producers in this one field
worse off than if controls had merely been continued.

SUMMARY

In summary, application of the proposed tax to the nation's largest oil field would
be shortsighted and counterproductive to the nation’s energy goals. The tax results
in a price rollback. It will not only adversely affect recovery from the Sadlerochit
reservoir, but it will also create an adverse investment climate for other large, high
cost energy projects. The production from Prudhoe Bay should be exempt from the
proposed tax in keeping with the long standing government policies which recognize
the importance of these reserves to the nation and the unique operating environ-
ment of the North Slope.

The CHAIRMAN. We will now hear from Mr. John M. Hopkins,
president of Energy Mining Division, Union Oil Co. of California.

STATEMENT OF JOHN M. HOPKINS, PRESIDENT, ENERGY
MINING DIVISION, UNION OIL CO. OF CALIFORNIA

Mr. HopkiNs. Gentlemen, I am John Hopkins. I am president of
the Energy Mining Division of Union Oil Co. of California.

I have submitted a prepared statement and if it is satisfactory to
you, I would like to have that in the record but I would then
summarize it briefly.

My prepared statement offers the comment that windfall profit
tax is unneeded and unnecessary and counterproductive to the
production of additional energy. It may well cost the country sever-
al hundred thousand barrels per day of crude oil production.

I would like to come specifically to the point of shale oil which is
the primary interest I have in talking with you this morning.

We believe that the Nation must develop all sources of energy
that are available in the country in great quantity, oil shale, coal
liquids, biomass, whatever else can be found. These would be an
interim and can fill the gap until the more exotic forms of energy
from solar and such production as that can be developed.

Shale technology is further advanced and production of shale oil
is more economically feasible than other alternate sources availa-
ble. Qil shale is second only to coal in the size of resources availa-
ble in this country. The Green River formation in the States of
Colorado, Wyoming, and Utah contain an estimated 1.8 trillion
billions of hydrocarbon. If we assume that only one-third of that
could be recovered it would be 21 times the present proven reserves
of conventional petroleum.

Union Oil Co. has been interested in shale oil since the early
1920's when we acquired 20,000 acres of high-quality oil shale
property in the Peon’s Basin in Colorado. We estimate this proper-
ty contains about 2 billion barrels of recoverable oil by today’s
technology, the technology we have developed. That would permit
us to produce about 150,000 barrels per day of oil for the next 30
years.

Over the years we have obtained water rights to support this
production, other properties for disposal of retorted shale, and so
on. We have been working on retort technology since the early
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1940’s starting shortly after World War II when it appeared we
might be short of crude oil at that time.

We developed that process to the point that we built a demon-
stration plant in the late 1950’s which ran in Colorado at a rate of
some 1,200 tons per day for an extended period of time to establish
this technology is workable and can produce shale oil.

Unfortunately at that time the regulated gas of natural gas
made that energy form available at a low cost and the discoveries
of vast reserves in the Middle East made the development of shale
oil uneconomic at that time.

We therefore put the project back on the shelf and left it there
until the time of the Arab embargo in 1974 at which time we dug
out our files and began working on it again. We developed a plan
to produce 50,000 barrels per day of shale oil but found rather
early on as we worked with that it was uneconomical under the
conditions existing in 1974 even after the quadrupling of oil prices.

We therefore found in examining that there was relatively little
interest on the part of the Congress or the administration in sup-
porting the development of oil shale at that time so we went back
and reexamined our plan and came forth with a more modest and
lower risk and better business proposal which was to build one
10,000-ton-per-day retort which would be a full commercial sized
retort and would be the first of the several which would be re-
quired to produce 50,000 barrels per day.

We indicated at that time we were ready to build such a module
but since it was uneconomical we needed some help. We filed an
unsolicited proposal with the Department of Energy which was
then ERDA in 1976. At that time we were talking about loans or
loan guarantees. This proposal was rejected.

In 1977, President Carter came forth with his energy policy and
shortly thereafter Senator Talmadge introduced a $3 a barrel tax
credit bill in the Senate. That appeared to us to be a very effective
way of stimulating the production of shale oil and our president,
Mr. Fred L. Hartley, made a commitment to a number of people
including Senator Long, that we would if that tax credit passed,
build a 10,000-ton-a-day retort module at a cost in excess of $100
million. That commitment still stands based on the expectation
that the $3 tax credit would be passed in the 1978 session.

We applied for permits in the early part of the year and expect
now to have those permits all in hand during the next month or
two.

In the meantime, we have had a continuing problem because the
tax credit has not passed. These permits are perishable, that is
they all have time limits. You cannot hold them in place and not
use them for an indefinite period of time. We are not entirely sure
right now where the economics are because not only has the OPEC
price change been occurring but inflation has continued.

The investment that would have at one time have cost $110
million is now rapidly approaching $150 million. The present rate
of inflation is increasing the cost of that plant at the rate of $1
million per month each and every month.

We feel the tax credit is still the best way to get at this project
and really it is the only way that would permit us to use these
permits that we now have and start building this retort this year
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because all of the other forms of assistance which have been talked
about in both the House and Senate have involved in them exten-
sive budgetary and procedural requirements for the Government to
establish which would take a year or two and by that time we are
afraid our permits would have expired.

We see the tax credit advantages to be that they are available to
any and all companies that might want to use them. It does not
require this budgetary or organizational procedure in the Govern-
ment. It provides an opportunity and it provides income to the
company only if it succeeds in producing shale oil, and it will
permit us to go ahead at an earlier time.

Then there is the Moorhead bill or others that will come along
and work in concert with this. We would respond to them, and we
need larger production than the 10,000 tons a day and we will
respond to that and use whatever form of assistance comes, but we
do hope that the $3 tax credit can be included in whatever legisla-
tion is forthcoming so that we can get on with this first production.

We recommend, irrespective of how you do it, whether it be with
S. 847, which has been introduced, or as an amendment to other
legislation, that you provide us with $3 tax credit. Our commit-
ment to build this model still stands and I think, if we can get
started, it may well be the first commercial production of alternate
energy in this country.

The CHAIRMAN. Thank you very much. We have fought for a tax
credit to develop shale and to develop geopressurized methane,
which is in that brine down deep in the earth below Louisiana and
Texas. We have reason to think that any one of those two energy
sources might be the answer to the whole problem.

Then we went to conference with the House and we had to fight
the members of two committees and by the time we got through,
they wouldn’t go along with anything. Now it looks like at long last
those people who wouldn’t go along and opposed it have seen the
light. Now they are going to save the country, they say, by voting
for what they voted against 2 years ago, what they frustrated and
fought against.

I hope that we are able to do business and that those who have
seen the light, late though it may be, will stay true to the cause at
least long enough to get something going in oil shale.

Mr. Hopkins. I certainly hope so.

Senator DoLe. I may not be as strong an advocate of some of
their technologies such as shale oil. We are talking about $3 credit,
which would be the equivalent of a $6 deduction. Where do you get
the water to go through the rock? It takes 10 tons to make 9,000
barrels of shale oil. Moreover we are 10 years away from meaning-
ful supply in this area. There are a lot of unresolved questions in
the development of shale oil.

Mr. Horkins. I would make two points in that regard if I may.
During the time that oil prices have been rising, the cost of produc-
ing shale oil has also been rising due to the inflationary effect on
the very large capital investment. As I indicated, the cost of this
plant is going up at the rate of $1 million a month at least.

The second thing is that, as these prices have risen, the value of
the $3 tax credit, the approximate $5 a barrel equivalent that it is
worth before taxes, has diminished because the difference between
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these two ever-larger numbers tends to—or the need becomes
greater as the numbers get larger and perhaps spread further
apart.

pSenator DoLe. I assumed that such costs were going to rise when
it was first discussed. Nevertheless, now everybody has 1 million
ideas. A lot of people who caused the problems now have their own
solutions to the problems they created. It is going to cost a lot of

money.

Mr. Hopkins. The important thing is tiat as long as we are
importing 8% million barrels of foreign oil, there is plenty of room
for every development that anybody can sponsor or support, and I
certainly hope that you won’t lose your interest in shale oil or the
$3 tax credit, because it is the most ready and most nearly eco-
nomical and it can make a significant contribution to this overall

problem.
[The prepared statement of Mr. Hopkins follows:]

PREPARED STATEMENT OF JoHN M. Horkins, PresipENT, ENERGY MINING
DivisioN, UNION OiL Co. oF CALIFORNIA

Mr. Chairman and members of the committee, I am John M. Hopkins, President
of the Energy Mining Division of Union Oil Company of California. This division is
responsible for Union Oil's uranium and oil shale operations. I appreciate the
opportunity to participate in these hearings.

Union Oil believes that the socalled windfall profits tax on revenues resulting
from crude oil decontrol is both unnecessary and unwise. Under present law, the
Federal Government receives nearly 50 cents in taxes from each additional dollar of
a producer’s revenue. In addition, if the Federal Government is the lessor, up to
one-sixth of the total additional revenue is payable to the Federal Government in
the form of royalty. State and local governments also receive additional tax reve-
nue. Qil companies receive little more than one-third of each additional dollar—
every cent of which is needed to develop more additional domestic energy resources.

We are puzzled by the priorities of the Administration, and by some members of
Congress, in connection with the nation’s energy problems. Apparently a high
priority is to punish oil companies, such as Union Oil, who have historically concen-
trated on searching for oil and gas within the United States. Perhaps this makes
political sense—this is not my field—but it certainly doesn’t make economic sense.

The core issue Congress must face is whether or not the revenues resulting from
decontrol will be available for future U.S. energy investment. The windfall profits
tax will only impede this needed energy investment. Even supporters of the windfall
profits tax concede that it will not increase domestic production by one barrel. In
fact, it is likely that the windfall profits tax will cost this country several hundred
thousand barrels per day of crude oil production.

We believe that Congress and the Administration should reorder their priorities.
The first priority should not be to punish domestic oil producers. Rather, the first
priority should be to encourage conservation and investment in additional sources of
energy.

Union Qil Company believes that all possible alternate fuels should be encour-
aged. Of the possible alternates, shale oil is technologically the most advanced and
economically nearest to being commercially feasible. In our opinion, it clearly has a
lead over gas or liquids from coal and alcohol from agricultural products.

The nation's oil shale resources are second only to coal in amount of energy
available. It is estimated that the Green River formation in Colorado, Wyoming and
Utah contains 1.8 trillion barrels of shale oil. If only one-third of this could be
recovered, it would be 21 times greater than the nation’s present proven crude oil
reserves.

Let me give you some background on oil shale. Union's involvement in shale
began with land purchases in the early 1920s. Our shale holdings include about
20,000 acres of patented properties and 10,000 acres of valley lands for facility
installations and retorted shale disposal. Union's oil shale property contains about
two billion barrels of recoverable oil in a 60-foot mineable seam in what is called the
Mahogany Zone. This ore averages 34 gallons of shale oil per ton. Our water rights
are sufficient to permit total property development. The property is capable of
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producing 150,000 barrels per day of shale oil for a period of 30 years by today's
technology.

Union Oil Company is ready to proceed with the development of these shale oil
holdings, provided the economic uncertainties that we face can be dealt with. In
1957-58, we built a demonstration plant that processed up to 1,200 tons of shale oil
per day. A total of 53,000 barrels of crude shale oil was produced, and over 13,000
barrels of shale oil were successfully processed into gasoline and other products at a
Colorado refinery. We need now to make this proven technology into an economic
success.

In 1977, President Carter announced, in his first energy message, his support for
synthetic fuels. Soon thereafter, Senator Talmadge proposed a $3-per-barrel produc-
tion tax credit for shale oil. The Senate passed the tax credit, but it failed in the
House. Fred L. Hartley, Union’s chairman, has committed Union Qil Company,
provided the tax credit is enacted, to a shale mining and retorting project that will
process 10,000 tons of shale per day and produce about 9,000 barrels of shale oil
daily. In 1978, we began the process of applying for the necessary state, local and
federal permits and licenses so that we could begin construction as soon as the
credit became law. We feel that we will have all of the permits by September of this
year. We urge you to include the $3 tax credit in the tax bill that is now before you.

With the passage of the $3-per-barrel tax credit and all permits in hand, we plan
to begin construction of the 10,000-ton-per-day project by the end of this year.
Production of shale oil would begin in 1982. We then would operate the plant for a
sufficient time to assure the most economical and environmentally sound process.
This would be followed by construction of additional modules of approximately the
same size to achieve commercial production of up to 150,000 barrels a-day.

Since President Carter’s first energy message, two years have passed. As in early
1974, we again have gasoline lines and much talk about alternate fuels. Inflation
has reduced the value of the $3 tax credit, and the project we once estimated at
about $110 million will now cost nearly $150 million. At today's rate of inflation, the
cost of the project is increasing over $1 million every month.

While we consider the tax credit to have advantages to the nation over the other
forms of economic assistance, we also feel that a guaranteed purchase contract, such
as contained in the House version of the extension of the Defense Production Act,
H.R. 3930, could also be a workable additional incentive, especially for larger plants.
This bill recently passed the House by a margin of over 300 votes.

In considering the various forms of assistance to shale oil, we believe the Commit-
tee should note the following advantages of the tax credit: It would result in tax
credits only if companies were successful in putting the plants into operation and
had taxable income; it would require no budgetary or organization increase for the
government; it would provide equal opportunity for large or small companies wheth-
er they own or lease land, to move ahead with projects using different technologies
and thus should elicit the broadest possible response from any company with faith
in its process; and it would be simple to administer, would have an early effective
date, and thus would reduce the possibility of delay.

To summarize: Development of additional domestic energy resources is a high
priority national requirement.

A “windfall” profits tax is counterproductive to that objective.

Oil shale is second only to coal in size of resource available and is technologically
more advanced and economically more attractive than coal or any otherr alternate
sources of liquid hydrocarbons. W

The initial development of oil shale can be started almost immediately if a $3-per-
barrel tax credit is made available by the Congress. Most other forms of stimulus
that have been discussed would cause delay while bureaucratic procedures of bid
solicitation, bids, and bid awards are made.

To conclude, we strongly recommend that legislation authorizing a $3-per-barrel
tax credit for shale oil production from pioneer plants be given high priority for
consideration by both Houses of the Congress. Whether this can best be accom-

lished by enacting a bill such as S. 847 or as an amendment to some other
egislation, such as the windfall profits tax, is a matter for your judgment.

The important thing is that Union Oil Company has pledged to build a 10,000-ton-
per-day oil shale mine and retorting mine if a $3-per-barrel tax credit is available.
We expect to have all the necessary permits within the next two months and, if the
tax credit is available, will begin construction before the end of this year. We view
the f;l,?t plant as the first step in constructing a much larger facility as soon as
possible.

This investment would be the United States first commercial operation to produce
an alternate oil supply. Obviously, it is long overdue.
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The CHAIRMAN. Next we will call Mr. Edwin S. Cohen, chairman
of the Taxation Committee of the U.S. Chamber of Commerce. We
are happy to see you here. You have given us good advice over the
years and you have been very useful to our committee no matter
who you were representing. You have always done a good job.

When you were in the Government, we had some mutual efforts,
and during the days when you were not in the Government I
believe you have served a major interest and I am sure you will
have some thoughtful recommendations for us today.

STATEMENT OF EDWIN S. COHEN, CHAIRMAN, TAXATION COM-
MITTEE, CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. CoHEN. Thank you, Mr. Chairman. It is a pleasure to be back
before you. I am Edwin S. Cohen, a member of the board of direc-
tors of the Chamber of Commerce of the United States and chair-
man of its Taxation Committee. J am a partner in the law firm of
Covington & Burling in Washington, D.C.

The National Chamber of Commerce supports the President’s
decision to end mandatory price controls on domestically produced
crude oil. The chamber estimates that in the absence of any new
tax on energy producers, the combined effect of increased conserva-
tion and increases in domestic production of oil and alternative
energy sources will be a reduction in foreign oil imports of between
3% and 4 million barrels a day by 1985, about one-half of the
current import levels.

Of course, decontrol will increase oil company profits, and the
national chamber believes that this is necessary and desirable in
order to encourage additional investment in domestic energy
sources.

As you have heard this morning from others who have testified,
the oil industry has historically reinvested amounts exceeding 100
percent of its profits, with nearly all of these investments devoted
to oil-related endeavors.

You have also heard, as Deputy Assistant Secretary of the Treas-
ury Emil M. Sunley testified before a subcommittee of this commit-
tee on May 7, that after-tax returns and returns on stockholders’
equity and assets employed in the oil industry have been roughly
the same or less than that of the average of other industries.

Even if no taxes of a new type are enacted, existing Federal,
State and local taxes will take between 50 and 60 percent or more
of any additional revenue that will flow to the oil companies by
reason of decontrol.

The windfall profits tax as passed by the House is without prece-
dent, and it seems to ine that it is a most complex measure. By its
terms it depends upon regulations of a highly technical nature
heretofore issued by the Department of Energy. For several years
those regulations have created administrative difficulties and con-
troversies which decontrol would eliminate but for the fact that
they would be perpetuated by this tax bill.

On top of the Energy Department regulations that are now in
existence, the bill provides for additional regulations to be issued
by the Department of the Treasury. The problems that have devel-
oped in the pension field, where the IRS and the Department of
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Labor have had overlapping jurisdictions and joint responsibilities,
bring us a very vivid illustration of the difficulties that can develop
from having two departments both issuing regulations necessary to
the determination of the tax.

Inevitably, it seems to me, the administration of this new, com-
plex tax would dilute the efforts of the IRS to administer the
income tax, which is the backbone of the Federal revenue system.

If I may, Mr. Chairman, I would like to quote in this connection
from an interview by the Bureau of National Affairs with the
Assistant Secretary of the Treasury for Tax Policy, Donald Lubick,
which was published last Friday, and I would say that I agree with
him wholeheartedly. Mr. Lubick said in the interview:

If the IRS can be permitted to devote its efforts to doing their job of measuring
income, and collecting taxes on that income, we will have a pretty efficient tax
system. The IRS has to get into a lot of areas and administer programs which are
best administered by other agencies. It gets into the areas of housing, energy,
product liability insurance, foreign policy and a long list of other things. It just
doesn’t do a good job.

I think we would like to do the best job we can to collect the revenue fairly and
efficiently. To the extent the Internal Revenue Code is used for all kinds of other
purposes, that impairs our ability to do a good job and it gives us less efficient
government, less good government, less control over expenditures, less fiscal ac-
countability, and just a lot of other things that are not good for the country.

I would agree with that 100 percent, and I believe that all of the
others who have occupied that post would join Mr. Lubick in that
expression. It seems to me particularly important with respect to
an unprecedented complex tax of this type.

Mr. Chairman, I have further comments with respect to the
foreign tax credit and the trust fund. They have not been dealt
with by any of the previous witnesses. If you would like me to
speak briefly about those I would be glad to do so. I think the
foreign tax credit provisions are of extreme importance and have
not been touched upon heretofore.

The CHAIRMAN. You can go ahead and comment.

Mr. CoHEN. With respect to the foreign tax credit provisions that
the administration has recommended—and, I might say, they are
not pending in any bill before the committee at this point because
the bill with respect to that issue has not yet been reported out by
the Ways and Means Committee, nor has it passed the House—the
national chamber steadfastly believes that our tax structure should
permit American business to be fully competitive in world markets.

The tax structure should not place obstacles in the path of
American businesses that would impair their capacity to meet the
challenges of businesses of other major nations and commerce
throughout the world. We believe that this principle should apply
to American oil companies as it should to all other businesses in
the United States.

A new administration proposal regarding the foreign tax credit
would penalize foreign exploration by an American company in
foreign countries in which it has no present production and would
put foreign production at a disadvantage as against domestic pro-
duction. Thus it would tend to reduce the ability of U.S. companies
to compete in the worldwide search for oil since their foreign
competitors would not be so penalized.
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Secretary Blumenthal said in his statement before the Ways and
Means Committee about the foreign tax credit, and I quote:

We gain as a nation from the development of oil resources anywhere in the world.
It is better for oil to be found and produced abroad by American companies than to
have it controlled by foreign companies.

The chamber doesn’t think that the foreign tax credit should be
so restricted as to reduce the ability of American companies to
compete abroad so long as the credit serves solely to eliminate a
double taxation and causes no reduction in U.S. tax on United
States income.

The principal foreign tax credit problem relating to oil compa-
nies, as distinguished from other businesses, lies in making sure
what is a foreign tax and what is a royalty, taking into account
that the foreign countries often own the natural resource and also
have the power to impose a tax on it.

While the national chamber has not yet formulated a specific
proposal, I believe that the committee should give careful attention
to suggestions made by several witnesses before the Ways and
Means Committee in the hearing on this particular topic on June
25. These suggestions have been designed to resolve the special
problem of the oil companies.

The witnesses suggested that the rate of tax considered credit-
able for U.S. purposes with respect to oil resources be limited on a
per-country basis to higher of the U.S. corporate tax rate of 46
percent or the generally applicable corporate rate in the foreign
country, if there is a tax that is generally applicable in that coun-
try.

I commend this to you as a way in which one might solve the
particular problem that stems from oil resources and the problem
of distinguishing between a foreign tax and a royalty. If that
distinction can properly be made, as I think it would under this
suggestion, there is no reason to impose further restrictions with
respect to the foreign tax credit on oil companies beyond those
applicable to other businesses.

Now my last comment, Mr. Chairman, as the committee asked, is
with respect to the trust fund aspects of the bill. I might say that
the national chamber supports development of alternative energy
sources but it is opposed to the creation of a separate trust fund for
this purpose.

We believe that whatever is sought to be accomplished here by
way of additional revenues or additional expenditures could be
accomplished within the general budget, and it is not wise to set up
a separate trust fund in this instance.

The CHAIRMAN. Let me ask you, if you would, Mr. Cohen, to see if
you could work with some people who are knowledgeable in the
area and provide us for the record a few charts, making whatever
logical assumptions you would. For example, take an individual
who is a typical independent producer. Those who are producing a
lot of oil as independents are in a high tax bracket; they may be in
the 70-percent bracket.

In Louisiana the producer would start out by paying a severance
tax of about 12 percent of gross, and then he would pay a State
income tax and a Federal income tax. About the only way he could
keep anything to speak of—he could keep as much as 30 percent of
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what he is producing—is to do a lot of drilling, which, of course, is
postponing the date when all of the tax burden would fall on him. I
wish you would provide us a few simple charts, assuming $100 of
additional income, how this tax would work.

Secretary Schlesinger testified yesterday that with regard to a
lot of the independents, particularly those who are successful and
who are paying taxes in the 70-percent personal bracket, they are
left about 8 cents on a dollar of the additional revenue if this tax
goes into effect. That is a very small incentive to give someone to
go out and produce more energy.

If you could give us a few illustrative charts to show what the
situation would be, with regard to both a major company and with
regard to an independent, it might be helpful to us to see what our
problem is.

Mr. CoHeN. I will be glad to try, Senator.! I have been trying to
figure out the practicalities of this situation and how we got to this
point of this type of tax. It seems to me that we started with an
objective of imposing a tax and then figuring out how we were
going to spend the revenue. Normally we have a need for money
and we look for sources to provide the revenue, but we seem here
to have decided that somebody needs to be taxed and we will
collect the money and then we will figure out how to spend it later.

The CHAIRMAN. That is right. Thank you very much, Mr. Cohen.

Mr. CoHeN. I will be happy to try to present those figures to
you.?

[The prepared statement of Mr. Cohen follows:]

PREPARED STATEMENT OF EpWIN S. COHEN, CHAMBER OF COMMERCE OF THE
UNITED STATES

My name is Edwin S. Cohen. I am a member of the Board of Directors and
Chairman of the Taxation Committee of the Chamber of Commerce of the United
States, on whose behalf I am appearing today. I am a member of the law firm of
Covington & Burling, of Washington, D.C.

I am accompanied by Christine L. Vaughn, Director, Kenneth D. Simonson, Tax
Economist, and Charles W. Wheeler, Tax Attorney, of the Chamber's Tax Policy
members to comment on oil price decontrol and proposal for additional taxes on oil
producers.

SUMMARY

The National Chamber supports the President’s decision to end mandatory federal
price control on domestically produced crude oil. Decontrol will reduce our depend-
ence on foreign oil sources by encouraging conservation and domestic production of
oil and alternative energy sources.

Decontrol will increase oil company profits. The National Chamber believes this is
necessary and desirable in order to encourage additional investment in domestic
energy sources. The oil industry has historically reinvested amounts exceeding 100
percent of its profits, with nearly all of these investments devoted to oil-related
endeavors.

No additional tax on energy producers is needed. Qil produced now pay federal,
state, and local taxes at a rate of 50 to 60 percent on any additional revenues from
domestic oil production. The proposed “windfall profits" tax is punitive and con-
trary to a goal of energy self-sufficiency. Such a tax would siphon off available funds
for American crude oil production, and would set a harmful precedent that could
lead to similar taxes on other commodities and services which have been subjected
to large price fluctuations, governmental controls, or scarcity.

The National Chamber has consistently opposed changes in the foreign tax credit
rules that would impair the ability of United States businesses to compete overseas,
such as the changes for oil producers recently proposed by the Administration. The

' See appendix, p. 291.
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exchange of goods. capital, and services in international trade should not be unduly
discouraged by taxation. Even if other conditions are favorable, excessive taxation
by a single country or multiple taxation by two or more countries of the same
property or income will leave no adequate incentives of incurring the risks involved.

The goreign tax credit should avoid double taxation of foreign income, while
ensuring that the U.S. tax on U.S. income is not reduced by virtue of the payment
of foreign income taxes. The Administration’s foreign tax credit proposals would
violate this principle of tax neutrality with respect to oil companies, reducing their
ability to compete in the world-wide search for oil.

Finally, the National Chamber opposes earmarking taxes from oil producers for
an Energy Trust Fund. Historically, special funds, such as the Highway Trust Fund,
have been limited to situations where user fees were set aside to provide special
benefits to those users. The earmarking of tax revenues from producers to provide
special benefits to unrelated persons represents a dangerous precedent which could
undermine the budget process and distort spending priorities.

BENEFITS OF DECONTROL

Since June 1 of this year, prices have been decontrolled for newly discovered oil.
Préi}ce controls for previously discovered oil will be phased out by September 30,
1981

The National Chamber supports the Administration’s decision to end mandatory
federal price controls on domestically produced crude oil. Decontrol will reduce our
dependence on foreign oil sources by encouraging conservation and domestic produc-
tion of oil and alternative energy sources. The Chamber estimates that in the
absence of any new tax on energy producers, the combined effect of these changes
will be reduced in crude oil imports of 3.5 to 4 million barrels per day by 1985. (
Table 1.) This reduction in dependence on foreign crude oil represents nearly one-
half of current import levels.

TaBLE 1.—Qil import savings in 1985 from decontrol of domestic crude oil

prices!
[Million barrels per day)
Savings from increased domestic production...........cccccevvrnriiencinivenrnne 15t0 20
Savings from increased CONSErvALION...........ccocooriviveiiiivetie et 2.0
Total 0il IMPOrt SAVINES. .......cccoovviiieiirrceirre s e 35t04.0

* Assuming no new tax on energy producers, average price of $22 per barrel in third quarter
of 1979, and 2 percent annual increase in world oil prices in excess of general inflation.

Source: Chamber of Commerce of the United States, Forecast and Survey Center.

In order to get the most energy for the least cost, the U.S. should allow domestic
oil prices to rise to the world level even if oil prices are effectively determined by
the OPEC cartel. As long as the price of domestic crude oil is below the world price,
more U.S. resources are required to purchase imported oil than would be required
to produce that oil domestically. If the world price of oil is $22 per barrel (as it is
expected to be by the end of 1979), then the U.g. must use $22 worth of resources to
import each barrel of oil, either by exporting an additional $22 worth of goods and
services, or by increasing indebtedness to foreifners by $22, or by some combination
of both. When the price of domestic oil is below world levels, for instance at the
current average domestic price of $9 per barrel, the cost of production for each
additional barrel of domestically produced crude oil is less than the $22 cost of
resources used to pay for imported oil.

Raising domestic oil prices to world levels would redirect U.S. resources which are
currently devoted to obtaining imported oil priced at $22. These resources would
then be used to obtain U.S. oil which costs more to produce than the present
controlled prices.

Increasing domestic oil production and reducing oil imports would reduce the
amount of U.S. resources needed to obtain supplies of oil and more efficiently
allocate the resources devoted to energy supply in the United States. This saving in
domestic resources would occur regardless of whether foreign oil exporters use any
of their receipts to import U.S. goods or to increase investment here.

Continuing mandatory price controls would be disastrous. Domestic crude oil
production would fall, because the return on new investments would be inadequate
to reJ:lace declining current wells. Without an uncontrolled price for oil, there
would be insufficient incentive for conservation or for developing new energy
sources.
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WINDFALL PROFITS TAX

The Administration has proposed, and the House passed an excise tax on crude oil
producers. No additional federal tax on energy producers is needed beyond the basic
federal income tax on corporations and individuals. After payment of existing
federal, state, or local taxes, the revenues from decontrol should be left in the
private sector, which can use them much more effeciently than the government.
Even without a new tax, 50 to 60 percent of the added revenue would go to
governments at all levels, through federal corporates and individual income taxes,
royalty payments to governments (or income taxes on private royalty owners), and
state and local severance, property, and income taxes.

The “windfall profits” tax passed by the House will seriously impair efforts to
achieve energy self-sufficiency in this country. The extent of the impairment would
depend upon the presently unknown manner in which monies from the proposed
energy trust fund might be spent.

The staff of the Joint Committee on Taxation estimates that over the next five
years the “windfall profits” tax will soak up over $40 billion of revenues which
could otherwise go for domestic energy production. This $40 billion tax burden will
cost the country roughly 400,000 barrels a day in lost production by 1985, the
National Chamber estimates. That is 400,000 barrels a day that the United States
will have to import or do without, making President Carter’s pledge at the recent
Tokyo summit that we will keep our imports below 8.5 million barrels a day
through 1985 that much harder to fulfill.

Decontrol will raise oil producers’ profits. This is essential to attract the capital
needed for increasing domestic energy production. Federal and state income taxes
will necessarily be paid on the adde%iy profits. The increase in net after-tax profits
would serve to increase capatity, productivity, and jobs, and therefore reduce infla-
tionary pressure.

The return on equity in the oil industry is about average when compared to other
industries. But average profits are not sufficient to achieve the increases in energy
capacity, research, and output which we will need in coming years.

How profitable are the oil companies? The most common measures of profitability
are after-tax rates of return on (1) stockholders’ equity, and (2) total assets em-

loyed. As Table 2 shows, rates of return in the oil industry have generally been

low, or only slightly above, rates of return in all industry. The only exception to
this occurred in 1974, after world oil prices quadrupled. By 1975, oil industry rates
of return were again comparable to those of other businesses.

TABLE 2.—RATES OF RETURN FOR OIL AND NONOIL COMPANIES, 1369-77
{In percent]

1969 1970 1971 1972 1973 1974 1975 1976 1977

Return on equity:

0d and gas extraction............ 126 114 67 72 106 199 150 152 147
Integrated  petroleum  and
L1111 SOOI 1.1 105 108 100 152 184 129 139 135

Other industries.................... 124 103 113 129 144 130 120 144 148

Return on assets employed:

Oil and gas extraction........... 90 85 60 60 83 140 103 104 102
Integrated  petroleum  and

refining......ccovccrive. 92 85 89 84 115 128 92 97 96
Other industries.............c.coo...... 100 89 95 105 112 106 102 112 115

Source —Calculated from data supplied by Standard & Poor's Corporation Compustal file of appronmately 3,000 corporations, as reproduced in appendix
to statement of Emit M Suniey, Deputy Assistant Secrelary of the Treasury for Tax Policy, before the Subcommittee on Energy and Foundations of the Senate
Finance Committee, May 7, 1979

As Energy Secretary James Schlesinger pointed out in reply to the question, “Do
you think oil company profits are reasonable?” (“Issues and Answers’, ABC Televi-
sion, April 8, 1979). At the present time, they certainly are reasonable. The profits
have not increased in this industrg' since 1974. And in real terms, they have
declined. The oil companies are not doing spectacularly well in comparison to other
manufacturing industry.
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Thus, one may expect that decontrol will temporarily boost oil company rates of
return, but not as much as after the OPEC price increases of 1973-74. An increase
in profitability is desirable, indeed essential, if the industry is to expand domestic
production in the years ahead.

An additional tax on oil company profits is especially misguided in light of the
fact that oil companies reinvest their profits so heavily. As Table 3 shows, for each
rear for which data are available (1971-77), oil companies invested amounts total-
fin substantially more than 100 percent of net income, and close to 100 percent of
cash flow. These investment rates are significantly higher than those of other
industries.

Moreover, capital expenditures by oil companies have increased sharply, especial-
ly in response to crude oil price increases. For instance, between 1972 and 1974,
capital outlays by oil compantes jumped 78 percent.! By 1976, oil companies account-
ed for 41 percent of total capital expenditures in this sample, up from 32 percent at
the beginning of the crude oil price rise in 1973. (See Table 3.)

TABLE 3.—CAPITAL EXPENDITURES By QML AND NONOIL COMPANIES, 1971-77

19711 1972 1973 1974 1975 1976 1917

Capital expenditures:
Qit companies (billioNS) ............ccccorerrrvverrrrerrerenes $11.8 $120 $134 $21.4 $233 $250 $279
Nonoil companies (billions) ..........cccccooevcvvvervonenns $21.1 $223 $287 $37.1 $343 $356 428
Qit companies as percent of total ...................... 36 35 32 37 40 §1 39

Capital expenditures/net income:
Qit companies (percent)......
Nonoil companies (percent)

Capital expenditures/cash flow.
0it companies (percent)...... . 84 83 68 78 113 98 94
Nonoil companies {percent) 63 57 62 18 69 58 62

159 162 112 125 187 172 118
18 100 103 136 124 % 102

Source —Cakculated from dala supphied by Standard & Poor's Corporation Compustat fle of appraximately 3,000 corporalions, as reproduced 1n appendix to
statement of Em! M Suniey, Deputy Assistant Secretary of the Treasury for Tax Poixcy, defore the Subx on Energy and Foundations of the Senate
Finance Committee, May 7, 1979 O« companies include ol and gas extraction plus wntegrated petroleum and refining companies

These data strongly suggest that decontrol will lead to another surge in capital
outlays by the oil industry, if no “windfall profits” tax is enacted. Most of these
outlays are likely to go into exploration, development, and production of domestic
energy sources, making energy cheaper and more abundant. If, however, the rev-

- enues are turned over to the goverament and used by it for other purposes, energy
development will be impaired.

The proposed tax would set a harmful precedent which could lead to similar taxes
on other commodities which are subject to large price fluctuations, such as sugar,
beef, or wheat; or on other items when government controls are removed, such as
{‘ents_ or gold; or on items which rise in price due to inflation or scarcity, such as

ousing.

Qil and gas extraction is an exg:nsive and risky business. Nearly three-fourths of
all exploratory wells turn out to be dry holes. Yet the ‘‘windfall profit” tax takes no
recognition of these risks and losses.

THE HOUSE BILL

H.R. 3919, as passed by the House, would establish an exceedingly complex tax
which is likely to prove very difficult to administer. The proposed tax would take
effect on January 1, 1980, and generally would be levied at a 60 percent rate on
three classes of oil.

The Tier 1 tax would be levied on lower tier oil, which is oil from properties
which entered production before 1973. The tax would equal 60 percent of the
difference between the May, 1979, controlled price and the actual selling price. This
tax, however, would be imposed only on the portion of the lower tier oil not released

! Data from the Joint Association Survey, conducted by the oil and gas industry, and from the
Census Bureau's Annual Survey of Oil and Gas, show that domestic exploration and develop-
ment expenditures more than doubled between 1972 and 1974, rising from $6.5 billion to $13.1
billion. These data are not directly comparable to those in Table 3, because they are based on a
different sample of producers.
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for tax purposes to the upper tier. Under the President’s decontrol plan, the amount
of lower tier oil that is allowed to sell at upper tier prices will increase by 3 percent
each month, starting January 1, 1980. For tax purposes, only 1% percent would be
considered as released to the upper tier each month. The Tier 1 tax would end in
1984. “Marginal oil,” which was given special treatment in the President’s decontrol
program, would not be subject to the Tier 1 tax. .

The Tier 2 tax would be imposed on upper tier oil, which includes oil from
properties that entered production after 1972 but before 1979. The tax would equal
60 percent of the difference between the actual selling price and the May, 1979,
controlled price for upper tier oil, adjusted upward for inflation. This tax would
apply to any domestic crude oil receiving upper tier pricing treatment, production
from marginal properties, and lower tier oil released to the ug‘per tier in order to
provide financing for tertiary recovery projects. Starting in November, 1986, the
Tier 2 base price would be adjusted upward to the Tier 3 base price over 50 months,
leaving upper and lower tier oil subject only to the Tier 3 tax after 1990.

The Tier 3 tax would be levied on oil discovered after 1979, stripper oil, taxable
Alaskan North Slope oil, oil produced on the Naval Petroleum Reserve, and oil from
qualified tertiary recovery projects. In general, the Tier 3 tax would be imposed at a
60 percent rate on the difference between the actual selling price and a base price of
$16 per barrel. The base price would be adjusted upward for inflation and would
take into account differences in quality and location.

The Tier 3 tax has a number of special provisions and is perhaps the most
confusing element in an already complex windfall profits tax scheme. One special
provision covers oil discovered after 1978 and oil produced through tertiary recovery
methods. The base price for such oil starts at $17 per barrel, and the first $9 of
profit would be taxed at a 50 percent rate, with any profit over that amount subject
to a 60 percent tax rate. In addition, the base price for newly discovered oil would
be raised at a rate 2 percentage points higher than the inflation rate.

Oil from the Sadlerochit reservoir on Alaska’s North Slope also would be subject
to special provisions affecting the tax rate and base price.

Finally, the Tier 3 tax on newly discovered and tertiary recovery oil would cease
in 1990, After 1990, the Tier 3 tax would apply only to Alaskan North Slope
production from the Sadlerochit reservoir, oil from the Naval Petroleum Reserve,
and any production from lower and upper tier properties.

Several provisions of H.R. 3919 would apply to all three tiers. The tax may not be
_ imposed_on.an amount in excess of 100 percent of the net income from the property.
"~ The profit on oil subject to the 60 percent tax may be reduced by the state
severance taxes imposed on the same profit, but the amount of the reduction is
limited to the severance tax in effect on March 31, 1979.

The so-called “windfall profits” tax is a highly complicated tax. While this tax
would be administered by the Treasury Department and the Internal Revenue
Service, many of the regulations they would required to interpret have already
been promulgated by the Department of Energy. This can only produce additional
confusion. For example, the term “property” is defined one way in the price control
regulations issued by the Department of Energy and a second way in section 614 of
the Internal Revenue Code.

The current problems confronting the pension field, where the Internal Revenue
Service and the Department of Labor have joint responsibilities, provide a vivid
illustration of the difficulties. The Service would have to allocate personnel to
provide extensive regulations, in conjunction with the Department of Energy, and to
conduct field audits in an area in which it has little or no previous expertise, and
would have to dilute its efforts to administer the federal income tax that is the
backbone of the federal revenue system.

FOREIGN TAX CREDIT

The Adminstration has proposed changes in both the Internal Revenue Code and
regulations governing the computation of the foreign tax credit for oil producers.
These proposed changes would reduce the competitiveness of America's oil compa-
nies in the search for new oil abroad and add additional complexity to an already
complicated area of the law.

Importance of the foreign tax credit

Since 1918, the United States has used the foreign tax credit to protect businesses
and individuals from the severe burden of multiple taxation on foreign income.
Unlike countries that tax income only from domestic sources, the United States has
always asserted the right to tax the worldwide income of its citizens and domestic
corporations. Such worldwide income, however, is often subject to tax in the country
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in which it is earned as well as in the United States. By allowing United States
businesses and individuals a credit against their U.S. taxes for “income, war profits,
and excess profits taxes” paid or accrued during the tax year to any foreign country,
the danger of multiple taxation is avoided.

Adherence to the fundamental principle that businesses operating in more than
one country should not be subject to double taxation is essential to the development
of United States exports and the growth of the American economy.

The foreign tax credit represents an attempt to make taxes a neutral factor in
business investment decisions both here and abroad. United States companies must
pay tax on their foreign earnings at a rate at least equal to the U.S. income tax
rate, without regard to the country from which the income is derived.

Operation of the foreign tax credit

Under present law, taxpayers subject to United States tax on their foreign source
income may claim a tax credit for foreign taxes paid directly on this income. The
statute allows a U.S. corporate taxpayer to take a foreign tax credit for the foreign
taxes it pays indirectly as well (the socalled deemed-paid credit). Thus, when a
foreign subsidiary of a U.S. corporation pays a dividend, the parent company can
take a credit against its U.S. tax liability both for the direct foreign taxes the
parent pays on the dividend and for the foreign taxes paid by the foreign subsidiary
on its earnings from which the dividend was paid.

The Tax uction Act of 1975 substantially modified the foreign tax credit
available to ‘petroleum companies. The Act limited creditable foreign tax to a

rcentage of oil and gas extraction income and defined such income to exclude
oreign extraction losses. The Tax Reform Act of 1976 placed the percentage at the
highest U.S. corporate tax rate.

Originally there was no limit on the foreign tax credits which taxpayers could
claim to offset United States tax liability on domestic income. Since 1921, the
foreign tax credit has never been allowed to reduce U.S. tax on U.S. income. The
“overall” limitation provided that the total foreign taxes used as a credit in any
year could not exceed the United States tax attributable to foreign source income
for the same year. In 1932, a “percountry”’ limitation was added whereby the
foreign tax credit on the United States tax liability on the income earned in that
country in that year.

Between 1932 and 1954, the foreign tax credit was limited to the lesser of the
overall or the sum of the percountry limitations. In 1954, the overall limitation was
removed because Congress felt it discouraged a company operating profitably in one
foreign country from going into another country where it might expect to operate at
a loss for a few years. Between 1960 and 1975, the taxpayer had the option of using
either the per-country or the overall limitation. In adopting this option, Congress
recognized that both limitations were appropriate because both were necessary to
reflect the different concepts of how business was conducted abroad. The Tax
Reduction Act of 1975 provided that, for the 1976 taxable year and thereafter, the
per<country limitation would not apply to foreign oil-related income and therefore
the amount of creditable foreign taxes with respect to such income could be comput-
ed only on the overall basis. The Tax Reform Act of 1976 repealed the per<country
limitation for all taxpayers, for taxable years beginning after December 31, 1975.

Consequences of proposed foreign tax credit changes

The National Chamber believes that America’s present dependence on foreign oil
makes it imperative that the U.S. oil industry be encouraged to find new oil, both
here and abroad. The only way that world oil prices can be lowered is if the supply
of oil exceeds the demand. The decision by this Administration to decontrol domes-
tic oil prices will provide needed incentive to locate new domestic oil reserves.

The Administration proposes to limit the foreign tax credit avaiable to oil produc-
ers, claiming in its t%timon;Y before the House Ways and Means Committee that
current tax law acts as an "‘artificial incentive to explore abroad rather than at
home.” But as the staff of the Joint Committee on Taxation pointed out, “most oil-
producing countries now impose taxes on oil income at effective rates as high as 80
percent or more.” ? The foreign tax credit provisions cannot reduce the taxes an
American oil company owes to a foreign government. At most they can relieve the
company of U.S. tax liability on the same income. This means that an American oil
company faced with a decision on whether to explore for oil in the United States or
abroad must choose between—a) paying U.S. taxes at a 46 percent rate on future
U.S. extraction income if it explores in the United States; or (b) paying taxes to a
foreign government at a rate 80 percent or higher, and potentiaﬁy to the United

* Staff of Joint Committee on Taxation, Explanation of Foreign Tax Credit Rules Applicable to
Petroleum Income and Description of Administration Proposal, p. 11 (June 18, 1979).
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States as well, if it explores abroad. The fact that the foreign tax credit could abate
most, if not all, of the U.S. tax liability on the income from that foreign operation
will not make the investment in a foreign country that imposes an 80 percent tax
any more attractive. The most that might be said about the current foreign tax
credit provisions, insofar as they affect the choice of drilling in the U.S. or abroad,
is that in some cases they reduce the disincentive to explore for oil in high-tax
foreign countries.

The Administration's foreign tax credit proposals and any new definition of what
constitutes a creditable income tax would likely increase the overall tax burden on
American oil companizs exploring and producing oil abroad. This Committee should
recognize the importance of keeping America’s oil companies competitive. The Arab
boycott of 1973-1974 showed the dangers of dependence on foreign oil. For the near
future at least, it seems impossible for the United States to avoid continuing some
degree of dependence. Our vulnerability will be decreased to the extent U.S. oil
companies participate in the exploration and development of new sources of oil in a
number of different foreign countries as well, of course, as in the United States.

ADMINISTRATION FOREIGN TAX CREDIT PROPOSALS

Limitations on the foreign tax credit

The Administration proposes to limit the foreign tax credit for oil and gas extrac-
tion income to the lesser of the overall limitation or the per-country limitation. The
Administration also would require a separate computation of foreign tax credits for
oil and gas extraction income and for all other foreign income.

The National Chamber believes that, to be effective, the foreign tax credit provi-
sions must be responsive to the actual needs of American business. In order to
achieve this goal, the National Chamber supports the right of American business to
choose either the percountry or overall limitation in computing the foreign tax
credit. Such a rule would recognize the different foreign operating patterns among
American taxpayers. To those firms which operate world wide integrated businesses,
it is the overall tax burden that is important in assessing the effect of taxes on the
economic feasibility of such integrated ventures. The per-country limitation is ad-
vantageous when a domestic corporation begins operation in a foreign country in
which initial losses are likely to result. Thus the per-<country limitation is important
to companies in high-risk industries when they enter new foreign ventures.

If, however, American business cannot have this choice, the National Chamber
would prefer the overall limitation, as provided in present law, to the per-country
limitation. It is difficult enough for a business to determine which items of income
and expense are from foreign sources and which are from domestic. Requiring an
integrated business then to determine which items of income and expense are
properly allocated to each country adds a major degree of complexity and difficulty
both for the companies and the Internal Revenue Service.

The Administration's proposals would limit the foreign tax credit for oil and gas
extraction income to the lesser of the per-country or the overall limitation and
would also place a separate overall limitation on any other foreign income an oil
company might have. This will force an integrated American oil company not only
to compute its income and expenses on a per-country basis, but also to divide those
separate per-country computations between oil and gas extraction income and other
foreign income. This would produce major complexities and could reduce the ability
of American oil companies to compete in the worldwide search for oil.

Recapture of per-country foreign losses

The Administration also proposes to require the recapture of foreign extraction
losses on a per-country basis if extraction income is earned in the same country in
future years and if the loss resulted in a “tax benefit". Such losses can only result
in a ‘‘tax benefit” if they are used to offset income from a foreign country that has a
lower tax rate than the United States. The proposal would require the retroactive
recapture of “tax benefits” derived from losses that occurred from 1975 to the
present.

The National Chamber opposes the recapture of foreign losses. The Administra-
tion’s proposed change would further complicate the foreign tax credit provisions.
For example, the retroactive nature of this proposed change would require the oil
companies to reexamine and recompute all of their foreign extraction income be-
tween 1975 and the present on a per-country basis in order to determine if they
received a tax benefit which would then be subject to recapture in the future.
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The proposed regulations

In addition to the legislative proposals outlined above, the Administration has
proposed new regulations seeking to define creditable income taxes. The Treasury
press release accompanying the proposed regulations emphasized that one of the
primary purposes of the regulations is to eliminate the difficulty in determining
whether a payment to a foreign government which owns mineral resources is a
royalty or a tax. The regulations do this by requiring close adherence to U.S. income
tax standards and by requiring that income taxes at rates above 46 percent be
applied generally and not just on oil extraction income.

The legistative limitations that the Administration proposes to place on the
foreign tax credit for oil and gas extraction income may well restrict the ability of
U.S. companies to compete with foreign companies in the search for new oil. The
proposed regulations on the creditability of foreign income taxes could reduce their
competitive ability even further. This is due to the uncertainty over what forei
taxes, if any, will be considered creditable in the future. The effect of both the
legislative and regulatory proposals, and their interelationship, needs full and care-
ful examination before any changes are adopted. Careful consideration should be
given to comments on the proposed regulations, which may include suggestions for
1egislative changes. Any indication that presentations before this Committee by the
Administration create any presumptions as to the correctness or suitability of the
proposed regulations should be avoided.

While the Chamber has not yet formulated a specific proposal, we believe that
careful attention should be given to suggestions made by several witnesses before
the House Ways and Means Committee in their testimony on June 25, 1979. These
witnesses pointed out that the real issue involves distinguishing between a royalty
and a tax when a foreign government imposes a tax on oil production and at the
same time owns the rights to the oil. The witnesses suggested that the rate of tax
considered creditable for U.S. purposes be limited on a per<ountry basis to the U.S.
corporate tax rate of 46 pervent, or the generally applicable corporate tax rate in
the foreign country if higher than 46 percent. This approach offers a great deal of
simplicity when compared with the regulations proposed by Treasury. It also elimi-
nates the problem of finding that either the entire charge on oil and gas extraction
income is a creditable income tax or that it is all a royalty. If this suggestion is
adopted, there would be no reason to impose more stringent foreign tax credit rules
on oil companies.

ENERGY TRUST FUND

H.R. 3919 creates an Energy Trust Fund into which revenues from the “windfall
profits'’ tax are to be deposited. The purposes for which the trust fund receipts may
be spent have not yet been specified, although when the President proposed the
fund in April, he suggested that the revenues be used for three basic purposes: (1)
assistance of up to $800 million per year to low-income households; (2) additional
funds of up to $350 million a year for “energy-efficient mass transit purposes’’; and
(3) a range of programs for long-term energy and environmental research, develop-
ment, production, and conservation.

The National Chamber supports development of alternative energy sources. Pri-
mary responsibility for such development, however, should rest with the private
sector, not with the Department of Energy or an Energy Trust Fund. The National
Chamber opposes establishing such a fund. By setting aside revenues for specific
purposes, the fund is likely to undermine the existing budget process. This may lead
to higher levels of overall receipts and spending than would otherwise be desirable,
particularl{l because the “windfall profits” tax as passed by the House would gener-
ate such a high level of receipts.

All of the projects that the President has suggested for funding through the
Energy Trust Fund should be considered through tie normal budget process. In that
way, funding levels can be kept consistent with other programs and priorities,
including the priority of reducing the Federal government’'s share of national in-
come.

Creation of this trust fund could set a harmfu! precedent for providing special
revenue sources for any given set of programs. Such earmarking of funds encour-
?gesdscontinuing or increasing a tax for the sake of protecting the programs that it

unds.

Unlike existing trust funds, such as the hifhwaf', airport and airways, and social
security trust funds, in which expenditures largely benefit the contributors to the
fund, the Energy Trust Fund would take revenue from the oil producers and
distribute it to an assortment of recipients throughout the economy. Singling out
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one set of taxpayers to pay for these i)rograms which affect the entire country,
rather than using general revenues, would be an unfortunate precedent.

_The CHAIRMAN. We will call Mr. Erskine N. White, Jr., Execu-
tive Vice President of Textron, Inc., and chairman of the National
Association of Manufacturers’ Energy Committee.

STATEMENTS OF ERSKINE N. WHITE, JR., EXECUTIVE VICE
PRESIDENT, TEXTRON, INC., AND CHAIRMAN, ENERGY COM-
MITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS; AND
ROLAND M. BIXLER, PRESIDENT, J-B-T INSTRUMENTS, INC,,
AND CHAIRMAN, TAXATION COMMITTEE, NATIONAL ASSOCI-
ATION OF MANUFACTURERS

Mr. WHire. My name is Erskine White and I am executive Vice
President of Textron, Inc. I am appearing before this committee
along with my associate Roland M. Bixler, representing the Nation-
al Association of Manufacturers. I serve as chairman of the NAM
Energy Policy Committee; Mr. Bixler is chairman of the NAM
Taxation Committee.

NAM represents over 12,000 member firms which employ a ma-
jority of the country’s industrial labor force. Additionally, as indus-
trial energy users, these firms produce over 75 percent of the
Nation’s manufactured goods, and over 80 percent are generally
classified as small businesses.

We have submitted a written statement for your review and will
use our time this morning to highlight some of the issues that we
view as most critical.

First is the importance of an uninterrupted supply of petroleum
to American industry. Industry currently represents 36 percent of
the Nation’s total energy demand and petroleum represents 24
percent of our total energy usage—for heating, for process fuels
and for feed-stock materials.

I say this to underscore the fact that reliable and adequate
sources of petroleum are vital to American industry and its ability
to provide jobs. For many years the industrial sector has led the
way in energy conservation achievements in the United States,
recording a 16-percent improvement in energy efficiency in the
period 1973 to 1978.

But, whether we like it or not, industry, like other sectors of our
Nation’s energy-using public, will continue to be dependent on
petroleum for significant and critical portions of its needs for the
foreseeable future.

It is for this reason that NAM has supported maximum incentive
for the exploration for, and the development and production of,
domestic sources of traditional energy supplies as well as new or
alternative energy. This must be our primary objective and, ve
believe, the Nation’s primary objective.

We believe that allowing domestic crude oil to reach the market
price will accomplish these objectives. However, we are also con-
cerned that this concept and the objectives sought from true mar-
ket pricing are seriously compromised under a scenario of decon-
trol with a special excise tax.

Such a tax, by virtue of its very existence, means that we have
not, in fact, decontrolled the price of this very valuable resource as
far as producers are concerned. What we give in incentives by
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decontrol with one hand are taken away, in large part by taxing,
with the other hand. To fight this moral equivalent of war we need
maximum investments in domestic oil resources as well as alterna-
tive forms of energy.

Along with the windfall profits tax, the President proposed and
the House endorsed the concept that these revenues go into an
energy security fund. We question the establishment of such a fund
and all that it would entail to accomplish goals which could be
reached through existing governmental structures and processes.

Like the windfall profits tax, it may have political appeal and
popular support. However, we see real dangers as the likely result.
We do not believe it is possible that a public bureaucracy can
properly and effectively administer such a fund. It would most
certainly, however, perpetuate itself and tend to institutionalize a
process and programs where need and priorities inevitably will
change from year to year.

Because of this, we believe that the three currently stated pur-
poses of the fund could best be served by congressional appropri-
ation from the new tax revenues generated by decontrol to those
agencies already established to provide those programs or services.

Furthermore, the additional money raised through the existing
tax structure will be more than adequate to address the important
concern over increased costs for low-income energy consumers as
well as the other objectives of the fund.

I would like to introduce my colleague Roland Bixler, chairman
of the NAM Taxation Committee, who will address the tax propos-
al in more detail, and then I would like to return for summation.

Mr. BixLer. In H.R. 3919 the proposed flat 60 percent tax, or 50
percent tax on certain Alaskan oil, on the difference between
prices charged at the wellhead and the number of base prices is
merely a disguised price control program. Applying a new tax such
as this to the revenue generated by decontrol simply creates a new
form of control.

We as manufacturers are opposed to the principle of punitive tax
measures applied to one sector of the economy. If it is applied to
the oil industry now, which industry will be next?

We further feel it is important to reiterate again that the admin-
istration estimates, and these were the original estimates, that
over $6 billion of new tax money will be generated and flow to the
U.S. Treasury by 1982 as a result of oil decontrol alone.

Since the OPEC price increases recently, this figure has gone up
substantially, and perhaps in the order of $10 billion will be com-
in%in without any windfall profit tax whatsoever.

urthermore, the new tax would be detrimental to the reinvest-
ment of revenue for further exploration and development and on
that you have heard a lot today.

Another factor I have not heard mentioned today is that in the
administration proposal, and not in the House bill but again I
understand Secretary Blumenthal mentioned this the other day,
there is a permanent feature that is advocated. The continuing
nature of the market incentive tax, the so-called OPEC tax as
proposed by the administration, poses another major problem.

By definition, a windfall is a one-time or temporary phenomenon.
If there were to be a tax, it should be applied only to short-term
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revenue gains from decontrol rather than going on to ongoing
revenues derived from new and more expensive resources.

These figures impressed me a great deal. The administration’s
estimates show that without any windfall tax, the U.S. producers of
domestic oil would get only 43 cents on each incremental dollar
resulting from decontrol. The remaining 57 cents on each dollar
goes to Federal income taxes of 35 cents, State income taxes of 3
cents, royalty payments to property holders of 14 cents, and Gov-
ernment severance taxes of 4 cents.

The proposed windfall profits tax as passed by the House starts
out with a 60 percent base on each incremental dollar, and there
are estimates that finally what would be left to a corporation by
the House bill will be on the order of 20 cents out of each dollar for
new high risk investments and for plowback.

The other point that I have not heard mentioned today is indus-
trial capital needs. If we encourage the oil companies to go to the
open market to get their capital because they reinvest all of their
earnings and they need a lot more besides, we are simply making it
unavailable for all of the other kinds of industries which need it
for increases in productivity and for increase in various kinds of
manufactured products, which we hope to use and to export.

A subcommittee of this committee on May 11 heard from wit-
nesses from the Chase Manhattan Bank saying that they found
that the 27 largest oil firms were investing substantially more than
their profits currently and they forecast that they will need to
raise $100 billion in outside capital to finance the $350 to $400
billion needed for reserve replacements in the years 1979 to 1985.
That is $100 billion they will have to go outside for.

Then there is also a study by the Bankers Trust Co. which is
covered in our statement which gives some other perspectives on
the future amount. The last line of that was that by the early
1980s it is likely that 30 percent of all of the petroleum companies’
needs will need to be obtained from outside sources.

The last matter is the foreign tax credit. I heard Mr. Cohen
comment on that. On page 12 of our statement, we summarize why
we feel that this proposal would be seriously detrimental. Those
reasons very briefly are, first, it is an erosion of the integrity of the
foreign tax credit’s ability to prevent double taxation by foreign
governments and by the American Government.

Second, there are recapture rules for prior extraction losses or
retroactive losses and what effect they would have.

Third, it does not really seem fair to be talking about something
that was in a tax return 5 years ago and suddenly open it up again
on a new basis in the future.

And, fourth, the proposed regulations on creditable taxes pub-
lished in the Federal Register of June 20 need review and analysis
before we really can understand them, before they can be affected
by statutory limitations.

And, fifth, this is a terribly complex matter already and these
new regulations and these proposals for foreign tax changes would
be even more complicated.

Mr. WHiTE. Our time has expired. I would just like to add one bit
of concurrence with the subject discussed a little earlier. We in
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industry are very, very concerned about this matter of public per-
ception of the energy problem.

In conclusion, I would like to add a point of particular concern to
us, namely, the lack of public recognition of the serious nature of
the U.S. energy supply situation. Clearly, one of the greatest hur-
dles we face, one which interferes with this Nation’s ability to
address the energy problem in the short or longer term is the
overall public perception, still, that there may not be a serious
energy problem or that the energy situation is contrived.

We are concerned that this attitude is being reinforced by the
national debate on windfall profits while ignoring the critical need
to stimulate urgently needed domestic production of energy.

NAM is vitally concerned about this Nation’s energy situation.
As major users of energy, we are primarily concerned about the
apparent lack of focus on increasing the supply and we see the
windfall profits tax as compromising that primary objective.

And with or without a special tax, we believe that the creation of
a new and redundant bureaucracy as contemplated in the Energy
Security Trust Fund could inhibit achievement of the desired goals.

Finally, the manufacturing community remains vitally con-
cerned with all aspects of the foreign tax credit, the cornerstone of
U.S. treatment of income from foreign direct investments. These
investments provide the only access to many major international
markets and we oppose the proposed amendments.

Thank you very much. We appreciate the opportunity to present
our views.

[The prepared statement of the National Association of Manufac-
turers follows:]

PREPARED STATEMENT OF ROLAND M. BIXLER AND ERSkINE N. WHITE, JR.,
NATIONAL ASSOCIATION OF MANUFACTURERS

Roland M. Bixler, President of J-B-T Instruments, Inc.; and Chairman of the
Taxation Committee of the National Association of Manufacturers.

Erskine N. White, Jr., Executive Vice President, Textron, Incorporated, and
Chairman of the Energy Committee of the National Association of Manufacturers.

The National Association of Manufacturers represents over 12,000 member com-
panies which employ a majority of the country's industrial labor force and which
produce over 75 percent of the nation’s manufactured goods. Over 80 percent of the
NAM'’s members are generally classified as small businesses. The Association also is
acgiliat.?d with an additional 158,000 businesses through the National Industrial

uncail.

NAM has been vitally concerned with this Nation's energy situation. We are
particularly interested in the question of oil decontrol and windfall profits because
we are so dependent on a reliable and adequate source of petroleum for our
manufacturing operations. Our statement will address these aspects and the pro-
posed restriction on the foreign tax credit.

Industrial energy use

In 1978, the industrial sector of the United States consumed approximately 1.2
billion barrels of petroleum products in its manufacturing processes and boilers.
This represented 24 percent of the total energy used by industry and 18 percent of
total petroleum consumﬁtion of the nation in all sectors last year. Obviously, NAM
is vitally concerned with petroleum supply and the nature of governmental policy
which affects it.

U.S. industry has, for several years, recognized the need to conserve energy,
particularly oil, and has been the {eading sector of the American economy in doing
80. Since 1973, the industrial sector has reduced its total demand for all forms of
energy by nearly 6 percent and and its demand for petroleum by 6.7 percent. During
the same time period (1973-1978), the Federal Reserve Board Index of Industrial
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Production indicates that industrial production increased by 11.8 percent. This
translates into a 16 percent overall improvement in energy efficiency.

Decontrol

While conservation achievements by industry have been, and will continue to be
significant, there are some industrial uses opretroleum for which there is no
technicaily or economically feasible substitute. Whether we like it or not, industry,
as well as the rest of the nation, will be dependent on petroleum for a largﬁt{)ortion
of its energy demands for the forseeable future. It is for this reason that M has
supported maximum incentive for the exploration for, and production of, domestic
sources of oil. This must be our primary objective, and we believe, the Nation's
primary objective.

Allowing domestic crude oil to reach the market price will not only stimulate
increased production of domestic oil, but it will also stimulate the development of
alternate energy supply technologies which are not now economically viable in the
context of artig’c;ially low oil prices which are held below market prices by existing
Government controls. These alternate technologies will increase competition amon,
energy supply options and, ultimately, could lead to lower real dollar costs of oi
than would exist if additional energy sources are not developed.

Market pricing of oil will also stimulate more energy conservation which will
lessen projected demand for this energy source. NAM believes that this concept of,
and the cbjectives sought from, market pricing is seriously compromised under the
scenario ofJ decontrol with a special excise tax. Therefore, such a tax, by virtue of its
very existence, means that we have not in fact decontrolled the price of this very
valuable resource.

The tax as a price control -

The problem we now face was described two years ago by President Carter as the
“moral equivalent of war”. This tax proposal is not justifiable in that context. To
fight this war, we need maximum investments in domestic oil resources and alterna-
tive forms of energy. Revenues generated fromm new and successful ventures are
necessary to underwrite other risk investments. Less interference in the market is
needed. We must permit, even encourage, our producers to become more competi-
tive in world markets as soon as possible. Qur concern as manufacturers, as well as
consumers, is that the application of this proposed tax mechanism would be ex-
tremely disadvantageous to the pursuit of a balanced national energy policy and to
the achievement of increased domestic energy supplies. -

WINDFALL PROFITS TAXES

The flat 60 percent tax (50 percent on certain Alaskan oil) on the difference
between prices charged at the wellhead and a number of base prices is merely a
disguised price control program. It dictates that the allegedly decontrolled price be
reduced by the amount of the tax. This substitutes a tax approach for legal penal-
ties used to enforce price controls. The decontrol program is intended to get govern-
ment out of the price control business for all of the reasons already outlined.
Applying a new tax to the revenues generated by decontrol simply creates a new
form of control. .

We are opposed to the principle of punitive tax measures applied to one sector of
the economy. Such specifically derived taxes for specifically designated purposes
constitute manipulation of the market place and will continue the distortion of
market forces that now exijst. The concept of a “windfall profits” tax is undesirable
and is the equivalent of a penalty tax on specific types of revenues. By their nature,
such penalty taxes produce distortions in a free markei economy and create numer-
ous inequities U.S. ::J)erience with such taxation has been uneventful, even when
war time revenue needs have attempted to justify the principle.

NAM feels it is very important to reiterate that there is estimated to be (adminis-
tration estimates) over 6 billion dollars of new tax money generated and flowing to
the U.S. Treasury as a result of oil decontrol alone. The revenue will be collected
without the addition of a “windfall profits” scheme. In our view, the creation of the
new tax is unnecessary in that normal tax revenues will substantially increase
under the existing tax framework; the new tax would be detrimental to reinvest-
ment of revenues for further exploration and development.

The permanent tax

The continuing nature of the market incentive tax (the so-called OPEC tax)
proposed by the administration poses another major problem. By definition, a wind-
fall is a one-time, temporary phenomenon. If there were to be a tax, it should be
applied only to short-term revenue gains from decontrol rather than to ongoing
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revenues derived from new, more expensive resources. Administration estimates
show that, without any windfall tax, U.S. producers of domestic oil would get only
43 cents of each incremental dollar resulting from decontrol. The remaining 57
cents on each dollar would go to Federal income taxes (35 cents), state income taxes
(3 cents), royalty payments to property holders (14 cents), and Governmental sever-
ance taxes (5 cents). The proposed windfall profits tax, as passed by the House,
starts with a tax rate of 60 perceat of each incremental dollar. The Federal, State
and loca! tax rates apply to what is left, leaving a much lower net figure to the
producer. However, because it phases out generally by 1990, this version is prefer-
able to the administration’s insistence on a permanent tax.

Industrial capital needs

However, any additional taxing away of new capital is counterproductive, and for
two related reasons. First, it reduces the internal capital that the energy industry
has available to invest in new resources. Second, to the extent that they do need to
make investments beyond their own internally generated funds, they will turn
increaisingly to financial markets and compete with the rest of industry for external
capital.

In testimony presented to a Senate Finance Subcommittee on May 11, 1979,
witnesses for the Chase Manhattan Bank reported that their study of investments
and profits for 27 of the largest oil firms found them to be investing much more
than their profits. On a related matter, they also reported that a detailed cash flow
analysis of the President’s tax proposal indicates that the industry as a whole will
need to raise nearly $100 billion in outside capital to finance the $350 to $400 billion
needed for reserve replacements in the period 1979 to 1985. Any scheme which taxes
away internally generated revenue will significantly increase demand on the exter-
nal capital markets that all businesses must rely on for expansions.

A study released in 1978 by the Bankers Trust Company, titled “U.S. Energy and
Capital: A Forecast 1978-1982", provides even more details of the existing need for
petroleum companies to move into external financing markets. The oil and gas
industry increased capital spending 110 percent from 513.1 billion in 1972 to $27.5
billion in 1976. Projections for 1982 show a further 76 percent increase in spending
to $4.5 billion, more than 3.5 times their capital formation in 1972. -

These tremendous increases are consuming much more than the companies prof-
its and capita] consumption allowances. In 1972, Bankers Trust found, the petro- .
leum firm’s ratio of external funds to total funds expended was 7 percent or less
than $1 billion from capital and credit markets. By 1976, that ratio was 27 percent,
and the amount raised was $7.4 billion. The projection for the early 1980’s is a 30
percent ratio or about $14.6 billion in 1982

The impact of this growth on business in general is obvious. Petroleum firms took
about 1 percent of the business capital market in 1972 and are estimated to take
about 8.5 percent in 1982. That means much more competition to funds with other
manufacturers and businesses. By draining away any portion of the petroleum
industry’s revenues, the tax only makes this problem worse. ’

ENERGY SECURITY TRUST FUND

The President proposed and the House endorsed the concept that the revenues
collected from the socalled “windfall profits” tax go into an Energy Security Fund.
We question the establishment of an Energy Security Trust Fund (ESTF) to accom-
plish goals which could be reached through existing governmental structures. Like
the “windfall ‘proﬁts” tax, it may have political appeal and political support. Howev-
er, creation of this trust fund could set a harmful precedent. Earmarking funds, in
this manner, only encourages continuation of and potential increases in the tax for
the sake of protecting the programs created by the fund.

Moreover, we do not have confidence that a public body can properly and effec-
tively administer such a fund; it would most certainly, however, perpetuate itself
and tend to institutionalize a process and programs where need and priorities
inevitably will change from year to year.

A bureaucracy would be established which we believe would be unable to channel
funds to the necessary programs for solving technically-based; market-oriented busi-
ness problems. The three stated purposes of the ESTF are: (1) assistance to low
income households; (2) mass transit; and (3) energy program initiatives. These
objectives could best be served by Congressional appropriation of the increased
income tax revenues generated by the existing tax framework to those agencies
already established to provide those services.

NAM recognizes that the incraases in home heating oil and gasoline prices which
will result from decontrol will have an impact on all consumers, particularly on low
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income households. President Carter Frroposed that a total of $2.1 billion for 1980-
1982 of the ESTF be authorized for offsetting the rise in energy costs through low
income assistance.

The U.S. Treasury would receive, under a scenario of decontrol alone and without
a windfall ‘proﬁt tax, an estimated additional income of $6.5 billion from the oil
companies for the period 1980-82. The additional monies raised through the existing
tax structure ought to be more than adequate to address the important concern over
increased costs for energy consumers. And they could be appropriated and provided
through the existing social welfare systems.

Public perception

Finally, we are particularly concerned about.the lack of public recognition of the
serious nature of the U.S. energy supply situation. We believe it is essential that a
credible program be conducted for the American public which presents the facts,
removing the distraction of oil company culpability or blame, and which encourages
conservation and stresses alternative energy development. This program must be
truthful, aggressive, consistent and wholeheartedly adopted by the Congress and the
entire Executive Branch. Clearly, one of the greatest hurdles we face, short and
lon%l term, which interferes with this Nation's ability to address the energy problem
is the overall public perception, still, that there is not a serious energy problem, or
that the energy situation is contrived. We are concerned that this attitude is
reinforced by the national debate on ‘“‘windfall profits” while ignoring the critical
need to stimulate domestic production of energy.

FOREIGN TAX CREDIT -

Although the administration’s foreign tax credit prorosals purport to affect only
the oil industry, the manufacturing community is vital { concerned with all aspects
of the foreign tax credit. The manufacturing sector of the U.S. economy plays a
crucial role in American trade performance in the international community. The
foreign tax credit is the cornerstone of U.S. treatment of income from foreign direct
— investments, and such investments provide the only access to many major interna-
tional markets. Structural changes in the credit can have a major impact on those
investments.

Because the proposals are aimed at oil company income, it has been suggested
that industry in general refrain from speaking out on the issue. Since we view the
administration’s proposals as essentially a threat to the in ity of the credit
%enerally, we believe strongly that we must defend the principles involved in the

oreign tax credit.

Foreign tax credit background
Since the United States taxes the worldwide income of its citizens and domestic
corporations, the function of the foreign tax credit is the prevention of double
taxation of foreign source income. The foreign tax credit recognizes the principle
that the country in which income is earned has the first right to tax. The taxpayer’s
home country retains a residual right to tax the income, but only to the extent that
the tax imposed will not result in double taxation. While some countries exempt all
foreign source income from taxation, the foreign tax credit is the prevailing interna-
_tional method for the avoidance of double taxation. We agree with Secretary Blu-
menthal’s statement before the House Ways and Means Committee that “the for-
eign tax credit is fundamental to the United States’ system of income taxation".

Computation of the credit

Although fundamental and manifestly desirable in economic effect, the credit is
widely misunderstood. The foreign tax credit does not reduce the U.S. income tax
due on income earned in the United States. Rather, the credit offsets foreign taxes
paid on foreign source income against U.S. tax liability on the same income, but not
further than to the extent that international double taxation is avoided.

Since the adoption of the credit, these calculations have been made using either
the “overall” or “per country” limitation or some combination of these two limita-
tions. In 1975, the oil industry was placed solely on the overall method. Since 1976,
all taxpayers have been required to use the overall limitation.

Overall limitation.—Under the overall method, the taxpayer combines the income
and losses subject to U.S. taxation from all foreign operations and allocates the
result against the precredit U.S. tax. For example, if 40 percent of the taxpayer’s
taxable income is from foreign sources, his foreign tax credit cannot exceed 40
percent of his precredit U.S. tax. The result of this computation is to limit the
ove}:;a]l foreign tax credit to a rate which is equal to that tax payable to the U.S. on
such income.
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Per-country limitation.—Under the per-country method, the taxpayer computes
his foreign tax credit on a country-by-country basis. Thus, the taxpayer is allowed to
take a foreign tax credit for taxes paid to any particular foreign country only to the
extent that the taxes paid to that country do not exceed the limitation se‘f)arately
determined for that country. Under the per-country limitation, taxes paid to any
foreign country can only be used as credits against the portion of the total pre-credit
U.S. tax which is allocable to income from sources within that country.

Administration proposals

The administration’s proposals would (1) limit the credit for foreign oil extraction
taxes to the lesser of the amounts computed on the per country or overall basis, (2)
provide for the recapture of the “benefit”’ of extraction losses incurred in any given
foreign country, and (3) require that the credit for taxes on foreign oil extraction
income be computed separately from the credit on all other foreign income.

The NAM opposes the Administration’s proposals for the following reasons: (1) the
proposals represent an erosion of the integrity of the foreign tax credit’s ability to
prevent double taxation; (2) the recapture rules have an ex post facto effect; and (3)
the proposed regulations on creditable taxes published in the Federal Register on
June 20, 1979, need review and analysis before, existing statutory limitations of the
credit are changed; and (4) the changes compound an already very complicated
procedure for determining the credit.

Credit limitations :

The manufacturing communiti is very sensitive to changes in the computation of
the credit and its limitations. The fact that the Administration’s present proposals
are directed at oil companies alone does not overcome the fact that previous propos-
als directed at oil companies have been aimed later at industry generally. Since the
1975 adoption of restrictive oil and gas provisions of sec. 907, there have been
recurring sug%estions to extend the principles of sec. 307 to foreign income general-
ly. For example, the per country limitation, repealed with respect to the oil industry
in 1975, was repealed for all taxpayers in 1976. The ‘‘cap” placed on oil income in
1975 was proposed, but rejected, for all taxpayers during discussions of the 1976 Act.

Our concerns with this pattern were not alleviated by Secretary Blumenthal's
written comments submitted to the House Ways and Means Committee on June 19.
In this statement, the Secretary stated: ‘“The overall limitation gathers together in
one category all income from outside the United States and similarly treats all
foreign income taxes as a single category. It thus permits the averaging of high
taxes in one foreign country with low taxes in another foreign country. This ap-
proach may be acceptable as a general rule * * *”. (emphasis added)

The use of the word ‘'may’’ with respect to the overall limitation runs counter to the
Congressional decision in 1976 to adopt the overall method. It also casts doubt on
the Administration’s claim that they only have the oil industry in mind.

We do not view the averaging of rates as a problem. In fact, the averaging of high
and low tax rates is the feature which distinguishes the overall limitation %rom the
per year country rule. The two methods have been viewed as appropriate to accomo-
date different taxpayers’ situations.

Recapture rules

The Administration proposes to recapture foreign extraction losses on a per
country basis against extraction income generated in that country in later years. In
other words, to the extent which a loss in a prior year acted to reduce the amount
of US. tax comggted on foreign income from that country in that year, that “tax
benefit” would recaptured when operations in that country became profitable.

The NAM supﬁorted loss recapture proposals when such losses offset tax on U.S.
source income. However, we do not consider the current situation to be one of
double benefits as alleged. Rather, a loss is allowed under circumstances in which a
loss should be allowed and a credit is allowed under circumstances in which a credit
should be allowed. But the proposal would create new convolutions of the credit,
such as the following: Mr. Taxpayer, you are on the overall limitation, unless you
are an oil company and the per country limitation is lower. Of course, you are not
really on the per country limitation because we are repealing the per country loss
rules of sec. 907. But to the extent that you used to be on the overall limitation and
a loss reduced your foreign income for the credit calculation, * * * well, we think
you should have been on the per country limitation for losses. .

We thin. it is not mere chance that each twist and turn of the credit proposals
acts to raise revenue. This is merely a set of tax collector rules without much regard
for the purpose or integrity of the foreign tax credit. Changes in the foreign tax
credit structure should be based not on projections of revenue gain or loss, but
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rather should be based on whether they enhance the credil’s ability to do that
which it was intended to do, i.e., prevent multiple taxation of income while leaving
U.S. source income unaffected.

The most objectional feature of the recapture proposal is its retroactive effect.
Under the proposal, losses incurred four years ago will be “recaptured” under the
plan. Many of these losses represent start up expenses for new U.S. investment in
foreign exploration. To change the rules now and rewrite the law under which this
investment was made would have two negative effects. First, it is patently unfair to
change the tax rules affecting investment after the investment is made. Second, this
reaching back into the past will likely have a chilling effect resulting from greater
uncertainty for foreign investment.

Proposed regulations on creditable taxes

The Administration’s proposals all tend to coalesce around the sec. 907 limitations
on oil and gas income. Under these circumstances, it is important to remember that
the principal reason sec. 907 was adopted was the difficulty in determining whether
a palyment to a sovereign who owned natural resources was an income tax or a
royalty.

The Secretary’s House testimony explains why he feels the special rule of the
lower of per country or overall limitations should be applied to oil company income
when he states: “This approach [the overall limitation] may be acceptable as a
general rule, but when we are dealing with oil income which foreign countries
purport to tax over a wide range of rates, some in excess of 80 percent, the
averaging permitted by the overall limitation is inappropriate.”

Our principal difficulty with this comment is that the existing sec. 907 credit
limitation reduces averageable taxes to a maximum of 46% rather than the 80%
plus cited. Consequently, the comment -is mistaken or misleading. In either case, it
is not valid reason for pushing the legislative proposals since it is the proposed
regulations which deal with this royalty versus tax issue. On Friday, June 15, 1979,
the Treasury announced proposed regulations (published in the Federal Register for
June 20) on the credibility of foreign taxes. The key focus of the regulations were
royalty-tax distinctions. We submit that the Congress cannot reasonably know what
it is considering with respect to the foreign tax credit until the Congress, the
Treasury, and taxpayers understand the basic rules of what constitutes a creditable
tax. This will not occur until the regulations become final. To move now would be to
juggle the two crucial aspects of the credit—the definition of a tax and the limita-
tion—without a firm understanding of either. The public should be allowed to
comment on the regulations, a public hearing should be held and the regulations
should be promulgated before additional limitations are discussed. The existing
confusion in this area calls for further analysis. At the present time, no one can be
sure of precisely what the Administration intends to limit.

CONCLUSION

NAM is vitally concerned about this nation’s energy situation. Qur manfacturers
are dependent upon reliable and adequate sources of petroleum for our operations—
for heating, for process and as feedstock raw materials. Therefore, we are opposed to
the principle of a “windfall profits” tax which is, in the final analysis, a punitive
tax measure selectively applied to one sector of the economy. As major users of
energy, our manufacturers are primarily concerned about the apparent lack of focus
on increasing the supply.

Taxing away new capital reduces the ability the ene industry has to invest in
development of new resources. The investments required to find these resource are
high risk ventures. The revenues from these high risk ventures which are successful
are necessary to reinvest in further high risk ventures. The energy companies, in
turn, are required to turn increasingly to financial markets and compete with the
rest of industry for external capital. Market pricing of oil is needed in order to
stimulate increased production, energy conservation and the devellopment of alter-
nate technologies.

And with or without a special tax, we urge extreme caution in the creation of a
new and redundant bureaucracy that in our opinion could inhibit achievement of
the desired goals.

Finally, the manufacturifig community remains vitally concerned with all aspects
of the foreign tax credit. This tax credit is the cornerstone of U.S. treatment of
income from foreign direct investments, which investments provide the only access
to many major international markets. We view the foreign tax credit proposals as a
threat to the integrity of the credit itself, and we oppose them.
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The CHAIRMAN. Thank you very much, gentlemen. We appreciate
very much having your views here today.

Next we will call Dr. Richard W. Rahn, executive director of the
American Council for Capital Formation.

STATEMENT OF RICHARD W. RAHN, EXECUTIVE DIRECTOR,
AMERICAN COUNCIL FOR CAPITAL FORMATION

Mr. RAHN. Mr. Chairman, in the interest of time I will abbrevi-
ate my remarks but I wish my entire statement to be put in the
record.

The CHairMAN. That will be done.

Mr. RAHN. Mr. Chairman and members of this distinguished
committee, my name is Richard W. Rahn, executive director of the
American Council for Capital Formation. And 1 am grateful for
this opportunity to present the American Council’s testimony on
H.R. 3919, the Crude Oil Windfall Profits Tax Act of 1979.

The American Council for Capital Formation is supported by a
diverse and growing group of individuals, large and small business-
es, and associations.

Our supporters are united in the belief that only through an
increase in the rate of saving and productive investment will this
nation be able to create the necessary jobs for a growing labor
force, and to help achieve the increased productivity necessary to
sustain a high rate of economic growth, compete effectively in
world markets and reduce inflation.

Rapidly increasing prices for petroleum in recent months, coup-
led with gasoline shortfalls, have severely strained the social and
economic fabric of our country. The planned decontrol of energy
prices, along with the windfall profit tax, have been offered as the
means for correcting the energy problems.

The windfall profit tax, however, is an attempt to correct a
problem that does not exist—excess profits in the oil industry—and
it aggravates the real problem of the energy shortage.

The real problem is that there is an inadequate supply of oil at
prices our economic structure has been engineered to run on, and
around which consumers have developed their lifestyles. The ad-
ministration and the Congress are to be applauded for facing the
necessity of “biting the bullet” of decontrol of petroleum prices.

Decontrol of petroleum prices will help assure adequate supplies
of energy prolucts in the future; thus, decontrol of gasoline and
other oil prices could eliminate the current gasoline wasting, the
time consumption, the unfairness and the increase in social tension
which have been caused by rationing gasoline through “queuing.”
Rationing by price is clearly a superior alternative.

The proposed windfall profit tax would neither increase the sup-
ply of petroleum nor alleviate the hardships imposed on low in-
come individuals. In fact, the proposed tax would diminish the
incentives for increased production gained by decontrol. Also, it
would result in more imported oil and less investment than other-
wise would occur.

The Carter administration has estimated that a 50-percent wind-
fall profit tax would decrease production by approximately 200,000
to 300,000 barrels per day as compared to decontrol with no new
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tax. Industry spokesmen, however, have estimated that the tax
would decrease production by 600,000 barrels of oil per day by-1985.

Despite the difference in estimates, it is clear that the imposition
of the tax would reduce the maximum potential production of oil
by a significant amount. Economists have long known that if you
tax something, you get less of it and if you subsidize something,
you get more of it. :

The tax-induced decrease in production would be compensated
for by either higher prices to consumers or increased importation
of oil. Neither of these alternatives is helpful to our economy and
society.

In addition, the windfall profit tax would diminish the amount of
investment capital available to the oil industry for increased explo-
ration, refining and transportation.

It has been well documented many times before this committee
that we suffer a major capital crisis. That is in terms of lack of
savings and productive investment. This windfall profits tax would
aggravate that, providing less capital for other forms of business,
particularly small businesses and marginal businesses.

Many of those who have attacked the oil firms for excessive
prices and profits seem not to realize that a price serves two basic
functions. first, it rations scarce resources and, second, it motivates
future production. Prices motivate future production when they are
sufficiently above cost to insure adequate profits.

An adecuate profit is one that is sufficiently high to attract
investment capital necessary to insure the continued viability of
the enterprise. A business needs to make enough profits to provide
a basic interest return on its invested capital as well as to compen-
sate it for the risk of doing business.

A recent study by Chase Manhattan Bank indicated that in the
latest 5 available years, the capital and exploration outlays of some
30 leading oil companies actually exceeded the net income of these
firms during that period. In the aggregate, these outlays equalled
$126 billion and were 88 percent larger than net income.

In addition, according to calculations cited recently by The Wall
Street Journal, “Between 1968 and 1976 total U.S. domestic explo-
ration and development expenditures increased by 273 percent and
that of independents by 454 percent.” During the same period, oil
companies’ net income as a percent of total revenue declined by
one-half, dividends declined as a percent of after-tax profits and
taxes increased four times faster than net income.

All businesses and in particular the oil companies face substan-
tial market, technological, environmental, economic and political
risks. Without the opportunity for making profits to compensate
for these risks, investors will not provide businesses with the funds
necessary for expansion, since investors always have safe alterna-
tives of putting their money in Government securities or spending
it on goods and services.

If businesses fail to attract investment capital, fewer new jobs
will be created due to the lack of business expansion. This, in turn,
will cause higher prices for supplies made scarce by insufficient
production capacity. -

Our energy problems do not stem from “excessive’’ business prof-
its but are instead largely due to the OPEC cartel and underinvest-
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ment in domestic energy production. Business profits which could
have been used for investment in new energy sources never materi-
alized because of price controls on petroleum and excessive tax and
regulatory impediments.

n summary, the national energy crisis is due to inadequate
supplies at the prices we have been accustomed to paying.

ﬂe solution is not to tax future production through a windfall
profit tax but to do everything possible to encourage additional
energy supplies. A beginning could be made by the immediate
removal of price controls and by reducing the uneconomic tax and
regulatory impediments to speed production.

Thank you.

[The prepared statement of Mr. Rahn follows:]

StATEMENT BY DR. RicHARD W. RAHN, ExecuTIVE DIRECTOR, AMERICAN COUNCIL
FOR CAPITAL FORMATION

Mr. Chairman and members of this distinguished committee, my name is Richard
W. Rahn, and I am the Executive Director of the American Council for Capital
Formation. I am grateful for this opportunity to present the American Council’s
testimony on H.R. 3919, the “Crude Oil Windfall Profit Tax Act of 1979.”

The American Council for Capital Formation is supported by a diverse and
growing group of individuais, large and small businesses, and associations. Our
supporters are united in the belief that only through an increase in the rate of
savinF and productive investment will this nation be able to create the necessary
jobs for a growing labor force, and to help achieve the increased productivity
necessary to sustain a high rate of economic growth, compete effectively in world
markets and reduce inflation.

Rapidly increasing prices fon;J:»etroleum in recent months, coupled with gasoline
shortfalls, have severely strained the social and economic fabric of our country. The
planned decontrol of energy prices, along with the windfall profit tax, have been
offered as the means for correcting the energy problems. The windfall profit tax,
however, is an attempt to correct a problem that does not exist—excess profits in
the oil industry—and it aggravates the real problem of the energy shortage.

The real problem is that there is an inadeguate supply of oil at prices our
economic structure has been engineered to run on, and around which consumers
have developed their life styles. The Administration and the Congress are to be
applauded for facing the necessity of “‘biting the bullet” of decontrol of petroleum
prices. Decontrol of petroleum prices will help assure adequate supplies of ener
products in the future; thus, decontrol of gasoline and other oil prices could elimi-
nate the current gasoline wasting, the time consumption, the unfairness and the
increase in social tension which have been caused by rationing gasoline through
“queuing.” Rationing by price is clearly a superior alternative.

There are many who oppose rationing by price because of the financifil hardship
on low income persons caused by the increased cost. Current indications are that
the pump price of gasoline necessary to clear the market would not be much more
than the one dollar level—a small price to pay indeed for the elimination of the
queues, the correction of misallocation and the stimulation of output.

The proposed windfall profit tax would neither increase the supply of petroleum
nor alleviate the hardships imposed on low income individuals. In fact, the proposed
tax would diminish the incentives for increased production gained by decontrol.
Also, it would result in more imported oil and less investment than otherwise would
occur. -

The Carter Administration has estimated that a 50 percent windfall profit tax
would decrease production by approximately 200,000 to 300,000 barrels per day as
compared to decontrol with no new tax. Industry spokesmen, however, have estimat-
ed that the tax would decrease production by 600,000 barrels of oil per day by 1985.
Despite the difference in estimates, it is clear that the imposition of the tax would
reduce the maximum potential production of oil by a significant amount. Econo-
mists have long known that if you tax something, you get less of it, and if you
subsidize something, you get more of it.

The tax-induced decrease in production would be compensated for by either high-
er prices to consumers or increased importation of oil. Neither of these alternatives
is helpful to our economy and society. In addition, the windfall profit tax would
diminish the amount of investment capital available to the oil industry for in-
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creased exFloration. refining and transportation. This impact was explained in an
exceptionally clear manner in ‘‘Additional Views of Congressmen James R. Jones
and W, Henson Moore” in the Ways and Means Committee Report on H.R. 3919.
Congressmen Jones and Moore stated:

The oil industry is projected to require an additional $6.3 billion a year in capital
for the next 3 years, for a total of $36.8 billion a year, according to a Bankers Trust
Company study. Of this, $25.8 billion a year is expected to be internally generated
from earnings, amortization, depreciation and depletion. Decontrol, with the Presi-
dent's originally proposed tax plan would provide another $2 billion a year or $27.8
billion. This would leave industry with a capital shortfall of $9 billion a year and it
would have to rely on the capital market for these funds. This would be a substan-
tial increase in borrowing by this industry. The effect of this increased borrowing
would be a crowding out of smaller businesses and an upward pressure on interest
rates. Therefore, the additional capital generated through decontrol is needed by
industry to meet its future capital requirements.

The United States already suffers the lowest rate of saving and productive invest-
ment of any of the industrialized countries. This low rate is in large part due to the
tax “wedge’ that has been driven between users of capital and suppliers of capital.
By tax wedge we mean that the tax on capital has lowered the rate of return to
both savers and investors, which has caused a reduction in the amount of invest-
ment. Thus, as we increase the tax burden on capital, we increase the size of this
“wedge.” This results in less productive investment which in turn causes higher
rates of unemployment, lower rates of productivity and economic growth, and
higher rates of inflation.

It has been argued that the windfall profit tax is needed to produce the tax
revenue which would be used to finance major spending programs, to develop new
sources of energy and to promote energy conservation. A number of alternative
energy production schemes have been proposed by Members of Congress and others.
Most are predicated on the notion that private enterprise will make incorrect
decisions as to where to allocate capital, will be unable to raise the necessary
apxl?unt of capital for alternative energy sources, or will be unwiliing to take the
risk.

Many of the American Council’s members would not agree with these assertions,
since historical experience has demonstrated that the free market tends to be more
efficient than government in allocating capital. Given proper incertives, private
companies or consortiums of companies have shown their willingness to invest
enormous amounts of money in risky ventures. This is not to say that there ought
to be no role at all for the government in encouraging new energy production. For
reasons of national security and energy independence, it might be totally appropri-
ate for government to guarantee certain minimum prices for the production of oil
from oil shale or coal, or to provide other incentives to private industry to encour-
age production. There is much evidence to indicate that energy supplies could be
expanded substantially, if government would reduce its own regulatory red tape and
licensing delays for proposed energy projects.

Much of the rhetoric surrounding the proposed windfall profit tax has revealed a
misunderstanding of the level of oil company profits. In the last quarter of this
century, the rates of return for oil companies have been slightly less than for
manufacturing companies as a whole. Even after the 1973 oil embargo, the rates of
return] for oil companies have, on the average, been less than 15 percent of invested
capital. :

Many of those who have attacked the oil firms for excessive prices and profits
seem not to realize that a price serves two basic functions: First, it rations scarce
resources; and second, it motivates future production. Prices motivate future produc-
tion when they are sufficiently above cost to ensure adequate profits. An adequate
profit is one that is sufficiently high to attract investment capital necessary to
ensure the continued viability of the enterprise. A business needs to make enough
profits to provide a basic interest return on its invested capital as well as to
compensate it for the risk of doing business.

A recent study by Chase Manhattan indicated that in the latest five available
years, the capital and exploration outlays of some thirty leading oil companies
actually exceeded the net income of these firms during that period. In the aggre-
gate, these outlays equalled $126 billion and were 88 percent larger than net
income. In addition, according to calculations cited recently by The Wall Street
Journal, “Between 1968 and 1976 total U.S. domestic exploration and development
expenditures increased by 273 percent and that of independents by 454 percent.”
During the same period, oil companies’ net income as a percent of total revenue
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declined by one-half, dividends declined as a percent of after-tax profits, and taxes
increased four times faster than net income. -

All businesses, and in particular the oil companies, face substantial market,
technological, environmental, economic and political risks. Without the opportunity
for making profits to compensate for these risks, investors will not provide business-
es with the funds necessary for expansion, since investors always have safe alterna-
tives of putting their money in government securities or spending it on goods and
services. If businesses fail to attract investment capital, fewer new jobs will be
created due to the lack of business expansion. This in turn will cause higher prices
for supplies made scarce by insufficient production capacity. Our energy problems
do not stem from “excessive” business profits, but are instead largely due to the
OPEC cartel and underinvestment in domestic energy production. Business profits
which could not have been used for investment in new energy sources never materi-
alized because of price controls on petroleum and excessive tax and regulatory
impedients. -

n summary, the national energy crisis is due to inadequate supplies at the prices
we have been accustomed to gaymg. The solution is not to tax future production
through a windfall profit tax, but to do everything gossihle to encourage additional
energy supplies. A beginning could be made by the immediate removal of price
controls and by reducing the uneconomic tax and regulatory impediments to speed
production.

Thank you.

The CHAIRMAN. Thank you very much, sir.

There is no doubt that if you put enough money into it and make
enough investment, we can solve the problem.

Mr. RAHN. Surely. There is not a limited supply.

The CHAIRMAN. The situation is worse than when the Arabs put
the boycott to us in 1973, so one would have to only assume that
what we have been doing since that time has been wrong. Since
that time we have tried raising the tax and that did not do any-
thing to help.

We have rolled back their price and tied them up in so much
redtape they cannot move, and I think we would have to assume
that that is not the way to solve the energy problem. The money
we are paying to OPEC nations for the o1l is not getting us any
more production in this country, is it?

Mr. Rann. Not at all.

The CHAIRMAN. Thank you very much, sir. We will resume hear-
ings on this subject on Wednesday, July 18, at 10 o’clock.

[Whereupon, at 1:45 p.m., the committees were recessed until 10
a.m., Wednesday, July 18, 1979.]



APPENDIX -

Impact oF CRUDE O1L TaAXx oN PRODUCER INCOME

RespoNSES oF EpwIN COHEN AND THE TREASURY DEPARTMENT To QUESTION PoseD
BY SENATOR LONG

CovINGTON & BURLING,
Washington, D.C., July 31, 1979.

Hon. RusseLL B. Long,
Senate Office Building,
Washington, D.C.

DeaRr SENATOR: When I testified before the Senate Finance Committee on July 12,
1979, regarding the proposed windfall profits tax, you requested that I submit for
the record calculations regarding the total burden of Federal, State and local taxes
for both incorporated and unincorporated oil producers on an assumed $100 of oil
revenues, determined first under existing law and then under the law as it would be
amended by H.R. 3919 (the Crude Oil Windfall Profits Tax Bill of 1979) as it passed
the House. -

With the collaboration of Christine L. Vaughn and Charles W. Wheeler, of the
staff of the Chamber of Commerce of the United States, on whose behalf 1 testified,
I have prepared the enclosed tables showing these calculations and, as yau request-
ed, a chart reflecting the results.

As you noted in your request at the hearing, these calculations require making a
number of assumptions. The assumptions that we have made are described in an
attachment to the tables.

The first table (Table 1) shows the burden of Federal and State taxes on $100 of
oil revenue under existing law and the substantially increased burden under the
law as it would be amended by H.R. 3919. The table reflects State severance and
income taxes and Federal income and “windfall profits” tax. It shows the amount
remaining after those taxes are paid if (a) no amounts are reinvested or (b) if the
producer reinvests all amounts remaining after reserving enough funds to pay
taxes. We have assumed the well is located in Louisiana but in the attachment to
the tables we refer also to Texas and Alaska. The tables deal only with revenues
remaining after royalty payments; if royalties are paid to State or Federal Govern-
;nen}ts, the government shares would increase and producers’ shares would decrease
urther.

You will notice in Table 1 that under existing law, without a windfall profits tax,
the ‘‘producer’s share’ remaining after the various tax payments is greater for the
corporate producer than the noncorporate producer. This is because, despite the
difference in the percentage depletion deduction mentioned below, the assumed tax
rate for individuals (709%) is substantially above the assumed corporate tax rate
(46%). The table does not take into account the additional income tax (probably 40%
on the average) that would be payable by shareholders of the corporation if the
producer’s share were distributed to them as a dividend.

You will also notice that the effect of the windfall profits tax is somewhat greater
on the noncorporate producer than on the corporate producer. This occurs primarily
because percentage depletion, now available to the noncorporate producer under our
assumptions, would be denied by section 2(bX2) of the pending bill for amounts
constituting windfall profits. We have assumed that under existing law in the case
of the corporate producer the $100 of revenue is not eligible for percentage deple-
tion, but that in the case of the noncorporate producer it comes from production of
less than 1,000 barrels per day and is eligible for percentage depletion under
existing law.

We have included two separate columns for the calculations under the windfall

rofits tax, one of which is based on a 60% tax in the case of old oil and the other is

ased on a 50% tax on newly discovered oil, as provided in the bill. We have done so

(291)
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ecause the bill requires that the 50 percent rate is to be applied before the
deduction of severance taxes, whereas the 60 percent rate is to be applied to
revenues after the deduction of existing severance taxes. At the 12.5 percent rate of
Louisiana severance taxes, there is relatively little difference whether the 50 per-
cent tax or the 60 percent tax is applicable; the difference would be more significant
in States in which the severance tax would be lower.

As noted in the attachment regarding the assumptions made in making the
calculations, the interplay of the Federal and Louisiana income taxes requires scme
interdependent calculations and interpretation of the Louisiana income tax law. It
may be that some minor changes in the Louisiana income tax calculations and
corresponding minor changes in the Federal income tax should be made, but these
would not aftect the results to any significant extent.

I shall be glad to try to answer any questions you may have about the calcula-
tions, and would be pleased to submit any supplemental data that you or any other
member of the Committee may wish.

Sincerely yours,
Epwin S. COHEN.

Enclosures.

|
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TABLE l—FEDERAL STATE AND PRODUCERS SHARE OF $100 ADDITFONAL INCOME FROM DECONTROL

Wirdfall probts tax

60 percent 50 percent
None (oxd o) - (ewol)
Federal share
Nencorporate producer............. .ooooivoeveecer. $4502 $76.56 $75.717
Corporate Producer..........cccoovvvveooecrvrrs veveeee. 39.37 68.25 66.89
State share.
Noncorporate producer................... : 13.68 13.13 13.18
Corporate Producer .. ......cocccoovvvee ovevevcerenn, 14.42 13.27 13.29
Producer’s share:
Noncorporate producer... ...........ccoooc.ccovvemrninnn. 41.30 1031 11.05
Corporate Producer ............ccoovccervverioerivrcs e 46.2% 18.48 19.82

The above table assumes no current reinvestment of the “producer’s share.” If on
the other hand, it is assumed that the producer reinvested all of his share remain-
ing after reserving enough funds to pay taxes, and that one-half of the amounts
reinvested represented intangible drilling expenses or dry holes (thus causing reduc-
tion in income tax), the producer’s share would be as follows:

Windfall peotits tax

60 percent 50 percent

None (ond oil) (new o)
Noncorporate producer..... . ... ... ... .. $63 79 $1592 $17.07
Corporate producer ... ..o ccre v e 60 48 2420 25.92

One-half of these amounts would consist of the intangible drilling expense and
dry hole expense, and the remaining one-half would consist of equipment costs,
lease hold costs, geological and geophysical costs and other capital expenditures; no
cash would remain on hand.

TABLE 2.—NONCORPORATE PRODUCER
Windfalt protits tax

60 percent 50 percent

None (old oit) (new oil)

Additional income from decontrol ... .. ... .. $100.00 $100 00 $100.00
State severance tax (12.5 percent) ... ... —12.50 - 12.50 —12.50
Total oo s 8750 87.50 87.50
Windfall profits tax .. ... .. 0 5250 2 _50.00
Total oo e e s 87.50 35.00 37.50

Federal percentage depletion . .........cc.cccooovvees oo, v -22.00 0 0
65.50 35.00 3750

Individual State income tax (6 percent)................ -1.18 -- 63 — 68
Total .o e e s 64.32 34.37 36.82
Individual Federal income tax (70 percent) ............ ) —4502 2406 --25.77
Tl oo 19.30 10.31 11.05

Add back percentage depletion. 22,00 0 0
Producer s share ............. 41 30 10.31 ll 05

' 60 percent multiplied by $87 50
3 50 percent muitiphed by $100
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TABLE 3.—CORPORATE PRODUCER

Windfall profits tax

0 percent 50 percent

None (0id oil) {new oi!)
Additionat income from decontrol $100.00 $100.00 $100.00
State severance tax (12.5 percent) - 112:_?0 ) —_1250 - 7—}215]0
TOal oo e o 87.50 87.50 87.50
Windfall protits tax ... . oo e S HVO - ‘{_552,50 o —5900
Total s e, 8750 3500 37.50
Federal percentage depletion .. ................ ... o o 0 o 0
Total oo o e e 87.50 3500 37.50
State corporate income tax (8 percent) .. .. .. ... - 17.792 - ]7 - 79
(11 85.58 3423 3671
Federal income tax {46 percent). ............. o —3937 o —1575 ‘ ~16 89
Producer’s share..... ... ... ...l 46.21 18 48 1982

+ 60 percent multiplied by $87 50
50 percent multiphed by $100

DESCRIPTION OF ASSUMPTIONS MADE IN ATTACHED CALCULATIONS

The foregoing calculations require making a number of assumptions. Among the
principal assumptions we have made are the following:

1. Windfall profits.—The calculations have been made on the assumption that the
3100 of gross oil revenue represents amounts in excess of the base price, and thus
constitutes windfall profits under the bill.

2. State taxes.—We have assumed that the oil well exists in the State of Louisi-
ana. The Louisiana severance tax is 12.5 percent, but severance taxes vary from
State to State. We understand that in Alaska the severance tax is 12.25 percent. In
Texas the severance tax is slightly above 4.6 percent but we understand that ad
valorem property taxes on oil in the ground bring the aggregate severance and
property tax burden on oil producers in Texas to about 7 percent of production.

Of course, State corporate and individual income taxes vary substantially. The top
bracket Louisiana income tax is 8 percent for corporations and in effect 6 percent
for individuals when applied to net income, but the Federal income tax in effect is
deductible in computing the Louisiana income tax and the Louisiana depletion rules
are different from those in the Federal law. The interplay of the Louisiana and
Federal income tax laws require some difficult inter-dependent calculations, but we
believe the attached calculations are rougly accurate. In Texas there is no income
tax. In Alaska the income tax is substantially higher than in Louisiana, and we are
advised that for Alaska corporate income tax purposes the windfall profits tax
would not be deductible in computing Alaskan income tax.

Although the State severance, proper:v and income taxes vary substantially, we
do not think the variations between the States make a major difference in the
overall calculations.

J. Depletion.—We have assumed that no depletion is available for Federal income
tax purposes in the calculations for the corporate producer, but that the unicorpor-
ated producer would qualify for the “independent producers exemption' under
section 613A of.the Internal Revenue Code and that the oil involved would be less
than 1,000 barrels per day. This provides a 22 percent depletion deduction in the
calculations for the noncorporate producer under existing law (although it would
reduce to 15 percent by 1984); but it provides no percentage depletion deduction for
the noncorporate producer if the pending bill is enacteg, because the bill would
deny percentage depletion on revenues that would constitute “windfall profits.”
(Bill, section 2(bx2).)

4. Rovalty.—The 3100 of oil revenue is assumed to be net of royalty payments.
Private royalty owners would, in general, be subject to the same tax burdens as the
producer; thus, the Federal and State shares would be unchanged if the royalty is

49-345 0 - 79 - pt.2 - 8
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paid to an individual in the same tax bracket. If the royalty is paid to the Federal
or State government, that government's share would increase but the remaining
State and Federal taxes and the producer’s share would be reduced correspondingly.

5. Federal income tax rate.—It has been assumed that the producer is subject to
the Federal income tax in the top bracket, i.e., 46 percent for corporations and 70
percent for individuals. The calculations in Tables 2 and 3 assume that the oil
revenues have not been reinvested in additional drilling. We understand that,
generally speaking, if the producer's share were fully reinvested in drilling, about
one-half of the share would be deductible for Federal and State tax purposes as
intangible drilling costs or dry holes and the other one-half would paid for
capitalized expenditures that are not currently deductible. The deductible expenses
would reduce the producer's Federal and State income tax liability and increase the
producer’s share; the effect of reinvestment is shown in Table 1.

6. Corporate distributions.—We understand that on average corporate producers
about 40 percent of their after-tax net income in dividends to shareholders. Those
dividends would be subject to Federal income taxes at a rate that is likely to
average about 40 percent, and they would also be subject to State income tax. The
inconl)e tax payable on those corporate distributions has not been reflected in these
calculations.

CoviNGTON & BURLING,
Washington, D.C., August 1, 1979.

Hon. RusseLL B. Long,
Russell Senate Office Building,
Washington, D.C.

DeaRrR SENATOR: In my letter to you of yesterday I enclosed a Table 1 which shows
out of $100 of oil revenue the amounts that would go in taxes to the Federal and
State governments and the amounts that would be left as the ‘‘producer’s share.”
The basic calculations in Table 1 were made on the assumption that no amounts
were reinvested in drilling, but in the latter half of Table 1 a calculation was shown
as to the results if the producer reinvested the entire amount remaining after
payment of taxes. | thought it might perhaps be helpful if I sent you the enclosed
Table 1A which uses precisely the same figures but shows how the $100 would be
expended on the assumption that the producer reinvested all the amounts remain-

ing after taxes.

) Sincerely,
Epwin S. COHEN.

Enclosure.

TABLE 1A.—AMOUNTS EXPENDED OUT OF $100 ADDITIONAL INCOME FROM DECONTROL IF ALL AMOUNTS
REMAINING AFTER TAXES ARE REINVESTED

Windfall profits tax

60 percent 50 percent

None (old O1l) (new o)
Noncorporate producer:

Gross revenue (after royalties) ........ ccooooo.... - _/E!EO.QO - 7$100.Qﬁ - ‘$100.9{1
Expenditures: S
State severance tax......... .....ccoevevenns B 12.50 12.50 12.50
Windfall profits 1ax .........c.coooovvcrveernene. 0 52.50 50.00
State income tax.... 63 51 .54
Federal income tax...... 2308 18.57 19.89
Intangible drilling costs... 31.90 7.96 8.54
Tangible drilling costs *........ ....ccooecerennn. 31.90 71.96 8.54

Total expenditures............ccccocoeccrecernes 100.00 ~100.00 100.00

Cash remaining...............cooovoeeerrvninns 0 0 0

Corporate producer:
Gross revenue (after royalties)....................... 100.00 100.00 100.00
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TABLE 1A.—AMOUNTS EXPENDED OUT OF $100 ADDITIONAL INCOME FROM DECONTROL IF ALL AMOUNTS
REMAINING AFTER TAXES ARE REINVESTED—Continued

Windfall profits tax

60 percent 50 percent

Noae (o Ol) (new ail}
Expenditures:

State severance tax. .......cccooovve e 12.50 12.50 12.50
Windfall profits tax .. 0 52.50 50.00
State income tax. ... 1.26 .50 54
Federal income tax.. .... 25.76 10.30 11.04
tntangible drilling costs..... .. 30.24 12.10 12.96
Tangibie drilling costs *..... w4120 129
Total expenditures..........ccoo.oeevvvvrvnnnne _____“_1(&0‘0 ___l_OQ@ _“___190_0_0

Cash remaining....c..ccccoooorervrvvvrvvvrinicee e e

+ Equipment costs. leasehold costs, geological and geophysical cosls and other capital expenditures
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Response of the Treasury Department

Impact of Windfall Profits Tax on $100
of Increased Producer Income from Decontrol

Assumptions:
State: Texas
Taxpayer: Noncorporate producer
Reinvestment: None
State mnrgiﬂal income tax rate: O
State severance tax rate: 4.6 percent
Federal marginal income tax rate: 70 percent

Federal depletion: 22 percent of gross income reduced by the
windfall profit before the severance tax

deduction

Without With

the the
windfall windfall
profits profits

tax tax
Gross producer receipts from decontrol .........c.ocvnuns $100.00 $100,00
Less: State severance taxes (4.6 percent) ,........... 4.60 4,60
Taxable windfall profit ... v.icievnrrnnrersnniacaananans n.a. 95.40
Less: Windfall profits tax (60 percent) ,........... . n.a, 57.24

Less: Depletion ... .civiiiiiiienininrinnannennnn. - 22.00 .-
Federal taxable 1NCOME ..vuvrruvnnrvarrsniasrsorasrarssns 73.40 38.16
Less: Federal income tax (70 percent) .......e.ovvsess 51.38 26,71
Federal taxable income less income ta8X .......ocevecsessn 22.02 11,45

Plus: Depletfon ....ecveeeneenoaneionsocarasansocanans 22.00 ==
After-tax 1NCOME ..ovevinereuennsnrenoranans 44,02 11.45

Office of the Secretary of the Treasury
Office of Tax Analysis

July 26, 1979
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Impact of Windfall Profits Tax on $100
of Increased Producer Income from Decontrol

Assumptions:
State: Texas

Taxpayer: Corporate

Reinvestment: After-tax income invested in oil production activities;

50 percent of investment s deductible currently.
State marginal income tax rate: 0
State severance tax rate: 4.6 percent

Federal'margSnal income tax rate: 46 percent

Without : With

the : the
R windfall : windfall
profits : _profits

tax tax
Gross producer receipts from decontrol ........evceuess $100,00 $100,00
Less: State severance taxes (4,6 percent) ........... 4,60 4.60
Taxable wiRAFAll PEOEAE +evverrsvsnnrsenssenssnnennss n.a. 95.40
Less: Windfall pProfits tax ...v.eveevenivnsensencnnes n.a. 57.24
Less: Deductible investment expenditures ............ 33,45 13.38
Federal taxable income ....ci.ievinneuTennennnencannons 61.95 24,78
Less: Federal income tax (46 percent) ............. ve 28.50 11.40
Federal taxable income less income t&8X .......ovvvnnenn 33.45 13.38
Plus: Deductible investment expenditures ............ 33,45 13,38
After-tax {NCOME ...veinivirivnennorvonsenarssnannsnnne 66,90 26.76

Office of the Secretary of the Treasury, Office of Tax Analysis July 26, 1979

Note: The windfall profits tax reduces the after-tax income by 60 percent.
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Impact of Windfall Profits Tax on $100
of Increased Producer Income from Decontrol

Assumptions:
State: Texas
Taxpayer: Corporate
Reinvestment: None
State marginal income tax rate: ¢
State seversance tax rate: 4.6 percent

Federal marginal income tax rate: 46 percent

Wichout : With

: tax : tax
: windfall : windfall
- : profits : profits

: tax : tax
Gross producer receipts from decontrol ...oeeeveeearoaes $100.00 $100,00
Less: State geverance taxes (4.6 percent) ......e.o0s. 4,60 4.60
Taxable windfall profit ..iieveonenrennnnann esrertasans n.a. 95,40
Less: Windfall profits tax (60 percent} ........covvs. n.a. 57.24
Federal taxgble £NnCOMe ,.uvuvveviervarersenavanraneranns 95.40 38.16
Less: Federal income tax (46 percent) .......ceoceveees 43.88 17.55
After-tax INCOME +..vvevverrvonunnseossasnarasnnsnoonsans 51.52 20,61

Office of the Secretary of the Treasury July 26, 1979

Cffice of Tax Analysis

Note: The windfall profits tax reduces the after-tax income by 60 percent.
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Iopact of Windfsll Profits Tax on 5160
of Increased Producer Income from Decontrol

Assumptions:
State: Texas

Taxpayer: Noncorporate producer

Reinvestment: After-tax income invested in oil production activities;

50 percent of investment is deductible currently.

State marginal income tax rate: 0

State severance tax rate: 4.6 percent

Federal marginal income tax rate: 70 percent
Federal percentage depletion: 22 percent of gross

the windfall profit
tax deduction.

income reduced by
before the severance

: Without With
: the the
windfail windfall
profits : profits
tax tax
Gross producer receipts from decontrol ....ievieaveranes $100.00 $101.00
Less: State severance taxes (4.6 percent) ............ 4.60 4,60
Taxable windfall profit ..........c000n. eeeaeeanenaen . n.a. 95.40
Less: Windfall profits tax (60 percent) ...v.evvsvanas n.a. 57.24
Less: Deductible investment expenditures ............. 33.86 8.81
Less Federal percentage depletion .......ccivvsvennns 22.00 .-
Federal taxable income .......cenvevnurrcnrosnocnsansans 39.54 29.35
Less Federal income tax (70 percent) .......oecueevees 27.68 20.55
Federal taxable income less income t&8X ....cevveevvsnaen 11.86 8.80
Plus: Deductible investment expenditures ........e..... 33.86 8.81
Plus: Depletion ..v.iiicuiarienreniotieiniiinnennneerane 22.00 -~
After-tax income .... e ea it 67.72 17.61

Office of the Secretary of the Treasury
Office of Tax Analysis

July 26, 1979



CRUDE OIL TAX

WEDNESDAY, JULY 18, 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, Byrd, Nelson, Gravel, Bent-
ifrn,lMatsunaga, Baucus, Bradley, Dole, Roth, Durenberger, and

allop.

The CHAIRMAN. There was a memorial service for the late Mrs.
Everett Dirksen who passed away and a number of our colleagues
attended the service and are on their way here now.

This morning, we will commence with a panel consisting of Mr.
John Lichtblau, executive director, Petroleum Industry Research
Foundation; Mr. E. Anthony Copp, vice president, accompanied by
Ronald M. Freeman, vice president, Salomon Bros.; Mr. William
Talley, R. A. M. Associates.

Gentlemen, we are very happy to have you here.

As the Senators can make their way here from the memorial
services, they will be here. Meanwhile, we had better get on with
business.

Mr. Lichtblau, you may lead off.

Mr. LicHtBLAU. Would you like me to start, Senator?

The CHAIRMAN. Yes, sir.

STATEMENT OF JOHN H. LICHTBLAU, EXECUTIVE DIRECTOR,
PETROLEUM INDUSTRY RESEARCH FOUNDATION, INC.

Mr. LicutBLAu. The so-called windfall profits tax on domestic
crude oil production may be viewed as a corollary of the announced
price decontrol of domestic crude oil which the President has or-
dered to be phased in beginning June 1, 1979. Decontrol will gradu-
ally raise all domestic oil prices to world levels by October 1, 1981.

As we know, world oil prices are not determined by competitive
market forces but by the governments of a group of major oil
exporting countries, acting in concert through OPEC. In addition,
several of these countries have individually imposed producticn
ceilings which are well below their current sustainable production
capabilities from their recoverable resources bases.

It is assumed, correctly, that the OPEC-administered prices are
substantially higher than if they were set by market forces in the
absence of any supply restrictions other than those dictated by
technical considerations.

(303)
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Consequently, it is argued that while U.S. consumers should pay
the full world price for all oil, domestic and foreign, since this price
represents the effective replacement costs of the commodity under
existing circumstances, domestic producers should not receive the
full world price since it includes a cartel-administered increment
above the market-clearing price level. Hence, the proposed windfall
profits tax on the differential between controlled U.S. prices and
world prices.

The theory certainly has merits on perceived grounds of equity
and fairness. To justify it on economic grounds as well requires the
assumption that the Government can apply the collected funds
more effectively toward solving our energy problem that the oil
industry would if it were allowed to retain them. I submit this
assumption is questionable.

Nevertheless, on balance I believe a windfall profits tax of limit-
ed scope and duration on domestic oil production may be justifi-
able. However the tax passed by the House of Representatives,
H.R. 3919, has a number of shortcomings, some of which I would
like to discuss briefly.

The bill contains three tiers for taxing purposes. Tier 1 consists
essentially of lower tier crude oil which is taxed on the full differ-
ential between the domestic lower tier price of about $6 a barrel—
and the landed world price, currently about $21 per barrel.

This taxation assumes implicitly that the entire differential is
due to OPEC’s cartel power, since it would be most unusual to
enact a special tax on a price increase brought about by legitimate
competitive market forces. Yet, there is no question that a large
part of the vast differential between lower tier and current world
prices is due to factors other than OPEC'’s cartel power.

In both the last 10 years and last 5 years before the first OPEC
price revolution of 1973, world oil demand rose at an annual rate of
about 7.5 percent. This must therefore be considered the long-term
growth rate at the prices prevailing during that period.

Had the growth rate continued, total non-Communist world oil
demand in 1979 would be about 22 million barrels per day higher,
or 42 percent, than the likely actual demand figure for this year.
Not even under the most sanguine supply assumptions could such
a volume have been reached or approached.

Thus, even in the absence of any individual or collective OPEC
supply constraint or price administration, the world price of oil,
including of course U.S. oil would have had to rise sufficiently in
real terms to reduce the world petroleum demand growth rate by
at least 50 percent over the last 6 years from its previous long-
terms rate to balance supply and demand.

Yet, lower tier oil prices were frozen in mid-1973 and have not
even been fully adjusted for inflation since then. Thus, the big
spread between domestic lower tier and foreign oil prices is due not
only to the fact that OPEC raised world prices administratively
above the market-clearing level, but also to the fact that the U.S.
Government has kept the price through Federal controls below the
market-clearing level.

Furthermore, drilling costs for development wells have increased
faster than the U.S. inflation index and most producers lost the
advantage of the depletion allowance in the year following the
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price freeze. The factors also indicate that under free-market condi-
tions the price of lower tier oil today would be substantially higher
than $§6 without any assist from OPEC.

The House bill’s phasing out of all lower tier oil for tax purposes
by June 1984 is a partial recognition of this inequity. But in view
of the considerations I have mentioned it should probably be
phased out more rapidly than over a 5-year period. The administra-
tion’s proposed May 1983 phaseout date is at least somewhat better
in this regard.

This would also shorten the time during which lower tier produc-
ers have a clear incentive not to maximize output so as to keep
more oil in the ground for the time when they will receive upper
tier prices for the old oil.

Oil in the proposed tier 2 category, which initially would consist
mostly of upper tier oil, that is, oil discovered after 1972 and before
June 1, 1979, has been priced much closer to world levels under
existing controls than lower tier oil.

In January 1979, before the OPEC price explosion, its price was
approximately $2.50 per barrel below, or 16 percent less than the
average cost of landed foreign crude oil. Some of this upper tier oil
is relatively expensive to produce and as the fields from which it is
produced get older and require secondary recovery and other addi-
tional maintenance expenditures, its real cost can be expected to
rise further.

Given these circumstances, the 60-percent tax on the price differ-
ential could be excessive from the point of view of future produc-
tion maximization. In this connection, the possibility must be con-
" sidered that following OPEC’s 60-percent increase this year, world
prices could once again show a decline in real terms in some
subsequent years, particularly if conservation, recession, and sub-
stitution temporarily depress demand.

This is what happened in the period 197478 following the OPEC
price rise of 1973. This would of course depress producers’ revenue
on tier 2 production from its then prevailing level and make the
60-percent profit tax more burdensome, relative to production
costs.

Tier 3 prices appear to be the most generous for the industry,
since the base price for taxing purposes for much of the oil in this -
category is $16 and for some of it, newly discovered oil, would be
adjusted upward at a faster rate than actual U.S. inflation. -~ —-

Furthermore, much of the oil in this category is taxed at a 50-
percent rather than the 60-percent rate applying to tiers 1 and 2.

Yet, I believe the taxation proposed in tier 3 to be the least
justifiable of the three tiers and the one-most likely to be counter-
productive to the national goal of maximizing domestic oil produc-
tion, for it would tax all new oil for the next 11 years and all
existing Alaskan North Slope production in perpetuity.

There can be no question that in principle any tax increase on
new oil is a disincentive. True, we don’t know how much more oil
will be produced in the United States at $23 per barrel than at,
say, $18. But by the same token we don’t know how much produc-
tion we would lose if we held prices to the lower level.

When the world oil price rose nearly fourfold in 1973-74 it was
said the increase was in excess of what was needed to stimulate
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new production. Yet, last year a substantial volume of oil produc-
tion would have been unprofitable at prices just a few dollars below
the prevailing world level. The North Sea, the Alaskan North
Slope, and the Athabasca tar sands are cases in point.

If the amount of new oil discovered under untaxed world prices
should turn ovt to be relatively small, the Treasury will not have
lost a significant amount of tax revenue. If production turns out to
be large the country will have been much better served than if the
money had been collected from the oil-producing industry and
channeled into a fund for the construction of synthetic fuel facili-
ties. These facilities should of course be constructed and Govern-
ment funding of some sort is likely to be required to get this new
industry off the ground.

But to deprive the oil industry of funds for investment in conven-
tional oil and gas production in order to have more available for
investment in synthetics would make no sense whatever since envi-
ronmentally, economically, and technologically, conventional oil
and gas is clearly superior to the still noncommercial synthetic
fuels with their innumerable unknowns.

To tax Alaskan crude oil would put a special profit constraint on
the most costly frontier oil ever discovered in the United States. If
world prices for some reason had dropped $1 or $2 this year,
instead of rising as they did, at least the portion of Alaskan crude
shipped to the gulf coast would have become literally unprofitable.

Would the administration or Congress in that case have proposed
a subsidy on that 0il? Or would they have permitted its exportation
to minimize freight costs? From the record of the past several
years, I doubt that either of these measures would lLave been
taken. Then, why put a special tax on this oil when world prices
move upward? Can one really make a case that a venture of the
unique financial and engineering dimensions of the North Slope
should bear all the risks but should share all gains with the Gov-
ernment? Or that North Slope oil producers should pay a windfall
profit tax based on a wellhead price of $7.50 per barrel which is 42
percent lower than the proposed tax base for the far less risky
lower 48 upper tier production?

I would also like to point out that under current Federal and
State tax and royalty regulations at least 62 percent of any in-
crease in the Alaskan wellhead price would go to State and Federal
Government agencies. This is more than the incremental tax and
royalty share in the lower 48 States.

I would like to conclude with a suggestion for an additional oil
tax concept. The public has recently been flooded with comments
on the energy crisis. It has been told about the promises of synthet-
ic fuels, the need for conservation, and the danger of excessive
reliance on foreign oil sources.

Essentially, all these concepts are abstractions for most people. If
the experts don't know what promise synthetics really holds or
how safe atomic power is, how can the public form an opinion?
What the public does know, however, is how much energy costs
and how much the cost has risen. This applies-particularly to
gasoline. ]

Yet, while the price of gasoline has gone up, largely because of
the direct and indirect effect of OPEC price increases, the Federal



307

tax on gasoline has remained at 4 cents a gallon for the past 20
years. If it had been adjusted only by inflation during this period,
it would today amount to over 10 cents a gallon. Proposals to raise
it to that modest level have fared r.o better than proposals to
decontrol gasoline prices.

They were dismissed as politically unacceptable. I would like to
suggest that the public ought to be made a direct participant in
gasoline conservation through the only mechanism it clearly un-
derstands and cares about—the price level.

The President’s original national energy plan contained an
imaginative proposal that the administration set an annual target
for U.S. gasoline consumption. If that target were exceeded, it was
proposed that a gasoline excise tax of a meaningful magnitude be
enacted in the following year and be maintained until the earlier
target was met.

I believe we should reconsider this proposal under the new cir-
cumstances we are faced with. It would give the public a direct
personal economic stake in keeping gasoline consumption down.
Possibly, this would get better results than the exhortative rhetor-
ics and threats of shortages the public has been exposed to so far.

An interesting aspect of the scheme is that if the tax is actually
activated, it would give the Government additional funds for the
development of alternate energy sources. If it is not activated, such
additional funds may not be needed because of progress in gasoline
conservation.

In the present atmosphere, the political risks of such a program
may be considerably lower than they were perceived to be when
the proposal was first evaluated by the Congress.

The CHAIRMAN. Let me just say to members of the committee
that several members have arrived while this witness was testify-
ing. He has made an extremely thoughtful and challenging state-
ment.

I would hope that while the other people are testifying, the
members who did not hear Mr. Lichtblau would undertake to read
his opening statement.

I would hope that every member would try to read the statement
of all these witnesses.

Next we will call on Dr. Anthony Copp.

STATEMENTS OF DR. E. ANTHONY COPP, VICE PRESIDENT,
MANAGER-ENERGY RESEARCH AND DEVELOPMENT GROUP,
AND RONALD M. FREEMAN, VICE PRESIDENT, MANAGER-EN-
ERGY GROUP, CORPORATE FINANCE, SALOMON BROS.

Mr. Copp. Mr. Chairman and members of the committee, our
purpose today is to provide you with Salomon Bros.” overview of
the current world oil supply and demand situation and our analy-
sis of the effect of the so-called windfall profits tax on the U.S. oil
supply and demand outlook, in light of President Carter’s recent
energy proposals.

Oil supply and demand is gradually returning to a normal status
following the severe cutback in oil supply from Iran. Qil companies
are slowly trying to rebuild stocks of crude products while meeting
current refined product demand.
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Slower growth in demand may provide the opportunity to launch
new energy programs. However, our concern is that the adminis-
tration’s proposals may fail to take full advantage of this opportu-
nity.

Free world oil supply in this post-Iranian crisis period is expected
to average 53.5 million barrels daily for 1979. OPEC is expected to
account for slightly more than 30 million barrels daily of this
supply, or about 57 percent of the free world total. Non-OPEC
crude oil and natural gas liquids supply will contribute about 21
" million barrels daily or about 38 percent with the United States,
the North Sea, Canada, and Mexico as the predominant -supply
factors.

Communist countries and processing gain account for the re-
mainder of this supply. Slight increases in non-OPEC production
are possible in 1980. These higher production levels worldwide for
1980 however, may be offset by lower oil production in Middle
Eastern countries as a result of conservation and/or politics. Many
OPEC countries have recently been producing oil at capacity levels
that may not be sustainable. Through the first half of 1979, the
United States has been importing about 8.2 million barrels of crude
and products daily.

Notwithstanding, we believe that the President’s import quota
program of 8.2 million barrels per day for 1979 can be achieved
without undue stress on domestic supply. Given our expectation for
a recession in 1980, we expect the 8.2 million barrel import limit to
be potentially sustainable even through next year.

However, price rises are on a different trajectory. The United
States paid to OPEC countries $35.6 billion in 1977 and $32.9
billion in 1978 for oil. For 1979, this figure could total more than
$45 billion.

The production of oil in the United States, now averaging 8.6
million barrels daily of crude oil plus 1.6 million barrels daily of
natu;al gas liquids, accounts for about 54 percent of domestic de-
mand.

President Carter’s proposal to limit imports to 8.2 million barrels
daily implies that foreign oil supply will be frozen at 44.6 percent
of current domestic demand in the near term. If the President’s
program is successful, this reliance on foreign oil could decline
sharply by 1990.

However, we have major reservations regarding the proposed
approach to developing synthetic fuels, solar energy, and other
nonconventional sources. The administration proposes using the
windfall profits tax to facilitate Government investments in new
energy sources; we are deeply concerned that President Carter’s
energy solutions are weighted toward more Government interven-
tion in the development and financing of this Nation’s energy
capital stock.

As investment bankers, we do not believe that a permanently
and massively increased Government role is a necessary condition
for the financing of new domestic supply either of conventional or
synthetic fuels.

Before this committee endorses such a critical step, we urge that
it first consider the potential for more cost-effective U.S. energy
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development through regulatory reforms, tax incentives and inter-
im, not permanent, Government support programs.

In this country, we have always managed to solve our energy
problems by enhancing domestic output. Because leadtimes for pe-
troleum and other natural resource developments are not as long,
as leadtimes for synthetic fuel development we need to combine a
sensible, national conservation effort with an effort to maximize
both near and long term domestic energy supply. President Cart-
er’'s program does not, in our opinion, fully exploit this Nation’s
domestic potential for exploring and rapidly developing hydrocar-
bons. The administration appears to have settled for a lower than
possible effort at exploration in this country in favor of more
capital intensive, long-term and uncertain technologies.
~ The focus of our concern is the so-called windfall profits tax
which we think is the Achilles’ heel of this country’s mobilization
and war effort on energy. This program, estimated by the adminis-
tration to yield between $146 and $270 billion over the 1980-90
period, we feel requires major scrutiny by this committee.

I would like to call on Mr. Ronald Freeman to continue the
statement.

Mr. FREEMAN. From 1971 to 1978 the oil companies in our sam-
ple of 33 leading corporations invested in their business an amount
equal to almost 175 percent of their net income. Looking at 1 year
of this period, 1975, capital expenditures for the industry of $21.2
billion were more than twice total industry net income; in no year
between 1971 and 1978 were capital expenditures less than 131
percent of net income.

While the capital expenditure level in 1978 of $25.7 billion was
$15.5 billion greater than the 1971 level, contributions to retained
earnings in 1978 of $8.1 billion exceeded the 1971 figure by only
$4.9 billion.

In other words, the increase in the oil industry capital expendi-
ture budget between 1978 and 1971 was in excess of 300 percent of
the increase in retained earnings contributions.

This clearly challenges the implicit assumption of the windfall
profit program about the private sector’s ability to mobilize mas-
sive financial resources for energy development.

The foregoing data also help put the windfall tax program in
perspective. The estimated 1980-90 receipts of 3146 billion repre-
sent, on an average, annual basis, $9 billion per year. This is equal
to 137 percent of industry profits in 1978 and to more than 330
percent of industry dividends in the same year.

Assuming one-half this amount represents additional industry
taxes, and one-half a diversion from income tax revenues a 50-
percent windfall profits tax in 1978 would have eroded industry
capital expenditures by more than 35 percent. Other analyses car-
ried out by Salomon Bros. further underline the willingness of the
private sector to invest in energy projects.

We analyzed the respective levels of retained cash flow and
capital expenditures for the 33 energy companies in our sample.
The result of this inspection revealed that in only 1 year, 1973,
during the 1971 through 1978 period was the industry able to
generate retained cash flow in excess of its capital expenditure
program.
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In every other year, capital expenditures significantly outpaced
retained cash flow leaving the companies with a net deficit to be
financed from external sources. The annual capital expenditures in
excess of retained cash flow ranged from a low of $76 million in
1974 to a high of $6.5 billion in 1975 for a total deficit of $16.9
billion during this 8-year period.

In other key points of testimony which we presented previously
to this committee, it was our conclusion that, No. 1, oil company
capital expenditures have continued to outpace significantly the
growth of their net income and retained cash flow; No. 2, the
specific expenditures for exploratory drilling and well equipping
within oil company capital budgets have grown faster than have
capital budgets as a whole; and No. 3, however, the ability of oil
companies to continue to fund growing exploration programs is
primarily contingent upon the existence of adequate profitability to
enable them to satisfy the credit and profitability criteria of third
party lenders and equity investors in their securities.

This brings us to the potential effects of the administration’s
energy tax proposals on oil company profitability and more specifi-
cally, on oil company ability to find new U.S. oil and gas reserves.

In 1978, the most recent year for which we have American
Petroleum Institute data and one of the most active drilling years
in recent U.S. history, 1.35 billion barrels of crude oil were added
to total U.S. proved reserves.

In addition, 10.6 trillion cubic feet were added to proved gas
reserves having an oil equivalent value of 1.77 billion barrels.
Thus, total additions to proved reserves which represent reserves
both found and developed of crude oil and crude oil equivalents in
1978 totaled 3.12 billion barrels. This compares with average, gross
annual additions to U.S. proved reserves of 2.86 billion barrels of
oil and oil equivalents from 1976 and 1978. .

Ideally, to realize our national energy goal of reducing depen-
dence on foreign supply, the faster the foreign oil producers raise
their prices the harder U.S. companies should be looking for U.S.
domestic reserves. This is how decontrol should lead to realization
of national goals of energy self-sufficiency.

Instead, the windfall tax proposal would effectively divert the
flow of world market price revenues away from oil producers and
consequently, away from exploration programs and would make
the U.S. Government the cobeneficiary of future OPEC price rises.
Because oil and gas discoveries provide the most certain near-term
bridging mechanism between excessive foreign oil dependence and
future synthetic fuel availability, this aspect of the windfall profits
tax potentially exacerbates our near terms energy problem.

To wager so heavily on synfuels by imposing specialized excise
taxes that will inevitably reduce oil and gas exploration programs
strikes us as a flagrant example of objectives in conflict.

Mr. Chairman and members of the committee, we have tried to
outline our reservations about the approach taken by this adminis-
tration in meeting what we all agree is our common goal of releas-
ing this country from undue reliance of foreign oil. We have all
borne the costs of too much temporizing, and too much conflict
between the Government and the private sector while the energy
crisis deepened. Now with a crucial decision concerning energy
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capital allocation facing us, we must be certain beyond a doubt
that our financial resources will be deployed to protect and develop
our vital energy supply most effectively.

Thank you for your attention.

The CHAIRMAN. Mr. Freeman, I want to thank you. I know you
did a lot of work on this.

Let me say this. Your statement is a good example of why this
energy crisis is in such a horrible mess. I have two college degrees
and I do not understand what it is you are talking about. I would
hate to try to explain that to a truckdriver when I am trying to
figure it out.

One of these days we have to find a way to present something
where you say: This is how much money we took in and this is how
much we paid out.

It reminds me of what my father told a man one time. This man
was a great orator. He used all these high-faluting terms that only
an erudite audience could understand.

One time they were sharing this platform, this fellow rose and
said, ladies and gentlemen, he said, I beg your indulgence on this
occasion, I am suffering from an attack of laryngitis.

My father said, tell them you've got a sore throat.

Mr. Freeman, you will have to have some way of explaining this
matter so that people will understand it.

Mr. FReeMAN. In closing, when my wife wonders about energy
problems, I tell her what we tell investors on Wall Street: If you
cannot pay, iy;ou cannot play. If you do not have the money, you
cannot find the oil.

The CHAIRMAN. Yes, sir. That is something a truckdriver would
understand.

STATEMENT OF WILLIAM W. TALLEY 1I, RAM GROUP

Mr. TaLLEy. Mr. Chairman and members of the committee, my
name is William W. Talley II. I am the managing partner of the
Resource Analysis & Management Group in Oklahoma City and
have served as chairman of the Governor’s advisory council on
energy for the State of Oklahoma for the past 5 years.

I appreciate the opportunity to appear before you today to dis-
cuss the President’s crude oil pricing program, the proposed “wind-
fall profits tax” and H.R. 3919, ‘“Crude Oil 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 competitive
markets can best meet the President’s goal of increasing domestic
energy production and reducing oil imports by one-half by 1990.
The positive proposals regarding the “windfall profits tax”’ con-
tained in my statement should increase domestic crude oil delivera-
bility by more than 1.4 million barrels per day by the end of 1984—
35 percent 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 cents
in taxes of every dollar increase in domestic crude oil prices.

The U.S. Senate sits as the citadel of our economy, our Govern-
ment and our American enterprise system. As the vanguard of the
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American people, you must carefully weigh the consequences of
actions taken based on substituting Government involvement for
competitive enterprise. The proposed ‘“windfall profits tax,” either
the President’s or H.R. 3919, are, in my opinion, structured to
substitute political expediency for competitive enterprise and to
use oil revenues to subsidize grand Government programs.

I base my conclusions on “The Oklahoma Experience.” The Okla-
homa Experience summarized on the chart on page 5 has shown
the positive responses of Oklahoma’s energy industry to positive
crude oil pricing policies.

Stripper remaining oil-in-place has been escrowed for future en-
hanced recovery projects;

Substantial new oil production has resulted from increased cash
flow to the operator;

Stripper economic well life has been lengthened; and

Well abandonments have dropped to one-fifth the 1968 level.

However, if a tax must be passed for political reasons, then that
tax should be applied only to the largest international oil compa-
nies with a plowback provision to force them to spend the revenues
derived from their U.S. oil production into the development of new
domestic energy sources. If a tax is enacted, the following exemp-
tions must be given:

Crude oil and condensate production from stripper wells;

Crude oil production from marginal wells—expand the stripper
well definition;

The first 3,500 net barrels per day of domestic crude oil and
condensate production by any person;

Crude oil production from enhanced recovery projects recognized
by State regulatory bodies; and

Crude oil and condensate production from properties from which
no crude oil production occurred in 1978.

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 production between 1980
and 1984; and more than 469,800 new jobs created—from the in-
gﬁased cash flow from these proposals are shown in the figure

ow.

Note the shaded area which shows the independent exemption—
the first 3,500 net barrels a day—covers a substantial portion of the
stripper exemption; approximately 90 percent is our estimate.

The effects of these exemptions—stripper, marginal and indepen-
dents—would be to incrementally increase domestic production by
approximately 808,710 barrels per day in 1984, to reduce foreign oil
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.

The effects of a plowback provision on major oil companies would
be to incrementally—in addition to the levels outlined above—
increase domestic oil production by approximately 600,750 barrels
per day in 1984;

Reduce foreign oil imports by more than 537,200,000 barrels of
0il between 1980 and 1984; and

Add approximately 200,250 new jobs to our economy.
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I am now going to summarize the importance and the reasons for
granting the exemptions if a tax must be passed. This is contained
on page 4 of my full statement.

The exemption of stripper wells does several things. First, it
lengthens economic well life. Since only 70 to 80 percent of the
original oil-in-place has been produced from wells by primary and
first secondary recovery methods, longer well life escrows the re-
maining 70 to 80 percent of original oil-in-place that is still in the
ground for future recovery by enhanced recovery projects. It in-
creases domestic oil production by more than 300,000 barrels a day.

In addition, 93 percent of the committee members have stripper
production in their States and 18 States produce more than 2
million barrels a year of stripper oil production. Those are States
that include Arkansas, California, Colorado, Illinois, Indiana, Sena-
tor Dole’s State of Kansas; Kentucky; Senator Long's State of Lou-
isiana; Michigan; Montana, Senator Baucus’ State; Nebraska; New
Mexico; Ohio; Oklahoma, Senator Boren’s State; Pennsylvania, Sen-
ator Heinz' State; Texas, Senator Bentsen’s State; West Virginia; -
and Senator Wallop’s State, Wyoming.

Senators, the exemption of marginal wells can be accomplished
by including expanded stripper definition, as already has been
published by the Federal Government. We estimate that the mar-
ginal well exemption would increase domestic production by more
than 200,000 barrels a day and provide more than 196 million
barrels of incremental recovery over the next 5 years.

Probably the most important exemption to consider is the exemp-
tion of the first 3,500 net barrels per day of domestic production. It
is important because it covers 90 percent of the stripper oil, we
estimate, and the independents which drill 85 percent of the new
onshore wells and find 50 percent of the reserves.

It creates 186,000 new jobs above the stripper exemption alone. It
reduces the regulatory impact and the paperwork, by, we estimate,
a factor of 1,000 by taking away from more than 30,000 people
down to the 30 largest oil companies.

It frees farmers, ranchers and other mineral owners from the
tax, allowing them to receive royalties based on the true present
value of their own minerals.

We estimate that this exemption only affects about 20 percent of
the total domestic production, excluding stripper.

The exemption of new oil and enhanced recovery is very impor-
tant because capital that is used for these projects must compete in
a world economy. In addition, the consumer should get a break. If
he is going to invest in higher prices, then somebody ought to be
finding new oil to replace the oil that he has consumed from
domestic sources.

We also know that the cost of finding and developing crude oil
has increased dramatically since 1973, exceeding costs of inflation
and finally we also should pay our own producers at least what we
are willing to pay foreigners and foreign governments for the same
commodity.

The windfall profits tax, if it is adopted with the exemptions I
have suggested, should have a plowback provision because this
plowback provision would provide the incentive to the board of
directors and to the executive committee of the major oil compa-
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nies to invest those revenues that they receive from the production
of U.S. oil into developing replacement energy sources.

Amolified investments would not be in our proposals, limited to
crude oil. It would include all domestic energy resources.

The Nation’s Governors recently concurred on a plowback credit
in July of 1979 at the National Governors’ Association meeting,
they stated:

The Governors further reconimend that revenues from the windfall profits tax be
used for energy production and development, especially alternatives to petroleum
fuels, including the device of a plowback credit.

Let me finallv say that I have confidence in the American pri-
vate enterprise system and in our energy industry, American in-
dustry, that through competitive markets can best meet the Presi-
dent’s goal of increasing domestic production and decreasing oil
imports by one-half.

I do not believe the windfall profits tax, or an excise tax, how-
ever structured, is needed to protect the consumer, since the Gov-
ernment, without any new taxes, stands to collect more than 50
cents in taxes for every dollar increase in the domestic crude oil
prices.

Thank you very much.

[The prepared statements of the preceding panel follow:]

STATEMENT oF DR. E. ANTHONY Copp, VICE PRESIDENT, MANAGER—ENERGY RE-
SEARCH AND DEVELOPMENT GROUP AND RONALD M. FREEMAN, VICE PRESIDENT,
MANAGER—ENERGY GROUP, CORPORATE FINANCE, SALOMON BRros.

Mr. Chairman and members of the Committee, our purpose today is to provide
you with Salmon Brothers' overview of the current, world oil supply and demand
situation and our analysis of the effect of the so-called windfall prcfits tax on the
U.S. oillsupply and demand outlook, in light of President Carter’s recent energy
proposals.

Oil supply/oil prices, and oil revenues

Oil supply and demand is gradually returning to a normal status following the
severe cutback in oil supply from Iran. Oil companies are slowly trying to rebuild
stocks of crude products while meeting current refined product demand. Slower
growth in demand may provide the opportunity to launch new energy programs.
However, our concern is that the Administration's proposals may fail to take full
advantage of this opportunity.

Free-world oil supply in this post-Iranian crisis period is expected to average 52.5
million barrels daily for 1979. OPEC is expected to account for slightly more than 30
million barrels daily of this supply, or about 57 percent of the free-world total. Non-
OPEC crude oil and natural gas liquids supply will contribute about 21 million
barrels daily or about 38 percent, with the U.S., the North Sea, Canada, and Mexico
as the predominant supply factors. Communist countries and grocessing gain ac-
count for the remainder of this supply. Slight increases in non-OPEC production are
ggssible in 1980. These higher production levels worldwide for 1980, however, may

offset by lower oil production in Middle Eastern countries as a result of conserva-
tion and/or politics. Many OPEC countries have recently been producing oil at
capacity levels that may not be sustainable. Through the first half of 1979, the U.S.
has been importing about 8.2 million barrels of crude and products daily. Notwith-
standing, we believe that the President’s import quota program of 8.2 million
barrels per day for 1979 can be achieved without undue stress on domestic supply.
Given our expectation for a recession in 1980, we expect the 8.2 million barrel
import limit to be potentially sustainable even throush next year. However, price
rises are on a different trajectory. The U.S. paid to OPEC countries $35.6 billion in
l1)91';7 and $32.9 billion in 1978 for oil. For 1979, this figure could total more than $45

illion.

One benefit of import quotas may be to enhance the moderating power of Saudi
Arabia within OPEC. The recent increase in oil prices by the OPEC cartel at their
Geneva meeting reflected not only the tight world oil sellers’ market but also the
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current limited capacity of the Saudis to expand oil output sharply. At $18 per
barrel, Saudi Arabian crude remains the lowest priced OPEC crude; moreover the
Saudis have increased output from 8.5 to 9.5 million barrels daily. Other OPEC
countries have scaled up their prices to as much as $23.50 per barrel. The weighted
average OPEC ’Fi'ice is now slightly over $20.00 per barrel compared with about
$13.00 in 1978. The average, landed cost of crude into the U.S. today exceeds $21.00
per barrel. Indeed, for the higher quality, low sulfur crudes we import from North
Anggé the landed costs are aroung $25.00 per barrel compared with almost $15.50
in .

The production of oil in the U.S,, now averaging 8.6 million barrels daily of crude
oil plus 1.6 million barrels daily of natural gas liquids, accounts for about 54 percent
of domestic demand. President Carter’s proposal to limit imports to 8.2 million
barrels daily implies that foreign oil sup f’y will be frozen at 44 percent of current
domestic demand in the near term. If the President’s program is successful, this
reliance on foreign oil could decline sharply by 1990.

There are also significant, downstream investment implications underlying Presi-
dent Carter’s national goal of reducing foreign oil imports by 4.5 million barrels
daily by 1990. U.S. oil is about two-thirds sweet, low sulfur, and the remaining
output is widely dispersed between low and high gravity, high sulfur crudes. In-
creasingly, however, new discoveries of oil in the U.S. are of the high sulfur variet
and therefore, of relatively lower quality. A similar trend is occurring with bot
OPEC and non-OPEC crudes around the world. This development is forcing signifi-
cant investments in refinery conversion units in the U.S. Alaskan crude is low
gravity, sour crude. Expansion of Alaskan output will also require additional refin-
ery conversion. Thus, we welcome the President’s proposal to decontrol prices of
heavy crude in the U.S. as a proper and rational policy to encourage greater
exploration and development of this promising resource.

owever, we have major reservations regarding the approach to developing syn-
thetic fuels, solar energy, and other nonconventional sources. The Administration
proposes using the windfall profits tax to finance new energy sources. More funda-
mentally, we are deeply concerned that President Carter’s energy solutions are
weighted toward more government intervention in the development and financing
of this nation’s energy capital stock. As investment bankers, we do not believe that
a permanently and massively increased Government role is a necessary condition
for the financing of new domestic supply either of conventional or synthetic fuels.
Before this Committee endorses such a critical step, we urge that it first consider
the potential for more cost-effective U.S. energy development through regulatory
reforms, tax incentives and interim, not permanent Government support programs.

The windfall profits tax proposal and petroleum industry financial performance

We recognize that the U.S. will need to develop all its energy resources to combat
reliance of foreign oil. At a minimum, OPEC will raise prices in real terms annually
throughout the next decade. Even if large excess productive oil capacity within
OPEC returns, the cartel will still be in a position to extract uninterrupted in-
creases in oil prices though, under our most optimistic case, a freeze on oil prices by
OPEC for one or two years might be feasible. But the probability of this latter event
occurring is low.

In this country, we have always managed to solve our energy oroblems by enhanc-
ing domestic output. Because lead times for petroleum and other natural resource
developments are long, we need to combine a sensible, national conservation effort
with an effort to maximize both near and long-term domestic energy supply. Presi-
dent Carter’s program does not, in our opinion, fully exploit this nation’s domestic
potential for exploring and rapidly developing hydrocarbons. The Administration
appears to have settled for a lower than possible effort at exploration in this
country in favor of more capital-intensive, long-term and uncertain technologies.
The focus of our concern is the so-called windfall profits tax which we think is the
Achilles heel of this country’s mobilization and war effort on energy. This program,
estimated by the Administration to yield between $146 and $270 billion over the
1980-1990 period, we feel requires major scrutiny by this Committee.

We believe the private sector, encompassing the petroleum industry and all other
segments of the energy industry, is prepared to respond to President Carter’s
request for help in reducing reliance on foreign oil. However, the windfall profits
tax is in fact a massive diversion of revenues from the private sector. It is based on
the assumption that the private sector will be less effective than Government in
achieving national energy goals. Our analysis of the financial performance of the
U.S. energy industry directly challenges this critical assumption.

In our earlier testimony before the Energy Subcommittee of this Committee and
also before the House Ways and Means Committee, we reported cur findings on the
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financial data and performance of the U.S. petroleum industry, paying particular
attention to the relationship between net income, dividends, cash flow, and capital
expenditures. From this analysis we derived the following results: From 1971 to
1978, the oil companies in our sample invested in their business an amount equal to
almost 175 percent of their net income. Looking at one year of this period, 1975,
capital expenditures for the industry of $21.2 billion were more than twice total
industry net income; in no year between 1971 and 1978 were capital expenditures
less than 131 percent of net income. Because corporations do not retain the entirety
of their net income, but are obliged to pay out an appropriate portion to their
shareholders, we also considered the level of industry capital expenditures relative
to the contributions to retained earnings, i.e., net income less dividends. On this
basis, we noted that common dividends for the period averaged 40 percent of net
income, placing the oil industry at the median of 83 industry groups in terms of its
payout ratio. Considering this relationship in terms of the growth of these two
figures, we noted that while the capital expenditures level in 1978 of $25.7 billion
was $15.5 billion greater than the 1971 level, contributions to retained earnings in
1978 of $8.1 billion exceeded the 1971 figure by only $4.9 billion. In other words, the
increase in the oil industry capital expenditure budget between 1971 and 1978 was
in excess of 300 percent of the increase in retained earnings contributions.

This clearly challenges the implicit assumption of the windfall profit program
about the private section’s ability to mobilize massive financial resources for energy
development. .

The foregoing data also help put the windfall tax program in perspective. The
estimated 1980-1990 receipts of $146 to $270 billion represent, on an average,
annual basis, $19 billion per year. This is equal to 137 percent of industry profits in
1978 and to more than 330 percent of industry dividends. Assuming one half this
amount represents additional industry taxes, (and one half a diversion from income
tax revenues), a 50 percent windfall prefits tax in 1978 would have eroded industry
capital expenditures by more than 35 percent.

Other analyses carried out by Salomon Brothers further underline the willingness
of the private sector to invest in energy projects. We analyzed the respective levels
of retained cash flow and capital expenditures for the 33 energy companies in our
sample. The result of this inspection revealed that in only one year (1973) during
the 1971 through 1978 period was the industry able to generate retained cash flow
in excess of its capital expenditure program. In every other year, capital expendi-
tures significantly outpaced retained cash flow leaving the companies with a net
deficit to be financed from external sources. The annual capital expenditures in
excess of retained cash flow ranged from a low of $76 million (1974) to a high of $6.5
billion (1975) for a total deficit of $16.9 billion during this eight-year period.

In order to finance this deficit of capital expenditures relative to retained cash
flow, to pay back maturing long term debt, and to maintain working capital at
acceptable levels, the oil companies in our analysis raised more than %46.3 billion
from 1971 to 1978 by the issuance of long term debt and new equity. More than 28
percent of this total amount, or $13.1 billion of external capital, was raised in the
two years 1977 and 1978.

In other key points of the testimony presented earlier, it was our conclusion that:

1. Oil company capital expenditures have continued to outpace significantly
the growth of their net income and retained cash flow;

2. The specific expenditures for exploratory drilling and well equipping with-
inhoill company capital budgets have grown faster than have capital budgets as a
whole;

3. However, the ability of oil companies to continue to fund growing explora-
tion programs is primarily contingent upon the existence of adequate profitabil-
ity to enable them to satisfy the credit and profitability criteria of third party
lenders and equity investors in their securities.

This brings us to the potential effects of the Administration’s energy tax propos-
als on oil company profitability, and more specifically, on oil company ability to find
new U.S. oil and gas reserves.

In 1977, the most recent year for which we have Department of Commerce data
and one of the most active drilling years in recent U.S. history, 1.09 billion barrels
of crude oil were added tc total U.S. proved reserves. In addition, 11.9 trillion cubic
feet were added to proved gas reserves having an oil equivalent value of 1.98 billion
barrels. Thus, total additions to proved reserves (which represent reserves both
found and developed) of crude oil and crude oil equivalents in 1977 totaled 3.07
billion barrels. This compares with average, gross annual additions to U.S. proved
reserves of 2.70 billion barrels of oil and oil equivalents from 1976 to 1978.
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A precise estimate of the sole cost of finding new oil and gas reserves in the
United States is complicated by the highly uncertain lag between the time the
expenditure is made and a barrel is found and by the specific characteristics of the
oil field. Consequently, several studies which we have reviewed provide a broad
range of average finding cost per barrel for the period 1973-1978 which varies from
$2.00 to $9.00 depending upon location and producer. For purposes of this discussion,
we have attempted to come up with a rule of thumb finding cost based on tiie
following simplifying assumptions and data approximations:

1. Assume that additions to proved reserves are a usable proxy for new
reserves found, as reported in “20th Century Petroleum Statistics” published by
DeGolyer and MacNaughton and based on U.S. Department of Energy, Joint
Association Survey, American Petroleum Institute and American Gas Associ-
ation sources, after adjustment for development data,

2. Assume that exploration expenditures, as reported in the Department of
Commerce “Annual Survey of Oil & Gas,” are a proxi\; for finding costs; and

3. Assume that the exploration costs incurred and the new proved reserves
reported in 1977 are directly related:

On this basis, and by correcting for inflation, we have derived an expected, near
term proxy for the cost of finding new oil and oil equivalent reserves, without
regal;'d tol specific field risks, in the United States of approximately $3.75 to $5.00
per barrel.

We trust that it is not necessary to emphasize that the difference between this
current estimated finding cost and the current market price for oil is not profit to
the oil finder, nor is it the true replacement value for crude. The market price for a
barrel of crude oil or crude oil equivalents must cover, in addition to the sole cost of
exploration expenses over the economic life, the costs required to acquire the
mineral rights, develop the reserves of any, bring them to the surface, transform
them into products required by the market, transport them to the market and sell
them. The market price must also cover all state and federal taxes borne by the
seller whether excise taxes, such as those proposed in the Administration’s new
proposals, or income taxes. Finally, the market price must also include an allowance
for both the return on and the return of capital to the producers, lenders and
shareholders. Given the current return required by investors in industrial assets
today, we estimate that the total market price required to cover all of these costs for
new oil is greater than $16.00 per barrel.

We then attempted to estimate the impact of the proposed ‘“windfall profits” tax
on the revenues to be received by the producers of crude oil in the U.S. as the result
of the removal of present price controls.

As stated in the analysis of H.R. 3919 prepared by the staff of the Joint Commit-
tee on Taxation, “The Administration estimates that the net revenue from its
proposed windfall profits tax, allowing for its being deductible under the income tax,
would be $0.5 billion in calendar year 1980, $1.5 billion in 1981 and $1.7 billion in
1982”, or a total of $3.7 billion in crude oil producer after tax revenues as a result of
the tax in the 1979-1981 period.

Based upon the above calculated benchmark finding cost per barrel, this diversion
of funds is equivalent to foregoing an increases in domestic crude oil and crude oil
equivalent reserves of 750 million to 1.0 billion barrels. Alternatively, if the U.S.
were obliged to import this amount of crude oil from foreign producers rather than .
generate it from domestic reserves at current price levels, it would amount to an
additional balance of payments outflow of $15.0 to $20.0 billion.

We stress that this estimate is only for the first three years of the Administra-
tion’s tax proposal. As revenues rise thereafter, the diversion of funds which would
normally be available for new oil and gas exploration programs would presumably
have an even greater negating effect on our domestic reserve position. The longer
term impact of the tax will be determined by the problematical rate at which OPEC
raises prices, by the future course of the GNP deflator, and by the pricing points set
in the Administration’s or Congress’ present and future tax measures. While the net
dollar impact of these uncertain variables cannot today be quantified, one thing is
certain: the permanent tax being proposed on new oil discoveries is a disincentive to
exploration.

Ideally, to realize our national energy goal of reducing dependence on foreign
supply, the faster the foreign oil producers raise their prices the harder U.S. oil
companies should be looking for U.S. domestic reserves. This is how decontrol
should lead to realization of national goals of energy self-sufficiency. Instead, the
windfall tax proposal would effectively divert the flow of world market price rev-
enues awey from oil producers and, consequently, away from exploration programs
and would make the U.S. Government the co-beneficiary of future OPEC price rises.
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Because oil and gas discoveries provide the most certain near-term bridging mecha-
nism between excessive foreign oil dependence and future synthetic fuel availabil-
ity, this aspect of the windfall profits tax potentially exacerbates our near term
energy problem. To wager so heavily on synfuels by imposing specialized excise
taxes that will inevitably reduce oil and gas exploration programs strikes us as a
flagrant example of objectives in conflict.

Mr. Chairman and Members of the Committee, we huave tried to outline our
reservations about the approach taken by this Administration in meeting what we
all agree is our common goal of releasing this country from undue reliance of
foreign oil. We have all borne the costs of too much temporizing, and too much
conflict between the Government and the private sector while the energy crisis
deepened. Now, with a crucial decision concerning energy capital allocation facin
us, we must be certain beyond a doubt that our financial resources will be deploy
to protect and develop our vital energy supply most effectively. Thank you for your
attention.
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8766.2
9701.5
90.%
1757.8
225.2
313740
27.6
3163.5

13132.0

10.5
53765.2
68479.8

63a8,7
nita
6317.0

49.7

1978

10152.7
10815.8
93.8
1016.1
7543
3363.8
32.8
3305.9

15503.8
NA

55356.0

72082.6

21.7
77.6

66447
3364.1
66447

50.6

028
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RETAINED CASH FLOW.,....
CAPITAL EXPENDITURES.,.0vuess
RFT CASH FLOW/CAP FXPENDITUR
ISSUANCE OF LONG TERM DEBT,,
FQUITY ISSUANCE...coeesnsane
COMMON DIVIDENDS. .
PREFERRFD DIVIDENDS.. ..
CASH DIVIDENDS...ccevescanns

CAPITALIZATION:

TOTAL LONG TERM DEBY,...su0..
PREFFRRED STOCK (CARRYING VA
TOTAL COMMON FOUITY.uccenvas
TOTAL CAPITALIZATION.......

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL. COMMON EQUITY......s..

INCOME STATEMENT DATA:

NFT INCOME...cccvercconconns
COMMON DIVIDENDS. .
PAYOUT RATIO...cevevencnnaes

511.1
237.h
86.5

STANDARD OIL CO (CALIP)

1972

678.2
596.9
113.6
28.7
0.0
285.8
0.0
255.8

547.1
245.8
45.0

1973

1018.9
672,17

813.6
263.0
31.2

1970

970.0
326 .6
33.7

1975

1018.3
1025.9
99.3
801.1
0.0
339.3
0.0
339.3

13871

0.9
6385,1
7832.2

17.2
0.0
82.8

T172.5

339.3
a0

1571.0

T007.0
8578.0

®
P =)
~ow

880.1
365.0
415

1978

1335.1
10%9.7
127.2
27.7
0.0
a34.6
0.0
a6

1105.9
x3h.6
39.4

12¢
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RFTAINED CASH FLOW,...
CAPITAL EXPENDITURES....s...
RFT CASH FLOW/CAP EXPENDITUR
ISSUANCF OF LONG TERM DEBT,,
EQUITY ISSUANCE.....
COMMDON DIVIDENDS,,..
PREFERRFD DIVIDENDS.
CASH DIVIDENDS....ecuvsnavae

see

CAPITALIZATION:

TOTAL LONG TERM DERT,.......
PREFERRED STOCK (CARRYING VA
TOTAL COMMON EOUITY.,.......
TOTAL CAPITALIZATION,......

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DEBT...eseue
PREFERRED STOCK...easanss
TOTAL COMMON FQUITY...

INCOME. STATEMENT DATA:

NET INCOME.eceseerannnssenas
COMMON DIVIDENDS
PAYOUT RATIO...

5%0.8

27.8

MOBIL CORP
1973

1078.1
1185.8
90.9
92.7
5.2
285.1

285.1

839.3
285.1
33.6

1978

1606.5
ALLIN S
110.8
733.6

0.t
325.9

0.0
35.9

1729.2

0.0
6a36.4
8190.0

1087.%
325.9
31,1

18384

0.0
68%1.0
8698.9

1976

12189
1286.2
94.8
8605
231.9
363.6
0.0
363.6

2881.8

0.0
7651.8
10582, 3

7.2
0.0
2.3

-

942.5
363.6
38.5

19717

13,6
1285.2
112.3
630,2
5.8
x13.0
0.0
3.0

3076.9
0.0
8219.3
11375.2

1978

1602.1
1760.7
93.3
203.5
3.8
55,

855.6

3%09.3
0.0
8910.3
12376.%

- N
o« v
oown

1125.6
255.6
0.5

(444



1971
RFTAINED CASH FLOW...0eeaaan 855.7
CAPITAL EXPENDITURES........ 1o47.2
RET CASfl FLOW/CAP EXPENDITUR a7
ISSUANCE OF LONG TERM DEBT,, M7
EQUITY ISSUANCE...cccvnsesen 0.0
COMMON DIVIDENDS, ..., 435.7
PRFFERRFD DIVIDENDS. 0.0
CASH DIVIDENDS...... . 83s5.7
CAPITALIZATION:
TOTAL LONG TERM DERT........ 1289.6
PREFERRED STOCK (CARRYING VA 0.0
TOTAL COMMON EQUITY..vevsusn 6745.0
TOTAL CAPITALIZATION....... 8117.0
ITEMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DFRT........ 15.9
PRFFERRED STOCK..... 0.0
TOTAL COMMON FQUITY....e0u.s A3.1
INCOME STATFMENT DATA:
903.9
235,17
PAYOUT PATIO..euueinranacans 28.2

889.0
51,6
50.8

TEXACO INC

1973

1777.9.
0.0

7992.3

9874.3

1292.4
a70,%
36.2

1586.4
570.6
36.0

2234.2

8678.8
11031.7

20.3
0.0
R.6

830.6
s43.0
65.4

869.7
542.,9
62.5

2558.8
0.0
9390.7
12086.9

930.8
5482,9
58.3

8r2.5
sh2.9
63.7

€28
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RETAINED CASH FLOW...v0e0aee
CAPITAL EXPENDITURES,.esv0ee
RET CASH FLOW/CAP EXPENDITUR
ISSUANCE OF LONG TERM DEBT..
FOUTTY ISSUANCE.......,.
COMMON DIVIDFNDS,......
PREFERRED DIVIDENDS.,.0a.cu0s
CASH DIVIDENDS......vevsanae

CAPITALIZATION:

TOTAL LONG TERM DEBT....e.u.
PREFERRED STOCK (CARRYING VA
TOTAL COMMON EQUITY.....cees
TOTAL CAPITALIZATION,...4.s

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DFBT........
PREFFRRED STOCK....
TOTAL COMMOM FOUITY.......,

INCUME. STATEMENT DATA:

NET INCOME. . iiavevenensesnas
COMMON DIVIDENDS..
PAYOUT RATIOu..eeisennncenae

97

1836.1
1810.8

2616.9
0.0
12269.5
15222,8

- -
-
NrNO O

1531.8
851.9
55.6

EXXON CORP

1973

3127.0
22309
139.9
62n.5
NA
9%52.5
0.0
952,5

2670.9
0.0
137117.7
16979.7

-

5.
0.
8o,

2443.,3
952.%
39.0

1972

3990.5
2910.1
137.1
619.8

1118.9
0.0
1118.

3051.7
0.0
15728.0
19360.3

@ -
™0~

3182.2
1118.9
35.6

1975

2%56,2
3558.4
69.0
815.3

5.9
1118.3
0.0
1118.3

38511
0.0
170204
21185.8

16.3

80,4

2503.0
1118.3
L1

1976

3459.1
2098.%
8h. &
833.0
25.1
1220.1
0.0
1220.1

3696.

1817
229491

~ o>

16.1

80.5

26%1.0
1220.1
46.2

w7

3154.2
3596.3
87.7
620.0
0.0
13039
0.0
1343.9

3870.0
0.0
19512.9
24208.2

16.0

80.6

2823.0
13039
55.5

1978

3818.9
8186.9
91.2
330.0
0.0
72,2
0.0
72,2

37%9.2
0.0
20228.6
248482

-
R
xO -

2763.0
2.2
53.2

145
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INDUSTRY AGGREGATE:

RETAINED CASH FLOW...
CAPITAL EXPENDITURES.scensas
RET CASH FLOW/CAP EXPENDITUR
ISSUANCE OF LONG TERM DEBT..
EQUITY ISSUANCE...
COMMON DIVIDENDS.....
PREFERRED DIVIDFNDS..
CASH DIVIDENDS..iasssasnnnas

CAPITALIZATION:

TOTAL LONG TERM DERT........
PRFFERRED STOCK (CARRYING VA
TOTAL COMMON FQUITY..
TOTAL CAPITALIZATION.......

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TFRM DERT,
PREFERRFD STOCK,., 40«
TOTAL COMMON EOUITY.e.ievesas

INCOME STATEMENT DATA:

NFT INCOME, i4evencannpnnnan .
COMMON DIVIDFNDS..4etvovvonss
PAYOUT RATIO. o0evoesvansoce

OCCIDENTAL PETROLEUM CORP

1972

100.%
181.5

55.3
182.7

0.0
19.2
19.2

1974

816.3
28,0
98,2
2048,2
18.2
13.8
19.3
33

10%0.3

5.2
1089.2
2172.3

322.7
13.8
n.5

1975

339.2
h95.7
68.%
247.8
102.1
55.7
24,5
79.4

853.3
7.9
1192.7
2124,2

178
55,7
37.2

1858
56.4%
35.7

1977

507.3
627.2
80.9
155.0
2191
77.3
27.6
103.7

751.6
10.5

L1637

2528.2

o N
P
o x =~

217.9
77.3
80,7

1978

321.7
7980
h0.5
390.4
71.8
a7.1
32.4
9.4

143
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RETAINED CASH FLOW......,...
CAPITAL EXPENDITURES......,,

RET CASH FLOW/CAP EXPENDITUR

ISSUANCE OF LONG TERM DEBT..
FOUITY ISSUANCE....

COMMON DXVIDFNDS....
PREFFRRED DIVIDENDS.
CASH DIVIDENDS...v0euvenanas

CAPITALIZATION:

TOTAL LONG TERM DEPT........
PREFFRRED STOCK (CARRYING VA
TOTAL COMMON EQUITY.
TOTAL CAPITALIZATION

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DFBT........
PREFERRED STOCK............
TOTAL COMMON FOUITY,,,......

INCOME. STATEMENT DATA:

NFT INCOME....onavennnnanaas
COMMON DIVIDFNDS,
PAYOUT RATIO..

55.6

a47.0

69.8

GULF OIL CORP

1973

1608.,0

0.0
5569.0
74830

36.9

7.0

0.0
6329.0
81140

1065.0

28.8

700.0
331.0
87,2

816.0
336.0
a2

1307.0

73371.0
9075.0

752.0
360.0
7.9

791.0
371.0
86.8

928
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INDUSTRY AGGREGATE:

RETAINED CASH FLOWeerecaaaanaancaassas
CAPITAL EXPENDITURES.. vee
RET CAGH FLOW/CAP EXPENDITURES (PCT.).
ISSUANCE OF LONG TERM DEBTaacac.cscaas
FQUITY ISSUANCEceeeeccancae
COMMON DIVIDENDS....
PREFFNRFED DIVIDFNDS.
CASH DIVIDENDSevasscsesacanccacassscns

esccnnca

CAPITALIZATION:

TOTAL LONG TERM DEATececsacucoccaananas
PREFERRED STOCK (CARRYING VALUE)......
TOTAL COMMON EOUITYescscocscnasssanaca
TOTAL CAPITALIZATION.acsss.cssnosances

ITEMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DFBTisececacacascanans

PREFERRED STOCK...
TOTAL COMMON FQUITY.

INCOME STATEMENT DATA:

NET INCOMFacaccasmas
COMMON DIVIDENDS..
AVATLABLE. FOR COMMON
PAYOUT RATIOses.0000sccssncancnncnnsan

FIRMS INCLUDED IN CONSOLIDATION:

RFSERVE OIL AND GAS
MFSA PETROLEUM
TFXAS OIL AND GAS

1971

324.9
322.5
100.7
391.9
33.3
87.8
16.0
103.8

1431.1

54,2
1623.7
3201.5

188.8
87.8
185.7
87.3

GENERAL, AMERICAN OIL
SUPERIOR OIL
PANIIANDLE FASTERN

CONSOLIDATED FIRMS

1572

a04.9
517.0
78.3
5%2.6
18.6
89.7
n.s
1002

1682.0

52.8
1820.6
3679.7

231.8

228.8
39.2

1973

492.6
815.2
60.2
305.9
153.7
93.7
16.8
110.5

1852.4

51.8
2233.5
8270.5

3.5
93.7
305.2
30.7

HOUSTON OIL AND MINFRALS

PFNNZOIL

2115.8

un.s
2836.0
4810.8

LLKJ
9.9
50.6

863.2
10,5
253.3

25.3

1975

738.9
906.9
81.0
803.9
75.3
135.6
12.2
149,1

2385.5

%6.3
2770.7
5419.8

235.5
135.6
822.%

32.1

LOUTISIANA LAND AND EXPLORATION

1976

971.1
965.9
100.5
133.7
102.4
137.5

1341
149.4

1977

1083.3
1386.6
78.1
645.2
81.9
188.0
10.8
19R.2

2728.7

3%
3825.0
6810.2

1978

1354.7
1882.7
71.9
1113.6
108.1
FALIRY
13.4
227.8

3095.7

5.0
125.1
ThSR.9

k1.5

55.3

602.0
FALPY]
589.0

36.3

L3¢



RESERVE OIL & GAS

. "N 1972 1973 1972 1975 1976 1977 1978
INDUSTRY ACCHRGATE:
RETAINED CASH FLOW.....0ss0e 6.4 10.0 24,0 FL 25.0 30.6 33.0 R2,0
CAPITAL EXPENDITURES........ 9.0 7.0 14,2 19.5 2n.7 30.8 81,9 77.5
RET CASH FLOW/CAP EXPENDITUR 71.3 182.7 168.2 126.7 100.9 99.1 78.8 55.4
ISSUANCE OF LONG TERM DEBT.. 2.3 1.7 19,5 8.7 171 126 .8 6.3 23.1
EQUITY ISSUANCE...ccunvenses 5.9 0.1 1.5 0.0 0.2 1. 47.7 5.9
COMMON DIVIDENDS,,. . 0.0 0.0 0.0 1.2 1.5 2.0 2.6 3.2
PREFERRED DIVIDFNDS . 0.4 0.4 0.4 0.4 0.2 0.3 . 0.4 3.8
CASH DIVIDENDS.....,.. 0.b 0.% 0.4 1.7 1.9 2.3 3.0 A7
CAPITALIZATYON:
TOTAL LONG TERM DERT........ 8.0 8.7 6.1 17.5 20.7 88.6 85,2 102.1
PRFFERRED STOCK (CARRYING VA 7.7 7.7 7.7 7.7 7.2 3.2 2.0 2.0
TOTAL COMMON FOUITY....eue.s 53.3 55.6 79.3 85.7 101.6 122.6 186.3 206.3
TOTAL CAPITALIZATION,...... 7.6 74,8 107.6 13,0 133, 220.3 280.2 316.2
ITEMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DEBT........ 1ma 1.6 15.0 15.3 15.6 40.2 30.4 32.3
PREFFRRED STOCK..0eu0uaun 10.8 0.3 7. 6.7 5.1 1.5 0.7 .6
TOTAL COMMON EQUITY., T4 8.2 73.7 75.2 76.3 55.6 66.5 65,2
INTOME STATEMFNT DATA:
NFT INCOME. . 3.7 h.0 10.3 13.7 17.0 15.1 17.9 20.3
COMMON DIVIDEMDS . 0.0 0.0 0.0 1.2 1.5 2.0 2.6 3.2
FAYOUT RATIO. .. i.isenuenreaan 0.0 0.0 0.0 9.3 8.9 13.9 15.5 9.2

82E



RETAINED CASH FLOW.,.400uu..
CAPITAL EXPENDITURES.,......
RET CASH FLOW/CAP FXPENDITUR
ISSUANCE OF LONG TERM DEBT..
FOUITY ISSUANCE........
COMMON DIVIDENDS....
FREFERRED DIVIDENDS,
CASH DIVIDENDS....

CAPITALIZATION:

TOTAL LONG TERM DEBT,,......
PRFFERRFD STOCK (CARRYING VA
TOTAL COMMON FQUITY.........
TOTAL CAPITALIZATION,......

ITFMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DEPT.....,..
PREFERRED STOCK,,...
TOTAL COMMON EQUITY...

INCOMF STATEMENT DATA:

NET INCOME ..\ eeurrasasnnanas
CUMMON DIVIDENDS,.....
PAYOUT RATIO..i.ievaerensnn

97N

O -
- —_ O~
e e e

DR WO TN D~

W =3

.

MESA PETROLEUM

1973

628



RETAINED CASH FLOW....0causs
CAPITAL EXPENDITURES,.......
RET CASH FLOW/CAP EXPENDITUR
ISSUANCE OF LONG TERM DEBT,.
FOUITY ISSUANCE.......,
COMMON DIVIDENDS..
PRFFERRED DIVIDENDS. ..
CASH DIVIDENDS....000nennnns

CAPITALIZATION:

TOTAL LONG TERM DEBT........
PREFERRED STOCK (CARRYING VA
TOTAL COMMON EQUITY...u.0w.s
TOTAL CAPITALIZATION...ssss

ITEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DEBT.. ..
PREFFRRED STOCK...... .
TOTAL COMMON EQUITY..0eesn.s

INCOME STATEMENT DATA:

NET INCOME....0vvveennsnnens
COMMON DIVIDENDS....
PAYOUT RATIO...00eunnanss

-
°
=

o ee
NONONWND

- -
QODRNWO WW

P

TEXAS OIL & GAS CORP

1972

1973

waEn N
OO0 O0OWRWWN

. .

o

NONDIDPRNO

1974

128.7

139.2
267.9

1977

139.5
196.5

7.0
125.3

IR

0.0
359.3
703.8

0gg



RETAINED CASH FLOW.....00000
CAPITAL EXPENDITURES.....s0.
RFT CASH FLOW/CAP EXPEMNDITUR
ISSUANCE OF LONG TERM DEBT..
FQUITY ISSUANCE....veneesans
COMMON DIVIDENDS,...
PREFERRED DIVIDENDS,
CASH DIVIDFNDS..covnssenenss

CAPITALIZATION:

TOTAL LONG TERM DEBT.eevuues
PRFFFRRED STOCK (CARRYING VA
TOTAL COMMON FQUITY......0s.
TOTAL CAPITALIZATION.......

JTEMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DFPT.....0v4s
FREFFRRFD STOCK .
TOTAL COMMON FOUITY..... e

INCOME STATEMENT DATA:

NET INCOME...covvvrnnnsonnnn
COMMON DIVIDENDS.
PAYOUT RATIO...c0svevnnenses

—-
e
-
-

—
wOWOO NN D

-
noVoowsEa

n
o
[-X-¥-N-]

GEN AMER OIL CO OF TEXAS

1972 1973 1974
32.5 33.0 k0.3
22,4 ELA) 33.9
145.3 96.0 18,9
2.1 14,1 0.0
0.0 0,0 0.0
3.6 3.7 3.8
0.0 0.0 0.0
3.6 3.7 3.8
1.1 15.0 15.0
0.0 0.0 0.0
220.7 226.3 246.5
221.8 241.3 261.5
0.5 6.2 5.7
0.0 0.0 0.0
99.5 93.8 94.3
15.8 1M 21,0
3.6 3.7 3.8
22.7 32.7 15.5

1975

.

D =
NOANDO O

-
NOVNOOARN ™

s e e

-

26
27

o
rE-Rt
P
mON

o N w

29.3

280.2
309.5

1977

-SR]
rcOoOROO NN S
. .

DAY

COoOVOoOOO®®

28,
0.0
300.4
32489

1978

e~
TR
VOVWOO®™a~

~NONOQ w0

17.0

EALN
131.6

1e¢



SUPERTOR OIL cO

1971 1972 1973 1974
INDUSTRY AGCRECATE:
RETAINED CASH PLOW.. 39.% N1.S 47.0 15.0
CAPITAL EXPENDITURES...ccoovevsonasnasn 33.0 hg.2 92.4 83.5
RET CASH FLOW/CAP EXPENDITURES (PCT.). 119.5 8a.% 50.9 138.1
JSSUANCE OF LONG TERM DEBT..cevsenecas 1.2 21.7 58.9 28.4
FQUITY ISSUANCE.... 0.0 0.0 0.0 0.0
COMMON DIVIDENDS. 5.7 5.6 5.6 5.6
PREFERKED DIVIDEND! 0.0 0.0 0.0 0.0
CASH DIVIDENDS. sens-tacsacasnnanensans 5.7 5.6 5.6 5.6
CAPITALIZATION:
TOTAL LONG TERM DEBT..cceeunanccannsses 89.9 95.5 185.8 130.%
PREFERRED STOCK (CARRYING VALUE) 0.0 . 0.0 0.0 0.0
TOTAL COMMON EQUITY... 3191 333.0 360.8 agu.2
TOTAL CAPITALIZATION. h08,9 a28.5 506.6 690.0
ITEMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DEBT.. 22.0 22.3 28.8 2.9
PREFERRED STOCK....sss 0.0 0.0 0.0 0.0
TOTAL COMMON FOUITY..i.ssescaonnnonnss 78.0 77.7 71.2 71.6
INCOME STATEMENT DATA:
NET INCOME...eenacsoantnnansanasnsncon L] 5.1 32.7 61.0
COMMON DIVIDENDS.... 5.7 5.6 5.6 5.6
PAYOUT RATIO...sucoasn 132.1 110.2 17.3 9.2
DIVIDFNDS PFR SHARE... 1.4 1.4 1.4 1.4
EARNINGS PER SHARE...cevveannanssnnans 1.1 1.3 8.1 15.2

-
]
]
il

-

-

)

NDINDOO & W

(434



INDUSTRY ACGREGATE:

RETAINED CASH FLOW...c.ucaea
CAPITAL EXPENDITURES..
RFT CASH FLOW/CAP EXPFI
ISSUANCE OF LONG TERM DEBT,,
EQUITY ISSUANCE...s0eoecsass
CUMMON DIVIDENDS...
PREFERRED DIVIDENDS.
CASH DIVIDFNDS..ceceveconaene

CAPITALIZATION:

TOTAL LONG TERM DERT.ciencss
PREFERRED STOCK (CARRYING VA
TOTAL COMMON FOUITY....e00s.
TOTAL CAPITALIZATION.

ITFMS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DEBT........
PRFFERRED STOCK...
TOTAL COMMON FOUITY.....cnss

THCOME STATEMENT DATA:

NFT INCOME.....
COMMON DIVIDFNDS.
PAYOUT RATIO........ seeannar

PANHANDLE EASTERN PIPE LINE

1972 1972 1974
97.2 105.2 121.8
78.1 103.9 8.6
128.% 1101.2 82.0
99.7 94.2 .2
0.8 0.2 0.0
26,8 27.9 29.0
2.6 2.6 2.5
29.0 30.5 31.5
540.8 595.7 68x,1
38.5 37.8 35.6
327.5 377.h his.2
946,1 10096 172.9
57.2 56.8 58.3
a1 3.6 3.0
30,6 36.0 35.4
57.0 644 69.0
26.% 27.9 29.0
48.5 h5.2 23,6

798.7

1325.5

1976

155.7
1h3.2
108.7
96.6
T84
33.2
2.3
35.5

T46.4
33.3
SRE.6
1400.8

53.3
2.
1,9

1977

180,1
169.0
106.6
18.0
23.8
42,2
2.2
LT

687.1

31.0
672.7
142K, 3

s =
[I M
P
NN

106,40
2.2
a0, 4

1978

215.6
121.8
67.0

ERALI |

213
u7.3

2.0
49,1

723.1

29.4
766.2
1580, 8

122.9
L]
39.%

£ee



INDUSTRY AGGREGATE:

RETAINED CASH FLOW.ivavueenn
CAPITAL EXPENDITURES....euus
REY CASH FLOW/CAP EXPENDITUR
ISSUANCE OF LONG TERM DEBT..
FOUITY ISSUANCF...
COMMON DIVIDENDS.
PREFERRED D1ViDENDS.,...
CASH DIVIDENDS, ivvnnenssans

CAPITALIZATION:

TOTAL LONG TERM DEBT........
PRFFFRRFD STOCK (CARRTING VA
TOTAL COMMON FQUITY.........

TOTAL CAPITALIZATION,,04suus

ITFHS AS A PCT OF CAPITALIZATION:

TOTAL LONG TERM DFRT..,.....
PREFERRFD 5TOCX.,
TOTAL. COMMON EQUITY...00uuns

TNCOME STATFMFNT DATA:

NFT TNCOME. ceauvennnns
COMMON DIVIDFNDS

.o

1971

.

g
DO DO N O -

QDO ND =@

HOUSTON OIL A& MINERALS CORP

1972 1973 1978
2.7 5.0 17.2
7.2 29.9 a7

36.9 16.9 38.4
1.0 27.6 23.0
1.9 3.2 1.0
0.0 0.0 2.4
0.0 0.0 0.0
0.0 0.0 2.5
1.7 33.1 50.7
0.0 0.0 0.0
6.7 13.5 28.0
1.4 86,7 78.8

63.7 70.9 [IR]
0.3 0.1 0.1

36.6 29.0 35.6
1.2 3.6 16.0
0.0 0.0 2.8
0.0 0.0 15.6

1977

o
w
.

mNd
COVDG w2

-

-
D OO~

-

vee



PENNZOIL €O

97 1972 1973 1974 1975 ' 1976 1977 1978
RETAINFD CASH FLOW,...verauae 78.3 127.6 157.3 200.7 193.9 255.7 149.8 263.3
CAPITAL EXPENDITURES...u...s 90.0 126,2 292.7 285.8 201.6 157.1 207.3 g3
RET CASH FLOW/CAP EXPENDITUR 87.0 101.1 53.7 70.2 80.3 162.7 723 79.5
ISSUANCE OF LONG TERM DEBT.. 3183 213.0 52.0 211.9 300,2 212.0 158.0 226.0
FQUITY ISSUANCE.....cc0eeuan 0.0 0.0 75.3 0.0 0.0 0.0 0.0 0.0
COMMON DIVIDENDS.,,, . 16.2 17.2 18.6 331 \8.2 32.5 53,9 65.0
PRFFERRED DIVIDENDS, wee 1.5 10.2 12.7 6.5 6.1 5.1 5.8 5.0
CASH DIVIDENDS ... .iyierenanns 27.6 27.5 31.3 39.6 55.6 36.9 60.7 70.2
CAFITALIZATION:
TOTAL. LONG TERM DEBT..e0.... 685.2 773.4 791.2 797.4 815.5 729.6 822.1 778.9
PREFENRED STOCK (CARRYING VA 6.7 6.0 5.8 10 1 1.0 1.0 0.6
TOTAL COMMON FOUITY,. 463.6 h95.% §22.0 513.9 572.3 703.8 159.5 6631.5
TOTAL CAPITALIZATION...s0.s 1165.3 1351,2 1503.1 1816,7 1523.0 1%62.2 1612.9 LTI
TTEMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DFRT........ 55.% 57.2 52.6 56.3 53.5 29,9 51.0 53.9
PREFERRED STOCK...... 0.6 0.4 0,4 0.1 0.1 0.1 0.1 0.0
TOTAL COMMON EQUITY.....0..s 39.8 36.7 LR ] 36.3 37.6 8.1 AT 85,9
INCOME STATEMENT DATA:
NET INCOME.....ssss 7.2 58.7 83.7 120.8 106.8 8.0 115.5 128.2
COMMON DIVIDENDS,. 16,2 17.2 18.6 33.1 83,2 32.5 58,9 65.0
PAYOUT PATIO . iiiivannnnnen 55.2 LI 32.9 30.3 39.5 30.3 50.9 53.5

gee



1971
INDUSTRY AGGREGATE:
HETAINFD CASH FLOW., 47,0
CAPITAL FXPENDITURES..uss00a u7.7
RET CASH FLOW/CAP EXPENDITUR 98.5
ISSUANCE OF LONG TERM DEBT., va
EQUITY ISSUANCE,....... 0.0
COMMON DIVIDENDS, 36.0
PRFFERRFD DIVIDENDS 0.0
CASH DIVIDFNDS. .ivivnanesnns 6.0
CAFITALTZATION:
TOTAL LONG TERM DFRT......., 28.2
PRFFFRRFD STOCK (CARRYING VA 0.0
TOTAL COMMON FOUITY..u0ureae 187.5
TOTAL CAPITALIZATION,,..... 215.7
TTFM? AS A PCT OF CAPITALIZATION:
TNTAL LONG TFRM DERT......,, 134
PREFFRAFD STOCK..... 0.0
TOTAL COMMON FOUITY......... 86.9
INCOME STATFMENT DATA:
KET INCOME, . ouan. eve 59.7
COMMOK DIVIDFND .. 36.0
PAYOUT RATIOL ... eireienanann 60.0

LOUISIANA LAND & EXPLORATION

1972 1973 107%
53.9 69.3 120,6
107.4 78.8 120.0
50.2 88.0 100.5
89,0 0.0 0.0
0.0 0.0 0.0
36.2 6.6 38.2
0.0 0.0 0.0
36.2 36.6 L
97.2 91.5 7.5
0.0 0.0 0.0
221.9 256.4 323.6
3289 362.6 87,7
29.9 25.9 31
0.0 0.0 0.0
68.3 72. 68,2
63.0 T0.2 toR.0
36.2 36.b 8.8
K7.5 R2.1 35.6

100.4

46,2

9¢e
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INDUSTRY AGGRFGATE:

NETAINED CASH FLOW....cacass.
CAPITAL FXPFNDITURES..eaeosen
RET CASH FLOW/CAP FXPENDITURES (PCT.).
ISSUANCE OF LONG TERM DEBTeeacesssncea
FQUITY ISSUANCE...ccasaaas
COMMON DIVIDENDS<a...
PHREFFRRFD DIVIDENDS
CASH DIVIDFND S icaeecicarsennescnccans

CAPITALIZATION:

TOTAL LONG TERM LFRT...eeseecncnanacan
PREFFRRED STOCK (CARRYINQ VALUE)ee.o..
TOTAL COMMON FQUITYeeeieunaoncnass

TOTAL CAPITALI2ATION.veescane-vaa

ITFMS AS A PCT OF CAPITALIZATION:

TOTAL LONG YFRM DFRAT...... csseenn
PREFFRRFD STOCK. ..., -
TOTAL COMMON FOUITY.neaaa.

INCOME. STATEMFNT DATA:

NFT INCOME. . veeee et nasacanneannnasnns
COMMON DIVIDENDS - cauesasas
AVAILANLF FOR COMMON..... ae
PAYOUT BATIOw . qsueecianans

FIHHT INCIUDFD [N CONSOLTDATION:
AHERADA HFSR

1971

3932.9
8236.8
92.8
1337.0
121.6
903.3
158.5
57,5

9287.6
hng.s
22887.7
32579.6

MARATHON OTL,
TELCO PETROIFUM SHFLL OIL

KFHR MOCGFF SUN COMPANY

COASYAL STATFS

ATUANTIC RICHFIFLD
CITIFR SFRVICE GFTTY O1L

CONSOLIDATED FIRMS

1972

¥306.9
LTSERS
92.6
1026.0
213.0
912.8
147.4
1060. 1

9587.6
806.6
23602.6
3480631

2031.5
Q12.8
1950.0
u6.A

1973

5391.1
5506.8
7.9
1294.8
175.2
93s.2
127.9
1083.1

102%0.7

362.9
25717.5
36839.6

3019.9
935.2
2935.9
.9

ASHLAND 0L
CONTINENTAL
HURPHY OIL

197

8091.7
9481.4
85.3
2218
315.6
1072.2
136.5
1208.7

11259.1

276.7
29781.8
820894

8938.9
072.2
65,6

224

o1l

STANDARD INDIANA

UNION OIL CALTFORNIA

1975

7802.2
11885.2
67.9
2200.9
167.9
1287.)
134.8
14922.0

183321

259.0
31895.1
a7185.3

1976

91110
12152.2
75.0
4955.6
an.s
1385.2
126.0
1511.2

18100.3

201.0
35806.1
Sa9aa. 1

PHILLIPS

1977

10003,7
12957.%
80.6
8502.6
1053.6
17391
1.3
1860, 0

21901.1

223.0
*0678.5
63016.0

KLY
0.2
64,1

5672.8
1739.1
56248

30.9

STANDARD ONIO

FL. PASO

1978

12392.2
12954.6
95.7
2200.6
203.8
20n1.8
78.7
2120.4

22776.6

284.5
Xh976.3
687541

3.1
(]
65.%

6873.6
20n1.8
6531.3

RPN

LEe



AMERADA HFSS CORP

1971 1972 1973 1978 1975 1976 1977 1978
INDUSTRY AGCRFGATE:
RETAINFD CATH FLOM.......... 216.5 188,0 323.2 3778 258.1 298.0 360.9 340.1
CAPITAL FXPFNDITURES......,. 175.7 \LPAS] 282.0 7,2 283.2 291.3 21,6 353.3
RFT CASH FLOW/CAP FXPENDITUR 123.3 100, 1 133.6 78.5 91.1 102.3 85.6 96.2
ISSUANCF OF LONG TERM DEBT.. 229.9 107.1 162.% 128.0 282, 253.0 298.5 L P4
FQUITY ISSUANCE....vevuennnn 0.0 2.7 0.0 0.0 0.0 0.0 .0 0.0
COMMON DIVIDFNDS 5.1 6.0 6.4 6.6 6.7 B.7 18.5 26.7
PREFFRRED DIVIDFND 0.5 25.4 23.9 237 23.7 23.7 23,0 19.5
CASH DIVIDFNDS, oot viennanss 5.6 AL 30.3 30.3 30.5 32.% a5 h6.2
CAPITALIZATION:
TOTAL LONG TFRM DEPT........ 07,9 N38,2 558.5 611,.2 638.2 681.7 753.1 7889
PRFEFRAFD STOCK (CARRYING VA 7.6 6.9 6.8 6.8 6.8 6.8 6.0 n.3
TOTAL COMMON FONITY....... 548,11 507.6 766.8 9388 1036.3 1155.1 1293.7 « 1387.8
TOTAL CAPITALIZATION, 9831.6 992,7 1331200 1586 .8 1681,3 18435 20%2,8 2110
TTHM3 AS A PCT OF CAPITALIZATION:
TOTAL LONG TFRM DFRT........ LE RS LS| LA LI ] 18,0 7.0 36.7 .9
VREFFRRFD STOCK ... o.R 0.7 0.5 0.4 0.8 0.4 0.3 2
TOTAL COMMON FQUITY, ., 55.7 55.2 57.6 9.2 61.6 62.7 63.0 6.8
INCOME STATFMFNT DATA:
NFT TNCOMF, .. ..., 133.2 96,2 205.8 201.9 128.% 152.6 178.9 1225
COMMON DIV IDFND! 5.1 6,0 6.4 6.6 6.7 8.7 18.5 26.7
FAYOUT RATIOL . iutvnnracansn, A1 23.6 L) 5.6 8.9 9.5 16,5 271

88¢



INCHSTRY AGGRFGATE:

AL TAINFD CASH FL(W.
CAPITAL EXPFNDITURES.. sessnase
RET CASH FLOW/CAP FXPENTITURES (PCT,).
ISSUANCE OF LONG TFRM DEBT..ieasaneass
FOUITY 1SSUANCE
COMMON DIVIDENDS.
FPREFERRED DIVIDFNDS.,.
CASH DIVIDENDS..

aenes .e

CAPITALIZATION:

TOTAL LONG TERM DFBT...eveesentansnnns
PRFEERRED STOCK (CARRYING VALUE).
TOTAL COMMON EQUITY. . ieenenannas

TCTAL CAPITALIZATIONG:.0sceeennnnnsas

ITEMS A5 A PCT OF CAPITALIZATION:

TOTAL LONG TERM DFRT
PRFFERRED STOCK.....
TOTAL COMMON EQUITY......

seeas

TNCOMF. STATEMENT DATA:

NET INCOMF . i it eiinatansrnnansnancsae
COMMON DIVIDENDS.
FAYOUT RATIO.....
DIVIDENDS PER SHARE ..

FARNINGS PER SHARE. iuiuiisanantnnnas

97

N3~ A A
wOW OO W@
FOBTDIWNWD

BELCO PETROLFUM CORP

1972 1973 1978
21.3 27.1 63.8
27.3 21.2 55.7
78.1 127.6 112,85
17.6 17.2 0.0
0.0 0.0 0.0
1.8 0.0 3.8
0.0 0.0 0.0
1.8 0.0 3.8
68.8 61.% 68.2
0.0 0.0 0.0
101.8 116.8 156.2
170.6 178.2 2280
80.3 kLR 3n.h
0.0 0.0 0.0
59.7 65.6 69.6
9.8 15.0 h3.2
1.8 0.0 3.8
18.2 0.0 8.7
0.3 0.0 0.5
1.0 2.0 5.8

- A -
<
3
»

EO MO N wnN
DDA A
NN ~NANN

21.2

1.2
0.6
2.8

51.8

2.9
286.7
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1971
RETAINED CASH FLOW.,..00e00a. 88.0
CAPITAL EXPENDITURES........ 69.9
RET CASH FLOW/CAP EXPFNDITUR 125.9
ISSUANCE OF LONGC YFRM DEBT., 23.5
FOUITY ISSUANCE.....evvrvees 2.3
COMMON DIVIDENDS....... 2.2
PREFERRED DIVIDFNDS 1.2
CASH PIVIDENDS....vvsvenanss 138
CAPITALIZATION:
TOTAL LONG TERM DERT,....... 225.7
PAEFERRED STOCK (CARRYING VA 21.2
TOTAL COMMON FQUITY.,....... 351.5
TOTAL CAPITALYZATION..,.... 605.2
ITFMS AS A PCT OF CAPITALIZATION:
TOTAL LONG TERM DEPT,....... 37.0
PRFFERRED STOCK, a5
TOTAl. COMMON FOUITY......... 57.7
TNCOME STATEMFNT DATA:
NET INCOMF....vuevnserscanes k0.7
COMMON DIVIDFNDS. . ivveuenaas 12.2
PAYOUT RATIO.... 310

KERR-MCGFE CORP

1973

109.4
13,0
96.7
L