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VI, PERCENTAGE DEPLETION CONTINUES
TO BE AN EFFICIENT AND EFFECTIVE INCEN-
TIVE. With hlpher prices and profits, the industry is
said no longer {o need percentage depletion.

Have Higher Prices Substitutedfor Percentage Depletion?
A §7.50 increase in the_price of new oil from S3.50 to
SI Lis a powerful incentive. But eliminating percentage
depletion would reduce the effectiveness of the price
increase because. the incentive effect of percentage
depletion is additive to the effect of price. At any given
level of price, there will be more exploration with per-
centage depletion than without,

Could a Higher Pricefor New Oil Offset Elimination of
Percentage Depiction on New O il?SINCE the rce of.new
domestic crude oil now reflects world crude oil prices,
economic theory would say that—in the absence of
offsetting legislation to limit imports or raise their
delivered cost—an increase in taxes on domestic new
oil could not be passed on to consumers. Elimination
of p_ercenta?e depletion would, therefore, mean lower
profits and Tess exploration.

Could Market forces Operate to Offset Elimination of Per-
centage Depletion on Old Oil7 Durln? the debate. Sena-
tor Hum Fwe made an noquent plea for market
forces: “Let the market forces work." However, his
policy proposal does //orestablish a free market. It does
not require elimination of price controls It does not
even require a pass-through of the loss of percentage
depletion on gas or old oil. Price ceilings create an ar-
tificial shortage which would not exist with market
forces upendln%. Then, the government allocates the
supplies and the shortage. oIde price below the
market always causes problems of arbitrarily taking
benﬁglts from one group and conferring them on
another

Docs O Pf( Pricing Require Reimposiiion of Price C'on-
trots on New Oil* [Ne proponents of eliminating per-
centage depletion were concerned because the price of
uncontrolled domestic oil reflects the price of f_orelEgn
ail, which is not related to the cost of foreign oil. But
relgardless of how the world price is set, any domestic
oil" that is available at or below that price—or, indeed,
somewhat above it—Is @ bargain. Domestic oil is
secure. It creates no balance-of-payments problems.
Aihl the tax and royalty component of its cost is simply
atransfer of money within the United Stales economy
whereas the tax and royaItY component of the cost of
imported oil is a payment to foreigners,

Are Higher Prices ( ost-Rased? Illgher PrICES al€ repiace-
ment COSt-Dasetl. In the extractive industries, higher-
cost new prospects must be sought out m frontier areas
as time passes because firms tap the lower-cost ones
first In order to achieve energy independence, the il
industry must turn to such higher-cast projects.

_Since older, low-cost production is already in Rlace, a
higher price for it would allegedly onI_Y enrich the pro-
ducer. But higher profits on *“old" oil are a source of
funds for reinvestment in exploration and develop-
ment in an industry which, on the whole, borrows
about to the extent of its credit-carrying capacity. They
are also justified in view of general ‘price inflation.

Price controls on old oil have a perverse cfTect on
efforts to |mRrove the productive capacity of existing
fields. And tney artificially stimulate oil Consumption
when we sould"be conserving.

Are Higher Prices High Enoughfor Energy Independence?
How much incentive is enough? It is impossible to say
with any accuracy hecause orecastln(illmport deper-
dence 1S inherently subject to substantial uncertainty.
Required imports are the difference between expected
domestic supply and demand, hoth of which are
difficult to forecast in a world of sharplfy higher energy
Prlces. Accurate forecasting of the difference between
WO uncertain numbers is virtually impossible.

We can say with confidence, that higher prices will
mean more domestic production and “less consump-
tion. How much more is uncertain. Elimination of per-
centage depletion would be equivalent to rolling the
price back by close to $2 per barrel. When the Nagu n's
security is involved, it is clearly better to err on the side
ofdeveloplng somewhat too much oil than to eliminate
percentage depletion and not reach our goals for
domestic self-sufficiency.

Might it be possible to fill the domestic indepen-
dence Olgatp by using Synthetics as well as conventional
oil and” gas?  rapid development program for syn-
thetics is essential, but the Ion?_ lead limes for_,olant
construction make it most unlikely that it will be
physically possible to fill the domestic independence
ap by 118 by usmlg synthetics in any event syn-
etic Ilczmd fuels will” be no bargain. Recent estimates
stale that a profitable shale plant would require roughly
$10to SI5per barrel in 1*>74 dollars.

VII. PERCENTAGE DEPLETION AND COM-
PETITION. It has been ar?ued that percentage deple-
tion for large integrated il companies gives them an
incentive to raise crude oil prices art|f|0|all¥ _thus
squeezing profits of non-integrated refiners. This ig-
nores the facts:

(D) Inan industry characterized by low concern
lion and free entry—as in the oil producing busi-
ness—comﬂa_nles ave no discretion as to~where
they lake their profits. .

(2 Neither the Internal Revenue Service nor state
tax authorities permit companies to adjust their in-
t;rn{atl crude oil prices arbitrarily in order to minim
I/e taxes.



(3 The benefits from lower Federal income taxes
wouid be more than offset by increases in land-
owner's royalty and state severance taxes and the
cost of purchased oil.

The facts show that independent refiners have im-

proved their market share in recent years.

~ Percentage depletion is clearly not anti-competitive
in the Froducmg stage of the industry, where the deple-
tion allowance Is one advantage which many of the in-
dependents have over the majors—considerthe 70 per-
cen* personal income tax and compare it with the 48
percent rate on corporations.

VIII. PRICE EQUIVALENT OF PERCENTAGE
DEPLETION. Considerable confusion has arisen
over the effect on industry costs and cash llows of los-
ing percentage depletion.

Erroneous Computations ofthe Price Equivalent of Per-
centage Depletion. WhO”Y incorrect estimates of the
price required to offset loss of percentage depletion
were offered during the debate. One asserted one-third
of a cent a gallon. Another asserted 0.6 cents per
gallon. Three cents is more like .

The Average Value oT Percentage Depletion Assuml_ng
an average price of $7.50 per barrel and an average in-
dustry tax rale of 52 percent, the price increase that
would be needed to make the producers “whole” a?aln
after ehmmath percentage depletion works out to
S1.40 per barrel or 3.3 cents per gallon of domestic
crude oil. The avera([;e Sgnce of old domestic crude oil
in 1974 is now abouf S5.25 per barrel; that would call
for a price increase of $.79 per barrel or 19 cents per
gallon of domestic crude oil.

Percentage Depletion and Economic Incentives, The critl-
cal economic effect of percentage depletion is found in
Its impact on new investments in petroleum explora-
tion and production, as well as introduction of second-
ar)( recovery and reworking of older, low-yield wells.
(Its average value measures the total How of funds at-
tributable to the allowance.) Newly-discovered
domestic crude oil in the United States 1s selling at a
price of around $L1 a hanel. Removing percentage
depletion on new developments would call for crude
oil price increases in the ranﬁe of SL77 to SA.47 per
barrel, or 4to 11 cents per gallon for a corporation and
an individual in a 70 percent marginal lax bracket,
respectively,

Without a compensating increase in revenue,
abolishing Rercentage depletion would cut (he oil pro-
ducer’s cash flow by 15to 30 B_erpent at the margin, and
drain the industry of $2-3 billion per year of funds
badly needed for Teinvestment.

concruston. A major effort is under waa/ in the
United States, Canada. "Europe, and Asia to decrease
consuming country dependence on OPEC oil. Market
forces are spurrlnF an intensive worldwide effort to
brlng on new supplies. (Domestic capital expenditures
%t e larger American companies in the first half of
1974 were over twice the 1973 level.) But further effort
Is needed, Market forces will he more productive of in-
creased |ndlgenous energy supplies with percentage
depletion and an unimpaired foreign lax credit than
without. “Let the market forces operate” without
?overnmental impairment and without increased taxa-
jon.



PETROLEUM TAXATION AND

ENERGY

INDEPENDENCE

Are Percentage Depletion and the Foreign Tax Credit Obsolete?

INTRODUCTION

A number of Ero?osals have been made lo chan%e
the tax treatment of the petroleum industry. Despite
the obvious and growing problems our country has hud
in producing enough energy, most of these_proposals
unwisely seek to increase petroleum taxes. They mark
the petroleum industry for punitive legislative action.

How can supplies be increased b mc_reasm% taxes?
IS there not a dangerous contradiction in such an ap-
proach?

During the course of the recent Senate debate on tax
amendments to the debt ceiling hill (Il. R 14832).
proponents of a lax increase attempted to explain this
ai)parent contradiction in a number of ways' They
alleged that petroleum industry profits are too high-
higher than are needed—and that the industry pays lit-
tle or no taxes. U.S. tax rules on forelgn earnings were
said to subsidize foreign operations at the expense of
greater domestic effort, and the petroleum industr
Wwas accused of excessive use of the fo,relgn_ tax credit.
Percentage depletion was said to be “inefficient'" and
“obsolefe” as an incentive Percentage depletion was
also alleged to be anii-compelilivc. Higher prices were
said lo be all the incentive that is needed for energy in-
dependence, but free market prices were said to bé loo
high and to require controls because they are not
Justified by costs of production.

It was agreed that the national interest requires in-
creka?jed domestic oulput of oil and gas Senator Fannin
asked:

We want to get petroleum production in this coun-

try, we do not want lo be dependent on foreign oil;

IS that true?
Senator Humphrey responded:

Senator, the ‘more we can be dependent on our

own resources, the belter. /congressional Record—

senate, June 25, 1974, p. S 11
“The more we can he dependent on our own
resources, the better." That should be the Nation's
watchword for energy ‘oollcy. Yet Senator Humphrey
and his co-sponsor colleagues paradoxically proposed
elimination of percentage depletion retroactive to the
beginning of 1974. Normally, one would think that
higher taxes would lead to lower supplies, but the pro-
Fonents concurrently call for energy independence and
or higher petroleum taxes.
_ What are the facts? Can the country have hoth the
increased supplies it needs and a heavier tax burden on
the petroleum industry? Has the time come lo elimi-
nate percentage depletion and to increase taxes on
foreign-source income b}/ significantly limiting the
foreign lax credit applicable to’oil and 3as produced in
foreign countries? How could increased petroleum tax
costs be compatible with decreased dependence on oil
from insecure foreign sources? 1bis paper will attempt
to deal with the urgent policy issues implicit in these
many important questions,

M'ago olalioiis listed m Iliis way in Ihe levt relerin die (‘imstrewotml
vinoin 0die Congress. 2nd Session



RECENT

Througlhout the debate, the proponents asserted that

t{]eb Ipetro eum industry has become inordinately prof-

itable;
So what we are really talking about here is ex-
Clelsjfli\i]e funds in the hands of oil companies ... [S
If you' take 1974 on hoth domestic and forel%n
ﬂproflts), Mr. President, we really gel up in the
stratosphere ... [S 1473 N
The multinational oil companies are now.profltmgf
beyond the dreams of avarice from higher oi
E)rlces. (S 11478] _ _
ndePendents currently are getting the largesi
rofits in the domestic industry. |S 114601

What are the facts? Is the oil industry making too

much money?

In testimony on August 13 1974, before the Sub-
committee on Government Regulation of the Senate
Select Committee on Small Business, Secretar% of the
Treasur% William E. Simon slated that .. the facts
about the Brofltablllty of the oil industry are bemg
obscured by a smoke screen of hyperbole an
dema?o?ucr —from both sides.” Qil company profit
reports for 1973 and the first part of 1974 show Iarﬁe
increases compared with 1972 and 1973, However, the
earlier period represented the lowest profit return on
Investment since 1964. - .

Through 1973, oil industry profitability was in_ the
central range of the profit performance of American
business generally The TTC data submitted by Secre-
tary Simon showed the industry averaging eighth or
ninth place in the 1958-1973 period among 29
manufacturm% industries covered. During the Senate
debate, the ITO data were misinterpreted as showing
superior petroleum profit performance:

Mr President, for the mdustrY over the last 23
years, in 17 of these 23 years the relatlonsh|P of
Proflts to e%m_ty in the oil"industry was better than
hat of, | think, all other manufacturln? com-
panies. Tor every year, |cannot say so, but for 17
out of 23, that is not bad. (S 11 _
In fact, the oil industry was better onlty by a paper thin
margin. The TTC data showed that the petroleum
average rate of return over the period was 11 7percent,
while the_return for all manufacturing was 109 per-
cent—a dillerence of only 0.8 percentage Romts. Simi-
lar Inn_more comprehensive data from the Tirst Na-
tional City Bank show oil ahead in only 12 of 23 years
with an average return of 125 percent for oil and” 123

INDUSTRY PROFITABILITY

percent for all manufacturm?._* Inadequate petroleum
profits from 1956-1972 contributed directly lo a pre-
mtpltous decline in exploration and to a depressed pace
of refinery construction. .

Petroleum industry profits increased in 1973 and
a?aln have increased in 19/4. In the first nine months
of 1974, profits of the five largest American interna-
tional il companies were up 50 percent from the first
ning_months of 1973, Profits of a representative giroup
of 27 American companies were up 66 percent 0 an
annual rale of about S14.5 billion. This indicates a rate
of return of 21 percent on shareholders' equity in com-
%%on with 14 percent in the first nine months of

However, a Treasury Department survey of 19com-
panies showed that 52 Percent of the first quarter profit
Increase was attributable to one-time inventory profits,
occasioned by normal sales of crude and product car-
ried_on inventory records at the lower prices of an
earlier period but sold at today's higher prices, As the
Secretary pointed out. these inventories must be
replaced at a higher price, and inventory profits do not
generate acash tlow that can be used lor investment in
new capital facilities or for other ongoing corporate
purposes, Another 17 percent of the first (warter 1974
profit increase came from chemical operations, and. 8
percent from gains on currency fluctuations and profits
on tanker o?_eratlons. Only "26 percent of the first
quarter profit increase came from mainstream
Petroleum operations. Inventory profits persisted in
fhetsecond quarter, Inn to a lesSer degree than in the
irst.

Based on inventory profits reported by seven of the
Z7 American companies, the industry's annual prolit
rate in the first nine months of 1974 would have been
about $2 billion lower, with about an 18percent return
in the absence ol inventory profits (but including the
chemicals mcrease%. That is a good return, but it'Is by
no_means too high The Chase Manhattan Bank has
estimated that it th:*oil industry is to raise sufficient
funds lo meet dcmmd. " The Tate of return on in-
vested capital will need to range between 15and 20

*—The C'ily Hank .sample lot the oil imliisiiv includes several major
ml producing companies as well as inicgraicd linns ami refiners,
while the TTC sample includes only those nil companies which
engage in rcliniiig The ITC drastically revised ihe reporting basis
lor its daia series beginning with die lirsi qtiarier ol 1)7*I Overlap
ping data lor lhe lasi quarter of 1*)71 show dial lhe new data series
are not comparable lo earlier years



ercent.’*1 In recent testimony hefore the Federal
nergy Administration, representatives of two large ail
companies were in general agreement with this re-
quired range of rales of return.2 If the Energy Tax Act,
H. R. 17438, had been in effect, the 18 percent return
would have been less than 14 percent, apart from the
Wingfall Profits Tax. Enactment of the Windfall Prof-
its Tax proloosed by the Committee on Ways and
Means would have reduced the 14 percent “return
further, with the amount of the reduction dependent
on how well the industry could satisfy a stringent
plowback provision. co
It is the mainstream petroleum profifability which
must act as the foundation for greater investment to
bring on more energy supplies, Unfortunately, there
are strong reasons for concluding that it has not yet
become 4 d_eﬁendable foundation—even beyond the
danger of higher taxes. .
Petroleum” industry profits are reported in accor-
dance with generally accepted financial accounting
8r%ctt|ces, contrary fo allegations made during the
ebate:
... 0ne must recognize that oil profits are always
understated in comparison to the profits of olhet
industries .,. The immediate write-off of drilling
expenses is a deduction from profits that is unique
to the oil industry, and the vast bulk of pe[centaﬂe
depletion also is taken by that industry. Tints, the
oil industry enjoys extraordmarY opportunities ...
to agene_rate tax-Tree cash How that firms in other
industries would have to repott to profits. |S
 11469-11470) .
Ibis allegation is wholly unfounded. (A etimilar com-
ment in a recent letter t0 the AVIV York Tinics Was
categorically denied by Price Waterhouse & Co.)" ihe
Proflt data reported by Ihe First National City Hank and
he TTC are from financial accounting records which
Properly allow for these lax savings and which report
them as profits, Furthermore, these accounts generally
include intangible drilling costs of productive wells as
capitalized items; hence, the asset data which are
divided into profits to give rate of return are compara-
ble to other Industries.
~ tIndcr stable conditions, generally accepted account-
!n% practices give an accurate picture of a firm's and an
industry’s performance and health. However, in a
period of severe inflation,, the[)j give a distorted picture
which overstates real profits. Under generally accepted
accounting practices, the long-lived assets of a firm are
valued at historical dollar costs; and these historical
valuations provide the basis for capital amortization
charges, which allow the linn gradually lo recover the
(_:a‘plta_l invested in its long-lived assetS. In a period of
intlation, however, the real purchasmﬁ—powcr value of
the dollar steadily shrinks, and the charges for capital

amortization are insufficient to recover the firm's real
capital. Amounts set aside to cover capital amortization
increasingly fail to reflect the true replacement cost of
long-lived assets. Thus, currentl¥ reported Proflts are
actually overstated to the extent that they reflect these
inadequate capital-recovery provisions. The profit dis-
tortion is higher for capital-intensive industries
because such a Iar_?e part of their total costs is ac-
counted for by capital amortization. In what can only
be termed a form of economic double jeopardy, these
inflation-swollen profits often attract demands lor in-
creasing the tax burden of industry on the erroneous
pretext of "ability lo pay”.
~ The problem is partlcularl%/ acute for the petroleum
industry, which is aan? the most capital-intensive
ma{or industries. The First National City Bank has esti-
mated the eroding impact of inflation on Retroleum in-
dustry profits since 19504 Its estimate shows that re-
Ported Industry profits 0T$10 billion in 1973 amounted
0 only $5.2 billion when corrected b%/ the gross na-
tional product Imﬁllcﬂ price deflator. The Bank reports
that throughout the period since 1950, the gap between
real and reported earnings has widened and now ac-
counts for almost half the reported total. Deflated in-
dustry rate, of return data are not available, hut the City
Bank study cites one major international il company
which recomputed its profit and asset data in constant
dollars, Its rate of return fell to _9Rercent from an unad
justed figure almost twice as high,
Sune apart from the problem of inflation, petroleum
and the other extractive industries operate in an en-
vironment of increasing real costs because, over time,
more und more resources must he employed to find
and develop new petroleum supplies to replace those
that are consumed. This serious problem is analyzed in
detail in Section VI E, but it should be noted here that
?_enerally accepted accounting practices do not allow
irms toutilize the true replacement costs of their long-
lived assets in calculating income. Thus, the true prof
its ol the petroleum industry arc further distorted
Even if the United States should soon bring inflation
under comol, this problem of mcreasm(]; real replace-
ment costs will continue to plague petroleum industry
financial reports. _ o
~ Whether or not Ipetroleum industry profits will con-
tinue at the same levels over the next several years is
an expeedmgly clouded question. An independent
analysis of the profit situation during the last half ol
1974 states that:
Inventory profits cannot he expected to make
much of"a contribution. Profit margins on world-
wide product sales and on foreign crude_produc-
tion have come under pressure because oil output
IS In excess of demand at present and inventories
arc highs



This analysis shows no glittering expectation of further
increases in rates of return. , _ _
Over the longer term, costs are increasing rapidly as
much higher-cost, harder-to-find, harder-to-develop
replacements arc pursued. Foreign production profits,
which have been a S|?n|_f|cant source of funds for in-
creased investmenf in the United Stales, are
threatened by a variety of host government actions. As
the previously mentioned City Bank memo puts it:
The underlying assets of petroleum companies arc
presently exposed to erosion from inflation, from
nationalization and from reserve-exhaustion. A
new investment effort is needed immediately, if
this process is to be reversed. Last winter’s crisis
brought forth ".he necessary good resolutions; but
their fulfillment remains Uncertain and the time
lags will inevitably be long.(
The key question is whether current and expected
petroledm industry profltablllt?/, even under the pre-
sent tax rules, will"be enough to bring on needed suP-
plies. The magnitude of the task of regaining safe

levels of enerqy self-sufficiency is enormous. Secretar?]/
Simon referred to one "representative study™ whic

estimated the requirements for ener cag)l al in the
United Slates hetween 1974 and at S850 billion
T(|n 1974 prices), over S400 billion of which would_be
or the domestic petroleum industry. That is S36
billion per year for petroleum apart from further infla-
tion—four times the expenditure rate of Ihe past five

ears.

y_ These capital needs cannot be met by any combina-
tion of reinvested earnmgis and debt and equity financ-
gn% unless there is a substantial and sustained increase
in‘the earnings of the many cqm(Panles making up what
I known as"the petroleum industry. Unprecedented
1974 earnings—composed in part of one-time invento-
ry profits, affected by inflation, aided by recovery in the
Iongz,—depressed chericals business, and reflectln% pro-
duction out of older, lower-cost reserves—do not fur-
nish support for the assertion that “the industry has all
the profits it needs.”



RECENT

Some oil industry c: .tics direct attention to published
compilations of income and lax data which purport to
show that the United States income takes paid by 19of
the largest oil companies constitute only a negligible
Percent_age of their net incomes. The more outraged of
he critics take note of the allegedly higher tax burden
borne by the “janitors who clean up the offices of these
companies™ as final and incontrovertible proof that oil
industry taxes must be increased. o

The most recent of these compilations, published in
the congressional Record Of June 20, 1974 [pageS
11163], states that the Federal income taxes paid in
1973 by the listed oil companies averaged only about 6
percent of their net incomes, with one company paying
at a rate of only L1 percent.

_This compilation is falsel1y done, as has been true of
similar ones in the past. The fallacious basis of the
method has been repeatedIY pointed out. And during
the debate. Senator Bartlett again demonstrated the
fallacy in response to a quotation from the table pur-
porting to show that the 1973 F.xxon tax rale, for ex-
ample, was 5.4 percent: _
lie does not sta} whether that is Federal tax as a
percentage of U.S. income or Federal lax as a per-
centage of worldwide income. What it is, 1t is
Federal taxes ... [as g percentaqe of worldwide
income. If we list all the taxes for lixxon, it would
amount to 60.6 percent in taxes, not royalties, that
they are paying as a é)ercentage of théir total net
income worlawide, [S 1146 o
By comparing apples and oranges, the tabulation in-
evitably shows a distorted view and creates an er-
roneous impression The apparently negligible income
tax burden of United States oil companies Is “proved”
ll)lY.comgarmg worldwide income, on which both
nited Stales and foreign tax is paid, with United
Stales income taxes alone, rather than comparing
worldwide income with worldwide income taxes. When
compared on the latter basis, the data in the table show
that the worldwide effective income tax rate lor all of
the companies was over 4o percent—not 6 percent.
Moreover, the tax data for some companies do not in-
clude taxes paid by some of their largest foreign affili-
ates. Inclusion of those taxes would increase the o
percent effective tax rate. ,

It was argued during the debate that the worldwide
lax rate is irrelevant for purposes of the United States
ICongress because that body cannot control foreign tax
ans.

INDUSTRY TAX BURDEN

We do not have control over taxes on foreign ail.
Other countries control them ... therefore, |
thought most likely we ought lo kind of confine
%25763!\/65 to the lax laws of our own country. [S

But the tax laws of our country (and all other ma]for in-
dustrial countries) do recognize the primacy of host
country taxation. And the Congress should not permit
itself to ignore forelﬁn taxes to the extent of imposing
unreasonable overall lax requirements on American
companies. o

Perhaps the hasic illogic of the 6 percent tax_burden
comﬁutatlon can best be illustrated by considering how
much tax the Congress would have o impose in order
|o raise the 6 percent rale to 48 percent (United States
tax_divided by worldwide income) A tabulation of
1972 tax and ‘income data for 18 American oil com-
panies showed worldwide net income before ,forelgn
and domestic taxes of SI33 hillion and profit after
taxes of S5.5 hillion. The United Stales tax was $0.9
billion, for a 6,8 percent ratio [0.9; 133 = 6.8 per-
cent?. To raise that ratio to 48 percent would require a
total United States tax of $6,4 billion |.48 x 133 =
6.4[. That would be a United States tax increase of $6.5
bl”lOﬂ, which would wipe out 101) percent of the com-
panies' worldwide pro/its. H'_Iell' totaf_Unlted St_&lES tax
would be 136 percent of their domeslic-source income.
(The incomplete data in the tabulation in the congres-
sional Record WOUId indicate a loss of 80 percent of
worldwide profits.) _ _

Il one wishes to look only at United States income
taxes, the base should be United Slates income,
Foreign income, dqenerated by operations conducted
outside the United States and ‘subject lo Ihe prior tax-
ing nghts of the host forel?n ?overnments, should he
excluded—or excluded at [east to the extent that it is
subjected to a foreign income tax as high or higher than
the United Stales tax would be on that income. Com-
puted on this basis, the tabulation olTlata from 18large
American petroleum companies showed that thelr
effective United States iiuome lax rale lot 1972 (Ithe
most_recent year I'a which such data were available)
was 25.6 percent —not 6 percent,*

To give the entire picture ol comParatlve tax_burden,
the analysis should include all taxes paid, ihe
petroleum industry bears more than its share of direct
Or non-income taxes, levied particularly by state and
local governments, tixciudtnp SAICS OF €XCiSe taxes on
products sold lo consumers, a gieater portion ol



petroleum industry revenues 1is paid over as taxes to
Federal, state, and local governments than is paid on
the average by other U.S. industries. The total
petroleum industry tax burden 1is 6 percent of gross
revenue; other businesses pay 5 percent.9

In short, the facts are that the petroleum industry

bears a Federal income tax burden, properly com—
puted, of over 25 percent; and when all taxes paid in
the United States to all levels of government are con—
sidered, ithas a tax burden greater than the avenge for
U.S. businesses.



FOREIGN OPERATIONS OF AMERICAN
COMPANIES ARE CORRECTLY TAXED

Because of its heavy foreign income lax burden, the
American Petroleum industry pays little United States
tax on its _
posals heard in ihe Senate debate woulu reduce or
eliminate the foreign tax credit provision for American
oil companies operating abroad:

... If we were trying to seek some revenue from
al American companies which have investments
abroad, and if we were to change the foreign tax
credit to a deduction instead of a credit, the Nation
would gain about $4 billion in additional revenue.
It may be that tax rate would be altogether too
high. "I would be the first to concede that it would
be if we add the American tax upon the foreign tax
that has been imposed; but if we were to tax them
at just one-half that rate, that would bring more
tax revenue of $ billion. Of that amount, approx-
imately S1.25 hillion, or about 60 percent, would
be revenue derived from U.S.-hased multinational
oil companies. [S 114841
In fact, all of these revenue estimates are overstated.
Tiere would most likely be no revenue gain hecause
taxing on top of the forgign rate at either a full or half
United States rale would render American firms non-
competitive and drive them out of forgign business.
With no foreign business, there would™ be no tax
revenue. . _ _

These proposals to eliminate the forelgn tax credit
{_or oil companies are grounded in several misconcep-
jons.

A._Are Foreign Profits Too High?
_ The proponents ar?ue that the United States should
increase its taxes on foreign oi)eratlons because a large
part of the recent hlg%_he_r_petro eum industry profits has
come from those activities: _ _ _
[in 19731 the seven largest international oil
companies reported a percentage increase of 6.4 of
their profits in the United States, while they re-
Fort_e a profit increase_of 136 percent in their
oreign earnings. [S 114731 _
However profits on fore_lqn.operatlons, are still not ex-
cessive despite substantial increases since 1972.
. Most production from foreign.oil fields, particularly
in the Middle Fast, has a low unit cost. The reservoirs
are large, and the production per well is much greater
than in the United Slates. However, taxes are also very
high; and per barrel profit generally has been very

oreign, operations. Accordingly, some pro-

modest—contrary to a popular misconception:

... Middle East ail sells for about S10.00 per bar-
rel, which leaves an awfully large profit of some
$3.00 per barrel, [S 1126

The complete story is quite different _

Gulf Qil Corporation recently stated that for the first
half of 1974in Kuwait, it purchased an average of 663 -

000 barrels per daY of government oil at a buyhack

price of S10.85 for the first five months and S10.95 for

June. Gulfs entitlement of equity oil was 510,000 bar-

rels per day. This equity oil cost Gulf S7.03 per harrel,

after taxes, royalties, and oi)eratmg costs. Thus, Gulfs
composite cost per barrel (the only relevant cost
because one barrel would not he available without the
other) was $9.19, not $7.00. Published estimates indi-
cate that Gulf probably sold this oil at an average price
of about S9.50 per harrel, gl\_/lﬂ% a per barrel profit of
s_omethln% over 30 cents.10 Simi ar_Igl Exxon Corpora-
tion has sfated that its profit on Middle East ail is con-

siderably less than S0cents per barrel. 1

Profit” margins under 50 cents per barrel are not
enough to provide the funds needed to meet the capital
requirements necessary to supPI?/ future  worlawide
energy demands. It is important o the United States
that Supplies be generated to meet these demands,
both from the wider viewpoint of world economic and
political stability and from ihe narrowct concern of Ihe
price we ourselves will have to Pay_ lor imported sup-
plies pending the lime when greatly increased domestic
production can be brought on stréam. _

Foreign producing countries are well aware that if
there is-any room left to reduce the overseas produc-
tion profits of American companies, it is they as the
host ‘governments who will exact the tax increases.

OPEC Resolution 90 of June 25, 1968 |sadecla_ratorr

statement of petroleum policy in member countries. It

includes a renegotiation clause stating that. N
Notwithstanding any guarantee of fiscal stability
that may have been granted to the operator, the
operator shall not have the right to obtain ex-
cessively high net earnln?s after taxes, Ihe finan-
cial provisions of contracts which actual Ig result in
such excessively high net earnings shall be open lo
renegotiation _ . _

It goes on to define excessively hlﬁh net_earnings as
.. et profits after taxes which are significantly in
excess, during any twelve-month périod, of ‘the
level of net earnings the reasonable expectation of



which would have been sufficient to induce the
operator to take the entrepreneurial risks necess-

_ary.. :
This pollc_Y clearly does not leave any room for addi-
tional United States income lax which'is [oPosed_con-
trary to the universally accepted policy of international
taxation that the host government has prior rights to
tax income having a source within its boundaries. On
September 12, most of the OPEC countries once again
asserted their primacy in tax IJurlsdlctl_on_by raising oil
taxes; three countries raised faxes again in"November.

Nor do foreign refining and marketing profits offer a
more_likely source for new taxes. A study released by
the First National City Bank showed that 25 companies
in Western Europe realized a rate of return of only
about 5percent on refining and marketing activities lor
the decade before 1973.2Even though these profits in-
creased substantially in 1973, along with profits from
chemicals operations, they barely reached acceptable
levels. Demand has ?one down in 1974 1in EuroPe and
Japan (as well as in the United States) due to the in-
creased prices, high inflation, and unsettled business
conditions. When' this_is coupled with price controls
which are in effect, it is probable that foreign refining
and marketing profits will have shown no improve-
ment in 1974,

H Is The Foreign lax Credit A Tax Incentive?
_ Some critics further argue that the foreign tax credit
is an incentive for American companies t0 o abroad,
rnher than explore for and develop “domestic
resources: o
... this Nation, imprudently in my judgment, has
had policies in effect that made it'more profitable
for people to find and produce oil overseas than to
find and produce it here. IS 112801
I he foreign tax credit is not an incentive. Foreign taxes
on petroleum operations are higher, not lower than
United Stales taxes. The foreign tax credit mechan-
Ism—which is alppllcable loall companies inall indus-
tries, not just oil companies—only assures that Ameri-
can companies will not have to pay double taxes when
ihe foreign tax burden is already aS high or_hl(];her than
the United Stales lax burden would be if The same
operations were conducted in the United Slates. It
makes the United Stales tax treatment of business ven-
%_ures neutral as between domestic and foreign opera-
jons.

If the foreign lax credit is eliminated for American
petroieum companies, the effect will be to drive them
out of foreign exploration and production. As former
Ats§|atant Secretary of the Treasury, Stanley S. Surrey
stated, =

American investment would not proceed at all
without the foreign tax credit because then two

taxes would be imposed and the overall burden of

two taxes would he so qreat that international in-

vestment would practica Igcease. 15
Profits on foreign operations do not represent a source
which either should or. realistically, can be taxed by
the United Slates. The United Stales, of course, could
chan_?e_ its laws and eliminate or reduce the forelqn tax
credit in an attempt to tax these profits, but the clearly
predictable result would be to make U.S. companies
non-competitive and force them to surrender the
tt)_peratlons to the competitor companies of other na-
jons.

C. Is The Foreign Tax Credit Over-Used By Oil
Companies? - _

Some critics say that the oil industry uses the foreign

tax credit to excess: .
... Recently | learned that no other U.S. industry
uses the forel_?n, tax credit on the same massive
scale as the oil industry. The U.S. il companies
take more than 45 percent of all foreign tax credits
claimed by U.S. industry. For US. industry as a
whole, forggn tax credits reduced U.S. tax hills by
less than 15 percent in 1971, compared to more
than 75 percent for the oil companies. |S 114631
Of course the oil industry uses the most foreign ta<
credits It has tho most foreign income of any Ameri-
can industry. And its foreign earnings arc a higher per-
centage of its total earnln%s. . .

A straight-forward explanation of the fOI’eI(tJH lax
credit was given by George P. Shull/, then Secretary of
the Treasury, in" his February 4, 1974, testimony
before the Committee on Ways and Means'

The major nations of the world have a network of
systems designed to avoid excessive double taxa-
tion of income. Those systems vary in detail hut
fall into two general Categories ~Under some
systems, income earned abroad is simply not taxed
in the home country. France, and the Nether-
lands, for example, fave systems which generall

follow that hasic concept. Other countries, includ-
ing the United States, Great Britain, Germany,
Canada, and Japan—our major trading partners—
have lax credit systems _
The basic concept of a lax credit system F that the
country in which the business activity is carried on
has the lirst n%lht_ to tax tho income from it even
though the activity is carried on hy a foreigner.
The Toreigner's home country also” taxes the in-
come, hut only to the extent”the home tax does
not duplicate the lax of the country where the in-
come isearned. The duplication iseliminated by a
foreign tax credit .,. _ .

Note that the foreign tax_ credit only affects in-
come earned in some foreign country through ac-



tivilies conducted in that country. Income arising
cut of operations conducted inthe U.S. and the
taxgston that income are totally unaffected by the
credit.
The foreign tax_credit prevents double taxation and
does not result in lower taxes on domestic-source in-

come.
Secretary Shultz then presented a graphic table
which clearly demonstrates why the oil Industry uses
more forelgin lax credits than_other industries:
The following table permits one to understand the
fad that high taxes are being paid by the oil indus-
try to foreign governments on the Iarge proportion
of non-U.S. income that is earned by these cor-
Boratlons; that the United States gives a credit for
S. taxes on the foreign source income that
results in an excess credit; that these credits do not
reduce U.S. income taxes on the income earned
from U.S. operations; and that the same basic tax
credit principle operates for all U.S. industries, not
merely oil.1
me_tt%ble referred to appears on the next page as Lx-
ibi
The table shows that oﬂ,comgames had $3.2 billion
of taxable foreign income in 19/0and used about $L 6
billion of foreign tax credits <48 percent normal cor-
porate rate plus a surtax of 1,2 percent):

Foreign ~ Domestic Tolid

Billion Dollars ......

Inxahlc Income S12 S1.6 AX
loicniiul 1) S tux 1£> I8 24
Foreign lax Credit 2 24
tinused Credit 0K II'X
Admil LS 1ix (K K

The.comPanles had another $.8 billion of unused
credits  1'hesc unused credits did not reduce their
United States (ax on United Slates-source income.
United » ’cs source-taxable income was $1.6 billion
with a_ % . of about $0.8 hillion 248 percent plus sur-
tax) The total potential United Stales lax was about
$24 billion on a worldwide income ol $4.8 billion, and
the usable foreign lax credit of $1.6 billion “reduced”
the %tlentlal tax by two thirds to $0.8 billion 116j 24
- (A 75 percent reduction was cited above Idi
1971, when foreign taxes were higher.) Hut there is
nothing sinful about that two-thirds “reduction” It
merely reflects the fact that two-thirds of the taxable
income_ was earned abroad |2.4 #86 - 2/3|.
Consider, as a random example, firms in the Com-
puters and Business Machine Industry, The table
shows that they had taxable income of about $.8
%I}logllai\broad and had a usable foreign lax credit of
4 billion:

Foreign Domestic Total

"""""" Billion Dollars -

Taxable income SO 8 S1.2 S2.0
Potential U.S. Tax 0.4 0.6 1,0
Foreign Tax Credit 0.5 — 0.5
Unused Credit 0.1 - 0.1
Actual U.S. Tax — 0.6 0.6

They had about $L2 biilion of taxable income at home
and "paid about $0.6 billion in domestic taxes. Their
total Oloo_tentlal tax was about $1 billion on S2 billion of
worldwide taxable income. Their usuable foreign tax
credit saved $0.4 billion in taxes, a “reduction” of
“only" 40 percent, in comparison with a “reduction”
of two-thirds for oil. But their taxable fore;gn earnings
were also only 40 percent of their worlawide total. As
with oil. theif “reduction” in United States tax equals
the ratio of foreign taxable income to worldwide taxa-
ble income. It is all the same forel%n tax credit for
everyone, and the oil industry does not use it to excess.

8,. Is An American Presence In The International
il Industry Desirable? _ o
If the_forelgn tax credit were denied to American oil
companies, they could no longer compete abroad with
forcign-owncd ‘companies. Sooner or later, American
companies would have lo surrender their position in
the supply and distribution of crude in world markets,
including the United States import market. This would
leave the international oil business in the hands of
forelgn—owned comBames,_ many of which are owned
in whole or in part by foreign governments. Nonethe-
less, some have ur%ed_ that this would he an entirely ac-
ceptable, indeed desirable result. They charge that
I nilod States ol companies arc investing abroad at the
expense of domestic investments and fhat increasing
foreign oil production is of little or no benefit to the
United States: o , .
... that economic policy ... resulted in our d_rllllng
rigs and investment capital being used to drill an
produce more oil in foreign countries . than in
producing it here. ~~ ~
.this Nation is still fabricating drllllng platforms
and drilling rigs to be placed on the hottom of the
North Sea to produce oil for England and Euro-
pean nations generally . In lime 0f need, we can-
not rely on one barrel of that ail. It will go to
) EUI’O%E. (S 112601 )
Neither charge will stand up under close analysis.
There 15 a shortagie of drilling equipment at that mo-
ment, hut that is a transitory matter which will he cor-
rected as new manufacturing capacity is developed. It
has not E)revented akb ercent.?am in domestic drilling
<irst half 1074 vs. 19 ? and it must not be used as an
excuse to change tax policies which are in the long-run
interest of the Country,



Ejchlbit A

INCOME AND TAXES PAID
OF THE 79 LARGEST US. COMPANIES,* 1970

U.S. SOURCE INCOME FOREIGN SOURCE INCOME
Investment Foreign Taxes Paid
Tax Credit & Accrued NForeign Tax Credit
U.S. Tax Due.

"N Excess Credit
Petroleum & Refining

/

.S. Income
Drugs, Chemicals, &

Related Products

Transportation Equipment

Computers &

Business Machines

Miscellaneous

Food & Related Products
* Consists ol the 100 largest companies on the
Fortune Magazine list, plus Aramco, less
companies for which records were not located
Metals & Fabrication in time lor this presentation Includes 14
petroleum and refining companies

Electrical Equipment

$Bil. 2 3
8E||iicr; 81 Ih* KpUy ol 10+ emirury.

i ANalysIs Jinuairy j| 1974



_Investment capital, whether it is provided by Iar?e
oil companies or small individual investors, flows into
projects based on each project's anﬂmpated risk-
weighted, after-tax return on investment. If United
States prices are higher and the United States economic
and_ political climate more favorable, more domestic
Progects will be undertaken and more supplies brought
orth than if the opposite is true. But adomestic enerﬂy
BrOJect which is _unattractive does not_ maﬁlcay
ecome attractive if the potential investor is told that
he is no longer free lo consider a potential foreign pro-
ject. The unattractive United Stales energiy project will
not be undertaken until it becomes attractive on its own
terms, compared with all other alternatives, foreign or
domestic, Inside or outside the energy field, mcIudm?
the alternative of making no long-term investmen
commitment until conditions improve. Since aising
United States taxes on foreign petroleum investments
would not improve the rate of return on domestic pro-
jects. eliminating the foreign tax credit would not in-
crease petroleum exploration in the United Stales.
Foreign petroleum investment bv American com-
panies /sin the national interest. Unquestionably, with
oil imports approaching 40 percent of total domestic
consumption, the United Slates is now overly depen-
dent |Pqn_ imported petroleum. We must increase our
sell surficiency ratio to a reasonable level, but it will
take s.ivcral years even to reverse the trend toward in-
creasing imports. Some stile level of imports probably
will boeither desirable, or necessary, or hoth, for a
good many years. As an importer arid a member of a
world of increasingly interdependent countries, it is in
the dire ct interests of the United Stales to sec world ail
supplies increased, particularly to see that they origi-
nate from more diversified sotrces, and to ensire that
American oil companies play a major role in this effort
Foreign investment does not destroy American jobs.
Indeed, there have been a number of studies by hoth
?ov_ernm,ent and academicians which indicate that
oreign investment by American companies does not
reduce employment in the United Stales. Rather it ere
ates premium Ray jobs. For example, the Department
of Commerce has pointed out that: o
the rale of employment growth in United
States companies with”large direct investments
overseas was larger than Ihe nation as a whole and
that the jobs in these firms earn more pay and are
supported by higher capital than thosein other
sectors of thé economy. 1t , .
Moreover, commerce believes that United States in-
vestment abroad is responsible for one quarter of all
United States exports of manufactures.
A study by Professor Robert Slobaugh (of Harvard
University) commissioned by the Commerce Depart-
ment estimated that 600,000 American jobs are created

by United Stales direct foreign investment. 7 This is
not to say that these workers would remain
unemployed without the export or United States goods
and sc vices to foreign subsidiaries of American com-
panies (altho_u%h that might be the outcome in an
economy which has rarely had less than 5 percent
peacetime unemployment Since the 1920's). However,
... alternate jobs would pag lower wages, since the
average wage rates in U.S. export industries are
considerably higher than those in other sectors of
the economy. 8 _
Foreign investment is an economic plus for the
domestic economy. _ _
_ Not onl¥ are domestic jobs benefited from foreign
investment and the net United States balance of pay-
ments improved, but the United States voice in the
current movement of international supplies is pro-
tected. Almost every other consuming government is
supporting and even subsidizing its oil companies to
strengthen their position in international oil operations
in order to establish more positive control over their
own imports (sec Exhibit BI. It is almost bizarre that a
the same time legislative proposals in the nature of
penalties are seriously urged in this country lo dis-
courage foreign operations of American companies
other consuming countries are pursuing an antipodal
course.

Beyond the direct benefit of foreign <il investment
to the American economy, rapid and significant diver-
sification of world sources of foreign oil Supplies is cru-
cial to the health of the world economy. The observa-
tion that North Sea oil will not flow to the [Iniled States
is very likely correct. Nonetheless, North Sea oil and
ags will certamI?/ help the United Stales; and the more
that is found, the better. More petroleum production
in Europe will diminish the massive European balance*
of payments J)ro,blem_ created by the OPEC cartel when
it quadrupled ol prices late [ast year. Europe’s im-
ported oil hill will be about $60 hillion this year. Japan
wal Sﬁend some $20 billion for oil imports this year,
anti this country will sh)en_d $25 billion That is more
than $100 hillion for the industrialized countries—an
increase of more than $60 billion over 1973

Since the oil exporting countries cannot import any-
thing like $100 hillion " worth of goods and services
from the consuming countries, the Produ_cmg coun-
tries are building up huge balances of liquid assets in
Europe and the United States. In 1974 alone, OPEC
imports of, say, $30billion of gloods and services would
leave them an investable surplus of some $70 hillion,
File imbalances that could occur if even a part of these
funds were shifted from one country to another con-
stitute a grave potential menace lo the stability of the
international monetary system. As long us Ihe principal
consuming countries”are heavily dependent on im-



Bhibit B

Summary Statement of Tax Treatment and Other Incentives for Foreign Petroleum Operations by Companies

Domiciled In:
(1) Frame

Oilier Incotrvs:

(2) Japan
Oilier Incentnrs:

(3) Netherfond*
Other Incentives:

(4) United Kinydoin
Other Incentives:

(5) lieu Germany
Other Incantives:

(6) United States
Other Incatives,

Dues not Iax.

None for private companies. (Government finances wholly-owned government company and owns substantial
interest in large private company.)

Taxes on owerall besis with asdit.

Exploration loans of up to 50% not repayable in the event of failure; government guarantees of bank loans for
exploration and development; percentage depletion at 15% with reinvestment requirement; expensing of dry
holes.

Does not tax.

Allows deduction of foreign losses from domestic income.

Taxes on per country besis w.Ih adit

F.xpensing of all pre-discovery costs; expensing of plant and machinery expenditures; rapid depreciation of
other post-discovery expenditures. Allows a form of averaging of foreign losses and profits similar to U.S.
overall method, Allows deduction of a net foreign loss. (Government owns substantial interest in large private
company.)

Taxes on lIhe per country besis with cradit

Outside the Common Market, exploration loans up lo 75%. not repayable in the event of failure—50% of a
loan may not be repayable in the event of discovery; expensing of all exploration costs; rapid depreciation of
tangibles and intangibles. Allows deduction of a net foreign loss

Taxes on Ihe per country or the overall “axis with iidin.

Percentage depletion; expensing of dry holes and intangibles on producing wells (but no deduction of pre-dis-
covery costs other than dry holes, until properties arc abandoned) Allows deduction of a net foreign loss

Sonne: U s House Committee on Ways and Means, Hearings on The Administration Airer,\eins Windfall I'nifiis Tax (washington. February 4.
5.6.and 7 1%474) p 472.



ported_oil, these financial surpluses owned b%/ OPEC
countries will continue to mount. Collapse of the inter-
national monetary system because of European and
JaPanese balance-of-paymenls deficits would be as dis-
astrous for the United States as for Europe and Japan.
The world econom¥ IS now seeing desperate at-
tempts by a number of the major industrial nations to
deal with"double-digit inflation and their oil balance-of-
payments problems by slashing oil demand, restraining
growth, reducing imports, and spurring exports. One
country mI%ht find that to be a useful policy. But what
is going to happen lo the world economy if every coun-
try tries this policy? How can everyong stimulate ex-
ports and reduce 1mports? If pursued by a number of
countries, “competitive deflation" could lead lo world
depression by wiping out the market for exports.
he United States must not forget that the world
economy is inescapably interrelated. Anyt_hlnq that this
countrycan do to diminish the world's il halance-of-
Payments problem is in our national interest. Interna-
jonal diversification of oil supply is the basic way to
achieve that goal. Encouraging” American oil com-
panies to continue.to ﬁartlmpate In finding new sources
of oil—especially in the consuming nations—is clearly
In the national interest. Even if not one barrel of that
new oil flows to the United Slates directly, it will ad-
vantage this country indirectly by aiding the economies
of our allies and trading partners. Unquestionably, any
improvement in the economic outlook in Europe and
Japan will help the United Slates.

E. Arc fo_relpn Income Taxes Actually Royalties?
The ancient charge that income taxes Pald 0 foreign
producing countries are actually royalties appeared
again during the Senate debate. _
, B?/,some agreements 20 years ago, the Arabian
countries were induced, instead ol reserving a
royalty on the minerals which they leased to
_forel?n companies ... to disguise those royalties
into the form of income taxes ... and since that
time ... it was... executive policy to allow these
royalties to he credited against “taxes due the
federal Government even though they were pro-
perly entitled lo treatment only as ordinary and
deductible business expenses. [S 1148)
In fact, Saudi Arabia addedm income tax which is sep-
arate and distinct from the existing royalty. And
royalties are never credited against United States in-
come tax; they are deducted from taxable income, as is
done with buSiness expenses generally. o
These allegations were given widespread attention in
recent hearings of the Subcommittee on Multinational
Corporations of the Senate Committee on forel%n
Relations (Church Subcommittee). The facts of the
Saudi Arabian case were succinctly and accurately de-

scribed in sworn testimony before that Subcommittee;
The fact is that no_royalty was, or ever has been,
converted in Saudi Arabia to an income tax. A
royalty was paid prior to 1950 and has heen paid
contlnuousl¥ since that date to the Saudi Arab
Government. Furthermore, it has alyva¥s been tre-
ated as a deduction, not as a tax credit, Tor the pur-
Pose of calculating U.S. income lax liability. Al

hat happened in 1950 was that Saudi Arabia did
what almost every developed western country had
aIread?/ done namely, |o"adopt an income fax, It
was also following the precedent of Venezuela,
one of the magor oil-producing competltors of
Saudi Arabia. Saudi Arabia could not afford lo
adopt a tax structure which would put its oil at a
compe'itive disadvantage with Venezuela, which,
at that time, was its major com?etltor for Euro-
Pean_ outlets. Once the income tax was adopted,
he income tax paid to the Saudi Arab Govern-
ment became creditable against the U.S. tax
liability of the producing company with respect to
income earned in Saudi Arabia asa result o ﬁrow-
sions of the Internal Revenue Code which had
been around since 1918 and which in one form or
another appear in the lax laws of the other prin-

_ cipal industrialized countries of the world. 11

Since 1950, Aramco has paid both taxes on its income
anda ro¥alty to the Saudi Arabian government. In fact,
the royally is higher today. Around the world, produc-
ing countr;{ governments collect bonuses for issuance
of leases P us royalties which were formerly about 1/8
to 1/60f the vale of il as it is produced. Most export-
ing countries have recently raised these ro%/altles._ In
comparison, the usual royalty collected by the United
States government is 1/8 onshore and 1/6 offshore.
A foreign government deals with the oil industry in
two capacities: (I)as the owner of natural resources in
place; and $2) as 4 sovereign taxing power. Tho forelgn
government “collects a royalty as the owner of the
natural resources; and it levies an income tax on the
profits m its capacity as ihe taxing sovereign. Each pay-
ment is separate, and each iS made Tor different
reasons. In recognition of this distinction, a United
States tax deduction is allowed for the royalty; and a
United States lax credit is allowed for the income tax to
the extent that the United Stales would lax the same
income. Thus, a tax credit is mu allowed lor oil
royalties paid To foreign governments, This system ol
payments is used in Canada, the United Kingdom,
Australia, Venezuela, and the Persian Gulf. It parallels
payments to the United Slates government on' its own
ail” lands. Ihe United Stales government collects a
royally as the landowner anil lgvies an income lax on
the profits as the taxing sovereign. There is no reason
lo treat payments to foreign governments differently.



The argument that the entire payment to foreign
governments isaroyally is without merit because it im-

plicity  esa sovereign government the right to levy
anin”einaddition to a royally on oil production
in its Au. _dion The United "States can surel¥ not
deny the riciht of a sovereign foreign government 1o tax

corporate profits. As Mr. Sanford Igoss recently told
the' Church Subcommittee: .
Qil companies as well as manufacturing and other
multinational companies should expect to pay

some reasonable amount or income taxes to host
or source countries and, in fairness, only a part of
what is paid to Middle Eastern countries could
equitably be treated as a royalty.2
At least part of the payment to'governments must be a
tax. Since rog/alty ratés abroad are similar to those in
the United Stalés, the contention that foreign taxes
ih_ougd also be considered royalties cannot ‘be sus-
ained.



v

BACKGROUND TO THE JUNE 1974 SENATE
DEBATE ON PERCENTAGE DEPLETION

For about six decades, the Internal Revenue Code
has provided that an allowance for depletion of the
value of oil, gas, and other natural deposits, may be
deducted from revenues when computmg taxable in-
come. Prior to 1926, the allowance was hased on the
discovery value of the property. The allowance is now
computed as a percentage of the gross income from the
properly (excluding rents or royalties), so long as the
allowarice does not exceed 50 pércent of the taxable in-
come from the dpr(_)pert . This "i)_ercenta%e depletion"
allowance was esu};ne_ to simplify calculations of the
discovery value of qil and gas “deposits which are
depleted by production. From 1926 to 1969, the
allowance for oil and gas was 27-1/2 percent.

In 1969, the allowance was decreased to 22 percent.
Moreover, the depletion allowance was subjected to
the 10 percent minimum tax on tax preferences, which
can reduce the effective allowance 1o a rate as low as
174 percent. <flic difference between 22 percent and
174 percent is 4.6 percentage points—which is the
amount of gross income required to generate taxes
equal lo It) percent of the 22 percent allowance, at a tax
rate of 48 percent on profits |2.2 ; 48 = 4.58%).)

Under various proposals made in Congress in 1974
the allowance is to be retroactively eliminated, phased
out, or decreased. A bill entitled "The Oil and Cias
I'nergy Tax Ad of 1974" was reported out bY the
Committee on Ways and Means of Ihe House. 1t has
now heen tentatively mcorEorated in 4 proposed
general tax reform act. The nerg¥ tax hill “tas later
amended by tentative decisions 0t the Committee)
Proposes to'reduce the percentage depletion allowance
0 IS percent retroactive to the beginning of 1974,
reduce it further lo 8 per-cm in 1975, and éliminate it
on Januar_Y | 1976. However, the 15 percent allowance
would coiltint. from 1974 until January I, 1979, and
be eliminated thereafter for any one of the foIIowm(_1
(2) the first 3,000 barrels per”day produced; th) al
wells with production ol Ity barrels per da?/ or less ol
crude oil (generally known as "stripper wells"), or (Ic)
all wells within thé Arctic Circle, Each taxpayer would
elect one of these three exemptions

The limitation of the allowance to 50 percent of taxa-

ble income on a property would be increased to 100
percent. Ihis would provide temporary additional in
centive for producing ol from marginal wells,

For reglulated natural gas and natural gas sold under
existing lixed price contracts, percentage depletion
would Temain as long as the average price does not ex-

ceed the equivalent price of oil, as measured by heat
value. The allowance for percenta?e depletion on all
foreign oil and gas production would be eliminated.
Under the Ener?y tax hill, the tax burden for oil pro-
ducers would be further increased in two ways. First,
ail prices which exceed the December |, 1973, cellmg
Brlces established by the Cost of L|V|n(1; Council woul
e taxed at rales up lo & F)ercent of the_excess. Sec-
ond, this tax would lower the base on which depletion
allowances are calculated, thus further decreasing the
effective depletion allowance. After 1975, the tax
could be offset by most new investments in the oil and
0as business, provided that total investment exceeds a
stringent threshold level. A similar offset of up to 50
percent of the lax could be obtained in 1975, but there
would be no offset in 1974, Startln? in 1974, producers
of 3,000 barrels per day or less could obtain full credits
against the tax for such investment.

It was against this background of |mpend|nP unitive
taxation of petroleum profits that a_g[oup of Senators
launched a determingd effort lo eliminate perc,entagie
depletion by_attemi)tln? to attach a tax reform rider to
the debt ceiling bill a the end of June 1974.

Ihe ensuing Senate debate on the debt ceiling hill
gsnerated considerable heat, but very little light, as to

e merits of the allowance for percentage depletion as
an incentive to increase domestic oil and gas supplies.
Before considering the merits of the Senators' case
against percentage depletion, one must question their
continual Iabellnq of the deduction as a "s_u_bsm?ﬁ,_"
While long popular among oil industry critics, fhis
designation certainly departs from the accepted defini-
tion of "subde" 8 a payment by government, unless
one assumes that somelixed portion of all income
belongs to the Federal Government, which then "pays
out" that portion remaining alter deduction of Federal
income taxes.'1

For a corporation, for example, the difference bet-
ween any lower tax rate and 48 percent is said to be
equivalent lo a payment from the Federal Treasury to
the "fax.mil" company. It is a “lax expenditure ™ It
seems douhiful that most people in the United Stales
are,Prepared to accept this thesis, which is alien to the
United Stales constitutional system, Soverelqnty rests
with the Peo?le; and governments at all levels are en
titled on?{ 1o those "revenues which the people -
mrough their elected representatives—see lit to give

em.



Percentage depletion (or its antecedent, discovery
valug) has been In the tax laws for almost six decades.
The depletion deduction was enacted by Congress in
recognition that the national interest requires that in-
come arlsm? from the exploration, development, and
depletion of natural resources he taxed on a basis
ditfering from that applicable to industries that do not
exploit natural resources. Congress has made many

such distinctions in taxing the income of differing in-
dustries. These distinctions do not constitute “sub-

sidies.” Recognition by the Congress that all income

ou?ht not to be taxed in the same manner is the result
of Tong-standing Congressional qulcy that the national
interest requires, among other things, that capl_tal for-
mation not be disrupted, in any industry, by failing to
take into account the special and peculiar sources ot in-
come involved. This is what Congress has deliberately
done with respect to petroleum”and over 100 other
minerals by enacting depletion laws, not as subsidies
but as provisions appropriate to capital recovery and

capital Tormation.
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PERCENTAGE DEPLEToON HAS BEEN AN

EFFICIENT AND EFFECTIVE

One recurring iheme of the critics during the Senate
debate was that percentage depletion has been ineffec-
tive s an incentive and should therefore be abolished:

... percentage depletion isan ineffective incentive
for oil exploration, [S 11454
Pe_rcenta?e depletion is accused of being too _costl¥,
misdirected, Ineffective, and counterproductive to
achieving energy independence.

A \[K/oe?he)ercentage Depletion Cost More Than It Is
orth?

In the record of the Senate debate, we find gireat
reliance still being placed on the 1968 CONSAD study
even though it has been thoroughly_dlscredl_ted:* _

One cos|-benefit study of the oil depletion provi-
sion found that the average annual revenue "oss of
aproximately SI.4 billion qenerated additional
getroleum reserves valued a an average of only
IM) million ner year So., the percent%gzdeple-
tion subsidy is highly ineffective. |S 11
The CONSAD study was. in fact, inappropriately con-
ceived, Its basic mathematical model contained funda-
mental flaws. As described by an independent leant of
university economists in 1973, it was “a dry hole.” 11
The oil” industry made this clear lg the Con%ress
shortly alter the’study was released in 1969.J-1The
quoted cost-benefit conclusions of the study arc of no
use—if for no other reason than that it assured that oil
Productlon_ would remain constant regardless of the
evel of price. Asa matter of fact, the CONSAD study
was never intended to determine how exploration and
the total level of reserves would respond to changes in
price. It was designed to determine how the optimum
amount of reserves held in the ground would vary with
DIiCe assununx it tons/ant level of production, | Ut exct
Vise IS (fw,lte similar to determining how the optimum
level of inventories in a retail store would change if
price were o change <Murnuix a eottsltinl level ot sale.S
Ihe model was so flawed that the study did not even
succeed in providinga meaningful evaluation of the in-
ventory question. "More important, this inventory
problem is a verr different matter from the really sig-
nificant national security question, which is” how

-lhe CONSAD Minty was all attempt by a consulting linn lo
«luantily sonic ol lhe economic consequences ol the petroleum
lax provisions the study was commissioned by (he treasury
dumiy the Johnson Adnmnsiialion It was ciii.il in teasury
materials tale ill 1'biX, but it was never endoised as all ollieial
treasury document It was published early in 1% Itil die msis
iciicc nl Members ol Congress

INCENTIVE

P_etrol_eum exploration and the entire scale of opera-
jons in the industry will change as lprl_ce chanFes. In
fact, higher prices (or price plus deple.ion) will mean
more production and reserves.
It is not correct that: o

... careful economic studies have indicated unam-

biguously that . .. {pe_rcentage depl_etlor]] IS very

ineffective relati ,e 10 its large cost in stimulating

exploration. [S 11146] _
On the contrary, economic studies other than the
misformulated CONSAD endeavor have shown quite
’he opposite. One such effort showed that crude oil im-
ports in 1971 would have been double the actual level
In the absence of percentage depletion because
Petroleum reserves would have been 225 percent
ower.7 (Actually, this study _pr_obabIY understated the
effect on Broduc_tlon because it indicates a variability in
the possible ratio of production to re.crves which is
wider than appears reaspnable.? Another careful study
in 1969 showed that, in lhe long run. a 33 percent
reduction in price would mean a 55 percent reduction
in discoveries.*sSince the effective percentage deple-
tion rate m excess of cost depletion was something
over 15percent after 1969, that study implied at least a
2 percent decrease in the level of reserves if percen-
tzagle*depletlon had been eliminated [(55- 33) x 15 =

IIl. Does Percentage _Dep)letlon Kncourngt- Produc-
tion, Not Kxplorution® N
A second criticism of the efficiency of percentage
depletion as an incentive is that: o
Because depiction is given for oil production, it
encourages drilling in known oil reserves and
pumping from eX|st|r1%8\{veIIs, not exploration for
new resources. (S 1145 o
It is a depletion incentive, not an exploration in-
centive. S 11441 o
It must be emphasized that percentage depletion is a
function of price—indeed, it Is 22 percent of price. The
fallacious logic in these statements could_just as well be
applied to price which is, of course, paid only for oil
produced. Would anyone contend that a higher price

*—Both ol these Mmlies were evaluating the responsiveness ol
dnmesiic exploration to changes in Frlce in ihe S2 (H-W50range
‘tetise exIr.ilMilalion nl the results (or price changes in t;il
85-S10 range would be i t questionable validity there would <
be a positive relationship between price and cxplmntion, but the
magnilude could (Idler



aids or,  nroduction, not exploration, and does
nothing to expand petroleum supplies? Exploration for
exploration’s sake will not fill mang gasoline tanks.
The results of exploration—producible oil and gas—
are what count. What is needed is more domestic oil
and gas production as an alternative for at least a por-
tion of high-priced and insecure fOFEIPn imports, The
way to achieve this is to stimulate exploration, discov-
ery, deveIoBment, and production. A higher price does
al of this by rewarding the successful explorer. In a
Barallel Way, percentage deloletlon also does all of this
y rewarding the successfu exlollorer.

The basic incentive of the ail industry to search for
develop, and produce oil and gas is the anticipation of
an acceptable profit on exploration ventures after tak-
ing into account all costs including Federal income
taxes. Each proposed exploration and development
PijeCt Is separately analyzed as to its potential after-
ax return or profit on investment, based on its (uncer-
tain) %eologlcal possibilities and price outlook as fore-
seen by the company. Those projects that meet the
minimdm profit critéria move forward—to success or
failure depending on whether oil is really there. Those
that fall below the minimum arc shelved until changing
circumstances warrant a new analysis.

The expected after-tax profit is, of course, alTccled
by changes in both income and expense. Thus if Ihe
Prlce of crude ail goes up (fWIth no change in costs)
hereby increasing expected profits, some prospects
which " failed the “profit test at previous prices may
become viable at the new level. By the same token, an
increase in costs—such as increasing the federal in-
come tax through repeal of percenta?_e depletion (with
no increase in sales price) —would eliminate prospects
which might otherwise have met the minimum profit
criteria. It is simply incorrect to contend that

. the only time the depletion allowance has any
bearing_upon the economics of the oil industry is
when oil I discovered. IS 114041

The presence or absence of peicenlage depletion in-

fluences the original economic assessment on whether
to drill or not lodrill just as does the expected level of
the price of oil and gas father lower price or lower per
cenla(I;e depletion means a lower level of exploration.
%Anddhe fewei prospects drilled, the less oil and gas
ound.

Docs Perqentagie Depletion Favor l.ow-I"osl Qil?
_The depletion allowance is also falsely accused ol
discouraging Productlon of high cost oil _
. the tax benefit is the same lot low-cost oil
which will always be produced, as lor high-cost oil
. the result is to divert scarce resources in the
search for oil into low-cost dr|II|r11g_ in known
reserves, where the depletion payolT is the high

est. IS 114591
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The logic of this position is dubious to start with: If the
low-cost fuel will “always be Prod_uceql” in any event
how could resources be diverted into it by tax’ policy?
Moreover, resources have not been the limiting factor
in the search lor oil. Profitability was insufficient to at-
tract adequate capital to mainfain or expand wildcat
drilling. In addition, insufficient offshore acreage was
made available for large-scale ex Ioratorr drilling, e.g.,
in the Atlantic and the Gulf of Alaska. In any event, a
company does not divert funds from exploration to
development. In the long run, there can be no develop-
ment without exploration. A company accepts explora-
tion projects which are attractive. And it will naturally
utilize any attractive opportunity for producing oil
from known fields commensurate with maximum-effi-
cient rates of production. _

Under such_circumstances, the depletion allowance
P_rowdes additional incentive to find, develop, or con-
inue operation of marginal properties. For example, in
a high-cost operation, the depletion allowance can
moré than double lhe producer’s anticipated profits
and tender certain projects viable which would other-
wise fail to meet minimum acceptable profit criteria.
The following simplified example demonstrates how a
high-cost project is benefited by percentage depiction:

Without  With ('Inutile
Unpin- Deple- in I'mo0t
tion  lion

Uncontrolled Ptlcc Stooll  S1000

I illinf <usis (including

dcpreuiition) 000 000

IVrtL-nlagc Depletion

(S0% of net income) 0 D

lax.tltle Income % I(D So

lax at Individual Marginal

Kate ol 70% 7 1S

Profit Alter lax S 10 S ¢S t5 3M*II7%)

[lie Rr_oflt alter tax and the rate of return are 117 per-
cent higher with depletion 1.e5-.30 - 35: 357.30 =
117%)."If the return on the project was not acceptable
with a profit of only so cents, it might have been made
acceptahle by percentage depletion, which leads to a
PIO|It of ¢5 Cents. Moreover, the al]qwanc_e improves
the prospective rale of relurn on additional investment
in secondary or tertiary recovery. projects and will
render somé such projects econornically viable which
would not otherwise meet the minimum profit criteria.
If the limitation of percentage depletion to so percent
of net nicome were removed or relaxed (say. to 100
Rﬁrcent,, as proposed by the Committee on Ways and

eans in 1474), the dllowance would be even” more
useful in high-cost operations.



Thus, simple logic tells. us that drilling, develop-
ment. and production of il and gas will be greater at
any given Ence level witn percentage depletion than
without it. Experience with the 20 percent reduction in
the de[pletlon rate in 1969 tends to supﬁort that conclu-
sion. In 1970, exploratory drilling in‘the United States
dropped by 2,000 wells, a 21 percent decline From
1969- the largest year-to-year decline in history. The
basic issue is whether we want to encourage domestic
exploration and development during this period of
scarcity, or whether we prefer to eliminate depletion,
achieve a lower level of exPIoratlon and development
activity, and suffer a grea er dependence on foreign
petroleum subject lo the pricing and production deci-
sions of foreign powers.

1). Decs Percentage Depletion Cause Over-Drilling?
It is also argu_e_ that percentage depletion causes
wasteful over-drilling of fields: o
... It stimulates overdrilling of existing fields. ...
overdnl_ln&g can damage overall production from
an oil field™... 1S 114581

... it serves as an incentive to extract the oil as last
as possible and to overdrill and hasten depletion.
IS 114541 . . . . .
What is “overdrilling”" With higher prices (or price
plus depletion), it may he economical to produce a
reservoir faster, but that does not mean that nil will be
wasted in the sense of diminishing total recovery from
the field. When there is a shortage, obtaining oil sooner
is certainly not undesirable so long as the producing
rates do not damage the reservoir by exceeding the
maximum efficient rates foi the wellsin the reservoir
I'nis iloes not happen because the maximum efficient
rate of production for each well is norr_nallg determined
by stale or federal regulatory agencies based on the
P ysical characteristics of the'reservoir lo the extent
hat wasteful over-drilling and over-production of
reservoirs may have occurred in the past, the basic
cause was the “Rule of Capture  Ihe oil beneath an
individual's land could be Iegallry drained oil by any
neighbor who could produce 1t from wells located on
adjacent properties. It was diverse ownership of
mineral properties and lack of effective uniii/ation and
conservation laws rather than percentage depletion
that caused such over-drilling as may have occurred in
past years. T
Insofar as preference for d.rllllntg in eX|st|ng[ fields is
concerned, the fact that the industry has spent billions
of dollars In the past lew years in the hostile environ-
ment of the United States” Arctic and offshore areas in
the quest for new reserves belies the assertion that oil
cpln%palgle,s; “prefer to spend money drilling in existing
ail fields.

E. Is Percentage Depletion Wasted On Landowners?
_The critics also contended that “most” of the deple-
tion benefit goes either to rovalty owners or to foreign
ail producers: _ _ _
Most of the benefit of depletion goes to foreign
operations and to people who cannot and do not
produce oil, A .. . landowner has nothing to do
with exR‘Iormg and drilling for new oil. In
the CONSAD study ... concluded that 42 percent
of the depletion allowance goes lo such nonoperat-
mP interests in domestic production or to foreign
oil’ producers. E811476! .
In the first Rlace, 42 percent is not “most.” Further-
more, over half of what CONSAD included in the 42
Perc_ent was the nominal depletion allowance on
orelgn oil. This was done despite the well-known fact
that foreign depletion usually does not lead to a reduc-
tion in United States income taxes because the forelgn
tax rate is usually higher than the United States rate
lienee, the foreign tax credit offsets potential United
States tax liability with or without depletion. (An im-
portant exception is in Canada, which also has a form
of percentage depletlon,? Anyone who has studied the
(westlon recognizes that virtually all of the benefit of
the depletion™allowance accrues to domestic opera-
tions. 8uotlng from the Report of the Committee on
Ways and Means on H.R 11462, the Qil and Gas
Enerﬁ%/ lax Act of 1974: **. .your committee is aware
that the limitation on the amount of creditable foreign
taxes takes away most of the advantage of lhe deduc-
tion for foreign” percentage depletion.” ..” Ip. 49
The royalty owners’share of the total amount of per-
centage depletion taken annually cannot be very great.
Ihe average royalty in the United States is about 15
Percent of ‘gross revenue. And perhaps 35 percent of
hat goes lo governments (Federal,_state, and local)
which, of course, take no depletion Thus, it would ap
pear that about If) percent of the annual percentage
depletion allowance goes it) landowners
It is also inaccurate to contend that royalty owners
have “nothing to do” with the explorafion” process.
They contribute significantly to the _flndln? and
develqpmgi of new reserves by making available Tot ex-
ploration the land under which the” reserves are lo-
cated. Moreover, the royalty owners' capital values are
reduced as the oil is producéd from their [and; and they
are entitled lo ;m appropriate allowance in recognition
of this fact. Also, it must not be thought that the land-
owners who ictain then mineral rights 3|mpl¥ “sit back
and collect royalties” and “lake no liskx" They could
sell their mingral rights b e riw exploratory drilling, but
they elect lo share In the ttsks of exFIoratlon by con-
tributing _the Pre-exploratlon capital value of their
mineral Tights to the exploratory process Hence, they



are entitled to share in the success—if any—of the
operation. o
It was also contended that percentage depletion is
dissipated lo landowners in the form of lease bonus
payments:; _ _ _
Landowners gel depletion cn their royalty income,
and they also get higher prices for leasing their
land, because the availability of depletion en-
courages producers to bid the value up. [S 11458]
The essence of this argument is that i percenta?e
depletion were eliminated, lease bonuses would
decline accor,dmgl . And the loss of Percentage deple
tion would, in etfect, have been shifted back to land-
owners—not forward o consumers via higher prices.

It is clear that loss of the operator’s share or percen-
tage deBIetlon 0N existing properties could not be
shifted back to the landowner. The lease acquisition
cost is Ion%,5|nce aid, and the Per barrel royalty is con-
tractually Tixed. Thus, the contention in the quotation
could only be an argument for ehmm_atmgz percentage
depletion”on completely new properties, the exPIora-
tion rights for which have not yet been acquired. It can-
not justify retroactive elimination of percentage deple-
tion on exmtmgi properties—including those acquired
but not yet explored or developed.

In the case of future propert%,acqumtjon_sl bonuses
would only be expected to be “Did up" S|?n|f|cantly on
those properties where_producers exPe_ct he total eco-
nomic costs of producing the underlying oil (costs of
exploration Rlus development plus ‘operation) to be
well below the price _theY Will receive. But if such at-
tractive properties exist today in an increasing cost in-
dustryr, why v.erc they riot acquired and drilled yester-
day? There arc thousands ol separate and independent
firms actively engaged in oil exploration in Ihe United
States. In this aFgresswer competitive cnvironme:  t
is hard to visualize how any substantial number of ~ t
attractive “bargain” prospects could be simplv g
around undrilled unless they have been kept d) no
market by giovernment action. _

In ?_enera , properties which are made economically
attractive by higher prices in an increasing cost indus
try are only those (e.g., the deepwater offshore) which
did not appear economic lo any one of several thou-
sand explorers at lower prices.” Thus, there would be
little or no windfall “bonus™ revenue for the land-
owner to be able to command on such new properties
as they become attractive Economic theory would say
that “bonuses” on these properties would he no more
than required lo compensate the_landowner lor entry
onto his land. Indeed, “bonus™ is a misnomer in the
case of high-cost projects which hecome economic as
price rises in an increasing cost industry. Initial pay
merits are merely minimal lease acquisition crisis, and
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they would not be reducible in the event of loss of per-
ceritage depletion. o

How can it be. then, that there are domestic ail pro-
perties which have commanded significant bonuses in
recent years? These were Federal offshore lands which
had been held back from leasing either for environ-
mental reasons or, perhaps, ‘0 maximize government
revenues. To the extent that the per barrel bo.mses on
any remaining low-cost lands which were held back
from exploration may exceed minimal lease acquisition
costs, some part of [ost percenta%e depletion could be
shifted hack to the landowner, that is, lo the Federal
Government (provided that percentage depletion had
been eliminated before the acquisition biading). The
part of the depletion loss on such future properties
which could be shifted cannot be computed hecause
the amounts of the contemPIated bonuses Per barrel
cannot be known today. Al that is known is the bonus
perncreon recent Federal lease sales, not the bonus per
barrel. HOw many barrels per acre the winning
([]eolo ists expected at the time of bidding is not a ma-
er of public record. And recent sales may not foretell
the future in anK_ event. _

What would shifting the loss of gercentage depletion
to the ?overnment accomplish? It would mereIY
transfer Tunds from the bonus pocket of the Depart-
ment of the Interior to the lax pocket of the United
Stales Treasury. And that transfer would be of
doubtful net benefit to the government, since the
bonus is collected /v/wrexplorator?/_ drilling. The high-
er tax —like percentage depletion —would only
materialize some years later in_the event of success.

Can substitution of uncertain future tax revenues
for initial certain honuses on whatever low-cost pro-
perties may remain on the Federal shelf be a valid
reason lot “depriving other new properties of percen-
tage depletion? Surely not.

F. I_sdPgrcentage Depletion Inferior To A Cash Sub-
siay?-— :
Thesuggestion was advanced during the debate that
a direct cash subsidy to exploration would be prefera-
ble to the percentage depletion allowance:
Benefits which are proportional lo the cost of ex-
ploration or development . are more effective in
stimulating the actual expenditures necessary for
aloll%tlgnal exploration and development . . |S

What is our objective? Is it to drill holes in ihe ground
or to find oil and gas™* Obviously, we want more 0il and
gas However, a cash subsidy to all exploration rewards

oth success and failure. “A dry hole cash subsidy
wastes the taxpayers' money as compared to an incen-
tive such as percentage depletion. There may be a place



for supplemental new incentives which are tied to
effort, but percentage depletion isa proved mechanism
which appropriately rewards the productive venture.

G. Does_Percentage D%pletlon Discourage Alterna-
t e Energy Sources? ,

The_allegiatlon was made during the debate that the
de?_letlon allowance discourages development of alter-
native energ?/ Sources: o o

: .def) etion is a highly discriminatory incentive
for ail, to the disadVantage of other energy
sources. [S 11458]

... Ifoil is produced through an alternative pro-
cess, such as extraction of oil from shale or li-
guefactlon of coal, the percentage depletion
eduction available is much less. This encourages
contmumg exploitation of a scarce resource as op-
posed to development of the alternative resource
vi/ﬂc?%]vwll obviously be needed in the future ... [S
This argument proceeds from @ correct premise to an
incorrect conclusion. In shale oil extraction, for exam-
Ple, ercentage depletion is computed on the_ value of
he “kerogen," that is. the raw oil-type material al ter it
has been separated from the shale. Then, it is necess-
ary to upgrade the kerogen by a refining process to
make it into a synthetic crude il comparable to con-
ventional crude oil from the we'l. Thus, percentage
depletion applies to the full value of conventional
cruge hut to only part of the value of the synthetic
crude.
The easy way to solve this Problem Is to pul the com-
Putatlon of allowable percentage depletion for shale at
hat point in thi process where it becomes a synthetic
crude oil comparable to conventional crude. In‘order to
equate the incentives, it is not necessary to destroy the
incentive on conventional crude oil—a move clearly
counter to the national interest in achieving more
domestic energy, conventional or otherwise.
Moreover, elimination of percenta%e depletion on
conventional oil and glas would do nothing lo improve
the rate of return on alternative sources and, hence to
encourage accelerated development of those sources.
Making ‘one domestic energy source less attractive
does not make another domestic source more attrac-
tive. It makes domestic sources, 1t mini, less attractive
relative to imports. Alternative sources have been slow
to develop because their higher costs have required
selling prices far in excess of the equivalent price of
conventional crude oil or gas in order to generate an ac-
ceptable rate of return, That rale of return would not
rise because the rate of return on conventional oil and
gas would fall with higher taxes on conventional
Sources.

Today, the ‘orlce available for alternative energy
sources—as Well as new conventional crude oil—is set
by the world price of crude. That price has risen to
levels which should stimulate investment in at least
some alternative energy sources.* Thus, there is nc
point m_attemptm? to_make conventional oil and gas
exploration less atfractive in a vain attempt to stimul-
ate,sh/nthetlcs. The Nation needs a maximum effort—
which has begun—to find and develop conventional
energy sources for many vears until the alternatives
can make a significant” contribution to our energy
needs. Raising taxes on conventional oil and gas can-
not help that effort,

Il. Has Percentage Depletion Promoted Energy In-
dependence? _ _ _
One of ihe numerous rhetorical questions raised
during the debate observed that if depletion were such
a fing exploration incentive, why did exploration and
the iumber of independent Operators decline so

sharply after 1956: _
o b this dePIetlon allowance was so
beneficial ... we would not be dependent on
foreign sources ... IS 114571

. .the oil depletion allowance is not worth a lot
because the oilmen have had it and they have gone
~out of business anyway. IS 1U59| _

This s said to be_“the best argument for ,dom? away
with the oil depletion allowance." The fact is that withi-
out percentage depletion and import restrictions the
domestic industry would have suffered substantially
more than it did. ‘And the impact of the recent Arab ail
embargo would have been much worse.

We have seen that the sharpest decline m_dnllggé;
was experienced when depletion was reduced in 1969
It is frequently overlooked that the political and policy
climates affect investment. These climates must be
ones in which all investors, large and small, have a
reasonable degree of certainty that the ground rules
re_ﬂardln% such basics as Prlces taxation, and profits
will not Re altered drastically. The primary motivation
for development of additional supplies for any com-
modity in tree enterprise econorr s is Ihe prospect of
making reasonable profits on each new project. With-
out this prospect, there will be little or no neiv competi-
tion because there will be little or no investment by
(fjlrnt]s of any size and little or no new entry into the in-
ustry. _

P_ercentaﬁe depletion allowances have served the
Nation well by encouraging widespread new invest-
ment and providing sources of funds for a large United
Stales oil and gas industry made up of thousands of

“—Sestin\ Helov



firms and individuals. However, starting with the
19505, the potential financial contribution of the
depletion allowance has been partially offset through
price controls. Prices and quflts of oil were controlled
Indirectly lo 1971 throug ) Id _
trolled importation of low-priced oil. In‘addition, prices
and profits of interstate natural gas sales have heen
controlled by the Federal Power Commission since
1954, In August 1971 the Federal Government started
limili. g prices and profits th_rou?h direct controls on all
commodities. Although direct controls have been
removed from almost all other commaodities, they still
apprIK to oil and gas. _ ,

ese government price controls on oil and gas since
the 1950°s have diminished the attractiveness of the oil
industry. As a result, domestic petroleum exRIoratlon
and development expendi' 'res (in constant 1970 dol-
lars) declined from $7.2 billion in the early and
mic-1950's to under $4.2 billion in 1971,

As the energy industry came under more Severe
price limitations, inflation” pushed its costs, up _Iht net
effect of various negativ ~factors including inllatiou
anil price and profit controls was to depress explorato_rr
drilling in the Ilnited States, encourage imports of ail,

and dampen investment. And counterproductive polit-
ical action hiis not ceased. As was m.ted above, a num-

ber of proposals to limit the profits ol energy com-
» Nies and investors have been made in the past year.
It is not surprising that exploration declined in the
United Stales alter 195fi despite percentage depletion
and oil invert controls The political climate could only
have dlscoura?ed investment,

~I'he value of depletion as an incentive was also ques-
tioned in view of the current decline in production in

jaw-boning a.id the con-

the face of higher prices and. correspondingly higher
amounts of percentage depletion:

Broductlon in this country has actually dropped
by 2percent... One wonders, if higher prices au-
toma |calzllx bring forth more production, where it
is. [S 11467] _

Rome wasn’t built in a day. It will take several Kears for
the effects of the current accelerating growth in ex-
ploration, development, and workover activity now
under way to be reflected in production rates. ‘Active
rotary rigs in the first half of 1974 were up more than
25 percent over the number active in the first half of
1973, And, according to the Chase Hank, domestic
P_etroleum capital expenditures by 30 companies in the
irst half of 1974 were UB b}/ 122 percent over the first
half of 1973 Spending Dy these companies was at an
annual rate of $13 billion about the level of their
worldwide profits. _ _

_ Thus, the industry is clearly responding as quickly as
it can to the prospect of improved, after-tax profits
t_hrougih higher prices and continuation of the deple-
tion allowance. Just as production in future years will
relied today’s increased activity, production today
reflects curtailed activity in the past. |lie recent sharF
increase in activity should not mislead us however. It
should he remembered that substantially greater levels
of investment are nece_ssar;f/ even If we are just to
maintain the current ratio of domestic oil to imports
And we have seen that the industry's past investment
rale must be increased several-fold'to some $36 billion
annually (in <974 prlcesg <0 achieve a reasonable
degree of energy independence
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PERCENTAGE DEPLETION CONTINUES TO BE AN

EFFICIENT AND EFFECTIVE

The distin?_uis_hed_ principal spokesman for the pro-
onents of e |m|natlng Percentage depletion (Senator
umphre%) contended that: .

... there might have been a time when one could
make a strong argument in this body for the per-
centage depletion allowance, whether it be 27.5
percent or 22 percent. The argument could be
made then on the basis that the profitability of the
industry required it, or the lack of profitability to
be more exact. Second, one could make the argu-
ment 011 the basis that cost was so high relative lo
price that they needed a subsidy.

But that argument cannot Iv made today ... the

profitability ir. this indust.y is clear and inevitable,

and the price they get for the product iva high

Prlce. That is the incentive we need, the incentive

or further exploration. |S 11403 o
Thus with higher prices and profits, the industry is said
no longer to need percentage depletion

A Have ng,)her Prices Substituted lor Percentage
Depletion? S
A misconception of the additive incentive cllcct of
Percentagze depletion appeared continuously
hroughout the Senate debate, for example, one Sena-
tor cited Professor Otto Eckstein (of Harvard Univer
3|t}/), who contends, that the depletion allowance is ob-
solete Ik huso the increased _ .
market price of oil provides a far_s;lonPer incen-
tive in the development of additional reserves
than any lax incentive such as the depletion
_allowance could provide |S 114 . _
Arithmetically, i is guile true that a $7.50 increase in

die price of now oil from S3.50t0 SI | isa more power-

ful Incentive than dedueling 71cents gz ercent of
the 53,50 price) from taxable income- S7.50 is always
hetler than 71cents. But, it is also true that eliminating
Percentagle depletion on the SI I would have the same
ype of cllcct ‘as reducing the higher price and hence
reducing the effectiveness of the price increase. (Ihe
magmtud,e of the price increase required lo oll'scl loss
of depletion is discussed in Section VIII below; for a
taxpayer in a 4X percent marginal bracket, a $2.23 in-
crease m the SI I price would he required to oll'scl the
loss of 22 percent depletion,) Moreover, a given price
increase with percentage depletion is more effective
than the same increase without depletion—since the
comRany receives the percenta?e depletion allowance
on the increase in price as well as on the hase price

INCENTIVE

Conversely, it loses the depletion on the amount by
WhIChaPrICE IS reduced. o

From the point of view of the producer, eliminating
percentage depletion at anYIglven level of price has the
same type of effect as cutting the price. And that can
only mean less petroleum exploration and develop-
ment. AS we have Seen, more prospects become eco-
nomically attractive with a higher price—especially
those prospects in costly frontier areas such as the
North Slope of Alaska, the deepwaler offshore, and
very deep geological horizons onshore, And fewer
prospects are attractive with a lower price. Hence, a
price rollback would mean less exploration éand less
development%, A reduction in percentage depletion
would have the same sort ol effect—unless there were
a compensating_price_increase. Actually, a 22 percent
reduction in price with depletion in éffect would be
somewhat more serious than the elimiiialio ; uf 22 Per-
cent depletion because the cllcct of the price reduction
would be compounded by loss of part of the depletion
formerly received.* _
_Inshort, the incentive effect of percentage depletion
Is additive to (]he cllcct of price. Al any .?lven level of
price, there will he more exploration with percentage
depletion than without.

B. Could A Higher Price For New Oil Offset
glllgnnatlon f Percentage Depletion On New
il
Since the price of new oil is not controlled and there
arc no import restraints, the price of new domestic
crude oil now rolleds world crude oil prices. Hence, in
the absence of offsetting legislation to limit imports or
raise their delivered cost, an increase in taxes on
domestic new oil probably could not be passed on lo
consumers o
[ he price of already decontrolled domestic oil
surely will not he affected hv the repeal, because
this price is determined b}/) the highest level set by
the OPI (" cartel —now about $10.50 for oil sold
directly by the OPI-.C governments. [N 114711
A lax increase levied bg one country on a freely traded
commodity cannot Dbe passed on by producers
domiciled in that country because the highet_tax would
not tilled the costs of foreign-owned competitors, flint
IS a basic principle of international economies.

*- tins ignores tnsi depletion unit the S) imrcenl nl net income
limitation.



If Conghress were to levy a tariff* on imported ail
equal to the before-tax value of percentage depletion
on new oil, the price of new domestic oil Could rise in
liew Of percentage depletion. Alternatively, import
quotas could be re-imposed to insulate domestic prices
from world prices. Otherwise, elimination of percen-
tage depletion would mean hl_([qher lax costs on new ol
and, accordingly, lower prolits and less e_xRIoratlon.
We have seen that some of the effect might be ab-
sorbed in lower lease acquisition bonus payments on
any low-cost properties that have not yet been leased
by the Federal Government. (That would be money
out of the government’s bonus pocket and into its tax
pocket P But on high-cost properties which bear only
nominal land acquisition fees, the incentive effect of
depletion would be lost without import protection. Fx-
ploration would, therefore, decline. _

The_proposal lo eliminate percentage depletion on
new oil with the thought that the tax increase would
not be passed our to consumers is actually anti-con-
sumer. And it iscontrary to the agreed national interest
in increased domestic output of il anil ﬁas. The P.ro-
posal to eliminate percentage depletion has deceptive
appeal: It would raise oil company taxes so that in-
dividual income taxes could be reduced _ﬁby about SI'5
Per person per year); but it would hold ail prices cons-
ant so that individuals’ gasoline and oil bills would not
rise. In elfect, the proponents promise consumers a
free lunch—the same amount of oil at_the same price
with a lower income tax bill However, it is crYstaI Clear
that elimination of percentage depletion would mean a
lower level of |nd|genous petroleum supply in the ab-
sence of correspon mqtl) higher fuel prices. Thus, the
proposal is incompatible with the generally agreed
policy goal of decreased dependence on costly and in-
secure foreign energy sources.

C. Could Market Forces Operate To Offset Elimina-
tion Of Percentage Depletion On Old Oil?
During the debate. Senator Humphrey made an elo-

quent plea for market forces T _

The Senator from Minnesota beligves in Ihe profit
system; lie believes in the capitalistic system lig
bielieves they ought to have a chance to make a fair
return on their investment. |S 11457)

... When the price isup ... [i]hai is the incentive.
That is the incentive for thé farmer to produce
wheat; that is the incentive for a factory to pro-
duce a car; price and profit . Lei ihe market
forces work. And ihe market forces are a work.
What is ihe market force? Price IS 114601
These rem irks would seem Ioglcalg lo require hal any
proposal to eliminate percentage depletion apply only
when petroleum market forces are permitted to oper-
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ate. However, that requirement is not met today in two
important petroleum categories: interstate natural _8as
and so-called “old” crude oil. Those prices are rigidly
controlled by the Government of the United Stales.
Market forces are suppressed. How, then, can Senator
Humphrey and his colleagues justify a petroleum tax
Increase?” _ _

They did, in fact, recognize the impact of the sup-
pression of market forces in the case of requlated
natural gas. Their proposal would postpone the dale of
elimination of percentage depletion on such gas until
the end of 1975 in order to “give producers time to ob-
tain price adgustments from the Federal Power Com-
mission.” 1S 11452)

However, the sponsors of the proposal would deny
any such treatment to “old” crude ail:

Some people may propose to make a similar ex-
ception for price-controlled oil. The situation lor
oil, however, is very different. Such an exception
is completely unjustified because price ceilings on

_oil are not even remotely related to cost. [S 114561
This is nui a free market proposal—even for Interstate
gas. In fact, the proposal envisions continuation of
price controls on both' interstate gas and old oil. It does
not require relaxation of gas price controls to compen-
sate for the loss of percentagie depletion. It merely
grants producers,a year lo try To persuade the Federal

ower Commission to allow'a pass-through. And the
proponents reject outright any pass-through of the loss
of percentage depletion 011 ofd oil. At one point, Sena-
tor Humphrey admitted the desirability’ of a pass-
through oil old oil. but he qumkl?/ retracted this sound
position when prompted bYaco league. IS 11479
_Thus, contrary to the eloguent words of their” dis-
tinguished spokésman, the sponsors of the proposal do
not propose to let market forces operate. They de-
mand, instead, continued dgovernment suppression of
market forces. It is incredible to witness the persis-
tence of the notion that a better society lies in the
direction of glvmg[ |o the Federal Government, rather
than consumers, the power to determine what goods
and services arc produced and which members of
somdety \é\nll be permitted to get more or less of what is
producea. L :
Price controls by definition mean that the competi-
tive ftee enterpri ., marketplace system is replaced by
government commands and orders in those sectors
which arc ufi‘ccled by Ihe price controls. SuPpIy and de-
mand forces, made up of the sum of hillions of in-
dividual decisions of savers, consumers, businesses
and workers, cannot operate when prices are controlled
below market clearing levels by commands grounded
in the police powers of the government. Government
cannot repeal the |aw of Supply and Demand by im-
posing price controls



Where 'here is a free marketplace, the people deter-
ming among themselves what is to be produced,
whether more or less of this item or more or less of
that service. Through the markeiplace, each person is
free to determine within his means whether he prefers
more of one thing and less of another, and spend his
money accordingly. o

Under any system of price ceilings, the government
must make these decisions. There Is not enough of the
price-controlled item lo equal the quantity people want
and would be wﬂlmg o pay for at that price, because
Frlce ceilings have held prices below market clearlng
evels and created an artificial shortage which woul
not exist with market forces operating. Vet somehow
the price--controlled item must be allocat'd. Who will
be allowed to have it at the advantageous, controlled
price? _

There is only one F_ossmle answer. The government
will allocate the supﬁ ies and the shortage. The call for
price controls, with their inevitable “accompanying
allocation controls, is a call for a major transfer of eco-
nomtlc power from the people to the Federal Govern-
ment, .

One need not look only to other countries to see the
effects of an established price control-allocation
system. Here at home we have the example of Federal
requlation of natural gas prices. Lower prices have
great i)0|l'[lca| appeal. This has been no less true for
natural gas than it would be for oil and oil products.
Ustimal.s of the Prlces required to bring forth new sup-
plies arc difficult lo make and strain” the predictive
capacity even of those government experts most con-
vinced"of their superlorltY over the decision-makin
abilities of a free market. Many critics believe, 0
course, that industry estimates arc gravely suspect of
being self-serving and are to be dismissed or ap-
propriately discounted.

hus, 1t is no accident that alter two decades under a
natural gas requlation scheme which started with plen-
tiful supplies In un energy self-sufficient country, we
have rapldly depleting gas supplies; wholly insufficient
to meet demands, and an energy-deficient country.
Some citizens and business firms are permitted to bly
anil use cheap natural gas while their neighbors and
competitors are less fortunate, for there is nowhere
near enough gas lo go around at the controlled price.
Low natural gas P_rlces affected the price levels of com-
Fet[ng_fuels, par |cuIarI)r oil and coal, and pul a severe
imitation on the level ol investment efTort which
could be mounted to bring on new supplies of those
fuels. It may be anticipated that in similar fashion, oil
price _contiols will have effects far beyond the
petroleum industry if they long persist. Allocation
Problems already exist within the industry because of
he dual price system for old and new crude oil. Hold-
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mg_ Frlc_e below the market always causes problems of
arbitrarily taking benefits from one.%roup and confer-
ring them on another, usually with capricious and
counterproductive results.

D. Does OPEC Pricing R quire Reimposition Of
Price Controls On New Oil? .
The proponents of eliminating pe_rcentag[_e depletion
almost seemed to be squestm%_a reimposition of con-
trols on newoil because they believe that new oil prices
are not now competitive prices, as in agriculture;
... the prices . uncontrolled oil are not exactly
competitive prices. They are cartel prices ,.. The
OPEC countries iust set"the price. It is not related
1o the cost. (S 11464]
It is not in the national interest to contend that a
market price for United States oil is unjustified because
it reflects an international price which exceeds the
before-tax cost of produc_lng oil abroad. Since the cost
of Producm oil in'the Middle East is by far the lowest
in the world, diminished deﬂendence on oil from that
source will perforce mean higher costs. If the world
rice were equal to the beloie-lax cost in the Middle
ast, the delivered price of foreign ail in the United
States would be some S2 per barrel as it ones was—
perhaps less. No one would now seriously contend that
such a price could stimulate sufficient domestic energy
develoRment for United Slates energy independence.
~ Furthermore, there have been a number of Fubllc
indications from OPEC leaders that they intend lo key
their prices to costs of alternative energy sources or
frontier urea production of conventional oil. For exam-
Ble, Prince 'Sa'ud al-Faisal, Deput¥ Minister of
|e%rcéleum and Mineral Resources of Saudi Arabia
slated;
... | believe that the most effective and simplest
way of preventing the misuse of oil is to lei ol
prices reach their true level so that it will only be
put lo vital uses. Ibelieve that this price should be
derived from the cost of alternative sources of
energiy, The main complaint against the new level
of oil prices was the abruptness with which the in-
crease occurred spannmq a short gerlod_ of lime
and this is understandable. But the price of ol
must rise sooner or later to its true level and this,
in the final analysis, is not harmful to the con-
_ sumer but isin his best interest. 6
Prices set by OPEC at the level of United States
replacement “costs are at the level which economic
theory tells us free market forces would ultimately set.
Regardless of how. the world price is set,” any
domestic oil that is available at or below that price—or
indeed, somewhat ahm v w—is a bargain. Domestic oil
Is secure. li creates no halance-of-payments problems.
And the lax and royally component of its cost is simply



a transfer of money within the United States economy;
it is not a real resource cost. In contrast, the tax and
royally com_Ponent of a barrel of foreign oil (85 or 90

ercent of its total cost% is a real resource cost to the

nited States. It gives the foreign government a call on
American goods and services or a share in American
wealth. Obtaining secure domestic ol at the world price
is in the national interest regardless of the relationship
of that price to foreign costs.

E. Are Higher Prices Cost-Based?

It is incorrect to contend that higher current
P_etroleum rices “are not related to the cost of produc-
jon."" [S 11461) Higher prices reflect higher replace-
ment costs. In the extractive industries, higher-cost
new prospects must be sought out in frontier areas as
time passes because firms tap the lower-cost ones first.
Since the exploratory process is uncertain, some
prospects which were thouPht in past years to be poor
may turn out to be relative % gio_o_ Sor vice versa) When
they are ultimately tested. BUt it is the expectednumec-
tiveness which matters in deciding which prospects to
drill or not to drill. _ _

In order to achieve energ¥ independence, the indus-
try must_turn to higher-cost projects:

... The lower Investment and operating costs of
fields discovered and deveIoPed years ago are ir-
relevant to what it will cost lo bring on new sup-
plies. New supplies will cost much more in terms
of the real resources of men, materials, and in-
vested capital required to bring them into produc-
tion. Hence, expansion requires increasing price~*
and profits in order to main‘ain acceptable rales of
return on the new, higher-cost investments ...
The petroleum industry’is now... mov(ing) to ex-
ploration in the Arctic and dcepwatcr offshore
areas, as well as to the exploitation of new energy
sources requiring unproved and costly technology.
Such increased  uncertainly requires increased
rales of return in order to atfract capital. 7
R_eRIacem_ent costs are higher; hence, prices must be
Elg Sr. Higher prices  cost-hased— w/rfr/mmM/ cost-
ased.

One might contend that while a higher price is re-
quired to compensate investors for the hlgher cost of
new production in an mcreasm? cost industry, there is
no reason to let producers earn that price on older, low-
cost production. That production is already in place,
and a highct price for it would allegedly accomplish
nothmg more than enrichment of the producer:

| do not deny that the cost of drilling wells has
gone up ... (bjut ... [mluch of the Increase in
omestic prices ... is on old oil wells already
drilled. Prices went up, but the costs of production
or drilling those wells were incurred years before.
IS ]_14649
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What this implies is that oil and gas producers are only
entitled to recouP the dollars they originally spent and
a modest profit thereon, regardless of the erosion of
the buying power of these dollars by inflation—and
regardless of current replacement costs and competing
market prices. _

The price of wheat has gone up dramatically, but no
one has suggested dual pricing for farmers. That would
require a lower price for “old" wheat produced from
lands which were profitable at the former price and a
higher price for new production from less productive
acreage. The wheal farmer is entitled lo receive the
market value of his crop—and does—even if this
means a substantially hlgher rate_of return on_ low-cost
acrea%e purchased and brought into Broductlon_ years
ago than on new acreage currently being cultivated.

owever, the oil producer is said to be entitled to
receive only a low price on production from old, lower-
cost acreage despite inflation and high replacement
costs of operating in frontier areas. What justification is
there_for singling out oil lproducers and denying them
the hlqher_ profits which flow from past inveStments as
market prices rise? _ _

It must not be thou?ht that higher profits on “old"
oil render no useful function. They are a source of
funds for reinvestment in exploration and develop-
ment. And the industry should be spending more than
the profits from old oil if the Nation is lo achieve
energy independence. Increased internal generation of
funds is essential inan industry where the results of in-
vestments arc so uncertain. Some critics assert that the
industry should borrow more: o

... the il industry has the lowest debt-equity ratio
in manufacturing. It has a tremendous unfapped
borrowing capacity. 1S 11461
That is simply incorréct. In the” past, the low dchl-
e UIW' ratio hias reflected the uncertainty of the ex-
ploration stage of the business. Today, new refining in-
vestment has also become significantly more risky
because of the uncertainty of llow of foreign crude sup-
plies. The industry borrows about to Ihe extent of its
credit-carrying ca _amtg. Moregver, a high rate of
return on the existing business is needed for the com-
panies to he able to attract new debt capital to supple-
ment internally generated funds. Bankers are most
reluctant to lend only on the strength of great expecta-
tions of success in new exploration ventures. They de-
mand concrete evidence of existing accomplishment.
The view of the Chase Manhattan Bank is that raising
the money needed for energy independence
... Wl represent an enormous task. Part ol it can
be borrowed but at least three-fourths will have to
be generated internally from Broflts and capital
recovery. Nearly half must he obtained from prof-
itsalone .. X



Not only do_hl?her profits on “old™ oil render a
useful economic function, they are also justified in
view.of general price inflation—entirely apart from any
consideration of higher replacement costs of operating
in frontier areas. The present controlled “oldv oil price
of about S5.25 per barrel does not bring old oil prices in
ling with the general inflation of the East. quarter cen-
tury. In the third quarter of 1974, the implicit price
deflator for the Gross National Product had increased
by 116 percent from the 1948alerage. At 55.25, “old”
gg éNOaS up 102 percent from the 1948 average price of

Price controls and restricted profits on old oil also
have a perverse effect on efforts to improve the pro-
ductive, capacny of existing fields. A secondary recov-
ery project which increases production of a riew field
earns new oil prices on every harrel of production in
excess of the 1972 level, é)'us the new oil price on a
matching bonus barrel. Bat what if the secondary
recovery project does not lead to higher field produc-
tion than in~1972? This could easily hapPen in fields
where the productive capacity is naturally declining.
Secondary recovery may only arrest the decline—hut
that is certainly an"accomplishment which would pro-
mote energy independence hbecause there would be
more oil than otherwise. Yet controls on "old” ail
deprive this sort of project of the market price.
Restoration of market forces would eliminate this
problem. . :

Finally, price cei ings on old oil depress the price of a
compo.ite barrel o! old and new domestic Crude oil
and, hence, artificially stimulate oil consumption at a
time when we should be "nserving.

F. Are Higher Prices High Knoiigh For Energy Inde-
SJen_dence? ,
uring the Senate debate, the national need for
petroleum exploration incentives was repeatedly
recognized by the Proponents of ehmmatmq P_erce_n-
tage depletion But the need for the extra depletion in-
%_entl\ée on top of an SI | price for new oil was ques-
joned:
... this kind of profit permits the exploration and
development that we need, and if it does not
there is something wrong with the oil industry. |S
11469
We all agree that the domestic ail industry needs
incentives lo drill, to build refineries, fo build
pipelines, to expand production of energy for this
na%hort]r']stneeds. | know of no one who disagrees
with that.

... The question is, when is enough enough? |S
114661

The present levels of oilprices and profits do permit
some of the exploration and development that we

need—drilling is u‘o 25 percent in a year, and capltal
spending has doubled. But do they permit air that we
need? How much incentive is enough?

Senator Humphrey said that “The more we can be
dependent on our own resources, the better.” From
that policy position, it follows that percentage deple-
tion i re_guwed at the present crude price unless we can
be confident that the SII price without percentage
depletion would give the country the amount of
domestic oil suppIY it will consume at that price.

In order to apply this lest, it is first necessary lo
forecast domestic “production and consumption at
prices of S11and about S9 over a period of years suffi-
ciently long to permit full reaction to price change
(eliminating percentage depletion would be equivalent
to rolling the price back by about S2 per barreQ_. An
such forecasts of supply and demand are most difficult
to make with precision” because of: .

(1) the gieologlcal uncertainty inherent in the

petroleum exploration process;

(2) the uncertainty of the effect of higher crude oil
Prlces on petroleum consumption; and

3) the long time periods re?uwed to develop new
petroleum supplies and effect a full response of

. Oemand to hlqher prices.

This is not to sa)(_ that long-term petroleum supply and
demand forecasting is a useless exercise. Rather, the
results should be viewed with caution and given in
ranges rather than as single numbers which imply un-
due precision. _

The United States has substantial untested acr_eaﬁe
which is hlghlly prospective ror oil and ﬁas. especially
offshore on-all three coasts and on the North Slope of
Alaska. But we shall not knownow much oil is actually
there until the prospects are tested by the drill hit and
developed. And that process can take a good many
Years, especially if environmental protests are carried
0 the courts, When the first North Slope oil moves to
market, almost ten years will have elapsed since its dis-
COVery. _

_Furthermore, we have no precisely comparable
historical experience on which to base predictions of
the precise effect of large increases in domestic crude
oil prices on consumption of petroleum products. Price
chan?es over the past ?uarter century have been
small—35 cents per barrel at most. Indéed, crude oil
prices were about constant for a decade and a half while
other prices rose. In 1974. however, uncontrolled
domestic crude oil ﬁrlces have risen by a much larger
amount following the world price rise. One can safely
say that such a price increase will decrease consumP-
tion, but by how much? Also, as with the supp_ﬁ
response to higher prices, a full demand response Wi
take many years. For example, higher ?asolm_e prices
stimulate purchases of more efficient aufomobiles; but



consumers eannoi be expected to junk their invest-
ments in the 1972-74 models overnight. _

The first forecasting problem, then, is tc estimate a
range of uncertain supplv and demand responses to
price changes as those responses will materialize a
decade or 5o in the future. However, even if this can be
done within reasonable ranges in which one can have
some confidence, it will stiil be almost impossible to
predict the level of imports required to fill the supply-
demand gap, |fanY. Consider the following example of
hypothetical supply and demand forecast ran(ies_at,a

Iven price ina future year (assuming any level within

e range is equally likely):

Million Barrels per Day

Domestic Supply Forecast 15 plus or minus 20%, or IS to 12
Domestic Demand

Forecast K* plUS < minus 10%, or IS to 22

Required Imports 5 plus or minus 100%, or O lo 10

At ihe mid-points of each range (20 demand and 15
supply), required imports would be live million barrels
per day—or 25 percent import dependency. However
re_(iullred imports could be anywhere from zero to 10
million barrels per day—a dependency range of zero to
4percent. | .

Moreover, ihe price is uncertain; forecasting it re-
?uwes an_economic and geopolitical assessment of
uture OPF.C pncmg policies, lienee, there would be
comparable ranges for each of a number of feasible
world crude oil erces. In short, the level of |r_nﬁort de-
pendency is highly uncertain. We can say with confi-
dence that hlgiher prices will mean more domestic pro-
duction and Tess domestic consur_nRtlon. How much
more is arguable but predictable within ranges. Predic-
tions of The difference between those ranges are
necessarily extremely uncertain. o

When the Nation's security is involved, it is clearly
belter to err on the siow of developing somewhat to0
much oil than to eliminate percentage depletion and,
effectively, roll back the price by about $ per barrel.
The conse(iuence of asurplus would be that the United
Stales would have some ail to sell to Europe and Japan
and, accordingly, to help the consuming_countries'
joint halance-0f-payments problem visa mO1’EC. The
consequence of eliminating percentage depletion could
be an even glreater American dependence on OPEC ail
There is really no choice between these uncertainties:
the United States must opt for more domestic supply.
It needs the new prices and percentage depletion in
order to assure itself of adequate supplies of oil and

ges. . : .
Might it be possible to lill Ihe domestic indepen-
dence gap by using 3ynthet|cs as well as conventional

b
oil an gas?y A rapid development program for syn-
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thetics is essential—as American Petroleum Institute
witnesses told the Congress in 1970:
... it is imperative that we begin now [1970] to
formulate a framework of national policy for the
orderly development of synthetic resources. The
long lead times required “dictate that a carefully
planned program be initiated now if those sources
are lo make a significant contribution to our
energy needs in the 1980s,3 _
Four years have passed, but only one new synthetics
Plant as heen started—and that one in Canada. The
ong lead times for plant construction and the tech-
nological problems not fully solved make it most
unlikely that it will be physically possible to produce
the huge needed quantitites of ‘synthetics by 1985-
even with diligent development. _

In any event, synthetic liquid fuels will be no
bargain. For example, Cameron Engineers, Inc., an
eminent firm experienced in evaluating shale ol pro-
cessm%, recently stated: _

Thus for a'50.000 bbl./day pioneer plant, operat-
ing on 30 OPT {%allons per to% shale the crude
price today should be abou' SI0/bbl. in terms o
constant 1<)74 dollars. FUrther increases would thus
be required to compensate for future inflation dur-

_ing the construction and operation period. _
This required price of $10 per barrel is for a synthetic
crude comparable with conventional crudes delivered
to refmm? centers. The estimate is an adjustment of
the results of a National Petroleum Council study
which computed a crude parity (a ihe plant 8ate? of
$.35 per harrel in 1970 dollars. The NPC stud
assumed a large plant %peratmg on high grade ore wit
no startup problems. The Cameron estimate updates
the costs to P 74 dollars and allows for the plant size
and ore quality currently bem% considered.

_ Colony Development Operation recently{ announced
indefinite Pos_tponement of its commercial shale plant
because inflation had caused its estimated construction
costs lo increase about 40 Cg)ercent, from $450 million
to $800 million. Robert O. Anderson. Chairman of
ARCO. which is a member of Colony Development
slated recently that the Brlce of oil would have to in-
crease to about $15 |Q_{er arrel before this plant would
be economic.” Hob R Dorsey of Gull staled recent|
that Gulf’s estimated costs for its joint venture wit
Standard of Indiana had also increased. He noted that
instead of an ail price of $8to $K> per barrel Gulf was
now estimating that the price of oil would have to be in
the range of $10 to $12 per barrel before ibis project
could be economical. ”li 'is clear from these cost ésti-
mates that there must be assurances, that oil prices will
continue at present levels or even increase before oil
slide development can make any substantial contribu-
tion to domestic energy supplies.



Another source of synthetic liquid fuels could be
coal, A recent statement by Exxon Research and
Engineering Company observed that: _

Based on the current high cost for imported
natural crude, there are now substantial driving

forces to complete the development and commer-

cial demonstration of coal liquefaction technology
as s00n as practical.-’5

The Exxon cost estimate for direct liquefaction of coal
is roughly S10 P_er barrel of synthetic oil in 1973 dol-
lars. An alternative route to synthetic liquids from coal
would be to gasify the coal and then liquefy the gas.
That could cost another S2 to S5 per barrel.

“When is enough enoughEnough is no less than

' resent new oil PrICES with percentage depletion.
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PERCENTAGE DEPLETION AND COMPETITION

It has been a[Fued Inat percentage depletion for
large integrated oil companies gives them an advantage
over non-integrated refiners and should be eliminated
for large integrated companies to improve competition
in reflnln(? and marketing: .
... depletion encourages oil producers to keep
their oll prices high, at the expense of independent
refiners ‘and manufacturers of petroleum pro-
ducts. whose profit margins are Hereby
squeezed In effect, the mte?rate_d_ firms are
selling crude ail to themselves af artificially high
prices and thereby drlvmgsglndependent refiners
... out of business. |S 11 _ _
On the contrary, integrated companies have neither
the ability nor the incentive to attempt ani/ such shift-
ing. And",hey would lose, not %am, after-tax dollars if
they were successful in any attempt to shift income
from marketm% and refining lo production. What
would happen to profits? T."8 answer is that profits
would decrease. The integr .ted companies’ lack of
market power is confirme _bg the facts, which show
that over the past decade independent refiners have
improved their market share.

A. Competition In Refinin

¢ ! Y .

The char%e implies that at any level ol market prices
lor products, mteg_rate_d companies allegedly raise
crude oil prices arificially, thus squeezing refining
profits This ignores the facts. o
~ First, ?he integrated companies cannot raise prices
individually Integrated comé)anlles produce only about
three-filthS mk domestic crude oil production and thus
could not control the market. The largest company has
only about 10 percent, Inan industry characterized by
low concentration and free entry—as in the oil produc-
mg business—companies_have no discretion as to
where they lake their profits. _

Second, neither the Internal Revenue Service nor
stale tax authorities will permit companies to adjust
their internal crude oil prices arbltranI}/ in order to
minimize taxes. Such internal prices must be related to
market prices. _

Third, the integrated companies would lose money
on a price increase designed lo increase the depletion
allowance and decrease taxes. For a company whose
?ross Productlon equals its refinery runs, thebenefits
rom lower Federal income taxes would be more than
offset by increases in landowner's royally and state
severance taxes. The effect is even more pronounced
In situations where the integrated producer is unable to
satisfy the requirements of his refineries from his own

0ross Productlon and must purchase ﬁart of his require-
ment from outsiders. To the extent that is the case, the
mctrease represents an additional net direct increase in
COSts.
The accompanying schedules in Exhibit C reflect the
effect of crude oil price increases to an integrated
petroleum company. For a completely mteg_rate com-
any whose gross production equals its refinery runs,
ase 1shows that profits are reduced by about 2 Per-
cent of the amount of the increase. Case I assumes that
the integrated company Purchases no oil beyond its
%oss production. In fact, the gross production of 20 of
e Iar?est oi! companies is about 75 percent of their
runs of domestic crude. As a result, the average large
integrated company must purchase about 25 percent of
its crude oil from outsiders. Case Il reflects this
purchase assumption, which results in a reduction in
profits equal to about 15 percent of the amount of the
Increase. A further adverse effect on profits results if
the tax on lax é)references is applicable. In that event,
as isshown in Case Ill, profits arc additionally impaired
by another 4 percent of the amount of any crude in-
crease.

Consistent with these computations, the actual facts
show that independent refiners have improved their
ma. kei share in recent years. According to the Office of
Oil and Gas, De_Partment of the Interior, refinery
capacity in the United States increased from 9.6 million
barrels per day in 1960 to 123 million barrels per day in
1970, a net increase of 27 million barrels per day—or
about 28 percent. The Treasury Department has calcul-
ated that in the area east of the Rockies, independents
competed so successfully that they 3amed ahout | per-
cent of refinery capacity between 1960 and 1970." On
the West Coasf, the in elgggdents ained 25percent ,T
refinery capacity from to 190

One” would assume that if profitability were con-
centrated in production, then the large companies with
the funds and experience in all facets of the oil industry
would invest primarily in pnnjtution. The facts show
that while most large”companies invest heavily in all
stages of the industry, the)(] actually have a larger share
of the downstream end OF the business—transportation,
refining, and marketing. As previously listed, the
average degree of integration on gross production is
about” 75 percent. After deducting royalty oil due to
others, the level ol integration would be Substantially
less—about 64 P_erce_nt. _

Sonic infegration in the producin

IC 1N | ﬁside of the busi-
ness is desirable, not because of hig

profits there, but



EXHIBIT C-CASE 1

Effect Of An Increase Of SI In Price Of Crude Oil On A
Company That Produces All Its Crude Oil Requirements

Additional royally paid to ihe landowner (based onnational average royalty interestof 15%)......ccceoiiiiiiiiiiiiiiiiiiieeee e S
Additional severance and ad valorem tax on the 85% working interest (based on estimated national average taxes of 8%)

= OO S
Reduction in Federal income tax @48% attributable to the above IteMS......cccooiiiiiii i

Net COSt OF rOYaAllY & SEVEFANCE TAX .ciiiiiiiiiiiiiiiiiititetett e e e s e e e e et e e e e et eeaeaeaeeteeetetes feeee Seaeteeeeeetteaeteeetetetenee eeetrteeaeeeaeeseeesenesanenneen s S
Less reduction in Federal income tax attributable to increase in percentage depletion @22% Of 85% X 48% ......coceeviierimiiimiiimimeeeiiniieaes

Net cost of increasing the price of crude oil, assuming the tax on taxpreferences isnot applicable S

EXHIBIT C CONTINUED —CASE Il
Effect Ol An Increase Of SI In Price of Crude Oil On A
Company That Produces 75 Percent Of Its Crude Oil Requirements

Additional royalty paid to landowner (15% of .75) S
Additional severance and ad valorem taxX (8% OF .75 1€SS .11 25) ... iiiii i ittt e s e e e e e e e e e e e e e e e et et e e e e et et e te e e e nnn e e ranannrans
Additional cost of crude purchased from other producers (1.00 less .75)...........

Total ... S
Reduction in Federal income tax@ 48% attributable to the above items...

Net cost of royalty, severance tax, and outside purchases $
Less reduction in Federal income luxes attributable to increase in percentage depletion (48% of 22% of ,75 less 1125)

Net cost ol increasing Ihe piice ol crude oil. assuming the tax on lax

%

preferences is NOt APPlICADIE. .. ... et oo e e e e et e e et et et ettt e et et e e

EXHIBIT I CONTINUED —CASK IIl

[lcct Of An Increase Ol SI In Price Ol Crude Qil
Assuming Ihe Tax On lax Preferences Applies

Company | but

Company Willi Purchases 25%
No Outside of its ( rude
Purchases Requirements
Increase in Preference Items
(Increase in Depletion on Own Produced Oil) ... $ 187(1 s 1403
Add Reduction m Income Tax:
Due lo Additional Royally. Severance
and Outside Purchases ... 1046 1985
Due to Additional Depletion. ... (1898 0673
Increase in Preference Tax Base .. $ .3814 s 40(l
Preference Tux at 10% ...$ 0381 $ 0406
Net Cost of Increasing the Price ol
Crude Oil per Cases land Il 0236 1477
Total Increase in Cost When the lax
on lax Preferences is Applicable $ .0617 1883

.1500
.0680
.2180

.1046
1134

0898

.0236

1985
.2150
0673

1477



because of normal business reasons for vertically in-
tegrating. The Prlmar reason is to assure a steady and
uninterrupted tlow of supplies of crude oil at periods of
peak demand. A second reason is to guarantee proper
g_ua_llty of crude oil tc match the capabilities of in-
ividual refineries—especially crudes that have a
proper content of sulfur and metals, and those which
provide high gasoline yields.

B. Competition In Producing . .
_ Percentage depletion is clearly not anti-competitive
in the producing stage of the industry;
... Inany event, what is keeping the independents
in business is that degletlon_ allowance and the
deduction for intangible drilling costs ... the
depletion allowance ... is one advantage of the in-
dependents over the majors. Look at the 70 per-
cent personal income lax and compare it with the
48 percent rale on corporations; that depletion
allowance attracts money to lake a chance on drill-
mgi wildcat wells by the mdePendents. That is the
_only competitive advantage they have. [S 114751
Since independents drill 75 or 80 percent of the ex-
ploratory wells, some might say that theY must have
other competitive advantages, e.g., flexibility of
response to new QP_portunltles_. But Percentage deple-
%gon I surely significant, and it is surely pro-competi-
Ve,
_Competition in oil and gas exploration and produc-
tion is intense compared with other industries. The Of-

fice of Qil and Gas, Department of Interior, has calcul-
ated that independents outside the top 23 oil com-
panies produced 42 percent of domestic petroleum in
1972.3 The latest available published statistics of the
Federal Trade Commission show that in 1967, 16 f)e[-
cent of steel production, 14 percent of soap and malt li-
quors, 7 Percent of aircraft engines and parts, and 3
percent of tires and tubes came from companies out-
side of the top 20 in these industries. Essentially all
P{oductlon came from within the top 20in such indus-
ries as motor vehicles, aircraft, cigarettes, and
teleﬁhone_and,telegraph_apparatus. o

~ The major oil companies have been active primarily
in the search for potentially large deposits of oil and
natural gas—especially ofTshore and in the Arctic—
utilizing advanced and very expensive exploration and
development techniques. The 10,000 or so indepen-
dent producm% companies have tended to concentrate
in widespread conventional drilling for smaller
deposits onshore. According to Chase Manhattan Bank
figures, the top 30 oil comPanles contributed 70 per-
cent of the funds for exploration _durm% the period
1964i0 1972. Since 1950, 24 giant fields of 100 million
barrels or more have been found. Of these about two-
thirds were discovered by major companies. The inde-
pendents drill most of thé wells; the majors spend most
of the money. And the business is highly competitive.
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PRICE EQUIVALENT OF PERCENTAGE DEPLETION

In the debate over the role of percentage depletion as
an incentive to domestic petroleum exploration and
production, considerable confusion has arisen over the
effect on industry costs and cash flows of losing percen-
tage depletion. Much of the confusion over percenta%e
depletion can be traced to misunderstandings of the
manner in which percentage depletion shows up in the
domestic oil producer’s economics. Logical pitfalls
which appeared during the Senate debate Included:

(1) Confusing or ignoring the _|mPortant £conomic

distinction between “marginal” and “average”
economic concepts, especially tax rates, and
commingling marginal and average data;
(2) Intermingling data on the U. S petroleum in-
dustry with worldwide data; ,

(3) Assuming that a dollar of increased tax cosi can
be fully offset by a dollar of increased revenue,
6., price; and _

(@) Confusing the tax concept of "cost depletion”

~ " with book depreciation. _

It is essential that misimpressions left in the Senate
debate be corrected.

A. Erroneous Computations Of The Price
Equivalent Of Percentage Depletion .
Wholly incorrect estimates of the price required to
offset loSs of percentage depletion were offered during
the debate. The estimates were not only incorrect; they
did not even agree among themselves. One example:
... those ‘who support the depletion allowance
argue that repeal of depletion may raise the cost of
gasoline at the pump, possibly by as much as 3
cents per gallon ... the calculation assumes a 48
Percent effective tax rale on oil profits. But, in
act, the effective tax rate of America’s major oil
companies is far lower, only about 5to 6 percent
.. Therefore, . .. the increase at the pump would
be more like one-third of cent a gallon . IS

11458

This calcu]_atlon is misleading and meamngless.

Indeed, if Percentage depletion were deducted from
revenues that would otherwise be taxed at “onIK about
5to 6 percent,” it certainly would not be much of an
economic incentive. If percentage depletion is only
worth 5or 6 cents on the dollar, why is there such an
efiort to repeal it? It would only raise Federal receipts
by about million. Those ‘who so glibly toss out
such miscalculated data should recognize that taxing
de_fnctlon deductions at a mere “5to 6 percent” clearly
will not produce the billions of added tax revenue that
the American voter has been promised!

The “5to 6 percent” figure incorporates two of the
four errors in logic mentioned above: it relates U. S. in
come taxes to total worldwide income, while |gnor|ng
foreign income taxes; and it also confuses marginal an
average tax rales. As we have seen, comparing U S.
Federal income taxes paid by U. S. oil companies with
their total worldwide income—while |gnorlng the
billions of dollars in foreign taxes paid by the com-
panies—is a naive but persistent mistake made in
analyzing oil industry economics. That is the source of
"5 t0 6 percent.” It Is the false averaPe rate computed
by dividing United States tax bv worldwide income. If
one wanted to use an average rate, he should use 25.6
gercent_, which is United States tax divided by United

tates income. o

However, it is the m arginal tax rate on domestic in-
come which matters. Ifan extra dollar of domestic cor-
porate income is subjected to Federal tax, that dollar
will be taxed at a 48 Fercent rale. Hence—setting aside
deFIetlon would cost the corporation 43 cents on the
dollar, not 5or 6 cents. , o

Another e_xamPIe of computing the price increase re-
quired to ofiset the loss of percentage depletion con-
tained a quadruple error:

If the depletion allowance were taken out, the
maximum value of the percentage depletion on
old oil at present prices is 5o cents er barrel. If the
percentage depletion is withdrawn—that is, on old
oil—firms could lake the cost depletion. That is
normal depletion, which is roughly half of that
and thus the additional lax liability would be 2
cents a barrel at most. If fully passed through to
the gas pumP, this would translate into about 0.6
cents per gallon ... |S 114743

Senator Long immediately objected that:

... if the companies are going lo make the money
back against the 48 percent tax rale, they have got
to double the figures used by the Senator.

Senator Humthey responded;
No. IS 11474-114751

Yes—and then some, _

_In the first place, the 22 percent depletion allowance

in the compu'a ion is valued for a corporation in a 43

%%rcent marginal bracket; 55 cents = 22 Percent of
.25 per barrel times 48 percent marginal tax rate.

However, for an independent producer in a 70 percent

marginal bracket, the value would be: si cents = 22

Percerln of $5.25 per barrel times 70 percent marginal

ax rale.



_Second, the computation ignores the lost cash flow
fiom percentage depletion on new oil. New oil earns
twice as much depletion P_er barrel and accounts for
about one-third 0 £roduc jon. For a corporation, the
after-tax value of 22 percent depletion for a composite
barrel valued at S7.50 should be 79 cents, not 55 cents.

Third, the implied after-tax value of cost depletion is
30 cents per barrel, since 55 cents less cost depletion
allegedly gives a new value of 25 cents per barrel for
percentalge_deplctlon on old oil. This 30-cenl figure for
cost de{) etion on old oil appears to be far overstated, It
Is total %/ cl variance with estimates presented over the
years Dy the United States Treasury and other
sources—three cents is more like it™ after taxes.
Although the genesis of the 30 cents is not entirely
Clear, it appears 10 be based on the before-tax value for
average total oil industry “depreciation plus deple-
tion’"as per financial statements and rmi “cost deple-
tion” from the lax returns. Such data are simply not
equivalent or comparable, and lead to very serious er-
rors in estimating the economics of depletion. "Cost
depletion” from™ the tax returns covers primarily
?eologlcal and_geophysical exploration expense and
ease” acquisition costs for producing properties.
‘ DePrematlon plus depletion™ in the financial state-
ments covers virtually all costs except dry holes and.
for some companies, ?eologlcal anti geaphysical ex-
pense. Cost depletion fromthe tax returns is onI}/ a
miniscule part of depreciation and depletion from the
financial statements. _ .

Fourth, as Senator Lon? correctly pointed out, since
55 cents is the g ter-tax value of statutory depletion to a
corporation, approximately twice that much extra
revenue would be required to offset Ihe loss ol percen-
tage depletion, lurch extra dollar of revenue is taxable
at 48 percent, hence, it lakes almost S1.10 of revenue
to provide 55 cents alter tax—SI 00 to he Eremse. For
an individual ina 70 percent marginal bracket, it takes
SI. o provide 5 cents after tax |lie expansion fac-
tors for converting the tax benefit into an equivalent
price increase are 1.92 for a corporation and 3.33 lor an
Individual ina 70 ‘oercent marginal bracket | (I -
mar%mal tax rale)l. . _

The ncl result of the quadruple error is a major un-
derstatement. Ihe right average figqure for all oil is
about 3 cents per gallon, not 06 cents.

Il. The Average Value Of Percentage Depletion
Like the “average man,” there is no such thing as
tlte average oil producer, However, enough data exist
to draw a reasonable statistical composite for purposes
8f I|Iltustrat|ng the aggregate impact of percentage
epletion.
. Toillustrate how such a value mlgiht be derived as an
industry average, Case | of Exhibit T) shows hypotheti-

cal depletion economics for an “average” producer
selling crude oil at $/.50 per barrel, the approximate
current industry average price.

Ke)é economic assumptions in Case D-I include:

* Percentage depletion is assumed to be effective at
an 18 percent average rale after allowing for the
minimum tax on tax preferences and the limita-
tion lo 50 percent of net income. o

* Average cost depletion of $0.06 per barrel is in ac-
cordance with estlmatesotkv (g;overnment and in-
dustry sources in the S0.04-0.07 range.

The following tax assumptions were used in Case D-

I:

e The ail producing industry is assumed to be a
composite of 48 percent Dracket corporate tax-
payers and 50-70 percent bracket individual tax-
payers: an average tax rate of 52 percent was
assumed representative. (It should be noted that
some oil companies may a%)ear to have overall
ave_raq_e |ux rates less than 48 percent due to con-
solidation effects of other activities and normal
differences between lax and financial reporting.
However, for taxable production income after
deducting allowed depletion, such taxpayers will
normally be subject to taxation at the full rate ap-
ollc%able to ordinary income, i.e., 48 to 70 per-
cent.

e Although there would be no 10 percent minimum
tax due in Case Dl if it were an example at Ihe
margin, the producing industry is assumed, on
the "average, to pay the minimum lax on
preferences at one-half the nominal rate or an
effective 5 percent rate.

Loss of percentage depletion in Case Dl would reduce
the producer’s depletion charges by $1.29, As a conse-
uence, Federal income taxes would be increased hy

67. However, if the “average” producer is to he
made whole in terms of his net cash flow, he must
receive $1.40 per barrel more for Ins crude oil, or 33
cents per gallon of domestic crude oil 11294 (1-52) -
1.40]. In Situations where the full 22 percent rate aP-
Flles, statutory depletion on the average barrel would
le worth 4.1 Cents per %%Ilon.

Case D-Il shows a $5.25 per harrel example lor
“old” oil worked with the same oPeratmg assumptions
as Case D-I. Again assuming that every producer and
every project isaverage, these calculations indicate that
making Up loss of percentage depletion on old oil
would "call for a price increase of $0.79 per barrel or
roughly | o cents per gallon of domestic crude ail, In
situations where ‘the “full 22 percent rale applies,
statutory depiction on old oil would he worth 2.8 cents
per gallon.



Exhibit D
DEPLETION ECONOMICS FOR THE “AVERAGEPRODUCER

Case D-I Case D-II
- - - -S per Barrel

(1) CUrrent Sales PriCe ..o e e e e e e e eeeeees S7.50 S5.25
(2) Percentage Depletion(3)18% Effective Rate 1.35 .80
(B) Less: COSt DePletion ..o .06 .06
(4) Equals: Reduction in Depletion... S .74
(5) Increase in Federal Income Tax — 52% of Line (4) 67 .38
(6) Price Increase to Restore Cash Flow =

LiNE (5) £ (1-.52) it 1.40 .79

(Memo: cents/gallon ... ... (3.3) (1.9)
(7) New Sales Price to MakeWhole: $8.90 S6.04

Exhibit E
EFFECT OF DEPLETION ON ECONOMIC INCENTIVES
Case E-t* Case E-II*
- ---S per Barrel - - - -

(1) Current Sales PriCe ...iiiiiiiiiiiieee e S1 LOO
(2) Percentage Depletion8®22% Fllective Rale .. 2.42 242
(3) Less: Cost Depletion .50
(4) Equals: Reduction in Depletion S 1.92
(5) Increase in Federal Income Tax.. 1.34

E-1 - 48% nl'line (4); F Il - 70% of line (4)
(6) Price Increase to Restore Cash Flow - 177 4.47

Line (5) r (1-tax rate)

(Memo: cents/gallon) 4.2) (10.6)
(7) New Sules Price to Make Whole S12 77 SIS 47
*Mi/e: Case 1| assumes a 48 [IClcent bracket taxpayer; Case |11 assumes a 70 percent bracket taxpayer

39



C. Percentage Depletion And Economic Incentives
The critical economic effect of percentage depletion
is not found in its average impact on total oil produc—
tion (new plus old) but in the economic incentive it

provides at the margin.

In most instances, business investment decisions are
based on the marginal costs and revenues involved,
and not on average costs and revenues. Thus, the eco—
nomic incentive value of percentage depletion rests on
its independent impact on the marginal investment
decisions that the individual netroleum producer 1is
currently considering and not ou the historical average
operations of the entire industry. (Its average value
measures the total flow of funds attributable to the
Tlowance.)

The “Mmargin””in the oil producing industry may be
thought leading-edge
petroleum exploration and production, as well as in—

of as new. investments in
troduction of secondary recovery and reworking of
older, low-yield wells (including so-called “Stripper"
wells® which are close toabandonment because of their
low profitability. Percentage depletion must be evalu—
ated in itsmarginal, incentive role ifits implications for
sound public policy decisions are to be assessed cor—
rectly.

Currently, newly-discovered domestic crude oil in
the United Slates is selling at a price of around $11a
barrel. This $11 price incentive has already had a
powerful impact on new investment commitments in
the oil industry, including a pronounced surge in drill—
ing activity, accelerated programs in secondary recov—
ery of known oil reservoirs, and sharply increased in-
teresl in Federal lease sales.

The impact of removing percentage depletion on
new, leading-edge developments is illustrated in Ex —
hibit E, where the marginal economics of t/wo hy—
pothetical oil producers are shown: a 4X percent tax
bracket corporate taxpayer (Case E-1) >nd a 70 percent
tax bracket individual producer (Case H-11). Because of
the impact on current acreage acquisition costs of

sharply higher offshore lease bonus payments, an
effective cost depletion rate of S0.50 per barrel is felt lo
be more representative of new producing properties re—
cently put up for bid by the government. Percentage
depletion is assumed effective at the full 22 percent
rale. Neither taxpayer 1is assumed to have net
preference items in his base activities that are subject
to the 10 percent tax on preferences: so no incremental
minimum tax liabilities or credits are generated at the
margin. This figure may not be appropriate for future
costly deepwater and Arctic properties.

The data of Exhibit E indicate that to restore leading-
edge economic incentives after abolishing percentage
depletion would call for crude oil price increases in the
range of S1.75 1o $4.50 per barrel, or 4 cents to 11 cents
per gallon.

An essentially similar line of marginal economic
analysis may be developed for the case of the “‘trip—
per" well, where an increase of $1.75 or more per bar—
rel in tax liabilities would force premature abandon—
ment of a significant portion of this valuable segment
of domestic crude oil production capacity unless offset—
ting price increases are realized.

In summary, this analysis has shown that abolishing
percentage depletion would have its most pronounced
impact on marginal investment decisions at the lead—
ing-edge of the domestic oil industry. Full restoration
of incentives would require price increases of at least
$1.75 a barrel or 4 cents per gallon of domestic crude
oil.

Without a compensating 1increase 1in revenue,
abolishing percentage depletion would cut the oil pro—
ducer®s cash Ilow by 15 lo 30 percent at the margin, and
drain the industry of $2-3 billion per year of funds
badly needed for reinvestment. In the wake of a brief
but massive interruption in America 3 ability to import
oil. the adoption of such a punitive lax measure aimed
squarely at leading-edge incentives for domestic oil ex —
ploration can only be deemed short-sighted and con—
trary lo our Nation 3 best interests.



IX

CONCLUSION

_ During the debate, a crucial set of steps was missing
in moving from the facts of higher prices and profits to
the conclusions so confidently articulated by advocates
who would increase petroleum taxation. They asserted
that, *“At these profit levels the domestic producing in-
dustry is q_om to be able to raise all the capital it needs
. TS 1 460(1 and “The soaring price of il is enough
incentive by Itself to stimulate all the additional ex-
ploration and production needed by America . . [S
11457), But these were only assertions.

What was mlssmq Was ngzorou,s analysis. What rate
of return is needed lo attract capital? What is the true
BrOfItabIh'[ of the industry? What is_its true tax

urden? How many investment dollars will be needed?

The Chase Bank stales that a 1510 20 percent rate of
return is needed. After allowing for inventory profils,
the rate of return for the larger American companies
was about 18 percert during the first nine months of
1974, The industry’s 1972 income tax burden was
about 25 percent domestically and 50 percent world-
wide. Its total tax burden “is 6 percent of gross
revenug—higher than the average for other American
companies. _ -

The current uncontrolled price of new ail is about
SI1 per barrel. Several sources indicate that synthetic
|I%UId petroleum from oil shale or coal will cost about
$10 per barrel, or more, in 974 dollars. OPEC leaders
have indicated they will key their prices to alternative
enerqy sources, Thus, domestic oil a market price is
cosl-Dascd relative lo replacement costs; and 1i is an
economic and national security bargain. _

The mdust%’gs domestic™ capital xgendltur_es
averaged about $9 hillion annually during the past live
%/ears. In the first half of 1974, capital exPendltures bg
he_larger companles were at an annual rale of SL
billion—more than double the previous year. Their
worlawide B_roflts were also a an annual rate of about
S120r S13nillion alter allowing for one-time inventory
profits. The Secretary of _ﬁtl_e Treasury l.ascited data in-
dicating a need for $36 hillion of annual capital exPen-
ditures, on the average, through 1985—far more than
the present profit or expenditure level.
_Percentage depletion has been an elledivc incen-
tive i pays off for success,.just as does market price. li
stimulatés exploration, development, secondary
recovery, and high-cost operations. Its effect is additive
to §)_r|ce; and it is not obsolete.

Since the price of new domestic oil is sol bY world
prices, economic theory would say that a pass- hro,uqh
of a domestic lax increase m consumers is nol feasible

in the absence of import controls. Ending percentage

depletion on new oil could, therefore, mean less ex-

ploration and increased dependence on imports. Those

iEmptorts would probably have lo come from the Middle
ast.

To the extent that Congress eliminates depletion
allowances for any portion” of the industry, thus in-
creasm([; taxes, it is likely that internal sources of funds
available for investment would decrease further—even
with no new limitc ans on profits. This means that ex-
ternal sources of funds would have to provide more of
the capital which will be used to finance all of the new
investments of the ail industry. That, in turn, means
thal rales of return must remain up; but elimination of
Bercentage depletion would reduce the rale of return
)y about three_ percentage points. Today, the competi-
tion for funds is unprecedented. If the olf industry con-
tinues lo be surrounded by uncertainty and possible
punitive actions _br Congress, the outlook lor raising
external funds will be dismal for all companies—non-
mtegrated refiners, Iarge integrated companies, inde-
pendent producers, and other energy companies.

Any reduction In percentage depletion would be
contrary to the national interest. However, if such a
ch.ange IS made, it should be prosi)ectlve to make it ap-
plicable lo properties acquired alter the legislation is
Passed. Projects undertaken in past years would not
hen be deprived of an allowance which was expected
at the lime of the investment decision and which, ac-
cordl_nt[;ly, entered into the original economic choice;
to drill" Or not to drill. o _

If any reduction in defole_tlon_ Is made applicable to
existing Pr_opertles, the legislation should at the vegl
least contain a provision for a pass-through of the ad-
ded tax cost on “old" oil and regulated ﬂas, if not for
full restoration of free market forces. Allowing a cost
pass—throug[h with continued price controls would re-
quire that the effective date of the legislation not be
made retroactive. Depletion lost retroactively could
not he recovered because the oil would already have
been sold. _ _ N

It might he objected that past exploration decisions
never anticipated percentage depletion hased on a
crude oil price so hl%h as 35,25, the present ceiling on
“old” oil. Hence, this higher price may already Rave
offset loss of the originally expected percentage dePIe-
tion allowance. Senator ™ Humphrey contended that
"the price of oil has already gone up.” IS 114721 But
an “old" oil price of about $6 is required just lo bring
the "old" crude oil price in line with inflation. When



one makes an investment decision, it is surely not
unreasonable to expect future price increases in accord
with general inflation. In fact, price increases substan-
tially greater than the inflation rate could be anticipated
In an increasing-cost extractive m_du_str){ which must
look to pro%resswely more difficult geological
prospects as the years pass. A compensating price in-
crease for "old” il would prevent the after-tax value
of "old” ail ?HCES from being reduced far below the
level which offsets general price inflation since World
War II, as well as maintaining the flow_of internally
generated funds needed for néw exploration.
Insofar as the foreign operations of American oil
companies are concerned, efforts to eliminate or im-
Palr the operation of the foreign lax credit arc not in
he national interest. With United States taxes |mi)osed
on top of foreign taxes, American companies could not
compete with ™ foreign-owned companies, which pay
only the f_ormgn taxes. Since a continued American
presence in the international oil industry will not
diminish the interest of American companies in eco-
nomically attractive domestic expansion projects, there
Is no_reason for the Government of the United States
to drive them out of the international business.
~ Indeed, their technical and managerial competence
Is sorely needed there. The United States wll, itself,
require” substantial ail imports for man?/ years even
with spectacular success in domestic exploration. And
restoration of the economic health of Europe and
Japan may well depend on increased mdlg_enou_s energy
production in those areas, together with Qiversification
of other forelgn sources of petroleum, Because of the
inevitable and irreversible interrelationships among
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the economies of Europe, North America, and Japan,
it is in the direct national interest of the Uni,ed States
to do what it can lo preserve the economic status of ll
of these economies and to assure the stability of the in-
ternational monetary system.

Thus, it makes no national sense to undertake tax
Pohc;es which would drive American companies out of
he international oil business. This is especially true
when one recognizes just _how invalid are the” arqu-
ments used to support increased taxation of the
foreign-source income of American oil companies.
They do not use the forelgn tax credit to excess—they
have had more foreign fax credits than other busi-
nesses merely because they have had more foreign in-
come.. And” their foreign income taxes are not
rqyaltles—the¥ pay both income taxes and royalties
V\{It# the royalties comparable in amount to those paid
at home.

In summary, a major_etTort is under way in the
United Slates, Canada. Europe, and Asia to decrease
consuming country dependence on OPEC oil. Market
forces are spurrln?_ an intensive worldwide effort to
rm% on new supplies. Domestic capital expenditures
blyt e larger American com%anles In the first half of
974 were over twice [he 1973 level. This confirms the
belief we share with Senator Humphrey that, Hallowed
to operate, the marketplace will call forth new supplies.
Our basic disagreement is that we believe that the
market forces will be more productive of increased in-
digenous energy supplies with perce_ntage depletion
and an unlmEalred oreign tax credit than without,
"L et the market forces operate” without governmen-
tal impairment.
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"Ari Act relating to penalties under the Alaska income *jX. ~

COMMITTEE REPORT

Ui house uwici;py
Hr.Speaker: Date

The Committee on Cc.r'.mecrre has had

under consideration. A Major ity of the members of t< Committee

() recommends it DOPASS

() recommends it DONOT PASS

( ) recommends it DOPASS WITHATTACHED AMENDMENT (S)
( ) recommends it BE REPLACEDWITH CSFOR AND THAT
CS FOR DO PASS

() “and" recommends it BE REFERRED TO THE

COW ITTEE
( ) reports it Dack WITHOUT RECOMMENDATION
() "other"

Members signing the Majority report:

Members NOT concurring in the Majority report:

recommends:

recommends:

recommends:

recommends:

recommends:

Cha irman
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M E M OR A NUD UM State of Alaska
T: R. D. Stevenson, Special Asst. DATE: March 5, 1975
Office of the Commissioner
Department of Revenue FILE NO:

from:

TELEPHONE NO:

Frederick P. Boetsch subject: houss Bill 209

Deputy Commissioner »
Department of Revenue

A recent survey by auditors and enforcement officers of the
Department of Revenue indicated that there was a substantial
violation of the withholding tax laws by non-resident workers
connected with the Trans-Alaska Pipeline. The violation consisted
of submitting a Form W-4 (the withholding tax declaration) with
an unreasonable number of exemptions claimed which led to a zero
withholding tax. In some cases we found as many as 50 or 60
exemptions had been claimed. The obvious objective of claiming
so many exemptions would be to insure that there would be no
state income taxes withheld from their pay checks. Without
withholding it is unlikely that we would ever receive any tax
from these individuals.

Although it would be possible to prosecute these individuals
under our existing fraud statutes, the standard of proof 1is quite
complicated and the time reqired to conduct an investigation
would be such that many of these individuals may have left the
state by the time any action could be brought. In reviewing the
federal Internal Revenue Code with respect to this problem we
find that they have a specific statute which addresses itself to
the question of persons supplying false information to an employer
for withholding purposes. The proposed bill 1is consistant with
that provision of the Internal Revenue Code. Basically it allows
us to prosecute for fraud, an individual who supplies false
information or willfully fails to supply information to his
employer for purposes of withholding the Alaska Income Tax. With
this kind of provision it is merely necessary for us to establish
that such false information was provided to the employer or that
such information was withheld. It is not necessary to address
ourﬁelves to the more complex question of income tax evasion as
such.

Although the punishment 1is a misdemeanor, and the jail term 1is
for one year, we felt that a $5000 maximum fine was necessary 1in
order to encourage compliance since in most cases that would be
more than the tax itself. A person then would run the risk of
having to pay the tax and a fine as well as possibly serving some
time in jail.

We feel that a statute providing for a direct penalty for sub—
mitting false information to an employer for withholding purposes
will allow us to proceed more swiftly against violators and there—
by curtail the problem before it gets out of hand.



R. D. Stevenson -2- March 5, 1975

It is difficult to measure the effects on Treasury of this bill
since we do not have a total grasp of the extent of the problenm

07* how much money might come in as a result of withholding on
these individuals. Howevar, obviously the effect will be positive
since it will bring many more people under the withholding provisions.

We anticipate no additional administrative costs administering
this bill since Witholding Tax Audits, 1in connection with the
pipeline project, are a part of the Pipeline Impact Budget.

FPB:lw









"An Act relating tc the Alaska business license tax; and providing,

for an effective date."

COMM ITTEE REPORT

2/26/75 HOUSE

Mr . Soeaker: Date

The Committee on Commerce has had

under consideration. A Majority of the members of the Committee

(v-) recommends it DOPASS
( )recommends it DONOT PASS

( )recommends it DOPASS WITHATTACHEDAMENDMENT (S)

( ) recommends it PEREPLACEDWITH CSFOR AND  THAT
CS FOR DO PASS
( ) "and" recommends it BE REFERRED TO THE
COMMITTEE
() reports it back WITHOUT RECOMMENDATION
( )"other"
Members signing the Majority report:
/> "R
it
V-1
Members NOT concurring in the Major? ty report:
recommends:
recommends:
recommends:
recommends:
recommends: / / A ’1?
Chairman




M E M OWRANUDUWM State of Alaska

T0:

FROM

R. D. Stevenson, Special Asst. DATE: March 5, 1975
Office of the Commissioner
Department of Revenue FILE NO:

TELEPHONE NO

Frederick P. Boetsc®n subject House Bill 210
Deputy Commissioner /
Department of Revenue

This bill arises from an administrative problem which banks have
with respect to meeting their obligations under the Alaska Busi —
ness License Act. Under that Act banks are taxable on 71 of
their taxable 1income as determined for federal income tax purposes
with some adjustments. Our Business License tax 1is due on
February 28 but banks typically do not file federal income tax
returns until much later. Therefore, the basis upon which our
tax is assessed is really nut determined until after the due date
of the return. This forces banks to file estimates with us and
then amended returns at a later date and causes them, as well as
ourselves, unnecessary adminstrative headaches.

This bill would simply change the date for filing the bank tax
return to the same date required for federal 1income tax returns,
thereby eliminating unnecessary administrative burdens for us and
for them.

This bill would have no effect on Treasury and trore are no admini—
strative costs connected witli ilL.

FPB:Ilw
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"An Act relating to the administration of state tax and
revenue laws; and providing for an effective date.r

COMMITTEE REPORT

2/26/75 HOUSE JUDICIARY
FINANCE
Mr. Speaker: Date
The Committee on e.nmncrr = has had
under consideration. A Majority of the members of the Committee

( )recommends it DOPASS

( )recommends it DONOT PASS

( )recommends it DOPASS WITHATTACHED AMENDMENT(S)
( )recommends it BEREPLACEDWITH  CSFOR AND THAT
CS FOR DO PASS

() "and" recommends It BE REFERRED TO THE
COMMITTEE

() reports it back WITHOUT RECOMMENDATION

() "other"

Members signing the Majority report:

/ - T /? A QY /m

Members NOT concurring in the Majorlty report:

recommends:

recommends:

recommends:

recommends:

recommends:

i - /f Cha irman



JAY S. HAMMOND, Governor

m |EPARTMENT OF HKVEMJE
OFFICE OF THE COMMISSIONER /  POUCH S-1UNEAU 99801

March 13, 1975

The Honorable Bob Bradley
Chairman

House Commerce Committee
Alaska State Legislature
State Capitol

Juneau, Alaska 99811

Dear Mr. Bradley:
re House Bill No. 211

House Bill No. 211, an Act relating to the administration of state
tax and revenue laws was introduced on February 26, 1975 and was
referred to the House Commerce, Judiciary and Finance Committees.

For the consideration of the Commerce Committee, | am enclosing a

copy of a memorandum dated March 12, 1975 from Frederick P. Boetsch,
Deputy Commissioner of the Department of Revenue outlining the
administrative need for the proposed legislation which is housekeeping
in nature.

If you or any members of your Committee have any questions on the
material submitted, kindly advise the writer by telephone at
465-2397 and 1 will contact Mr. Boetsch for further material or
testimony.

Very truly yours,

R. D. Stevenson
Special Assistant

RDS:sp
enclosure

cc The Honorable Terry Gardiner
Chairman
House Judiciary Committee
The Honorable Hugh Malone
Chairman
House Finance Committee
Frederick P. Boetsch
Deputy Commissioner for Taxation
Department of Revenue
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T0: F
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LASKA

R. D. Stevenson
Special Assistant
Department of Revenue date t March 12, 1975

Frederick P. Boetsch yr A E T HB 211
Deputy Commissioner for Taxation

Department of Revenue

House Bill 211 is an administrative housekeeping measure designed to provide
uniformity in the administration of our various tax laws. Italso provides for

the hiring of out-of-state agents to audit the books and records of out-of-state
taxpayers, in addition to our present power to enforce collection of taxes by

this means.

Presently, each of our tax laws have separate administrative procedures with
repoct to civil penalty, interest, disclosure of tax returns and reports, taxpayer
remedies, and payment of taxes. This frequently creates confusion in the mind
of the taxpayer and his representatives. It also causes administrative diffi—
culties since a different procedures apply to each tax type. Finally the lack

of uniformity is probably unfair to the taxpayer since it unnecessarily compli—
cates his compliance with our various tax laws.

This bill, then, would eliminate the various administrative procedures mentioned
from the different specific tax chapters and place these provisions under the
genei"al administrative chapter, of Title 43.

Since the propose of this bill is to provide for administrative uniformity in
procedures and ease of compliance with our tax laws by taxpayers, we sec
no direct effect on Treasury. However, anything which eases compliance
and provides for fair and more uniform standards in general has a postive
effect on taxpayer compliance and, hence, on the Treasury.

We anticioate no administrative costs in connection with this bill.

FPB: sp
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STATE
of ALASKA

TO:

R. D. Stevenson
Special Assistant
Department of Revenue date - March 12, 1975

. SBET:
Frederick P . Boetsch HB 211
Deputy Commissioner for Taxation
Department of Revenue

House Bill 211 is an administrative housekeeping measure designed to provide
uniformity in the administration of our various tax laws. Italso provides for
the hiring of out-of-state agents t audit the books and records of out-of-state
taxpayers, in addition to our pi &sent power to enforce collection of taxes by
this means.

Presently, each of our tax laws have separate administrative procedures with
repect to civil penalty, interest, disclosure of tax returns and reports, taxpayer
remedies, and payment of taxes. This frequently creates confusion in the mind
of the taxpayer and his representatives. Italso causes administrative diffi—
culties since a different procedures apply to each tax type. Finally the lack

of uniformity is probably unfair to the taxpayer since it unnecessarily compli—
cates his compliance with our various tax laws.

This bill, then, would eliminate the various administrative procedures mentioned
from the different specific tax chapters and place these provisions under the
general administrative chapter, of Title 43.

Since the propose of this bill is to provide for administrative uniformity in
procedures and ease of compliance with our tax laws by taxpayers, we see
no direct effect on Treasury, However, anything which eases compliance
and provides for fair and more uniform standards in general has a postive
effect on taxpayer compliance and, hence, on the Treasury.

We anticipate no administrative costs in connection with this bill.

FPB:sp
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"An Act relating to motor vehicle licenses. ~”

FINANCE
Date
KB 216
under consideration. A Major ity of the members of the Committee

( Yrecommends it 00 PASS

( Jrecommends it DONOT PASS

( )Jrecommends it DOPASS WITH ATTACHED AMENDMENT( S)

( )Jrecommends it BEREPLACED WITH CSFOR

CS FOR DO PASS

( ) "and" recommends It BE REFERRED TO THE

AND THAT

COW ITTEE

() reports it back WITHOUT RECOMMENDATION

() "other"

Members signing the Major 1ty report:

L-V

Members NOT concurring in the Majority report:

J /. recommends: L«
recommends:
recommends:
9 / recommends: |V C - 1)6*0 T
recommends:
4

O/F'S

Cha irman



STATE

of

frcim:

ALASKA

Charles A. Smith
Federal Projects Coordinator

Alaska Traffic Safety Bureau
DATE : February 20, 1975

D ennis Robertson 3BET: KB 210
Consultant

Since this bill is focused on motor vehicle licenses, I called Ken Simpson
(Registrar) to ascertain MVD"s views on this bill as approved draft legis
lation is being finalized to bring MVD into Public Safety. The following
are his views, in which Iconcur and towhich Ihave no additions:

To alter the wording in AS 20.10.135 to roquiro fully reflcctorlzced plates will
principally benefit law enforcement, but will roquiro issuance of a new

plate to each person presently having plates. Ken estimates costs at $3/4
million, and will prepare a fiscal note on this (and other bills) and will send
us copies.

On the second page of the bill, amendment is rnude to AS 28.10.200(b) (8) ,
Increasing foes to bo levied, as is done with other foes in Sec. 200(b). How —
ever, Ken reports serious cornputor and definition problems with respect to
"use" of pick-up trucks. Ifcommercially used, llie fee in (b) (8) applies;
otherwise pick-up owners pay a difforent amount under (b) t4). Ken strongly
(and preferably) recommends deletion of (b)(8) altogether; or striking any
reference to commercial use in Ib) (8) if thak paragraph is rotaincd.

Ken has another problem, again with the wording, in Sec. 380. Ho recommends
deleting "Doforo operating or permitting — or. any highway™ in lines 5 and 6
of page 3 of the bill (In effect, beginning the section with, "The transferee

shall prosunt — ™) . The wording problem horo urisos with rospoct to operation
on highways and the 20-day limitation on transfers imposed on lino 10. Peoplo
will attempt to evade payment of the requirod fees by saying, "I"m not operating
on a highway" etc. Thus, die intent of the section is circumvented, and con—
sistent and equal enforcement is not possible. Ken also recommends that the
20-day limitation bo reduced to 10 days .

cc; Ken Simpson
Motoi Vehicle Division (Anchorago)
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Kenneth Simpson, Registrar
Department of Revenue
Motor Vehicle Section

503 West Third Avenue
Anchorage, Alaska 93501

RE: License Plates
Dear Sir:

A "plate year"™ 1issue of Alaska vehicle license plates in thenear future could be of
significant value, to law enforcement and all citizens of ourState.

Law enforcement™s primary concern with license plates is theimmediate means of
vehicle identification they provide. Additional methods of checking vehicle identity
are employed if the car or truck 1is stopped. However, the license plate remains as *
the first visible 1identifier. Accurate visual recognition of the plate is vital arc!
the present alpha-numeric system, unfortunately, leads to greater possibility of

error than some other established systcsm.

Currently many Alaska-plates are confusing because of the profusion of alpha-numeric
prefixes which can be misread, since soma alpha characters are almost identical in
design to similar numerals. Many of these combinations would inadvertently lead to
the misconception that a truck plate was improperly affixed to a passenger vehicle.

The color combinations (and 1 doubt the necessity of more than one color schema)

presently in use are not sufficient®"ly contrasting to enhance visibility. The
reflective characters seem to be of minimal value — only a perfectly maintained
"new" plate having any meaningful reflectivity. The black and silver commercial

plate is even less legible than the blue on yellow.

High color contrast, large characters in predictable quantities and locations through
a standardized format, a Tully ref lectori zed surface resistive to our peculiar wsdth-—*"r
condition.., and a high color contrast refiactorized annual validation cab are some*
elements that would provide a better license plate. Any of these factors would tend
to eliminate the misreading of plates both by law enforcement personnel and private”
citizens, who often obtain license numbers of vehicles 1i1nvolved 1iIn incidents, accident
traffic offenses arid crimes.



A reflectorizcd license plate is a valuable safety feature for a vehicle stalled

snow to strongly adhere. It seems that a "slick™ or at least smoother surface
v/ould be easier to clean and might remain clean longer.

A reflectorl!zed high color contrast annual validation tab, serially coded to a
valid registration certificate, would be a good system for this necessary item.
One tab, affixed to the rear plate in a specific location, would eliminate the
current practice of "tab splitting” end assist law enforcement personnel in
determining if a plate was valid. Currently it is often difficult to determine if
a plate has been validated because the tab is net reflsctorized and is not affixed
to all plates iIn the same location. =

The i1ssuance of plates to a particular owner who will retain the.plates would
eliminate the swapping of plates in large, as well as further requiring the owner
of a vehicle who sells a vehicle to immediately go to the Department of Motor

Vehicles and have the vehicle re-registered and still retain his plates. When
the owner purchases a new vehicle, he can re-register his new vehicle using the
places that were retained by him. At. least the law enforcement agencies would

have current information on who the owner of the plates are at the time a violation
VMS committed.

«Sincerely,

Charles C. Anderson
Chief of Police

CGA/JL/arno



P.O. Bax 6188 Annex
Anchorage, AK 99502

October 28, 1974

Kenneth Y Simpson, Registrar
Department of Revenue

Motor Vehicle Section.

509 West Third Avenue
eAnchorage, Alaska 99501

Re: License Plates
Dear Mr. Sinnson:

I would support any move for a new platc-year as being

in the best interests of lav; enforcement. In my view,

the license plate upon a motor vehicle can serve three
purposes: to identify individual vehicles for the purposes
of law enforcement and theft recovery; to confirm that

the annual license fee has been paid, and that it was
appropriate to the proper vehicle classification; and

a retro-reflective license plate can serve as a safety
feature for a disabled vehicle.

The present license plate is entirely inadequate in all
regards. There is a bewildering display of letters,
numbers, styles, colors, words, and duplications. The
blue-on-yellow plate does not; have bright color contrast
for legibility. The attempt to retro-reflect the number/
letter display was a cost saving tradeoff that failed
any benefit. The black and.white commercial plate,

and the yellow and blue plate, cannot be quickly read,
or identified, under any circumstances short of near
perfect conditions. There are no surfaces left on the
ulate to stick more annual tabs.

VI3 need a go”d, clean, well contrasted plate with large
letter/number display, hopefully entirely reflective,
that 1is distinctive to classification, generally uniform
to national trends, and designed for future annual tab
additions -



X. Y. Simpson, Registrar
October 2S, 1974
™ige 2

g clo not believe a single plate is sufficient. The on
logical place to hang a single plate 1is upon the rear o
the vehicle. In traffic, ari officer is. then only able
identify the vehicle directly ahead of him. All on-coming
identification, is disguised.

I believe that 1 have outlined the above recommendations
for at least the past four years, sometimes 1in greater
detail and v-"ith appropriate references.

Sincerely,

VA7

Captain Harold J. Sydnam
Assistant to the Director

HJS :em

cc Colonel M. F.. Dankworth
Director
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Jan.

thru

1973

127,
31,
9,
6,

2,

1,

1,

1,

S5,
4,

5,

1,

205,

1/1
990
079
190
747
761

937
133

221

793
307
090
931

20
835
479

266
822
592

273
553
300
903
719

14

136

Nov.

4 24.3,413 ReXq Tstration/ftosiawal co.mt plus
35,125 Nc-Charne Transfer A{cfjist:rations

283,540 total

HccjisLrnt.ions

issued.

Jan,

thru Tfiov.

154,293
39,952
9,917
7,536
787
2,755
u99
1,318
1,691
492

1,047
333
956

2,023

5.543
4,763
05
6,132
1,328
963
2,223
395
1,614
613
347

243,415 *

DIFFERENCE

27,127
7,962
333
1,396
40
(6)
699
381
553
271

254
76
(134)
92
(20)
(342)
239
85
365
505
371
2.223
122
61
313

(61)
(719)

m

43,229

21% Increase

1



A. Dept. of Revenue, Division cf Motor Vehicles

B. Law

Federal Highway Safety regulations recommend uni —
formity in license plate numbering systems. Our
continuance to ignore this nay result in a loss of
Federal Highway Funds.

The existing series of license plate numbers, 1in
existence since 1970, has grown to many different
combinations which has resulted in no systematic
method of assignment or designation of plate series
to identify proper registration of vehicles.
(Attachment #1)

Varied license designations have been identified
as one of the major obstacles in preparation of
documents for acceptance into the Data Processing
Motor Vehicle record system. (Attachment £1)

A 3 Numeric, 3 Alpha system would provide the
Division with 15 million numbering combinations,
and would make another full plate year virtually
unnecessary. (Attachment R2)

In comparing 1973 with 1974, Alaska"s number of
vehicle registrations has increased by nearly
50,000. The present unsophisticated license num—
bering system must be updated to provide all
requirements of lending institutions and law
enforcement agencies in Alaska as well as the other
49 States, and to properly serve the needs of

every Alaskan citizen. The prediction 1is that, by
1979 Alaska will have 400,000 vehicles registered.
(Attachment t3)

Enforcement

o %
Law enforcement™s primary concern with license
plates is the rapid means of vehicle identifica—
tion for the purpose of law enforcement and theft



C.

D.

1.

2 .

1.

recovery. Accurate visual recognition of the
plate is vital and the present complex Alaska

plate numbering system lends
easily misread.

2. Other concerns of importance

itself to being

are to identfy that

proper annual license fees have been paid. The

present license plate is less
all regards. (Attachment £4)

#
American Revolution Bicentennial

Americans in celebrating our

than satisfactory 1in

Commission

The A.R.B.C. has been established to guide

heritage of liberty

and to spearhead this great national birthday.

Graphic safety plates act as
traveling billboard”™ which po

a sort of "mini
rtray our state"s

design with equal graphic impact both day and
night. These Bicentennial "calling cards"” will

be highly visable wherever ou
vehicles travel. (Attachment

Bicentennial commission full

r state"s registered

£5)

The Division of Motor Vehicles has assured the

cooperation for

imput into the design of a new plate.

(Attachment £6)

Public Safety

Full reflectivity for safety was the intent of

legislation passed in the 197G session, which lias

not been implemented to date
no new plate issue since that

because there has been
time.

The beaded legend on the current Alaska plate is

not sufficient area to be an

effective safety

reflector or improve legibility. Fully reflective

plates being used in the othe

r states has proven

to be an effective accident reduction tool.

As you know, a reflective safety plate is a stan—
dard license plate with the background fully

reflectorizcd with a material

which is 200 times

brighter than a painted surface. It can be seen by
approaching drivers up to 2,000 feet av/ay, and

alerts them in time to avoid

rear-end collisions.

Other features and benefits of reflective safety

plates and more information as to how it relates

to Alaska®s highways 1is detai
fact sheet. (Attachment £7)

led on the enclosed



The following are 4 alternative plans for your consider—
ation showing "the cost factors as well as the advantages
and disadvantages of each plan.

COST ANALYSIS

Requirements for 160,000 vehicle registrations:

PLATES POSTAGE TOTAL
Plan I Fully
Reflectorized
@ $2.14 a pair $556.4 $ 28.7 $585.1
Plan 11 Beaded
on embossed area
@ $1.14 a pair 323.3 28.7 352.0
Plan 111 1 plate
only fully
reflectorized
30% off $2.14 =
$1.15 each 390.0 14.3 404.3
Plan 1V 1 plate
only beaded 30%
off $1.14 =
$.80 each 208.0 “14.3 222.3
RESULT:

DIFFERENCE

Plan 1 $585.1
Plan 11 352.0 - (233.1)
Plan 111 404.3 * . (180.1)
Plan 1V 222.3 (362.8)
PLAN 1

Tv/o plates fully reflectorized.

ADVANTAGES:

Dept, of Revenue - Meets all needs of.identification of
vehicles for Dept, of Revenue registra
tion/tife issuance responsibilities.

, Provides internal controls in prevent—
ing errors in Motor Vehicle records.

Law Enforcement - Uniform license plate numbering system
facilitates rapid identification of
vehicles for lawwenforcement.

T \



Safety ° .

Other

DISADVANTAGES:

vehicles for law enforcement.

Fully reflectorized plates have been
proven to substantially reduce night
time rear-end collisions.

Provides means to adopt Bicentennial.
committee recommendations without
additional®cost. - * - -
Conforms fully to legislative intent
of A,S. 28.10.135 requiring reflec-
torized plates.

Refer to Cost Analysis

PLAN 11

Two plates reflectorized beading on embossed area only

the same as used on current plates.

ADVANTAGES:

Dept, of Revenue

Law Enforcement

Other

Costs

DISADVANTAGES:

Safety

PLAN 111

Same advantages as Plan |

Same advantages as Plan |

- Bicentennial statement

- Refer to Cost Analysis

- Reduction in reflectorized surface

Single plate fully

ADVANTAGES:

Dept, of Revenue

Law Enforcement

Safety

Other

Costs

DISADVANTAGES:

Law Enforcement

- Refer to C@st Analysis

reduces safety factor

rcflectorized.

Same advantages as Plan |1

Same advantages as Plan |1

Same advantages as Plan |1

Same advantages as Plan |1

*

Limits the ability to identify the



THE FOLLOWING DOCUMENT(S) MAY NOT FILM
LEGIBLY BECAUSE OF POOR QUALITY OF THE

ORIGINAL.
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«ATTACHMENT =1 C n

The U. S. Department of Transportation has recognized the inadequacy of
Alaska®s motor vehicle registration records system as it applies to the
standards established by the national Highway Safety Act of 1971. A gtant
of $54,375 has been received by the Alaska Department of Revenue to re-design
its system to convert it from its present tape system to a disc based systenm
for a more rapid access and retrieval of stored data.

A preliminary study of the existing system reflects numerous errors Iin

the base information. These errors iIn the base information have been identi-
fied primarily as license numbers and vehicle serial numbers- the two basic
means of identification of vehicles. Analysis of the reasons for the existing

errors indicate three primary sources:

1. In converting from the manual system to the existing tape based computer
system, the legibility of the source documents resulted iIn input errors.

2. The programming required to accommodate the unrelated series of license
plate number combinations resulted in complex edit programs that reject
correct input data and often accept incorrect data.

3. The number of license plate series has grown to 25 different combinations,
each designating a class of vehicle. These series run from one numeral to
seven numerals, to a combination of two letters and four numerals with
some series duplicating others, No systematic method of assignment or
designation of plate series to identify proper registration of vehicles
for regulatory purposes exists. The development of a conceptual design
for a more efficient system providing for rapid access and retrieval of
stored data, without the capability of obtaining accurate and factual
information limits the effectiveness of the project for which the grant
was received.

OPERATIONAL PROBLEMS EXPERIENCED IN CURRENT PLATE NUMBERING SYSTEM

1. Partial license number 1iInquiries into the existing Motor Vehicle system
are accepted as valid numbers since the numbering scries of 1 to 7
digits are all acceptable. Only when additional information such as the
serial number and make 1is available, can the system verify the validity
of the information inquiry.

2. Many applications with incorrect license number must now be processed
through the entire work flow to be identified as "incorrect" due to
the lack of planned designation of series of plates to classes of vehicles.

3. Complex edit programs now lend themselves to reject valid input data
and upon occasions accepting 1iIncorrect data.

4. Clerical coding errors result from 1inability to readily identify the
existing license plate designations to classes and types of vehicles.

5. Incorrect vehicle data input through generation of a "new record”™ results
from "forcing' exceptions to program edits.

[T



OPERATIONAL IMPROVEMENTS THROUGH A NEW PLATE YEAR

1.

Applications or inquiries with partial license numbers can be 1identified
at the first operation in the workflow, thus eliminating processing
through the entire workflow. Six character plates will preclude attempted
processing of work with partial license numbers.

Immediate identification of an incorrect license number can be made
when the license number given designates a different class of vehicle.

More effective computer program edits without the existing complexities
can be gained without the necessity of re-working and re-submitting
applications.

Clerical errors in vehicle class coding can be materially reduced with
the less complex license number designation system.

More effective controls can be gained to prevent the input of erroneous
vehicle data, into the motor vehicle system.

BENEFITS TO REGULATORY AGENCIES

1.

Ready identification of the proper registration of vehicles. (Plates
issued prior to mid 1973 provided no space for tabs. Indescriminate
placement of validation tabs have distorted configuration of license
numbers.)

Immediate identification of partial plate numbers.

Less complex method of "searching out™ a valid license number when only
a partial number 1is available for iInvestigation.



M E M O R A N D A State 6. Alaska
T< Charles Pyles, Director date: January 13, 197S
Division of Motor Vehicle
Department of Revenue file no~-
TAIPHONE NO:
Dale G. Griggs, Asst. Directorial Motor Vehicle Plate Year
from: Division of Data Processing Asubject:

Department of Administration

In our discussions of an On-line Motor Vehicle Registration and
Title system for your division, |1 always assumed there would be a new
plate year for 1976. The advantages of an On-line Data Processing system
will be diminished if we must retain the numbering systems presently
used in the Motor Vehicle file.

In an On-line system, many users are contending for the computer,
lie presently experience an average of 3,700 on-line transactions per
day and this is expected to increase by one hundred percent by January,
1976. Sixty percent of all transactions are processed between the hours of
8:00 A.M. and 4:30 P.M. which means the computer will be processing ap—
proximately 5,000 transactions during the prime day shift hours.

Because of the high volume projected, we must make every On-line
system as efficient as possible to prevent extreme degraduation of
response time. If there is not a new plate year, we will have to remove
the edits of the plate number versus the vehicle type code. There are
presently extensive edits to insure the plate number 1is within a valid

range for the type of vehicle. This will not be feasible in the projected
On-line system and will result in some 1inaccuracies in the Motor Vehicle
file.

The present plate numbers overlap which causes duplicate plate number
For example, CB123 can be a passenger vehicle or a commercial bus. Dup —
licate numbers cause us considerable grief because we must use an ad-—
ditional 1identifier to insure the correct Motor Vehicle record is being
accessed.

IT a new plate year 1is granted for 1976, we will be able to store the
plate number 1in six characters rather than seven, which will save 300,000
characters of on-line disk storage. It will require approximately
90,000,000 characters of on-line disk storage to store the Motor Vehicle
file at a cost of approximately $1500.00 per month. Any savings in the
amount of storage required can be significant.

The last area | want to mention is operator confusion. The present
plate numbers vary from one character to seven characters, some with
leading zeros, some without leading zeros. In a data processing applica—
tion, the numbers entered must match exactly the numbers stored on the
Motor Vehicle file. To a computer, the number Al125 is not the same
number as A00123 and the computer would not be ble to find the record
on the file. Law Enfocement Agencies have had considerable difficulty
when recording stolen vehicles because of the various numbering systems.

DGG/jg
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Budgeting be requested for replacement of all outstanding license plates,
other than personalized plates and those assigned to individuals, 1in the*
1375 registration year and a 6 digit license plate numbering system be
adopted to provide for a permanent numbering system.

Reasons:

The existing series of license plates have been iIn existence since 1970
with design and numbering format that has resulted in 25 varied designa-
tions of license plates, Exhibit J. Duplication iIn the designation of
identical license numbers, namely passenger vehicles and commercial

buses, passenger vehicles and farm trucks, passenger vehicles and for-hire
vehicles, motor cycles, passenger vehicle and trucks, etc., have resulted,
ihe varied designations of license places have been identified as one of
the major obstacles in the preparation of applications for data processing.
A review of applications prior to input and those applications rejected

in the machine edits reflect errors in license number or class code to be
the major error factor requiring extensive rework.

Recommended Series:

OO0OGAAA - 999777 Passenger vehicles
OGQGAA - 99997z Trucks

0QOO0A - 999997 * Trailers

000000 - 999999 - Motorcycles

The reverse order of the usual alpha-numeric order is recommendedto
avoid duplication of plates currently in use.

Distinctive license plates for amateur radio, legislators, historic
vehicles, dealers, personalized plates, consuls and judicial plates
which are limited in number would be manufactured in a design anda
series other than recommended above.

Taxicabs, commercial busses, Sunday School busses could be issued a given
series within the passenger plates group, 1ie., 000ZZA - 9997zz7. The
same could apply to ATC trucks, commercial trailers, etc., 0000ZA to
999977 for ATC trucks. Exempt vehicles might be assigned the series
starting with OOOXXA.

The recommended series of licenses will provide for a permanent
license numbering system which will enable the division to establish ease

of assignment and accountability for such plates.

The series will provide for the greatest number of license registrations

without duplication or a change in the design. The alphabetic letters
i, "0", and "Q" should not be used in the third position since such
letters can readily be misinterpreted as the numerals 1 or O. In the

— «30-



manufacturing of n. automobile license plate sent**, objectionable
combinations such as ASS, GOD, PIG, DuUU, TfIUT, CAD, should not be used.
(Studies made of such objectionable combinations are available from
states now using the numbering series.)

The use of a combination of 6 digits, letters and numerals, will provide
for a style of lettering or numbering and size best suited for ease of
legib ” :ty and identification.

A tangent benefit that can be derived from this recommendation is that it
will provide for identifying incomplete license numbers when registering
and processing vehicles by means of the data processing systems.

After eliminating the use of the letters, "I, "0", and ,Q" in the third
position of license plate series, the gross number of different combinations
available for each series would be: >

Passenger 3 Numerals and 3 Letters 15,353,000

Truck 2 Numerals and 4 Letters 5,290,000

Trailers 1 Numeral and 5 Letters 2,300,000

Motorcycles 6 Numerals 1,000,000

By reversing the order and by using the numerals first, followed by the
alphabetic letters, except iIn the motorcycle series, the number of license
plate combinations without duplication could be doubled. (Refer to MMVA=*
publication, "A Uniform Numbering System.)



