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DEPENDENCE ON FOREIGN OIL

FRIDAY, JULY 27, 1990

U.S. SENATE,
SUBCOMMITrEE ON ENERGY AND AGRICULTURAL

TAXATION,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:40 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. David L. Boren
(chairman of the subcommittee) presiding.

Also present: Senator Lloyd Bentsen.
[The press release announcing the hearing follows:]

(Press Release No. H-46, July 19, 1990]

SUBCOMMITTEE TO EXAMINE DEPENDENCE ON FOREIGN OIL; STEPS TO INCREASE
DOMESTIC ENERGY PRODUCTION AND RESERVES TO BE EXPLORED

WASHINGTON, DC.-Senator David L. Boren (D., Oklahoma), Chairman, announced
Thursday the Finance Subcommittee on Energy and Agricultural Taxation will hold
a hearing on the United States' growing dependence on foreign energy imports and
on steps that can be taken to increase domestic energy production and reserves.

7he hearing is scheduled for Friday, July 27, 1990 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

"With imported oil at dangerously high levels, especially coming from countries
around the volatile Persian Gulf, we cannot afford to wait any longer. In Oklahoma
alone we have lost 85 percent of our operating rigs in the last 8 years due to the
drastic drop in oil prices," Boren said.

"It is my hope that this hearing will focus on the specific ste 7)s we must take to
boost domestic energy production and add to our rapidly depleting domestic re-
serves," Boren said.

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA, CHAIRMAN OF THE SUBCOMMITTEE

Senator BOREN. Let me start out by thanking our witnesses
today. We have two votes on the floor that were supposed to have
completed by 10:20, but as usual the roll call went on a little longer
so we were delayed in getting started. I know some other members
are planning to attend this morning. They are undoubtedly on
their way over, but I will begin the proceedings. I know that they
will get here hopefully in time to hear the witnesses, but they will
not be too downhearted if they miss my opening statement. So we
will begin and commence at that point today.

I have called this hearing today to once again examine the dra-
matic and continuing decline of U.S. energy production. This is not
the first time this committee has addressed this issue. I have been
sounding the call, as have other members of this committee for a



clear and practical energy policy, including domestic production in-
centives, since I came to the Senate in 1979.

Let's just review for a moment what happened just since 1985.
The number of rotary rigs operating in the United States has de-
clined from -an average of 1,980 in 1985 to an average of 952
through the first 6 months of 1990. This is indicated here on the
chart which indicates what is happening to the level cf rig activity.
This is over a 50-percent decline in less than 5 years. And, of
course, if we go back to 1982 the decline is much more dramatic
because in 1982 we had over 4,700 rigs operating in the United
States. The decline since 1982 has been 80 percent. There are fewer
rigs looking for new domestic reserves of oil and gas.

In fact, 1989 was the lowest average rig count since World War
II. How does the declining rig count affect our energy security?
One look at imports as a percentage of the total U.S. petroleum
consumption can answer that question. The United States is now
importing over 52 percent of our petroleum needs. For the first
time in our Nation's history we are importing more energy from
abroad than we are producing here at home. Imports today are
higher than during both the Iranian crisis in 1979 or the Arab oil
embargo in 1973. Yet yet no one seems concerned.

For example, when was the last time anyone in this room saw an
advertisement for a car that emphasized strongly the point of fuel
economy. Then there are those who suggest that rising imports do
not matter. They say that we are not likely to see in the 1990's
supply disruptions like we saw during the 1970's.

Well where do our imports come from? Since 1985 imports from
Persian Gulf producers have increased 450 percent. I want to say
that again. Since 1985 imports from the Persian Gulf region have
gone up 450 percent. Today almost 25 percent of our' oil imports
come from Arab OPEC countries. Haven't we learned anything
from the experience of the 1970's? If anyone doubts our energy se-
curity is threatened they need only look to the events of just this
past week.

While Iraq, with a total military force in excess of 1 million
people has massed its forces along the Kuwait border the price of
crude oil has changed $5, going up $5, within a 2-week period. Here
we are with a 450-percent increase in our dependence on oil from
this part of the world. What would happen to the price of oil and
all energy if the situation erupted into a shooting war?

Let me say from my perspective as chairman of the Intelligence
Committee I have been following this matter very, very closely. I
do not think we are facing just a short-term problem of instability
in this region. When you have a military force the size of that of
Iraq's, and when they have demonstrated a willingness to use that
military force and use it as a club to try to dictate oil pricing deci-
sions, I think we are in for a long period of tension and instability
in this region of the world as it affects oil production.

What would happen if Iraq did not stop with Kuwait but contin-
ued south to challenge the united Arab immigrants or possibly
even to challenge Saudi Arabia? When will we take the steps nec-
essary to preserve some measure of domestic energy production to
protect our national security interests?

-- -- II



I have long advocated price stability as an essential element of
any national energy police j. I have in the past introduced legisla-
tion that will establish a variable import fee to be assessed on all
imported oil. More recently I have proposed a flexible floor initia-
tive that would provide incentives for domestic producers if the
world price of crude fell below certain levels.

Specifically this proposal would do the following: First, enact a
production credit for marginal wells equal to 1 percent of the cost
of production for every $1 the world price of crude fell below $22
per barrel. For example, if the world price was $15 per barrel a 7-
percent credit would apply. The credit would be fully creditable
against the alternative minimum tax.

Second, suspended tangible drilling costs and percentage deple-
tion as preference items for the alternative minimum tax when the
world price of crude oil is below $22 per barrel.

And third, provide a variable percentage depletion rate tied to
the world price of crude oil. When the price of crude oil is over $22
the depletion rate would remain at 15 percent. When the price of
oil is below $22 the depletion rate would phase up to as high as 30
percent; thereby providing a kind of support floor in cases where
prices become very, very unstable.

We have to realize that one of the things holding back the do-
mestic energy from producing more is not just the price level, it is
also the uncertainty about where prices are going. In our region of
the country where the financial sector has been so hard hit, finan-
cial institutions are simply afraid to make loans to independent oil
producers, for example, because they do not know where oil prices
are going next. So it is not only an adequate price, it is a stable
price for oil that is essential. By adopting a sliding scale of tax in-
centives as prices fluctuate we can help minimize the level of fluc-
tuation in terms of the actual cash flow to the producer.

The fact remains we must take steps now to preserve what is left
of'our domestic energy industry. During the past 7 years over 6,000
oil and gas operators have gone out of business and closed their
doors. But for the domestic decline in price of crude oil in 1986-87,
we might not have had the crisis in the financial industry that we
have had. We must come to the realization that cheap energy
today will ultimately exact a terrible cost to our economy in the
future.

One estimate of our energy trade imbalance provided by this
committee by Dr. Jess Koontz, vice president for economic analysis
at the Grace Energy Corp., shows that the cost of oil imports could
rise to $97 billion a year in 1995. We can only imagine what the
price of these imports would be if oil recovered to earlier price
levels. We could completely close out the trade imbalances in all
other sectors with all other countries-the merchandise imbalance,
the service imbalance. If we continued to import this escalating
percentage of our oil needs, we could have a trade imbalance larger
than we have now due only to the importation of petroleum prod-
ucts.

As we worry about the impact of our national debt on our chil-
dren and our grandchildren, and this external debt, we must worry
about the future burden of our failure to establish a national
energy policy today, but to preserve our domestic energy industry.



I look forward to hearing from our witnesses today. I know that
they will offer words of encouragement and advice. I only hope
that our colleagues in the entire Senate will heed this advice. For
once let's not sit here until the crisis actually erupts. Let us realize
that we have a dire threat to our national security because of our
growing dependence upon imports.

We are going to wake up one of these days when trouble erupts.
We see all too clearly the possibility of that trouble from the events
that are going on in the Middle East right now. We are going to
find that we have not trained the new generation. The number of
students going into petroleum engineering and to geology and re-
lated fields is at an all time low.

I was told just yesterday by one of the officials at the University
of Oklahoma that in one essential graduate program in geology at
the University, they now only have one student. They have only 15
new students in one of the basic undergraduate majors where we
have had hundreds of students in the past. We are destroying the
ability of this industry to respond to a crisis in the future and we
are on the road to creating that crisis by our own inaction.

I see that we have been joined by the distinguished chairman of
the Finance Committee, Senator Bentsen. Again and again, he has
been one of those that has sounded the alarm. No one in the coun-
try has spoken more forcefully on this issue than he has. His peril
point legislation and many other proposals that he has made in the
past have really charted the course of what should have been done.
We would not be in the situation that we now face; we would not
have this threat to our national security, if policymakers both in
the administration and Congress had listened to what Senator
Bentsen had to say in earlier periods of time.

So I am very pleased he has joined us; and I would like to recog-
nize him for any remarks that he might like to make.

[The prepared statement of Senator Boren appears in the appen-
dix.]

OPENING STATEMENT OF HON. LLOYD BENTf ' ' 4 U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINAN, FE : COMMITTEE

The CHAIRMAN. Thank you very much, Mr. Chairman. Senator
Boren has been a great ally in working on the problem of develop-
ing energy self-sufficiency in this country. He has been a leader in
that field. He has already done a good job of explaining the prob-
lem and some of the available options, so I will put most of my
comments in the record.

I will have to return to the floor of the Senate again this morn-
ing, as I did last night, to face one of those issues that Senator
Boren alluded to. That is the problem posed by a dictator, a ruler,
like Saddam Hussein in Iraq. Here is a man with almost a million
people under arms. He has the most powerful military machine in
that part of the world; he is a man who has had a record of brutal-
ity, of using that muscle, and he is now doing it against Kuwait.
There is no question in my mind that his target is not just Kuwait,
but it is Saudi Arabia too.

Now can you imagine what would happen to this country if that
man gets control of those energy supplies; what it would mean to



the national security of our country; what it would mean to the
trade imbalance? Today, of the $108 billion in the merchandise
trade deficit, we see approximately $40 billion of that deficit
charged to net oil imports. And the way the situation is headed
this year, the portion of the trade deficit that is attributable to net
oil imports will probably rise to 50 percent.

As the chairman was stating earlier, I sponsored legislation
called the "peril point" legislation. Some interpreted that to mean
an import fee on oil-not necessarily so at all. What I was calling
for was an energy policy in this country to help develop some
energy self-sufficiency, and to reduce our dependence on Middle
East oil.

I was visiting with some of the top officials in Japan the year
before last talking to them about various problems facing our na-
tions. And they were talking about our budget deficit. I said to
them that it is an interesting thing, that if we spent on our defense
what they spent on their defense as a percentage of their gross do-
mestic production-if we spent just that 1 percent-we would have
a balanced budget. But I sure do not advocate that: I tell you what
you would have, you would have chaos. That's because 53 percent
of their oil comes from the Persian Gulf, and if they had not had
the U.S. Navy in there to break that blockade their entire economy
would have come apart. And that would have affected a!l of the de-
mocracies of'the world because everyone would have been fighting
for what little was left in the way of energy to import.

Oh, I know, some of my friends say well if we raise the price of
oil to $50 per barrel how much better off we would be. But when
you are seeing the kind of energy dependence we have and what it
is doing to our trade deficits and seeing us move from the number
one creditor nation in the world to the number one debtor nation
in just 3 years, it becomes apparent how important it is for us to
have some incentives for domestic production of oil and gas in this
country, to lessen that kind of dependence.

That is why I am glad that Senator Boren has called this hear-
ing-to try to get input from you folks as to what we can do to en-
courage oil and gas production in this country and lessen that kind
of dependence. When I was talking about "peril point," I was just
talking about a President addressing the many facets of this p:ob-
lem, addressing all of them-incentives, conservation, and those
types of things that would make us more independent in this kind
of a situation.

I do not know how you can dramatize it anymore than what is
happening in the Middle East right now. I do not know what more
it takes to make us act short of waiting for an absolute crisis in our
country.

Mr. Chairman, I am sorry I cannot stay here because I have to
get back to the floor on that amendment and try to address the
very problem we are talking about.

Thank you very much.
Senator BOREN. Thank you very much, Mr. Chairman. We appre-

ciate your being here and we appreciate the leadership that you
have given on this issue. I just hope before this session of Congress
and the work for this year is completed that we will be able to do
something positive to encourage domestic production and try to



make us less insecure as a nation because of our failure to have a
national energy policy.

Thank you very much for joining us.
The CHAIRMAN. Thank you.
Senator BOREN. Is Senator Akaka here yet? I know he is on his

way. Senator Domenici is in another hearing. So I believe we will
just proceed with Mr. Robert Wootton, Tax Legislative Counsel,
Office of the Assistant Secretary for Tax Policy, representing
Treasury.

Mr. Wootton, we are very happy to have you with us this morn-
ing. We would invite you, if you wish, to summarize your state-
ment in any way you would like to and we will certainly put your
entire statement into the record. We welcome you to the commit-
tee.

STATEMENT OF ROBERT R. WOOTTON, TAX LEGISLATIVE COUN-
SEL, OFFICE OF THE ASSISTANT SECRETARY FOR TAX POLICY,
U.S. TREASURY
Mr. WoorroN. Thank you very much, Mr. Chairman. I am

pleased to be here today to have the opportunity to discuss the
views of the Treasury Department on an issue that is of concern to
us all, the steps that can be taken to enhance domestic energy pro-
duction and reserves, and to do that in a manner that is consistent
with maintaining the current budgetary restraints within which
we all must live.

We are confronted at the outset by two facts. First, domestic
energy production is declining-according to Energy Department
estimates, by about 15 percent from 1986 to the present time. And
as you indicated in your opening remarks, Mr. Chairman, the rig
count and other-measures of oil production can be much more dra-
matic than overall production.

The second fact that confronts us is that the reality of the cur-
rent budget environment requires that every proposal that we con-
sider to address this situation must be evaluate4-tin accordance
with its cost and its cost effectiveness. The administration believes
that tax incentives can and should be used to enhance our Nation's
energy production. We believe that the administration's budget
proposals which were made in the fiscal year 1990 budget and also
the fiscal year 1991 budget will offer real help in meeting energy
independence goals within the constraints of responsible fiscal
policy.

The administration's budget proposals are constructed around
two themes or policy objectives. The first is enhancing exploratory
drilling activities. This we believe will lead to new discoveries of oil
and gas. It will increase the level of proven domestic reserves and
allow ultimately for growth in long-term domestic energy produc-
tion.

The second theme in the administration's budget proposals is to
sustain and improve production for mature and marginal oil and
gas properties. This should have an immediate impact in terms of
increasing production. Perhaps even more important, it will help to



preserve the industry infrastructure that the Nation needs to meet
our energy needs.

I would like to take up each of these two themes in turn. First to
exploratory drilling. The administration proposes two tax incen-
tives to encourage exploratory drilling. These are discussed, Mr.
Chairman, in some detail in my written statement and with your
permission I will summarize them here.

First, we propose a tax credit for intangible drilling costs related
to exploratory drilling. The tax credit available to any given tax-
payer would drop from 10 percent to 5 percent after the first $10
million of expenditures each year and would be phased out if the
average daily U.S. well-head price of oil equals or exceeds $21 a
barrel.

Second, we propose to eliminate 80 percent of the current AMT
preference arising from exploratory IDC's-intangible drilling
costs. This proposal would apply to independent producers only. In-
dependent producers historically have engaged in a disproportion-
ate amount of exploratory drilling and many are currently subject
to the AMT. Restoring to these taxpayers the full value of current
deductions for most exploratory IDC's should provide a real incen-
tive for them to undertake exploratory drilling at an acceptable
cost in terms of foregone tax revenues.

Now to the second theme, marginal properties. Our proposals for
enhancing production from marginal properties are contained in
three budget initiatives. Once again I would like to summarize.

The first proposal is a 10-percent credit for all capital expendi-
tures on new applications of tertiary enhanced recovery techniques
to producing properties. Like the drilling credit, this one would
phase out if the oil price goes above $21 a barrel.

Second, we would eliminate the so-called transfer rule, which in
most cases prevents the transferee of a proven oil or gas property
from claiming percentage depletion. The rationale originally of-
fered for the transfer rule was to prevent integrated producers in-
directly from benefiting from percentage depletion by selling
proven properties to independent producers.

However, the transfer rule applies equally to transfers of proper-
ties among independents in situations where the transferor would
itself qualify for claiming percentage depletion. In addition, the
transfer rule creates a disincentive for the transfer of marginal
properties to those who, because of specialized expertise, operating
efficiencies or other factors, would be more likely to keep property
in production.

Finally, the administration proposes to raise the percentage de-
pletion deduction limit for independent producers and royalty
owners. Under the so-called net income limitation of current law,
percentage depletion is limited to 50 percent of the taxable income
from the property. This restriction is most likely to affect marginal
properties where operating costs are high relative to revenues.

We-propose to encourage continuing production from these mar-
ginal properties, the so-called stripper wells,-by increasing the net
income limitation from its current 50 percent to 100 percent.

Mr. Chairman, we believe as a package that these five budget
proposals are a cost effective means of stimulating exploratory
drilling and preserving marginal and tertiary production. We look



forward to working with the subcommittee, the full committee and
the Congress in enacting legislation consistent with sound fiscal
policy to meet our Nation's energy needs.

I appreciate the opportunity to be here today and I would be
happy to try to answer questions at this time.

[The prepared statement of Mr. Wootton appears in the appen-
dix.]

Senator BOREN. Thank you very much, Mr. Wootton, how has the
OMB and CBO scored the cost of the package of incentives which
the administration is supporting?

Mr. WOOTTON. The overall cost is in the $400 to $500 million a
year range, Mr. Chairman. I can break that out if you would like
between the various proposals.

Senator BOREN. No, that is fine. I am just wondering about the
overall figure. Is the administration committed to these proposals?
We are of course now in the midst of Budget Summit negotiations
and we will be facing a whole package on the budget. I for one am
very concerned because as we know from the past we have had
some of these proposals. We have not been able to successfully get
them enacted into law because, of course, every time we have any
kind of an incentive where those have scored for budget purposes I
think sometimes incorrectly because I do not think they always
take into account the dynamic economic growth that is going to
occur in all forms of revenues as a result of incentives.

I certainly do not accurately count the cost of relying upon im-
ports as an offset against having this production domestically and
what it does to the trade imbalance. But we live under rules, right
or wrong, that require these revenue offsets. So it has made it very,
very difficult when you have been dealing with very, very small
budgetary packages to get these changes adopted.

Is it your feeling that this year the administration as we look at
coming with a relatively large budget package obviously to try to
deal with the current fiscal crisis at the Budget Summit meeting,
that the administration will push very hard in the hours of these
negotiations to include a package of meaningful incentives to en-
courage domestic energy production in the final budget package?

Mr. WOOrON. Yes, Senator, that is my feeling. The administra-
tion continues to support the budget proposals and in particular
the proposals relating to the production of energy.

Senator BOREN. Well I think it is very important that we have
that support and that we have it strongly. There are a number of
us here on this committee that will be working to that end as well.

I noticed that in your proposal on enhanced recovery that you
phase out the credit at $21 a barrel. S. 828 which Senator Domenici
and I have introduced follows a similar approach really on en-
hanced recovery; however, we do not phase out those credits until
$30 a barrel. Do you think that the response especially on marginal
production will be sufficient if we phase them out as low as $21 a
barrel?

Mr. WOOTTON. Well, this is a matter for-if I may say-fine
tuning and debate when we are closer to the time. The administra-
tion's proposals were put together awhile ago and it may be that
closer to the time, with a view to the cost of proposals, the Con-
gress might choose to use a different figure.



Senator BOREN. What you are saying is there is nothing magic
about the $21 figure, and that figure is something to look at within
the bounds of revenue availabilities?

Mr. WOOTTON. Yes, the magic of the number is, of course, the
higher it is the more costly it is.

Senator BOREN. In lookiZ,, at your proposal on the tax credit for
exploratory drilling, how broadly will the term "exploratory" be
defined in this context? Will it be defined broadly enough to in-
clude drilling conducted by producers in relatively mature oil and
gas fields?

Mr. WOOTTON. W( have been doing continuing staff work over
the past year on t .: various technical issues that are involved in
fleshing out the administration's proposal. The principal reason, we
think, for increased tax incentives for exploratory work is the
degree of risk that it entails, in that the market all by itself may
not promote the appropriate amount of risk taking in that area.

It seems that the question you asked would be resolved in princi-
pal by reference to the amount of risk involved. If there were
viable amounts of commercial production continuing on the proper-
ty, one would think that the exploratory credit in the administra-
tion's proposal would not be available.

Senator BOREN. I understand what you are saying, but I think we
also again have to understand that instability in oil prices itself
creates a very high level of risk, even in fields that are relatively
mature. So that certainly with a wild cat well you have both things
coming into play. You have the highest possible level of risk in a
new area. We are not certain about reserves as compared to more
mature fields. I would urge that you keep in mind also, looking at
the instability of price over the last several years, that we consider
a concept of risk because that can be what determines whether or
not someone is going to undertake to drill a well. Really, the
bottom line is the likelihood, not only the likelihood of finding the
oil but the likelihood that the revenue from the oil found will
repay the debt undertaken to make that decision. So I think we
have to consider that as well.

I am sure you are aware of the GAO report which has been
issued which I must say I am shocked. I think that they seem to
downplay and not believe that there is much serious level of risk
because of our increasing dependence on foreign oil. Surely they
have come to those conclusions without the benefit of any kind of
information from the intelligence community and certainly without
assessing risks in the Middle East. Certainly they must have come
to it without any knowledge of decisions that were going to be
made by Iraq military forces in the last few days.

But they also assert that the tax credit proposals from the ad-
ministration, as well as those proposals that have been made by
myself, members of this committee, Congressman Andrews who I
see has just come into the room, and others, they have attacked
those for being inefficient in the way of encouraging domestic
energy production.

Has Treasury assessed this report and has Treasury expressed
any opinion about the GAO report?

Mr. WooroN. We were given an opportunity, Mr. Chairman, to
review the report in a draft stage some months ago. The Treasury



Department did indeed write a letter to the GAO commenting on
some aspects of the draft report.

If you would like, I brought a copy of the letter with me and can
offer it to the record at this time.

Senator BOREN. I'd be happy to insert that in the record without
objection at this point.

[The letter appears in the appendix.]
Senator BOREN. You might just summarize at least the highlights

of what Treasury had to say.
Mr. WooroN. Well, from the point of view of a Treasury bean

counter, I am not going to look at the effect of the proposals on
international relations and so forth. But I would like to raise my
sights just a bit. It seems that the GAO report focuses generally on
increases in current production as the measure of cost effective-
ness. That certainly is one measure

In the letter which we wrote to GAO, the administration tried to
take into account longer term benefits as well that might be harder
to quantify. For example, a major intention of our various incen-
tives for tertiary recovery is to stimulate the development of new
recovery methods and technologies. DOE estimates, I believe, that
only about a third of the oil in a normal reserve is recovered, the
remaining two-thirds being left in the ground. Obviously enhance-
ments in tertiary production techniques could lead to great in-
creases in proven reserves.

Similarly, the administration's proposals to keep marginal prop-
erties on line and producing would do a number of things that are
hard to quantify. Obviously, they would tend to keep improving the
financial health of independent producers who traditionally have
undertaken most of the exploratory work.

Also, we feel that keeping marginal wells in production is very
important in terms of maintaining the industry infrastructure.
And there we mean not only the pool of skilled technicians and the
like, but also another important part of the industry infrastruc-
ture, the wells themselves. When a well is shut in and permanent-
ly cemented, the reserves that are there are gone, absent redrilling.
To the extent that marginal properties economically can be kept on
line, that potential reserve is maintained, and an ability to tap it
in the future is also maintained.

On a bit more technical level, I would like to make one note. I
note that the GAO report went to press prior to receiving estimates
of production increases resulting from either of the tax credits in
the administration's budget. Consequently the GAO report esti-
mates total increases in production arising from the budget propos-
als of 25,000 to 40,000 barrels a day, but this is without estimating
the production increases from either the exploratory credit or the
tertiary credit.

I believe taking those two into account that DOE's current esti-
mates are about five times the GAO's estimates. I presume that
Mr. Stagliano from the Department of Energy would be available
to address that point more fully.

Senator BOREN. Thank you very much.
Last fall during the budget reconciliation process I had prepared

some legislation to clarify the definition of tar sands under the In-
ternal Revenue Code, Section 29, by inserting the Department of



Energy definition at that time into the Code. During the full com-
mittee mark-up on that reconciliation bill the Deputy Assistant
Secretary of Tax Policy, Dana Trier, requested that I defer offering
this amendment in order to allow Treasury an opportunity to re-
solve the matter with the industry.

Respecting Treasury's wish at that time I deferred. It has been
about a year now since our agreement. In light of the fact that the
drill dates expire in a few months, the end of this year, and that
we are now getting ready to go through another period of budget
reconciliation coming up, when can we expect the administration
to clarify this term for the industry?

Mr. WOOTTON. Mr. Chairman, on the subject of tar sands I am
tempted to ask whether you would like the long story or the short
story.

Senator BOREN. Just a--
Mr. WooTroN. I will try to keep it to the true story.
Senator BOREN. Just a straight answer of clarifying and hopeful-

ly accepting the language that I intended to insert last year.
[Laughter.]

I will insert it again this year if we have not reached a resolution
in the next few weeks when this comes up again.

Mr. WOOTTON. The issue as you very well know concerns whether
tar sands should be defined for tax purposes by reference to its
physical characteristics or the process used to take it out of the
ground. Taxpayers have favored the former approach and the In-
ternal Revenue Service favors the latter.

In an effort to develop alternative approaches that could be used
to break the deadlock, the Internal Revenue Service in March
issued a request for public comments on the definition. Some were
received and the IRS has reviewed them and continues to review
them. I must say, though, that to the best of my knowledge none of
those comments has yet provided a concrete basis for resolving the
issue. The IRS continues to look at the various substance-based
definitions that might be suggested. But I understand the matter
has now gone into litigation with at least one of the taxpayers in-
volved. And the IRS, while interested to hear other arguments,
does believe that the process-based definition is the appropriate
one.

Senator BOREN. Well, is this the final resolution then of this
issue in your mind or is there still an effort being made using De-
partment of Energy definitions to try to resolve it before we begin
the mark-up?

Mr. WoorroN. I have watched this issue develop over the past
several months. I have begun to despair of an ability to develop a
substance-based definition which would be acceptable to all con-
cerned.

Senator BOREN. I am really disappointed to hear that. Because as
I say, we were about to clarify it by law. I think the committee was
clearly ready to act last year. We did defer to give Treasury time.
This is not meant to be harsh, but I have to say that the clock is
running and if you want one last chance to try to resolve it your-
selves before we legislate appropriately on this matter, there is
now a matter of weeks left in order to get that done. Otherwise we
are going to press ahead and resolve it in a matter that makes



sense in terms of encouraging the highest level of domestic energy
production, which is what we are talking about here today.

Mr. WoorrON. Partly in response to the IRS request another sub-
mission was made within the last month or so. I know that is re-
ceiving very serious consideration.

Senator BOREN. I would urge you to try to crack the whip if you
possibly can and get this resolved for us. But otherwise, we do feel
an obligation. We are talking about this serious dependency prob-
lem. I gather you would agree with me that when we are at 52 per-
cent levels, an increase up to 25 percent of all the petroleum prod-
ucts coming into this country now coming from Middle East pro-
duction that it is a serious problem from the point of view of na-
tional security.

Thank you very much, Mr. Wootton. We appreciate you being
with us. Is this your first appearance before the committee; is that
correct?

Mi. ',OOWWON. The first that is open to the public. [Laughter.]
Senator BOREN. We are glad to have had you and we look for-

ward to having many more opportunities to work with you.
Mr. WooroN.-Thank you, Mr. Chairman.
Senator BOREN. On those occasions I hope more of my colleagues

will be able to be here and participate in these discussions with
you.

Thank you very much.
I might ask my colleagues, I see Senator Akaka has come. If I

might ask him to come down to the witness table and also Con-
gressman Andrews is here as well. If both of you might come for-
ward down to the witness table. We are very pleased to have both
of you with us this morning. Let me ask if the two of you might
consult with each other. Are either one of you under a tight time
constraint?

Congressman ANDREWS. I would certainly defer to the Senator. I
would be happy to do so.

Senator BOREN. I thank my colleague from our Sister State to
the south. We are privileged to have with us this morning the
newest member of the U.S. Senate. our colleague from the State of
Hawaii. I have just been privileged to work with him on another
issue recently, the agriculture biii, also extremely important to
both of us. I saw him take very effective leadership on behalf of an
important amendment to his State in continuation of the sugar
program. He successfully made the motion to preserve that pro-
gram on the Senate floor.

Senator, I commend you for the effectiveness that you have al-
ready demonstrated as a Member of the Senate. We also welcome
you to the Senate especially because of your knowledge of energy,
alternative energy sources as well as traditional energy sources
and your commitment to domestic energy security for this country.
You certainly have a distinguished record from the House that you
bring with you. It is a privilege for all of us to have you serving
now with us in the Senate.

We are very happy to have your testimony this morning and I
am happy to recognize you.



STATEMENT OF HON. DANIEL K. AKAKA, A U.S. SENATOR FROM
HAWAII

Senator AKAKA. Thank you very much, Mr. Chairman. Thank
you for your kind remarks. I thank you for your support on the ag-
ricultural program which is not finally passed yet, but we are hope-
ful will be done today.

Senator BOREN. It is a matter of national security as well.
Senator AKAKA. Yes, another kind of security.
Mr. Chairman, I thank you for allowing me to address the

energy security concerns of the State of Hawaii. I have come to
warn about Hawaii's vulnerability in the event of an oil supply dis-
ruption and to make a case for citing a regional petroleum reserve
in the State of Hawaii.

In my prepared remarks I outlined the grave impact that an oil
import fee or tax would have on the State of Hawaii. For example,
a $5 per barrel import tax would cost every man, woman and child
in Hawaii $106. This hearing, Mr. Chairman, will also examine the
steps that can be taken to increase domestic energy reserves.

I have some very strong views on this subject which I would like
to share with you and the committee. In the midst of the last
energy crisis Congress established the strategic petroleum reserve.
The purpose of the reserve was to minimize the impact of any
interruption or reduction in oil imports. The Federal Government's
conscientious efforts over the past decade to fill the reserve demon-
strate that we are serious about our pledge to achieve greater secu-
rity. However, the sad reality is that not all areas of the United
States will be covered by this blanket of energy security. Unlike
the mainland where the strategic petroleum reserve is providing
real protection, Hawaii's energy security has steadily declined,
grown weaker and weaker.

This has occurred, Mr. Chairman, despite Hawaii's unequal com-
mitment to renewable energy. Compared to the mainland Hawaii
faces a much greater risk of an oil supply disruption because we
have no overland access to domestic sources of crude. While other
States have access to oil by pipeline, rail or highway, in Hawaii all
our crude oil and refined products arrive by ocean tanker.

Our total reliance on tanker deliveries make Hawaii exceptional-
ly vulnerable to a cutoff of all oil supplies should a crisis disrupt
imports. It is then that oil imports are severed. The strategic petro-
leum reserve will protect the rest of the United States from severe
economic harm. Hawaii would not be so fortunate. Our only access
to the strategic petroleum reserve would be through tanker deliv-
ery through the Panama Canal.

A recent study, Mr. Chairman, commissioned by the State of
Hawaii indicates that the minimum delivery time for strategic pe-
troleum reserve oil to Hawaii would be 53 days. This exceeds the
State's average inventory by 23 days. Under these circumstances
Hawaii's oil supply would run dry.

Soon thereafter our economy would grind to a halt. The Depart-
ment of Energy has failed to establish regional petroleum reserves
for unusually vulnerable locations such as Hawaii. That is why,
Mr. Chairman, I have introduced legislation to establish-a regional
reserve for Hawaii. These bills call for a reserve of 90 days con-



sumption. Believe it or not the Department of Energy maintains
that Hawaii's emergency petroleum supply needs are most effec-
tively met through central petroleum reserve in the SPR Salt
Dome Caverns in Texas and Louisiana. This notion is absurd.

These facilities are as far away from Hawaii as Istanbul is from
New York City. I urge you to go forward with the legislation to ad-
dress our dependence on foreign oil and identify ways of increasing
our reserves. As you do so, I urge you to design an energy strategy
which addresses the needs of Hawaii as well as the U.S. mainland.
I hope you will remember that our islands are rich in many
things-especially beauty-put poor in indigenous fossil fuels.

Unless something is done now about Hawaii's vulnerability when
the next oil crisis hits Hawaii will wither on the vine.

Thank you very much, Mr. Chairman.
Senator BOREN. Thank you very much, Senator Akaka. I under-

stand the situation and I think your graphic description of the fer-
tility of the security of Hawaii from an energy point of view if
there were serious supply interruptions, this should sensitize us all
again to just how much we are threatening the security of our
country by not developing adequate domestic production.

I think the specific points you make about having actions to
assure an emergency supply in Hawaii are well taken and I hope
that these are comments that will be heeded by our colleagues, by
the Department of Energy as well. Certainly I think that the legis-
lation that you have introduced is well taken and well advised.

Let me say also I appreciate your comments favoring additional
actions to be taken to encourage oil production within the bounds
of the United States. In making that statement you are carrying on
a tradition. Your predecessor, of course, served on the Finance
Committee.

I can remember several years ago when we had tax legislation
before us and there was an effort made to remove virtually all of
the incentives for domestic -production. That on several key matters
they were decided by a one vote margin in this committee. I think
that many assume that because Hawaii does not have oil and gas
production that the Senator from Hawaii would not necessarily be
sympathetic to the need of maintaining those incentives. Quite the
contrary. He cast the deciding vote in favor of maintaining many
of ',iese incentives and he consistently worked for incentives for do-
rnstic oil and gas production as well as for alternative sources of
energy and research, ocean tides, and many other forms of energy.

So I compliment you on carrying on his tradition of strong con-
cern in the area of energy security.

Senator AKAKA. You are very welcome, Mr. Chairman.
Senator BOREN. Thank you for being with us.
I hate to say this, but we are just now having another vote on

the floor. Senator Domenici, do you want to go over and vote and
then come back?

Senator DOMENICI. Can I do it right now?
Senator BOREN. Do you want to go ahead and make your state-

ment now? That will be fine. Do you want to join the witnesses
there? Speak from either place.



Senator DOMENICI. May I sit right here?
Senator BOREN. That is fine. We welcome you. You have indeed

been one of the most effective members of the Senate in terms of
developing legislation that the most cost effective means possible
would decrease the domestic production in this country and espe-
cially preserve much of our marginal production and encouraged
enhanced recovery so that we do not waste the reserves in these
old wells.

It has been a privilege to have joined with you as a partner on
many of the proposals that you have made.

STATEMENT OF HON. PETE V. DOMENICI, A U.S. SENATOR FROM
NEW MEXICO

Senator DOMENICL. Thank you very much. Mr. Chairman, let me
just say that I think it is very interesting that you are holding this
hearing on a day when newspapers across the country have a story
that seems to indicate that the cartel may have fallen back in love.
Maybe they are back together. It looks like they are getting along
so well, they are going to raise the price of oil $2 a barrel.

Now obviously for some of us raising the price of oil means
maybe we will start producing a bit more domestically. But, Mr.
Chairman, the fact that we have grown so dependent upon foreign
oil, and that the world is still significantly dependent upon the car-
tel's oil is ominous.

We are having an economic summit conference. The whole pur-
pose of it is to get America's fiscal house in order so we can start
growing again on a sustained basis with reasonably priced capital.
If oil prices were to rise gradually and in a sustained manner
under the guidance of a cartel, then all of the United States'
growth potential could just quietly be sapped right out from under
us resulting in dramatically increased energy costs. And we sit
around doing absolutely nothing to minimize our dependence. I
think this is a fair statement.

We do nothing to increase domestic production. As a matter of
fact, it is tumbling every month; rig counts are down every month;
production is plummeting, except for little spurts here and there in
the natural gas industry, created by some exceptional treatment in
the Tax Code to coal seam gas.

So it seems to me we really will not act until indeed there is a
crisis. And what worries me is there might not be a crisis. There
might just be a gradual sapping of America's economic growth by
those who are content to see the price of oil set by the cartel at
ever higher prices. This is especially frightening for a free world
that is overly dependent and a United States that seems to have an
insatiable appetite for consuming and no appetite for doing any-
thing about it.

I would like to talk about a few things quickly. First, I suggest to
you, Mr. Chairman, that even though some do not think the eco-
nomic summit is going to work, I think there is an outside chance
that it will. Mr. Chairman, there is a chance that the economic
summit will work. I suggest to you, that we are probably going to
ask for all of the revenues on the increased side and all of the reve-
nue losers.



I urge that you seek with all of your capacity to put a couple of
these significant incentives for oil and gas production in that loser
column so that when we take the final package-we will have an
opportunity adopt some incentives. I am fearful if it is not in there,
and if they are not in there, they are gone; and we will wait
around for another tax bill. It would seem to me that that would be
a long time coming.

Senator BOREN. I agree with you. If we miss this opportunity in
the Budget Summit to include something positive for energy pro-
duction, we may not have another opportunity for another decade.

Senator DOMENICI. That is right.
Senator BOREN. It is going to be far too late by that time to take

care of the situation.
Senator DOMENICI. I am just urging, as I am sure you are, that

we push pretty hard on it.
Senator BOREN. I will join you in the effort. I know Chairman

Bentsen and I have discussed it and I know he will as well.
Senator DOMENICI. I am just going to talk about the situation we

are in. I will just read a statement and then that should lead into
my bill which I hope you have supported. I am not going to go into
it very much. It is the Enhanced Oil Recovery Tax Act.

"The United States has produced more oil than any other nation
in history. But unless new technologies are rapidly developed and
installed the United States will leave behind twice as much in
known reserves in its reservoirs as it has ever produced from them.
Of this massive 340 billion barrel resource as much as 76 billion
barrels could be made economically producible using technologies
that could be developed, some of which are already in existence.

The economic recovery of this oil presupposes the use of existing
wells. But the accelerating rate of well plugging could eliminate
economic access to as much as two-thirds of the remaining ofl by
1995."

Now if ever an asset, a resource, cried out to get tapped it is his
340 billion barrels of recoverable domestic oil. And if we don't act
now, we will be in a serious dilemma-because we will not be able to
get it 6 years from now. So I urge that we proceed with this batch
of incentives make the research and development tax credit abso-
lutely available for enhanced oil recovery, that we go with the
271/2-percent depletion allowance that we have recommended, and
use the energy reinvestment allowance notion which 1 gather is
rather acceptable to many of the people you have been talking to.
The energy reinvestment allowance ensures that producers will re-
invest the tax credit into further research and development.

If you can do that and a couple of other things, there is a real
chance of capturing our own untapped resource at a very, very rea-
sonable per barrel incentive rate. As you have so eloquently stated,
"the most cost effective incentive around."

Senator BOREN. What is the cost under your proposal? What do
you figure the cost at the margin per barrel of oil saved and made
available through enhanced recovery would be?

Senator DOMENICL. Well let's see--
Senator BOREN. As I recall it is an extremely low figure.
Senator DOMENICL. It is extremely low, just 35 cents. [Laughter.]
Senator BOREN. Thirty-five cents a barrel? Is that correct?



Senator DoMENICI. That is right.
Senator BOREN. I remembered that it was very low and I thought

it was under 50 cents; but 35 cents per barrel would be the effec-
tive cost of this tax credit to get additional reserves brought on line
in usable form.

Senator DOMENICI. Right, and thank you for the opportunity to
speak today on this matter of extreme importance.

Senator BOREN. I cannot imagine a greater bargain, either eco-
nomically or from a national security point of view for the United
States.

Senator DOMENICI. Also, when you talk withi the chairman. about
working with this number for the Summit you can put a , ery good
package together in this area, somewhere between $125 to 150
million.

Senator BOREN. Yes.
Senator DOMENICL. It is not a gigantic incentive when you are

talking about it.
Senator BOREN. Exactly. I think it is important we not miss this

opportunity.
[The prepared statement of Senator Domenici appears in the ap-

pendix.]
Senator BOREN. I apologize to my colleague from Texas. I will be

back here hopefully in about 4 minutes and we will commence at
that time.

Congressman ANDREWS. Thank you.
Senator DOMENICI. Thank you very much, Mr. Chairman.
[Whereupon, the hearing recessed at 11:38 a.m. and resumed at

11:52 a.m.]
Senator BOREN. We will resume. I am sorry that Congressman

Andrews has now been caught up in what we were caught up over
here, with votes. I am going to insert Congressman Andrew's full
statement into the record. We hope that he will be able to get back,
but now he is caught in a series of votes. I think they are conspir-
ing against us today with what is going on on the floor.

Congressman Andrews has introduced bills on the House side
which are companion pieces of legislation to the energy incentives
for domestic production which I have introduced on the Senate
side. They are virtually identical. He has really been an important
working partner to me and to the members of this committee in
the work that he has done on the House side. He has been a real
leader on the House side in this whole effort.

I apologize to him in his absence that he got called away before
we were able to get back and hear his testimony. But we hope he
will be able to join us later.

[The prepared statement of Congressman Andrews appears in
the appendix.]

Senator BOREN. We will turn now to Mr. Vito Stagliano, Associ-
ate Deputy Undersecretary for Policy Analysis at the Department
of Energy. Mr. Secretary, we are happy to have you with us today
and would welcome your remarks. Let me say in light of what has
been happening to us, I would suggest perhaps if you could summa-
rize your statement and we will put the full statement into the
record and hit the high points for us. It would probably be the
safest procedure so we can be sure we can hear what you have to



say and the other panelists that will follow you with a minimum
amount of interruption from the floor.

We are very happy to have you with us.

STATEMENT OF VITO A. STAGLIANO, ASSOCIATE DEPUTY UNDER.
SECRETARY OF TIE ASSISTANT SECRETARY FOR TAX POLICY,
U.S. DEPARTMENT OF ENERGY
Mr. STAGLIANO. Thank you, Mr. Chairman. Yes, I was intending

to summarize my statement. I appreciate the opportunity to repre-
sent the Department of Energy today at this hearing. I will not
dwell on the statistics of conditions in the market which you have
eloquently addressed, but rather on the issue at hand-U.S. de-
pendence on imported oil and the President's tax incentive propos-
al.

Mr. Chairman, there are two fundamental concerns that we
have. The first is that we need to worry about the well being of all
sectors of our economy, including the oil sector, whose productivity
and performance, of course, affect the economy at local, State and
Federal levels. The second is our increasing dependence on imports
from regions that have had recurring instability associated with
them.

The United States has addressed part of its concern on energy
security by spending $20 billion in order to build what is now the
world's largest strategic petroleum reserve. We will have to spend
another $5 billion over the next 6 years in order to increase the
reserve up to the administration's target of 750 million barrels
which is the administration target.

The SPR, however, is not an import substitution program. It is
an insurance policy. The day-to-day productivity and competitive-
ness of the domestic oil industry is not affected by the SPR in any
substantive way. Our economic concerns are ongoing. The oil indus-
try confronts, we think, a level of risk that is beyond its ability to
contain. Few other industries, for example, would have to face a 60-
percent drop in the valtie of their product over a 3-month period of
time, as happened in 1985 and 1986, and few other industries
would make investments that do not provide a return 86 percent of
the time, as happened in investments in new field wildcat wells in
1986 to 1988.

Also, the U.S. oil industry is unique in the world. It consists of
major integrated companies that remain competitive when con-
fronted with a labyrinth of fiscal and regulatory regimes in the
United States and other parts of the world. It also consists of thou-
sands of independent entrepreneurs who operate on the margins
and are responsible for the bulk of new wells drilled in the United
States.

We cannot really expect any new fields to be brought into pro-
duction in the United States, except along areas that are well
known-in Alaska and on the Outer Continental Shelf. For a varie-
ty of reasons the Nation has decided to temporarily forego develop-
ment of these resources. What remains, in terms of cost effectively
produced domestic oil supply, is fairly limited.

In his budget the President for fiscal year 1990 and fiscal year
1991, as Mr. Wootton discussed, proposed five tax incentives aimed



mainly at reversing the dramatic slide in drilling activity and at
extending the productive life of marginal wells. In a report re-
leased this week the General Accounting Office asserts that these
additional petroleum tax incentives are of questionable merit. The
GAO maintains essentially that the incentives proposed by the ad-
ministration are not cost effective because of Federal revenue
losses in the range of $3 to $14 per barrel of additional production.
It also maintains that filling the SPR would be a far more cost ef-
fective means of improving energy security. It maintains that the
Federal tax system already favors petroleum production invest-
ments over those of other industries. And GAO maintains that U.S.
producers are making investments abroad because of factors other
than taxes.

The Department of Energy disagrees on every one of these
counts. By our estimates the Treasury costs of the President's pro-
posal vary from a low of 12 cents per barrel for the EOR credit to
$9 to $12 per barrel for the exploratory IDC's credit. We calculate
that the cost of the program would average about $3 per barrel.

Even if we agreed, and we do not agree, with the erroneous as-
sumption that investment in the SPR is a clear alternative to in-
vestment in domestic production, the cost effectiveness of the
former is not, as the GAO claims, greater than the cost effective-
ness of the credits. The per barrel cost of the SPR oil currently in
storage is $27 per barrel. But if Treasury borrowing costs are added
and storage facility costs are added, the total Federal financial cost
per barrel reaches $56, not $27.

On the tax rate issue, according to a 1988 EIA report on profiles
of major energy producers, the average effective corporate rates on
the worldwide operations of U.S. energy companies continuously
exceeded those for Standard and Poor's 400 every year since 1974,
except in 1988 when the rates were equal.

The GAO based its analyses of tax rates on marginal rates. But
we believe that a comparison of average tax rates as we have done,
is at least as instructive as GAO's modeling of marginal tax rates
comparisons.

On the issue cf overseas investments by U.S. energy companies,
DOE believes that while geology and finding costs play an impor-
tant part, the tax system is probably also a factor. When oil prices
decline the U.S. system, which includes State, Federal and private
takes-and the State and private takes were not accounted for by
the GAO-compounds the burden on U.S. oil companies by taking
an increased share of income.

In the United States, State severance taxes and private royalties
which are beyond Federal control, can constitute a greater share of
cash flow than income taxes. They are based on gross revenue-
they are not based on income. Only in the United States do compa-
nies pay both a royalty to a land owner and a severance tax to
State governments. The latter average 51/2 percent on a production
weighted basis. No State varies its severance tax to reflect the prof-
itability of producers.

If you want to take another country as a contrast-Canada, for
example-the tax system there is made more flexible by the use of
royalty holidays and rates that encourage new exploration and de-
velopment. The Federal Canadian Government receives no royalty



payments. Provinces base their royalty rates on production levels,
on Current prices, and on well vintage.

In conclusion, Mr. Chairman, the Department believes that the
tax incentive package presented by the President is cost effective.
We believe further that GAO gave advice 2 years ago, in a report
that they released on August 31, 1988 that is far wiser than the
advice they provided in the report they released this year.

I would like to quote a part of the 1988 GAO report. It says, "In
essence, the dilemma facing the United States ... is that although
current trends point to an emerging energy problem, . . . signifi-
cant uncertainly exists in the forecasts, the costs of corrective
action-in tradeoffs and dollars-are is considerable. Many options
are available to the United States reduce its vulnerability," said
the GAO in 1988, "such as providing tax advantages to industry
and reducing or eliminating unnecessary regulation."

Mr. Chairman, GAO's advice of 1988 was heeded and Congress
decontrolled natural gas prices. And in 1990 the President has pro-
posed tax incentives that were recommended by GAO in 1988, and
we encourage congressional action.

Thank you, sir.
Senator BOREN. Thank you vei'y much, Mr. Secretary.
The first question that I had written down that I planned to ask

you was your bottom line assessment of the recent GAO study. I
think I do not need to ask that question. I think you have eloquent-
ly described the inconsistencies.

I have to say that I have looked at a lot of GAO reports over the
years-and I do not mean this unkindly-but this is one of the
least competent, least credible documents I have ever seen come
from the General Accounting Office in all my time of looking at
their studies. It is absolutely so ridiculous that I do not see how
anybody reading it could take it seriously and I cannot imagine
how these people ever put it together.

It does not even account for local tax burdens and private royal-
ty owner takes in terms of looking at the total tax burden and the
average tax burden. Looking at what it does to the revenue picture
of the industry is unbelievable. It did not take into account the cost
and impact on trade imbalances. It did not take into- account the
affect on related industries, supply and service, the infrastructure.
We could just go on and on. And you very eloquently described
many of the inconsistencies in the report.

I appreciate your testimony and I cannot imagine that anyone is
going to take this GAO report with any level of seriousness, espe-
cially in light of what has taken in place, and especially in light of
what we have looked at earlier in terms of our increasing depend-
ence on certain sectors in the world, geographical areas of the
world, which are perhaps the least reliable suppliers.

Let me just ask then one brief question on the subject that I al-
ready asked Mr. Wootton on. The Section 29 situation, has DOE
give its advice to the Treasury on this matter?

Mr. STAGLIANO. Yes, sir; repeatedly. We have encouraged Treas-
ury to act on this definitional matter. We have also suggested to
them that unless this matter is decided by the end of September, it
would be essentially useless to go on with it. But it is an IRS case



and it is clearly in the IRS's hands. So we are not quite sure what
other action we might take to press this along.

But I can assure you, we have tried to press it to the extent that
we can.

Senator BOREN. I appreciate that. I hope the Secretary of the
Treasury at his level, and the administration, perhaps even at the
Presidential level, will address this matter. Because there is clearly
sound advice coming from the Department of Energy and we need
the resolution of it.

But I think you are right, it will become moot because we intend
to resolve it for Treasury if they do not get it resolved themselves.

Thank you very much for your testimony. It is very helpful to us
and we will put your full testimony into the record. I especially ap-
preciate your analysis of the GAO study.

Mr. STAGLIANO. Thank you, sir.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Stagliano appears in the appen-

dix.]
Senator BOREN. We will next call on a panel consisting of Mr.

Charles J. Mankin, or Dr. Charles J. Mankin, I should more accu-
rately say, professor of geology, University of Oklahoma, director of
the Oklahoma Geological Survey; and Mr. Charles DiBona, presi-
dent of the Arerican Petroleum Institute.

Gentlemen, we are very happy to have both of you here. I know
Mr. DiBona will forgive me if I give precedence to the witness from
that State which has made the greatest contribution of all States to
sound energy policy thinking, production, innovation, scholarship.
Dr. Mankin, from the University of Oklahoma, has been advising
me for many years, going back to my time as Governor on energy
policy. He has always given me sound advice, especially a sound
base of objective information, upon which we could make policy de-
cisions.

Dr. Mankin, we would welcome your comments.
I might ask both of you again, in light of the hour and in order

that we get all of our panelists in, if you could possibly hold your
remarks to 5 minutes and summarize them. I will call on both of
you before I interrupt either of you with questions.

STATEMENT OF CHARLES J. MANKIN, PH.D., PROFESSOR OF GE-
OLOGY, UNIVERSITY OF OKLAHOMA AND DIRECTOR, OKLAHO-
MA GEOLOGICAL SURVEY, NORMAN, OK
Dr. MANKIN. Thank you, Mr. Chairman. I recognize that most of

the success Oklahoma has had in sound economic policy took place
during your term as Governor.

Senator BOREN. I hope that that was written into the records ac-
curately here. [Laughter.]

Dr. MANKIN. Mr. Chairman, the United States--
Senator BOREN. Take longer than 5 minutes, Dr. Mankin.

[Laughter.]
I mean, you know, the Chairmen have to be reasonable around

here and fair to all witnesses.
Dr. MANKIN. I will try to keep my remarks to within 5 minutes,

sir.



The United States has only one really important reason to need
crude oil. There are a lot of other uses for crude oil, but that one
reason is for transportation. Alternative fuels and alternative sys-
tems, such as electric cars, ethanol, methanol make interesting aca-
demic discussions but the reality is that except for compressed nat-
ural gas for service vehicles and other vehicles that can be filled up
from common sources of supply, crude oil will be required to meet
the transportation needs of this country well into the 21st century.

Today as you pointed out in your opening remarks more than
half of that transportation fuel supply is coming from foreign
sources. With all of those attendant problems, as you pointed out
forcibly in your introductory remarks, when onr Middle Eastern
country can rattle its saber at another Middle Easter.) country and
the price of our crude oil and refined products goes up, then you
know that you are no longer in control of your own destiny.

We have two choices. We can rely on foreign sources of supply
for crude oil and refined petroleum products or we can maintain a
domestic industry that is capable of meeting all of our essential
transportation fuel needs-and I underscore the term "essential
transportation fuel needs."

To do so three things must happen. One is that the industry
needs to be provided access to the most prospective unexplored
acreages in the United States, namely the off-shore and on-shore
public lands. Banning drilling in the OCS, banning drilling in wet-
lands because of something called "no net loss"-whatever that
means-and other restrictions on public land will prevent us from
realizing the full potential of the resource base of this Nation.

The second is to provide an economic value or floor price to
crude oil. If we do not provide some stability in the price of crude
oil you can see the kind of effects that it is having, not only on our
ability to sustain a domestic industry, but also to the shock waves
that are sent through the economy of this country.

The States regulated the price of crude oil by the process of con-
trolling production as a result of estimated demand for more than
40 years. And in that period of time the production increased in
this country, the public were provided with a secure and more than
adequate supply of relatively inexpensive transportation fuel.

The third issue is that we must increase significantly the Federal
budget for a focused program of oil and gas recovery research.
Progress has been made in that area by the Department of Energy,
but the amount of support in that direction is pathetically small.
The States have already undergone processes of establishing tax
credits and are also supporting a great deal of the needed research
in cooperation with the industries within our respective States. But
this is a national problem and the Federal Government needs to
share and share importantly in that process.

To do nothing will ensure the demise of the domestic petroleum
industry by the end of this century. Let me conclude my remarks
by illustrating that statement with a few statistics from our State,
Oklahoma. In 1989, Oklahoma produced 118 million barrels of
crude oil and refined natural gas liquids. That was a 45 million
barrel a year drop since 1985. I one projects that forward and con-
tinues business--

Senator BOREN. Say that again. It was how much this year?



Dr. MANKIN. The production in 1989 was 118 million barrels.
Senator BOREN. One hundred and eighteen?
Dr. MANKIN. One hundred and eighteen-1-1-8.
Senator BOREN. Forty-five million less than--
Dr. MANKIN. Than 1985.
If that trend continues, by 1991 the State of Oklahoma will

produce less than 100 million barrels of crude oil. The last time
Oklahoma produced that small a quantity was in 1919.

By 1995, if that trend continues, the State of Oklahoma will
become a net importer of petroleum products. That is the situation
for the fifth largest petroleum producing State--

Senator BOREN. It might put me in a larger voting block here in
Congress at least, unfortunately.

Dr. MANKIN. For the fifth largest petroleum producing State in
the Nation.

Mr. Chairman, it seems to me that this Nation is about to go out
of the oil business. The Department of Energy has projected at the
rate of abandonments that between 60 and 70 percent of our
present proved reserves will remain unproduced by the end of this
decade.

Sir, I believe the hour is approaching the bewitching hour of
midnight. And unless we do something now we are going to see the
consequences of inaction visited upon us in ways that will make
the 1973 Arab oil embargo look like a Sunday School picnic.

Thank you, sir.
Senator BOREN. Well I do not know whether to thank you or not

after hearing those alarming figures. But that is an incredible
statement. I cannot think of a better way to encapsulate it. To
think that our State, which as you say is the fifth largest producer,
will become in a very short number of years an importer, a net im-
porter of energy if we do not do something to change the situation.
It is absolutely incredible.

The tragedy of chat also being that roughly two-thirds of all the
oil we have discovered in our State is still in the ground because
we have not had the proper incentives for enhanced recovery to go
back in and get it out. That is an incredible and an alarming state-
ment.

What is happening in terms of the number of young people that
are now training themselves to go into the energy field, as you
have seen it. Putting on your University hat for a minute in terms
of the numbers of students that are going into undergraduate and
graduate programs in petroleum-related fields?

Dr. MANKIN. Since 1985 when the enrollment in geology was in
the neighborhood of 500 majors the number of undergraduate
majors that are expected to enroll in the School of Geology at the
University of Oklahoma this fall has declined to something in the
order of 19. We have 13 new graduate students that will be enter-
ing the program this fall, one of whom is a U.S. citizen.

Senator BOREN. Only one is a U.S. citizen?
Dr. MANKIN. That is correct. Petroleum engineering has an iden-

tical situation except their numbers are perhaps in some respects
somewhat smaller.



Senator BOREN. So we are going down from 500 down to 19. And
in our graduate program only one American citizen entering the
graduate program at the University of Oklahoma in these fields.

You know, again, I cannot think of any more dramatic way to
indicate exactly what we are doing to domestic energy production.
If we want to put this country in the hands of the Saddam Hussein
of this world, we are well on the way to having a lack of an energy
policy that is going to cause that.

Dr. MANKIN. Yes, sir.
Senator BOREN. Thank you very much.
[The prepared statement of Dr. Mankin appears in the appendix.]
Senator BOREN. Mr. DiBona?

STATEMENT OF CHARLES J. DI BONA, PRESIDENT, AMERICAN
PETROLEUM INSTITUTE. WASHINGTON, DC

Mr. DIBONA. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to testify. I would like to cover three basic points. First, the
Nation's ability to provide its oil from domestic sources is deterio-
rating rapidly. Second, conservation can make an important contri-
bution; but conservation alone cannot resolve them. And third,
public policies to enhance energy supplies can be implemented that
will considerably improve both the Nation's economic performance
and its energy security.

When I testified before this committee in January, 1987 I warned
that U.S. oil import dependence was increasing rapidly. I stated
that, "Some projections indicate that the United States could be
importing almost one-half of its oil requirements as early as 1990."

In fact the import share, as you have already pointed out, was
almost exactly 50 percent for the first half of this year-the high-
est percentage ever for a 6-month period. This compares with an
import share of only 31 percent as you have shown up there on
that chart for 1985.

The fall in oil prices both stimulated U.S. consumption and dis-
couraged petroleum production. Growth in oil consumption ac-
counted for most of the rise in imports between 1985 and 1988.
However, consumption stabilized in 1989 and has declined this
year. While the downward trend in domestic production has accel-
erated, domestic crude oil production now is declining at an annual
rate of about 500,000 barrels per day.

Drilling activity which is an advance indicator of production
offers little basis for optimism. So far this year the number of
active drilling rigs and oil well completions are up from last year's
severely depressed levels but are running at less than one-third of
the peak levels of the early 1980's. I might add that never in the
50-year history of the record of these drilling rig counts has there
been for so long such a low level. This is an unprecedented 'eriod
since 1985.

Incidentally the average for this 52 year period was 1,800 rigs. So
not only was the period that you showed for prior to 1985, it was
actually the 52 year history. It is an amazing drop.

Further, both private and government agencies, including the
U.S. Department of Energy, expect lower domestic oil production,
greater U.S. oil consumption and larger imports over the longer



run. Th.us, under current policies the United States may import on
the order of two-thirds of its oil by 2000. The exact import share
depending heavily on future oil prices and U.S. energy policies.

To address this growing problem the Federal Government should
both encourage economically efficient energy conservation and
remove undesirable constraints on domestic energy production.
Even if extremely aggressive conservation policies are adopted,
however, sustained and economic growth will require additional
energy supply.

On the supply side several measures would stimulate domestic
production substantially. They include increased leasing of Federal
land, certainly not the severely restricted off-shore leasing policy
recently advocated by the administration; the avoidance of environ-
mental and other regulatory requirements whose benefits are not
commensurate with costs; and tax incentives for exploration and
production like those contained in S. 449, the proposed Energy Se-
curity Act of 1989 which was introduced by you, Mr. Chairman.
These measures would have important economic, as well as securi-
ty, benefits.

Finally, the Government should not use new or increased energy
taxes to resolve the Federal deficit problem, since such taxes would
not increase domestic energy supplies but would impose very large
costs on the economy. Several studies have found that energy tax
increases would cause higher inflation, more unemployment, lower
real incomes and the loss of international competitiveness for
American industry generally.

In addition, because of these damaging economic effects the Fed-
eral revenues raised by energy taxes would in large part be offset
by revenue losses from other sources and by higher Government
expenditures for income maintenance programs.

For all these reasons, I urge you to focus on policies to augment
conventional domestic energy supplies as an important part of the
sound of national energy policy.

Thank you.
[The prepared statement of Mr. DiBona appears in the appendix.]
Senator BOREN. Thank you very much.
Let me ask both of you, we have had this project here of falling

domestic production. I know we have gone down 6 percent in do-
mestic production in the first half of this year. We are still at very
high levels of energy usage. So the gap between our domestic pro-
duction and our usage is growing higher, greater every single day.
What is the main reason, do you think in terms of this increasing
gap? What is the main factor, if you were to isolate one or two fac-
tors, that you think are really at the heart of the decline in domes-
tic production, the increase in this gap between our domestic
supply and demand? What would you list?

Mr. DIBONA. Well, of course, after 1981, the drop in price certain-
ly had a very major impact on the ability to go out and find and

velop oil and gas. So that probably was the biggest single factor.
Right now, although there has been some price recovery, that con-
tinues to be a problem. But a problem of growing magnitude, even
if the prices do increase, will be the inability to go and explore oil
in areas where it is likely to be found, which is on Government
lands.



The decision to prevent oil exploration in most parts of the off-
shore is a very, very serious one. And the inability to open up the
Anwar area. So even if we through a combination of tax relief or
price increases bring about capability to increase production, it will
have to be done on a limited area, mostly on-shore, lower 48.

Senator BOREN. Dr. Mankin?
Dr. MANKIN. I would certainly agree with that. Certainly the de-

cline in price has had a dramatic effect on the ability of the indus-
t-y to sustain an exploratory and development effort. At the same
time that decrease in price has encouraged increased consumption.
So those two patterns have caused that gap to widen.

I would like to just make one observation in support of the view
that there seems to be a kind of conventional wisdom, particularly
in this town, that there is no more oil left to be found.

Back during the early 1980's there was I guess a period of time
that some of us described as the feeding frenzy of the industry
when there was a great deal of increased activity, from 1977
through about 1985. There is a view that all they did was drain ex-
isting fields faster. The fact of the matter is that from the period of
time from 1977 through 1985 during this period of exploratory and
development activity 27 billion barrels of oil were discovered that
were not accounted for by the approved reserves at year end, 1976;
and are not accounted for by the decline in reserves at the end of
1977.

In addition 137 trillion cubic feet of natural gas were discovered
during that same period of time. Now admittedly there was a lot of
money wasted during that period of time in drilling by groups of
people who came into the business because it attracted a lot of
people who kuew very little about-knew how to spend money, but
did not know how to find oil.

But nevertheless there were a lot of responsible operators and
the did find a great deal of oil and a great deal of natural gas;
and, therefore, the view that this Nation is running out of oil, in
fact, it is running out of opportunities to search for it by restric-
tions on public land. They are running out of incentives to make
those kind of investments because of instability in prices and a
very adverse tax situation.

Mr. DIBONA. I might just add to that, the statistics show that the
amount of oil found per active exploratory rig have been constant
since 1947. That is, we do as well today because we know a lot
more about how to do it. And as a consequence, there has been no
decline in the amount of oil found per active exploratory rig. That
continues to be 10 million barrels of oil equivalent per rig.

Senator BOREN. So this share decline in the rig count of explora-
tory rigs is a real indicatory of our failure to add to the reserves
and find new reserves for this country.

Mr. DIBONA. Yes. And it has implications for future production.
Senator BOREN. Let me ask, Mr. DiBona, is the repeal of the

proven property transfer rule, in your opinion, still a necessary
step for us to take?

Mr. DiBONA. I think that is a very useful, one of many useful
things which you included in your bill. That that would be a useful
and important thing to do.

Senator BOREN. Would you explain why that is?



Mr. DIBONA. Well it permits the sale of property to an independ-
ent who might be able to operate it more efficiently than a larger
company could and, therefore, continue an operation in oil that
otherwise might not be produced.

Senator BOREN. It might be economic for an independent because
of tax consequences and other reasons, sometimes even just person-
al labor invested in a particular operation.

Mr. DIBONA. Yes, because you prolong the life.
Senator BOREN. We are talking about avoiding premature plug-

ging and abandonment. This is related to that, the need to prolong
the life.

Let me ask both of you just very briefly because we do need to
move on to the next panel, your judgment-Mr. DiBona you made
a quick reference to it, the impact on the economy that a Federal
gasoline tax a BTU tax, or a carbon tax might have. We keep hear-
ing some word out of the budget summit and here we are in the
amidst of discussing our declining domestic production, the danger-
ous reliance upon imports and what that could eventually do to the
cost of production of all products in this country. Should we be dis-
cussing these kinds of taxes primarily on the energy sector at the
time that we have these terrible problems of increased dependen-
cy?

Mr. DIBONA. We think it is unwise because we have, as a conse-
quence of a very active energy sector in this country, developed a
manufacturing sector in other areas, and a farm sector, that are
very energy intensive. We have built in this country an infrastruc-
ture which has depended on ample, low cost energy supplies.

Now if you take a country with that mix of goods and agricul-
ture, and impose upon it higher costs than would exist in other
parts of the world. The ad valorem tax, which is very much dis-
cussed, for example, would impose a tax on U.S. manufacturers
that does not exist in the countries with which we compete and
would put us at a very strong competitive disadvantage.

When that is taken into account the effect of these taxes has
much greater impacts upon the GNP by a factor of several times
than the total tax collection.

Senator BOREN. Dr. Mankin?
Dr. MANKIN. I would certainly agree with that. I cannot see

where-the only thing a gasoline tax might accomplish is if the
money were put into reducing the Federal deficit. It will do abso-
lutely nothing in support of finding or developing additional hydro-
carbons in the United States. It might do a little something if it is
high enough to encourage conservation. But it will also have, as
Mr. DiBona has pointed out, a very adverse ripple affect through-
out our economy because of the reliance we have on the use of
transportation fuels to really maintain our economy.

By the same token, the hydrocarbon tax or carbon tax will prob-
ably have some adverse affects rippling through the economy be-
cause we use different forms of energy for different components of
our economy. And if you put a disproportionate tax on one part of
it over another you are going to have some rather significant dislo-
cation affects on the economy.

Senator BOREN. Well thank you both very much. The President
has talked in the past about revenues that do not impede our com-



petitiveness or economic growth in the country. I hope that that
standard will be kept in mind when the budget summiteers contin-
ue with their work.

Thank you both very much for taking the time to be with us.
We will call our next panel before us now. It is a panel consisting

of Mr. James Russell, president of Russell Petroleum Co., and
president of the Texas Independent Producers and Royalty Owners
Association (TIPRO); Mr. Conley Smith, chairman of the tax com-
mittee of the Independent Petroleum Association of America, who
is from Denver, CO; Mr. James Payne, president and chief execu-
tive officer of Santa Fe Energy Resources, and president of the Do-
mestic Petroleum Council; and Mr. Craig Goodman, tax and legisla-
tive counsel for the National Stripper Well Association, and former
Director for Energy Tax Policy of the U.S. Department of Energy.

We are very pleased to have all of you with us today. Again, I
would ask if you could summarize your comments as we still have
another panel also that will follow you. I will try to restrain myself
from asking questions, although it is difficult to do with the kind of
alarming statistics that we have been hearing today, until all of
you have finished your opening comments.

Why don't we just proceed right down the row. Mr. Goodman, we
are happy to have you and we will begin with you.

Mr. GOODMAN. Thank you.
Senator BOREN. We will put your full statements into the record.

Then if you can summarize the high points for us, that would be
appreciated.

Mr. GOODMAN. Thank you. I will, Senator.
Senator BOREN. Thank you.

STATEMENT OF CRAIG G. GOODMAN, TAX AND LEGISLATIVE
COUNSEL, NATIONAL STRIPPER WELL ASSOCIATION, AND
FORMER DIRECTOR, ENERGY TAX POLICY, U.S. DEPARTMENT
OF ENERGY, HOUSTON, TX
Mr. GOODMAN. Senator, I am very pleased to be here today on

behalf of the National Stripper Well Association. Our organization
represents the operators of more than 450,000 crude oil wells in the
United States. That is 75 percent of all the crude oil wells that are
currently operating in this country. We also represent 3.8 billion
barrels of proven, recoverable domestic reserves.

Stripper wells are being permanently abandoned in the United
States at a rate in excess of 17,000 wells per year. These wells and
the domestic reserves behind these wells represents a significant
national resource. In the United States today producers are actual-
ly being taxed on the capital they invest to drill new wells. For
many of these producers the modern tax code virtually bars the
return of this capital.

In addition to the obvious legal implications of this, taxes on in-
vested capital force the premature abandonment of marginal wells
and at the same time penalize efforts to replace the domestic pro-
duction and reserves that are being lost. In essence, Senator Boren,
the U.S. Tax Code is now encouraging the depletion of America's
resource base. We are in effect draining America first.



At a time when clean air and tax fairness are high priorities,
there are no valid policy reasons to penalize the capital that is in-
vested to find and develop new domestic reserves.

Our written testimony identifies the provisions of the Code that
impose these direct taxes on drilling capital. We have also attached
to our testimony an extremely modest proposal, with an extensive
analysis, that would reduce this capital tax consistent with both
tax reform and our current budget deficit.

Imposing a tax on the capital invested to maintain or replace lost
production increases both the costs and risks of new drilling and
lowers the after-tax return from these investments, particularly as
prices, revenue, or profitability decline. Today in the United States
capital invested in new drilling by over 75 percent of the Nation's
independent producers will cost them more and return to them less
than the exact same investment would to virtually any other com-
pany who is subject to the regular Federal income tax code.

Not only are these tax penalties regressive and anticompetitive,
but they violate the basic premise of tax reform itself, namely tax
neutrality. Today the Tax Code and a producer's tax paying posi-
tion, rather than the underlying economics of an oil or gas project,
can actually determine whether or not a tax disadvantaged firm
can replace their depleting reserves.

Tax Reform never anticipated this result because Tax Reform
never anticipated a 60-percent decline in oil prices. And it was this
combination of regressive penalties, together with the price col-
lapse, that causes these results.

The essence of the problem is, that U.S. Tax Reform increased
substantially the time within which capital invested in new drilling
and reserve replacements can be recovered. The National Stripper
Well Association strongly supports the industry's efforts and your
efforts to enact plow-backs, credits and other means that you men-
tioned earlier as a way to reduce both the regressiveness and the
anticompetitive impacts that I have described.

We also strongly support your Marginal Production Incentive
Act and we believe that this Act can help stop the loss of U.S. re-
serves and production. However, we would like to stress that most
importantly the National Stripper Well Association urges this Con-
gress to reduce or eliminate the current tax penalties that exist on
the capital that we invest to drill new wells.

The concept of treating drilling capital as income for alternative
minimum tax purposes is a relic from the time of the OPEC oil em-
bargoes and soaring oil prices. For over 75 percent of all the Na-
tion's independent producers Internal Revenue Code Section 56(g)
and 57(a) have become a direct tax on capital. Yet without these
new wells, independent producers are merely liquidating our
assets.

IDC expensing has been in the Code since the beginning of the
century. However, contrary to the GAO report, current tax law ar-
tificially forces us to recover our IDC investments over 14 years
over the life of a statistically average U.S. reservoir. Even consider-
ing the flaws in the revenue estimation process, this legislative pro-
posal could inspire over 1300 new projects, $4 billion in new invest-
ments, 800 mill ion barrels of new reserves; and all of this could
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happen before the Treasury would receive a discounted impact of
$100 million. This represents 11.5 cents per barrel.

I might also add that each new project started because of this
proposal would add over $13 million in new wealth to U.S. society
and over $2.7 million in new taxes to the Treasury.

Senator Boren, we believe that the time to invest in America is
now. Ta-x equity and efficiency require a new direction in U.S.
energy taix policy and we urge your leadership on these important
issues.

Thank you.
[The prepared statement of Mr. Goodman appear in the appen-

dix.]
Senator BOREN. Thank you very much, Mr. Goodman. I think

that this is the water torture this morning. I do not know what is
going on. There is another vote on the floor.

But I think, Mr. Payne, hopefully we can receive your comments
before I have to go and then I will come back and we will complete
with the panel. Again, I apologize. They are not cooperating with
us very well today.

Mr. PAYNE. That will guarantee I will make it in 5 minutes.
[Laughter.]

Senator BOREN. Go ahead withyour statement, sir.

STATEMENT OF JAMES L. PAYNE, PRESIDENT AND CHIEF EXECU-
TIVE OFFICER, SANTA FE ENERGY RESOURCES, INC., AND
PRESIDENT, DOMESTIC PETROLEUM COUNCIL, HOUSTON, TX '
Mr. PAYNE. Thank you very much for allowing us to testify here

today. As you said, my name is Jim Payne. I am president of Santa
Fe Energy Resources. But today I am here on behalf of the Domes-
tic Petroleum Council of which I am serving as President this year.

The Domestic Petroleum Council represents the large independ-
ent oil and gas producers in the United States. Our membership ac-
counts for about 35 percent of the oil and gas reserves that are
held by independents in the United States

I am not going to spend a lot of time today talking about the role
of increasing dependence upon accelerating imports. Further, I am
not going to talk a lot about the accelerating decline that we have
in our U.S. production base. I think that has already been ade-
quately covered. I would like to spend my time talking about what
we consider a reasonable solution to that.

The U.S. oil and gas business, especially the independents, have
been in a legitimate and significant recession for the last 5 years.
And yet at the same time we have been in a recession, our oil and
gas production-which you can consider a critical natural resource,
since it is certainly a high-risk venture, it is capital intensive and
it takes a long lead time to get done-that production has been
under a very heavy tax burden.

The alternative minimum tax that you have heard discussed sev-
eral times was the biggest corporate burden-when prices were
good we had the windfall profits tax; and then suddenly when
prices got bad we discovered we had something called the AMT.
Just as a matter of interest, Santa Fe Energy had a bad second



quarter this year and I noticed that we paid the Federal Govern-
ment $8 million and we had a loss.

Senator DOREN. You had a loss?
Mr. PAYNE. We had a loss, yes.
The effect of the alternative minimum tax really is a double tax-

ation on drilling; and drilling, of course, has the direct result of
adding new reserves in this country. While AMT is a disincentive
to our business, our proposal today is in terms of a tax incentive.
We feel that if anything is really going to be done about the prob-
lems this Nation faces it is going to take a tax incentive to get it
done.

Our tax incentive is based really on three premises. Number one,
it needs to be broad-based. Number two, it needs to stimulate those
activities that are going to find new reserves. And number three, it
needs to be efficient. And we think the proposal we are going to
make today meets all of those. In fact, our proposal really is an ex-
tension and modification of work that you have done and other
people in Congress have done before us.

Essentially our proposal is, number one, we have a 15-percent
credit on exploratory activities; and we have a 5-percent credit on
development activities. The reason exploration gets a higher per-
cent I think is obvious. It takes exploration to generate new gas re-
serves and new oil reserves. You can get the others through devel-
opment you know, shifting from proved to probables and probables
to proved, that type of thing. But it takes exploratory drilling to
find new reserves.

We recommend a 5-percent credit for development mainly be-
cause that credit will accelerate the production process and some
development projects will be accomplished that would not other-
wise. The items that we are recommending we take a look at or
give a credit to are (1) G&G, which are the geology and geophysics,
which gets your projects started, finds your prospects; (2) we are
recommending that it be on IDC's, the costs involved in finding
new oil when you drill; and (3) some of the tangible properties di-
rectly related to production, such as platforms and production
equipment.

The other item we are recommending is that we go back and set
an expenditure ceiling. Basically that ceiling would depend on the
capital expenditures of the parties involved for the last 5 years,
sort of an average. If you spend more than that average, in other
words if it is new money that is coming into the system to find new
oil and gas, then 100 percent of that new money is eligible for the
credit. Up to that spending ceiling level only a partial amount is
eligible for the credit. But we would argue that the credit be broad-
based, independent of the kind of company classification. We would
recommend that it be consistent, that it stays in place when prices
go up and when prices go down so that we have a little more stabil-
ity in our industry. And finally we would feel very strongly that
the credit should go against both our regular tax and the alterna-
tive minimum tax.

So that is basically our proposal. I think it meets all the criteria
we talked about. By definition it is broad-based. Anybody who
wants to do it can do it. It stimulates drilling and prospect develop-
ment which generates new oil. And finally, we think it is efficient



because we are saying to the oil industry, the people that know
how to look for oil and gas, you decide how to spend your money.
We are not going to create any artificial support of something that
isn't efficient by this approach.

So that is it. I think if this Nation is truly serious about solving
its problems-and I could not agree more with what I have heard
today as to what those problems are going to be and what the
future portends-then I think this is a very legitimate way to take
a look at it. We think the cost associated with it is reasonable; and
we would recommend to you that you consider asking for an esti-
mate of revenue from the Joint Committee on Taxation.

Thank you.
Senator BOREN. Thank you very much. We will do that and we

will have those figures so that we can make sure that this proposal
is given full and serious consideration in our deliberations as we
look at the final budget package this year. I appreciate the very
constructive proposal you have brought to us.

[The prepared statement of Mr. Payne appears in the appendix.]
Senator BOREN. I apologize. I will be back. I promise our next

two witnesses that their testimony will be heard. We will have to
stand in recess about 5 minutes while I go over and back to vote.

[Whereupon, the hearing recessed at 12:44 p.m. and resumed at
1:02 p.m.]

Senator BOREN. We will resume again. This is sort of like a ban-
quet or a progressive dinner that moves around. But again, I apolo-
gize to you. It is just beyond our control.

Mr. Smith, we would be happy to have your testimony at this
time.

STATEMENT OF CONLEY P. SMITH, CHAIRMAN, TAX COMMITTEE,
INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA AND
OWNER, CONLEY P. SMITH, OIL PRODUCER, DENVER, CO
Mr. SMITH. Thank you, Senator Boren. My name is Conley

Smith. I am an independent oil and gas operator from Denver and
I chair the Tax Committee of the Independent Petroleum Associa-
tion of America.

Mr. Robert Gentile, Assistant Secretary for Fossil Energy at
DOE, told the Interstate Oil Compact Commission in Bismarck last
month that the United States is in danger of losing 70 percent of
its currently available on-shore oil, at the current rate of well
abandonments. That is in Graph 2 of our written statement which
you have. And as to the rest of my comments concerning the state
of our industry, I think you have covered it better than I could.

So it is certainly in order to inquire into what is happening in
the oil and gas industry today. Let's take a look at who the players
are in this depressed domestic drilling scene. In the earlier boom
years independents accounted for over 90 percent of all drilling ac-
tivity. In the past 4 years that independent share has dropped in
the neighborhood of 65 to 70 percent. And in spite of the increased
emphasis on foreign activity by the major oil companies, their
share of domestic drilling activity has tripled.

What accounts for the drilling activity in the country today?
Well Section 29, Tax Incentive Drilling, is very significant, especial-



ly for coal gas. The Petroleum Engineer, which is an industry pub-
lication, projects that one-third to one-half of all 1990 natural gas
drilling will be Section 29. So, do not let anybody tell you that tax
incentives do not get action; they do get action. We support the ex-
tension of the Section 29 credit and the reinstatement of tight sand
natural gas as a qualifying fuel.

You are hearing a lot about horizontal drilling. It is receiving a
great deal of attention. Conventional, vertical hole drilling by both
majors and independents is far down at less than one-fourth of 5
years ago.

Who drills the wells today? The major oil companies and wholly-
owned subsidiary companies of transmission companies, utilities,
diversified companies are active. What do they have in common?
They have combined financial statements which guarantee a virtu-
al exemption from the alternative minimum tax.

Then, there is a new breed of independent, companies who have
just severed their upstream expiration and producing segments and
cast those companies out on their own to sink or swim, companies
like Oryx and Meridian and Santa Fe Energy, who is represented
here today, Anadarco and others. These companies are among the
most active and successful of any in the country, and they will be
active and perhaps successful until the accumulative affects of the
alternative minimum tax catch up with them. Then they will be
caught up in the squeeze just like the rest of us independents
unless you change the law.

Then there are a few entrepreneurs and scalawags like me who
have just gritted their teeth and tried to drill through the down-
turn. We have endured operating losses and are taking the alterna-
tive minimum tax hit, as the case may be. The problem with oper-
ating losses is that one tends to run out of money, as even the U.S.
Government seems to have discovered.

You know, I calculate the economics for today's oil prospects at
today's prices to be about the same as the 1983 to 1984 era. Gas
prospects are not quite as good, but the drilling activity is less than
one-fourth of the level of that era. Why is that? It is not purely
petroleum economics. The culprit is the alternative minimum tax.
Both percentage depletion and intangible drilling costs in excess of
65 percent of net oil and gas income are treated as tax preference
items subject to alternative minimum tax.

The regular and alternative minimum tax rates are so close to-
gether that almost any level of activity triggers a nasty alternative
minimum tax consequence. If a person is an oil and gas producer,
percentage of depletion triggers him into the alternative minimum
tax. If the person is not an oil and gas producer, he becomes sub-
ject to the alternative minimum tax for intangible drilling costs.

o wonder we have run out of investors.
The oil and gas industry is still tax driven. Now it is also profit

driven, but it is certainly tax driven as it has always been. No
wonder that the oil and gas activity of the traditional independent
is so low. I wondered if the Congress knew what they were doing
when they passed alternative minimum tax in 1976 and then up-
dated it in 1982 and again in 1986.

We independent oil and gas folks maintain there is an awful lot
of oil and gas still to be found in this country. Previous witnesses



have said that. We think there is a couple of ways to clear up our
problem. The clearest way is to delete intangible drilling costs and
percentage depletion which is a form of depreciation on a wasting
mineral asset as tax preference items in the alternative minimum
tax. The second way is a tax credit drilling and completion expend-
itures, which is deductible against alternative minimum tax or reg-
ular tax.

We hope that you will see fit to take one of these two actions.
Instead, what we are hearing in the name of budget reconciliation
are proposals for carbon taxes, BTU taxes, and Federal ad valorem
taxes. With the domestic energy base in this country deteriorating
across the board, this would b6 the worst possible time to inhibit
energy production with any kind of a wellhead tax.

If the Congress is determined to enact an energy tax, clearly that
tax must be as broad as possible and applied at the consumer level.
Let me also add that energy used both onshore and offshore to
produce minerals should not be subject to taxation.

Thank you very much, Senator.
Senator BOREN. Thank you, Mr. Smith. I understand your com-

ments. When you asked did Congress know what they were doing
when they passed the alternative minimum tax, there is a short
answer to that and the answer is no. I would be happy to share
with you some of my own comments back at that time on this com-
mittee on that particular proposal; and I think you will see that we
agree completely. Unfortunately the things I said then the conse-
quences would be are exactly the consequences which you are now
reporting to us have taken place.

Mr. SMITH. Yes, sir; thank you.
[The prepared statement of Mr. Smith appears in the appendix.]
Senator BOREN. Mr. Russell?

STATEMENT OF JAMES E. RUSSELL, PRESIDENT, RUSSELL PE-
TROLEUM CO., AND PRESIDENT, TEXAS INDEPENDENT PRO.
DUCERS AND ROYALTY OWNERS ASSOCIATION, ABILENE, TX,
ACCOMPANIED BY STACEY SMYRE, CHAIRMAN, NATIONAL
ENERGY POLICY COMMITTEE, ALSO ACCOMPANIED BY JULIAN
MARTIN, EXECUTIVE VICE PRESIDENT
Mr. RUSSELL. Thank you, Mr. Chairman. My name is James E.

Russell and I am an independent oil operator from Abilene, TX;
and have been there for some 40 years in this business. Today I
represent the Texas Independent Producers and Royalty Owners
Association as president. Also with me today is Stacey Smyre, who
is chairman of our National Energy Policy Committee; and Mr.
Julian Martin, who is our executive vice president, in the event
you have any questions I cannot answer.

Currently petroleums overall portion of our energy consumption
in this Nation amounts to about 25 million barrels per day, which
is approximately two-thirds of the Nation's energy market. In my
written statement I outline the contention that this can be a stable
amount for several years. An effective national energy policy
should pose the question: To best serve the Nation's economic, envi-
ronmental, and security interest what portion of that 25 million



barrels daily should be filled by domestic oil, domestic gas, and im-
ported petroleum during the decade ahead?

Once that guideline is struck, subject of course to periodic revi-
sion, the next question arises. What changes in governmental pro-
grams and taxing patterns can be initiated to encourage the appro-
priate supply pattern from these three basic sources? Under cur-
rent national policy supply contribution has shifted from domestic
oil and gas to imports annually since 1985 by an average of some
800,000 barrels per day.

This shift has led to several undesirable consequences. It has
added more than $20 billion to the Nation's annual petroleum
import bill which now approximates $50 billion. It has increased
tanker flow of oil into U.S. waters by more than 40 percent, there-
by raising the risk of oil spills in U.S. coastal waters by a similar
margin. The move to imports has dramatically progressed and in-
creased U.S. reliance on the relatively insecure Mideast oil, since
virtually all new import flow much come from the Persian Gulf.

Under other undesirable results include increase in governmen-
tal costs to expand and maintain the strategic petroleum reserve
and protect the tanker sea lanes used to transport the larger
import volumes. In addition, of course, there is the damage that
occurs to the domestic oil producing industry and the Nation's
economy, as the infrastructure and job opportunity in the industry
is decreased or moved abroad by the shift to imports from domestic
production.

Obviously it would be desirable policy to reverse this shift and
begin to displace imports with domestic oil and gas production or
at least end the shift to imports by establishing domestic supply
stability. However, two questions must be dealt with before correc-
tive action can be taken. First: Are there sufficient domestic oil
and natural gas reserves available for the productive capacity
needed to reverse or halt the shift? If so, are there feasible mecha-
nisms and incentives available to the Nation that make it worth-
while to generate the industrial capability needed to reserve or
halt the shift, particularly in view of the adverse circumstances
now being experienced under current policy that allows the shift to
occur?

TIPRO firmly believes the answer to both questions is yes. In the
written testimony before you the Nation has sufficient oil and gas
reserves that can be developed at prices approximately $25 per
barrel for oil, and $3 per MCF for gas. In the process of stabilizing
or even reversing the shift from domestic petroleum production to
imports now under way under current national enery policy sev-
eral political decisions must be made.

These political decisions must explore whether to stabilize energy
prices at levels required to achieve desirable goals or to encourage
through tax incentives producer behavior aimed at maximizing re-
serve recovery. In making these decisions Congress and the admin-
istration should continue to recognize the independent producer
and his special role in domestic exploration and production.

While his ranks have diminished by a third since 1986 with more
expected to leave at any time, the survivors should be stronger and
are stronger and more effective today than ever before. With the
right economic motivation they should be fully capable of main-



training their historic portions of exploration and production main-
tenance activity.

Among the remedies available, TIPRO maintains that an oil
import fee system would be the most effective and by far the sim-
plest and most direct device there is to encourage a change in the
current shift from imports to domestic production. This one eco-
nomic program would lead to dramatic improvement in domestic
petroleum exploration and production, encourage effective conser-
vation and energy use and as a useful political by-product provide
public funds to help trend the Nation's budgetary deficit.

Another price stabilization proposal would attach a substantial
environmental fee to all imported oil and to U.S. coastal waters.
This approach would link the problem of import growth to the
problem of environmental degradation caused by tanker spills and
processing of foreign oil in the Nation's ports and waterways.
TIPRO supports this approach as a viable option to this basic
import proposal.

Should Congress however decide to turn to the Tax Code for do-
mestic supply solutions TIPRO joins other witnesses in seeking
foremost corrective action on treatment of IDC's and percentage
depletion under the alternative minimum tax rule.

The Association specifically endorses the two changes presented
by the National Stripper Well Association today.

In conclusion, TIPRO strongly believes that domestic petroleum
producing industry and the Nation's petroleum reserve holdings
are fully capable of maintaining current production levels well into
the next century, thereby ending the shift of imports now being ex-
perienced. However, the success of this effort must rely on a new
national energy policy that encourages maximization of domestic
production, discourages import growth and stabilizes demand
growth through a new emphasis on conservation and energy use.

Tixank you very much for allowing me to appear.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Russell appears in the appendix.)
Senator BOREN. Let me thank all of you.
Mr. Goodman, I understand that you have-done some research

on the whole impact. You have talked about what is in effect really
a tax on working capital. You have done some research on our
energy tax system and as it compares with other industries in this
country, but also as it compares with taxes on energy producers in
other countries. - -

Mr. GOODMAN. Yes, sir.
Senator BOREN. Would you be willing to supply that research or

highlights of that research for us for the record?
Mr. GOODMAN. I would be honored to, sir.
Senator BOREN. I would appreciate it if we could do that.
[The information appears in the appendix.]
Senator BOREN. Let me ask in terms of the Domestic Petroleum

Council proposal, I think you indicated, Mr. Payne, that you
thought that we could through tax incentives now get even the
credit proposal that you have made, bring in new reserves at incre-
mental costs that would be even lower than the historical full cost
rates. Why is that?



Mr. PAYNE. The model that we have run, and we have tried to be
fairly straight arrow with it, shows that we could add reserves at
about $2.50 a barrel under this proposal. The basic reason for that
is, it is an incremental type reserve. You have already got your
fixed cost for people, overhead, your seismic base, that type of
thing. It is an incremental add on so you are not having to add
those other fixed costs that go into your full cost accounting.

So it is a very effective "bang for your buck" that you are going
to get with this type of proposal.

Senator BOREN. Do you think that we would have any increases
in the costs of production and exploration as a result of tax credits,
in other words in the increasing levels of activity? Will that cause
the costs of drilling and so on to go up?

Mr. PAYNE. Not under the proposal we have. It simply is not
large enough. Obviously, you know, if you went back to the 1979-80
period you do cause disruptions in the service infrastructure. But I
think in the proposal we are talking about the capacity is there.
Again, it is almost an incremental savings from the service side.

Senator BOREN. Right. In other words, we have such an excess of
capacity right now that--

Mr. PAYNE. That it can easily support this additional--
Senator BOREN. It can easily absorb it; and, in fact, in some ways

maybe even decrease costs in some ways and that it would cut
some losses of service industries that are already in their overhead
costs.

Mr. PAYNE. That is right.
Senator BOREN. Put some equipment to work that is already

there that is idle, for example.
Mr. PAYNE. That is exactly right.
Senator BOREN. Let me ask both Mr. Russell and Mr. Smith, you

have commented on the alternative minimum tax. I think virtually
all of you have commented on the alternative minimum tax. I
would gather that any kind of tax relief of any kind that we could
give, relief on the alternative minimum tax as far as you are con-
cerned would really probably be a first priority and that you would
feel that any additional credits that we might give, it would be
very important that they did not fall back under the net of the al-
ternative minimum tax to be taken away with one hand after
being given with the other.

Is that a fair statement to say, that relief on the alternative min-
imum tax-let me ask maybe all of you from that point of view-
that that would be a very strong priority as far as you are con-
cerned?

Mr. SMITH. Senator, it is our number one priority. We estimate
that about 80 percent of independents are impacted by the alterna-
tive minimum tax. It could be as high as 85 to 90, but we know it is
high. So if you do not grant alternative minimum tax, all other in-
centives get debased.

For instance Section 29--
Senator BOREN. Right.
Mr. SMITH. We are for Section 29 but we do not get it fully be-

cause of AMT tax impact.
Senator BOREN. Yes, I understand.



Mr. RUSSELL. I think total eliminate of it as far as independents
are concerned would be a big boost to the independent segment.
The 80 percent with concur with. TIPRO would certainly concur
with that particular elimination. But it has been devastating for
the independent to lose money and still have to pay a tax on losses.

Senator BOREN. It is unbelievable and obviously many of you
know of circumstances where that is the case. I think that this goes
back to the committee not understanding and the Congress not un-
derstanding what it was tioing when it passed this.

Mr. SMITH. I think you've got a representative poll at this table. I
will tell you right now I am subject to the alternative minimum
tax with a net ope-ratig loss.

Senator BOREN. With a net operating loss.
Mr. RUSSELL. S) am I
Senator BOREN. Yuu are too and I think--
Mr. PAYNE. We had close to a $20 million net operating loss in

the second quarter.
Senator BOREN. Without starting to call names, including some

on this committee, I certainly wish that some of my colleagues
were here to hear this. I am going to-you can be sure once it is
typed in our written transcripts, it will be shown by me to them to
read. Because I think they had this image that these are people
that are just making huge profits out here and are paying no taxes
whatsoever; and therefore we have to have this alternative mini-
mum tax to catch them up and make them pay something.

Here, the way it has been designed, you have people with net op-
erating losses that are being caught up in this so-called minimum
tax

Mr. RUSSELL. We have not taken a poll in TIPRO, but I would
suggest that probably a high percentage of the membership are in
this same situation.

Senator BOREN. I wish we could devise a system where the Gov-
ernment would maybe share in the loss of our independent produc-
ers to the degree that they are still making you pay taxes.

Mr. RUSSELL. Right.
Senator BOREN. It is a situation that is if there was ever a case of

something being improperly drafted this is it. I think most people,
90 percent of the Members of Congress, especially those from areas
which do not have independent oil and gas producers, would be ab-
solutely astounded with the idea that people would be having losses
and paying alternative minimum tax.

This wellhead tax, the ad valorem proposals, and others that are
being mentioned, I have heard it said that this tax really could not
be passed on by the independent producer if it were implemented.
Could some of you explain why that is the case?

Mr. GOODMAN. This is due primarily to the fact that independent
producers are "price takers" and have virtually no market power if
refiners decide to lower postings by the amount of the tax. At
which point the tax becomes a wellhead tax on U.S. oil production
rather than a tax on oil consumption.

Mr. RUSSELL. Well the independents are certainly not in the re-
finery business, nor do we have any other way to pass on any in-
crease in cost or taxes or otherwise, particularly in oil and gas



both. So any wellhead tax is just another burden that we have to
bear.

Senator BOREN. This is really again firing and hitting the wrong
target in terms of hitting our domestic independent producers espe-
cially. It just adds on to the--

Mr. PAYNE. I would like to add, Senator, that if we think that we
have a growing dependence upon foreign oil, and if we do not like
the decline that we are seeing right now in our production rate in
this country, if we put a wellhead tax on in this Nation and we do
not see price increases, you will really not like what you are going
to see then, because you are going to see our dependence on im-
ports and on production decline greatly accelerated.

Mr. GOODMAN. Senator Boren, just for your information, if a
gross wellhead tax is imposed, it's impact triples as a percentage of
net revenues. So whatever percentage it is of gross value that is
taken at the wellhead, that impact on net income to the oil and gas
producer virtually triples.

Mr. SMITH. May I add one final comment to that, Senator? That
the asset base for the entire industry in this country right now
cannot be more than about 35 or 40 percent of what it was 5 years
ago, and that is not discounting real money. That is just in today's
dollars.

Senator BOREN. Right.
Mr. SMITH. So if Congress was to enact a wellhead tax, -that

would no doubt bring the domestic industry down in the 20-25 per-
cent range and that seems to me like poor policy. Even the dumb-
est farmer in the country knows to fatten up the pig before he
slaughters it. [Laughter.]

Mr. RUSSELL. I think in summary I would have to say that here
we are in a position where we need tax relief and there is indica-
tion that they are trying to put more of a tax burden on the domes-
tic segment. I think this is totally intolerable.

Senator BOREN. Well I appreciate the comments. I understand.
Obviously, I agree with what you have said. Let me just say I will
share this with my colleagues, especially those from regions of the
country where they do not have much experience with the econom-
ic of the oil and gas industry, and particularly the independent oil
and gas industry.

I notice there are three Texans on this panel and we from Okla-
homa are always glad to have a chance to talk with Texans and to
learn from Texans. You know, my own family originated from
Texas and then they realized the dream of every Texan, they got to
move to Oklahoma. [Laughter.]

We are really glad to have had you and appreciate your patience
with the scheduling problems we have today.

Our lt panel, let me say last but not least-and obviously first
in patience ; I think a gold star should go by every name for having
waited this long-Mr. Joseph Campbell, vice president, Drilling
and Production Operations at Columbia Natural Gas, testifying on
behalf of the American Gas Association, Mr. Campbell is from
Charleston, WV; Mr. Sanford McCormick, president of Metfuel,
Inc., testifying on behalf of the Section 29 Association; Mr. Stephen
Lipman, president of science and technology division of Unocal



Corp.; and Mr. Mark Papa, senior vice president of Enron Oil and
Gas of Houston.

We are very happy to have all of you with us. I am sure you will
join me in being glad that I will receive your full statement for the
record and let you summaize your comments. Again, I apologize to
you for this situation. We are only about an hour and a half, or an
hour and 45 minutes, later than you were due to be on this panel
and I hope we have not disrupted your schedule unduly.

Mr. McCormick, why don't we begin with you and we will just go
down the row. Again, I will try to withhold comments until each
one of you is finished.

STATEMENT OF SANFORD E. McCORMICK, PRESIDENT, METFUEL,
INC., TESTIFYING ON BEHALF OF SECTION 29 ASSOCIATION,
HOUSTON, TX
Mr. MCCORMICK. Thank you, Senator. My name is Sanford

McCormick. I am the founder and President of Metfuel. It is a com-
pany that is involved in coalbed methane production. I want to say
it is a real pleasure to be here. I have been in the oil and gas busi-
ness since 1956 and started with an up and promising young oil
man by the name of George Bush and I have seen a lot of ups and
a lot of downs.

I want to say with all confidence that I have never seen anything
that is as effective a stimulus for production as is the Section 29
credit. Now I am speaking only about coalbed methane, but my re-
marks really would apply equally to the other parts of it. I just am
not qualified to comment on those.

We have heard a lot of talk today about the crisis that is upcom-
ing or the one we are actually in. You commented on that, Senator
Bentsen did, and everyone has. I just want to put my own little
spin on it as they say. I have been working up some numbers and I
thought I would put it in the perspective of another current prob-
lem Washington and the country is seeing, and that is the S&L
crisis.

I think there is one clear similarity and one clear difference. The
similarity is that I think the crisis in energy that we are looking
towards in the next few years is every bit as predictable as the
S&L crisis was 5 years ago. It is no secret it is going to happen; it is
when and how severely. I think the dissimilarity is, it is going to
cost a whole lot more than the S&L crisis. There are a lot of num-
bers. I just want to give you a few that will differ a little from
some you have heard earlier today. Everyone has got their own
figure.

My estimate is that we have seen in oil about a 25 percent de-
cline since 1970 and we have heard the number of about 7-percent
decline this year. My figures are that oil production will continue
to decline so that we will be importing about 80 percent of our oil
by the year 2000.

Now to put this in terms of cost, what we are looking at is a cost
in the decade of the 1990's of $2 trillion for oil imports. That is
about four times what they were in the 1980's. Another way of
looking at it is that the annual cost of oil imports in the last years



of the 1990's will equal the maximum most recent estimate of the
total S&L bailout.

Now I do not think that requires any more elaboration except to
say that anything that can be done through any reasonably cost-
effective method to stimulate domestic production has got to be
really seriously looked at. I am not here to say that the Section 29
credit in coalbied methane or anything else is the answer to the
problem. I am saying that it is a proven well-established way of
gaining a step on it, going in the right direction in a very cost ef-
fective way.

Let me say first that the basic nature of this credit, I think, is
absolutely superb. I do not know who thought of it, but I think it is
a marvelous credit; and with all due deference to some of the other
suggestions that have been made here by other people about cred-
its on drilling, credits on IDC's, I think that the credit on produc-
tion, whether it be coalbed methane or, I might add, other types of
resources is wonderful for a couple of reasons.

In the first place it does not cost the Government a penny unless
there is actually production found and produced. And secondly, it
is spread out over the life of the production and not all hit in the
first year as would, you know, a credit on drilling or a credit on
intangibles or whatever. I think it is really a marvelous type of
credit and I think the results on coalbed methane have been very
impressive.

In looking at what has happened, I would like to just very briefly
summarize how I see it. Basically, most of the activity in coalbed
methane is really a brand new industry. It really goes back only
about 10 years, mainly 5 years. Most of the activity has been in two
basins, the San Juan Basin in the Rockies and Black Warrior Basin
in Alabama.

If the credit is not extended much of the very promising activity
in those two areas-will dwindle. But I think more important is the
fact that the activity that is currently underway in the other
basins in the country will for all practical purposes stop. I will give
you one example later of our particular activities.

I do not have a map of the country. I should have brought it, but
there is a map prepared by the Gas Research Institute that is the
best guess available of potential coalbed methane reserves. It has a
number of 400 trillion cubic feet. I think that is high, but it is a
guess. The University of Colorado came out recently with a number
of producible coalbed methane reserves as opposed to potential of
100 trillion.

Now this compares with a number that about 8 years ago was
zero. A potential gas reserves study done by the USGS 8 years ago
came out with a potential coalbed methane reserves of precisely
zero. So what I am saying is, here is a potential domestic reserve in
this country. It is obviously clean burning and everything else that
has that type of potential.

Senator BOREN. Geographically wide spread.
Mr. MCCORMICK. All over. Almost all of the producing States. I

am sorry I did not bring the map. I thought incorrectly that some-
one else would.

I would like to summarize the- two real benefits of this. Number
one, the local community. There is a study written by the Universi-



ty of Alabama that shows the benefits for the local community in
and around Tuscaloosa. It is pretty impressive-$4 billion of ex-
penditures; 13,000 jobs created over a 5-year period; $1 to $2 billion
in local taxes.

That same impact could be had in many other communities in
this country. By the way, much more can be said in the San Juan
which is larger.

I will tell you the other important benefit I see. I have talked
about this import problem. It is hard to get a handle on something
with that many zeros. At least for me it is. Let me put it down to
something simpler. One trillion feet of gas is the equivalent of
about 160 million barrels of oil. So that each trillion feet that is
domestically discovered replaces or comes in lieu of 160 million
barrels of imports which at today's price is $3 billion; and over the
10 to 20 years will probably be $4 to $5 billion.

As I say we have a potential of 100, maybe more, trillion feet of
coalbed methane gas to be discovered. This could save as much as
$500 billion from oil import costs.

Now let me talk a little about our little company, Metfuel. Met-
fuel is a company that I founded with some other people in the
Fall of 1988. I can tell you very simply and clearly that we are sort
of a pure case. Our company would not have been founded if it
were not for the coalbed methane credit, the Section 29 credit. We
simply could not have attracted capital. I would not have even
tried, because it simply was uneconomic without the credit.

I have furnished-and I would be happy to give you a copy-to
Secretary Watkins our economics with and without the credit. Ba-
sically, it shows a rate of return before of about 9 percent; after in
the high twenties. In other words, from totally unacceptable to ac-
ceptable. And we have been able to attract enough capital to drill
about 500 wells at a cost of $200 million. And I repeat, none of this,
not 1 dollar, would have been spent, and no reserves would have
been found.

Now, activity is fine but activity does not solve energy problems;
results do. This money we have spent has found somewhere be-
tween half a trillion and a trillion feet of gas. In other words, we
are getting up towards this $160 million-barrel oil field, which
could save $3 to $5 billion of imports.

The point is, this little story of our little company, Metfuel, could
be repeated hundreds of times in this country, and will be over the
next decade if this credit is extended. If it is not, I can assure you
there will be no coalbed methane activity in these other basins, at
least until the price of gas goes up very substantially. We are look-
ing then at several years from now. By that time this crisis is going
to be really serious.

I will give you one little example. We have a second project we
have acquired in Wyoming. It is a basin that isn't even on the map
of potential coalbed methane in the whole country. It has also the
potential of half a trillion to a trillion feet of gas. We will drill a
couple wells this year, but if the credit is not extended we will drop
it like a hot potato, because there is no way that it could be close to
economic without the credit.

Thank you very much, Senator. I am sorry to take a little more
of the red light than I was supposed to. I appreciate it.



[The prepared statement of Mr. McCormick appears in the ap-
pendix.]

Senator BOREN. It was very good points and I appreciate your
making them. I especially appreciate the fact that we simply would
not have this industry and these additional reserves without this
credit. I think it is very important to underline that.

I would appreciate it if you do have a map if you could furnish it
for us for the record.

Mr. MCCORMICK. Yes, sir.
[The map appears in the appendix.]
Senator BOREN. Because I think that it is important that our col-

leagues understand that this is a geographically widespread re-
source that has potential for great development, help in terms of
energy security, and domestic economic activity as well virtually
all over the country. It is a good point.

Mr. Papa?

STATEMENT OF MARK G. PAPA, SENIOR VICE PRESIDENT OF
OPERATIONS, ENRON OIL AND GAS CO., HOUSTON, TX

Mr. PAPA. Mr. Chairman, I am Mark Papa, Senior Vice Presi-
dent of Operations of Enron Oil and Gas Company. Thank you for
the opportunity to present this testimony on the importance of re-
ducing our dependence on foreign energy sources by restoring the
Section 29 ta. credit for tight gas reservoirs.

Enron Oil and Gas is based in Houston, Texas and is one of the
Nation's largest independent exploration and production compa-
nies. We operate in most hydrocarbon basins in the lower 48 States
and produce gas from both conventional and tight gas sand wells.

Before I proceed further, let me define what tight gas is. Tight
gas is produced from reservoirs having low permeability or trans-
missibility. Because these reservoirs exhibit a lower quality than
that of conventional reservoirs, tight gas wells must be stimulated
by hydraulic fracturing which is a costly way to enhance well pro-
ductivity.

In a conventional well the primary costs involve drilling and
running pipe into the well bore. In a tight gas well an additional
cost of fracture stimulation is incurred. Often the fracture stimula-
tion costs as much as drilling the well. Therefore, tight gas is more
costly to develop than conventional gas. The Section 29 credit, if re-
stored, would provide an economic incentive to producers to
produce these tight gas reserves.

We also want to emphasize that we are not requesting a new in-
centive credit related to tight gas production. We are merely re-
questing a restoration of the credit that was inadvertently termi-
nated for tight formation gas because of deregulation and FERC
orders.

We believe a restoration of the Section 29 tax credit for tight for-
mations is in the national interest for the following reasons: First,
tight gas represents approximately one-fifth of the Nation's esti-
mated remaining gas reserves. So the potential impact from an ef-
fective tight gas production incentive is large. Increased develop-
ment of tight gas will reduce our Nation's dependence on imported
energy and represents a reliable source of supply.



Second, the Section 29 tax credit has proven effective in stimulat-
ing reserve and deliverability growth regarding coal seam gas and,
in the past, tight gas. In short, the incentive works.

Third, increased natural gas deliverability will provide environ-
mental benefits since gas is the cleanest burning hydrocarbon fuel.

Previous panelists have commented regarding the effects of de-
pressed natural gas drilling for new reserves. Underscoring this
concern, 40 percent of the Nation's current gas production comes
from wells completed subsequent to 1985. Since such a high propor-
tion of the Nation's supply comes from recent vintage wells, con-
tinuation of the current low drilling levels will exacerbate the Na-
tion's gas supply and import problems.

Natural gas found in tight formations is an increasingly impor-
tant component of our Nation's energy resource portfolio. A 1988
DOE study indicated that tight gas reserves comprise approximate-
ly 180 trillion cubic feet or one-fifth of estimated U.S. reserves.
Tight gas is found in 21 States and is currently produced in 16
States as diverse as Texas, New York, Oklahoma, Louisiana and
Ohio.

We believe the Section 29 tax credit incentive, if properly revised
and reinstated, is the best vehicle to stimulate domestic natural
gas production and reserves. Unlike an across-the-board credit for
all domestic drilling, the Section 29 credit is activated only if a well
is successful. If the well is unsuccessful, all of the risk of drilling
stays with the producer and no credit is available.

Additionally, the Section 29 credit will focus industry activity on
a large proven resource base. There is no question that these tight
gas reserves exist. Similarly, the effectiveness of the Section 29
credit has been recently confirmed. Coal seam gas is currently eli-
gible for the credit and resent results from the San Juan Basin in
New Mexico and Colorado show that the tax incentive has stimu-
lated a mini boom in coal seam gas drilling in this area, with posi-
tive national energy results.

We estimate that 1200 coal gas wells will be drilled in this basin
alone by year end 1990 generating 3.6 trillion cubic feet of reserves
with a peak deliverability of over 700 million cubic feet per day.
Most of this drilling is a result of the Section 29 tax incentive.

In the past this tax credit has also stimulated tight sand drilling,
which is a much larger resource base than coal gas. Our analysis of
1970 to 1990 drilling activity in the tight Cotton Valley formation
in east Texas indicates significant relative increases in tight forma-
tion drilling during periods where price supports or tax incentives
were available.

This data indicates that Section 29 incentives are effective and
Enron Oil and Gas supports the Section 29 legisLtion proposed by
Congressman Andrews, H.R. 5351, and Senator Domenici, S. 2288.
Enron oil and gas is active in several tight sand areas in Texas,
Utah and Wyoming. We are basically spending our available cash
flow to develop new natural gas supplies. If tax credit incentives
for developing tight gas ends were reinstated, any cash flow gener-
ated from the tax credits would be spent drilling tight sand wells.
With a properly focused tax credit Enron Oil and Gas estimates we
would drill up to 500 additional wells within 5 years. The economic



benefits of a tax credit would provide the incentive to commence
and sustain such a program.

Thank you.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Papa appears in the appendix.]
Senator BOREN. Mr. Lipman?

STATEMENT OF STEPHEN C. LIPMAN, PRESIDENT, SCIENCE AND
TECHNOLOGY DIVISION, UNOCAL CORP., BREA, CA

Mr. LIPMAN. Thank you, Mr. Chairman. My name is Stephen
Lipman. I am president of the Unocal Science and Technology and
Energy Mining Divisions. I appreciate the opportunity to be able to
present our comments. We have submitted written comments.
Some of those have dealt with conventional fuel. So I will not du-
plicate what a lot of what has already been said today. We concur
in general with that.

Senator BOREN. We will receive all of them for the record.
Mr. LIPMAN. All right.
The one point I would like to emphasize is that Unocal does be-

lieve that any incentives adopted or extended are meaningless
without a variable import fee keyed to a realistic floor price for
some@ price stability.

What I would like to talk about now is two alternative energy
developments which Unocal has been the leader in developing.
Geothermal energy and oil produced from-shale, both important
nonconventional sources of energy.

Our national attention that once focused on alternative energy
has declined along with the oil prices. We firmly believe that the
nonconventional fuels will become important in the near future be-
cause of our increasing dependence on foreign oil. Geothermal
energy is environmentally safe and current projects which benefit-
ed from the energy tax credit are successfully competing at today's
prices.

However, more technological improvements are needed to reduce
the costs of new projects. Power generated from geothermal energy
benefits the Nation in many ways; and we should not be limiting
its use by letting the energy tax credits expire. Therefore, we be-
lieve that in order to further this important new technology and
see new projects move into commercial operation, the existing
energy tax credit should be extended.

Shale oil is also an important new energy source and is one of
the best alternatives to crude oil for transportation fuels and lubri-
cants. If given the opportunity for continued development, techno-
logical achievement could make oil derived from shale an economi-
cally viable alternative in the not too distant future. We believe
there are some very important reasons for the United States to
continue its support of oil shale development.

First, oil shale is abundant. Many are surprised to learn that our
Nation has as much recoverable shale oil as OPEC has in recover-
able crude oil. Second, we found that the upgraded shale oil is a
superior feed stock for conversion to transportation fuels and lubri-
cants. We can convert 100 percent of the syncrude into transporta-
tion fuels without the residue of heavy bottoms as with convention-



al crude oil. Third, after investing $1.2 billion of our own money,
Unocal is close to defining the technological parameters at its
Parachute Creek Oil Shale Project. But it has been an economic
strain on our company.

Last year we increased our production by 40 percent and we re-
duced our costs by 23 percent, but we still lost $36 million. We
have had to write off the entire project off our company's books.
And our continued efforts for the future are uncertain. -

Nevertheless, we see a lot has been accomplished. Each year we
have seen the loss that we have incurred each year has come down
and we are hopeful this year that we will have a better year than
last year.

We have introduced into the record two letters from the Office of
the Assistant Secretary of Defense detailing that Agency's interests
in shale oil as a secure alternative source of jet fuel. In fact, just
this week the defense fuel supply center solicited proposals for a
supply of jet fuel derived from shale oil.

Our key point today is that Section 29 of the Internal Revenue
Code was originally enacted to encourage production from oil shale
and other nonconventional energy sources. Unfortunately, because
of the restrictions in Section 29, Unocal has been unable to take
advantage of this Section. Despite the technical improvements we
have been making in the last few years we cannot continue to keep
operating at a loss.

Therefore, Unocal urges modification to Section 29 in order to
help its efforts to improve oil shale technology. We proposed a
three-year moratorium on the application of three restrictions im-
posed by Section 29.

First, during the 3 years the credit should not be offset by any
past energy investment tax credits. Second, the credit should not
be reduced by tax exempt pollution control bond financing. And
lastly, as you have heard others say, the credit or any tax incen-
tives under consideration today should be made available to all tax-
payers including those subject to the Tax Code minimum alterna-
tive tax. Otherwise, these incentives will not achieve the desired re-
sponse.

This 3-year window of opportunity would enable Unocal to make
further technological progress.

Thank you for allowing us to testify.
Senator BOREN. Thank you very much, Mr. Lipman.
[The prepared statement of Mr. Lipman appears in the appen-

dix.]
Senator BOREN. I guess we close on a frustrating note in that we

have another vote on the floor. But I think we should be able to get
through with your testimony, Mr. Campbell, before I have to go
back over there. Again, I apologize for keeping you so long.

STATEMENT OF JOSEPH E. CAMPBELL, VICE PRESIDENT, DRILL-
ING AND PRODUCTION OPERATIONS, COLUMBIA NATURAL RE-
SOURCES, INC., TESTIFYING ON BEHALF OF TIlE AMERICAN
GAS ASSOCIATION, CHARLESTON, WV
Mr. CAMPBELL. I will summarize and keep it brief. Mr. Chair-

man, I am Joe Campbell, vice president of Columbia Natural Re-



sources. I am here today on behalf of the American Gas Associa-
tion.

The natural gas industry strongly supports both an extension of
the nonconventional fuels tax credit and the restoration of the
tight sands credit. The 1988 DOE study estimates that one-quarter
of the remaining recoverable reserves in the lower 48 were 259 tril-
lion cubic feet, lie in nonconventional sources.

As you know nonconventional sources include Devonian shale,
coalbed methane and tight formations. Is Section 29 fulfilling Con-
gress's goal of increasing gas production from nonconventional re-
sources? The answer is unequivocally yes. To give some perspective
on the extent to which the credit has encouraged production let me
use Oklahoma's gas use as an example. In 1989 Oklahomans con-
sumed 448 BCF of natural gas. Last year nonconventional gas pro-
duction in the United States encouraged by Section 29 credit would
have satisfied the equivalent natural gas needs for the entire State
of Oklahoma four times over.

However, the vast majority of these nonconventional reserves
cannot be produced economically for less than $3 in MMBtu, well
above the current market price. Importantly, the credit applies
only as sufficient price incentives in the market place are lacking.
Therefore, elimination of the credit now when market prices are
still lagging would jeopardize the production of a significant por-
tion of our remaining natural gas reserves.

The credit is a true production credit. It applies only after gas
reserves have been developed and are producing. That means that
all the risks inherent to exploration and development are borne by
the producer. The AGA supports extending for 2 years the credit
for all nonconventional fuels and restoring the credit for tight
sands.

Also, AGA suggests that FERC orders which have negative impli-
cations for tight sands be rectified. For example, FERC s Order 523
in effect deregulates released gas retroactively to the date of the
Decontrol Act, thus eliminating the tax credit for otherwise eligible
gas.

Since others have discussed the importance of the credit for coal
seam and tight sands I would like to furnish my comments on De-
vonian shale which is particularly important to the Appalachian
Region where CNR operates.

Gas contained in Devonian shale underlies an area of approxi-
mately 23,000 square miles-more than six times the size of the
State of Pennsylvania. Two thirds of Devonian shale gas is in the
Appalachian Basin, the remainder is in Michigan and the Illinois
Basins.

DOE estimates that the total gas in place for Devonian shale
ranges between 200 and 2,500 trillion cubic feet of gas, with only 10
trillion feet recoverable at $3 in MMBtu. Just 1 trillion cubic feet
of natural gas recovered from the Devonian shale would mean 500
additional wells per year for the next 10 years, assuming an aver-
age of 200 million cubic feet of reserves per well. Such a large
number of wells could have a profound positive impact on the
region where the wells were drilled.

In addition to positive local economic affects, natural gas from
Devonian shale is valuable to the Nation because it can help



reduce our reliance on foreign oil. Devonian shale development can
be particularly important to helping reduce the eastern seaboard's
reliance on foreign energy sources. The Devonian shales of the Ap-
palachian basin are geographically situated to be an ideal gas sup-
plier to new energy projects on the eastern seaboard, including co-
generation and independent power projects.

The low volume, low pressure production from Devonian shale
has a very long production life. In fact, CNR has several Devonian
shale wells which have been in production for over 80 years.

In my remaining time, quickly let me summarize why the Ameri-
can Gas Association supports the extension of Section 29 tax credit.
First, it has been demonstrated that the tax incentive is an effec-
tive means of stimulating gas reserve development. During the past
10 years my company alone added 29.5 billion cubic feet of shale
gas to its reserves; and we plan to drill an additional 171 Devonian
shale wells this year.

Second, a tax credit is necessary to justify the economics for
wells that have a very low production rate and a very long produc-
tion life. Wells that produce less than 10 Mcf a day can be margin-
al to operate, but in the case of the Devonian shale it is not uncom-
mon to see a well average 5 Mcf a day for 20 years.

An extension of the tax credit will greatly influence a continued
production of these stripper wells. Third, increased use of natural
gas could make market reduction dramatic reductions in the Na-
tion's of the procurers to such environmental problems as global
warming, acid rain, ground level ozone formation.

Increasing reliance on natural gas can help us attain our clean
air goals while reducing the need for stringent emissions. Passage
of AGA's Section 29 recommendations will help to ensure an ade-
quate supply of natural gas to support increased demand.

Finally, domestically produced natural gas, which is Section 29
credit encourages and reduces our Nation's reliance on foreign oil.

For all of these reasons, I respectfully urge the committee to re-
instate the credit for tight sands and to extend the credit for all
nonconventional fuels. That will allow the Nation to continue to
enjoy the clean air and energy security benefits provided by these
reserves.

Thank you, sir.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Campbell appears in the appen-

dix.]
Senator BOREN. You have all made a very strong and excellent

case for maintaining, reinstating, and broadening, indeed, the Sec-
tion 29 treatment.

I apologize. I do have to go to vote. I am not going to ask that
you come back. We have inconvenienced you enough. I will keep
the hearing record open so that any of you or any of our other wit-
nesses can file additional comments if they would like to or if mem-
bers would like to file additional questions to have you address.

I think the evidence that you have given is extremely important.
The importance of Section 29 I do not think can be overestimated
in the effort to try to make us more energy independent and also
in many cases to help with environmental problems in this country
as well. We are talking about the Clean Air Act. It would be ironic,



indeed, if in the course of time in the same Congress in which we
were discussing the Clean Air Act that we would take action that
would discourage further improvements along this line by not rein-
stating Section 29.

You have made some excellent points. I appreciate them very
much. I think if the American people are not awakened, and my
fellow Members of Congress are not awakened, by the kind of testi-
mony that we have heard today about the economic threat posed to
our country. Then they won't wake up in the world in which we
are living, an economic threat is indeed a threat to our national
security because more and more our influence in the world is going
to rest upon our economic strength.

If we are not awakened to action by what we have heard today I
do not know what in the world would cause us to wake up and
begin to take action in the right direction to stimulate domestic
energy production in this country. I think the comments that were
made here about the S&L problem, about looking ahead at the
magnitude of the problem we face in this area and seeing with cer-
tainty exactly what we are going to face if we do not take action
now, I hope will also strike a responsive chord with some of my col-
leagues.

Congress, the administration, everyone involved in public policy
over the last decade is now scrambling to point the finger of blame
as to who was asleep at the switch as the S&L crisis began to devel-
op. Let us hope that instead of arguing after the fact, and after the
damage has been done, about who was asleep at the switch, that
instead we will wake up and do something about this very serious
problem that we face.

So I thank all of you for being here. We will keep the record
open. Again, thank you for your patience.

[Whereupon, the hearing was adjourned at 1:57 p.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF REPRESENTATIVE MICHAEL A. ANDREWS

Mr. Chairman, thank you for inviting me to testify before your subcommittee on
the important energy issues facing our country today. I applaud your leadership in
this area, and have enjoyed working with you to accomplish our similar goals.

We will listen today to industry experts account for the devastating effects that
OPEC has had on domestic exploration and production, which are increasingly evi-
dent in light of the recent events in the Middle East between Iraq and Kuwait. We
will alsohear the difficulties faced by our independent oil producers in obtaining
capital with which to drill.

I have come before your subcommittee in the past to express my hope for a na-
tional energy policy and to detail several bills I have introduced which form the
framework of a national energy policy, beginning with a resolution calling for a de-
fined core supply of domestic energy (H.Con. Res. 34). I also have introduced a vari-
able import fee (H.R. 659) and a bill we jointly introduced to provide tax incentives
for domestic oil and gas exploration, development and production (H.R. 658, S. 234).
I still believe that the components of these bills are critical to the achievement of
energy independence for the United States. In particular, relief under the minimum
tax will significantly assist independent producers in obtaining the capital they so
desperately need to continue exploration and development.

I have just this week introduced additional incentive legislation, H.R. 5351, the
Nonconventional Fuels Credit Extension and Modification Act of 1990. This bill is
similar in scope to the bill introduced by Senator Dornenici, S. 2288. It will extend
section 29 of the Internal Revenue Code for two additional years and will reinstate
the tight sands tax credit under section 29. Due to a recent Supreme Court decision,
in addition to the deregulation of natural gas by the Natural Gas Wellhead Decon-
trol Act of 1989 and recent FERC orders, virtually all tight sands gas is currently
ineligible for the section 29 credit. My bill removes the price regulation requirement
from the section 29 credit, thus allowing tight sands gas to once again qualify under
the credit.

As you know, over the past ten years since the credit was first -stablished, section
29 has been responsible for a dramatic increase in nonconventional fuel production,
primarily the production of tight sands gas, gas from Devonian shale and coalbed
methane. A recent study by the of Mines nchool of Mines now estimates that eco-
nomically recoverable coalbed methane reserves at 95 trillion cubic feet. The credit
has facilitated the production of methane gas from landfills and will further the de-
v---velopment of gas from these sources as well as help unlock the vast reserves of gas
found in geopressurized brine, tight sands, and Devonian shale.

Nonconventional fuels which receive incentives under section 29 are found in over
twenty states, including New York, Michigan, Ohio, Pennsylvania, Virginia, West
Virgina, and yes, in Oklahoma and Texas too. These fuels are found in states not
traditionally viewed as critical to energy production. Yet nonconventional fuels rep-
resent a growing percentage of domestic gas production.

The nonconventional fuels credit encourages clean fuels. Having just completed
action on the Clean Air Act, it is imperative that Congress stimulates the produc-
tion of cleaner fuels. Natural gas found in tight sands formations and Devonian
shale does not adversely affect global climate changes by way of the greenhouse
effect. Natural gas emits virtually no sulfur dioxide. The credit encourages compa-
nies to capture riethane in coal mines and landfills, thus reducing the effect meth-
ane seepage may have on global climate change.

(51)



Given the current budgetary climate, it will not be easy to pass into law any new
incentives or relief from the minimum tax. However, we must not give up. We must
work on a bipartisan basis to achieve some relief for energy production.

Mr. Chairman, I look forward to working with you and others in both the Senate
and the House to achieve these goals. I would be happy to answer any questions you
might have.

PREPARED STATEMENT OF SENATOR JEFF BINGAMAN

I commend the Chairman of the Subcommittee on Energy and Agricultural Tax-
ation for holding this hearing today. My remarks are specifically directed toward
the testimony by one of your panels on Section 29 of the Internal Revenue Code of
1986. Section 29 provides a tax credit for certain fuels produced from unconvention-
al sources, including several categories of natural gas production. That important
tax credit expires at the end of the year.

This tax credit was originally established in 1980 to provide an incentive to
produce energy resources from new, less established sources. The fuels that would
qualify for this credit include: oil produced from shale andtar sands; gas produced
from geopressurized brine, Devonian shale, coal seams, a tight formation, or bio-
mass; liquid, gaseous, or solid synthetic fuels produced from coal, qualifying proc-
essed wood fuels, and steam produced from solid agricultural by-products. These
fuels constitute an important resource for our energy future.

The extension is warranted to ensure continued development of our fossil fuel re-
sources. At a time when imports of crude oil out-pace domestic oil output and when
our domestic production is at alarmingly low levels, it is essential that we provide
incentives to increase natural gas reserves and deliverability, thereby ensuring a
viable domestic oil and gas industry. The incentive provided by the non-convention-
al fuel tax credit will help accomplish this goal.

The tax credit extension is important to my constituents in New Mexico. One of
the most significant coal seam methane finds in the nation is located in the San
Juan Basin in Northwestern New Mexico. It is estimated that 1200 coal gas wells
will be drilled in this basin by the end of this year, generating 3.6 Irillion cubic feet
of reserves. This resource has provided new jobs and opportunities to the people of
San Juan county and a reliable source of gas to serve the area and the Western
United States.

In summary, by acting to keep the Section 29 tax credit, we lower energy imports
and reduce natural gas prices, provide environmental benefits from the additional
supplies of a clean burning fuel, and further the development of new technologies in
drilling and well completions. Our nation's future depends on a reliable domestic
energy supply at a reasonable cost.

If we take action to reestablish Section 29 tax credits, we take one important step
toward meeting our energy security needs.

PREPARED STATEMENT OF SENATOR DAVID L. BOREN

I have c-lled this hearing today to once again examine the dramatic and continu-
ing decline in U.S. energy production. This is not the first time this committee has
addresses this issue. I have been sounding the call for a clear and practical energy
policy including domestic production incentives since I came to the Senate in 1979.

Let's just review for a moment what has happened since 1985. The number of
rotary rigs operating in the United States has declined from an average of 1,980 in
1985 to an average of 952 through the first six months of 1990 (see chart No. 1).
That is over a 50% decline in less than 5 years. Since 1982, when the rig count was
over 4,700, the United States has suffered an 80% decline in active rigs looking for
new domestic reserves of oil and gas. In fact 1989 was the lowest average rig count
since World War II.

How does a declining rig count affect our energy security? One look at imports as
a percentage of total U.S. petroleum consumption can answer that question (chart
No. 2). The U.S. is now importing over 52% of our petroleum needs. For the first
time in our nation's history we are importing more energy from abroad than we are
producing here at home. Imports today are higher than during both the Iranian
Crisis in 1979, or the Arab Oil Embargo in 1973. And yet no one seems concerned.
For example, when was the last time anyone in this room saw an advertisement for
a car that stressed fuel economy?



Then there are those who suggest that rising imports don't matter. They say we
are not likely to see in the 90's supply disruptions like we saw during the 70's. Well,
where do our imports come from? Since 1985 imports from Persian Gulf producers
have increased 450% (see Charts Nos. 3 and 4). Today almost 25% of our oil imports
come from Arab OPEC countries. Have we not learned the lessons of the 1970's? If
anyone doubts our energy security is threatened they need only look to the events
of the past week. While Iraq, with a total military force in excess of million people,
has massed its forces along the Kuwait border, the price of crude oil has jumped
almost $5 per barrel. What would happen to the price of oil, and all energy, if that
situation erupted into a shooting war? What would happen if Iraq didn't stop with
Kuwait but continued south to challenge the United Arab Emirates or possibly even
Saudi Arabia? When will we take the steps necessary to preserve some measure of
domestic energy security?

I have long advocated price stability as an essential element of any national
energy policy. I have in the past introduced legislation that would establish a vari-
able import fee to be assessed on all imported oil. More recently I have proposed a
"Flexible Floor" initiative that would provide incentives for domestic producers if
the world price of crude oil fell below certain levels. Specifically, this proposal
would:

(1) enact a production credit for marginal wells equal to 1% of the cost of pro-
duction for every $1 the world price is below $22 per barrel. For example, if the
world price was $15 per barrel, a 7% credit would apply. The credit would be
fully creditable against the alternative minimum tax;

(2) suspend Intangible Drilling Costs and percentage depletion as preference
items for the alternative minimum tax when the world price of crude oil is
below $22 per barrel;

(3) provide a variable percentage depletion rate tied to the world price of
crude oil: when the price of crude oil is over $22 the depletion rate would be
15%, and when the price of oil is below $22 the depletion rate would be 30%;

The fact remains we must take steps now to preserve what is left of our domestic
energy industry. During the past 7 years over 6,000 oil and gas operators have gone
out of business and closed their doors. But for the dramatic decline in price of crude
oil in 1986-87, we may not have had an S&L crisis. We must come to the realization
that cheap energy today will ultimately exact a terrible cost on our economy in the
future. One estimate of our energy trade imbalance, provided to this committee by
Dr. Jess Koontz, Vice President-Economic Analysis, Grace Energy Corporation,
shows the cost of oil imports rising to $97 billion a year in 1995. As we worry about
the impact of our national debt on our children and grandchildren, so must we
worry about the future burden of our failure to establish a national energy policy
today and preserve our domestic energy industries.

I look forward to hearing from our witnesses today. I know that they will all offer
words of encouragement and advice. I only hope our colleagues will heed their
advice.
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INTRODUCTION
This pamphlet,' prepared by the staff of the Joint Committee on

Taxation, provides a discussion of various current and proposed tax
provisions intended to increase U.S. energy production and re-
serves. The Senate Finance Subcommittee on Energy and Agricul-
tural Taxation has scheduled a public hearing on that subject on
July 27, 1990.

The first part of the pamphlet is an overview of tax provisions
relating to the energy industry and a summary of the relevant pro-
posals which are being considered. The second part is a description
of specific tax provisions and prn)o csals relating to energy produc-
tion and reserves, including present law, the Administration
budget proposals, Senate legislative proposals, and analysis of relat-
ed issues.

'This pamphlet may be cited as follows: Joint Committee on Taxation, Present Law and Pro.
posals Relating to Increasing Domestic Energy Production and Reserves (JCS-23-90), July 26,
1990.
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tion of each of the credits by or before the end of 1.988. The Techni-
cal and Miscellaneous Revenue Act of 1988 (the "1988 Act") ex-
tended for one year (through 1989) the credits for solar energy, geo-
thermal energy, and ocean thermal property. The Omnibus Budget
Reconciliation Act of 1989 (the "1989 Act") included an additional
nine-month extension of these three credits (through September 30,
1990).

A production credit equal to $3 per BTU equivalent of a barrel of
oil (adjusted for inflation) is allowed for producers of nonconven-
tional fuels. Qualified nonconventional fuels include oil produced
from shale or tar sands; certain gas produced from geopressurized
brine, Devonian shale, coal seams, a tight formation, or biomass;
and synthetic fuels produced from coal (including lignite).

Blends of ethanol (from renewable sources) and gasoline ("gaso-
hol") are exempt from a portion of the Federal motor fuels excise
tax. This provision was first contained in the Energy Tax Act of
1978 and the exemption was increased in the Deficit Reduction Act
of 1984 to 6 cents of the 9 cents per gallon Federal motor fuels
excise tax. In addition, the Crude Oil Windfall Profits Tax Act of
1980 provided a credit of 40 cents per gallon for renewably derived
ethanol used to produce a mixture of ethanol and gasoline. This
credit was increased to 60 cents per gallon by the Deficit Reduction
Act of 1984.

Several of the energy incentives contained in the Code are sched-
uled to expire in the near future. As noted above, each of the re-
maining business energy credits is scheduled to expire after Sep-
tember 30, 1990. The credit for producing fuel from a nonconven-
tional source is applicable only for qualified fuels that are produced
from a well drilled (or from a facility placed in service) before Jan-
uary 1, 1991, and which are sold before January 1, 2001. In addi-
tion, the alcohol fuels credit is scheduled to terminate with respect
to any sale or use of such fuel after December 31, 1992.

U.. policy has directly affected energy prices and production
through non-tax means. For instance, Congress provided for the de-
regulation of natural gas prices in the Natural Gas Policy Act of
1978 and in the Natural Gas Wellhead Decontrol Act of 1989, and
the Administration decontrolled petroleum prices between 1979
and 1981. As a result, domestic petroleum and natural gas prices
are now at or near world market levels.

Primarily as a result of energy price increases and conservation
measures, aggregate U.S. petroleum consumption decreased by over
10 percent from 1978 to 1989. During the same period, U.S. petrole-
um consumption per dollar of GNP decreased over 30 percent.
Again using the same reference period, U.S. petroleum production
(including natural gas plant liquids) decrease by approximately 10
percent.5 The declines in both consumption and production have
resulted in a reduction in net imports of crude oil and refined prod-
ucts of 11 percent from 1978 to 1989. However, over the 1978-1989
period, net petroleum imports first declined and then increased as
a percentage of domestic supply. A recent rise in imports of oil has
brought the U.S. dependence on imported oil to approximately the

' Figures calculated from U.S. Department of Energy, Annual Energy Review 1989 (May 1990),
pp. 11, 115, 293.
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I. OVERVIEW AND SUMMARY

A. Energy Tax Provisions in General
A significant portion of the nation's energy policy is located in

the Internal Revenue Code rather than in Federal outlay and regu-
latory programs. Tax expenditures for energy in the Code, in the
form of credits and other tax preferences, are estimated to be ap-
proximately $1 billion in fiscal year 1991, ana are estimated to be
approximately $7.5 billion over the five-year period of 1991 through
1995.2 These figures compare to the total amount of budget author-
ity for energy programs ($3.2 billion) requested by the Administra-
tion in the fiscal year 1991 budget. 3

The Code contains provisions that influence both energy supply
and energy conservation. The most significant of the energy supply
provisions from the standpoint of tax revenue involve the deduc-
tion of expenses associated with the exploration, development, and
depletion of fossil fuels (primarily oil, natural gas, and coal). These
provisions became part of U.S. tax law soon after the adoption of
the income tax.

Following the 1973 oil embargo, and the economic disruption as-
sociated with the subsequent quadrupling of the world price of oil,
Congress enacted several tax credits in the Energy Tax Act of 1978
that were explicitly designed to reduce U.S. dependence on energy
imports. These energy tax credits were designed to encourage pri-
vate expenditures for energy conservation, investment in facilities
for producing energy from renewable fuel sources, and for the pro-
duction of nonconventional energy. 4 Since 1978, many of the
energy credits enacted by Congress have been narrowed, repealed,
or allowed to expire.

Following the Tax Reform Act of 1986 (the "1986 Act"), the only
business energy tax credits that remained in effect were credits for
certain investments in solar energy property, geothermal energy
property, ocean thermal property, and biomass energy property.
Although retained in the tax law, the 1986 Act reduced the credit
percentage for mos. of these credits, and provided for the expira-

' The figures are the arithmetic sum of individual tax expenditure items related to energy
production as detailed in Joint Committee on Taxation, Estimates of Federal Tax Expenditures
(or Fiscal Years 1991-1995 (JCS-7-90), March 9, 1990. Each tax expenditure is measured in iso-
ation and changes in more than one tax expenditure provision would be expected to produce

interaction effects not captured in the sum of the individual tax expenditure items. Therefore,
thee estimates should be interpreted with caution. They are presented merely to provide infor-
mation as to the magnitudes of tax subsidies for energy production relative to a truly compre-
hensive income tax system.

3This figure is the total for Budget Category 270, Energy, as reported in Office of Manage-
ment and Budget, Budget of the United States Goternment Fiscal Year 1991, February 1990, p.
A-146.

4 In addition, the Crude Oil and Windfall Profits Tax Act of 1980 provided for the expensing
of injectants used in tertiary oil recovery and allowed tax-exempt industrial development bonds
to be used to finance certain alternative energy facilities.

(2)
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same level it was in 1978 (41.3 percent for 1989 compared to 42.5
percent in 1978). In 1989, the Organization of Petroleum Exporting
Countries ("OPEC") supplied 23.8 percent, and Arab members of
OPEC supplied 12.3 percent, of U.S. petroleum demand. 6

U.S. vulnerability to petroleum supply disruptions to some
extent has been addressed by the establishment of a Federal strate-
gic petroleum reserve ("SPR"). The SPR contains 580 million bar-
rels of oil (as of year end 1989), capable of replacing 81 days of net
oil imports at 1989 import rates (7.1 million barrels per day). Since
1985, the level of security provided by the SPR has declined yearly
from 115 days of net oil imports in 1985 to 81 days of net oil im-
ports in 1989. This decline reflects primarily the increased use of
imported oil in the U.S., since the SPR has grown by approximate-
ly 86 million barrels over the period.

Each year from 1971 to 1982, the proved oil and gas reserves of
the U.S. declined, meaning production outstripped net additions to
reserves. However, the period 1982-1985 shows a rough equivalence
between production and additions to proved reserves. Since 1986,
though, annual domestic production of oil and gas has tended to be
somewhat larger than additions to proved reserves (data for 1988
shows a slight reversal of this trend, with additions to proved re-
serves higher than production for that year). The decline in proved
reserves of oil and gas can be partially attributed. to a decline in

-exploration and development activity. For example, the total
number of wells completed has declined from an annual average of
over 80,000 wells for the 1982-1984 period to an annual average of
31,500 wells for 1987-1989. 7

In evaluating the provisions of the Code affecting energy produc-
tion and use, and proposed changes to these provisions, several im-
portant issues arise. First, the role of the U.S. Government needs
to be addressed. For instance, a prominent question is whether the
Federal Government, in view of national policy considerations,
should attempt to influence the level and composition of private
energy supply and demand, or whether it should let free-market
prices determine these decisions. Second, the efficiency of using the
tax system to affect energy production and utilization should be ex-
amined. Even if national energy policy seeks to encourage certain
energy production and conservation activities, one needs to consid-
er whether it is more efficient to use direct outlay programs or tax
incentives to influence the use or production of energy. Third, the
efficiency of present Code provisions should be analyzed to deter-
mine whether these provisions can be made more efficient. Fourth,
the redistributional role of energy-related tax provisions should be
weighed to determine the extent to which these provisions affect
the distribution of income among individual taxpayers and between
regions of the country.

B. Administration Proposals

President Bush's Fiscal Year 1991 Budget includes several pro-
posed tax incentives for the domestic oil and gas industry. These

I U.S. Department of Energy, Monthly Energy Review: February 1990 (May 1990), p. 13.
1 U.S. Department of Energy, Annual Energy Review 1989 (May 1990), pp. 97, 101, 103, 143.
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proposals include: (1) a 5- and 10-percent tax credit for intangible
drilling costs ("IDCs") attributable to exploratory drilling; (2) a 10-
percent tax credit for capital expenditures on tertiary enhanced re-
covery projects; (3) increasing the net income limitation on percent-
age depletion from 50 to 100 percent of net income from the prop-
erty; (4) allowing transferred proven property to qualify for per-
centage depletion; and (5) elimination of 80 percent of the mini-
mum tax preference for intangible drilling costs attributable to ex-
ploratory drilling by independent producers. These proposals would
be effective on January 1, 1991.

C. Senate Legislative Proposals

1. S. 41-Senator Nickles (Energy Security Act of 1989)
S. 41 would provide certain income tax incentives for domestic oil

and gas production. The bill would allow percentage depletion at a
27.5-percent rate for domestic new, enhanced, and stripper produc-
tion (from property held by an independent producer or royalty
owner), increase the net income limitation on percentage depletion
from 50 to 100 percent, increase the taxable income limitation on
percentage depletion from 65 to 100 percent, and allow transferred
proven properties to qualify for percentage depletion.

The bill also would treat geological and geophysical ("G&G")
costs as expensible similar to the present-law treatment of IDCs,
and would exclude IDCs from the list of preference items for pur-
poses of the alternative minimum tax. The bill would provide a 5-
and 10-percent crude oil and natural gas exploration and develop-
ment tax credit. Further, the bill would apply a 3-year statute of
limitations on crude oil windfall profit tax assessments in certain
cases of underwithholding of tax where the producer did not file a
required tax return.

The provisions generally would become effective on the date of
enactment.

2. S. 42-Senator Nickles (Domestic Petroleum Security Act of
1989)

S. 42 would impose an excise tax on crude oil or any other re-
fined petroleum product that is imported into the United States.
With respect to crude oil, the rate of the tax would be the excess (if
any) of $18 over the price per barrel as established by the Secre-
tary of the Treasury.8 For other refined petroleum products, the
excise tax rate would be equal to $3 plus the tax rate determined
for crude oil. The bill provides an exception from the tax for petro-
leum products which are for export from the United States or for
resale by the purch-ser to a second purchaser for export.

The bill would be effective with respect to sales or use of import-
ed crude oil or refined petroleum products on or afWr date of en-
actment.

a This price, which is to be determined on a weekly basis under the bill, is the weighted aver-
age international price of a barrel of crude oil for the preceding four weeks.
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3. S. 161-Senators Boren and Kassebaum
S. 161 would impose an excise tax on any petroleum product that

is imported into the United States if the average international
price of crude oil for any 4-week period is less than $18, and the
product is entered into the United States for use, consumption, or
warehousing during the week following such 4-week period. The
rate of the tax would be the excess of $18 over the average interna-
tional price per barrel of crude oil for the preceding 4-week period.
The bill provides an exception from the tax for petroleum products
which are for export from the United States or for resale by the
purchaser to a second purchaser for export.

The bill would be effective with respect to sales of imported pe-
troleum products in calendar quarters beginning more than 30
days after date of enactment.
4. S. 234-Senator Boren (Energy Security Incentive Act of 1989)

S. 234 would provide certain income tax incentives for domestic
oil and gas production. Among these, the bill would increase the
percentage depletion rate if the taxpayer's average removal price
for crude oil is less than $20 per barrel, repeal the 50 percent of
net income limitation and 65 percent of taxable income limitation
on percentage depletion, allow transferred proven properties to
qualify for percentage depletion, and provide for a carryover of de-
pletion deductions in excess of basis.

In addition, the bill would eliminate the minimum tax prefer-
ence for IDCs, eliminate the requirement that integrated oil com-
panies capitalize 30 percent of their IDCs, eliminate recapture of
IDCs and depletion upon disposition of an oil, gas or geothermal
property, and treat G&G costs and surface casing costs as expensi-
ble in a manner similar to the treatment presently provided for
IDCs

The bill also would provide a 10-percent tax credit for maintain-
ing economically marginal wells, and provide a 10- and 20-percent
tax credit for crude oil and natural gas exploration and develop-
ment costs. Further, the bill would extend the credit for producing
fuel from nonconventional sources for five years (until 1996), and
expand it to cover certain tight sands gas.

The provisions generally would be effective on the date of enact-
ment.

5. S. 343-Senators Bingaman and Boren
S. 343 would extend the placed in service expiration date for the

nonconventional fuels credit for 10 years. Thus, the credit would
apply with respect to qualified fuels which are produced from a
well drilled (or a facility placed in service) before January 1, 2001.
In addition, the bill would extend for 10 years the expiration date
of the nonconventional fuels credit for sales of qualified fuels.
Under the bill, the credit would apply to sales ot qualified fuels oc-
curring before January 1, 2011.

The bill also generally would extend the credit to all gas pro-
duced from a tight formation.
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6. S. 425--Senator Domenici (Tight Formations Tax Credit Resto.
ration Act of 1989)

S. 425 generally would treat gas produced from a tight formaticn
as qualifying for the nonconventional fuels production credit. This
provision would be effective for taxable years beginning after De-
cember 31, 1984.9 The bill also would permit the credit to offset
both the regular tax and the alternative minimum tax. This sec-
tion of the bill would be effective for taxable years beginning after
December 31, 1986.
7. S. 449-Senators Boren, Johnston, Bingaman, Nickles, Domen.

ici, Wallop, and Simpson (Domestic Energy Security Act of
1989)

S. 449 includes various energy tax incentive provisions, including
rovisions that would permit the expensing of G&G costs attributa-

ble to domestic oil and gas property, and allow for early accrual of
expenses related to the removal of offshore oil and gas production
facilities if a liability for such removal is included in the terms of
an offshore oil or gas lease. The bill also contains a number of pro-
visions that would amend the percentage depletion rules. For ex-
ample, the bill would increase the 50-percent net income limitation
to 100 percent, repeal the 65-percent taxable income limitation,
and repeal the limitation on claiming percentage depletion on

-transferred proven oil and gas property.
The bill would repeal the requirement that integrated oil compa-

nies capitalize 30 percent of their otherwise deductible IDCs. With
respect to the alternative minimum tax, the bill would eliminate
the tax preference items related to ID~s and excess percentage de-
pletion.

The bill also would provide for a 20-percent domestic exploration
and development tax credit and a 20-percent tertiary recovery tax
credit. Each of these credits would be permitted to fully offset both
the regular tax and the alternative minimum tax. In a,'iition, the
bill would extend the expiration date of the nonconventional fuels
production credit to December 31, 1998, and would make certain
tight sands gas eligible for that credit.

Further, the bill contains provisions that would exclude oil and
gas exploration and development costs from the uniform capitaliza-
tion rules, and would repeal the treatment prescribed in Revenue
Ruling 77-176 with respect to certain mineral sharing arrange-
ments.

The provisions generally would be effective as of the date of en-
actment.

8. S. 828-Senators Domenici, Boren, Dole, Nickles, Garn, Wallop,
Bingaman, Johnston, McClure, and Gramm (Enhanced Oil
and Gas Recovery Tax Act of 1989)

S. 828 would increase the percentage depletion rate for domestic
oil and gas recovered through enhanced recovery techniques to 27.5
percent, phased down as the price of crude oil increases above $30

9 If on the date of enactment any refund or credit of tax resulting from this legislation would
be barred by the statute of limitations, such refund or credit would, nevertheless, be made or
allowed if a claim is riled within one year of the date of enactment.
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per barrel adjusted for inflation. The bill also would increase the
net income limitation on percentage depletion of this oil and gas to
100 percent. The alternative minimum tax preferences for percent-
age depletion and intangible drilling costs would not apply to the
deductions attributable to this oil and gas. Further, a 10-percent re-
search and development credit would apply to research to discover
or improve tertiary recovery methods.

The provisions generally would be effective beginning on the
date of enactment and would expire on January 1, 2010.

9. S. 850-Senators Johnston and Bingaman (Energy Security Tax
Act)

S. 850 would impose an excise tax on any crude oil, refined petro-
leum product, or petrochemical feedstock or derivative that is im-
ported into the United States. With respect to crude oil, the rate of
the tax would be the excess (if any) of $24 per barrel over the most
recently published average price per barrel of internationally
traded oil. For refined petroleum products and petrochemical feed-
stocks or derivatives, the excise tax rate would be equal to the
excess (if any) of $26.50 per barrel (or barrel equivalent) over the
most recently published average price per barrel of internationally
traded oil. The bill would be effective with respect to sales or use of
imported crude oil, refined petroleum products, or petrochemical
feedstocks or derivatives on or after the date of enactment.

10. S. 914-Senator Matsunaga
S. 914 would extend through D -ember 31, 1994, the current

business energy credits for solar energy property, geothermal prop-
erty, and ocean thermal property.
11. S. 1565-Senators Dole, Domenici, Boren, Nickles, Wallop,

Gramm, and Baucus (Marginal Energy Producers Incentives
Act of 1989)

S. 1565 contains five provisions, three of which are applicable
only to "marginal" oil and gas production. For this purpose, mar-
ginal production includes production from stripper wells and pro-
duction of heavy oil.

Under the bill, the limitation on claiming percentage depletion
on transferred proven properties would be repealed, and the 50-per-
cent net income limitation on percentage depletion would be
changed to a 100-percent limitation. With respect only to marginal
production, the bill would permit percentage depletion to be
claimed by independent producers and royalty owners without
taking into account the 1,000 barrel-per-day limitation. In addition,
percentage depletion with respect to such production would not be
subject to the 65-percent taxable income limitation. Further, excess
percentage depletion on marginal properties would not constitute
an item of tax preference for the alternative minimum tax.

The bill's provisions would be effective for taxable years ending
after date of enactment.
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12. S. 2025-Senators Heinz, Moynihan, Durenberger, Danforth,
Symms, Boren, Levin, McCain, Cochran, Burns, Akaka,
Cohen, and Hollings

S. 2025 would provide for the permanent extension of various tax
provisions that are currently scheduled to expire. Among these, the
bill would extend permanently the current business energy credits
for ocean thermal property, solar energy property, and geothermal
property. In addition, the bill would provide for the permanent ex-
tension of the nonconventional fuels production credit.

13. S. 2288-Senators Domenici, Boren, Johnston, Dole, Binga.
man, Ford, Simpson, Wallop, and Burns (Nonconventional
Fuels Production Incentives Act of 1990)

S. 2288 would extend the nonconventional fuels production credit
by two years, making it applicable with respect to qualified fuels
which are produced from a well drilled (or a facility placed in serv-
ice) before January 1, 1993. In addition, the bill would extend the
credit to -the production of gas from a tight formation if that gas is
(1) produced from a well drilled after May 12, 1990, or (2) produced
from a well drilled before May 12, 1990, but only if on that date gas
produced from that well was gas that was regulated by the United
States as to its price, and for which the maximum lawful price ap-
plicable under the Natural Gas Policy Act of 1978 is at least 150
percent of the then applicable price under section 103 of that Act.
This latter provision would apply to gas produced after May 12,
1990.



II. DESCRIPTION OF TAX PROVISIONS AND PROPOSALS

A. Tax Provisions Relating To Oil And Gas Production

1. Intangible Drilling and Development Costs

Present Law and Background

General rules
Costs incurred by an operator to develop an oil or gas property

for production are o, two types: (1) intangible drilling and develop-
ment costs ("IDs"), and (2) depreciable costs.

Under present law, IDCs generally may either be currently ex-
pensed or else may be capitalized and recovered through depletion
or depreciation deductions (as appropriate), at the election of the
operator (Code sec. 263(c)).10 In general, IDCs include expenditures
by the property operator incident to and necessary for the drilling
of wells and the preparation of wells for the production of oil or
gas (or geothermal energy) which are neither for the purchase of
tangible property nor part of the acquisition price of an interest in
the property. 1 IDCs include amounts paid for labor, fuel, repairs,
hauling, supplies, etc., to clear and drain the well site, make an
access road, and do such survey and geological work as is necessary
to prepare for actual drilling. They also include charges for labor,
etc., necessary to construct derricks, tanks, pipelines, and other
physical structures necessary to drill the wells and prepare them
for production. IDCs may include amounts paid or accrued to drill,
shoot, and clean the wells. IDCs also include amounts paid or ac-
crued by the property operator for drilling or development work
done by contractors under any form of contract.

Depreciable costs are amounts paid or accrued during the devel-
opment of a property to acquire tangible property ordinarily con-
sidered to have a salvage value. For example, the costs of drilling
tools, pipe, cases, tubing, engines, boilers, machines, etc., fall into
this category. This class of expenditures also includes certain
amounts paid or accrued for wages, fuel, repairs, etc., in connection
with equipment or facilities not incidental or necessary for the
drilling of wells, such as structures to store or treat oil or natural
gas. These expenditures must be capitalized and depreciated in the
same manner as ordinary items of equipment, and they are treated
the same for both independent and integrated producers.

Only persons holding an operating interest in a property are en-
titled to deduct IDCs. This includes an operating or working inter-
est in any tract or parcel of oil- or gas-producing land either as a

10 As discussed more fully below, a third alternative permits taxpayers to elect to amortize
certain IDCa over a 60-month period.

' The acquisition price for the actual oil- or gas-producing property, together with certain
other costs, is recovered through depletion deductions (see discussion of depletion below).

(10)
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fee owner, or under a lease or any other form of contract granting
working or operating rights. In general, the operating interest in
an oil or gas property must bear the cost of developing and operat-
ing the property. The term operating interest does not include roy-
altj interests or similar interests such as production payment
rihts or net profits interests.

In the case of IDCs paid or incurred with respect to an oil, gas, or
geothermal well located outside of the United States, the option to
expense such costs is not available. Instead, such costs are (at the
election 3f the taxpayer) either included in the property's basis for
purposes of claiming depletion, or capitalized and amortized rat-
ably over the 10-taxable year period beginning with the taxable
year during which the costs were paid or incurred.

Generally, if IDCs are not expensed, but are capitalized, they can
be recovered through depletion or depreciation, as appropriate.
However, if IDCs are capitalized and are paid or incurred with re-
spect to a nonproductive well ("dry hole"), they may be deducted,
at the election of the operator, as an ordinary loss in the taxable
year in which the dry hole is completed. Thus, a taxpayer has the
option of capitalizing IDCs for productive wells while expensing
those relating to dry holes.

Thirty percent reduction for integrated producers
In the case of a corporation which is not an independent produc-

er 12 (i.e., which is an "integrated" producer), the allowable deduc-
tion with respect to IDCs is reduced by 30 percent. The disallowed
amount must be capitalized and amortized over a 60-month period,
starting with the month in which the costs are paid or accrued.
(These capitalized IDCs are not taken into account for purposes of
determining cost depletion.) Amounts paid or accrued with respect
to non-productive wells (dry hole costs) remain fully deductible
when the non-productive well is completed.

Recapture of IDCs
If an operator elects to expense IDCs and later disposes of an oil,

gas, or geothermal property, a portion of the gain recognized (if
any) as a result of the disposition of that property must be charac-
terized as ordinary income (instead of capital gain) (sec. 1254(a)).
The portion so characterized is equal to the lesser of (1) the amount
of IDCs deducted with respect to that property which, but for being
deducted, would have been reflected in the adjusted basis of the
property plus the deductions for depletion which reduced the ad-
justed basis of that property, or (2) the gain on the sale, exchange,
or involuntary conversion of the property.1 3

Alternative minimum tax
While IDCs are currently deductible (at the election of the opera-

tor), the economic value of this current deduction may be reduced
by the effect of the alternative minimum tax with respect to both

12 This term is defined in the same manner as it is for purposes of percentage depletion (dis-
cussed below).

Is Even if the taxpayer did not elect to expense JDC., ordinary income recapture of depletion
deductions with respect to the property disposed of would be required.
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corporate and noncorporate operators. In the case of an individual,
trust, or estate (i.e., a noncorporate taxpayer), the alternative mini-
mum tax is equal to 21 percent of the excess of the taxpayer's al-
ternative minimum taxable income over a statutory exemption
amount, reduced by the alternative minimum tax foreign tax
credit. In the case of a corporate taxpayer, the alternative mini-
mum tax is equal to 20 percent of such excess.' "Alternative mini-
mum taxable income is taxable income, determined with respect to
certain adjustments (as specified in secs. 56 and 58), plus the
amount of the taxpayer's tax preference items (as specified in sec.
57).

In general, IDC deductions on successful wells are a tax prefer-
ence item for purposes of the alternative minimum tax to the
extent they exceed the amount which would have been deductible
in that year had the IDCs been capitalized and recovered over a
120-month, straight-line amortization period (i.e., "excess IDCs"),

ON but only to the extent that the excess IDCs are greater than 65 per-
cent of the taxpayer's income for the taxable year from the oil or
gas property (sec. 57(aX2)). The 120-month amortization period ap-
plies on a well by well basis, starting with the month in which pro-
duction for the well begins. At the election of the operator, the cost
depletion method may be substituted for the 120-month amortiza-
tion in determining the amount of tax preference. Generally, a
minimum tax credit is allowed in succeeding years for minimum
tax paid by reason of the preference for IDCs.

In the case of corporations, one adjustment that is required in ar-
riving at alternative minimum taxable income is an adjustment
based on adjusted current earnings (the "ACE adjustment") (sec.
56 (g)). Under the ACE adjustment, a corporation's alternative mini-
mum taxable income for a taxable year is increased by 75 percent
of the excess (if any) of the corporation's adjusted current earnings
computed in a manner similar to earnings and profits, over its al-
ternative minimum taxable income (determined without regard to
the ACE adjustment or any net operating loss deduction). For the
purpose of determining adjusted current earnings, IDCs deducted
for regular tax purposes are required to be capitalized and amor-
tized over a 60-month period beginning with the month during
which the IDC was paid or incurred.

Under a special rule provided in section 59(e), a taxpayer is per-
mitted to elect to capitalize any amount of otherwise deductible
IDCs and amortize that amount over a 60-month period beginning
with the month in which the IDC was paid or incurred. Prior to
the 1989 Act, the amortization period for IDs with respect to
which this special election was made was 120 months, beginning
with the taxable year in which the IDC was paid or incurred. This
special rule is applicable for both regular tax and alternative mini-
mum tax purposes.

14 The exemption amount generally is equal to $30,000 for single individuals, $40,000 for cor-
porations, married couples filing joint returns, or surviving spouae, and $20,000 for married
perons filing separate returns or for etates or trusts (sec. 65(d)). Thee exemption amounts,
hoever, are phased out for certain high-income taxpayers.
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Administration Proposal
The Administration proposal would eliminate 80 percent of the

current alternative minimum tax preference generated by explora-
tory IDCs incurred by an independent producer.1 5 The proposal
would be effective on January 1, 1991.

Other Proposals

41 (Senator Nickles)
S. 41 would repeal the treatment of excess IDCs as a minimum

tax preference item, effective for costs paid or incurred after the
date of enactment.

S. 234 (Senator Boren)
S. 234 would repeal the rules providing for recapture of intangi-

ble drilling cost deductions and depletion deductions upon disposi-
tion of an oil, gas or geothermal property. This provision would be
effective for dispositions of oil, gas, or geothermal properties after
the date of enactment.

The bill also would repeal the treatment of excess IDCs as a min-
imum tax preference. In addition, the bill would repeal the present-
law requirement that integrated oil companies capitalize 30 per-
cent of their IDCs. These proposals would be effective for costs paid
or incurred after date of enactment.
S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenic4

Wallop, and Simpson)
S. 449 would repeal the treatment of excess IDCs as a minimum

tax preference. The bill also would repeal the present-law require-
ment that integrated oil companies capitalize 30 percent of their
IDCs. These proposals would be effective for costs paid or incurred
after date of enactment.

S. 828 (Senators Domenic4 Boren, Dole, Nickles, Wallop, Gan,
Bingaman, Johnston, McClure, and Gramm)

S. 828 would repeal the treatment of excess IDCs as a minimum
tax preference for oil and gas removed through enhanced recovery
techniques if the removal price of oil is less than $30 per barrel ad-
justed for inflation.16 This provision would be effective for costs
paid or incurred after date of enactment, and before January 1,
2010 (with respect to projects beginning before January 1, 2000).

Analysis
In general

When considering whether -energy incentives should be included
as part of the tax law, one issue to be considered is whether invest-
ments in oil and gas should be given preferential treatment rela-
tive to other capital investments. The Administration contends
that preferential treatment of IDCs is necessary to increase the

19 The Administration proposal d es not discuss the treatment of IDC( under the present-law
ACE adjustment.

14 See discussion of oil and gas recovered through enhanced recovery techniques below.
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level of domestic exploratory drilling (and ultimately domestic oil
and gas reserves), thus reducing the United States' dependence on
foreign oil supplies and improving U.S. energy security.

Evidence that domestic drilling activity has fallen over recent
years is dramatic. According to Department of Energy statistics,
the number of exploratory and development oil and gas wells
drilled in 1989 (28,470) was smaller than the number drilled in any

ar since 1973 (when the number of wells drilled was 27,690). 17

he number of seismic crews and z otary rigs in use has also de-
creased significantly in recent years. Both the number of seismic
crews and the number of rotary rigs in operation were smaller in
1989 than in any year since 1949. Part of ths may reflect increased
productivity on the part of drilling firms (in that fewer crews are
needed to drill the same number of wells). However, a large portion
of the decline reflects decreased doriestic drilling activity.

The various proposals are premised on the contention that pro-
viding tax incentives for drilling activity is necessary to increase
U.S. energy security. In 1989, the U.S. imported an average of 8.0
million barrels of oil per day, accounting for 41.3 percent of domes-
tic petroleum supply. In the event of a complete curtailment of im-
ports, the SPR could, at current levels, replace net imports for ap-
proximately 81 days. If theSPR were depleted, domestic production
would have to nearly double to replace imports (assuming that do-
mestic consumption does not decline). As of 1988, proved reserves
of crude oil amounted to just 9.0 years of domestic production (at
1988 rate of 8.1 million barrels per day). If production rates were
increased to replace all imports, proved reserves would be exhaust-
ed in less than 4.5 years. IATo respond to a future oil import cur-
tailment, it is argued that proved reserves must be increased now
because it can take several years from initial discovery for a petro-
leum reservoir to reach maximum production. It is argued that
energy security would be increased by expanding tax preferences in
current law for intangible drilling costs and percentage depletion.
It is also argued that these tax incentives should be expanded in
order to maintain adequate levels of labor and equipment in the oil
and gas industry in the event of an energy crisis.

Some have questioned this view on the grounds that drilling in-
centives may lead to a substitution of domestic oil for imports-in
effect "draining America first". They argue that domestic oil pro-
duction is likely to rise along with reserve additions yielding little
net increase in field reserves. Some argue that it may be more effi-
cient to stockpile petroleum by filling the SPR with oil purchased
in the world market at the currently prevailing prices than to pro-
vide additional incentives for domestic production.

Others irgue that the object of energy policy should be complete
energy independence. In this view, tax incentives for oil and gas ex-
ploration serve energy policy by increasing domestic production
and replacing imports. These incentives might also improve the
merchandise trade balance since net petroleum imports accounted

17 U.S. Departmeril of Energy, Anual Energy Review 19S9 (May 1990), p. 97 (excludes service
well, stratigraphi, tsts, and core tests). The oil and gas well footage drilled in 1989 (130.9 mil.
lion feet) was the smallest for any year since 1949 except for 1971 (when the footage drilled was
127.3 million feet).

"' U.S. Department of Energy,-Annual Energy Review 1989 (May 1990), pp. 103, 115.
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for over 10 percent of all imports in 1989.18 However, enhanced
energy self-sufficiency might be achieved more efficiently by a tax
on imported oil. Such a tax, it is argued, would encourage conserva-
tion and fuel switching, as well as production, by raising the price
of domestic oil. Opponents of an oil import fee might contend that
the price increase of domestic oil would, in effect, be a wealth
transfer to owners of oil reserves, since this would provide an unex-
pected boost to the market value of these reserves. In addition, an
oil import fee might raise questions regarding U.S. trade policy in
the context of the General Agreement on Tariffs and Trade
(GATT).

From an accounting standpoint, part of the reason that IDCs
have historically been allowed to be expensed 19 (aside from the im-
plicit tax subsidy) is the difficulty of establishing an alternate re-
covery period, because the "useful life" of a well may not be known
in advance and its production may occur at an uneven rate. (This is
similar to the problem faced in determining a proper oil and gas
depletion method.)

Recapture of IDCs
Gain from the sale of oil, gas, and geothermal property attributa-

ble to deductions for intangible drilling costs and depletion allow-
ances are treated as ordinary income rather than capital gain.
Since ordinary income and capital gains are taxed at the same
rate, the effect of the recapture rule is to prevent recapture income
from being sheltered by capital losses for taxpayers with net cap-
ital losses (or capital loss carryforwards). The recapture rules for
oil and gas property are similar to the rules applicable to deprecia-
ble property. The relevant provision of S. 234 would afford oil and
gas property more favorable recapture treatment than depreciable
property-treatment that actually would be more beneficial to the
taxpayer than the rules in existence before the 1986 Act. 20

Alternative minimum tax
The alternative minimum tax, as amended by the 1986 Act, re-

quires that taxpayers pay a minimum rate of tax (21 percent in the
case of noncorporate taxpayers and 20 percent in the case of corpo-
rations) on a broad measure of their economic income. To the
extent that taxable income is reduced by reason of the expensing of
IDCs on successful wells, the 65-percent income offset contained in
Cement law lowers the 20- and 21-percent effective rates of tax.

peal of the tax preference for excess IDCs would allow some pro-
ducers to further reduce (or eliminate) their effective rate of tax.

An argument in favor of such a proposal is that it would increase
the tax incentive for incurring drilling expenses for producers that
are subject to the alternative minimum tax. To the extent that
repeal of the IDC preference allows producers to shelter most or all

is U.S. Department of Energy, Month ly Energy Rvieur Februar 1990 (May 1990), p. 11.
" The option to expense [DC. has been permitted by regulations since the Revenue Act of

1918. In 1945, in response to a case casting doubt on this treatment, Congress passed a concur-
rent resolution which specifically approved the Treasury regulations granting the option to ex-
pense ID10. The Internal Revenue C of 1954 (sec. 263(c)) directs the Treasury Department to
promulfate regulations allowing for the option to expense IDO.

20 Prior to the 1986 Act, recapture generally was required only for II1).
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of their income from tax, however, other taxpayers may view the
tax law as inequitable. Also, allowing an exception to the alterna-
tive minimum tax for the oil and gas industry might be a prece-
dent for other industries seeking exceptions from the minimum
tax.
2. Percentage Depletion

Present Law and Background
General rules

Depletion, like depreciation, is a class of ordinary and necessary
business expense. In both cases, the taxpayer is allowed a deduc-
tion in recognition of the fact that an asset-in the case of deple-
tion, the oil or gas reserve itself-is being expended in order to
produce income. Certain costs incurred prior to drilling an oil- or
gas-producing property are recovered through the depletion deduc-
tion. These include costs of acquiring the lease or other interest in
the property, and geological and geophysical costs (in advance of
actual drilling). Depletion is available to any person having an eco-
nomic interest in a producing property (including royalty interests).

Two methods of depletion are currently allowable under the In-
ternal Revenue Code: (1) the cost depletion method, and (2) the per-
centage depletion method. Under the cost depletion method, the
taxpayer deducts that portion of the adjusted basis of the property
which is equal to the ratio of units sold from that property during
the taxable year to the number of units remaining as of the tax-
able year (in general, the number of units remaining to be recov-
ered in the property at the end of the taxable year, plus the
number of units sold during the taxable year). The amount recov-
ered under cost depletion thus may not exceed the taxpayer's basis
in the property.

Under percentage depletion, 15 percent of the taxpayer's gross
income from an oil- or gas-producing property is allowed as a de-
duction in each taxable year (sec. 613A(c)). The amount deducted
may not exceed 50 percent of the net income from that property in
any year (the "net income limitation"). Additionally, the deduction
for all oil and gas properties may not exceed 65 percent of the tax-
payer's overall taxable income (determined before such deduction
and adjusted for certain loss carrybacks and trust distributions).2 1

Because percentage depletion is computed without regard to the
taxpayer's basis in a property, cumulative depletion deductions
may be greater than the amount expended by the taxpayer to ac-
quire or develop the property.

A taxpayer is required to determine its depletion deduction for
each oil and gas property under both the percentage depletion
method (if the taxpayer is entitled to use this method) and the cost
depletion method. If the cost depletion deduction is larger, the tax-
payer must utilize that method for the taxable year in question.

Similar rules apply to geothermal deposits located in the United
States, except that, the 65 percent of taxable income limitation does
not apply.

"Amounts disallowed as a result of this rule may be carried forward into later taxable years.
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Limitation on percentage depletion or oil and gas to independent
producers and royalty owners

The Tax Reduction Act of 1975 repealed percentage depletion
with respect to much oil and gas production. Under that Act, inde-
pendent producers and royalty owners (as contrasted to integrated
oil companies) are allowed to claim percentage depletion with re-
spect to up to 1,000 barrels of average daily production of domestic
crude oil or an equivalent amount of domestic natural gas. 2 2 For
producers of both oil and natural gas, this limitation applies on a
combined basis.

For purposes of percentage depletion, an independent producer is
any producer who is not a "retailer" or "refiner." A retailer is any
person who directly, or through a related person, sells oil or natu-
ral gas or any product derived therefrom (1) through any retail
outlet operated by the taxpayer or related person, or (2) to any
person that is obligated to market or distribute such oil or natural
gas (or product derived therefrom) under the name of the taxpayer
or the related person, or that has the authority to occupy any
retail outlet owned by the taxpayer or a related person (sec.
613A(dX2)). Bulk sales to commercial or industrial users, and bulk
sales of aviation fuel to the Department of Defense, are excluded
for this purpose. Further, a person is not a retailer within the
meaning of this provision if the combined gross receipts of that
person and all related persons from the retail sale of oil, natural
gas, or any product derived therefrom do not exceed $5 million for
the taxable year.

A refiner is any person who directly or through a related person
engages in the refining of crude oil, but only if such taxpayer or
related person has a refinery run in excess of 50,000 barrels per
day on any day during the taxable year (sec. 613A(dX4)).

In addition to the independent producer and royalty owner ex-
ception, certain sales of natural gas under a fixed contract in effect
on February 1, 1975, and certain natural gas from geopressurized
brine, 2 3 are eligible for percentage depletion, at rates of 22 percent
and 10 percent respectively. These exceptions apply without regard
to the 1,000 barrel per day limitation and regardless of whether the
producer is an independent producer or an integrated oil company.

To prevent proliferation of the independent producer exception,
all production owned by businesses under common control and
members of the same family must be aggregated. Each group is
then treated as one producer for application of the 1,000-barrel
amount. Further, if an interest in a proven oil or gas property is
transferred (subject to certain exceptions), the production from
such interest does not qualify for percentage depletion. The excep-
tions to this rule include transfers at d Ath, certain transfers to
controlled--corporations, and transfers between controlled corpora-
tions or other business entities.

"2 As originally enacted, the de pletable oil quantity w.:s 2,000 barrels of average daily produc.
tion. This was gradually phased d own to 1,000 barrels of average daily production for 1980 and
thereafter. The 1975 Act also phased down the percentage depletion rate from 2'2 percent in
1975 to 15 percent in 1984 and thereafter.

23 This exception is limited to wells the drilling of which began between September 30, 1978,
and January 1, 1984.
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Alternative minimum tax
The excess of percentage depletion over the taxpayer's adjusted

basis for each oil or gas property, 24 for any taxable year, is treated
as a preference item for purposes of the alternative minimum
tax. 25

Administration Proposal
The Administration proposal would increase the oil and gas per-

centage depletion net income limitation from 50 percent to 100 per-
cent of net income from the property. In addition, the proposal
would repeal the rule which prevents percentage depletion from
being claimed on transferred proven properties. The proposals
would be effective on January 1, 1991.

Other Proposals
S. 41 (Senator Nickles)

S. 41 would provide a 27.5-percent depletion rate with respect to
a taxpayer's domestic new, enhanced, or stripper production, as de-
fined under the bill. This deduction would be available to all tax-
payers (including independent and integrated producers), for an un-
limited amount of production. For purposes of the bill, new produc-
tion would include productior. from any property that commences
production after March 31, 1987. Enhanced production would in-
clude (1) the increase in average daily production for the taxable
year over average daily production for the period January 1, 1987,
through March 31, 1987, and (2) incremental tertiary oil as defined
for prior law windfall profit tax purposes (sec. 4993(a)). Stripper
production would include production from any stripper well proper-
ty as defined in the June 1979 Department of Energy regulations.
This provision would be effective for production during the taxpay-
er's first full taxable quarter following the date of enactment.

In addition, S. 41 would repeal the percentage depletion anti-
transfer provision, effective for transfers of property taking place
after the date of enactment. It also would increase the net income
limitation from 50 to 100 percent and increase the taxable income
limitation from 65 percent to 100 percent, effective for production
for taxable years beginning after the date of ena.ctment.

S. 234 (Senator Boren)
S. 234 would increase the percentage depletion rate for crude oil

and natural gas, if the taxpayer's average removal price for oil and
gas sold during the calendar year is $20 per barrel or less. The
amount of the increase would depend upon the average annual re-
moval price, as shown in the following table:

,4 In general, the term "property", for depletion purposes, means each separate interest
owned by the taxpayer in each separate tract or parcel of land. In the case of oil and gas wells
and geothermal deposits, all of a taxpayer's operating interests in each separate tract or parcel
of land are generally treated as one property, subject to an election to separate certain interests
in the same tract or panel.

16 For a more in depth discussion of the alternative minimum tax, see above.
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If the average annual
removal price during The applicable
the calendar year is:* percentage is:

Less than $10 ...................................................... 30 percent
$10 to $15 ............................ 25 percent
$15 to $20 ............................................................. 20 percent
Greater than $20 ................................................ 15 percent

'These prices are measured in dollars per barrel.

The "average annual removal price" for the taxpayer would be
determined by dividing the taxpayer's aggregate production of do-
mestic crude oil or natural gas for the calendar year by the aggre-
gate amount for which such production was sold.28 In the case of
crude oil or natural gas sold between related persons, removed
before sale, or refined on the production premises, a constructive
sales price would be used. For example, if a taxpayer sold 100,000
barrels of crude oil for an aggregate price of $1.8 million in calen-
dar year 1990, the taxpayer's average removal price would be $18
per barrel, and a percentage depletion rate of 20 percent would
apply to all production by that taxpayer in 1990.

Percentage depletion would continue to be limited to 1,000 bar-
rels per day of domestic crude oil production (or an equivalent
amount of natural gas) by independent producers. Additionally, the
limitation on percentage depletion deductions for all oil and gas
properties to 65 percent of the taxpayer's overall taxable income
would remain in effect.

The changes in the percentage depletion rate would be effective
for production during calendar years beginning after date of enact-
ment.

The bill also would repeal the percentage depletion anti-transfer
provision, for production during calendar years beginning after
date of enactment. In addition, it would repeal the 50-percent net
income limitation on percentage depletion deductions for oil and
gas properties. Thus, percentage depletion would equal the speci-
fied percentage of gross income from each property, without regard
to the net income from that property. The overall limitation to 65
percent of 'adjusted taxable income would continue to apply. The
repeal of the net income limitation would be effective for taxable
years beginning after the date of enactment.

Finally, the bill would allow a taxpayer to elect to treat any
amount of percentage depletion' in excess of basis as a deduction for
the next succeeding year rather than the current year.

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenici,
Wallop, and Simpson)

S. 449 would repeal the percentage depletion anti-transfer provi-
sion, for transfers occurring after date of enactment. It also would
repeal the 50-percent net income limitation on percentage deple-
tion deductions for oil and gas properties. The bill also would
repeal the 65-percent taxable income limitation on oil and gas per-

86The bill apparently intends that the average annual removal price be deterie by divid-
ing removal production in barrel-of-oil equivalents into (rather than by) the amountfo r which
much production was sold
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centage depletion. Thus, percentage depletion would equal the spec-
ified percentage of gross income from each property, without
regard to either the net income from that property or the taxpay-
er s taxable income. These latter two provisions would apply to tax-
able years ending after date of enactment.

In addition, the bill would eliminate percentage depletion in
excess of basis as an itemn of tax preference for the alternative min-
imum tax.

S. 828 (Senators Domenic4 Boren, Dole, Nickles, Wallop, Garn,
Bingaman, Johnston, McClure, and Gramm)

S. 828 would provide a 27.5-percent depletion rate with respect to
the production of domestic incremental tertiary crude oil and gas
during the enhanced recovery period. This deduction would be
available to all taxpayers (including independent and integrated
producers) for an unlimited amount of production. The 27.5-percent
rate would be phased-down to 15 percent by one percentage point
for every dollar that the taxpayer's average removal price of oil for
the calendar year exceeds $30 dollars per barrel adjusted for post-
1989 inflation.

For purposes of the bill, incremental tertiary oil and gas includes
incremental tertiary oil as defined for prior law windfall profit tax
purposes (sec. 4993(a) using the current Department of Energy
(DOE) regulations). Tertiary recovery techniques, under DOE regu-
lations, include miscible fluid displacement, steam driven injection,
microemulsion or micellar emulsion flooding, in situ combustion,
polymer augmented flooding, cyclic steam injection, alkaline or
caustic flooding, carbon dioxide augmented water flooding, and im-
miscible carbon dioxide displacement. Reservoir improvements (in-
cluding infill patterns and pattern conformance) incident to a
qualified tertiary recovery project would be treated as a project
which is otherwise a qualified tertiary project. Oil and gas pro-
duced from nonhydrocarbon gas flooding, tight formation gas, and
certain tight formation oil would also qualify as incremental terti-
a ry oil and gas under the bill.

The enhanced recovery period is a period, as determined by a
schedule to be published by the Secretary of the Treasury, based on
the average period for a project to recover the expenses of the type
of project involved for that region. The recovery period would not
end earlier than six months after the publication of the schedule
by the Secretary.

The provision would be effective for production after the date of
enactment and before January 1, 2010. It would apply after Decem-
ber 31, 1999, only to production from a project begun before Janu-
ary 1, 2000. Expansion of a project begun on or after date of enact-
ment would be treated as a separate project. In the case of produc-
tion from a project begun on or before the date of enactment, the
percentage rate would be 18 percent rather than 27.5 percent.

With respect to production after the date of enactment, the bill
would increase the net income limitation from 50 to 100 percent for
incremental tertiary oil and gas to which the increased percentage
depletion rate under the bill applies.

Also, the bill would remove from treatment as a minimum tax
preference item excess depletion on incremental tertiary oil or gas
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properties if the average annual removal price for the calendar
year in which the taxable year begins is less than $30 (adjusted for
inflation). This provision would be effective for production after
date of enactment, and before January 1, 2010 (with respect to
projects beginning before January 1, 2000).

S. 1565 (Senators Dole, Domenic4 Boren, Nickles, Wallop, Gramm,
and Baucus)

S. 1565 contains several provisions related to oil and gas percent-
age depletion for independent producers and royalty owners. First,
the bill would repeal the anti-transfer limitation with respect to oil
and gas property that is transferred after the date of enactment. It
also would replace the 50-percent net income limitation with a 100-
percent net income limitation. This latter provision would be effec-
tive for taxable years ending after date of enactment.

The following three provisions of S. 1565 would be applicable
only with respect to marginal production of oil and gas. The bill
defines marginal production as domestic crude oil or natural gas
produced from a stripper well, 27 or domestic crude oil which is
heavy oil. Each of these provisions would be effective for taxable
years ending after the date of enactment.

First, with respect to such marginal production, percentage de-
pletion would be permitted to be claimed without a 1,000 barrel per
day limitation. Second, the bill would repeal the 65-percent taxable
income limitation with respect to marginal production. Third,
excess percentage depletion attributable to marginal production
would not constitute an item of tax preference for the alternative
minimum tax.

1989 Senate Finance Committee Provision
The 1989 budget reconciliation provisions as approved by the

Senate Finance Committee (included in S. 1750 as reported by the
Senate Budget Committee) would have repealed the 50-percent net
income limitation for certain marginal production of domestic
crude oil and natural gas. Production qualifying as marginal under
the provision included oil or gas produced from a stripper well, and
heavy oil. This provision was removed from the bill by Senate floor
amendment.

Analysis

In general
Under Fercentage depletion, producers are allowed a deduction

for a set percentage of gross income from a given property in each
year (15 percent, in the case of independent oil and gas producers
and royalty owners). Under present law, this allowance may reduce
the net (i.e., taxable) income from a property by up to 50 percent in
each year. Although nominally a form of cost recovery, percentage
depletion has come to be seen as an implicit tax subsidy to the oil

" The bill defines stripper well differently than does the 1979 Department or Ener
tions. Under the bill, a stripper well generally is anywlthtpoue an avra e ofl -
barrels (or barrel equivalents) per day over any month period (3 months in the case or a gas
well) beginning after December 3,195
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and gas industry, in order to encourage production, because the
total deductions with respect to a property may substantially
exceed the actual costs invested in the property. 28 Since the Tax
Reduction Act of 1975, this incentive has been limited to specified
amounts of production by independent producers and royalty
owners.

The various proposals regarding percentage depletion, by reduc-
ing the tax rate on oil and gas income, might favor the oil and gas
industry over other sectors of the economy, such as agriculture and
manufacturing. This might impact the long-run overall competi-
tiveness of the U.S. economy. In addition, since oil and gas reserves
are a finite resource, some may argue that encouraging production
now would reduce domestic supplies in the future.

Percentage depletion rate
Under S. 234, the rate of percentage depletion k^Jr oil and gas

would be increased from 15 percent to 30 percent as the average
annual removal price of oil falls from $20 to $i0 per barrel. The
effect would be to increase the rate of percentage depletion when
the income of domestic producers falls due to declining world oil
prices. Other proposals (S. 41, and S. 828) also would increase the
percentage depletion rate under specified circumstances.

An argument in favor of a variable rate of percentage depletion
is that it would tend to stabilize the income of oil and gas produc-
ers. This provision is similar to certain agriculture stabilization
programs which increase payments to farmers when farm income
falls as a result of oversupply. However, such a policy could tend to
destabilize the world petroleum market by encouraging domestic
production when the world market is confronted by a glut (as evi-
denced by low prices). This could make it more difficult for the
major oil-importing countries to coordinate energy policies.

Increasing the percentage depletion deduction for incremental
tertiary oil and gas would provide a tax incentive to recover oil and
gas which may not be recovered if the oil and gas were taxed under
present law. However, to the extent that the recovery is not pi:ofit-
able from an economic viewpoint, lowering the tax on the profits
may not provide relief.

Increasing the rate of percentage depletion would provide little
or no benefit to many of the oil and gas producers hardest hit by
the current relatively low petroleum prices: those producers with
net operating losses. Additional depletion deductions have no im-
mediate value to producers without income tax liability. Increasing
the rate of percentage depletion on oil produced from existing wells
would encourage more rapid depletion of these reservoirs, but
might not encourage additional oil and gas exploration activity.

18 Percentage depletion was originally enacted in 1926 as a replacement for recovery based on
"discovery values" of oil and gas properties, the determination of which had resulted in substan-
tial litigation. The original statutory rate of 27.5 percent was reduced to 22 percent by the Tax
Reform Act of 1909, and was subsequently repealed for integrated producers and phased down
for others to 15 percent (for 1984 and thereafter) by the Tax Reduction Act of 1976. The 50-
percent net income limitation dates from the industry-wide recession of the 1920s, during which
depletion deductions (which were based on pre-recession values) frequently exceeded the income
from oil and gas properties. The preference nature of the percentage depletion deduction is spe-
cifically recognized in the alternative minimum tax.
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Percentage depletion on transferred property
Since 1975, the use of the percentage method for computing de-

pletion deductions for oil and gas wells has been restricted to inde-
pendent producers and royalty owners for limited amounts of crude
oil and natural gas. At the time these restrictions were enacted,
Congress recognized that taxpayers would attempt to maximize the
amount of oil and gas eligible for percentage depletion by transfer-
ring ownership interests. Consequently, the 1975 Act specifies that
the limitation on the amount of oil and gas eligible for percentage
depletion is to be computed by aggregating the production of relat-
ed parties. In addition, the 1975 Act generally disallows percentage
depletion with respect to transfers of proven oil and gas property.

An argument for repeal of the anti-transfer rule is that by ex-
panding the amount of oil and gas eligible for percentage depletion,
the tax law would provide a more powerful incentive for produc-
tion, and might prevent the abandonment of marginal wells that
otherwise would be permanently closed. Oil and gas exploration ac-
tivities also would be expected to increase as a result.

An argument against repeal of the anti-transfer rule is that inte-
grated producers would be able to benefit indirectly from percent-
age depletion by selling productive oil and gas property to inde-
pendents. The anti-transfer rule also prevents independent produc-
ers with less than 1,000 barrels per day of average production from
buying proven reserves in order to use up their percentage deple-
tion limitation. A substantial portion of the expected revenue loss
attributable to this provision would result from the transfer of
properties that are already developed, rather than the transfer of
newly discovered oil and gas properties.

Net income limitation
The percentage depletion allowance can be viewed as a tax rate

reduction. The 50-percent net income limitation acts to limit the
rate reduction to 50 percent of the otherwise applicable income tax
rate. For example, where production costs are zero, percentage de-
pletion reduces the tax rate of a 28-percent bracket taxpayer (not
subject to alternative minimum tax) to 23.8 percent (85 percent of
28 percent). As production costs rise, the tax rate is reduced from
85 percent of the otherwise applicable tax rate to 50 percent of
such tax rate (for production costs at or above 70 percent of gross
oil and gas income). 29

An argument for repealing or modifying the 50-percent net
income limitation is that it effectively eliminates the benefit of per-
centage depletion for producers who have little or no net income
from oil and gas properties a.; a result of high exploration or pro-
duction costs. Repeal of the net income limitation would allow per-

2( Consider a 28-percent tax bracket producer with $100 of gross income from oil and gas
properties and zero production costs. In this case, net oil and gas income is $100 ($100 of gross
inomne less zero production cost), the percent.ae depletion deduct on is $15 (15 percent of $100),
taxa le income is $85 ($100 less $15), tax liability on oil and gas income is $23.80 (28 percent of
$85), and the effective tax rate is 23.8 percent ($23.80 as a percent of $100 of net income). If
production costs are $70, net oil and gas income is $30 ($100 of gross income less $70 of produc-
tion cost) the percentage depletion deduction is $15 (15 percent of $100), taxable income is $15
($30 less 415). tax liability on oil and gas income is $4.20 (28 percent of $15.00), and the effective
rate is 14 percent ($4.20 as a percent of $30 of net income).
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centage depletion deductions to be used against income from non-
oil and gas activities, thus providing a potential benefit to produc-
ers without net oil and gas income. (Increasing the limitation to
100 percent would not benefit producers without net income from
oil and gas properties.)

An additional argument for repealing or modifying the 50-per-
cent limitation is that the alternative minimum tax and passive
loss rules provided by the 1986 Act may be sufficient to prevent ex-
cessive use of percentage depletion deductions to shelter income
unrelated to oil and gas activities.

Taxable income limitation
The 65-percent limitation acts to limit the sheltering of oil and

gas income by unrelated tax losses. For a taxpayer subject to the
65-percent limitation, each dollar of tax loss from activities outside
the oil and gas business reduces the taxpayer's percentage deple-
tion deduction by 65 cents, resulting in a net shelter of 35 cents of
oil and gas income.

An argument for repealing or modifying the 65-percent limita-
tion is that the alternative minimum tax and passive loss rules
provided by the 1986 Act may be sufficient to prevent excessive use
of unrelated tax losses against oil and gas income. Another argu-
ment for repealing or modifying both the 65-percent and 50-percent
limitations is that a producer subject to either limitation may have
a tax incentive not to incur exploratory costs since such costs, in
effect, only are partially deductible. This situation arises because
each dollar of deductible expense (e.g., exploratory costs) reduces
the percentage depletion deduction by 50 cents for a taxpayer at
the 50-percent limit, and 65 cents for a taxpayer at the 65-percent
limit. Increasing the limitations (for example to 100 percent) would,
in effect, make exploratory costs 100-percent nondeductible for tax-
payers subject to limitation.

Alternative minimum tax
S. 449, S. 828, and S. 1565 would remove excess depletion of vari-

ous categories of oil and gas from items of tax preference for the
alternative minimum tax. As an alternative measure, S. 234 would
allow a taxpayer not able to use the benefits of percentage deple-
tion by reason of being subject to the alternative minimum tax to
carryforward excess percentage depletion to the next succeeding
year. 30 The taxpayer then could use the deduction if it is not sub-
ject to the minimum tax in that succeeding year. This latter provi-
sion would allow a form of income averaging between minimum
tax and regular tax years.

In enacting the various amendments to the alternative minimum
tax rules in the 1986 Act, Congress attempted to make the U.S. tax
system more equitable for all taxpayers. Congress concluded that
the minimum tax should serve one overriding objective: to ensure
that no taxpayer with substantial ecoi, ,mic income could avoid sig-
nificant tax liability by using exclusions, deductions and credits.
Because excess percentage depletion represents depletion deduc-

30 The 1989 Act contains a provision that allows corporations a minimum tax credit in suc-
oeeding years for any minimum tax paid by reason of the preference for percentage depletion.
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tions in excess of the taxpayer's basis in the depletable property
(i.e., it represents deductions not actually paid by the taxpayer),
Congress concluded that it should be considered an item of tax
preference. It can be argued that to treat excess percentage deple-
tion otherwise would be contrary to the purpose of the alternative
minimum tax and would weaken the equity that the 1986 Act's
amendments strived to create. To the contrary, others argue that
the negative impact of the alternative minimum tax on domestic
oil and gas exploration and production activity has been substan-
tial, and that significant tax incentives are necessary in order to
increase such activity.

3. Treatment of Surface Casing Costs

Present Law and Background

IDCs generally are limited to expenditures for items which do
not have a salvage value (Treas. Reg. sec. 1.612-4(a)).

The Internal Revenue Service has ruled that, under present law,
the cost of casing (including surface and production casing) and as-
sociated equipment must be capitalized and recovered through de-
preciation deductions, since the casing is deemed to have a salvage
value. 3 ' Labor and other costs of installing the casing may be de-
ducted as IDCs.

Proposals

S. 234 (Senator Boren)
Under S. 234, surface casing costs would be treated similar to

IDCs for tax purposes, effective for costs paid or incurred after the
date of enactment.

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenic4
Wallop, and Simpson)

Under S. 449, surface casing costs would be treated similar to
IDCs for tax purposes, effective for costs paid or incurred after the
date of enactment.

Analysis

Surface casing generally is installed only after the producer has
determined that production from the well is commercially viable.
Allowing surface casing costs to be expensed rather than capital-
ized would tend to encourage development of proven properties.
Thus, the proposal probably would increase oil and gas production,
but only would indirectly affect exploration activity.

A general tax policy principle is that the costs of acquiring orSeducing an asset with a useful life or more than one year should
capitalized rather than expensed. Under present law, an excep-

tion from this principle is made in the case of IDCs. The proposal
would expand this exception, increasing the preferential tax treat-
ment of the oil and gas industry relative to other sectors of the
economy.

31 See, Rev. Rul. 70-414, 1970-2 C.B. 132; Rev. Rul. 78-13, 1978-1 C.B. 63.
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4. Treatment of Geological and Geophysical Costs

Present Law and Background

Under present law, geological and geophysical ("G&G") expendi-
tures for the purpose of identifying and locating productive miner-
al properties must be capitalized and recovered through depletion
deductions. These may include expenditures for reconnaissance sur-
veys over a broad area, and more detailed surveys within an identi-
fied area of interest. G&G costs may be deducted as an ordinary
business loss (sec. 165) if the entire area of a survey is abandoned
as a potential source of mineral production.3 2

Proposals

S. 41 (Senator Nickles)
S. 41 would treat domestic (including U.S. possessions) G&G costs
the same manner as IDCs, effective for costs paid or incurred

afr the date of enactment.

. 234 (Senator Boren)
Under S. 234, domestic (including U.S. possessions) G&G costs

would be treated in the same manner as IDCs for tax purposes, ef-
fective for costs paid or incurred after the date of enactment.

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenic,
Wallop, and Simpson)

Under S. 449, domestic G&%1, costs would be treated in the same
manner as IDCs for tax purposes, effective for costs paid or in-
curred after the date of enactment.

Analysis

Under present law, G&G costs generally are recovered less rapid-
ly than IDCs, since IDCs are not required to be capitalized and re-
covered through depletion deductions. The relatively less generous
tax treatment of G&G costs relative to IDCs may be viewed as in-
equitable. Moreover, to the extent that G&G activity and explorato-
ry drilling are substitutable methods for finding oil and gas re-
serves, the less favorable treatment of G&G costs relative to IDCs
may bias exploration activity against G&G surveys. Providing tax-
puyers an option to expense G&G costs would reduce this tax bias
against G&G activity.

An argument against expensing of G&G costs is that, under the
uniform capitalization rules of the 1986 Act, taxpayers are required
to capitalize most costs attributable to the production of inventory
property and long-term construction contracts. Expensing of G&G
costs would provide significantly more favorable tax accounting
treatment to the oil and gas industry than other sectors of the
economy.

"' See, Rev. Rul. 77-188, 1977-1 C.B. 76; Rev. Rul. 83-105, 1983-2 C.B. 51.
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B. Ignergy-Related Tax Credits

1. Tax Credits for Exploration and Development

Present Law
No tax credit is provided for IDCs or similar expenses related to

the exploration and development of domestic oil and gas under
present law.

Administration Proposal
The Administration proposal would, provide a 10-percent income

tax credit for the first $10 million (pei year per company) of IDCs
attributable to exploratory drilling. A 5-percent credit would be al-
lowed for the balance of the IDCs attrib table to exploratory drill-
ing. The credit could be applied against both the regular tax and
the alternative minimum tax. However, the' credit, in conjunction
with all other credits and net operating loss carryovers, could not
eliminate more that 80 percent of the tentative minimum tax in
any year. Unused credits could be carried forward. The credit
would be phased out if the average daily U.S. wellhead price of oil
is at or above $21 per barrel for a calendar year. This provision
would be effective on January 1, 1991.

Other Proposals

S. 41 (Senator Nlckles)
S. 41 would provide a 10-percent credit for the first $10 million of

qualified investment and a 5-percent credit tbr any remaining
qualified investment. Qualified investment means amounts paid or
incurred for ascertaining the existence, location or quality of crude
oil or natural gas and for developing reserves of crude oil or natu-
ral gas. The credit could offset both the regular tax and the alter-
native minimum tax. Excess credits could be carried back 3 years
and forward 15 years. The credit would apply to expenditures paid
or incurred in taxable years beginning after date of enactment, but
would terminate after three years.

S 234 (Senator Boren)
S. 234 would provide a 20-percent tax credit for the first $1 mil-

lion of qualified investment and a 10-percent tax credit for the re-
maining qualified investment. Qualified investment means
amounts paid or incurred for ascertaining the existence, location,
extent, or quality of crude oil or natural gas, for developing re-
serves of crude oil or natural gas, and for performing secondary or
tertiary recovery on domestic wells. The credit would offset both
the regular tax and the alternative minimum tax. Excess- credits
would be carried back 7 years and forward 15 years. The credit
would apply to expenditures paid or incurred in taxable years be-
ginning after date of enactment.
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S 449 (Senators Boren, Johnston, Bingaman, Nickks, Domenic,
Wallop, and Simpson)

S. 449 would provide a 20-percent tax credit for the taxpayer's
qualified investment for a taxable year. Qualified investment
means amounts paid or incurred (1) for G&G expenditures to ascer-
tain the existence, location, extent, or quality of crude oil or natu-
ral gas, (2) for the purpose of developing and equipping crude oil
and natural gas wells, and (3) for performing secondary or tertiary
recovery on domestic wells. The credit would offset both the regu-
lar tax and the alternative minimum tax. Excess credits would be
carried back 10 years and forward 15 years. The credit would apply
to expenditures paid or incurred in taxable years beginning after
date of enactment.

Analysis

An argument in favor of an oil and gas exploration tax credit is
that the market may fail to generate a socially desirable level of
investment in high risk and research-related activities. For exam-
ple, the Code reflects this view by providing a 20-percent credit for
increases in research and experimental expenditures.

In addition, some -argue that the social cost of using oil exceeds
its market price. The excess cost, or "premium", is attributable to
the national security cost of oil use (including the cost of maintain-
ing the strategic petroleum reserve), and the impact of increased
U.S. petroleum consumption on the world petroleum market. Since
the market price does not reflect the premium value of crude oil,
according to this theory, domestic producers may fail to invest adp-
quately in oil exploration. In this case, tax incentives for explora-
tion and development may be desirable to achieve an adequate
supply of petroleum.

Since a tax credit provides only a small benefit to taxpayers with
little tax liability, it may be less efficient than a subsidy delivered
through a direct spending program. In particular, independent oil
producers may receive relatively less benefit from the credit than
integrated producers since independent producers generate little or
no income from refining or retailing operations. Also, independent
producers benefit from full expensing of IDCs and the use of per-
centage depletion (although these benefits may be limited by the
alternative minimum tax).

2. Tax Credits for Marginal Production, Etc.

Present Law

The tax laws do not differentiate between the taxation of income
from production from marginal wells and other production. Howev-
er, present law does provide a 20-percent credit for the amount of
qualified research expenditures paid or incurred by a taxpayer
during a taxable year that exceeds the average amount of the tax-
payer s qualified research expenditures in the base period (general-
ly the preceding three years). The credit is scheduled to expire
after December 31, 1990.
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Administration Proposal

The Administration proposal would provide a 10-percent tax
credit for all capital expenditures on projects that represent the
initial application of tertiary enhanced recovery techniques to a
property. The credit could be applied against both the regular tax
and the alternative minimum tax. However, the credit, in conjunc-
tion with all other credits and net operating loss carryovers, could
not eliminate more than 80 percent of the tentative minimum tax
in any year. Unuse credits could be carried forward. The credit
would be phased ouf if the average daily U.S. wellhead price of oil
is at or above $21 per barrel for a calendar year. This provision
would be effective c n January 1, 1991.

Other Proposals

5. 234 (Senator f oren)
S. 234 would provide a 10-percent credit for the lease operating

expenses, depreciation expenses, depletion (not in excess of basis),
overhead expenses, and severance taxes with respect to the produc-
tion of domest .c crude oil which is from a stripper well, heavy oil,
or oil recover d through a tertiary process. The credit could offset
both the reguJar tax and the alternative minimum tax. Unused
credits could be carried back 7 years and forward 15 years. The
credit would apply to oil produced in taxable years beginning after
date of enactment.

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenici,
Wallop, and Simpson)

S. 449 would provide a 20-percent credit for the lease operating
expenses and severance taxes with respect to the production of do-
mestic crude oil which is from a stripper well, heavy oil, oil recov-
ered through a tertiary process, or harsh environment oil.3 3 The
credit could offset both the regular tax and the alternative mini-
mum tax. Unused credits could be carried back 10 years and for-
ward 15 years. The credit would apply to expenditures paid or in-
curred after the date of enactment in taxable years ending after
date of enactment.

S. 828 (Senators Domenic, Boren, Dole, Nickles, Wallop, Garn,
Bingaman, Johnston, McClure, and Gramm)

S. 828 would apply the credit for research and development sepa-
rately to research relating to the discovery or improvement of terti-
ary recovery methods for oil and gas. The credit would be at a 10-
percent rate. The provision would apply to amounts paid or in-
curred after the date of enactment and before January 1, 2010.

Analysis
Tax credits for marginal oil and gas production are intended to

encourage the development or application of techniques for increas-
ing the amount of oil that can be recovered economically out of a
declining reserve. Since the continental United States is a mature

33 A credit at a reduced rate would be available for certain offshore wells.



m

91

30

oil province, many geologists now believe that improvements in en-
hanced oil recovery techniques offer much potential for increasing
recoverable reserves.

3. Nonconventional Fuels Production Credit

Present Law

Present law provides a production credit equal to $3 per barrel of
oil equivalent (adjusted for inflation since 1979) for qualified non-
conventioni.d fuels (sec. 29(a)). These fuels include oil or natural gas
produced from unusual geologic formations and synthetic fuels de-
rived from coal (including lignite). The amount of the production
credit phases out as the unregulated annual average U.S. wellhead
price per barrel of domestic crude oil rises above $23.50 (as adjust-
ed for inflation since 1979).

In the case of natural gas produced from a tight formation, the
credit applies only to gas which is price-controlred and which is en-
titled to at least 150 percent of the then applicable gas ceiling price
established under section 103 of the Natural Gas Policy Act of 1978
(NGPA). In addition, the credit is inapplicable to any gas produc-
tion from any property on which a well is located which is subject
to an election to receive an incentive price under section 107(d) of
the NGPA.

The production credit is available to qualified fuels that are (1)
produced in a facility placed in service before January 1, 1991, or
from a well drilled before January 1, 1991, and (2) sold before Janu-
ary 1, 2001.

Ps-oposals

S. 234 (Senator Boren)
S. 234 would extend the January 1, 1991 placed in service termi-

nation date to January 1, 1996. The proposal also would delete the
present-law limitations (discussed above) on the eligibility of gvs
from tight formations for the credit.

S. 343 (Senators Bingaman and Boren)
With respect to the nonconventional fuels credit, S. 343 would

extend for 10 years the placed in service expiration date and the
expiration date for sales of qualified fuels. Thus, the credit would
apply with respect to qualified fuels which are produced from a
well drilled (or a facility placed in service) before January 1, 2001.
Moreover, the credit would apply to sales of qualified fuels occur-
ring before January 1, 2011.

The bill also would generally extend the credit to all gas pro-
duced from a tight formation.

S. 425 (Senator Domenici,
S. 425 generally would treat gas produced from a tight formation

as qualifying for the nonconventional fuels production credit. Thus,
the bill would delete the present-law requirements that the price of
tight formation gas be regulated and that it be subject to a maxi-
mum incentive price level under the Natural Gas Policy Act of
1978. This provision would be effective for taxable years beginning
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after December 31, 1984. If on the date of enactment, any refund or
credit of tax resulting from this legislation would be barred by the
statute of limitations, such refund or credit would, nevertheless, be
made or allowed if a claim is filed within one year of the date or
enactment.

The bill also would permit the credit to offset both the regular
tax and the alternative minimum tax. This section of the bill would
be effective for taxable years beginning after December 31, 1986.

S. 449 (Senatois Bore,, Johnston, Bingaman, Nickles, Domenic,
Wallop, and Simpson)

S. 449 would extend the January 1, 1991 placed in service termi-
nation date to January 1, 1998. The bill also would delete the
present-law limitations (discussed above) on the eligibility of gas
from tight formations for the credit.

S. 2025 (Senators Heinz, Moynihan, Durenberger, Danforth, Symms,
Boren, Levin, McCain, Cochran, Burns, Akaka, Cohen, and Hol.
lings)

S. 2025 would provide for the permanent extension of the non-
conventional fuels production credit.

S. 2288 (Senators Domenaci, Boren, Johnston, Dole, Bingaman, For4
Simpson, Wallop, and Burns)

S. 2288 would extend the nonconventional fuels production credit
for t%,o years, making it applicable with respect to qualified fuels
which are produced from a well drilled (or a facility placed in serv-
ice) before January 1, 1993. In addition, the bill would extend the
credit to the production of gas from a tight formation if that gas is
(1) produced from a well drilled after May 12, 1990, or (2) produced
from a well drilled before May 12, 1990, but only if on that date gas
produced from that well was gas that was regulated by the United

tates as to itz price, and for which the maximum lawful price ap-
plicable under the Natural Gas Policy Act of 1978 is at least 150
percent of the then applicable price under section 103 of that Act.
This latter provision would apply to gas produced after May 12,
1990.

Analysis

The alternative energy production credit was enacted in 1980
when oil prices had doubled within a period of one year. There was
extensive interest in the United States to encourage development
and production of alternative energy sources. Production of other
fuels was to be encouraged by a production credit that was related
to the price of oil, rate of inflation, and the BTU content of the fuel
relative to that of petroleum.

Since 1981, the price of petroleum on world markets has fallen.
Declining oil prices have squeezed the ability of alternative fuels to
compete with oil because the costs of producing alternative fuels
profitably has been stymied.

On the one hand, it may be argued that it is undesirable to con-
tinue the production credit in view of the present noncompetitive
economic situation and the prospect that alternative fuels produc-
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tion will need to be subsidized for long periods of time. On the
other hand, the credit may be viewed as an investment in research
and development for long-term future energy needs. If successful,
these could yield significant future benefits.

4. Business Energy Credits

Present Law

A llr-percent energy credit is currently allowed for ocean ther-
mal property. In addition, a 10-percent energy credit is currently
allowed for solar energy property and geothermal property. Follow-
ing the 1986 Act, only the business energy tax credits for the above
three categories, plus a credit for certain investments in biomass
energy property remained in effect. Although retained in the tax
law, the 1986 Act reduced the credit percentage for most of these
credits, and provided for the expiration of each of these credits by
or before the end of 1988. The 1988 Act extended for one year
(through 1989) the credits for solar energy, geothermal energy, and
ocean thermal property. Moreover, the 1989 Act included a nine-
month extension of these three credits. Each of the remaining busi-
ness energy credits is currently scheduled to expire on September
30, 1990.

Proposals

S. 914 (Senator Matsunaga)
S. 914 would extend through December 31, 1994, the current

business energy credits for solar energy property, geothermal prop-
erty, and ocean thermal property.

S. 2025 (Senators Heinz, Moynihan, Durenberger, Danforth, Symms,
Boren, Levin, McCain, Cochran, Burns, Akaka, Cohen, Hollings)

S. 2025 would provide for the permanent extension of various tax
rovisions that are currently scheduled to expire. Among these, the
ill would extend permanently the current business energy credits

for ocean thermal property, solar energy property, and geothermal
property.

Analysis

The issues with respect to business renewable energy tax credits
generally are (1) whether the credits have been available for a suf-
iciently long period of time to encourage production and sales at
efficient, self-sustaining levels, and'(2) if such production levels
have not been reached, whether those. levels will be attained solely
because a tax credit is available.

5. Alcohol Fuels Credit and Related Provisions

Present Law

Alcohol fuels credit
An income tax credit is provided for alcohol used in certain mix-

tures of alcohol and gasoline (e.g., gasohol), diesel fuel, or any other
liquid fuel which is suitable for use in an internal combustion

37-589 0 - 91 - 4
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engine if the mixture is sold by the producer in a trade or business
for use as a fuel or is so used by the producer (sec. 40(bXl)). The
credit also is permitted for alcohol (e.g., qualified methanol fuel)
which is not in a mixture with gasoline, diesel, or other liquid fuel
which is suitable for use in an internal combustion engine, provid-
ed that the alcohol is used by the taxpayer as a fuel in a trade or
business or is sold by the taxpayer at retail to a person and placed
in the fuel tank of the purchaser's vehicle (sec. 40(bX2)). The credit
is equal to 60 cents for each gallon of alcohol used as fuel. The
credit is scheduled to expire after December 31, 1992.

Excise taxes
Excise taxes on gasoline, diesel fuel, special motor fuels, trucks

and truck trailers, and truck tires make up the sources of tax reve-
nue for the Highway Trust Fund (sec. 9503). The Highway Trust
Fund taxes are scheduled to expire after September 30, 1993.
Through that expiration date, an excise tax of 9 cents per gallon
generally is imposed upon gasoline (sec. 4081), and an excise tax of
15 cents per gallon generally is imposed upon diesel fuel used in
diesel-powered highway vehicles secss. 4041(aXl) and 4091). Also, an
excise tax of 9 cents per gallon generally is imposed on certain spe-
cial motor fuels (e.g., benzol, benzene, naphtha, and liquefied petro-
leum gas) used as fuel in a motor vehicle or motorboat (sec.
4041(aX2)). 34

Special reduced excise tax rates are applicable to certain fuel
mixtures. Gasohol (i.e., any mixture of gasoline containing at least
10 percent alcohol) is subject to a reduced excise tax of 31/3 cents
per gallon, rather than the general rate imposed upon gasoline of 9
cents per gallon (sec. 4081(c)). Diesohol (i.e., any mixture of diesel
fuel containing at least 10 percent alcohol) is subject to a reduced
excise tax of 9 cents per gallon, rather than the general rate im-
posed upon diesel fuel of 15 cents per gallon (secs. 4091(c) and
4041(kX1XA)). Methanol and ethanol fuels (i.e., any liquid at least
85 percent of which consists of methanol, ethanol, or other alcohol
produced from a substance other than petroleum or natural gas) is
subject to a reduced excise tax of 3 cents per gallon (sec. 4041(bX2)).
An excise tax rate of 3 cents per gallon also applies to special
motor fuels otherwise subject to tax under section 4041(aX2) (e.g.,
benzol, benzene, naphtha, and liquefied petroleum gas) if the fuel
contains at least 10 percent alcohol (sec. 4041(kX1XB)). The excise
tax rate is 41/2 cents per gallon in the case of any liquid at least 85
percent of which consists of methanol, ethanol, or other alcohol
produced from natural gas (sec. 4041(m)).

Analysis

The main issue involving the alcohol fuels credit and exemption
is whether these provisions should be allowed to expire as current-
ly scheduled, or whether they should be extended (and if so, for
how long). The excise tax exemption and the alcohol fuels credit
were enacted to encourage conservation of petroleum by providing

34 The Code provides for various nonhighway use exemptions (generally via refunds or credits)
from the excise taxes imposed on gasoline, diese! fuel, and special motor fuels. See, e.g., secs.
4093, 6416, 6420, 6421, and 6427.
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an incentive for production of gasohol mixtures which would
reduce the amount of petroleum used in producing gasoline and
stimulate the production of usable fuels from renewable sources. In
an environment characterized by limits on the exploitation of natu-
ral resources, the substitution of ethanol produced from renewable
plant matter for non-renewable petroleum products may be socially
desirable. Tax subsidies for the renewable fuels industries are in-
tended to increase reliance on renewable resources.

National security concerns may be addressed by increasing U.S.
self-sufficiency in energy production. To the extent renewable
sources of fuel grown domestically substitute for imported petrole-
um products, the goal of U.S. energy independence is furthered.
National security also was a major policy concern when the alcohol
fuel subsidies were enacted. The experience during the 1970s of the
OPEC oil boycott of the U.S. and the extremely large price in-
creases for petroleum threatened the ability of the U.S. economy to
grow at an acceptable pace.

Use of ethanol in a gasohol mixture has been increasing steadily,
but such mixtures still account for a modest proportion of gasoline
consumption. Gasohol prices at the pump indicate that gasohol
may not be competitive with gasoline without the subsidy in the
form of the excise tax exemption or the alcohol fuels tax credit.

Support for the ethanol subsidies also is based on the claim that
ethanol production leads to increased income for farmers who
produce corn (which is the primary commodity used in producing
ethlanol) and has favorable effects on the farm price support pro-
gram. Some doubt about the benefits of the ethanol program for
the overall farm programs has been expressed by several observ-
ers.3 5

In addition, it has been raised by some that the alcohol fuels
credit operates in a relatively inefficient manner. It has been
argued that methanol could be utilized and is an easily obtainable
substitute. Because methanol is less costly to produce, it might not
require a government subsidy. Moreover, methanol also would be
an environmentally beneficial substitute, it has t .en contended,
since it is a relatively clean-burning fuel.

Some experts have questioned whether the alcohol fuels subsidies
provided by the Code have a significant impact on the environ-
ment. Certain gasohol mixtures reduce automobile exhaust emis-
sions of oxides of nitrogen, hydrocarbons, and particulates because
10 percent less gasoline is in the fuel mixture, but those benefits
are offset by increases of more volatile emissions, e.g., ozone. Some
contend that, on balance, the ambient air tends to remain about as
polluted as it was without the use of these additives but With a dif-
ferent mixture of pollutants. 36

SS See, e.g., U.S. Department of Agriculture, Ethanol: Economic and Policy Tradeoffs, January
1988.

36 Library of Congress, Congressional Research Service, "Emisbions Impact of Oxygenated (Al-
cohol/Gasoline) Fuels," (CR8 Report 87-436 S), May 20, 1987.
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C. Other Energy-Related Provisions

1. Statute of Limitations for Certain Underpayments of Tax

Present Law

Except as provided in regulations, the crude oil windfall profit
tax, prior to its repeal, 37 was withheld by the first purchaser of
the oil from the price paid for the oil. The producer generally was
required to fide a return (Form 720) only if its windfall profit tax
liability exceeded the amount of tax withheld during the calendar
year. When required, Form 720 must be filed not later than May 31
of the next succeeding calendar year.3 8

If a producer was not required to file Form 720, the statute of
limitations for assessment (or refund) of windfall profit tax runs
three years from the due date of the producer's income tax return
for the taxable year in which the removal year ends. If a Form 720
was filed, the limitation period runs for three years from the due
date of that form.

In Rev. Rul. 85-37, 1985-1 C.B. 332, the IRS took the position
that, if Form 720 was required to be filed (e.g., because of an under-
withholding of windfall profit tax), but was not filed, the period for
assessment is unlimited.

Proposal

41 (Senator Nickles)
Under S. 41, for statute of limitations purposes, the producer

would not be treated as having been required to file a windfall
profit tax return if the amount of tax withheld by the first pur-
chaser with respect to any oil was not less than the amount re-
quired to be withheld as shown on the return filed by the first pur-
chaser. Thus, in such cases, a three-year statute of limitations
would apply, measured from the due date of the producer's income
tax return. This provision would be retroactive to the original ef-
fective date of the crude oil windfall profiE tax.

Analysis

An unlimited assessment period generally is applied in cases
where the IRS could not reasonably be expected to have notice of a
taxpayer's failure to pay the correct amount of tax (e.g., in the case
of failure to file a required return). Allowing a limited assessment
period where no return was filed would be contrary" to this policy.
On the other hand, it may be argued that a producer who relied on
the first purchaser's finding that no windfall profit tax was due
should be treated in the same manner as a producer that was not
required to file a return.

$? The tax was repealed by section 1941 of Public Law 100-418, effective for oil removed after
August 23, 1988.

Is The first purchaser of oil was required to file quarterly returns of withheld tax, including
information necessary to facilitate coordination of withholding by the purchaser with the deter-
mination of tax on the producer of the oil.
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2. Uniform Capitalization Rules

Present Law

The uniform capitalization rules generally require certain direct
and indirect costs allocable to property to be included in inventory
or capitalized in the basis of such property (sec. 263A). In general,
the uniform capitalization rules apply to property produced by a
taxpayer or acquired by a taxpayer for resale. The uniform capital-
ization rules do not apply to IDCs (sec. 263A(cX3)).

Proposal

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenici,
Wallop, and Simpson)

S. 449 contains a provision that would extend the section
263A(cX3) exemption from the uniform capitalization rules to any
costs incurred relating to oil and gas exploration and development
activities. Such costs would include, for example, lease acquisition
and maintenance costs, G&G costs, and costs associated with drill-
ing or completing oil and gas wells. This provision would be effec-
tive for costs paid or incurred after date of enactment.

Analysis

In 1986, Congress enacted the uniform capitalization rules. At
that time, it was believed that the rules in effect prior to the 1986
Act were deficient in two respects. First, those rules allowed costs
associated with the production, acquisition, or carrying of property
to be deducted currently, rather than capitalized into the basis of
the property and recovered when the property was sold or as it was
used by the taxpayer. The result was a mismatching of expenses
and the related income. Second, different capitalization rules could
apply depending upon the nature of the property in question, possi-
bly creating distortions in the allocation of economic resources and
the manner in which certain economic activity was organized.
Thus, Congress implemented a single, comprehensive set of rules to
govern the capitalization of costs. The bill would exempt an entire
industry from the uniform capitalization rules, thus possibly resur-
recting some of the same problems and distortions with which Con-
gress expressed concern in 1986.
3. Treatment of Offshore Dismantlement Costs

Present Law

As a general rule, the amount of any allowable deduction or
credit is to be taken for the taxable year which is the proper tax-
able year under the taxpayer's method of accounting used in com-
puting taxable income. Expenses generally may be accrued with re-
spect to a liability when the "all events test" has been met (that is,
when all the events have occurred which determine the existence
of the liability and the amount of the liability can be determined
with reasonable accuracy). However, a special rule provides that,
except for certain recurring items, in determining whether an
amount has been incurred with respect to any item (i.e., is deducti-
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ble) during any taxable year, the all events test shall not be treated
as met any earlier than when economic performance with respect
to that item occurs (sec. 461(hXl)).

The Code sets forth various principles to be followed in determin-
ing the time when economic performance occurs (sec. 461(hX2)).
One such principle deals witb services and property provided to a
taxpayer. In the case of services provided to a taxpayer, economic
performance generally occurs when those services are so provided;
for property provided to a taxpayer, economic performance general-
ly occurs when that property is so provided; and if property is used
by a taxpayer, it generally occurs as the taxpayer uses the proper-
ty. A second principle involves services and property provided by a
taxpayer. Under this principle, economic performance generally
occurs when the taxpayer provides the property or services. The
Code also specifies principles to be followed with respect to workers
compensation and tort liabilities of the taxpayer, plus it provides
authority to the Secretary of the Treasury to prescribe regulations
which set forth economic performance rules for other items, and
which provide exceptions to the principles discussed above.

Proposal

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenic4
Wallop, and Simpson)

S. 449 contains a provision that would provide a special rule for
determining the time that economic performance takes place with
respect to a liability for removal of an offshore oil and gas produc-
tion facility. Under this special rule, economic performance would
be deemed to occur while the facility is in use. Thus, the proposal
would permit an accrual basis taxpayer to deduct costs related to
the dismantlement of an offshore production facility prior to the
time that such dismantlement commences.

Analysis

Advocates of this proposal may argue that if the taxpayer is con-
tractually bound to dismantle its production facility, then the costs
of dismantlement are related to, and should be allowable as a de-
duction against, the income generated from the operation of the fa-
cility. Once dismantlement begins, however, there may be no sig-
nificant income generated by the facility against which the disman-
tlement costs may be deducted. Moreover, the rules permitting the
carryback of net operating losses (as they relate, for example, to
the alternative minimum tax) may not provide complete assurance
that the taxpayer will get full utilization of the tax deduction for
its dismantlement costs.

By contrast, others may argue that taxpayers should not be per-
mitted to deduct expenses until the expenses are economically in-
curred. The allowance of a deduction for an expense to be paid in
the future overstates the actual cost of the expense to the extent
that the time value of money is not taken into consideration. That
is, the deduction is overstated to the extent that the amount de-
ducted exceeds the present value of the expense. The longer the
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period of time between deduction and the actual payment of the ex-
pense, the greater is the overstatement.

Except for liabilities for certain recurring items, economic per-
formance with respect to which occurs within a brief period after
the close of the taxable year, taxpayers in all industries are pre-
cluded from claiming deductions for items with respect to which
economic performance does not occur during the taxable year. If
the proposal were enacted, taxpayers engaged in offshore explora-
tion could be placed at a significant advantage vis-a-vis other tax-
payers. Moreover, once an exception such as the one contemplated
by the proposal is enacted, one might expect that other similar pro-
posals designed to lessen the impact of the economic performance
rules on other industries or groups of taxpayers may arise.

4. Revenue Ruling 77-176

Present Law

Under present law, the receipt of cash or other property in ex-
change for the performance of services is includible in the income
of the person performing the services (secs. 61 and 83). In addition,
a person who pays compensation in property other than cash recog-
nizes gain or loss on the transfer of the property (sec. 1001).

The Internal Revenue Service has taken the position that when a
driller, equipment dealer, or investor contributes materials and
services in connection with the development of an oil and gas prop-
erty in exchange for an economic interest in such property, the re-
ceipt of the economic interest does not result in the realization of
income. 39 The contributors are viewed as not performing services
for 'compensation, but rather as acquiring a capital interest
through undertaking to make a contribution to the pool of capital.

In Revenue Ruling 77-176, 40 the IRS ruled that where the
driller received a working or operating interest in the drill site as
well as a separate working or operating interest in the tract exclu-
sive of the drill site, the pool-of-capital doctrine set forth in GCM
22730 applies only to the interest acquired in the drill site itself,
since the drill site is a separate property within the meaning of
section 614. The owner of the lease is treated as having sold a por-
tion of its interest in the tract exclusive of the drill site and as
having paid the driller compensation in an amount equal to the
value of that interest. The driller is treated as having received
compensation in an amount equal to the value of the tract exclu-
sive of the drill site. The IRS applied this ruling on a prospective
basis.

Proposal

S. 449 (Senators Boren, Johnston, Bingaman, Nickles, Domenic4
Wallop, and Simpson)

Under S. 449, the holding in Revenue Ruling 77-176 (and in any
other regulation, ruling, or decision reaching the same (or a simi-
lar) result) would be reversed, and the law would be applied with-

39GCM 22730, 1941-1 C.B. 214.
40 1977-1 C.B. 77.
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out regard to that ruling. This provision would be effective on the
date of enactment.

Analysis

Some may contend that Revenue Ruling 77-176 reversed a long
st&,nding IRS position regarding the exchange of oil and gas proper-
ty fo, services. They may argue that by requiring the service per-
former to recgnize income in such a case, the ruling discourages
the use of joint arrangements to explore for oil and gas within a
geologic prospect. Should that ruling be reversed, it is possible that
domestic exploration and production activities would increase, as
more mineral sharing arrangements would be utilized.

Others may argue that, consistent with general U.S. income tax
principles, taxable income should be recognized on any receipt of
property in exchange for the performance of services, and that no
special exception should be made for the oil and gas (or any other
industry. To the extent that a service provider is permitted only in
limited circumstances to defer income recognition with respect to
property received, that person may be placed in a significantly ad-
vantageous position when compared to other service providers who
receive partnership interests or other prv, irty in exchange for the
services that they render.

5. Oil Import Fee

Present Law

Superfund and Oil Spill Fund taxes on petroleum
An excise tax of 9.7 cents per barrel of crude oil and imported

petroleum products is imposed on the receipt of crude oil at a U.S.
refinery, the import of petroleum products and, if the tax has not
already been paid, on% th use or export of domestically produced
crude oil. Revenues from this tax, and certain other taxes, are de-
posited in the Hazardous Substance Superfund ("Superfund"). An
additional excise tax of 5 cents per barrel is imposed on the same
products, and revenues from this tax are deposited in the Oil Spill
Liability Trust Fund ("Oil Spill Fund").

Petroleum products which are subject to tax upon import include
crude oil, crude oil condensate, natural and refined gasoline, re-
fined and residual oil, and any other hydrocarbon product derived
from crude oil or natural gasoline which enters the United States
in liquid form.

The Superfund and Oil Spill Fund excise taxes generally are
scheduled to expire after December 31, 1991. The taxes will termi-
nate earlier if cumulative Superfund tax receipts during the reau-
thorization period exceed $6.65 billion, and under certain other
conditions.

Tariff on imported petroleum
Tariffs are imposed on various categories of articles that are im-

ported into the customs territory of the United States. The tariffs
generally are imposed at a uniform rate on imports from most non-
communist countries, with separate, higher rates imposed on im-
ports from certain communist nations. Preferential treatment ap-
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plies to certain imports from developing countries, specified Carib-
bear, basin nations, and Israel. Imports from U.S. insular posses-
sions, where the imported product is not comprised primarily of
foreign materials, may be made duty-free.

Tariffs are imposed pursuant to the Tariff Act of 1930, and gen-
erally are subject to limitations imposed by the General Agreement
on Tariffs and Trade (GATT). An import fee in excess of the GATT
level generally is in violation of trade agreements and would sub-
ject the country imposing such a tariff to sanctions. However,
under an exemption from the GATT, a tariff imposed on national
security grounds is not a violation of trade agreements.

Currently, a tariff of 0.125 cent per gallon (5.25 cents per barrel)
is imposed on crude petroleum, shale oil, and distillate and residual
fuel oils derived from petroleum, with low density (under 25 de-
grees A.P.I.). For substances with higher densities (testing 25 de-
grees A.P.I. or more), the tariff is 0.25 cent per gallon.4 1 Natural
gas, together with methane, ethane, propane, butane, and mixtures
thereof may be imported tariff-free. Under the recently negotiated
Free Trade agreement with Canada, Canadian petroleum products
will (aft'r a phase-in period) be admitted tariff-free.

Import fee authority
Under the Trade Expansior, Act of 1962, the President can

impose oil import fees or import quotas if it is found that imports
threaten the nation's security. Congress may roll back such fees by
passing a joint resolution of disapproval; however, this resolution
can be vetoed by the President, in which case the fees imposed
would continue in effect unless the President's veto is overridden
by a two-thirds vote of both Houses of Congress. These procedures
for Congressional vetoes and overrides were specified by the Crude
Oil Windfall Profit Tax Act of 1980.

Proposals

S. 42 (Senator Nickles)
S. 42 wouid impose an excise tax on crude oil or any other -re-

fined petroleum product that is imported into the United States on
or after daze of enactment. With respect to crude oil, the rate of
t&e tax would he the excess (if any) of $18 over the price per barrel
as established by the Secretary of the Treasury.42 For other refined
petroleum products, the excise tax rate would be equal to $3 plus
the tax rate determined for crude oil. The bill provides an excep-
tion from the tax for petroleum products which are for export from
the United States or for resale by the purchaser to a second pur-
chaser for export.

41 Imports from certain communist countries are subject to a 0.5-cent-per-gallon tariff, regard-
less of density. A 1.25-cents-per-gallon tariff (2.5 cents, for certain communist countries) also is
imposed on certain motor fuels and a 0.25-cent-per-gallon tariff (0.5 cent, for certain communist
countries) is imposed on petroleum-derived kerosene and naphthas (except motor fuls).

42 This price, which is to be determined on a weekly basis under the bill, is the witighted aver-
age international price of a barrel of crude oil for the preceding four weeks.
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S. 161 (Senators Boren and Kassebaum)
S. 161 would impose an excise tax on any petroleum product that

is imported into the United States if the average international
price of crude oil for any 4-week period is less than $18, and the
product is entered into the United States for use, consumption, or
warehousing during the week following such 4-week period. The
rate of the tax would be the excess of $18 over the average interna-
tional price per barrel of crude oil for the preceding 4-week period.
The bill provides an exception from the tax for petroleum products
which are for export from the United States or for resale by the
purchaser to a second purchaser for export. The bill would be effec-
tive with respect to sales of imported petroleum products in calen-
dar quarters beginning more than 30 days after date of enactment.

£ 850 (Senators Johnston and Bingaman)
The bill would impose an excise tax on any crude oil, refined pe-

troleum product, or petrochemical feedstock or derivative that is
imported into the United States on or after date of enactment.
With respect to crude oil, the rate of the tax would be the excess (if
any) of $24 per barrel over the most recently published average
price per barrel of internationally traded oil. For refined petroleum
products and petrochemical feedstocks or derivatives, the excise tax
rate would be equal to the excess (if any) of $26.50 per barrel (or
barrel equivalent) over the most recently published average price
per barrel of internationally traded oil.

Analysis

Some may argue that an increase in imported oil prices caused
by an import tax or fee would encourage energy conservation and
domestic exploration and production. Moreover, such a tax might
lessen the United States' reliance on imported petroleum products
and discourage the abandonment of marginal wells. -Such a tax
might also lessen environmental pollution to the extent that re-
duced petroleum consumption induced by the increased tax or fee
would not be simply shifted to consumption of other fossil fuels
(e.g., if increased conservation resulted from the increased tax).
This could have a beneficial impact on the "greenhouse effect" if
the amount of carbon dioxide released into the atmosphere were
correspondingly reduced.

Proponents of an import tax might also contend that such a tax
would result in an increased price for domestic oil, since domestic
oil competes directly with imported oil. This effect could improve
the financial health of domestic oil producers who have suffered
from the decline in world oil prices occurring over the past several
years.

On the other hand, a tax or fee on imported petroleum would
likely increase the costs of domestic manufacturers and decrease
their ability to compete L ainst foreign producers in both the do-
mestic and world markets. Statutory devices designed to relieve
U.S. exported goods from the impact of the tax may be difficult to
administer. It might also be argued that a tax or fee on imported
petroleum reflected in higher prices would impose a relatively
larger burden on low-income households as compared to high-
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income households, since poorer households spend a larger portion
of their disposable income on non-discretionary uses of -etroleum
products (e.g., transportation and home heating costs).

Further, the proposal would adversely affect Mexico, Canada, the
United Kingdom, and other non-OPEC oil producers who jointly
supplied nearly half of the petroleum imported into the United
States in 1989.

Finally, in 1989 a number of Senators jointly sponsored Senate
Resolution 64, which expressed opposition to the imposition of a fee
on imported crude oil and refined petroleum products. 43 Specifical-
ly, the resolution expressed objection to the imposition of such a
tax on the grounds that the fee would (1) directly increase the costs
of production and manufacturing for industries using petroleum
products, (2) impair the ability of industries to compete in interna-
tional markets, (3) directly increase the costs to other users of pe-
troleum products, including those dependent on oil and oil products
to heat their homes (and those who use electricity generated from
oil), and (4) be borne disproportionately by those industries and ge-
ographic regions most dependent on, petroleum products.

4 The Resoin'tion was sponsored by Senator Pell. It was co-eponsored by Senators Chafee,
Mitchell, Kennedy, Leahy, Rudman, Cohen, Heinz, Lautenberg, Matsunaga, Humphrey, Jef-
fords, Kerry, and Metzenbaum.
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PREPARED STATEMENT OF JOSEPH E. CAMPBELL

INTRODUCTION

Columbia Natural Resources, Inc. is headquartered in Charleston, West Virginia.
CNR is a wholly owned subsidiary of The Columbia Gas System, Inc. and performs
the exploration, development and production activities in the Ap alachian Basin.
"NR currently operates 6,700 oil and gas wells in ten states in and adjacent to the
Appalachian area.

CNR believes that natural gas is important, not only to the national energy
supply but also to the national environment because it is the cleanest burning fossil
fuel. On behalf of the American Gas Association, I would like to express the natural
gas industry's deep commitment and support for both an extension of the noncon-
ventional fuel tax credit for gas sold through 2003 from wells drilled through 1993;
and for the restoration of the credit for tight sands gas.

The American Gas Association (A.G.A.) is a national trade association consisting
of 250 natural gas distribution and transmission companies. Collectively, A.G.A.'s
member companies deliver close to 85 percent of the nation's natural gas consump-
tion.

SUMMARY OF POSITION

A.G.A. believes an extension of the Section 29 tax credit is in the national interest
and vital for the continued development of nonconventional natural gas from Devo-
nian shale, coalbed methane, and tight formations. For the following reasons, we
recommend the credit be extended at least an additional two years (to cover gas sold
until the year 2003 from qualifying new wells drilled up to 1993) We also recom-
mend reinstatement of the credit for tight formation gas.

ENVIRONMENTAL BENEFITS OF NATURAL GAS

Because natural gas is an extremely clean burning fuel, its increased use can con-
tribute to improved air quality. Therefore, we believe that it is prudent to adopt
energy/environmental policies that encourage natural gas production and consump-
tion. The extension of the nonconventional fuels tax credit under Section 29 of the
tax code would accomplish these goals, respectively.

Acid rain, ground-level ozone formation, and global warming are the three air
quality problems that deserve top-quality remedies. The primary precursors of acid
rain are believed to be sulfur dioxide (S02) and nitrogen oxides (NOx) In both sta-
tionary and vehicular applications, emissions of S02 from natural gas are essential-
ly zero. Emissions of NOx from stationary sources can be cut 10-65 percent by
switching from other fuels to natural gas.

Ground-level ozone forms when reactive hydrocarbons and NOx come in contact
with sunlight. Using natural gas virtually eliminates reactive hydrocarbons from
stationary sources and reduces their emission levels from gasoline-powered vehicles
by almost 90 percent. We have already noted that natural gas can achieve the NOx
reductions from stationary sources. With regard to mobile sources, a recent study by
Professor Enoch J. Durbin of Princeton University indicates that an engine de-
signed to run on natural gas could achieve NOx reductions of 80 percent or more by
burning a leaner fuel mixture.

One of the primary causes of possible global warming is thought to be increased
concentrations of carbon dioxide (C02) in the atmosphere. In conventional boilers,
natural gas can reduce 30 percent of C02 reductions as compared to gasoline.

DESCRIVMrON OF THE SECTION 29 CREDIT

The Section 29 credit a p plies to new nonconventional wells-those drilled since
1979 and before the end of this year (Exhibit 1). It covers qualifying production sold
from these wells until the year 2001. The drilling deadline was to have ended last
year but Congress in 1988 extended it through 1990. The tax credit today is approxi-
mately 52 cents per MMBtu for tight formation gas and about 80 cents per MMBtu
for gas from other nonconventional sources. However, most tight formation gas
cannot actually qualify for the credit. This is because the Section 29 rules require
that this gas be sold at a regulated price, and actionA taken by the Federal Energy
Regulatory Commission (FERC) beginning in 1984 have now effectively decontrolled
most tight formation gas. Moreover, the FERC recently issued Order No. 519, which
eliminates an incentive price for tight formation gas. In effect, this Order termi-
nates the availability of the credit for any tight formation gas that may have been
produced from a well drilled after May 12, 1990. Gas produced from other noncon-
ventional sources is not subject to these restrictions.
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The credit was part of the nation's response to the OPEC oil embargo ard the gas
shortage crises of the 1970's. Congress felt that development of our vast ionconven-
tional gas resources should be stimulated through a production credit which would
reduce dependence on imported energy.

Nonconventional gas development is often a less attractive investment due to the
higher costs and lower well production rates involved. The wells typically require
expensive fracturing techniques and other technology to stimulate production to
commercial levels. Further, it can take 30 years or more to deplete the recoverable
gas reserve. With coal seam gas, for example, we find the initial investment can run
10-20 more than for a conventional well. This is due to the higher costs of stimulat-
ing and completing multiple seams, additional compression and production equip-
ment, and facilities for the disposal of the water produced with this gas. In addition,
monthly well operating costs can run 300-400% more.

Beyond that, geological factors increase the impact of price volatility risks to
these wells. The effects of hydrostatic pressure, which exist in most coal seam gas
wells, eliminate the options of temporarily shutting in a coal seam well or reducing
its gas flow rate in response to changing market conditions. Similarly, the limited
flow rates of tight formation wells make recove-y of cash flow disruptions virtually
impossible. These and other factors differentia-,e risks inherent in nonconventional
wells as compared to conventional wells.

We believe the credit is a cost effective incentive for this kind of production.
Much of this resource base consists of well-known, shallower reservoirs found in
proximity to existing pipelines. The gas therefore can be produced directly into the
marketplace with less cost, risk and delay than that typically associated with new
exploration drilling. This benefits consumers and enhances industry competitiveness
through increased supplies of gas and lower prices. The need for this gas becomes
more immediate as the current so-called "gas supply bubble" disappears.

The credit is also cost effective because it is solely based on the amount of produc-
tion actually sold into the market during the initial phase of a well's life. If the well
is unsuccessful, no credit is available, and all of the risk of drilling stays with the
producer. Further, the credit applies only to the extent sufficient price incentives in
the marketplace are lacking. The credit is designed to phase out as the price per
barrel of oil rises above $23.50 and terminates completely at $29.50, adjusted for in-
flation. On a Btu equivalent basis, these phaseout thresholds equate to $4.05 and
$5.08 per MMBtu, respectively.

THE CONTINUED NEED FOR THE CREDIT

For the last several years, general market conditions have been nowhere near the
$4-5.00 per MMBtu levels indicated above. The recent wellhead price offered for
new gas has in many cases fallen below $2.00 per MMBtu. Thus, without the credit
after 1990, many producers simply would not have economic margin to develop non-
conventional gas sources, and a large amount of our nation's proven reserves would
be rendered unavailable to consumer markets.

This is confirmed by results of a May 1988 DOE assessment. Exhibit 2 is taken
from the report and shows that nonconventional gas resources comprise approxi-
mately 259 Tcf or about one-fourth, of estimated remaining resources in the lower
48 states. However, 61% of the potential tight formation, 68% of the potential shale,
and 83% of the potential coalbed methane resources are shown on this exhibit as
not economically recoverable at prices less than $3.00 per Mcf.

However, even at a current noneconomic price of $2.00 per Mcf, the Section 29 tax
credit enhances the price for shale and coal seam gas by approximately $.80 per
Mcf, and tight sands gas by $.52 per Mcf.

The tax credit has been successful in stimulating drilling for this type of gas as
shown by the data compiled by the Energy Information Administration (EIA) on Ex-
hibit 2. This exhibit indicates marked increases in the number of new nonconven-
tional wells and the total production of gas from 1980 when the tax credit became
effective. The total number of nonconventional wells as a percentage of all post-
NGPA wells has risen from 6.7% in 1980 to 18.3% in 1987. The total amount of non-
conventional production as a percentage of the total of all post-NGPA new gas pro-
duction has also risen from 3.9% to 10.6% during this same period. That this has
occurred as gas prices were falling is strong evidence that the Section 29 credit was
working as an effective incentive.

ELIMINATE SPECIAL RULES FOR TIGHT FORMATION GAS

Gas produced from tight formations must meet special rules. First, to be eligible
for the credit, the price of tight formation gas must be a regulated price. This pre-
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sents an immediate impediment to the production of tight formation gas. The im-
pediment is an outgrowth of the categorization of natural gas wells under the Natu-
ral Gas Policy Act of 1978 (NGPA). A well qualifying as a tight formation well
under the NGPA nearly always also qualifies under another category of gas, much
of which has been deregulated under the terms of the NGPA.

The FERC has determined that a producer whose gas qualifies under either a reg-
ulated price category or a non-regulated price category must choose the rion-regulat-
ed price category. Because much of the gas that qualifies as tight formation gas also
qualifies as non-regulated gas, producers are, theefore, required to choose a non-
regulated price for their gas. Consequently,-the tight formation gas is not eligible
for the tax credit for production of nonconventional fuels in many cases. In effect,
this has terminated unfairly the credit for existing wells by up to 15 years before it
was otherwise scheduled to expire under the Internal Revenue Code.

The price regulation requirement also presents a potential future problem. As a
result of the Natural Gas Wellhcad Decontrol Act of 1989, gas will be decontrolled
no later than May 15, 1991 (for wells spudded after enactment) or January 1, 1993
(for wells spudded before enactment). Therefore, if the credit were to be extended so
that it is available for wells drilled after December 31, 1990, tight formation gas
from a new well would not qualify for the credit, because it has no regulated price.
In effect, this would deny the credit by eight years or more for new wells before it is
scheduled to cease under the Internal Revenue Code.

Second, the FERC recently issued Order No. 519,1 which will eliminate an incen-
tive price that applies to gas produced from tight formations. Elimination of this
incentive price effectively makes it impossible for tight formation gas to meet the
requirement under Section 29(cX2XBXii) that the price of such gas be at least 150
percent of the price for NGPA section 103 gas. The Order affects all tight formation
gas where the well is spudded or recompleted after May 12, 1990 and all production
enhancement gas where the production enhancement work is begun after that date.

Elimination of this incentive price, because of the operation of contracts in the
industry, will cause the price of tight formation gas to fail to meet the second spe-
cial requirement found in section 29 for tight formation gas. In essence, Order 519
will accelerate the already premature expiration of the credit for gas produced from
new tight formation wells to May 12, 1990.

In FERC Order 523, which interprets the effective date of the Decontrol Act of
1989, the FERC ruled that gas, even temporarily released from a contract in effect
on the date of enactment of the Decontrol Act, is not regulated during the period of
release. This interpretation, in effect, deregulates released gas retroactively to July
26, 1989, thus eliminating the tax credit for otherwise eligible gas.

To rectify the special rules that cause the premature termination of the credit for
tight formation gas, A.G.A. recommends repeal of the price regulation requirement
and the minimum price of 150 percent of Section 103 requirement, both of which
are found in subsection 29(cX2XB) of the Code. This change would place gas pro-
duced from tight formations on the same footing as gas produced from Devonian
shale, coal seams, and other sources with respect to qualifying for the credit.

COALBED METHANE

Coal is formed by chemical and thermal alteration of organic materials. This proc-
ess is called coalification. Methane is a by-pproduct of the coalification process, along
with water. Each ton of coal generates up to 5 Mcf of methane, which is more gas
than coal can store. Some gas is naturally released, however most of the gas is
trapped in conventional reservoirs that overlay coal. The gas retained in coal is
coalbed methane. Gas is absorbed on coal surface and held there by pressure.

Coal is 90 percent organic. Conventional gas-bearing rock is almost 100 percent
inorganic. Naturally occurring fractures are extensive in coal reservoirs. Fractures
are called cleats. Coal is brittle and weak. Therefore, coal tends to collapse into the
wellbore, thus permitting gas to be absorbed onto internal surfaces of coal. In con-
trast, gas is held freely in pores of conventiona, gas-bearing sources. Coal can hold 2
to 3 times more gas in place as the same volume of a conventional source. This
makes coal a very attractive reservoir.

The total resource base is estimated at 400 Tcf in 13 basins. About 90 Tcf to 100
Tcf are technically recoverable. The most active basins currently are San Juan and
Black Warrior basins. Approximately 1,000 completed wells currently in each basin
will account for 80 percent of 1 Bcf/day of coalbed methane production projected for

1 55 Fed. Reg. 6367 (February 23, 1990).
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1991. There is also production activity in 5 other basins: Piceance, Raton, Northern
Appalachian, Western Washington and Powder River.

The San Juan Basin has an estimated 88 Tcf of reserves, but 38 Tcf are in thin,
discontinuous seams that are not yet an exploration target. It has 8 producing
fields. Coal seams are found at depths of 1,000 to 3,500 feet. The seams are thick,
approximately 20-plus feet. Gas in place is up to 35 Bcf/sq. mile. The Black Warrior
Basin has an estimated 20 Tcf of reserves in 9 producing fields. Coal seams are
found at depths of 500 to 4,500 feet. The seams here are. thin, between 1 to 5 feet
thick. Gas in place is up to 9 Bcf/sq. mile.

Unlike conventional gas wells, coalbed methane wells can take 6 months to 4
ears to reach peak production. In fact, only water is produced initially. Additional-

l, water disposal can be costly, particularly if it is low quality. Peak production for
some wells in the San Juan Basin is 7 MMcf/day to 10 MMcf/day. This is higher
than for most conventional onshore wells. Thi3 production is comparable to offshore
and ultra-deep onshore wells. Production lives of coalbed methane wells are longer
than expected. Some wells in the Black Warr.or Basin were drilled in the mid-70s
and are now only reaching economic limit. Some wells in the San Juan Basin should
have lives of 20 years or more.

The Section 29 credit is critical for coalbed methane wells, because absent the
credit most wells would not be producing today. Furthermore, absent significant im-
provements in market incentives (prices) and/or technology, coalbed methane wells
will simply not be drilled.

DEVONIAN SHALE

Gas containing Devonian Shale underlies an area of approximately 273,000 square
miles, slightly more than 6 times the size of Pennsylvania. Two-thirds of this is in
the Appalachian Basin, the remainder being in the Michigan and Illinois Basins.

The Devonian shale is a very fine-grained, laminated formation created by the
disposition of clay and muds as sediments. The shale is essentially comprised of mul-
tiple, alternating layers of organically rich black shales which act as both source
and reservoirs for the gas, and organically lean gray shales that when fractured,
also act as reservoirs. A high carbon content develops in the organic material
trapped in the deposit process. Natural gas is generated through a combination of
temperature and pressures created as the shale was buried. Since the shale is com-
pacted mud and clays with occasional silt and sand stringers, one can easily under-
stand that any flow of gas within the environment is very difficult.

It is estimated that 25% of new electric generation capacity, coming into service
in the next decade will be using gas turbins. The production from thh Devonian
shale is ideally suited for the energy requirements for these energy projects. This
low volume, low pressure reservoir has a very long production life. It is the low
volume deliveries that affect the economic rate of return and deters development of
these reserves.

DOE estimates that the total gas in place for Devonian shale ranges between 200
and 2,500 trillion cubic feet of gas. A trillion cubic, broken down on the basis of 200
million cubic feet of reserves per well, is approximately 5,000 wells. Or 500 wells per
year for 10 years. In real terms, it means that the natural gas industry will be
spending $100 million per year to drill these wells. The Natural Gas Industry would
pay $15 million annually in wages and salaries. The Appalachian Basin, one of the
more economically depressed areas of the United States, would have the equivalent
of approximately 750 additional jobs involved to develop gas reserves that will cff'set
importing 160 million barrels of oil; $3.2 billion worth of oil at $20/bbl. If there is
any substance to the values of $40 to $140/bbl that have been quoted as the actual
cost of getting a barrel of oil out of the Persian Gulf, that could be as much as $22.5
billion worth of oil.

The American Gas Association supports an extension of the Section 29 tax credit
for Devonian shale for the following reasons. First, it has been demonstrated that
the tax incentive is an effective means of stimulating gas reserve development. It is
necessary to justify the economics for wells that have a very low production rate
and a very long production life. As previously pointed out, the amount of this re-
serve base that can be developed depends on the price of natural gas. From the data
the Department of Energy has developed, there will continue to be a diminishing
"window" of reserves that can be developed from this resource base at an incentive
price slightly higher than the free market price of natural gas. The true value of
this resource will have to be determined by the goals of our national energy strate-
gy.

Second, Devonian shale, some that have produced for 80 years, have an extremely
low production rate after their early production life. Wells that produce less than 10
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Mcf/day can be very marginal to operate in their later stages of production, but in
the case of the Devonian shale it is not uncommon to see a well average 5 Mcf/day
for 20 years. This would account for 36,500 Mcf of gas, the reserves lost by not being
able to economically proJuce this gas would require a new well to be drilled to re-
place these reserves for every 5 of these older wells that are plugged. An extension
of the tax credit will greatly influence the continued production of these "stripper"
wells.

SUMMARY

Nonconventional reserves like, tight sands, coal seam and Devonian shale, require
a higher than normal investment to release low volume deliveries from their ex-
tremely tight geological formation. These low volumes will continue to be produced
over what is considered in the industry to be an exceptionally long production life.
The recovery of these reserves is purely based on economics. Development of these
natural resources must have a competitive rate of return on the investment and
have a reasonable payout. Increased use of natural gas can make dramatic reduc-
tions in emissions of the precursors to such environmental problems as: global
warming, acid rain and ground-level ozone formation. Passage of our Section 29 rec-
ommendations will help to ensure an adequate supply of natural gas to support in-
creased demand and reduce reliance on international oil.

CONCLUSION

A.G.A. recommends that the Section 29 tax credit continue as part of our national
energy policy and be extended at least another two years for new wells and qualify-
ing production In addition, we urge this Committee to eliminate the special rules for
tight formation gas. Over the last 10 years, the Section 29 tax credit has proven
itself to be a cost-effective means for stimulating substantial additions to the na-
tion's natural gas reserve base. The importance of an extension and the elimination
of the special rules is underscored by our dependence on imported oil again by-over-
half and the general slowdown in conventional gas drilling.
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Number of Producing Vells a4 AnnuaL prodncton i LowCV 46 States by
Post -HOP Category 197801987 (Volume in 517aUS Cuic Feet)

NOPA Section 107
Devontan Shale.
Coal Seam & Other

Number of Total
Producing production

Year Veils (set).

1978
1979
1980
1981
1982
1983
1984
1g8s
1986
1987

3,981
4,202
4,756
5.883
7,367
8,405
9,470

10,626
11.255
11.649

101
94
90
91
98

HOPA Soetio 1072
Tight FornatiMn

Number of Total Number of
Producing Production Producing
Tolls (sf I ells

241
1,059
5,351

12.169
19,774

103 25.537
112 31e981
116 38,184
124 42,470
145 45,178

14
40
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495
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838

1.058
1,201
1,234
1,413

102.681
124.785
11.,934
187,779
220.047
244,682
271,620
293,696
304,194
309,803

1 Includes reported production enhancement veils.

2 Includes tight formation veils qualifying under other NGPA

categories.

3 Excludes old gas production under NOPA Sections 104, 105. and 106.

Source: Tables FE1-FE3. September 1989 Natural Gas Konthly. Energy
Information Administration, Office of Oil and Gas., serves
and Natural Gas Division, Title I data base.
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PREPARED STATEMENT OF CHARLES J. DIBONA

INTRODUCTION

On behalf of the American Petroleum Institute (API) a national trade association
representing over 250 companies involved in all facets of the petroleum business, I
appreciate this opportunity to present the industry's views on the domestic oil and
natural gas situation and on appropriate public policies.

Although the Federal Government has taken some positive steps in the last five
years toward a more rational national energy policy, such as the abolition of the
Crude Oil Windfall Profit Tax, the phased decontrol of natural gas wellhead prices,
and the development cf a large Strategic Petroleum Reserve (SPR), further changes
in public policy are needed. The following discussion outlines trends in U.S. petrole-
um consumption, production and imports, and then focuses on desirable public poli-
cies. While the discussion concentrates on oil and natural gas, which together com-
prise about two-thirds of the nation's total energy, domestic development of all eco-
nomic energy sources is desirable. -

THE ENERGY SECURITY PROBLEM

Oil's share of total U.S. energy consumption has fallen since the sharp oil price
rise in 1973-from 47 percent in 1973 to 42 percent in 1989-but it remains the na-
tion's principal fuel. The U.S. has become quite dependent upon imported oil, and
this dependence is increasing at a rapid rate. In this year's first-half, U.S. gross oil
imports were 8.4 million barrels per day (MMBD) or essentially 50 percent (49.95
percent) of total U.S. oil consumption, the largest import share ever recorded for a
six-month period. This compares with 4.9 MMBD or 31 percent of consumption in
1985, the year before the sharp fall in oil prices.

The fall in oil prices both stimulated U.S. oil consumption and discouraged domes-
tic production. Growth in oil consumption accounted for about two-thirds of the rise
in imports between 1985 and 1988, while the decline in production accounted for the
other one-third. However, the roles of these two factors have changed dramatically
since 1988. Consumption stabilized in 1989 and has declined this year, while the
downtrend in domestic production has accelerated. Domestic crude oil production
now is declining at an annual rate of about 500,000 barrels per day, compared with
less than 300,000 barrels per day during the 1985-1988 period. Production in the
lower 48 states, which is falling annually by about 400,000 barrels per day, is down
to 5.5 million barrels per day, the lowest level since 1950. And Alaskan production,
which increased until 1988 and thus helped to offset declines in lower-48 production,
now is falling annually by about 100,000 barrels per day.

World oil prices still are low relative to the levels of 1980-1985. However, this sit-
uation may not last. Since 1985 the demand for OPEC oil has been increasing, and
OPEC's capacity utilization has risen from 60-65 percent in the 1983-1985 period to
about 80 percent now. The historical experience suggests that there is increased
danger of a substantial oil price rise when OPEC's capacity utilization rate rises
above 80 percent. Moreover, oil resources are concentrated in an unstable area of
the world where military engagements may curtail the flow of oil, or the threat of
military force may be used to restrict the flow of oil from the area, as the recent
Iraqi military buildup on the Kuwaiti border suggests.

Drilling activity, which is an advance indicator of production, offers little basis for
optimism regarding domestic oil production. So far this year, the number of active
drilling rigs and oil well completions are up from last year's severely depressed
levels, but they are running at less than one-third of the peak levels of the early
1980s.

Both private and government agencies including the U.S. Department of Energy
expect lower domestic oil production, greater U.S. oil consumption, and larger im-
ports in the future. Thus, under current policies the U.S. shortly is likely to import
well over half of its oil continuously and perhaps on the order of two-thirds of its oil
by 2000. The exact import share will depend heavily on future oil prices, but also on
US. policy and how it affects domestic production.

This growing U.S. dependence on oil imports increases the risk that the U.S.
again will suffer the adverse consequences of an oil supply disruption. Greater U.S.
oil import demand reduces the amount of unused oil producing capacity around the
world, and therefore it increases the likelihood that a supply cutback by one or
more oil exporting nations will cause the world oil price to rise sharply. Greater
U.S. oil import dependence also increases the potential adverse effects of a disrup-
tion on the U.S. economy. These adverse effects include reduced gross national prod-
uct, higher inflation, and greater unemployment. Therefore, by holding down the
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growth in our demand for foreign oil, we can make a supply disruption less likely
and also reduce the harmful impact of a disruption should one occur.

DESIRABLE PUBLIC POLICIES

The principal government actions that are needed to develop our domestic oil and
natural gas resources and thus slow the growth in oil imports are increased leasing
of Federal lands, tax incentives for domestic petroleum development, and the avoid-
ance of regulatory requirements whose benefits are not commensurate with costs.

IMPROVED ACCESS TO FEDERAL LANDS

According to U.S. Department of the Interior estimates, the U.S. has 39 to 82 bil-
lion barrels of undiscovered, recoverable oil and natural gas liquids resources, with
a mean estimate of 58 billion barrels; and 307 to 507 trillion cubic feet of undiscov-
ered, recoverable natural gas resources, with a mean estimate of 399 trillion cubic
feet. The Federal Government owns or manages onshore and offshore lands contain-
ing much of these resources. The Interior Department estimates that, for example,
Federal offshore areas contain about one-third of the nation's undiscovered, recover-
able oil and natural gas resources. If the U.S. is to find and develop new petroleum
resources that will reduce our demand for oil imports, Federal lands must be ex-
plored. The most promising lands are onshore in Alaska and offshore California and
the Gulf Coast. Yet, year after year, through the appropriations process, Congress
has imposed leasing moratoriums on promising offshore areas. Furthermore, Presi-
dent Bush's recent decision to reduce severely the offshore acreage available for pe-
troleum exploration and development will harm both the nation's economic per-
formance and its energy security. The results of this policy will be less domestic pe-
troleum production, more energy imports, greater dependency on the OPEC cartel,
more tanker traffic, and the export of investment and jobs overseas.

The Coastal Plain of Alaska's Arctic National Wildlife Refuge (ANWR) is an espe-
cially promising area. The U.S. Department of the Interior's (DOI) April 1987
report, Arctic National Wildlife Refuge, Alaska, Coastal Plain Resource Assessment,
concludes that if there is economically recoverable oil in the area, there is a 95 per-
cent chance for more than 0.6 billion barrels and a 5 percent chance for more than
9.2 billion barrels of recoverable oil. The mean estimate is 3.2 billion barrels. Using
the mean estimate of 3.2 billion barrels of recoverable oil, the DOS estimates that
the ANWR Coastal Plain would have peak production of 659,000 barrels per day.

TAX CHANGES

The exploration/production segment of the domestic petroleum industry has been
extraordinarily depressed since oil prices fell sharply in 1986. The reductions in
both domestic petroleum production and investment in future production combine
to indicate a greatly weakened domestic petroleum supply capability. The removal
of tax disincentives and enactment of tax incentives would have a positive effect on
investment in exploration and production as well as on enhanced recovery of exist-
ing reserves. While these measures are unlikely to halt or reverse the trend of
import growth, they can delay and reduce the trend.

REMOVAL OF TAX DISINCENTIVES

There are, under current tax law, several provisions which hinder the exploration
for and development of domestic oil and gas reserves. These tax disincentives should
be modified. They include:

1. Geological and Geophysical Costs-Geological studies and geophysical surveys
(G&G) are the initial steps undertaken in evaluating an oil and gas prospect. Cur-
rently, expenditures for G&G are recovered through depletion over the life of the
field. However, geological and geophysical costs are an important and integral part
of the daily exploration process. As such, G&G represents ordinary and necessary
business expenses no different from the ordinary and necessary business exp..nses
incurred by the rest of American industry. Therefore, these costs should be allowed
to be deducted currently as ordinary and necessary business expenses.

2. Intangible Drilling Costs-Under present law, integrated oil producer may
deduct only 70 percent of intangible drilling costs (IDC) in the year incurred; the
remaining 30 percent is amortized over a period of 60 months. Independent produc-
ers may currently' deduct 100 percent of IDCs. The full expensing of IDCs as in-
curred is by far the most efficient cost recovery mechanism. Current expensing
avoids the reduction of anticipated rates of return of any project and the resulting
barriers to investment in oil and gas production. At the same time, it dies not
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impose any long-range reduction in tax revenues. Full expensing of IDCs should be
available to all producers regardless of size.

3. Minimum Tax Preferences-Under current law, percentage depletion and that
portion of IDCs which are expensed are treated as tax preferences for purposes of
the alternative minimum tax (AMT). Historically, within the Internal Revenue Code
the government has attempted to encourage petroleum industry exploration and de-
velopment by allowing percentage depletion and current deduction of IDCs. By se-
verely diminishing' the value of these regular income tax incentive provisions, the
AMT reduces the economic viability of many projects and tends to magnify the in-
trusion of the tax system into the investment decision process. Both IDCs and per-
centage depletion should be deleted as tax preferences for determining the alterna-
tive minimum tax.

4. Rev. Rul. 77-176-The Treasury Department causes taxpayers to use the cum-
bersome tax partnership rules in order to obtain traditional after-tax economics in
typical oil and gas joint ventures., Eliminating the unnecessary burdens of Rev. Rul.
77-176 (e.g., partnership tax returns, separate audits and administrative proceed-
ings) would be beneficial to both the IRS and taxpayers.

5. Transfer Rule-Under current law when an independent producer acquires a
"proven" producing property from an integrated producer, that property is not eligi-
ble for percentage depletion. This discourages transfers of properties from one tax-
payer to another who could operate them more efficiently. Absent such a change,
properties valuable to the nation's oil supply might well be abandoned as uneconom-
ic, rather than produced.

6. Net Income Limitations-Current law provides that the percentage depletion
deduction is limited to not more than 50 percent of the net income of an eligible
producing property and not more than 65 percent of the taxpayer's taxable income.
Repealing these provisions would stimulate additional cash flow to those independ-
ent producers who retain income producing properties.

7. Offshore Abandonment Costs-When an offshore oil and gas field has exhausted
its commercial life, production facilities such as platforms must be removed. Costs
incurred for such removal are substantial. Under current law, a taxpayer is not al-
lowed a deduction far those expenses until the taxable year in which such facilities
are actually removed. The obligation to remove production facilities is imposed as a
condition of obtaining an offshore Federal lease, state permits, etc., and benefits the
entire life of the oil and gas project. The cost of the removal and restoration obliga-
tion should be recovered over the producing life of the offshore lease.

THE NONCONVENTIONAL FUELS TAX CREDIT

The Section 29 tax credit for producing fuel from a nonconventional source was
enacted into law in 1980. The U.S. possesses vast reserves of many of the alternative
energy sources eligible for the tax credit. Congress believed that the credit would
lead to the development of these domestic sources thereby reducing United States
dependence on imported energy. This tax credit, due to expire at: the end of this
year, should be extended. Proposals in Congress would: extend the placed in service
date from January 1, 1991 to January 1, 1993; remove the price regulation require-
ment for tight sands gas effective prospectively for wells drilled after July 1, 1989,
and treat newly spudded well gas the same as if the gas were produced from old
wells; clarify that the credit applies to gas produced from shale and modify the Sec-
tion 29 treatment of oil and gas produced by retort of shale rock; and, confirm the
Department of Energy definition of "tar sands." API endorses these proposals. In
addition, we recommend elimination of the requirement that qualified fuels be sold
prior to a specified date [January 1, 2001, under current law]. Finally, in order for
the incentive to be fully effective, it must be fully creditable against AMT in the
year earned, and the full unused portion of the credit must be carried forward and
applied against the regular tax or AMT of a subsequent year.

TAX INCENTIVES

In addition to the foregoing proposals, tax incentives also would have a positive
impact on domestic petroleum production. The Administration's energy tax propos-
als in the FY 1991 budget represent a step in the right direction. They are, however,
limited in scope and do not provide equal treatment for all petroleum companies.
Such disparate treatment restricts the program's potential benefits to the nation.

A program of tax incentives for all petroleum companies without regard to such
factors as company size or degree of integration would provide greater national ben-
efits than the Administration's proposal, as would a more comprehensive approach
such as that proposed in the domestic Energy Security Act of 1989 (H.R. 664, S. 449).
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This legislation would establish much broader incentives than those contained in
the Administration's proposal. For example, under H.R. 664 and S. 449, companies
would be eligible to receive permanent tax credits for all drilling costs, and for costs
incurred to produce stripper oil, heavy oil, oil from enhanced recovery projects, and
"harsh environment" oil such as that produced from offshore areas under at least
400 feet of water. In addition, S. 828, the Enhanced Oil and Gas Recovery Act of
1989, which Senators Domenici and Boren along with other members of the Senate
have sponsored, would be an important step towards overcoming current obstacles
to enhanced recovery for both existing wells and new projects. It would complement
H.R. 664 and S. 449.

A recently released study by the U.S. General Accounting Office (GAO) suggests
that production incentives are of limited value. However, both the Departments of
Energy and Treasury, the only government agencies who are identified as having
reviewed the study, dissent from its findings and conclusions. API's brief review (the
study has only just been released) concurs with that of DOE and Treasury in that
we find GAO's conclusions are not supported. by the information it supplies.

First, GAO's finding that the capital recovery rules for the industry are overly
generous fails to account for the particular characteristics of petroleum investment,
such as high risk and the lack of any salvage value for major asset categories, which
those rules have been designed to address.

Second, the GAO study relies on a flawed theoretical analysis of the petroleum
industry's marginal tax rates to make broad comparisons with other industries. Nu-
merous studies using actual data have demonstrated that the burden of taxation
borne by the U.S. petroleum industry in recent years is similar to, if not higher
than, that borne by other industries. Thus, either the tax rates on the non-produc-
tion (downstream) operations of the oil industry are extraordinarily high-perhaps
even exceeding the statutory rate-or the GAO's estimates of the marginal tax rates
in the producing (upstream) segment of the petroleum industry vastly understate
the actual rate. Inasmuch as there is no basis to believe the former explanation, it
is highly likely that the GAO's estimate of the petroleum producing industry's mar-
ginal effective tax rate is simply wrong.

Third, GAO concludes that the U.S. tax system is not a significant factor in the
movement of U.S. petroleum activity abroad. Yet the report itself cites dozens of ex-
amples of improving terms of petroleum taxation in other countries even as it al-
ludes to the increasing proportion of investment being directed overseas.

Fourth, the GAO's comparisons of the costs of tax incentives with the costs of ob-
taining SPR oil ignore several important factors. For example, increasing the
amount of oil in the SPR raises demand for oil in world markets and puts upward
pressure on world oil prices, whereas increasing domestic oil production puts down-
ward pressure on world oil prices. As OPEC capacity utilization rises and the world
oil market becomes tighter, this factor becomes more and more important. In addi-
tioa, the efficacy of S PR additions compared to augmenting domestic production
through tax incentives depends critically upon the government's purposes and as-
sumptions. For protection against a short-lived disruption expected to occur within
the near future, the SPR is the more appropriate mechanism.

However, if the risk of a disruption is more distant or if it is assumed to be of a
long-lasting nature, augmenting domestic production is probably more efficient than
adding to the SPR.

Both the Departments of Energy and Treasury have also pointed out that the ben-
efits of proposed tax incentives are not reflected adequately in the GAO report, and
they disagree with the major findings of the study.

TAXES ON ENERGY USE

The Federal Government should not use energy taxes to resolve the Federal defi-
cit problem, since such taxes would impose very large costs on the economy. For
example, several studies of the potential effects of higher Federal motor fuel taxes
or broader based energy taxes, which have been done by private and public organi-
zations, have found that such tax increases would have severe adverse effects on the
national economy. These adverse effects include higher inflation, more unemploy-
ment, lower real incomes and a loss of international competitiveness for American
industry. Because of the damaging effects that energy taxes would have on the econ-
omy, the Federal revenues raised by such taxes would in large part be offset by rev-
enue losses from other sources and by higher government expenditures for income
maintenance programs. In addition, motor fuels and other energy-use taxes tend to
be regressive, falling hardest on relatively low-income people, and also place espe-
cially heavy burdens on regions of the country that are particularly heavy energy
users.
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REGULATORY REQUIREMENTS WITH POSITIVE NET BENEFITS

The government should avoid imposing regulatory requirements where costs
exceed the likely benefits, and it should always seek to obtain benefits through the
use of the most cost-effective methods. Unnecessarily large pollution control costs
reduce the nation's ability to develop its petroleum resources and to produce petro-
leum products as well as its ability to achieve other objectives, without resulting in
compensating environmental benefits.

The petroleum industry now is particularly concerned about the reformulated gas-
oline mandate contained in Clean Air legislation that is currently being considered.
The industry agrees that changes in gasoline will help reduce emissions. We are
doing joint research with the automobile industry, testing many different reformu-
lated gasolines to try to establish which vehicle-fuel combination works best. Howev-
er, a Congressional mandate telling refiners exactly how to reformulate gasoline
would make this much-needed research pointless.

Moreover, no one has determined how the fuel specifications in the Clean Air bills
would affect overall air quality. Certain of the requirements would actually increase
some of the pollutants that cause smog. These requirements would also come at
great cost to consumers. Finally, the bills would not provide adequate time to make
the refinery changes needed to meet the new gasoline requirements.

To summarize, the petroleum industry favors reformulating gasoline to reduce air
pollution. However, the provisions now being considered in Congress may well not
provide the best air quality solution at the lowest cost to consumers. An approach
that sets realistic performance standards and allows industry scientists working
with recognized air quality authorities to find cost-effective solutions is far prefera-
ble.

BENEFITS OF RECOMMENDED PUBLIC POLICIES

Taken together, all of the positive steps outlined above increased access to Federal
lands, appropriate tax incentives, and the avoidance of unwarranted costly regula-
tions-would stimulate U.S. petroleum production and prevent unnecessary de-
clines. The recommended measures would have important economic benefits as well
as national security benefits-for the U.S. and for other oil importing nations as
well.

First, as stated above, greater U.S. petroleum production will reduce the future
demand for oil on world markets and thus help to hold down the world oil price,
thereby benefiting American consumers who in the aggregate are large-net import-
ers of oil.

Second, the U.S. may increase its national income by expending less of its labor,
capital, and materials to produce petroleum domestically-from lands that have not
yet been leased, for example than it would use to pay for imported oil.

Third, to the extent that increased domestic petroleum production requires the
use of specialized labor and equipment that otherwise would be unemployed, in-
creased U.S. petroleum production will raise employment of labor and capital and
thus boost national income.

Fourth, lower U.S. expenditures for oil imports will improve the nation's interna-
tional trade balance.

Lastl,, a larger national income means a higher Federal tax base and higher tax
revenues. Moreover, leasing of Federal lands and production from them raises lease
bonus and royalty revenues for the Federal Government.

THE ROLE OF ENERGY CONSERVATION

Energy conservation is sometimes advocated as the principal mechanism to
achieve environmental and energy security goals. The petroleum industry fully sup-
ports the efficient use of energy. However, we are convinced that an effective na-
tional energy policy cannot be built on conservation alone. API has conducted sever-
al studies on energy demand and economic performance that lead to this conclusion.

One of these studies examined the relationship between energy use and economic
performance. This study found that if energy use is held constant through govern-
ment-imposed limits, then normal rates of economic growth can be maintained only
if more capital or labor are used or if the pace of technological change quickens.
Either of these implies a huge increase in investment, on the order of 50 percent of
total national investment, and a reduction in aggregate U.S. consumption on the
order of 16 percent. It is simply not realistic to expect this to happen. Of course, in
the 1970s and early 1980s, the nation adjusted to sharply higher energy prices by
using less energy. But this was a period of tenfold oil price increases and below par
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economic performance. In those years, the reduced use of energy hurt economic
growth.

THE STRATEGIC PETROLEUM RESERVE

Finally, the Federal Government should continue to add to the Strategic Petrole-
um Reserve (SPR), which currently contains about 587 million barrels of crude oil or
about 70 days' supply of gross imports at recent rates. The SPR is an important tool
for responding to future supply disruptions.

PREPARED STATEMENT OF SENATOR PETE V. DOMENICI

Mr. Chairman, distinguished members of the Committee on Finance.
I am greatly honored to appear before this distinguished Subcommittee to offer

some thoughts as you consider various strategies to augment America's domestic re-
serves of energy.

I am tempted to tell you, Mr. Chairman, that I have the perfect answer to your
challenge.

That answer is S. 828, the Enhanced Oil Recovery bill that you and I are sponsor-
ing.

I am convinced that the Tax Code offers a very exciting and quite inexpensive
way to meet America's energy needs for this decade and into the next century.

And I should note that it is achieved in a way that lowers the threat to our envi-
ronment.

America, in my view, must maximize our development of existing oil wells. Surely
that should be a premise on which environmentalists, conservationists, and pro-de-
velopment advocates can agree.By "maximizing development," I mean getting as much as possible out of eachweldrilled.

Today, when the oil industry drills a well and extracts all that it normally can
extract economically, about two-thirds of the oil is left behind. It simply is uneco-
nomic to pump more than a third of the oil from a typical well in today's market.

Let me repeat that: Traditional oil recovery techniques leave 65 to 70 percent of
the oil in the ground.

Yet the science exists to extract far more oil per well. Unfortunately, those tech-
niques are expensive; they require considerable capital investment beyond what is
generally economic under today's tax structure. Most of that oil will not be recov-
ered under existing tax policy unless the price of oil rose substantially from today's
levels.

Assuming $20-a-barrel oil and existing Federal tax policy, the Department of
Energy estimates America's current recoverable petroleum reserves at 26 billion
barrels.

To enlarge that supply, you and I, Mr. Chairman, and other Senators, have pro-
posed a modest package of tax incentives-S. 828, the Enhanced Oil Recovery Tax
Act of 1989.

This legislation has a very simple goal: Increasing production from existing Amer-
ican wells.

If we assume that the per-barrel price of oil remains at $20, DOE estimates that
S. 828 would increase America's economically recoverable oil reserves by 25 percent.
The cost in lost Federal revenues for each additional barrel of oil would be no more
than 35 cents-less than a penny a gallon.

Let me go through those figures again. S. 828 will mean an additional 6.9 billion
barrels of oil production-at a total loss in Federal revenues, spread over several dec-
ades, of $2.4 billion according to DOE.

Last year, the Joint Committee on Taxation estimated that my bill, with several
modifications, would cost $13 million in the first year, and would cost $151 million
over the five-year period, 1990 to 1994.

That confirms my view that the revenue loss as a result of instituting these incen-
tives would be very minor in the initial years.

You may be interested to know, Mr. Chairman, that DOE says S. 828 will add 428
mi'lion barrels to Oklahoma's reserves. In my own state, another 122 million bar-
rels of oil could be recovered economically under S. 828-more than doubling our
recoverable reserves, creating 8,000 new jobs by the year 2000.

All these gains would be achieved simply through increased productivity from
each well existing now, or each well that would be drilled in any event.

S. 828 means new investment and new jobs-American jobs-raising employment
in areas of relatively high unemployment. Inevitably, that will produce a ripple
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effect as economic activity increases, but I have not included those gains in my cal-
culations.

Mr. Chairman, this is a time-sensitive challenge. The accelerating rate of well
abandonments and well plugging could eliminate, within five years. economic access
to as much as two-thirds of the remaining oil that could be recovered through En-
hanced Oil Recovery.

Possibly most important, this legislation will reduce dramatically our dependence
on foreign petroleum.

If American consumers were to purchase those 6.9 billion barrels of oil on the
world market-as we inevitably will, if we are unable to increase at-home re-
serves-we will have to pay $138 billion in foreign markets [at $20 a barrel].

And we will watch with some fear as that oil is shipped across the sea; 5,750 voy-
ages of a tanker with the capacity of the Exxon Valdez would be required to move
those 6.9 billion barrels of oil to American users.

Last year, the gap between the oil we produced and what we consumed cost us
$35.2 billion on our trade deficit. That was 29 percent of the total trade deficit.

Domestic petroleum production is projected to decline from nearly 10 million bar-
rels per day in 1988 to 7.2 million in 2101. Oil imports are expected to reach 13.4
million barrels per day, about two-thirds of total U.S. consumption, by 2010, com-
pared with 6.3 million barrels per day in 1988.

With our oil imports approaching the unprecedented level of 50 percent of con-
sumption, there is an urgent economic need for increased domestic energy produc-
tion.

Let me cite a few figures that may concern you as much as they concern me:
@ The number of oil and gas rigs in operation two weeks ago was 825, the lowest

rate since records began to be kept in 1940. In fact, the number of rigs is down 80
percent from the 4,000 in operation in 1981.

9 Last year, there were 28,510 wells completed, the fewest since 1973, and 60 per-
cent below the number completed in 1981.

* Footage drilled was 130 million last year, off 70 percent from 1981.
* Capital spending for exploration and production was $14.1 billion last year, off 8

percent from the preceding year and a startling drop from the peak of $57.8 billion
in 1981.

Within 10 years, we could be spending $150 billion to $200 billion a year for im-
ported oil. That amount is greater than our total trade deficit today, raising serious
questions about our ability ever to reduce the deficit.

Let me return to the example of the Exxon Valdez. Under S. 828, for every tanker
the size of the Exxon Valdez that fails to sail for America-and we recover oil in-
stead from enhanced techniques out of wells in Texas or New Mexico or Kansas-
the cost over time in direct revenue loss to the Treasury would be $400,000.

But the 1.2 million barrels carried aboard the Exxon Valdez would have a value
of $24 million-$24 million spent in the Middle East and added to our trade deficit.

If S. 828 were enacted, the United States could reduce the trade deficit by as
much as $50 dollars for every dollar foregone by the Treasury.

I see S. 828 as a painless method-one that can be achieved with no rise in the
price of oil to consumers-to expand dramatically America's at-home oil production.

Mr. Chairman, allow me now to list the precise provisions of the Enhanced Oil
Recovery Tax Act of 1989:

* The bill provides a 10 percent investment tax credit for the costs of enhanced
oil recovery projects.

* The bill creates the what I like to call the "Energy Reinvestment Allowance." It
allows a 27V2 percentage depletion on the incremental oil produced as result of en-
hanced oil recovery techniques. The availability of the energy reinvestment allow-
ance is limited to pay back. Pay-back is the point at which the producer has sold
enough oil to recoup the investment associated with the enhanced oil recovery
project. Under S. 828, current law applies to current reserves.

* The bill suspends the intangible drilling costs and percentage depletion prefer-
ences for the alternative minimum tax, so long as the price of oil remains below $30
a barrel. Should the price rise above that $30 figure, most of the benefits to the pro-
ducers would disappear. I am convinced that a ceiling of less than $30 a barrel
would be ineffective, failing to accomplish the goals set out in the legislation.

These enhanced oil recovery incentives [the energy investment allowance, the
AMT holidays, and the credit] would be available only until a producer reaches
"pay-back," the point where the producer has recovered his investment.
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e The bill permits the states to determine which projects would qualify as en-
hanced oil recovery projects.

* The bill would increase the net income limitation on oil and gas to 100 percent
of taxable income.

Before turning to the issue of natural gas, I would like to point out for the benefit
of this Subcommittee the important contribution of stripper wells to the nation's
energy security, even though each individual well produces less than 10 barrels of
oil per day.

Nearly three-fourths of all producing oil wells in this nation fall into the stripper
category. Stripper wells often are thought of as being "uneconomic, but consider
these statistics from a consumer's viewpoint:

America consists of some 95 million households. We, as a nation, consume roughly
17 million barrels of oil daily. With one barrel of oil meeting the average daily
needs of about six families, stripper wells fulfilled the oil needs of about 7.5 million
U.S. families in 1988.

Stripper wells generate thousands of jobs in the oil and natural gas fields, hun-
dreds of millions of dollars in payrolls, -and account for 15 percent of total U.S.
crude oil production. Maintenance and enhancement of stripper well production un-
questionably makes economic sense.

Yet we are seeing more and more of these wells being capped. In 1989, 17,423
stripper wells were abandoned out of 454,150. In my state of New Mexico, 1,087 out
of 14,723 stripper wells were abandoned that year. About 20.8 percent (14.3 million
barrels) of the state's oil production comes from stripper wells.

New Mexico happens to rank seventh in the production of crude oil among all the
states. The petroleum industry is still one of New Mexico's largest non-governmen-
tal employers, providing jobs for 19,111 men and women in 1989, a decrease of 825
from 1988.

An estimated 39.3 percent (27 million barrels) of the state's 1989 oil yield was pro-
duced by using secondary recovery techniques and pressure maintenance where that
is economic.

Mr. Chairman, since S. 828 was introduced, I have received many comments from
industry, the Administration, and others. Several oil producers have told me that
this legislation would increase their domestic reserves by 20 to 30 percent.

One producer wrote: "If enacted S. 828, would not only increase current domestic
oil and gas production, but also foster new and innovative extraction techniques,
which would substantially broaden our nation's energy base, bolstering our national
security interests."

The President has also put forth the outline of his enhanced oil recovery proposal.
This is evidence that the President recognizes the important contribution to our
energy security that enhanced oil recovery could make. I hope your Committee
agrees.

Now, let me turn to the issue of natural gas.
Lately there has been much attention focused on the comparative advantages of

natural gas as the "fuel of the future," primarily due to its environmental benefits.
Now that well-head prices of natural gas finally have been decontrolled, the do-

mestic petroleum industry is beginning to look optimistically toward the future of
natural gas exploration and production.

However, the economic, political, and technological conditions necessary for suc-
cessful natural gas development are the same as for crude oil. Both resources are
found and developed through the efforts of the same explorers and producers. Often,
oil and natural gas are produced from the same wells. It is important to keep this in
mind as national energy policy takes shape.

While domestic natural gas supplies are adequate to meet the present needs of
American consumers, there are some short-term problems which are primarily re-
lated to slack demand. The long-term problems are going to be more Serious as a
result of regulatory inefficiencies, which reduce the ability of natural gas producers
to compete effectively for markets.

One of the most important questions to consider in these hearing is how to prow-
mote regulatory change on both the Federal and state levels which will create a
more competitive environment for natural gas.

According to the DOE, total demand for energy will continue to grow, despite
energy conservation. Total primary energy consumption is expected to grow at an
average annual rate of about 1 percent per year.

Among all the states, New Mexico ranked fourth in the production of natural gas
in 1989. At the end of that year, there were 19,221 activegas wells in New Mexico.

The average price of natural gas was $1.60 per thousand cubic feet in 1989, down
14 cents from the previous year and $1.17 below the 1983 high of $2.77.
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In a low energy price outlook, there are market opportunities to expand gas
demand. However, there also is strong price competition from other fuels, psrticu-
larly cheap imported fuels.

There are emerging energy needs due to increased concerns about the environ-
ment, too. Natural gas is a viable option in competition with low-priced alternative
fuels.

The Section 29 credit encourages natural gas producers to drill for hard-to-get
natural gas. This includes methods like coal seam gas, tight sands, and coal-bed
methane.

After years of research and development, when the price for fuel was high, tech-
nology progressed significantly in these areas.

In 1989 the U.S. recovered just under 100 billion cubic feet of natural gas using
coal-bed methane gas techniques. In 1990 we expect to recover around 200 billion
cubic feet.

With current technology-and prices under $3.00 per 1,000 cubic feet-20 trillion
cubic feet of recoverable natural gas exists.

Isn't technology fantastic! For years coal-bed methane was considered a nuisance
to mining operations, R was produced to help prevent accidents, not because it could
be used for fuel.

Now, after years of research an(' development, coal-bed methane is becoming rec-
ognized as a viable and abundant domestic energy resource. The government counts
it in resource estimates, and it's keeping America's gas reserves from slipping while
other new gas developments are temporarily slow.

In the San Juan basin along the New Mexico-Colorado border, the first coalbed
methane development began in 1977. That first well didn't start producing until
1981. It eventually produced 2.4 billion cubic feet a day. Some wells average more
than 5 million cubic feet per day and peak at around 10 million cubic feet a day.

Increased gas supply, however, cannot be obtained under a continuation of cur-
rent industry practices. New initiatives will be required to increase production.
Without the new initiatives for gas supply, U.S. gas supply would decline, and the
gas industry would be unable to take advantage of the opportunities for increased
sales.

In fact the gas industry would face an increasingly supply-constrained situation to
meet even current levels of gas sales.

While there is not much natural gas imported today, those imports are projected
to grow rapidly during the 1990s. It is estimated that American production will drop
from 92 percent of demand in 1988 to 86 percent by the year 2010. The difference
will mean close to a doubling of the percent of gas that is imported from nations
like Canada, Mexico, Algeria, the Caribbean, Nigeria and Norway.

When Section 29 was enacted, no one could predict the gas market that existed
when deregulation occurred and continues to exist today. Congress thought that a
deregulated price would be sufficiently high to remove justification for the credit.
Average gas prices rose in the early 1980s to a- high as $7.83 per thousand cubic

-feet.
However, since 1985 gas prices have declined to their current level low levels,

down to $1.50 per thousand cubic feet. Many producers find it difficult to make a
profit at this price on conventional gas production, let alone tight sands production.

After 1987, very few production sites remained eligible for credit under the
narrow definition of "tight sands production."

While the Section 29 credits have been available for almost 10 years, they have
only been taken, generally, in the last few years. Recent advances in drilling and
other technology have brought increased interest in these unconventional resources;
unfortunately, in the closing years as the credits expire.

An extension of the credit will benefit consumers and the nation as a whole.
More orderly and environmentally responsible development of resources can occur

if producers are not under a short timetable for completing hundreds of wells. If the
credits expire, it is probable that much of the future development of these resources
may not occur. In addition, natural gas is environmentally a more clean burning
fuel.

Mr. Chairman, Members of the Committee, thank you for this opportunity to tes-
tify.
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PREPARED STATEMENT OF CRAIG G. GOODMAN

INTRODUCTION

Mr. Chairman, members of the Committee, my name is Craig G. Goodman, and I
am honored to appear here today as the Tax and Legislative Counsel for The Na-
tional Stripper Well Association.

The National Stripper Well Association is a trade organization which represents
the operators of more than 450,000 crude oil wells, 74% of all wells operating in the
United States today, and 3.8 billion barrels of proven recoverable domestic reserves.
Operators of America's stripper wells are a true cross section of one of America's
most capital intensive industries. Unlike many other industries, however, oil and
gas production, particularly marginal production, is primarily a depleting capital in-
dustry.

Stripper wells are being permanently abandoned in the United States at a rate in
excess of 17,000 wells per year. These wells and the domestic reserves behind these
wells represents a significant national resource.

In the United States today, producers are actually taxed on the capital they
invest to drill new wells. For many of these producers, the modem tax code virtually
bars the return of this capital. In addition to the obvious legal implications of such
provisions, taxes on invested capital force the premature abandonment of marginal
wells and at the same time penalize efforts to replace the domestic production and
reserves that are being lost.

Tn essence gentlemen, the U.S. tax code is now encouraging the depletion of
America's resource base. We are, in effect, draining America fict. At a time when
clean air and tax fairness are of concern, there are no valid policy reasons to penal-
ize the capital that is invested to find and develop new domestic reserves.

The National Stripper Well Association will identify the provisions of the tax code
that impose direct taxation on drilling capital. We are also submitting a modest pro-
posal with analysis to reduce this tax on capital consistent with both tax reform and
our current budget deficits. Additionally, we would appreciate keeping the record in
this hearing open so that we may submit additional qualitative and quantitative
analysis of the regressive and anti-competitive impacts of these provisions.

BACKGROUND

In the price collapse/tax reform era of the last five years, U.S. production and
reserve additions have declined dramatically, imports now have reached 50% of cur-
rent consumption levels, and are increasing. From a peak of 8.9 million barrels a
day just prior to the price collapse and the passage of The Tax Reform Act, U.S.
production is now 7.2 million barrels per day, a full 1.7 million barrel per day loss.
At $17 per barrel, this lost production alone costs the U.S. $10.5 billion a year. This
is just the extra money we are now exporting to foreign producers to pay for our oil
imports. Oil now represents a major portion of our trade deficit and as prices go up
this percentage will increase dramatically.

Since 1985, virtually every major U.S. production statistic has declined by at least
50%. The total number of exploratory wells drilled per yeb, has declined from. over
12,000 to near 6,000, development wells from near 60,000 to under 25,000, total foot-
age drilled from over 300 million feet to under 150 million feet. And, a recent analy-
sis presented at the last meeting of the National Stripper Well Association demon-
strated clearly that these losses are only the beginning of a long term continuing
decline in domestic production and reserve additions that currently has no end in
sight.

TAXES ON CAPITAL INVESTED TO MAINTAIN AND REPLACE DOMESTIC PRODUCTION AND
RESERVES ARE REGRESSIVE AND ANTI-COMPETITIVE

Many observers, particularly in Washington, would like to blame the entire prob-
lem on the OPEC price collapse. However, when prices increased from an average of
$12 to over $15 per barrel from 1988 to 1989, U.S. production continued its decline
by over 500,000 barrels per day. Clearly, if OPEC wanted to maximize it's long term
profits and simultaneously wipe out the U.S. independent industry, it need only
reduce it's prices to $5 per barrel for an extended period of time. Let the record
reflect that we hope and pray this will not occur.

However, there is another, less obvious, reason that U.S. production and reserve
additions have continued to decline, despite significant percentage increases in
prices since the crash. Over 75% percent of U.S. independent producers are subject
to multiple tax penalties on the capital they have invested or need to invest to re-
place existing production. Had oil prices stayed in the range that existed before tax
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reform, the penalties would not have had as large an impact. However, the price
collapse actually caused these penalties to become operative and increased their
impact.

It was bad enough that oil prices had collapsed from $30 to $10, but these tax
penalties actually increased as prices, revenues and profitability declined. The Na-
tional Stripper Well Association maintains that these penalties have been a major
contributing factor to the decline of U.S. production and reserve additions in the
post-tax reform period. The geology of the world has not changed dramatically since
1985, just the tax code.

Worse yet, imposing a tax on the capital used to maintain or replace lost produc-
tion increases both the costa and risks of new drilling and lowers the after-tax
return from these investments, particularly if prices, revenues or profitability de-
cline. Today in the United States. capital invested in new drilling by over 75% of the
nation's independent producers will cost them more and return to them less than the
exact same investment would to most for oil companies.

Not only are these tax penalties regressive and anti-competitive, but they violate
the basic premise of tax reform, namely tax neutrality. Today, the tax code and a
producer's taxpaying position, rather than the underlying economics of an oil or gas
project, can actually determine whether tax disadvantaged firms can replace their
depleting reserves.

Tax reform never intended this result because tax reform never anticipated a
60% decline in oil prices. And it was this combination of regressive penalties togeth-
er with the price collapse that causes these results.

The essence of the problem is that U.S. tax reform increased substantially the
time within which capital invested in new drilling and reserve replacement can be
recovered. Tax reform which started in 1969, has continuously eroded the ability of
domestic producers to recover adequate capital to replace the thousands of wells
that are plugged or become marginal producers. This erosion has taken the form of
multiple "preferences" within the structure of the alternative minimum tax (AMT).
Producers, primarily independent producers, now pay taxes on an ever-growing por-
tion of the capital they invest in new drilling as well as their remaining capital
assets.

RECOMMENDATIONS

The National Stripper Well Association strongly supports the industry's efforts to
enact "plow-backs" and drilling investment credits as a way to reduce the regressive
and anti-competitive impacts that reside within our tax code. However, we also be-
lieve that, at a very minimum, the existing penalties on marginal production and
new drilling investments must be eliminated or reduced.

Therefore, we urge Congress to consider reducing the time it takes to recover the
capital necessary to save and replace America's depleting re3ource base.
I. Stop the loss of Arerica's marginal production by eliminating current restrictions

on capital recovery from marginal production.
An area that needs immediate attention is the growing loss of marginal U.S. pro-

duction. Once gone, this production and these known, proven reserves are lost, pos-
sibly forever. Lost also is the possibility to enhance this production and thereby
maximize the known resource base of this country.

A well that produces an average of 2.6 barrels per day generates less than $20,000
a year in gross income before the high costs of operations, down time, and wor-
kovers are deducted. Allowing timely arid sufficient capital recovery from. these
properties will not cost the government much in lost revenue because low volume
wells do not pay much in taxes. However, it could encourage the operators of these
wells to keep them producing until prices rise, or investments in new drilling or
enhanced recovery become more competitive.

Senators Boren of Oklahoma, and Dole of Kansas and Congressman Clinger of
Pennsylvania have proposed The Marginal Production Incentive Act (S. 1565 and
H.R. 3437). Congressmen Archer, Andrews and Pickle of Texas have also proposed
similar legislation. These bills contain cost-effective provisions that can help stop
the loss of U.S. reserves and production.

These proposals would repeal current limitations on capital depletion for wells
producing under 15 barrels of oil or 90 Mcf of gas per day. Repealing the depletion
preference, the 1000-barrel-per-day limitation, the taxable income limitation and the
transfer rule for low-volume properties plus increasing the net income limitation
can stop the loss of this vast domestic resource. By allowing more efficient operation
of wells that otherwise would be lost, these proposals can save billions of barrels of
known proven domestic reserves for future recovery.
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II. The US. Tax Code Must be Changed to Eliminate or Reduce the Tax on Capital
Invested to Drill New Wells.

The Administration and a number of your colleagues are proposing both tax cred-
its and, most importantly, a reduction or elimination of the two AMT preferences
for expensing the costs of drilling new wells. The concept of treating the capital
used to drill new wells as income for alternative minimum tax purposes is a relic
from the time of OPEC embargoes and soaring oil prices. For over 75% of all inde-
pendent producers, IRC §§ 56(g) and 57(a) have become a direct tax on the capital
invested to drill new wells. Yet, without these new wells, independent producers are
merely liquidating their assets.

IDC expensing has been in the code since the beginning of income taxation itself.
Current tax law artificially forces 75% of the independent producers in this country
to wait a minimum of 14 years to recover the capital invested in finding and devel-
oping a statistically average sized U.S. reservoir. For many of these producers, the
tax code bars full recovery of their drilling capital. The National Stripper Well As-
sociation urges the return to full IDC expensing. However, at a very minimum, we
are submitting a minor proposal that would shorten this waiting time to 11 years.

The technical provisions of the code and the language we propose are attached,
together with a comprehensive analysis of the revenue and wealth effects of such a
change. If this modest legislative proposal were added to S-1565 it would reduce the
current penalties on new drilling by one-half and cost the Federal Treasury virtual-
ly no actual cash over the life of new projects brought on line.

Even considering the flaws in the revenue estimation process, this legislative pro-
posal could inspire over 1300 new successful projects, over $4 billion in successful
new investments, over 871 million barrels of new domestic reserves and approxi-
mately 200,000 barrels of new production per day before there would be a discount-
ed revenue impact of $100 million per year. This is the amount allotted in the Presi-
dent's budget for AMT modifications. This represents a cost of approximately 11.5
cents per new barrel of reserves added.

CONCLUSION

The National Stripper Well Association urges reconsideration of antiquated, anti-
competitive and regressive tax policies. Policies that are based on events that have
no relevance to the post-tax reform era. U.S. tax policy must encourage capital for-
mation in all areas of domestic petroleum extraction.

Full and timely recovery of the capital used to maintain and replace America's
depleting resource base is the key to providing this tax policy. Capital formation in
this vital industry can yield substantial benefits to all Americans. Each new project
started because of this proposal adds over $13 million in new wealth to U.S. Society
and over $2.7 million in new taxes to the U.S. Treasury.

The time to invest in America is now. Tax equity and efficiency require a new
direction in U.S. energy tax policy. The National Stripper Well Association urges
your leadership on these important issues. Thank you.

LEGISLATIVE PROPOSAL TO REDUCE THE IMPACT OF INTERNAL REVENUE CODE SECTIONS
56(g) AND 57(a) ON NEW U.S. DRILLING INVESTMENTS

PROPOSAL

Reduce the Amount of IDCs Subject to the Two Existing IDC Preferences by 50% and
Increase the Net Income Limitation to 100%.

Existing statutory language with revisins in bold:

[Sec. 57 (a)(2)(B)(ii)]

Sec. 57. ITEMS OF TAX PREFERENCE.
(a) IN GENERAL RULE.-For purposes of this part, items of tax preference

under this section are-
(2) INTANGIBLE DRILLING COSTS.-

(A) IN GENERAL-With respect to all oil, gas and geothermal properties of
the taxpayer, the amount, (if any) by which the amount of the excess intan-
gible drilling costs arising in the taxable year is greater than [65] 100 per-
cent of the net income of the taxpayer from oil, gas, and geothermal proper-
ties for the taxable year.
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(B) EXCESS INTANGIBLE DRILLING COSTS.-For poses of subpara-
graph (A), the amount of the excess intangible drilling costs arising in the
taxable year is the excess of-

(i) one-half of the intangible drilling and development costs paid or
incurred in connection with oil, gas and geothermal wells (other than
costs incurred in drilling a nonproductive well) allowable under section
263(c) or 291(b) for the taxable year, over

(ii) the amount that would have been allowable for the taxable year
if such costs had been capitalized and straight line recovery of intangi-
bles (as defined in subsection (b) had been used with respect to such
costs.

[Sec. 56 (g)(4)(D)(i)]

Sec. 56. ADJUSTMENTS IN COMPUTING ALTERNATIVE MINIMUM TAX-
ABLE INCOME

(g) ADJUSTMENTS BASED ON ADJUSTED CURRENT EARNINGS.
(4) ADJUSTMENTS.

(D) CERTAIN OTHER EARNINGS AND PROFIT ADJUSTMENTS.
i) INTANGIBLE DRILLING COSTS. The adjustments provided in

section 312(nX2XA) shall apply in the case of one half of the amounts
paid or incurred in taxable years beginning after December 31, 1989.

EXPLANATION OF CURRENT LAW

Currently, when computing alternative minimum tax liability, all producers of oil
and gas must add back to regular taxable income a portion of the intangible drilling
expenses incurred or paid in the taxable year. That portion for both individuals and
corporations is the excess of current year IDC deductions over the sum of a hypo-
thetical current year amortization of such costs and 65% of pre-IDC oil and gas tax-
able income. In addition to this preference, corporations are also subject to another
preference item that is computed on the intangible drilling expenses incurred in a
taxable year that exceed the amount that would otherwise be deductible if the cor-
poration had amortized those expenses over a 5 year (60 month) peri(xl. For corpora-
tions, however, the amount of intangible drilling expenses that remain deductible in
the current year after computing the first preference must then be used to compute
the second preference.

REASONS FOR CHANGE

The impact and severity of the crude oil price collapse of 1986 was not anticipated
within the current structure of the alternative minimum tax. Consequently, the two
preferences for intangible drilling costs have had the unintended effect of increasing
the relative tax burden for certain domestic producers as prices, revenues and prof-
itability have declined over the last four years. The existence, magnitude and inter-
play of these two preferences have increased to an undesirable level both the costs
and risks of exploring for and developing additional U.S. reserves for those taxpay-
ers subject to one or both of these preferences.

While current budget constraints require that some preference on drilling invest-
ments remain, it is the belief of this Committee that the preexisting level of prefer-
ences on new drilling can be reduced consistent with the current year's budget reso-
lution.

EXPLANATION OF CHANGE

The proposed changes to IRC Sections 56(gX4XDXi) and 57(aX2XBXii) would reduce
by one half, the amount of intangible drilling costs that must be amortized over
either five or ten years by those corporate and individual taxpayers subject to the
alternative minimum tax. Currently, the amount of intangible drilling costs which
individual taxpayers cannot deduct in the current year as a result of IRC Section
57(a) are not available as a deduction in future years. Consequently, the proposed
change would increase the income limitation against which these deductions are
measured to 100% of net oil and gas income. Since corporations are subject to both
IRC Sections 56(gX4XDXi) and 57(aX2XBXii), this will also help to mitigate (but not
eliminate) the current differences in the tax treatment of intangible drilling costs
between corporate and non-corporate taxpayers.
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ANALYSIS OF PROPOSAL TO REDUCE THE IMPACT OF INTERNAL REVENUE CODE SECTIONS
56(g) AND 57(a) ON NEW U.S. DRILLING INVFSTMENTS

INTRODUCTION

Set forth below is an analysis of the operation and effect of a proposal to reduce
by one-half the amount of intangible drilling costs (IDCs) that are subject to the two
alternative minimum tax (AMT) preferences contained in IRC §56(g) and IRC §57(a).

The impact on new drilling investments of IRC Sections 56(g) and 57(a) occurs"upfront" because the preferences substantially disallow deductions for IDCs in the
ar that the investment is made. This causes a "prepayment" of Federal taxes to
made which theoretically is repaid to the investor without interest by way of an

AMT credit in future years. By limiting (or barring) the recovery of invested capital
which creates AMT liability on the "front end" of new drilling investments, the two
IDC preferences increase substantially both the costs and the risks attendant to
such investments.

Additionally, if prices, revenues, or taxpayer profitability decline, or if the taxpay-
er otherwise remains subject to the AMT, the impact of these two preferences in-
creases and the taxpayer may never receive the AMT credits provided by law. When
this occurs, IRC Sections 56(g) and 57(a) become an unintended tax directly on
either the invested capital itself or the remaining capital assets of the taxpayer.

SUMMARY

This proposal does improve project economics at a very modest real cost to the
Federal Government. However, because this proposal does not reduce the actual
cash payments that are made to the Federal Treasury over the life of a project, only
the timing of those payments, it will not, by itself, render a statistically average
U.S. drilling investment economic. for an AMT taxpayer. Consequently, AMT tax-
payers (primarily independent producers) will have to locate larger than average
sized reservoirs to find acceptable economics even under this proposal.

Using base price forecasts, average U.S. reservoir statistics, and lower than aver-
age exploratory risks reported by the EIA in 1989, no actual undiscounted loss in
revenues to the Treasury occurs over the life of an average project under this pro-
posal. However, because the full financial impact of both preferences occurs in the
year of the investment, the impact is $76,874 when discounted and inflated over the
life of a project that becomes economic under this proposal using a 15% private and
social discount rate. Additionally, since the economic impact of the AMT is basically
regressive, the discounted, no-risk impact increases to $107,253 if prices decline to
the EIA low price forecast.

It should be noted that the average size reservoir reported by EIA (640,000 bar-
rels) is not economic to an AMT taxpayer under either EIA low or base price fore-
casts. Using EIA's base price forecasts, it would require a 670,000 barrel reservoir to
become economic even under this proposal. The EIA base price forecast relied upon
starts at a price of $16.33 per barrel of oil and $1.63 per Mcf of natural gas and rises
to $94.24 per barrel and $9.42 per Mcf over the life of the project. This analysis also
assumes a 75% risk of exploratory failure. The risk of failure for an average U.S.
exploratory project is approximately 87%. Using this higher rate of exploratory
risk, an AMT taxpayer must locate a 840,000 barrel reservoir to find acceptable eco-
nomics under this proposal.

Using the EIA base price forecast and a 670,000 barrel reservoir size, the Federal
Government would receive a total of $2,743,530 in new taxes per project under cur-
rent law and the same under the proposal. Additionally, the total wealth added to
U.S. society from this capital investment would be $13,386,944. This does not include
reductions in the trade deficit or other indirect "multiplier" effects of the proposal.
Obviously, neither the increase in Federal tax receipts of $2.74 million nor the
$13.38 million in added wealth to society would occur unless changes to IRC §§56(g)
and 57(a) are made to induce an AMT taxpayer to undertake this $3.2 million in-
vestment in new drilling. There is also no revenue impact if the investment is un-

- successful because the proposal does not change the treatment of dry-hole costs.
Since both IDC preferences impose the full AMT tax burden on the investment

before it generates sufficient cash flow to actually owe taxes, the return of capital to
the investor may not occur under a number of different scenarios. These scenarios
include low or declining prices, lower revenues from oil and gas operations, higher
drilling costs or a combination of the three. If the investor stays only marginally
profitable, loses money or remains an AMT taxpayer for any other reason, the tax
on drilling capital embedded in the two IDC preferences may never be recovered
fully by the taxpayer.
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Under the EIA's base price forecast and using average reservoir statistics, the
Government does not finally repay the "up-front" AMT payment for 14 years or
longer under current law, and 11 years under the proposal. If larger than average
reservoir statistics (670,000 barrels) and the EIA base price forecast are used, this
time is shortened from 13 to 11 years.

There are several ways to measure the revenue impact of this proposal. Treasury
receipts can be measured under cur,'ent law compared to what they would be under
the proposal on an "expected", "undiscounted" or "discounted" basis. The "actual"
undiscounted cash flows and the "expected" values of the investment and the reve-
nue streams demonstrate "real life' impacts as these are the measures utilized
when drilling investments are made. Discounting alone assumes, in all cases, that
the drilling investment will be successful and that producers do not take geological
risks. Consequently, these measures exaggerate the revenue impact of each project.
Observations using the discounted, undiscounted and expected revenue impacts of
this proposal are set forth below.
I. The Actual "Undiscounted" Revenue Impact of the Proposal.

The IDC preference(s) and the AMT generally is considered merely a "cash flow
adjustment' or a "timing mechanism" which advances tax collections before the
return of capital. As a result, it is not surprising that the undiscounted revenue
impact of a project that becomes economic because of this proposal is zero. As stated
above, using the EIA base price forecast and average reservoir statistics, Federal tax
receipts would increase by $2,511,810 under current law and the same amount
under the proposal. A 670,000 barrel reservoir which becomes economic under this
proposal would generate $2,743,530 in new Federal tax receipts if the impact of IRC
§§ 56(g) and 57(a) were reduced by one half. Since this proposal is targeted to new
and successful drilling investments only, each new project that becomes economic
would add over 200 barrels per day of production without any actual cash effect to
the Treasury over the life of the project.

It should also be observed that each project that becomes economic under this pro-
posal causes a substantial increase in wealth to occur to U.S. society. Each $3.2 mil-
lion, 670,000 barrel project creates $13,386,944 million in "actual" undiscounted
social wealth to occur using the EIA base price forecast. This wealth flows to State
and Federal Governments, the taxpayer, the landowner and others. Additional
social wealth effects created by this activity include payments to contractors, multi-
plier effects and trade impacts. However, no attempt has been made to quantify
these wealth effects.

The substantial increases in both tax receipts and wealth attendant to reducing
the impact of IRC §§ 56(g) and 57(a) occur because of the structure of the AMT. The
incidence of the AMT occurs on the capital investment itself, rather than the
income generated by the investment. The structure of the AMT and both IDC pref-
erences would theoretically be improper if the law did not also provide an AMT
credit to allow a taxpayer to recover the capital based portion of the tax in later
years. The theoretical propriety of the AMT and the IDC preferences rests on the
assumption that a taxpayer becomes profitable enough to one day owe regular
income taxes so that the return of capital through the AMT credit occurs. If this
does not occur, the AMT payments that are never creditable become a direct tax on
capital instead of income.

II. Discounted, Risk- Weighted "Expected" Revenue Impact of the Proposal
The "expected" value of the revenue impact of this proposal discounts the cash

flows to the investor, the Treasury and society by both a social discount rate plus
'he geological risk of the investment. An investor looks at the "expected" after tax

_value of his investment to determine whether he will recover the cost of his funds
and make a profit after the geological risk of failure is considered.

The expected return of and return on capital as well as the expected revenue
streams generated by that capital are the most reliable indication of what will occur
in "real life." It should be noted, that to the extent that U.S. society, the Treasury,
or the revenue estimation process are in 9.ifferent to -n investor's "expected" return
of capital, substantial wealth and competitive opportunities are missed.

The "expected" revenue impact of reducing by one-half the economic impact of
IRC §§ 56(g) and 57(a) is only $19,219 for each 670,000 barrel project that becomes
economic as a result of this proposal. This impact increases to $26,813 if prices de-
cline to the EIA low price forecast. At $19,219 per project, over 5,000 new projects
could be started before $100 million in "expected" revenue impact would occur.

What is most interesting about using "expected" values, is that relatively small
increases in the after-tax expected value of the investment to the investor causes
substantial increases in both expected wealth and expected tax receipts. For exam-

37-589 0 - 91 - 5
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pie, using the EIA base price forecast, a 75% exploratory risk, and a 670,000 barrel
reservoir size, an investor can "expect" a loss of $1,866 under current law. However,
under the proposal, the same investment yields an "expected" profit of $17,353.

To make this project economic, Federal tax receipts need only be reduced by
$19,219 on an expected basis while no actual cash would be lost on an undiscounted
basis. Likewise, this minor "expected" revenue impact can be expected to add ap-
proximately $610,282 in new wealth to U.S. society

It should be noted that regular Federal income tax payments over- the life of an
average sized U.S. project or a 670,000 barrel project are unchanged by this propos-
al. Only the up-front prepayment of Federal taxes on invested drilling capital repre-
sented by the two IDC preferences has been reduced.
III. Discounted Revenue Impact of the Proposal

Due to the fact that the full economic impact of both IDC preferences occurs in
the year that capital is invested in new drilling and no geological risks are assumed,
the discounted and inflated value of the revenue impact exceeds its "actual" cash
effect to the Treasury and U.S. society.

Using the EIA's base price forecast and a 670,000 barrel reservoir size, the dis-
counted revenue impact is $76,874 per new successful project assuming no geological
risks are involved. Using a 15% social discount rate, the Treasury would collect
$804,405 per 670,000 barrel project if the investment was made under current law
and $727,531 under the proposal.

However, capital investment in new drilling would not be profitable using either
the EIA low or base price forecasts and EIA statistically average reservoir sizes, if
IRC Sections 56(g) or 57(a) continue in effect. The added $727,531 in tax receipts is
realized only using the EIA base price forecasts, a 670,000 barrel reservoir size (and/
or lower than average exploratory risk assumptions) and the proposed reduction in
the IDC preferences.

It should also be noted that the discounted, no-risk impact of $76,874 per project
that becomes economic under this proposal not only increases Federal tax receipts
by $727,531 per project, but it also increases wealth to U.S society by $2,950,128 per
project using a 15% social discount rate.

Using this higher measure of the revenue impact, 1300 successful new projects
could be started, an estimated 871 million barrels of new reserves, and approximate-
ly 200,000 barrels of new production per day could be added before there would be a
$1.A0 million revenue impact. Because 670,000 barrels or larger reservoirs become
economic with this proposal, over $4 billion in successful new investments, primari-
ly by independent producers, would have to occur before the Treasury would lose
$100 million using a 15% social discount rate and no risk assumptions. This repre-
sents a cost to the Government of approximately 11.5 cents per new barrel of re-
serves added. The 1300 new projects also would increase Treasury receipts on a dis-
counted basis by approximately a billion dollars over current law, and add over $3.8
billion in discounted new wealth to U.S. society.

If a lower social discount rate is used to measure the revenue impact of this pro-
posal, the return to the Treasury in the form- of increased tax receipts, the increase
in wealth to society and the amount of new capital that could be invested in finding
and producing new domestic reserves would all increase before the discounted
impact of this proposal reaches $100 million.
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Foreword

This manuscript went to print as U.S. troops landed in Saudi Arabia in response
to the Iraqi invasion of Kuwait, and the world crude oil and financial markets
have started to reflect the expected price increases of future crude oil supplies.
The full economic effects of the August 2, 1990 takeover of Kuwait and its
aftermath cannot be predicted with certainty at this writing. Crude oil
inventories are relatively high; post-invasion crude oil supplies and the Strategic
Petroleum Reserve draw-down capabilities are significant.

These recent events underscore the significance of the historical changes that
have occurred in the definition of U.S. "taxable income" and the multiple
limitations that have been placed on the ability of U.S. producers to recover the
capital and non-capital costs necessary to replace depleting U.S. reserves. This
analysis of U.S. petroleum income taxation, and particularly the changes that
have occurred in the timing of wot recoveries from investments to replace
domestic reserves, helps to explain the dramatic increase in the post-tax-reform
U.S. reliance on imported crude oil.

In the four years since the 1986 collapse in world oil prices, crude oil production
in the United States has declined by over one and a half million barrels per day
despite interim price increases of over one hundred percent. U.S. exploratory and
development efforts, measured by the drilling rig count, feet drilled, reserves
replaced in the United States, and seismic crew activity, remain near record
lows. In 1988, the U.S. spent $38 billion on imported crude oil. By 1995 this
amount could increase to over $100 billion.

There are two major factors which determine -the level of U.S. crude oil pro-
duction: the world price of crude oil and the "expected" after-tax return on U.S.
petroleum extraction investments. Analysis of cartel pricing policies or attempts
by the United States to control the price of crude oil on either a unilateral or
multilateral basis is beyond the scope of this analysis. Instead, this analysis is
intended to provide context and understanding of the relative competitiveness of
U.S. petroleum extraction investments.

To determine whether an investment to replace depleting U.S. reserves is a
competitive use of capital, a U.S. investor must simultaneously compute the
economic effects of geological risk, drilling and operating costs, the time value of
money and the timing of cost recoveries, the return from lower risk investments,
and the competitive advantages of foreign petroleum tax and fiscal systems
compared to the U.S. system.

Of all the factors that influence investments to maintain and replace depleting
U.S. petroleum resources, the one that the Federal Government has the most
control over is the structure, operation and the relative competitiveness of the
Federal petroleum income tax system. The structure, operation and relative
competitiveness of the U.S. system has had a significant impact on the
"expected" after-tax return on U.S. extraction investments and, therefore, the
level of domestic crude oil production and reserve replacements.
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Overview and Conclusions

During the period between December 1985 and August 1990, after the concurrent
collapse of world oil prices and the passage of the U.S. Tax Reform Act of 1986,
an issue developed as to whether the U.S. system of income taxation imposes a
direct tax on the capital invested to maintain and replace U.S. petroleum
production and reserves rather than on the "income" stream produced from
those investments. By analyzing the historical development of U.S. petroleum
income tax law and policy, and checking the results against sophisticated
quantitative and comparative analysis, the author believes there is substantial
evidence that more than an insignificant portion of the financial burden of the U.S.
system of income taxation falls directly on the capital invested in depletable
petroleum resources in the United States. These findings pose significant
implications for U.S. energy and tax policy, U.S. national security, U.S. trade, the
balance of payments, and the long-term economic welfare of the United States.

The historical analysis demonstrates how the U.S. tax reform movement changed
dramatically and adversely the time within which investments in domestic
petroleum extraction are recovered. In so doing, the various tax reform acts
between 1969 and 1986 have changed the focus and economic impact of U.S.
income taxation for a significant portion of U.S. productive petroleum assets,
notably for those producers whose income is based primarily on domestic
wellhead revenues.

The inception and expansion of the alternative U.S. system of income taxation
has increased the tax burden that results from capital and non-capital
investments in new drilling and reserve replacement in the United States. While
early alternative minimum tax policy affecting petroleum was intended as a
penalty for OPEC price spikes of the 1970s, its expansion in 1986 has caused
substantial dysfunction in its operation during the post-collapse oil price regime.

The alternative system of petroleum taxation in the post-collapse/tax reform
period has produced impacts that are regressive as a function of lower crude oil
prices, lower net income from oil and gas operations or lower corporate
profitability and has produced anticompetitive impacts among taxpayers
undertaking identical drilling investments.

The quantitative analysis in Section Three demonstrates clearly the numerous
regressive and anticompetitive impacts among firms and taxpayers, particularly
as crude oil prices, revenues and/or profitability decline. First, the percentage of
a firm's net income taken by the U.S. tax and fiscal system increases, both
absolutely and relative to firms in more profitable taxpaying positions. Second,
this regressive feature causes the after-tax return from U.S. extraction
investments to decline at the same time it causes the after-tax cost of such
investments to increase, particularly for less profitable firms. Third, firms in



133

U.S. Petroleum Income Taxation: 1890-1990

relatively similar competitive positions within the same industry but in different
taxpaying positions have substantially different "expected" after-tax returns
from identical drilling investments. Last, the U.S. tax and fiscal system generally
and, the alternative minimum tax system specifically discourages risk taking.
Thus, the system distorts economic decision makipg, resulting in potentially
significant losses in wealth to U.S. society.

Since U.S. producers that drill the largest percentage of domestic wells have
fallen into both the lower income and the less favorable tax positions, the
implications for national energy, tax, trade and security policies are significant.

Additionally, the author has found that certain arguments used to blur the real
economic distinctions between high risk depleting finite capital asset industries
and low-risk depreciating capital asset industries are both misleading in an
historical context and inaccurate when analyzed using sophisticated
microeconomic quantitative and comparative analysis.

The current U.S. definition of "taxable income", which now includes drilling
investments and asset depletion, represents a major departure from the
historical structure of the U.S. income tax system as well as from its
constitutional underpinnings. Moreover, quantitative and comparative analysis
suggests strongly that the changes made to the U.S. petroleum income tax code
over the last twenty years may have actually encouraged depleting America
first.

iv
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Section One: Analysis

U.S. Petroleum Income Taxation
1890-1990

Executive Summary

Federal income taxes are relatively new
compared to other forms of taxation. The
Constitution granted broad powers to the
Federal Government to levy indirect
taxes-e.g., duties and excise taxes-
requiring only that they be imposed
uniformly throughout the Nation. Until the
20th century, indirect taxes were the major
source of government funding. The
government's power to impose direct
taxes, such as ad valorem, severance, and
income taxes, however, was more limited.
The Constitution allowed the Federal
Government to impose a direct tax on
property only if the tax was apportioned
among the states according to population.
Each state would then tax property within
its boundaries by whatever means it chose
and remit its assessment to the Federal
Government.

In 1862, Congress passed an income tax to
finance the Civil War, but repealed it
before it was challenged on constitutional
grounds. In 1894, the Federal Government
again sought to impose a direct tax on
income. The U.S. Supreme Court,
however, reasoning that a tax on the
income generated from property was
equivalent to a tax on the property itself,
held that the constitutional rule of
apportionment extended to the taxation of
income.

In response to this decision and to satisfy
a growing need for tax revenues, the 16th
Amendment to the Constitution was
ratified in 1913, granting Congress the
power "to lay and collect taxes on income
fiom whatever source derived." Congress
immediately exercised this new power and
enacted the first constitutional income tax

law. The nominal tax rate for both
individuals and corporations was one
percent.

The tax rate, however, is only one element
in determining tax liability. Of equal or
greater importance is the definition of
taxable income. Taxable income generally
has been defined as the gross income from
all sources, less the ordinary and
necessary costs of doing business, minus
an allowance for the recovery of the capital
assets consumed in producing that income.
Additional allowances have been provided
for gains or losses arising from the sale of
capital assets. Normally, deductions for
losses that are not fully usable in one year
become either capital losses or net
operating losses and, subject to certain
limitations, are deductible over subsequent
tax years.

To remain viable, a business must recover
the capital assets it uses in the production
of income. Accordingly, Congress has
avoided imposing income taxes on capital.
Federal tax law, therefore, recognizes the
value of capital assets consumed in the
operation of a business as one of the costs
of doing business and provides allowances
and deductions for the recovery of such
capital.

The capital and non-capital cost recovery
provisions affecting petroleum extraction
are different from comparable provisions in
other industries. When a business' assets
are plant and equipment, the consumption
of capital is called depreciation. When the
assets are exhaustible natural resources,
such as oil and gas, the consumption of
capital is called depletion.

The primary capital assets of a natural
resource extraction firm are finite deposits
of an exhaustible resource. An oil
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producing firm is continually liquidating its
principal assets in order to generate
sufficient revenues to continue operating.
Unlike a business that collects rent from
real estate, an oil producer sells off its
capital assets over time so that when
these assets are depleted, there is
virtually no capital left. Also, unlike
ordinary plant and equipment, deposits of
natural resources-particularly oil and
gas-are not easily replaced. They are
increasingly difficultto locate, costly to
extract, and involve substantial financial
risk for investors.

During the first third of this century, the
U.S. was a low-cost, high-volume producer
of crude oil. Relatively quick capital and
non-capital cost recoveries encouraged
rapid reinvestment to replace the oil
reserves being extracted. Starting in the
1930s, however, it became increasingly
difficult to locate productive new oil fields
in the United States as dry hole rates
increased dramatically. The size of
discoveries also was declining. Early in
the 20th century, a deposit with less than
20 million barrels of crude oil was not a
major discovery. Today, a deposit of one
million barrels is a major find.

Cost recovery provisions affecting
domestic petroleum extraction include
percentage and cost depletion,
depreciation, and deductions for recovery of
intangible drilling costs (IDCs) and
geological and geophysical (G&G)
expenses. JDCs include drilling-related
expenses: e.g., labor, fuel and other such
items generally having no salvage value.
G&G expenses involve acquisition of
information used to determine the
existence or location of hydrocarbon
resources. There also are significant
limitations on the use. of net operating
losses, passive losses, depletion and tax
credits. These provisions generally serve
to define the portion of total sales
revenues to be treated as "taxable

income" when computing regular federal
income tax liability.

As the tax code evolved, allowances for
capital and non-capital cost recovery
changed frequently. Consequently, so has
the portion of oil and gas sales revenues
that has been characterized as "taxable
income" The federal income tax code at
fist allowed a small, and then briefly a
larger, allowance for depletion. Thereafter,
the depletion allowance and deductions for
IDCs and G&G costs all declined. Since
1918, the effect of virtually every major
change in U.S. petroleum income taxation
has increased the portion of oil and gas
sales revenues characterized as "taxable
income" and decreased the portion that
can be retained as capital or non-capital
cost recovery.

The alternative minimum income tax
system created a new definition of
"taxable income". This new definition of
income often requires the prepayment of
federal income taxes based on the level of
current capital and non-capital investments
rather than on the true economic income
associated with that investment. In so
doing, it has increased considerably the
costs and the risks associated with
domestic extraction investments and
thereby lowered the after-tax rate of return
from these investments.

Historically, the regular income tax system
has provided for capital cost recoveries for
natural resource extraction, particularly oil
and gas, as the greater of the cost or value
of the depletable resource. Under the
alternative definition of taxable income,
deductions for many capital and non-capital
costs, such as depletion, depreciation, and
IDCs, are limited severely or unavailable
in a real economic sense. Consequently, a
company or individual exploring for oil and
gas in the United States today may sustain
real economic losses defined under
traditional income tax principles, yet incur
alternative minimum income tax liability.
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Introduction

Evolution of the U.S. system of petroleum
income taxation can be divided into three
historical periods. The creation and initial
development of the U.S. income tax system
and the origins of energy tax law and policy
occurred during the period between 1894
and 1926. From 1926 to 1969 there was
relatively little change. During this period
the concept of percentage depletion was
adopted and expanded as a vehicle for
recovering the capital depletion associated
with natural resources. Also certain
limitations were placed on the recovery of
geological and geophysical expenses. The
most recent period, beginning in 1969, is
marked by the creation and exparsion of an
alternative system of U.S. income taxation
plus new and signifi -ant limitations placed
on the recovery of capital and ,con-capital
costs associated with U.S. petroleum
extraction. The focus of this analysis is on
the marked contrast between the post-tax
reform era and the entire prior history of
U.S. petroleum income taxation.

Creation of the U.S. Income
Tax System (1894-1926)

Distinction between direct and
indirect taxation

The modern U.S. income tax system is th,.
result of a struggle over federal efforts to
impose taxes directly on Oe property and
incomes of U.S. citizens. Article 1, Section
8 of the Constitution granted Congress the

broad power "to lay and collect Taxes,
Duties, Imposts and Excises." However,
until ratification of the 16th Amendment,
this power was limited by Article 1,
Section 2, which specified that "direct
taxes shall be apportioned among the
several states.. -according to their
respective numbers."

Early constitutional debates and case law
recognized the need for the Federal
Government to have the power to raise
revenues to finance its operation. But the
framers of the Constitution placed
safeguards on the exercise of this power
by requiring that direct taxes be
apportioned among the states and indirect
taxes be imposed uniformly throughout the
nation. The distinction between direct and
indirect taxes was the subject of much
debate. Generally, direct taxes are
imposed on the ownership of property,
whereas, indirect taxes are imposed on the
use or consumption of property.I

The Federal Government was not
prohibited from taxing property, but it was
required to do so only in accordance with
the constitutional rule of apportionment.

I
An example of a direct tax is a severance tax,
whereas an indirect tax would be a sales or
franchise tax. The difference is somewhat
more difficult to determine when the tax
takes the form of an excise tax computed on
the income of a corporation, such as the one
passed in 1909. The distinction set forth above
is the one posited by the Supreme Court in the
landmark case of Hylton v. United States. 3
DalI. 171 (1796).
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The rule required that the value of a direct
tax on the owne-ship of land or other
property was to be divided among the
states according to a population census.
Each state then Would pay its assessed
amount, collecting the tax from its citizens
in accordance with its own local system of
taxation.

The framers of the Constitution intended
that direct taxation of property by the
Federal Government should be a difficult
procedure because they believed that
taxation should be representative in a
manner similar to that by which
Congressional districts are apportioned.2

Moreover, the framers believed that the
government would be able to raise
sufficient revenues to meet its needs
through indirect levies, such as excise
taxes-and import fees. Unlike the Federal
Government, the state governments had
inherent sovereign powers to levy taxes
directly on incomes and property.

Constitutional challenge over
income taxation

Since income taxes were not mentioned in
the Constitution, there was considerable
controversy as to whether an income tax
was a direct tax requiring apportionment or
an indirect tax which simply required
uniform application. The controversy was
not resolved until 1895 in the landmark
case of Pollock v. Farmers' Loan & Trust
Q.3 and the subsequent ratification of the
16th Amendment to the Constitution in
1913.

In The Income Tax Act of 1894, Congress
imposed a two percent annual tax on the

2
'They retained this security by providing that
direct taxation and representation in the
lower house of Congress should be adjusted
on the same measure.' Footnote 3 supra at
pges 621-622.
3
158 US. 601 (1895).

gains, profits, and income received by U.S.
citizens. This tax was immediately
challenged on constitutional grounds for its
failure to meet the apportionment rule. In
the bo~k case, the Supreme Court held
that a tax on income or dividends derived
from any real or personal property,
including the bonds and capital stock of
corporations, was equivalent to a direct tax
on the capital or property itself and,
therefore, subject to the apportionment
rule.4 The Federal Government's power to
impose uniform excise taxes on both
property and income remained unaffected.

The origins of U.S. energy tax
policy

The Supreme Court's interpretation in the
Pollock case of the limits on the Federal
Government's power to impose income
taxes led to three major developments:

" Congress enacted The Corporation
Tax Act of 1909;

* the 16th Amendment to the U.S.
Constitution was ratified in 1913; and

• the first constitutionally permissible
federal income tax was imposed one
week later.

An explanation of the Court's logic which
also contains an earlier reference to the rela-
tionship between income, capital and property
is contained in the following quote:
'A tax upon one's whole income is a tax upon
the annual receipts from his whole property,
and as suchfalls within the same class as a tax
upon that properrD , and is a direct tax, in the
meaning of the Constitution.... This principle
which seems critically correct, would exempt
as well the income as the capital of the prop-
erty. ft protects the use, as effectually as the
thing. What, in fact, is property, but afiction,
without the beneficial use of it? In many
cases, Indeed, the income or annuity Is the
property Uself.' (emphasis added) Ibid. at
pg. 625.

SEcwrN Omt ANMALvss 2
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These developments, along with passage
of The Revenue Act of 1918 and the
Supreme Court's interpretation of each of
these measures, formed the basis of early
U.S. energy tax policy. The legislative
history and court cases surrounding these
events made it clear that different income
tax provisions were necessary for
depletable natural resource extraction
industries, primarily because these
industries rely on revenues generated by
the liquidation of their primary capita
assets to continue operations.

Historically, however, the depletable
nature of these assets has presented
Congress and the courts with difficulty in
distinguishing the portion of sales
revenues that should be treated as income,
and thus subject to income taxes, and the
portion of revenues that are a return of
capital and, therefore, not subject to
taxation. 5

This difficulty was first underscored by the
Supreme Court in the landmark case of
Stratton's Independence. Ltd. v. Howbert 6

This case arose from a provision in The
Corporation Tax Act of 1909 that imposed
an excise tax on the gross receipts of all
corporations, subject to certain deductions
and losses, including depreciation. Since
this Act was passed before ratification of
the 16th Amendment and after the PoIJk
case, Congress was careful not to levy a
direct tax on property or capital, per se, but

The return of capital doctrine was enunciated
by the Supreme Court in the case of Burner v.
&ga, 283 U.S. 404 (1931), in part, as fol-

lows:
In order to determine whether there has been

gain or los, incomneJ and the amount of the
gain, if any, we must withdraw from the gross
proceeds an amount sufficient to restore the
capital value that existed at the
commencement of the period under
consideration."

6
231 U.S. 399 (1913). See also footnote 7
supra.

instead imposed a uniform excise tax on
the privilege of doing business in the
corporate form.

A distinction arose between the taxation of
natural resource extraction and other
business activities because of the
provision in this Act for a deduction for the
"depreciation of property'. Both the
company and the Treasury Department
interpreted this language as providing a
deduction ".. for depredation arising from
the exhaustion of deposits of ore, mineral,
etc.... " 7

In the Stratton case, the Supreme Court
upheld Congress' authority to impose an
excise tax on the conduct of business in
the corporate form. But the Court refused
to extend the statutory deduction for
depreciation of property to the depletion of
natural resources.8 In effect, as long as
Congress was inclined to impose an excise
tax on corporate receipts, the Constitution
required it to do so uniformly on all
corporations throughout the United States.
Since the central issue was an excise tax,
the Court did not address whether or to
what extent oil and gas sales revenues
represent income or a return of capital, as

7
T.D.1675, 14 Treas. Dec. Int. Rev. 16 (1911).
See also the stipulated facts on appeal in the
Stratt cam,
8
The Court held the mining company subject to
the operation of the excise tax. However,
both parties agreed and stipulated that the
"actual depletion" of the ore body wa equal
to the value of the ore removed and sold in
that year. Consequently, the Supreme Court
refused to address the issue as to the nature
and definition of "income" as well as the
adequacy and-proper computation of resource
depletion by stating as follows: "We cm" not

- at this time concerned with this veW ques-
tion,..where the question is-What is the
income derived from the business?-and the
incidental question-What is the reasonable
depreciation, if any, of the mining property?"
231 U.S. 399,422 (1913).

SEenoN OVE ANALYStS 3
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those terms were used for income tax
purposes.9

It was significant, however, that the
Supreme Court recognized that natural
resource extraction firms rely primarily on
the sale of depletable or "wasting assets"
to generate sufficient revenues to continue
the operations of the business. The
Stratton case is generally considered the
beginning of modern U.S. energy tax law
and the impetus for subsequent changes in
U.S. energy tax policy.

The 16th Amendment

On February 25, 1913, the 16th
Amendment to the U.S. Constitution was
ratified. It granted the Federal
Government the power *.-to lay and collect
taxes on incomes, from whatever source
derived, without apportionment among the
several States."

Within a week of ratification, the Congress
passed The Tariff Act of 1913, which
imposed a tax on both personal and
corporate income. The nominal tax rate for
both individuals and corporations was set
at one percent. Congress included in this
Act the first depletion allowance, which
permitted natural resource producers to
deduct: "...a reasonable allowance
for.. .wear and tear of property arising out
of its use or employment in business, not
to exceed, in the case of mines, 5 per
centum of the gross value of the mine
output for the year for which the
computation is made..."

The five percent depletion allowance led to
a new round of Supreme Court challenges
by natural resource firms.1 0 This time,

9
bid. at pae 417.
10
Sec- Stanton v. Baltic Miingn COmpany. 240
U.S. 103 (1915). See also: Unitd.. States.
Lify, 274 U.S. 295,302 (1927); Helxmiag Y
Fibe Oil Land Development C., 303 U.S. 372,
375(1938); Anderson v. Helverin, 310 U.S.

however, the contention was that the five
percent allowance for the depletion of the
ore body was inadequate."1 The Court
used the pre-16th Amendment uniformity
logic it applied to an excise tax on gross
receipts in the Stratton case to uphold
Congress' power to impose a post-16th
Amendment tax on "income from whatever
surce derived." By falling to distinguish
between an indirect excise tax on !gross
receipts" and a direct tax on "income",
this decision blurred the legal and
economic distinctions between income and
the return of capital from investments in
depleting finite resources.

During the resolution of these early cases
and throughout the first 70 years of the
20th century, the Supreme Court
consistently recognized, however, that
revenues from the sale of natural resources
are not all income, as that term is used in
the tax laws. Explaining the nature and
intent of the depletion allowance, the Court
emphasized that: "...[depletion] is
permitted in recognition of the fact that
the mineral deposits are wasting assets
and is intended as compensation to the
owner for the part used up in
production."'2

Moreover, the Supreme Court made it clear
that "l71e depletion] exclusion is designed

404, 408 (1940); Kirby Petroleum Co. v.
mmjuinn x. 326 U.S. 599, 603 (1946);
f .v-Smith, 359 U.S. 215,220 (1959).

11
This contention can better be understood if
illustrated. Assume that a mining corpo-
ration pays $1 million for a mine containing I
million tons of recoverable ore. Assume fur-
ther that in any given year 100,000 tons are
mined and sold for $300,000. Under the 1913
law, the taxpayer could deduct up to 5 percent
of the sales price, or $15,000, for depletion.
and the balance (less other expenses) would be
taxable income. But the 100,000 tons of ore
mined had an actual capital cost of $100,000.
12
Helveng v. Rankline Oil Co., 303 U.S. 363,
366 (1938).

ScfiON kvz ANALYSis 4
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to permit a recoupment of the owner's
capital investment in the minerals so that
when the minerals are exhausted, the
owner's capital is unimpaired." Is'

The depletion allowance has consistently
stood as explicit recognition by Congress
and the courts that a portion of the sales
revenues generated from petroleum
extraction is to be treated properly as a
return of capital from the sale of a firm's
primary capital asset. While the exact
valuation of that portion has changed from
time to time, the principle has remained
constant.

The primary capital assets of a natural
resource extraction firm typically are finite
deposits of an exhaustible resource, such
as crude oil or natural gas. Since the
advent of U.S. income taxation, such firms
have been permitted to value the depletion
of their primary capital assets by reference
to either their cost or their fair market
value.

When early tax law limited depletion to a
cost basis, it encouraged-buying existing
production and reserves at market values
in order to recover the true value of the
resource deposit lost to depletion. At the
same time, however, it also discouraged
new drilling and exploration primarily
because the risks of geological failure were
not factored into the cost basis depletion
deduction.

To eliminate this bias against reserve
replacement by new drilling and to ensure
that the value of the capital of a petroleum
extraction firm was left unimpaired, the
valuation of depletion historically has been
based on the greater of cost or fair market
value.

Capital valuation for natural
resource industries

The statutory five percent depletion
allowance of the first income tax was
perceived by Congress, the Supreme
Court, and the natural resource extraction
industries as providing for an inadequate
return of capital. This led to the creation of
a new method of valuing the capital and
income associated with natural resource
extraction.

The Revenue Act of 1916 14created a new
reasonable allowance to acknowledge the
actual depletion of an exhaustible natural
resource deposit, provided it did not
exceed the "capital actually invested" in
the resource. Congress interpreted the
"capital actually invested" in resource
extraction as more than just the cost of
exploration and development rights and
extraction equipment.

Both Congress and the Treasury
"'epartment interpreted thw statutory term
capital actually invested 5 for pre-1913
discoveries to mean the fair market value
of the natural resource deposit as of
March 1, 1913, the effective date of the
first income tax law. However, depletion
for post-1913 discoveries was limited to
the costs incurred in acquiring the property
on which the natural resource was
discovered. By valuing the depletion of an
exhaustible natural resource at the 1913
value, Congress avoided the imposition of
an income tax on what it considered to be
capital. .

14
39 Stat 756, Sec 5 and 12, 39 Stat 759 and
769(1916); See also pages A4-A7 of the ap-
pendix.
15
T.D. 2447, 19 Treas. Dec. Int. Rev. 31 (1917);
See also: T. D. 1675,14 Tress. Dec. lnL Rev. 16
(1911).
16
It should be noted that this definition of
"capital actually invsted* is similar to the
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The nature of income and capital
associated with the extraction of
depletable natural resources became the
basis upon which natural resource taxation
diverged from other areas of taxation. The
Treasury Decision that interpreted the
Congressional intent of the term "capital
actually invested" also recognized formally
that certain drilling costs; e.g., wages, fuel,
and repairs - items that later became
labeled as intangible drilling costs-were
deductible, and that dry hole costs also
were deductible as a complete loss.

However, the differences in the capital
depletion valuations for pre- and post-1913
discoveries (particularly the cost basis
limitation) discouraged new exploration
and created the impetus for significant
changes in the depletion allowance. Until
1969, these changes in the valuation of
depletion became the basis for Congress'
historical and consistent interpretation of
the nature and extent of the true capital
depletion associated with most U.S.
natural resource extraction industries.

Allowance for discovery depletion

The need for revenues to finance World
War I led to enactment of The Revenue Act
of 1918. Among other things, this Act
created a new provision called discovery
depletion. Its purpose was to eliminate
the disparities in valuation between pre-
and post-1913 discoveries. Because
depletion for post-1913 discoveries was
limited to cost instead of the capital
actually invested as defined for pre-1913
properties, Congress acted on the belief
that the capital of natural resource
extraction firms was bebng taxed as
income.

economic cOmcqP of oppoiUmity cor& it was
meazred by the "price at which the property
as an eiroy might have been sold for cash or
its equiyalera as of that date." T.D. 2447, 19
Tres. Dec. InL Rev. 31 (1917), at po 34.

This led to the creation of a new method of
valuing depletion for petroleum extraction.
This method was based oj the discovery
value of an oil or gas deposit. The
"discovery value" was a fair market
valuation determined within 30 days of its
discovery. The discovery value
established under this new depletion
allowance was based on relatively high
World War I crude oil prices. Since the
exact extent of a mineral deposit is
unknown, this led to uncertainty when
either the Internal Revenue Service (IRS)
or private geologists attempted to assign a
discovery value. Therefore, during this
time, reasonable people differed greatly on
the fair market value of new discoveries
and great controversy surrounded
discovery depletion.

Discovery depletion was difficult to
administer, requiring at least one expert to
evaluate each discovery that qualified for
the allowance. At times, several experts
were assessing similar and sometimes
identical discoveries at significantly
different values. The decline in the value of
the primary capital asset of a petroleum
extraction firm using discovery depletion
offset substantial income including non-
extraction income.

This, in turn, led to the first net income
limitation, created by The Revenue Act of
1921, which limited the discovery depletion
allowance to the net income of the
depletable property. Still concerned over
the allowance for discovery depletion
deductions, Congress, in 1924, further
limited the deduction to 50 percent of the
net income from the property. 17

Allowance for percentage
depletion

In 1925, in the course of a Senate
investigation of the administrative

17

See: Sectie Tw. footnote 47.
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practices of the Bureau of Internal
Revenue, attention was also given to
problems with the discovery depletion
allowance. Congress found that the major
problem was the inability to precisely and
uniformly measure the decline in the value .
of a depletable capital asset. Contributing
to this was the sheer size of early U.S.
petroleum discoveries which led to
unacceptably large capital depletion
deductions.

This led to Congressional debate over the
nature and extent of the "income" and
"capital associated with the extraction of
natural resources, particularly petroleum.' 8

Because oftre it.adequacy of capital
recovery through cost depletion and the
administrative expense and complexities
inherent in discovery depletion,' 9 after
lengthy debate and major political
compromise, Congress created a new
capital valuation method designed to avoid
both problems. This new depletion
allowance, labeled percentage depletion,
was established at a flat rate of 27.5
percent of sales revenues.

From experience, Congress understood the
difficulty of accurately identifying the
amount of a petroleum extraction firm's
capital that is sold to generate income. By
enacting a depletion allowance based on a
percentage of gross sales revenues,
Congress avoided the administrative
complexities, expense, and potential for
conflict, of requiring the government and
the industry to hire experts to estimate the
discovery value of natural resource
deposits. The lack of complexity, ease of
operation, and its general acceptance as a
basis for assessing the capital depletion

18

Se Section Two, AS. er seq.
19
The Congressional record shows that the
Bureau of internal Revenue spent millions of
dolla performing discovery valuations and,
the Odusy spent significantly more.

associated with natural resources, kept the
percentage depletion allowance in the tax
code, relatively unaltered, for over 40
years. Duing this time, percentage
depletion became further established in the
tax code to include many renewable and
non-renewable resources.

Intangible drilling costs
From the beginning, intangible drilling
costs (IDCs) were considered ordinary and
necessary expenses of exploring for and
producing domestic crude oil and natural
gas.20 Until adoption of the Internal
Revenue Code of 1954, the 1917 Treasury
Decision recognizing the deductibility of
IDCs as non-capital expenses of petroleum
extraction was relied upon without the
need for legislation. Despite the position
of the Treasury Department, during the
1940s the IRS challenged the deductibility
of IDCs. 21

This challenge brought an immediate
Congressional reaction. Congress
reaffirmed by Joint Resolution that IDCs
were deductible as essential non-capital
costs of petroleum extraction. This also
led to explicit codification in the Internal
Revenue Code of 1954 of an election to
deduct IDCs in the year incurred.

Beginning in 1976, however, in response to
the OPEC oil embargo, Congress began
restricting the IDC deduction. Today,
integrated producers are required to

20
Examples of lDCs include amounts paid for
labor, fuel, repairs, hauling and supplies;
drilling, shooting, and cleaning of wells;
clearing of ground, draining, road making;
Lrveying, and geological work necessary in
peparing for drilling of wells; plus the con-
tuction of derricks, tanks, a pipelines. In

general, IDCs are expenditures which, in
melve have no salvage vahe.

21

71e Intemal Revenue Service advanced the
position that IDCs should be capitalized
rather than deducted in the yew n_.wre.
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recover 30 percent of the IDCs associated
with successful U. S. wells over a five-year
period. Independent producers may elect
to recover IDCs in the year incurred for
regular income tax purposes. The
alterative minimum income tax, however,
requires that a significant on of IDCs
incurred by all producers 22 be added back
to compute alternative minimum income
tax liability.

By 1990, U.s. producers subject to either
one or both of the IDC add-backs within
the alternative minimum tax code, are not
guaranteed a full recovery of the capital
invested in new drilling. As currently
structured, the alternative minimum tax
code limits subswttially the ability to
receive a full return of drilling capital if
crude oil prices, revenues and/or producer
profitability decline. This result represents
a marked departure from traditional
theories of petroleum income taxation, both
in the United States and elsewhere. 23

Geological and geophysical
expenses

During the 1940s, the IRS decided to
challenge the practice of deducting
geological and geophysical (G&G)
expenses in the year incurred. G&G costs
include the expenses incurred for specific
tests and surveys to provide producers
with data, such as contour maps, that can
be used to determine the existence or
location of hydrocarbon deposits.24

22
Sec, Inta= Reveaue Code Sectios 56() and
57 (a).
.3

See: Goodmwa 'U.S and Canadian Tax and
Fiscal Treatmm of Oil md Gn Poducuio,,
U.S. Depwtowl of Eney, May 1989.

24
See Burke, "Crem Expensing of Ckological
and Geophysical Costs: A Need for
LegxLaiw Ci carion," 34 Okla. L Rev.
778,779 (1981).

Generally, G&G expenditures are made to
reduce some of the risks inherent in
petroleum exploration. Pri6r to 1941, the
oil and gas industry treated G&G costs as
ordinary and necessary non-capital
business expenses.2 The rationale was
that the search for oil was a day-to-day
activity for anyone in the business and that
G&G expenses were among the basic
costs of staying in business.

In 1941, the IRS developed the position
that some costs of maintaining a land and
geological department should be
capitalized. The IRS began to distinguish
between costs associated with acquiring a
property and the costs of determining an
exact well site. The Tax Court upheld the
IRS view that the latter costs should be
treated as IDCs and, therefore, an election
could be made to deduct only these
expenses in the year they are incurred.26

Despite the lack of explicit statutory
language on this point, G&G expenditures
not associated with a specific drilling site
are generally amortized over a period of
time associated with the continued
production from a specific geological area.

25
Hall, "Geological and GeopAhysal Costs,*
Sixtemb Oil md Gas hat. 584 (1965). The
author mggests that prior to 1938 tax psyms
routiny deduct G&O cods a ordimy and
eoessay busainm expeame. See also Ray &

Flhmmnd -The Tax Treasmexu of Oil aid
Gas Eoraraoe cortsfor Federal Income Tax
Purposes: Geological and Geophysical
Expenditures." 23 Tex. L Rev. 910, 913
(1950).
26
(1946), 161Find &4(h Co., 7 T.C. 507(1946), 161 F.2 642 (Mt Cit. 1947/).
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Evolution of the Alternative
Minimum Income Tax System
(1969-1989)

Events leading to fundamental
changes In U.& energy tax policy

U.S. income tax policy affecting petroleum
extraction was relatively stable during the
period between the creation of the
percentage depletion allowance in 1926
and the beginning of the tax reform
movement in 1969. Throughout much of
this period, U.S. crude oil production was
prolific. During World War II, the United
States supplied most of the petroleum
needs of the allies. However, changes in
economic conditions and world events had
significant impact on the structure and
operation of the U.S. income tax system
generally and its major provisions affecting
domestic petroleum extraction
specifically. 27

Following World War II, many changes
occurred in the U.S. petroleum industry and
in the world crude oil market. By the end
of the 1940s, the U.S. began to import
crude oil, and a decade later the U.S. was
no longer self-sufficient in the production of
crude oil.

The early 1970s saw the emergence of the
Organization of Petroleum Exporting
Countries (OPEC). Driven by the Arab oil
embargo, the Iranian Revolution, and the
Iran-Iraq War, world crude oil prices
soared between 1972 and 1982. In
response, the U.S. instituted a complex
system of controls on the price of
domestically produced crude oil. These
controlled prices were substantially below
the prevailing world price. Whie the world
market price ranged between $30 and $40
per barrel, a significant part of domestic

27
To finance World Var I nominal U.S. iboow-
tax rates reached 71 percent. During World
War H tax rates peaked at 94 pw L

crude oil production was selling for as little
as $6 to $11 per barrel.

Starting in 1979, the U.S. began to
gradually decontrol the price of domestic
crude oil. This process of gradual decontrol
en4d in January 1981 with the abolition of
all remaining oil price controls. In
conjunction with the gradual decontrol of
domestic prices, Congress passed The
Crude Oil Windfall Profit Tax Act of 1980.
This Act provided for an excise tax on a
portion of the difference between the
controlled price of domestic crude oil and
the market price, The windfall profit tax
divided taxable domestic crude oil into
different categories and established base
prices for each category. The amount a
producer received in excess of the
statutory base price was defined by
Congress as a windfall profit. As such, it
was subject to tax rates ranging from 30 to
70 percent 25 Relying on estimates that
crude oil prices would reach extremely high
levels,2 Congress scheduled the tax to
phase-out by 1993 or after it collected
$225 billion.

The windfall profit tax was repealed in
1988 after collecting $88 billion. In July
1986, two years before the repeal of the
windfall profit tax, the world price of crude
oil had dropped below $10 per barrel, a
level that was never anticipated when the
tax was enacted.30

28
The lowest rate of 30 percent applied to
vuio types of high-cost and new production
and was lowered later to 22 percent and then
15 pierce shortly before the Act's repeal.
29
Estimates of future crude oil prices at that
time ranged from $60 to S100 per barrel.
30
Just prior to repeal in October 1987, the
tatmory base pices for windfall profit taxes

ranged from $19.30 to $29.25 per barrel.
W fofit - e a re-f6ndable

when oil prices declined below the statutory
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The origin and evolution of the
tax reform movement

The reform of the U.S. Federal income tax
system started with The Tax Reform Act
of 1969 and culminated with The Tax
Reform Act of 1986. Many economic
changes and events occurred in the U.S.
and the world during this time. However,
the reasons first stated for these reforms
were as follows:

"From time to time, since the enactment of
the present income tax, over 50 years ago,
various tax incentives or preferences have
been added to the internal revenue laws.
Increasingly, in recent years taxpayers
with substantial incomes have found ways
of gaining tax ad vntages from provisions
placed in the code primarily to aid some
limited segment of the economy....It should
not have been possible for 154 individuals
with adjusted gross incomes of $200,000 or
more to pay no income tax ....If taxpayers
are generally to pay their taxes on a
voluntary basis they must feel that these
taxes are fair....To this end it (the House
Bill contains provisions designed to
reduce the specific tax advantage that may
be received from such items as tax exempt
securities, percentage depletion, farm
losses, accelerated depreciation of real
estate, and deductions for charitable
contributions of appreciated property.' 31

Passage of the Tax Reform Act of 1969
marked the genesis of a new form of
income taxation that is now known as the
alternative minimum income tax. For the

31
House Report No. 91-413, 93rd Congress,
(1969),pages 1645 and 1725. Simil language
appear in Senate Report No. 91-552, at page
2027. However, the Senate identified the
charitable deduction of appreciated property
as the single mnt important factor leading to
the reforms of 1969. Of total itemized
deductions of $130 millior., $79 million
resulted from charitable deductions much of
which rpronu1 uatLUa ppiiatted
prpety. ibid., page 2040.

petroleum extraction industry, the Act
reduced the percentage depletion deduction
from its historical level of 27.5 percent to
22 percent for regular income tax purposes.
It also created a new add-on minimum tax
To compute the add-on minimum tax, a
new excess depletion provision32 was
used as a basis for computing tax liability.
In 1969, when a particular cost was labeled
a preference item, and thus subject to the
add-on minimum tax, the taxpayer was
required to pay a flat percentage tax on the
expenditure if it exceeded a certain dollar
amount. Today the computations are
considerably more complicated.

During the time that tax reform was
evolving, a number of domestic and
international events influenced the tax
reform movement. Late in 1973, the first
Arab oil embargo occurred and world oil
prices very quickly tripled. By 1975,
Congressional reaction to soaring oil prices
had laid the foundation for the energy tax
provisions in The Tax Reduction Act of
1975, that:

• eliminated percentage depletion for
approximately 70 percent of all U.S. oil
production; and

• reduced the percentage depletion rate
from 22.5 percent to 15 percent for
remaining U.S. production. 33

• limited independent producers-
those with only limited retail or

32

'Excess depletion' is the amount of
percentage depletion taken in excess of the
'cost basis' of the producing property.
33
In 1975, the 29 latest petroleum companies
produced 5,891,000 barrels/day of the total
U.S. crude oil production of 8,375,000
barrels/day. Of these 29 companies, only
Superior Oil and Louisiana Land were
considered independem producers. See:
F .nii .Analvsis of a Group of Petroleum

1975.
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refining interests-to percentage
depletion on 2,000 barrels per day,
declining to 1,000 barrels per day by
1980.

limited the percentage depletion
allowance to 65 percent of the
taxpayer's LaUbe income-the
allowance already was limited to 50
percent of ne income from the
producing property.

Prohibited proven properties from
qualifying for percentage depletion
subsequent to their transfer to a new
owner.

In 1976, Congress again increased the add-
on minimum tax. Responding to further
increases in crude oil prices, The Tax
Rejbrm Act of 1976 instituted an add-on
tax for certain deductions associated with
drilling oil and gas wells. This new
provision, labeled the excess IDC
preference, plus the excess depletion
preference from the 1969 Act have become
permanent elements of the U.S. alternative
minimum income tax system.34

In 1978, Congress altered the existing
structure of the add-on minimum tax and
created a new alternative minimum
income tax (AMT). At this time, however,
the new AMT applied only to individuals.

By 1981, the U.S. was experiencing double
digit interest rates and inflation coupled
with generally adverse economic
conditions. To address these problems,
Congress passed The Economic Recovery
Tax Act of 1981. This Act provided
general encouragement for new
investments with provisions such as
accelerated depreciation schedules and
investment tax credits. The intent of the

Today, corportions are subject to both the
excess IDC preference contained in IRC
Section 57(a) and a second ACE IDC
preference contained in IRC Section 56 S).

Act was to allow quicker recovery of
capital investment and to encourage capital
formation.

By 1986, interest rates and inflation had
declined significantly and the U.S. was
experiencing economic expansion.
Proponents of the tax reform movement,
however, argued that accelerated recovery
of capital investments and the other tax
provisions that encouraged specific
economic activities and investments
caused "effective tax rates" among
different industries to differ significantly.
This, it was argued, caused individuals and
companies with apparently similar
"income" to pay unequal amounts of taxes.
It was argued that this lack of "tax
newrality ", led to investments being made
on the basis of tax considerations rather
than profit.35

Generally, taxes are considered "neutral"
when the taxes paid as a percentage of
"income" are relatively equal among
taxpayers and industries. Differences in
the taxation of these -tame activities
outside of the United States are not
currently taken into account. 6 To ensure

35
'Effective tax rate' is the percentage of
'income' paid in taxes. 'Income' is defined
differently for these and other purposes than
it is defined for either regular or alternative
minimum income tax purposes. or for SEC
purposes. Considerable discussions of the
nature of "income' and 'capital" for
depletable resource industries are reflected in
the debates on the depletion allowance that
are set forth in Section Two.
36
An underlying intent of tax neutrality is to
avoid distorting investment decisions on the
basis of tax liability. The quantitative
anrlysis in Section Three demonstrates
significant differences in the after-tax return
from identical investments solely because of
the taxpaying status of the investor.
Additionally, failing to account for differ-
ences in the level of foreign taxation of the
sa~ activity the ema t ivnificant effectt on
tax neutrality, the relative after-tax return on
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greater "tax neutrality" among U.S.
industries, The Tax Reform Act of 1986,
reduced the number of deductions for
regular income tax purposes, and expanded
the number of preference items included
within the AMT that was created in 1978.
Most importantly, the AMT became
universally applicable to all taxpayers-
individuals and corporations.

The rise of the tax reform movement has
led to significant changes in the structure
and operation of the U.S. income tax
system generally and the taxation of
domestic petroleum extraction specifically.
The net effect of the tax reform movement
has been to lengthen substantially the time
in which U.S. capital investments may be
recovered, particularly investments in U.S.
petroleum extraction.

37

The dual structure of the current
U.S. income tax system

Today the United States has two separate
and, in many respects, conflicting systems:
the regular and the alternative minimum
income tax systems. The two systems
apply significantly different definitions of
taxable income and return of capital. This
is due, in part, to the methods for
computing taxable income and, in part, to
differences in the underlying theories used
to define taxable income and capital
recovery.

Under the regular federal income tax
system, taxable income is determined by
deducting capital and non-capital costs
from gross receipts from all sources.
Computation of alternative minimum

investments generally, and petroleum invest-
ments specifically.
37

It should be noted that during the same time
the U.S. lengthened the minimum time that
investors qualify for a return of capital from
petroleum extraction investments, many
other non-OPEC oil producing countries did
just the opposite.

income tax liability, however, starts with
- the taxable income calculated for regular

income tax purposes and adds back certain
capital and non-capital cost recoveries.

Whichever calculation produces the higher
tax liability is applicable. If a taxpayer
pays AMT in one year, the amount of AMT
paid in excess of the otherwise applicable
regular taxes is generally available as a
credit if and when the taxpayer becomes
profitable enough to owe regular income
taxes. This credit is not universally
available, however, for the portion of AMT
paid that is attributable to excess
depletion. Additionally, if a taxpayer
remains subject to the AMT, he never
qualifies for a full return of capital from his
petroleum extraction investments.

With the advent of alternative minimum
taxes, conflicts in the definitions of taxable
income have arisen. The traditional theory
of taxable income has developed through
the regular income tax system since its
inception. However, the new alternative
minimum income tax system is based, in
part, on a new concept of income.

To arrive at this new concept of income, a
taxpayer in the petroleum extraction
industry must add back to his regular
taxable income four major adjustments:
excess depletion, excess IDCs, excess
depreciation, and adjusted current
earnings. Each of these adjustments is
based in whole or in part on a traditional
capital or non-capital cost recovery
principle. Many expenses which Congress
has historically recognized in the tax code
as allowable capital and non-capital costs
of generating income from the extraction of
petroleum are now treated as "income" and
used to determine alternative minimum
income tax liability. These adjustments
were either added or expanded by The Tax
Reform Act of 1986.

SEcnoN ONs ANALYSIS 12
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The Tax Reform Act of 1986
The Tax Reforn Act of 1986 culminated
two decades of tax reform. As in earlier
attempts at tax reform, Congress sought to
simplify the tax code in order to improve
voluntary compliance and increase the
perceived fairness of the federal income tax
system. However, the 1986 Act, unlike
earlier reform legislation, instituted a major
revision of the U.S. income tax system.

The President and Congress attempted to
'liminate what was perceived as a
substantial tax bias ir U.S. investments.
By eliminating numerous deductions,
credits, and capital cost allowances, it was
intended that investments under the new
code would be based on the underlying
profitability of a particular project, instead
of its tax consequences. Moreover, by
eliminating such deductions, credits, and
allowances, and designating additional
items as tax preferences, the tax base was
broadened--thus increasing the amount of
revenue subject to income taxes, and
allowing individual and corporate tax rates
to be reduced, while still collecting the
same amount of tax revenue.

Today, the major elements of the regular
U.S. income tax system which help to
define taxable income from oil and gas
production are the tax rates and the
remaining capital and non-capital cost
recovery provisions. Cost recovery
provisions specifically affecting oil and gas
investments in the United Stp.tes include
percentage and cost depletion, depreciation
and deductions for the recovery of IDCs
and G&G expenses. Additionally, there
are regular income tax provisions limiting
the utilization of net operating losses,
passive losses, percentage depletion and
investment tax credits.

In addition to th, regular income tax
system, a number of AMT provisions, by
serving to redefine that portion of revenues
that will be treated as "taxable income ",
directly and indirectly affect after-tax rate

of return on investments in U.S. petroleum
extraction. These provisions are:

* excess depletion,

* excess IDCs,

" excess depreciation,

" a book income adjustment, and

* starting in 1990, a new add-back for
adjusted current earnings (ACE).

Under the AMT system, taxable income
for petroleum extraction firms includes
items that Congress historically allowed
as non-taxable capital and non-capital cost
recoveries. While the excess depletion
and excess IDCs provisions previously
had only limited applicability, the 1986 Act
expanded and extended them to all
individuals and corporations. The
provisions adding back to taxable income
amounts for excess depreciation,
adjustments for book income and adjusted
current earnings are more recent; and,
while not specifically directed toward the
petroleum extraction industry, they have
nevertheless had a significant impact on
domestic petroleum production.

AMT tax rates generally are lower than
regular tax rates. However, since the
capital investment itself gives rise to AMT
liability rather than the production of
income in a traditional or historic sense,
when applicable, the net effect of the
alternative minimum income tax system is
to increase substantially the portion of
gross oil and gas sales revenues subject to
federal income taxes, regardless of
whether there is "income" in a true
economic sense.

Excess depreciation. The excess
depreciation provision adds back to
taxable income the difference between two
depreciation methods and has the effect of
delaying capital cost recovery.
Significantly, the petroleum extraction
industry uses substantial amounts of

SACVON OVi "-ALYSIS 13
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equipment that would otherwise qualify for
faster cost recovery.

Book income adjustment. Prior to 1990,
the book income adjustment added back to
a taxpayers AMT taxable income
50 percent of the difference between the
book income a corporation reported to its
shareholders and the amount it computes
as AMT taxable income.

Because of the inconsistencies in both the
purposes and definitions of income and
capital between IRS and SEC rules,
between 1986 and 1990, a corporation was
potentially subject to alternative minimum
income tax liability solely on the basis of
certain non-income tax accounting rules.

Adjusted current earnings preference.
Starting in 1990, the amount of AMT
taxable income of all firms, including
domestic petroleum extraction firms,
includes an add-back called the adjusted
current earnings (ACE) preference. The
ACE adjustment is a substitute for the
book income adjustment.

It starts with a concept of income called
earnings and profits and then makes
certain adjustments. The principal
application of this concept has been to help
determine the amount of corporate income
that will be subject to taxation again
following distribution to shareholders as
dividends. As the portion of corporate
income that is characterized as earnings
and profits increases, so does the share of
corporate dividends that will be subjected
to double taxation upon distribution to
shareholders. If a corporation pays a
dividend that is not considered earnings
and profits, it is considered a return of
capital.

Percentage depletion is not allowable
whim computing &,.e ACE adjustment.
IDCs are generally capitalized rather than
expensed and depreciation is substantially
reduced. As with the AMT generally, a
corlorati6n could incur real economic

losses yet pay sizable alternative
minimum tax payments solely by virtue of
the change in the traditional definition of
"income" embodied within this preference,

SEC0T7N CWR ANALYSIS 14
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Implications For U.S. Petroleum
Income Tax Policy

U.S. tax policy and U.S. energy policy have
gone through significant change during the
20th century. What the U.S. historically
recognized as the recovery of capital and
non-capital costs of petroleum extraction, is
now labeled income subject to either regular
or alternative minimum income tax liability.

Depletion allowance. The historical
allowance for percentage depletion has been
substantially eliminated. From 1926 through
1969, percentage depletion was 27.5 percent
of sales revenues for all U.S. production and
applicable to all U.S. producers Now it is
15 percent of sales revenues for significantly
less than 30 percent of total U.S. production
and only for certain U.S. producers who
qualify for a maximum of no more than 1000
barrels per day. Percentage depletion also
is now limited to:

0 50 percent of the net income of the
property from which the petroleum was
produced, and

• 65 percent of the producer's taxable
income.

Each of these limitations restricts the
allowance for percentage depletion if either
prices or profitability decline. Percentage
depletion is also subject to a transfer rule
and an add back for computing AMT liability
as excess depletion Lastly, percentage
depletion is also added back indirectly to
compute AMT liability as part of either the
book income or'ACE adjustment.

Intangible drilling costs. Deductions for
IDCs have long been allowed by the
Congress and the courts as necessary non-
capital expenses of petroleum extraction.
Today, however, 30 percent of IDCs
incurred by integrated producers are
required to be capitalized and all producers
must now compute AMT liability by adding
back either one or two IDC preferences.
This also increases the after-tax cost of

U.S. petroleum extraction, particularly if
prices, revenues or profitability decline.

Geological and geophysical expenses.
Initially, G&G expenditures also were
considered ordinary and necessary non-
capital costs of petroleum extraction.
However, since the 1940s, most G&G
expenses must be capitalized. G&G
expenses are particularly important to help
Iocz te hard-to-find deposits of petroleum.
Many of the new geological and geophysical
techniques are sophisticated and very
expensive. Other traditional capital cost
recovery deductions, such as depreciation
and differences in either book income or
earnings and profits are now computed as
part of a firm's AMT income.

Conclusions
The regular income tax system has
provided for recovering the capital costs of
oil and gas extraction based on the greater
of the cost or the value of the oil and gas
reserves depleted. By contrast, however,
the alternative minimum income tax system
has created a new definition of "taxable
income". Under this alternative definition
of "taxable income, the recovery of many
capital and non-capital expenditures, such
as depletion, depreciation, and IDCs, are
limited severely or in some cases
prevented.

The effect of these multiple limitations on
cost recoveries has been to: a) increase
the portion of "gross receipts" or sales
revenues treated as taxable income; b)
increase the after-tax cost of extracting
petroleum in the United States; c) reduce
the revenues available for reinvestment to
replace depleting domestic petroleum
reserves; d) lower the level of geological
risks that will find acceptable economics in
the United States; e) decrease the after tax
return from extraction investments as
prices, revenues or profitability decline; and
f) cause different taxpayers to have
substantially different after-tax returns from
the same petroleum extraction investmenL

Ss"4ox v g VALmS 15



151

U.4 Petrolewn Income Taxation,: 1890-1990

Section Two

History of the U.S. Petroleum
Depletion Allowance
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Introduction
Article 1, Section 8 of the U.S. Constitution,
provides that *the Congress shall have the
Power to lay and collect Taxes, Duties,
Imposts and Excises, to pay the Debts and
provide for the common Defence and
general Welfare of the United States".
However, Article 1, Section 2 of the Con-
stitution limits this power by stating that
"...direct taxes shall be apportioned among
the several states which may be included
within this Union, according to their respec-
tive numbers." The Constitution does not
define direct taxes nor does it mention
income taxes. However, it is clear that the
constitutional rule requiring the
apportionment of direct taxes in accordance
with a population census was designed to
prohibit the taxation of property that might
be disproportionately located in a particular
state or region.'

The creation of the modem U.S. income tax
system evolved from the landmark case,
Pollock v. Farmers' Loan & Trust Co.2 In
this case the Supreme Court struck down
7The Income Tax Act of 1894.3 In Pollock
the Supreme Court declared it
unconstitutional for the Federal Government
to tax property or capital directly.
Rehearing the same case later that year, the
Supreme Court further declared that the
taxation of income derived from property is

I

Fora discussion of the consitutional distinctions
between the direct and indhwrct tazgion of imome
and capital, see generally: IJ.J s jaz
CM 5 Wall. 462, 471 (1866); The .edgalI
B No. 36 and 54; and Hylon v. United
S"l 3 DanIL. 171 (1796).
2
157 U.S. 429 (1895).
3
Th Income Tax Act of 1894 imposed a two per-
cent annual tax on the gains, profits, and uimoine
received by every citizen of the United States, if
the gains, profits, or income were derived from
any kind of property, ruts, intavot, dividend, or
salaries, or from any profession, trade, employ-
meat, or vocation carried out in the United States
orelwher.

equivalent to taxation of the property itself
and, therefore, unconstitutional. 4 The
holding in this case prohibiting the Federal
Government from imposing an income tax
without apportionment created the impetus
to amend the Constitution.

On February 25, 1913, the 16th Amendment
to the Constitution was ratified. This
Amendment granted Congress the power
"...to lay and collect taxes on incomes from
whatever source derived, without
apportionment among the several states, and
without regard to any census or
enumeration." The Amendment removed
the constitutional requirement that income
taxes be imposed in proportion to the
population.

This Amendment did not change the
constitutional rules affecting the taxation of
capital or property. Consequently,
throughout the history of U.S. income
taxation, numerous provisions have evolved
to avoid the imposition of income taxes
directly on capital. To be equitable, these
provisions generally take into account the
nature of the activity being taxed when
distinguishing between the firm's income
and capital. The provisions affecting the
extractive industries and petroleum
extraction in particular reflect the unique
characteristics of this activity. Unlike a
manufacturing enterprise or many real estate
activities, petroleum extraction requires the
sale of the primary capital assets of the
enterprise to generate the revenues necessary
to continue operations. This somewhat
unique characteristic of petroleum extraction
is the primary reason that the U.S. income
tax code has developed separate provisions
for this industry. The allowance for
depletion is one such provision.

Depletion was created to account for the loss
to a firm that results from the sale of the
primary capital assets of the enterprise.

4
Polloc v. Farmer. Loan and Trust Company
158 U.S. 601 (1895).
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Since the extent of petroleum deposits are
unknown and must be estimated, the
measurement of this loss is necessarily
inexact. Therefore, Congress has changed
the measurement of this loss by adjusting the
operation and scope of the depletion
allowance on many occasions since the
ratifica "o of the 16th Amendment.
However, the history of the depletion
allowance predates the first constitutionally
enacted income tax law.

The Corporation Tax Act of 1909

In 1909, Congress established an excise tax
in The Corporation Tax Act of1909. In
contrast to The Income Tax Act of 1894, the
purpose of The Corporation Tax Act was not
to tax property, pers, but to tax
corporations organized for profit.5 The
Corporation Tax Act imposed a tax on
corporate gross income and provided for
certain deductions, including one for the
depreciation of property. Even though the
1909 Act did not provide explicitly for a
deduction to account for the depletion of
mineral reserves, the Treasury department
interpreted the depreciation provisions of the
Act to apply to the depletion of mineral
deposits including oil and gas.6

In Stratton's Independence Ltd. v. Howbert, 7

the Supreme Court decided that, although it
recognized the unique character of a mining
property, i.e., that it involves the production
of income from depleting or wasting assets,
it was not proper for the Treasury
department to infer a depletion deduction

5
Doyle v. Mitchell Bros. Cg, 247 U.S. 179, 183
(1918).

6
T. D. 1675, 14 Treas. Dec. Int. Rev. 16, 22
(1911). In this decision, Treasury allowed a de-
duction fordepreciation based on the fair market
value of the minerals as of January 1, 1909.

7
231 U.S. 399 (1913).

that was not explicitly provided by
Congress.

The Supreme Court concluded that the
Corporation Tax Law of 1909 was
constitutional as it was not in any proper
sense an income tax law, but rather an excise
tax upon the conduct of business in the
corporate form. The Court stated:

'It was reasonable that Congress shouldfix
upon gross income, without distinction as to
source, as a convenient and sufficiently
accurate index of the importance of the
business transacted And from this point of
view, it makes little difference that the
income may arise fom a business that
theoretically or practically involves a
wasting of capitaL 8

In the Straon case, both the Treasury
department and the mining company agreed
that the actual depletion of the ore body was
equal to the fair market value of the ore
produced and sold. The Supreme Court,
decided that the Treasury department did not
have the authority to interpret the
depreciation provision to include depletion.
Instead, the Court ruled only on whether
Congress was properly exercising its
constitutional power to impose an excise tax
on gross corporate receipts, not whether
those receipts were income or a return of
capital.9 It was significant, however, that
the Court recognized for the first time an
inherent difference in a business that relied
on the sale of its primary capital assets--that

Ibid. at 417.

9
It should be noted that the return of capital doo-

inc was enunciated by the Supreme Court in the
case of Burn v.LogA 283 U.S. 404 (1931), as
follows: "...in order to determine whether there
has been gain or loss, and the amount of the gain,
ifany, we must withdrawfrcom the gross proceeds
an amount sufficient to restore the capital value
that existed at the commencemem of the period
under consideraro."
See also Doyle v. Mitchell Bros. C , 247 U.S.

- 179, 184,185
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also were depletable natural resources-for
the generation of income.

In Von Baumbach v. Sargent Land Co.,10

the Supreme Court further explained its
decision not to interpret the depreciation
provision as synonymous with a depletion
allowance as follows:

7t would be a strained use of the term
depreciation to say that, where ore is taken
from a mine in the operation of the property,
depreciation, as generally understood in
business circles,fiUlows. True, the value of
the mine is lssened from the partial
exhaustion of the property, and, owing to its
peculiar character, cannot be replaced, But
in no accurate sense can such exhaustion of
the body of the ore te deemed depreciation.
It is equally true that there sew to be a
hardship in taxing such receipts as income,
without some deduction arising from the fact
that the mining property is being continually
reduced by the removal of the mineralL But
such consideration will not justify this court
in attributing to depreciation a sense which
we do not believe Congress intended to give
it in the Act of1909," 11

The Tariff Act of 1913

The 16th Amendment to the Constitution,
which was ratified by the States on February
25, 1913, allowed Congress "to lay and
collect taxes on Income from whatever

10
Von Baumbach v. Sargen 242 U.S. 503 (1917),
involved a suit to recover taxes paid under
protest, which had been assessed under the Cor-
poration Tax of 1909, on revenues received from
a lessee under a mining lease. The Court found
that the money paid by the levees to the respon-
dent wee income, that propaly could be used to
measure the amount of the excise tax imposed
under the 1909 Act. 242 U.S. 503,522 (1917).

11
ibid at 524-525. See also U.S. v. Biwabik Min-
ing.&., 247 U.S. 116 (1918); and Qgld,,ll.Cn-
sol. Mines Co. v. Scott 247 U.S. 126(1918).

sources derived" 12 On March 1, 1913,
Congress passed The Tariff Act of 1913,
imposing a tax on both personal and
corporate incomes. In this Act, Congress
included a specific provision for depletion.'3

When computing the amount of income
subject to this new income tax, a corporation
was allowed the following deduction:

"...a reasonable allowance for the
exhaustion, wear, and tear of property
arising out of its use or employment in the
business, not to exceed, in the case of mines,
5 per centum of the gross value of the mine
output for the yearfor which te
computation is made, but no deduction shall
be made for any amount of expense of
restoring property or making good the
exhaustion thereoffor which an allowance is
or has been made * 14

The Supreme Court first reviewed the
depletion allowance in the case of Stanonv.
Balic Mining Company. 5 In that case,
Baltic contended that the five percent
depreciation allowance was inadequate to

12
According to the Suprenme Court in Brushabor v.
U. 240 U.S. 1, 17 (1916), "it was
not the purpose or effect of [the Sixteenth]
Amendment to bring any new subject within the
tazng power. Congress already had power to
tax all incomes. But taxes on incomes from some
sources had been held to be 'direct taxes' within
the meaning of the Constitutional requirement as
to alqportionment... The Amendment rdieved from
that requirement and obliterated the diincrion
in that respect between taxes on income that are
direct taxes and those that are not, and so put on
the same basis all incomes from whaaver souc,,
derived'.

13
38 Stat. 169.

14
While the Act only mentioned mines, the Bureau
of Internal Revenue interpreted this provision to
include oil and gas wells. Le sltive Hitory of
tktion Allom L Staff of the Joint Comm.

on the Internal Revenue Taxation, 81st Cong.,
2nd ses., pt. 9, 1 (Comm. Print 1950).

15
240 U.S. 103 (1916).

37-589 0 - 91 - 6
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provide for the exhaustion of the ore body.16

In effect, therefore, this was.a tax on
property because of its ownership, which
should be subject to apportionment under
the Constitution. 17 Relying on its previous
holding that Congress was able to tax the
gross revenues of a mining enterprise under
the pre-16th Amendment excise tax-of The
Corporation Tax Act of 909, the Supreme
Court upheld the new income tax despite a
perceived unfairness of the depletion
provision.

Despite the initial inadequacy of the
depletion allowance, the Supreme Court
consistently has recognized that some
portion of the revenues received from the
sale of an exhaustible resource is, in fact, a
return of the capital invested in the
enterprise:

"he purpose for the deduction for depletion
is plain and has been many times declared
by this Court. 'It is permitted in recognition
of the fac that the mineral deposits are
wasting assets and is intended as
compensation to the ownerffor the pan used
up in productio ." 18

"IThe depletion] exclusion is designed to
permit a recoupment of the owner's capital
investment in the minerals so that when the
minerals are exhausted, the owner's capital
is unimpairedL.." 19

16
Urer this depletion provision it was ponible to
recover less than the actual cost of the mna-als in
place.
17
Article 1, Section 9, Clause 4 of the Constitution
requirs that "[n]o Capitation, or other direct,
Tax shall be laid, unless in Proportion to the
Census or Enumeration herein before directed to
be takbw.

18
Parsons Y. Smith. 359 U.S. 215, 220 (1959), cit-
ing He0, 32. Bnl OilSCee aon U.S. 363,
366S(1938).
19

,smiuone v.Southwest P_._oration Co., 350
U.S. 308, 312 (1956). See adlIntd ttsY

After the Batk case, Congress was
convinced that the arbitrary five percent
statutory rate of depletion was inadequate to
prevent the impairment of the capital
inherent in petroleum extraction. This led to
significant changes in the allowance for
depletion.

The Revenue Act of 1916
The Revenue Act of 1916 20 was the first
Act to make special mention of oil and gas
wells and the first to explicitly use the word
depletion. The provision changing the
deduction for depletion was first introduced
in H.R. 16763 by the Senate Finance
Committee 2 1 Senator Chilton of West
Virginia explained thereasoning behind the
change:

'.. The old law, making a deduction of not
exceeding 5 percent, ... struck the committee
as being absolutely an arbitrary one, and
based upon no reason... The oil and gas
producers.. .want only the actual depletion.
This they fa led to get under the old law, and
they will get it under this amendment. '22
(emphasis added)

Luka 274 U.S. 295 (1927): The depletion
charge represents the reduction in the mineral
contents of the reserves from which the product is
taken.; nderson v. Helvcinr 310 U.S. 404,408
(1940): Depletion is a deduction from gross in-
come as compensation for the consumption of
capital.; Kirby Petroleum Co. v. Commimipnez
326 U.S. 599, 603 (1946): The 27 1/2 percent
[depletion allowance] is the statutory restoration
of the tapayer's capital. ; Pawns . Smith, 359
U.S. 215, 220 (1959): The purpose of the depla.
tion deduction is to permit the owner of a capital
interest in the minoals in place to make a tax-frve
recovery of that depleing capital ase.

20
39 Stat. 756,759 (1916).

21
S. Rep. No. 793, 64th Cong., 1st Ses., pt. 1, 4-5
(1916).

22
53 Cong. Rec. 13287 (1916).
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The Revenue Act of 1916 provided for a
depletion deduction as follows:

"All losses ... including ... in the case of oil
and gas wells a reasonable allowance for
actual reduction inflow and production to
be ascertained not by theflush flow, but by
the settled production or regularflow. 23

The Treasury department interpreted this
provision as follows:

'The purpose of this provision is to afford a

means whereby the individual or

corporation owning oil or gas producing
properties may, during the period of
operation, deduct from gross income the
cost of or the capital actually Invested in,
the natural deposits...By capital actually
invested, as herein used, is meant the fair
market value of the properties as of March
1, 1913 if acquired prior to that date, or
their actual cost if acquired subsequent to
that date." 24 (ehasis added)

For pre- 1913 discoveries the capital actually
invested was defined by both Congress and
the Treasury department as the fair market
value of the discovery as of the enactment of
the first income tax law. The legislative
history makes it clear that this determination
was based on the constitutional rules
concerning the imposition of a direct tax on
property. In this case, Congress determined
that the property involved was the natural
resource deposit itself. To avoid imposing
an Income tax on thecapital that existed
before income taxation, it was necessary to
provide a depletion allowance that protected
the value of property as of that date.

The reasonable allowance for actual
reduction Inflow was calculated by
measuring the well's flow rate once it
became settled or stable and again at the end

23
The Rn'nnue Act of1916,39 Stat. 756, §5, 512,
39 Stat 759 and 769 (1916).

of each tax year. The reduction in flow rate
was computed as a ratio and the ratio
applied against the well's post-1913 cost or
pre-1913 value to determine the allowance
for depletion.25 The dedine-in-flow method
was consistent with the then accepted
practice of the oil industry.26 The Senate
recognized that because the flow method
was based strictly on physical measurement
to calculate the decline in value, it did not
consider other economic events which could
affect the value e.g.,changes in prices,
availability of a market, transportation, new
discoveries, etc2 7

In the case of New Creek Co. v. Lederer, 28

when called upon to determine what
constituted a reasonable allowance for
depletion the court stated as follows:

'Clearly, Congress did not know And this
is entirely natural because of the variable
factors entering inevitably into such
problems as they arise with reference to
mines under varying conditions ...The value
of such property is usually in the mines
which lie within it... Their mineral event
and money value are factors impossible of
precise ascertainment. Yet, on these factors
any allowance for depletion of capital or the
corpus must be based' 29

24
TD. 2447,19 Treas. Dec. Int. Rev. 31 (1917).
25
The Revenue Act of 1914 §12(aX2), §5(aX8).
26
Freeman, Percentage Depletion for Oil-A Policy
JaIa 30 Ind. L J. 399,405 n.16.
27
54 Cong. Rec. 13286 (1916). Because the do
plction allowarce was measured by the redudion
in flow without regard to new discoveries, it
caused a producer that invested in new pro-
duction to get a lower depletion allowance. T.D.
2447, 19 Trea. Dec. Int. Rev. 31, 33-4 (1917).
28
295 F. 433 3rd Cir. (1924).
29
ibid., at 435-4 36.
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The Supreme Court, in U. iidy, 30

acknowledged that the depletion allowance
only was a rough estimate by the Congress.
But Congress concluded that it was better to
act upon a rough estimate than to ignore the
fact of depletion.

Significantly, The Revenue Act of1916
disallowed deductions for depletion when
the total allowance exceeded the pre-1913
value or the post-1913 cost. This introduced
what later became the concept of basis for
depleting oil and gas producing assets.
However, the basis was not limited to the
specific dollar cost of the property on which
discovery was made. Instead, the Treasury
department specifically recognized that the
capital actually invested in pre-1913
discoveries was the value of the discovery as
of that date, as opposed to the costs incurred
in the discovery.

On several occasions, the Supreme Court
examined the 1916 depletion provision and
outlined Congress' reasoning in enacting it
The Court explained that the 1916 Act's
deduction for depletion in the case of mines
was a special application of the general rule
of the statue allowing a deduction for
exhaustion of property.3 1 In the Ludy case,
the Supreme Court described the purpose of
the depletion allowance as follows:

'The depletion charge permitted as a
deduction from the gross income in
determining the taxable income of mines for
any year represents the reduction in the
mineral contents of the reserves from which
the produ, is taken. The reserve are
recognized as wasting assets. The depletion
effected by operation is likened to the using
up of raw material in making the product of
a manujcturing establishment. As the cost
of the raw material must be deducted from
the gross income bebre the net income can
be determined, so the estimated cost of the

30
274 U.S. 295 (1927).

part of the reserve used up is allowed The
fact that the reserve is hidden from sight
presents difficulties in making an estimate of
the amount ofthe depsits. The actual
quantity can rarely be measuer It must be
approximated... And because the quantity
originally in the reserve is not actually
known, the percentage of the whole
withdrawn in any year, and hence the
appropriate depletion charge is necessarily
a rough estimate...But Congress concluded,
in the light of experience, that it was better
to act gipan a rough estimate than to ignore
the fact of depletion ... The proviso limiting
the amount of the deduction for depletion to
the amount of the capital invested shows that
the deduction is to be regarded as a return
of capital, not as a special bonus for
enterprise and willingness to assume
risk. '32

The U.S. involvement in World War I
renewed the debate over the nature of
income and capital in the petroleum
extraction industry. To finance the war,
Congress raised the income tax rate from its
nominal one percent rate. Much of the
increase in the income tax was by means of
a war excess profits tax. Excess profits were
taxed by placing a graduated tax on the
profits that exceeded a certain percentage of
a return on the capital invested in the
business.

This presented a particular problem for the
petroleum industry. It highlighted the
difference in income tax treatment between
those who purchased an existing resource
and those who explored for such a resource.
Those who purchased had a high cost basis,
which lessened the impact of this tax, while
those who explored had a much lower cost
basis. When the latter produced they were
hit heavily by the tax.

31
Lynch v. Alworh-Sephwi Ca, 267 U.S. 364,
371 (1925).
32
U.S.y.Juda, 274 U.S. at 302-303.
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This unfavorable tax situation was
aggravated further by three factors:

there was a capital gain tax on any
profits that might be made on a sale of
property equal to the highest rate of the
war excess profits tax;

" the Treasury interpreted the Revenue
Act of 1916 to allow cost depletion only
to the owner of the land in fe; the oil
and gas lessee wa, allowed no
depletion at all, cost or otherwise; and

" the U.S. Fuel Administration had set a
maximum price on the sale of crude oil.

These factors were the impetus for the next
significant change in the depletion

provision.

The Revenue Act of 1918

The Revenue Act of 1918 33 substantially
revised the allowance for depletion by
introducing the concept of discovery
depletion for oil and gas wells. This new
allowance permitted taxpayers to use theJir
market value of the oil or gas at the time of
the discovery, or within thirty days of the
discovery, as the basis for depletion for
wells discovered after 1913. Certain wells
were still held to the reasonableallowance
standard established in The Revenue Act of
1916. In addition, the scope of depletion
was broadened to include other natural
resource deposits and timber.34

33
40 StaL 1057 (1919).
34
Sections 214(a)(10) and 234(aX9) of The Rev-
enue Act of 1918 wovided as follows: 'In the
case of mines, oil and gas wells, other natural
deposit, and timber, a reasonable allowance for
depltion, and for depreciation of wnprovemenu,
according to the peculiar condition in each case,
based upon cost including cost of development
not otherwise deduced: Provided, That in the
case of such properties acquired prior to March
1,1913, the fair market value of the property (or
the tawaer's interest therein) on that date shall
be taken in lieu of cost up to that date: Provided

The bill, H.R. 12863, as initially drafted by
the House Ways and Means Committee, did
not include the discovery depletion
allowance, but instead merely extended the
1916 Act's reasonable allowance. 5

Representative Chandler of Oklahoma did
not believe that the House Ways and Means
Committee had gone far enough to relieve
the inequalities that the extractive industries
experienced in determining income subject
to taxation. During the debates on the
revisions to the income tax laws in 1918, an
excellent insight into the reasons for
expanding the depletion allowance was
provided by Representative Chandler, as
follows:

i do not believe that the committee has
eliminated these inequalities, but to the
contrary, so far as it affects certain
industries. The inequities I refer to are the
lead, zinc mining and the production of oil
andgas...throughout the United States,
which is different from the ordinary
business. It is full offailures and is highly

furher, That in the case of mines, oil and gas
wells, discovered by the taxpayer, on or after
March 1, 1913, and not acquired as the result of
purchase of a proved tract or lease, where the
fair market value of the property is maerially
disproportionate to the cost, the depletion al-
lowance shall be based upon the fair market
value of the property at the date of the discovery,
or within thrty days thereafter; such reasonable
allowance in all the above cases to be made un-
der rides and regulations to be prescribed by the
Commissioner with the approval of the Secretary.
in the case of leases the deductions allowed by
this paragraph shall be equiably apportioned be
tween the lessor and lessee.* (40 Sel 1068,
1078-79).
35
The Committee repoit in reference to depletion
stated merely: "7he depletion provision of exist-
ing law does not grant an allowance for cost of
developmen. In case of mines, oil and gas wells
such an Ralowaxce seems only equiable and fair
and the bill provides that a reasonable allowance
in such cases be alowed fr depreciation of
unprortmea The bill also corects an inequat
ity of the present law by providing for an equi-
iable apportionment of the depletion alowance
between lessor and lessee." H. Re. No. 767,
65th Con., 2nd scs. 30 (1918).
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hazardous and speculativ The risks are
such that the incentive is not merely usual
interest return on capital invested, as may
be the case in other business, but a reward
our of proportion to such usual return This
reward of unusual return comes oftentimes
after a fruitless endeavor extending over a
period of years in losing or unprofitable
adventures, with no return whatsoever, and
usually with total loss of capiral... Th7i
incentive that extends the development and
opens new mines and new oil and gas wells
is the hope offinding some day a mine or
well that will compensate for past hardships,
privations, and Ioses...

'I also wish to call to your attention the fact
that 90 percent of the oil produced is taken
from new welts during thefirst four years of
their existence. At least 50 percent of this
amount is produced during the first year of a
welts exstence. It is therefore necessary, in
order that production may be kept from
declining, that new wells in large numbers
be drilled ...History of the oilfields show
that less than I out of 100 wildcat
adventures are successful, over 99 percent
being a total loss to the parties entering
upon the undertaking. Less than lO percent
of successful venture return to the parties
their investments. Of this 10 percent possibly
2 percent are big strikes which you hear so
much about..

"The law should at least give to oil
producers and miners of this character,
where the life is short and uncertain, 15
percent credit on capital; again, depletion
and depreciation allowances should be so
prMvded and administered that the tax
would be on proft not capital As now
adminkered the capital is returned by
depktion(cost) and depeiatn aUlnces
over the estimated lie of the individual
mine. This may and oftentimes work as a
great hard hit.. [atkr citing two tenical
examples of the operation of the tax sytem,

Congremn Chandler states)...This is a tax
on capital, not incrne 36

An amendment, introduced by
Representative White of Ohio to protect the
wildcattnes capital, gave a deduction for an
amount not to exceed 10 percent of the value
of the oil removed during the year.37

The House version of the bill was amended
by the Senate Finance Committee to include
a Provision allowing the taxpayer to use as
the basis for depletion, the discovery value
of the property. The Committee report
stated:

"The prospectorfor mines or oil and gas
frequently eWnds many years and much
money infruitless search. When he does
locate a productive property and comes to
settle it seems unwise and unfair that his
profit be taxed at the maximum rate as if it
were ordinary income attributable to the
normal activities of a single year. To
stimulate prospecting and exploration, the
committee has limited the surtax to 20
percent of the selling price in the case of a
bonafide sale of mines, oil or gas wells
where the principal value was demonstrated
by prospecting, exploring, or discovery work
done by the taxpayer. '38

36
56 Cong. Rec., 10339, 65th Cong., 2nd Seas.

-(1918).
37
56 Cong. Rec. 65th Cong., 2nd Seas. 10539-
10542 (1918), Congressman White of Ohio stated
his rtesonifg behind the amendment as follows:
'During the consideration in the Committee of
the Reven~ Act of 1916 1 stated that feared the
rates of taxation imposed on the oil indawuy
would resub in a falling off of the production of
crude oil, and my prophecy has proven accurate,
and in the face of the lessened adivity of the
wsilcatter and the resulting decline in produce.
tion, the Committee has aahorized me to offer
this wnendnent. 56 Cong. Re. 65th Cong. 2nd
Seas. 10540 (1918).
38
S. Req. No. 617,65th Cong., 3rd Ses., 6 (1918).
The Act had a speq a rmuneat for the sale of
mines, oil or gas wells for the stax ates. For the
sale of mines, oil or gas wells, where the
principal value has been demonstrated by dis-
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The new discovery deplelon provision was
explained on the Senate floor by Senator
Penrose of Pennsylvania, the ranking
Republican member of the Finance
Committee, as follows:

"The committee gave vry careful
consideration to the question ofdeployion.
The just taxation of income derivedfrom the
operation ofmines and of oil and gas wells
is a particularly difficult matter. This is due
to the fact that par( of what apparently Is
Income Is In reality a mere return of the
capital of the enterprise, When,for
example, a ton of coal s sold the excess of
what is received from the cost of mining of
that ton of coal is by no means all income.
part of that excess must be treated as a
repaymit of what was invested in the mine
from which the coal was taken. Such
alkn s for the eracriw indsstres are
covered by the depletion provisions....' 39
(emphards added)

The bill as amended was approved by both
Houses without further debate.4

The passage of discovery depletion in 1918
extended the fair market valuation for pre-
1913 discoveries to new discoveries made
after 1913. For the next 50 years, the loss of
capital attendant to the depletion of
petroleum deposits was measured by the
greater of a portion of the fair market value

covery wor done by the Wpaqyer, the surtax rate
was not to exceed 20 peent as compared to
other sources of income where the rate could go
am high as 65 percent. This provision was in
recognition of the fact that the prospectors busi-
ness was to find the resource not the development
or production of the resource. After making a dis.
covucy, the prospector would normally be re-
quired to sell the property in order to have the
funds necessary to continue prospecting.

39
57 Cong, Rec. 549, 65th Cong., 3rd Sess. (1918).

40
See 57 Cong. Rec. 554, 65th Cong., 3rd Seas.
(1918) and 57 Cong. Rec. 3007, 65th Cong., 3rd
Seas. (1919).

or the costs incurred in acquiring, finding,
and developing oil and gas deposits.4 1

The Revenue Act of 1921

After the institution of discovery depletion,
the valuation of the depletion was based on
the discovery vafue of a new oil or gas
deposit However, since the discovery value
was based on higher prices prevailing during
the war and theflush flow, as opposed to the
settled flow, of a new discovery, the amount
of the depletion allowance in any given year
could exceed the net income from the
business. This led to discovery depletion
being used to offset non-oil, gas, or mining
income.

The Revenue Act of1921 42 amended The
Revenue Act of 1918 by limiting discovery
depletion to the net income from the
depletable property. 43 The Act also
provided a new special capital gains rate and
disallowed a carry-forward of losses
attributable to depletion if the basis for the
carry-forward was discovery value rather
than cost. This provision was intended to
prevent companies from escaping tax on
income from non-mining sources by using
offsetting depletion deductions from
extractive resources industries. 44

41
H. Rept. No. 1037,65th Cong., 3rd Seas. (1919).

42
42 Stat. 227 (1921).

43
Ibid. 42 Stat. 227, 241 (re: individual); 42 Sat.
227,256 (re: corponaions).

44 -

During the hearings before the Senate Finance
Conanittee, the Treasury Department recom
mended that the allowance for discovery deple-
tion be uited to 50 percent of the net income
from the property depklte The commiee re-

jected the 50 percent limitation and subkstituted a
limit of 100 percent of net income. Its report
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In a landmark case interpreting The Revenue
Act of 1921,45 the Supreme Court
acknowledged that, prior to 1918, depletion
that was limited by costs favored those who
paid for discoveries and disfavored those
who explored for new discoveries. With the
advent of depletion for new discoveries
based on fair market valuation, those who
explored for new discoveries were no longer
disadvantaged by the post-1913 cost- based
depletion allowance. In addition, the

*. in order to make certain that the depletion de-
duction when based upon discovery value shall
not be permitted to offset or cancel profits de-
rived by the taxpyer from a separate and divinct
line of business, & is provided that the depletion
allowance based on discovery value shall not ex-
ceed the net income, computed without aowance
for depletion, from the prowrtry upon which the
discovery is made, ewept where such net income
so compwed is less than the depletion allowance
based on cost or the fair market value as of
March 1, 1913." S. Rept. No. 275, 15, 67th
Cong., lst Ses. (1921).

45
y 287 U.S. 551, 558 (1933). In

this case .he Supreme Court incorporated the r-
turn of capital concept into the definition of an
economic interest. The holder of an economic in-
terest is treated as the producer of the oil or gas
for federal income tax puposes. Those who must
look to the oil and gas for a return of capital are
considered to be *holders of economic interests.'
The Supreme Court explained an economic in-
tcrestas follows: "...(ifre language of the statute
is broad enough to provide, at least, for every
case in which the taqwyer has acquired, by in.
vestment, any interest in the oil in place, and st
cures, by any form of legal relationship, income
derivedfom the retraction of the oil, to which he
must look far a raurn of his capital " Ibid at 557.
Five years later, the Court in Hiexzi"g y
imnktine il Co., 303 U.S. 362 (1938), zeaf-
fir ed the test kid down in Pale and added:
"But the phrase 'economic ierest' is not to be
taken as embracing a mere economic advantage
derived from production, through a conactual
relation so the owner, by one who has no capital
investment in the mineral depot. Ibid. at 367.
In addition, the IRS adopted almost Htrally the
language of Namer and Bankli in tu Et regu-
lations rescried under Th eternal Revenue Act
of1939in establishing the tests to be administra-
tively applied in determining what interests in
minerl deposits are entitled to the depletion al-
lowance. See Treas. Reg. 103,19.23 (m)-l, Aug.

Supreme Court discussed the nature of an
economic interest in mineral deposits. Ocly
economic interests qualify for the depletion
allowance.

The Revenue Act of 1924

The Revenue Act of 1924 46 adopted a
Treasury proposal made in 1921 to limit the
allowance of discovery depletion to 50
percent of the net income from the property
depleted. 47 The provision was accepted by
the House and an identical amendment was
reported by the Senate Finance
Committee.48 Despite efforts to limit
discovery depletion, Congress still was
dissatisfied with the manner in which
discovery depletion was operating. At this
time, the Supreme Court was grappling with
issues of who qualified for depletion and
whether the nature of payments to a lessor
were income or a return of capital.49

23, 1939. See also Pans Y.mkh 359 U.S.
215.222-223 (1959).
46
43 Stat. 253 (1924).

47
Ibid. 43 Stat. 253, 270 (re: individual); 43 Stat.
253. 284 (re: corporations). The net income limi-
tation revision was explained by the Chairman of
the House Ways and Means Committee as fol-
lows: "The deduction for discovery of [sic] de-
pletion is limited to 50 percent of the net income
ofthe property depleted. This applies mostly to
cases of discovery of oil wells. At present a de-
duction for discovered [sic] depletion may be as
great as the entire net income on the property de-
pleted, and I have known instances where com-
panies actuay advertised that they could make a
distribution of their dividends, without paying
any corporation tax." [65 Cong. Rec. 2429,
(1924)J

48
S. Rept. No. 398,68th Cong., Ist Sea. (1924).

49
The Supure Cout held that under §234(aX9) of
The Revenue Act of 1918, and the regulations
thereunder, bonus and royalties received by the
lessor of an oil lease, after dcduaions allowed by
the Act, were taxable income of the lessor.
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Senate Hearings of 1925

In 1925, the Select Senate Committee on
Investigation of the Bureau of Internal
Revenue held extensive hearings concerning
the administrative practices of the Bureau.
In these hearings the Committee also studied
the problems with the allowance for
discovery depletion. The committee report
devoted over 100 pages to the discovery
depletion allowance, concluding that the
allowance was too vague, difficult to
administer, and was not accomplishing the
purposes for which it was enacted, and thus
should be legislated out of existence.50

The discovery depletion allowance required
that each well be valued by at least one
expert. The government, as well as the

Murphy Oil Co. v. Burnet. 287 U.S. 299 t19 3 2 ).
Furthermore, the Court found that 0234(a)(9) and
the regulations thereunder required depletion al-
lowances upon bonus and royalty payments re-
ceived by the lesaor of mineral lands, sufficient to
M de for a retum in full of his invested capital.

: Coal Q. v. Btt 287 U.S. 308 (1932).
Both of these cases rdied upon Bum . H=Im
247 U.S. 103 (1932), decided four weeks earlier.
The Hame1 case, which involved The Revenue
Act of 192,4 held that income reccived by the
lessor from an oil and gas lease, whether by way
of an initial bonus or as royalties on the oil and
gas subsequently produced by the lessee, was
taxable under The Rewnue Act of 192,4 not as
gain from the *sale* of capital assets, but as ordi-
nary income. 247 U.S. at 105, 112.

50
Investigation of the Bumau of Intermal Revenue,
S. Rep. No. 27, 69th Cong., 1st sess. 3-4
(Confidential Committee Print, 1926). A sum-
mary of the findings in the report read as follows:
'It is very clear that the purpose ofthe provision

fJr discovery depletion was so stimulate prospect-
ing for new deposits of mineral and oil, yet the
allowance of discovery depletion is not confined
to the taxpayers who discover new deposits of
mineral or oil ..but is allowed to taxpayers who
develop discoveries made by others, and upon
deposits knows to exist prior to March 1, 1913.
"Analytic appraisals, which determine values to
be depleted by discounting estimated expected
profits, are too elastic and leave too much to the
Judgment of individual engineers to be suitable
kbr taxation purposes. An amendment of the law
is required to permit substitution of a mc-e suis-
able method'

taxpayers, were incurring great expense to
value producing properties for purposes of
discovery depletion. While the government
had maintained a large force of engineers for
more than 10 years to determine property
values, it was estimated that the taxpayers
had borne ten times the expense incurred by
the government. Most small taxpayers were
unable to secure adequate depletion under
the discovery method because they could not
afford to employ the experts necessary to
determine proper valuation. 5 1 These factors
led to a significant change in the nature and
extent of the allowance for depletion.

The Revenue Act of 1926

The Revenue Act of 1926 52 created a
completely new method for measuring the
depletion of the primary capital assets of a
petnileum extraction firm. Congress
wishing to avoid the inadequacies of the first
five percent depletion limitation and the
administrative complexities and perceived
abuses of discovery depletion, created a new
allowance called percentage depletion.

Percentage depletion is a flat statutory rate
of depletion equal to 27.5 percent of the
gross income from the property to be
depleted. The 50 percent net income
limitation still applied. As the legislative
history of this provision indicates, the figure
of 27.5 percent was the result of past
experience and political compromise, and
was guided also by the fact that a petroleum
extraction firm must look to the sale of its
primary capital assets to generate revenue to
continue operations.

51
Reports to the Joint Comm. on Internal Revenue
Taxation from its Staff Pursuant to §1203(bX6),
The Revenue Act of 1924 71st Cong., 1st seas.,
Preliminary Report on Depletion, pt. 8, 8 (Comm.
Print, 1930).

52
44 Sat. 9 (1926).
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The House Ways and Means Committee
made only minor changes in the depletion
provisions of the bill, H.R. 1, which it
reported. 53 It was the Senate Finance
Committee that created the new percentage
depletion allowance. The proposed
depletion rate was 25 percent of the gross
sales value of oil and gas at the wellhead. 54

Debate was extensive in the Senate 55 and
Senator Reed of Pennsylvania explained the
need for the new provision as follows:

"I hope I have explained to the Senate how
this present method of calculating depletion
in oil wells is really a combination of
uncertainties. The factor of error that is
possible in either of those elements is
intensified by the fact that we are
multiplying one uncertainty by another....So
we are trying, by the Finance Committee
am fndment, to get awayfrom those
uncertainties and to adopt a rule of thumb
which will do approximate justice to both
the Government and the taxpayr........

'When we come to calculating the income of
a man who owns an oil well, we have to take
into account thefact that the capital is
constantly disappearing, that it is being

53
H. Rept. No. 1,69th Cong., Ist Sess. (1925).

54
S. Rept. No. 52, 69th Cong., Ist Sess. (1926).
The repoil stated that "The adsministration of the
discovery provision of existing law in the case of
oil and gas welts has been very difficult because
of the discovery valuation that had to be made in
the case of each discovered welL In the interest
of simplicity and cerainty in administration your
committee recommend that in the case of oil and
gas wells the allowncefr depletion shall be 25
per cent of the gross income from the property
during the taxable year. The provision ofexising
law limiting this amount to an amount not in ex-
cess of 50 per cent of the net income of the tax-
payer from the property is retained" Ibid at 17-
18

55
67 Cong. Rec. 3761-3778. 69th Cong. lit Sess.
(1926).

depleted by the flow of the oil or gas
... Obviously, in calculating the oil well
owner's income tax, we have, first, to make
a deductionfrom his gross income for the
amount by which this capital is being
returned to him in this form which we call
depletion...

"Ever since the early war days Congress has
followed 'he policy ofallowing what they
call discovery value for both oil and gas
wells andfor minerals. It is perfectly
obvious that ifl buy an acre of land in the
Rocky Mountains and pay $10 an acre for it,
and then, by hard work, discover a rich
deposit of gold on it, the calculation of my
depletion on the original $10 basis would
not allow me any adequate return for my
real capital. So, in allowing what is called
discovery value, Congress and the Bureau
have tried to get at the real but the unknown
value of the property owned by the
taxpayer. * 56

The Senate debated whether a proposed 25
percent allowance would aid or injure the
small independent producer. This prompted
Senator Neely of West Virginia to express
the hope that the bill would be amended to
protect the small producers.57

Drawing on earlier testimony of the
Treasury department, Senator Goff of West
Virginia stated:

.. as far as Treasury can now determine, a
fair depletion allowance, an allowance that
does not confiscate the capital investment;
and in the interest of the Treasury, isfrom
35 to 37 1/2 or 40percent, clearly a 25
percent depletion from the gross income is
not sufficient to preserve intact the capital
account. If we do not have at least 35
percent--and 40 percent would be better--
then the capital account is invaded; and the

56
Ibid. at 3762.

57
Ibid. at 3763.
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tax, instead of being a tax reasonably levw;'
is a tax to confiscate the capital investeJ,
and therefore discourages the reinvestment
of capital in discovery oil production. * 58

Senator Goff offered an amendment on the
Senate floor providing for either a 35 or 40
percent allowance depending upon the
relation of operating expenses to gross
income during the year. It was defeated.59

Senator Neely proposed a flat 35 percent
rate, but it was also defeated. 60 He then
proposed 30 percent which was adopted.61

In conference, the House receded with an
amendment establishing 27.5 percent as the
applicable depletion rate for oil and gas, a
seeming compromise from the Senate bill's
30 percent depletion rate. 62

In discussing the new 27.5 percent depletion
allowance created by the 1926 Act, the
Supreme Court noted in Helvering v.

nlrduacm Q1D6 that:

"Congress has recognized in fairness there

should be compensation to the owner for the
exhaustion of the mineral deposits in the
course ofproduction... .But to appraise the
actual exent of depletion on the particular
facts in relation to each taxpayer would give

58

67 Cong. Rec. 3764,69th Cong., 1st SCs. (1926).

59
67 Cong. Rec. 3775,69th Cong., 1st Ses. (1926).

60
This proposal was defeated by a vote of 32 to 31
with 33 senators not voting. Ibid. at 3776.

61
This passed by a vote of 35 to 29 with 32 senators
not voting. ibid. at 3777. The Senate Finance
Committee amendment to the House bill, as
amended, passed by a vote of 48 to 13 with 35
senators not voting. 67 Con. Rec. 3778 69th
Cong., 1st Sesi. (1926).

62
H. Rep. No. 356,69th Cong., 1st Seas. (1926).
63
303 U.S. 376,381 (1938).

rise to problems of considerable perplexity
and would create administrative difficulties
which it was intended to overcome by laying

down a simple rule which could be easily
applied. To this end, the taxpayer was
permitted to deduct a specified percentage of
his gross incomefrom the property." 64

Legislative History: 1926-1969

There were few substantive changes in the
percentage depletion allowance between its
inception in 1926 and its eventual phaseout
starting in 1969. However, there were
numerous debates over the nature and proper
role of depletion.

The Revenue Act of 1934 made no chi.-ge in
the depletion law except to amend
§1 14(b)(4) to require a new binding election
on the part of taxpayers as to the method of
determining their depletion allowance.
Despite this relatively minor change there
were still significant debates on the efficacy
of depletion as a capital recovery
mechanism in hearings before the House
Ways-and Means Committee. These

hearings were largely concerned with the
1933 report of its Subcommittee on
Prevention of Tax Avoidance, 73rd Cong.
2nd Sess. (Comm. print, 1933), which had
recommended a flat 25 percent reduction in
the depreciation and depletion deductions
for the years 1934 to 1936.0

64
See U.S. v. Dakota-Montans OiL2Co., 288 U.S.
459, 461 (1933). See also Helvaing v.Twin Bell
Syndua, 293 U.S. 312, 321 (1934).

65
The representative of the oil and mining in
dustries appeared to oppose the proposals to limit
the allowance for depletion. The Treasury posi-
tion that depletion represented a subsidy for a
special class was denied. An oil witness stated
that discovery depletion was not a war-time mea-
sure because The Revenue Act of 1918 was not
passed until Febury 24, 1919, four months after
the close of hostilities and the provision was sub-
sequently reenacted in 1921 and 1924.
[Testimony of John Cullen, representing the Mid-
Continent Oil and Gas Association, Tulsa, Okla-
homa Headngs bdore the House Committee on
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In 1942, Secretary of the Treasury
Morgenthau recommended to the House
Ways and Means Committee the elimination
of percentage depletion, in order to increase
wartime revenues. 66 In response to the
Secretary's statement former Senator Gore
of Oklahoma explained the reason behind
the depletion provision as follows:

"Take a wholesale grocer who
buys... 100,000 barrels offlour. Hepays $3
a barrel and he sells it for $4 a barrel. The
difference between the $300,000 that he
pays and the $4W0,000 that he takes in
represents gross profit. From that he
subtracts his expenses, and so arrives at his
net income. You lay a tax on his net income.
You do not undertake to lay a tax on the
$300,000 that he receives for theflour which
merely represents what he paid for the flour.

Ways and Means on the Revenue Revision of
1934, 73rd Cong, 2nd sea., pp. 245 ff(1934)]
The same witness stressed the necessity of per-

mining the oil and gas industry to set aside a Pert
of its profits as reerve for the replacement of oil
produced. He argued that no other business was
as hazardous as the production of oil.

66
After pointing out that percentage depletion re-
sulted in allowances in excess of cost depletion,
Secretary Morgenthau mted:
'One of the reasons asserted in behayfofpercent
age depletionjfr oil and gas properties is that it
sbnmulates exploration for such properties. f this
is a proper objective, it would be better achieved
by a special depletion alkrwance to those who do
explore without indiscriminate evension of the
same favor to all owners." Heauings Before the
House Committee on Ways and Means on the

- Revenue Rcvision of 1942, T7th Cong., 2nd seas.
9(1942)
Representative Disney of Oklahoma and Repr-
sentative Buck of California expressed concern
over the effect of the proposal to eliminate per-
centage depletion on stripper wells. Reprsnta
tive Disney was of the opinion that srippa wells
would be forced out of production; he pointed out
that, once abandoned, they can be resored m'
productivity. Secretary Morgenthau agreed that
strippers might be hurt by the Treasury proposal
but suggested a direct Government subsidy to
help than, if necessary. bd. at 34.-35.

That is his invested capital. That is what he
is doing business on

"In thefirst place, Congress would have no
disposition to tax the return of the $300,000,
and in the second place, Congress has not
got the power to do it, if it had the
disposition That would be a tax on capital,
not a tax on income, and under the Sixeenth
Amendment, Congress only taxes income.
You cannot tax capital. A tax on any form of
capital can only be imposed in accordance
with the rule of apportionment, and.. That
is the point. • 67

The Revenue Act of 1954

By 1954, percentage depletion had been
extended by the Congress to virtually every
category of exhaustible resources and some
renewable resources. The statutory
depletion rates were 27.5 percent for oil and
gas, 23 percent for sulfur and 15 percent for
metals.68

In order to raise $300 million in tax
revenues, Senator Williams of Delaware

67
Hearings Before the House Committee on Ways
and Means on the Revenue Revisions of 1942,
77th Cong., 2nd sas. 1015 (1942).

68
In order to prevent uncetainty and controversy,
the Act provided a category of nonmetallic min-
erals which was to include all other minerals not
specifically listed in the bill, other than soil, sod,
dirt, turf, water, or mosses or minerals from sea
water, the air, or similar inexhaustible sources. In
reviewing the 1954 House bill, Mr. Reed of New
York, the Chairman of the Ways and Means
Committee stated&
'Under existing law, percentage depletion has
been grated to 56 clases (of) nomrmetallic
minerals. Many of the clakiation- have been
inexact and there had been much wcertaimy and
controversy in this area. The bill clarifies exist
ing law and provides a groupng which is admi
Istratively more frasible and competitively more

equitable. Under this revision there art a few
increases, but no reductions, in the rates of
percentage depletion allowance by the present
law and regulations." 100 Cong. Rec. 3424,
83rd Cong., 2nd Sess., (1954).
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proposed to cut the oil and gas depletion rate
from 27.5 percent to 15 percent.
Whereupon, Senator Neely of West Virginia
and eight other senators testified to the
importance of the oil and gas depletion
allowance. Senator Neely eloquently
explained and reaffirmed the nature and
purpose of the 27.5 percent depletion rate
which he had written 28 years before:

'During the latter pan of the year 1925 and
the early days of 1926 informed men of
vision warned the Nation that its supply of
oil was being rapidly diminished and that it
would, in the reasonably near future, be
exhausted It was then estimated that our
total oil reserves amount to only
8,500,000,000 barrels. Patriotic men in high
places urged the conservation ofthis vital
resource and even recommended that it be
nationalized in order that it might be
conserved to the limit possibility.

"At that time it was daily becoming more
and more difficult tofind oil. Its discoveries
in 1922,1923, and 1924, averaged
approimately a half billion barrels a year.
Multitudes of venturesome patriotic tireless
men were spending their lives and their
fortunes vainly searching for more oil At
last the prudent declined to spend their days
and their capital in the burdensome,
bankrupting, hazardous huntfor oil

*A diligent Congress recognized the Nation's
peril in this vital matter and proceeded to
provide the necessary protection against it
by adopting the depletion allowance
provision under which oil operators, who
were fortunate enough to succeed could
eventually regain their capital investment.
The effect of the adoption of the amendment
wa immediate and amazingly beneficial As
a result of its operation, afoundation was
aidfor accomplishments by virtue ofwhich

the United States is today the last and only
effectual barrier to communistic conquest
and enslhement.

"From Ml26 to 1931 the newly discovered
oil averaged over two billion barrels a year-
300 percent more than the average
discoveries of 1922,1923,1924.

"The provision of the law which the Senator
from De.aware is striving to cripple,
rendered it possible for America to supply
the oil tir enabled her and her allies to win
the Second World War. Tha war made
more than afourfold increase in the demand
upon our oil resources and production.
Never tleess, because of the incentive
afforded by the depletion allowance
provision, we now have more than 3 times
8,500,X0,000 barrels of reserve oil, of
which we knew 28years ago....

'In juwification ofthe present depletion
allo ance provision, let me remind the
Senate that in this country last year it was
necessary to drill six and six-tenths oil wells

in order to obtain one producer, and that
our average cost of drilling a producer oil
well in 1953 was more than 17times as

much as it was before the Second World
War.'69

Senator Daniel of Texas addressed Senator
Williams' chief reason for the proposed rate
reduction, i.e., that it would provide the
Treasury about $300 million additional
revenue. Senator Daniel argued that a
reduction in the rate for oil and gas would
result in less tax revenue:

1 know that the chief interest of the Senator

from Delaware is in producing additional
revenues which are badly needed by the
United States 1)easurX Has it not occurred
to him that revenues may be decreased
rauher increased by reducing the allowance?

According to a letterfrom the Secretary of
the Treasury dated Apri 22, 1954, and
placed in the Record by Senator Williams on
the same day, page 5408, 'past estimates of
the direct revnue effects of this reduction in

69
100 Cong. Rec. 9302, 83rd Cong., 2nd Scss.
(1954)
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depkon allowan e haw been of the order
of $200 miio. However, the Secreary
adds, 'The esti ates make no allowance
for the indirect adverse effects which might
arisefrom the reduction in activity or for
other reasons" 70

The Williams' amendment to reduce the oil
and gas depletion was rejected.71

The Tax Reform Act of 1969

The Tax Reform Act of 1969 began the
eventual phaseout of the percentage
depletion deduction. The House bill
proposed to reduce percentage depletion for
oil and gas production from 27.5 percent to
20 percent and eliminated the use of
percentage depletion on foreign oil and gas
production by U.S. taxpayers. The Senate
Committee on Finance responded with a
reduction in the depletion rate to 23 percent
In conference committee the statutory rates
on oil and gas were reduced to 22 percent,
and enacted into law. 72

This Act was the beginning of the U.S.
alternative minimum income tax system. It
also provided that tax liability would be
based, in part, on the amount of percentage
depletion taken in excess of a pmducees
cost basis in a property.

The Energy Tax and Individual Relief

Act of 1974 (Proposed)

In response to the Arab oil embargo and
escalating oil prices, the House attempted to

70
100 Cong. Rec. 9309 83rd Cong., 2nd Seas.
(1954). It should be noted that current revenue
estimation procedures also do not estimate the
future increases in tax receipts that occur from a
given response to changes in income tax provi-
sions.
71
100 Cong. Rec 9319 83rd Cong., 2nd Sess.
(1934).
72
Sec. 501,-Pub. L. No. 91-172, 83 Stat. 487
(1969).

pass a bill which would impose a windfall
profit tax on oil producers and phase out
percentage depletion for oil and gas.73 The
bill proposed to reduce the depletion rate for
oil and unregulated gas from 22 percent to
15 percent for 1974 and, in 1975, to remove
percentage depletion entirely. 74

The committee bill provided three
exemptions from the phaseout: 75

" A smalroducer exemption that
applied to the first 3,000 barrels of a
taxpayer's average daily production and
was available to all taxpayers
regardless of average daily production.

A stripper wJl exemption for alI
domestic wells whose production of
crude oil for any calendar month
averaged 10 barrels per day or less.
The exemption for oil could be used
regardless of the volume of natural gas
produced from the same well.

" An exemption for Alaskan North Slope
production.

A taxpayer was to elect whichever
exc:, +.:-- was of most benefit to him.
However, the exemption applied only to the
phaseout provision and was not to postpone
the rate reduction to 15 percent. The bill
also proposed removing the 50 percent net
income limitation for oil and gas wells. The
committee recognized that the limitation
discouraged secondary and tertiary recovery
processes, developmental drilling, and high-
cost low-volume wells. Also, it recognized
that increasing the limitation to 100 percent
of net income would encourage added

73
H. R. 17488: Energy Tax and Individual Relief
Act of 1974, House Ways and Means Connittee
Report. H. Rept. No. 93-1302, 93rd Cong., 2nd
Scsi. (1974).

74
/bid. at 45.
75
Ibi. at 45-50.
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exploration and development. 76 The
proposal was never enacted.

The Tax Reduction Act of 1975

The Tax Reduction Act of1975 77 eliminated
the allowance for percentage depletion for
integrated oil and gas producers and
severely limited its use by all other
producers. The debate on repealing the
depletion allowance demonstrated rising
negative Congressional sentiment because of
soaring oil prices and profits.78 In the
House, discussion centered on an
amendment presented by Representative
Wilson of Texas to exempt from the repeal
of percentage depletion 3,000 barrels a day
of an Independent producers production.
Opponents of the amendment denied the
industry's need for percentage depletion,
citing the high price of oil, tax loopholes,
and record industry profits. Representative
Drinan of Massachusetts spoke as follows:

.1 would now like to turn, Mr. Chairman, to
an emremely important amendment which is
being offered to the Tax Reduction Act. My
colleague from Pennsylvania, Mr. Green,
has offered an amendment which would
eliminate the 22 percent oil and gas
depletion allowance effective January 1,
1975....

'We have watched oil prices skyrocket in the
past yar while profits of oil companies have
soared Major oil companies have
increased their annual profit from $2.9
billion in 1968 to $73 billion in 1973. In
addition, the am earnings of the 10 largest
oil companiesfor thefirst half of 1974 are

'6
'bid. at55.

77
P.L 94-12,89 Sta. 26 (1975).
78
The House bill, HR. 2166, proposed to real
permutage doption for all oil and gas, exceA
fixed cona and regulaed as, produced on or
aerJmnuary 1, 1975. S. Rep. no 94-36,67,94th
Cong. 2nd seas. (1975).

148 percent greater than the same period
last yewar. In theface of these statistics,
providing the energyproducers with this
continued tax loophole simply does not make
good sense "79

During these debates it was recognized that
the depletion deduction was primarily a
(apital cost recovery allowance designed for
industries that produce exhaustible finite
resources. Representative Johnson of
Pew sylvania recounted the history and
purpose of the depletion allowance as
follows:

This depletion allowan.e, when it was first
enacted, was to encourage development, but
its foundation is based on thefact that oil
properties are a capital asset. If one sells
the oil property, one gets a capital gain on it
and one paw only up to 50 percent of the
profit. However, if one produces oil
piecemeal and without the depletion
allowance, one pays ordinary income tax on
it. In other words, one is selling a
nonrenewable capital asset and not getting
the benefit of the capital gain. That is the
reason for the oil depletion allowance in the
first place. so

Representative Johnson also acknowledged
the effect the percentage depletion deduction
had on marginal production and new
exploration.

8 1

79
121 Cong. Rec. 4622,94th Cong., lst Sess.
(1975).

so
121 Cong. Rec. 4616, 94th Cong., list Scss.
(1975).
81
Reprwtafive Johnson fMther stated
'During the last 20 years, the fleds have not
been producing as nuach as they should, as the
pv*e of od has been too low, and the cost of pro-
duction too higk Those who have stayed in
business were able to do so became of the deplio
tion alowanc_ However, the recent increase in
she prwel foil, pls the depletion allowance, has
created great activity, and many new "well loca.
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The Act created a new section of the Internal
Revenue Code that defined which type of
production or producers qualified for
percentage depletion.8 2 A limited allowance
for percentage depletion was provided to the
following categories of oil and gas
production:

* regulated natural gas;

* natural gas sold under a fixed price
contract;

" certain oil and gas production of
independent procucers; and

* certain production of royalty owners.83

Independent producers and the royalty
owners were further limited in the use of
percentage depletion to 2,000 equivalent
barrels of oil and gas production, which
phased down to 1,000 in 1980.8 Also, The
Tax Reduction Act provided a phased-in rate
reduction from the 22 percent rate passed in
the 1969 Act to the current rate of 15 percent
and eliminated percentage depletion for

ions have been staked (ut and imuch new drilling
is planned. Marginal properties, heretofore un.
profitcble, havi oll ofasudden become attractive
for exploration -nd as a ,,esu, 15 million barrels
have been added to recorable reserves, now es-
timated at 50 million ban es...
"If we want to help Pro.ct Independence, help
President Ford in bringing this country to a
sound energy solution, we should pass this 3JXO-
barrel remenpion.' 121 Cong. Rec. 4616, 9th
Cong., IFt Seas. (1975).

82
The internal Revenue Code of1954, #613A.

83
Pub. L No. 94-12, 89 Stat 47, §501 (1975).

84
An independent producer was defined by the Act
to be a person or a business entity who is not ea
gaged in retaining or refining. A retail is a ta-
payer who sells oil or natural gas, or any product
deivedr from oil or a,,'ural gas through retail out-
lets in excess of S5,CX,000 annually. A refiner
is a taxpayer who engaies in refining of more
than 50,000 barrel of crude oil on any given day
durin the year.

proven properties transferred after passage
of the Act. Depletion rates declined to 15
percent in 1984, and the Act further limited
the percentage depletion d'-uction to not
more than 65 percent of taxable income.8 5

The Tax Reform Act of 1986

As noted in the White Paper, The Tax
Reform Act of 1986 made signifiicant
changes in the nature and operation of the
U.S. system of income taxation. However, it
made only limited changes to the allowance
for percentage depletion. The Tax Reform
Act provided that percentage depletion
would not apply to oil and gas lease
bonuses, advance royalties, or other
payments made without regard to actual
production. This provision was in response
to the Supreme Court's decision in CQmm. v.
Fred L.Engle. etu08 6 The percentage
depletion of bonuses had been previously

85
The additional limitation equates to 65 percent of
the taxpayers total taxable income computed
without regarded to: 1) the depletion deduction;
2) any net operating loss or capital loss carry
back; 3) any trust distributions and 4) before
1986, the individual's reduction by the zero
bracket amount.

86
In Comm. v. Fred L. Engle. ei ux.. 464 U.S. 20(i
(1984), the Supreme Court ultimately concluded
that actual production was not a prerequisite for
depletion under section 613A of the Internal Rev.
enue Code of 1954, as amended, and, although it
did not opine as to when the deduction was
allowable, concluded that bonuses continued to
be eligible for percentage depletion. J.L.
Houghton, Arthur Young's Oil and Gas, Fe4=I
Income Taxation 59-60 (1987).
The court also stated that: "Section 613A clearly
provides thai income attributable to production
over a certain level will not be eligible for per-
centage depletion But nothing in the stature bars
percentage depltion on income received prior to
actual production (46¢ U.S. 224)...ir becomes
clear to us that Congress did not mean... to with-
draw the percentage depletion allowance on
lease bonus or advance royalty income arising
from oil and gas properties." *", 223-24.
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reviewed and approved by the Court as a
payment from which the investor obtained
his return of capital.8 7 The Court found
that, in light of the history of the allowance
on lease bonuses and advance royalty,
Congress must specifically provide for the
removal of these items from percentage
depletion.

scwnoi 7TV./ Msroar oF 7na DEPiToIoNAuowa c A19

87
Palme v. Benden 287 U.S. 551 (1933) and
William R. Herring v. Comm, 293 U.S. 322
(1934).
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Section han:

raljiic Summary of Quantitative Analysis

Goodman, Gordon and Youngblood

Explanation
The following case studies are graphic
representations of the after-tax cash flows
generated by the statistically "average "
U.S. geological prospect for each type of
taxpayer noted. Present values are used
throughout the study to account for the time
value of money. Additionally, where noted,
"expected" present values are also used.
The use of expected present values allows
the cash flow streams to be risk weighted to
account for the geological risks of
exploratory failure.

In reality, only a small fraction of exploratory
prospects drilled in the U.S. are successful.
The national average is about 14%.
Therefore, companies must make their
investment decisions based on economics
that reflect the risk that a given well will be
a dry hole, and that the company's entire
investment will be lost.

The risk weighted or expected economics
represent a more realistic estimate of the
results of drilling a typical geological
prospect and they are used by most
companies and investors to arrive at an
investment decision. Consequently, the
structure, operation and competitiveness of
the U.S. tax and fiscal system is best
viewed on the basis of expected cash flows
and expected after-tax returns to the
investor and society.

Bar Graphs
The bar graphs represent (1) the wealth
that is added to U.S. society, (2) the
increase in financial claims and tax receipts
that are generated to the Federal and state
governments, and (3) the net revenues that

flow to the corporate investor/taxpayer.
Each cash flow, including the wealth added
to U.S. society, is converted into its present
value using a discount factor of 15% and is
thereafter weighted by the exploratory and
developmental risks incurred. The
statistically average geological prospect
used for these charts assumes that the
exploratory dry hole risk on the first well is
75%. The national average dry hole rate for
"rank wildcat" exploratory prospects is
approximately 86%.

Pie Charts
The pie charts show the distribution of the
net revenues from the prospect after the
costs of the project are deducted as allowed
by the U.S. tax and fiscal system. This chart
assumes that the prospect is developed
despite a negative exp cted value to the
investor/taxpayer.

These pie charts also assume that the
investor/taxpayer is successful on the first
exploratory attempt and, therefore, incurs no
exploratory risks. Thereafter, the
investor/taxpayer drills 10 developmental
wells, of which 3 are dry holes. The national
average developmental dry hole risk is
approximately 25% to 35%.

Purpose of Analysis
The purpose of this analysis is to
demonstrate graphically the absolute and
relative impacts of the financial burdens that
are imposed on domestic petroleum
resources by the current U.S. tax and fiscal
system. This analysis differs from other
quantitative analyses in several material
respects.

B-i
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First, the graphs demonstrate the total
*expected" revenues that each member of
U.S. society including the Federal
government and the investorltaxpayer will
receive from a typical prospect both with and
without geological risks computed. The
major claimants to the social wealth
generated by U.S. petroleum resources are
the Federal and state governments, the
investor and the landowner. It should also
be noted that increases in wealth to U.S.
society are computed after payments to
contractors, employees and suppliers.

Second, this analysis presents the results
for each type of U.S. taxpayer and producer.
The authors are not aware of any other
quantitative analysis to demonstrate these
differences in after-tax economics.

Next, it shows how and to what extent the
relative financial burdens shift as a function
of an investor's taxpaying position and as a
function of field size (i.e., total expected
revenues), well depth (exploration and
development costs), and future oil and gas
prices. The authors are also unaware of any
other analysis that demonstrates these
relative findings.

Observations
Several observations are possible from this
analysis.

First, an independent producer in a regular
taxpaying position can expect a profit from a
statistically average U.S. prospect while the
same or a competing producer in an
alternative minimum taxpaying position can
expect a loss in a similar amount. However,
an independent producer in an net operating
loss taxpaying position can expect a loss on
the same investment of twice the size.
Similar results occur for integrated
producers.

Second, the loss that can be expected by an
independent producer in an alternative
minimum taxpaying position will be higher
than the loss that can be expected by an
integrated producer in a regular income
taxpaying position. Since over 75% of U.S.
independent producers and over 65% of
integrated producers fall within these
taxpaying positions, this result is surprising
and counterintuitive as it is generally
perceived that independent producers are
treated more favorably within the U.S. tax
code.

Third, the total financial burdens on a
statistically average U.S. geological
prospect increase substantially as oil prices
and field sizes decline and as well depths
increase. Additionally, the economic impact
of the alternative minimum tax increases
substantially as prices, revenues and/or
profitability decline. This compounds an
already regressive structure of the U.S. tax
and fiscal system. Consequently, the
degree of regressiveness of the financial
claims on U.S. natural resources increases
both absolutely and comparatively under the
alternative system of U.S. income taxation.

Last, the U.S. tax and fiscal system
generally, and the alternative minimum tax
specifically, discourage risk taking. Thus,
the system distorts economic decision
making, resulting in potentially significant
losses in wealth to U.S. society. As shown
in case studies 16 and 17, the risks that
would be acceptable to an investor are
substantially less than the risks that would
produce increases in social wealth and
therefore be acceptable to society. The
differences in risks which are acceptable for
investors and society are created by the
structure and operation of the U.S. tax and
fiscal system. This leads to the conclusion
that changes in the structure of the U.S.
system can produce significant increases in
wealth to U.S. society.

SEC77ON &REF-U - JAAlTTA77VE AALYSIS
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Assumptions Used in Case Studies

Project start date: 1989

Well depth:

Reserves discovered:

Number of wells:

Decline rate:

Oil share in reservoir:

Total of all royalties:

Tax rates:

Social discount rate:

Lease acquisition costs:

Crude oil prices:

5441 feet (EIA statistical average).

640,000 BOE-(80,000 BOE/well)
(EIA statistical average).

8 (1 exploratory, 7 development). Exploratory
well is successful on the first attempt with a 75%
risk of a dry hole and subsequently used as a
production well; 3 out of ten development wells
were dry holes.

12.5% per year.

80% oil; 20% gas.

18.75% (includes all overrides etc.).

Federal-34%; AMT-20%; State Severance-4.9%.

15% (same rate used as corporate "hurdle rate").

$150,000 (includes G&G expenditures).

EIA base case. Starting price of $16.33 per
barrel of oil and $1.63 per Mcf of natural gas
rising to $94.24 and $9.42. respectively over the
life of the project

, ' . . "I I-
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The Relationship

of

Total Tax and Financial Claims

on

U.S. Petroleum Extraction Investments

to

Changes in Reservoir Size, Well Depth, Prices

and Geological Risks
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Percentage Total Claims on E&P Projects
Independent Producer
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Percentage Total Claims on E&P Projects
Integrated Producer

As a Rincdon of field Size (Thousand Barrels of Oil Equivalent)
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The Burden of Total Claims as Field Size Changes
As a Function of Taxpayer Type and Tax Status
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The Burden of Total Claims as Well Depth Changes
As a Function of Taxpayer 7pe and Status
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The Burden of Total Claims
As a Function of Well Depth and Taxpayer 7ype and Status

210.0%

190.0%

170.0%

150.0%

00.0%

110.0%

90.0%

70.0%

50.0%

p
2941 4191 5441

Indgmdeot M tmd &W 0 hegrute
Rqp Tax Ahfr R, rTax

6691

ITdqumdeAMT

13



Total Cais
% of Social Wolh

2501

200-

150-

100 7

50-II

Total Claims on U.S. E&P Proje
As a Function of Crude Oil Prices

ndepnaentRegularTax

206

108

.3

A~Tf

Case Studies

cts

IntearAMTrRegularTax

N FJA Hligh ft=c Case * EJA Base Caue E] EIA Low Pr=c Casw
Note: Total claims are calculated on a risk wighed basis.

14 e

210

FT
-a..



Total Claims on U.S. E&P Projec
As a Function of Crude Oil Price

EIABaseg Case
ELA Low
Price Cs

Total CifiM
% ofSocia WM*h

200

130

100
88.
81.

50

- Regular Tax

Note: Total claims we calculated on a

Case Studies
ts
S

Integrated Producer

- AMT

Ssk weighted basis.

15

BEST AVAILABLE COPY

ToWi CM
% Socml Wo=

230 .~
Indepealent Producer

206%

153%

108%

83.3% ::I 90.1 %
73.6%

200-

100-

50-

0
mAlfigh
Pice Cue



P1~

$0

-$500,000

Expected Net
ent Value, MM$

$3.000,000 -

$2.500,000

$2,000,000 -

$1500,000

$1,000,000 -

Case Studies
Effect of U.S. Tax and Fiscal System

On Acceptable Risk Taking
Independent Producer

,,,,,s,,,i, Social Wonrt

,, - Company Worth - Indcpendent-Regular Tax
"s, m 

Company Worth -IndemdenAMT Tax
Iner-, sm with horizonml axis deres

madmwm acceptable elormory dry hol risk

Iloilo

20% ~40% 6% 9% 10

Dry Ho e Rate 

1

II~l6



Expeccd Net
Pie= Value, MM$

$3,000,000 -

$2,50,000

$2,000,000 -

$1,500,000

$1,000,000 -

$500,000

$0-

-$500,000 -

Effect of U.S. Tax and Fi
On Acceptable Risk'

Integrated Produce

40% 6

Dry Hoie Raw

Case Studies

fiscal System
Taking

,,,,--ee, SocwldWorth

Compwy WOM - Integd-Reguar Tax

- Coups" Worth - Inegruaed-AMT Tax

Intrec w a hizowb axm deno
mnsanv acep ~lay &y hole risi

80% 100%

17

BEST AVAILABLE COPY

I

mlw



195

PREPARED STATEMENT OF STEPHEN C. LIPMAN

Union Oil Company of California (Unocal) offers the following comments on
energy tax policy to the Subcommittee on Energy and Agricultural Taxation of the
Senate Finance Committee. Unocal is an integrated earth resources company en-
gaged in all aspects of energy production, both domestic and foreign. We support
legislation to encourage domestic energy production.

The stage is being set for the next energy crisis. Imports of crude oil and petrole-
um products averaged 46 percent of demand in 1989 and, if current trends continue,
they will reach the 50 percent benchmark this year. U.S. oil production is declining
rapidly. It has already fallen from a 9.0 million barrel per day rate in 1985 to close
to 7.0 million barrels per day in 1990 and now stands at its lowest point in 29 years.

Taking no action would be irresponsible. Yet, massive government intervention
would be equally irresponsible. We should repeat neither the laissez-faire compla-
cency of the 60's nor the costly crash programs of the 70's. Congress should strive to
reduce the inherent uncertainty caused by foreign induced oil price volatility. Con-
gress should also provide relatively inexpensive tax incentives to improve productiv-
ity and advance technology in ways that can make a meaningful difference in the
long term.

The strategic petroleum reserve is one part of what should be a multifaceted
effort to reduce uncertainty. Another part of that effort should be a variable import
fee with a low trigger price to establish a floor price for oil. Setting the trigger price
at the market price at the time of enactment would avoid serious economic distor-
tion while still giving domestic energy producers a positive signal. Energy producers
would benefit from more stable financial markets and would be more likely to de-
velop marginal yield properties. At the same time, energy consumers would be en-
couraged to increase conservation efforts.

The President has endorsed tax incentives to stimulate domestic oil production.
We agree. It is not likely we cduction decliproduction decline, but Congress should
do more to slow it down This effort takes on even more significance in light of
recent events: First, the President's June 26 announcement of a moratorium on off-
shore drilling, which will increase our dependence on foreign sources of crude oil.
Second, ever expanding environmenta! requirements, make domestic exploration
and production more expensive and mean less capital remaining for domestic explo-
ration and development. Accordingly, all reasonable means must be adopted to in-
crease domestic production and lessen the burden of the required environmental ex-
penditures.

Increasing production requires adding new reserves to our domestic reserve base.
A variable import fee keyed to a realistic oil price would provide a floor allowing
energy producers the certainty necessary to invest in domestic sources of energy.
There are five ways to increase domestic sources of energy: new discoveries, exten-
sion of existing fields, adding to the life of older stripper production, enhanced oil
recovery techniques, and increased dtvrnative energy ernative energy sources.

The first, new discoveries, is largely beyond the scope of this hearing. Some of the
nation's most promising frontier exploration areas, the outer continental shelf and
northern Alaska, are currently off limits to exploration and development Historic
onshore producing areas will be called upon again to yield new discoveries from
traps which eluded earlier exploration efforts. Tax incentives are needed to encour-
age the increasingly expensive and difficult exploration and development of those
onshore areas to the inilable to the industry.

The second, extension of existing fields, has contributed substantially to new re-
serves. In Texas alone, 90 percent of the reserve additions in the last 15 years have
come from existing rather than new fields. However, this performance will not be
repeated if drilling activity does not improve. The Baker Hughes-weekly rig count
averaged 869 rigs in 1989, the lowest since record keeping began in the 1930's. The
rig count is averaging approximately 1000 this year, barely above the very low aver-
age for 1986-88.

Drilling activity could also be hard hit by environmental legislation currently pro-
gressing through Congress. We believe, or example, that RCRA proposals alone
could increase drilling costs by $50,000-$100,000 per well, That would substantially
alter drilling economics since the average cost of all wells drilled in 1987 was
$280,000. Also, meeting Clean Air requirements will require the expenditure of sig-
nificant capita I and operating funds If our concerns are confirmed, then tax incen-
tives will be needed to mitigate the crushing effect of these new burdens. According-
ly, Unocal supports proposals, such as an environmental expenditure tax credit, ac-
celerated depreciation and current expensing of environmental capital outlays, in
order to ease the burden of voluntary or required environmental costs. Tax-exempt
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financing for the costs of pollution control equipment, waste disposal facilities recy-
cling facilities and other similar environmental costs would also help to ease the
burden. Legislation allocating interest incurred in relation to environmental ex-
penditures to U.S. income for purposes of Section 861 of the Internal Revenue Code
would also help to eliminate the current penalty on environmental expenditures
arising from the rules apportioning interest expense between domestic and foreign
sources.

The third method is increased stripper well production. Unocal strongly supports
tax incentives for stripper wells because, once marginal wells are shut-in, the oil left
in the ground is lost forever. Under existing law only the independents qualify for
stripper well tax incentives and the "transfer rule' prevents independents from
taking percentage depletion on marginal properties purchased from majors The
result is the premature abandonment of marginal wells. The rate of stripper well
abandonments which had declined to a low of 6,614 wells in 1981, rose alarmingly to
an average of over 18,000 wells in 1988. At a very minimum, the "transfer rule"
should be repealed. Better yet legislation should be enacted to allow all petroleum
companies to take percentage depletion on marginal production.

The fourth method is enhanced oil recovery (EOR). Today, most fields are aban-
doned after they have produced to a secondary economic limit. Successful secondary
recovery, such as through the use-of a waterflood, can recover about 40 percent of
the original oil in place. However, heavy oil does not respond to secondary recovery
and primary recoveries are low, typically only ab3ut 15 percent. Thus, over half of
the oil we discover is being left in the ground! There are numerous methods within
this area, usually involving the application of gas, chemicals or heat.

EOR has the potential to tap a substantial portion of that oil. For example, in
heavy oil fields where we have instituted thermal projects, we are anticipating re-
coveries on the order of 40 percent. Unfortunately, EOR projects require a substan-
tial long term commitment of funds which is extremely difficult to justify with
today's volatile oil prices. Thermal projects (steam floods) cannot be temporarily
shut down when oil prices fall. If a project is shut down and the steam in the reser-
voir condenses, permanent damage is caused to the reservoir. Thus, when prices are
low, we are between the proverbial rock and a hard place. We have kept several
money losing projects going because of our faith in the future, but that experience
has tempered our appetite for new EOR projects.

Studies indicate that legislation to provide tax incentives for EOR would have a
substantial impact on oil product ion with a minimal revenue impact. Senate bill
828, the "Enhanced Oil and Gas Recovery Tax Act of 1989," introduced by Senator
Domenici, would increase reserves by about seven billion barrels according to a gov-
ernment analysis. That represents a whopping 25 percent increase iii our nation's
oil reserves. The estimated Federal revenue cost is only about $.50 per barrel and is
less than the anticipated increase in state and local tax revenues Our energy securi-
ty would be enhanced and the trade deficit would be reduced by about $125 billion.
Such legislation would be in the national interest.

The fifth method of increasing domestic sources of energy is the increased devel-
opment of alternative energy sources. Stable, long term tax incentives are needed to
support such development. In addition, taxpayers in the alternative minimum tax
position should not be precluded from currently benefiting from these incentives.

We support continued tax incentives for research and development in the areas of
conventional energy production, alternate energy production and efficient energy
use. However, we oppose tax incentives that would tilt the playing field in favor of a
particular form of energy without creating a new source of energy. Alternate fuels
should not be confused with alternate energy; alternate fuels may be desirable but
converting one form of energy to another does not necessarily improve our energy
security. For example, we would oppose any tax incentives to convert natural gas to
methanol because that would be robbing Peter to pay Paul and because some of the
energy would be lost in the conversion process.

There are definite indications that natural gas is the fuel of the future; it is rela-
tively clean burning and it contributes less to global warming than other conven-
tional fuels. While natural gas is relatively plentiful today, that could easily change
as demand increases. Existing Section 29 tax incentives should be extended to fur-
ther encourage the development of better technology to discover and develop non-
conventional natural gas resources such as coal seam gas, Devonian shale, and gas
in tight sands.

Geothermal, an alternative source of energy, is environmentally safe and is eco-
nomically competitive at today's prices. The U.S. Geological Survey estimates that
about 23 thousand megawatts of electrical power are recoverable from geothermal
systems That equates to about 800,000 barrels per day of imported crude oil. We
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believe the existing energy tax credit for geothermal projects should be extended for
at least five years in order to stimulate additional geothermal investment.

Unocal also urges prompt Federal action to support the continued development of
oil shale technology. Unocal has had a sixty year commitment to developing shale
oil as an alternative to conventional crude oil. Those of us involved in the shale oil
project at Unocal are especially excited about the next three to five years. If given
the opportunity to be developed, technological advancements may make shale oil an
economically viable alternative in the future.

Our nation may require production from alternative energy resources, such as oil
shale, sooner than anticipated. As the United States becomes more and more de-
pendent on the world oil market, we risk facing price shocks and supply disruptions
similar to, or even worse than, the 1970's.

Shale oil is one of the best alternatives, if not the best alternative, to crude oil.
First, it is abundant. Most people are surprised to learn that our country has almost
as much recoverable shale oil as all of OPEC has in recoverable crude oil. The West-
ern United States has over 600 billion barrels of recoverable shale oil, most of it on
federally owned lands, compared to just 25 billion barrels of domestic crude oil re-
serves.

Second, shale oil has been discovered to be a superior source of feedstock for
transportation fuels and lubricants. Unocal's syncrude is co-processed with conven-
tional crude oil by several refineries in the Midwest and Rocky Mountains. Most
modern refineries can convert 100% of the syncrude into transportation fuels with-
out the residue of heav) bottoms as with conventional crude oil.

And third, Unocal is closing in on defining the technological and economic param-
eters for the extraction of shale oil in commercial quantities as evidenced by its
Parachute Creek Shale Oil Project.

Unocal's Parachute Creek Shale Oil Project in Colorado demonstrates Unocal's
concentrated effort to develop oil shale. After four years and a cost of $650 million
dollars Parachute Creek was completed and commenced operations in 1983. To date,
Unocal ]a invested over $1.2 billion of its own dollars in its Parachute Creek Shale
Oil Project.

Unfortunately, Parachute Creek has lost money every year since its inception. We
no longer expect to recover any of our prior investment, and have entirely written
the project off the company's books. Understandably, Parachute Creek has been un-
popular w:th the investment community.

We m-Ade great strides last year in trying to reach that break even point by in-
creasirg production 40%, and reducing ccsts by 23%. Yet, we still lost $36 million
dollar;. Although $36 million dollars is a lot of money to lose, there is room for opti-
,-,,;rn. The project showed a significant improvement in 1989 over the $50 million
loss in 1988, and the $103 million loss in 1987, and is expected to approach break
even in 1990.

The Department of Defense is interested in oil shale as a secure, alternative
source of domestic transportation fuels. Detailing that interest are two letters from
The Office of the Assistant Secretary of Defense, one addressed to Colorado Con-
gressman Hank Brown and the other to Richard Stegemeier. Copies of the letters
are attached.

In the letter to Unocal, a briefing on Unocal's perspective of the future of the
Parachute Creek Shale Oil Program was requested. Unocal met with representa-
tives of the Department of Defense Energy Policy Council last year to discuss our
progress at Parachute Creek. Subsequent to that meeting, the Council expressed its
continued interest in conducting operational validation testing of shale-derived fuels
by the U.S. Air Force.

Unocal cannot afford to continue investing millions of dollars on the shale project
every year just to break even. The $85 million we anticipate spending on the project
this year cannot be justified on a rate of return basis. Our lost opportunity costs
could be partially offset by a modification to Section 29 of the Internal Revenue
Code. Section 29 was enacted with the purpose of providing a tax incentive for pro-
duction from oil shale and other non-conventional fuels

This Section 29 Credit provides a $3.00 per barrel tax credit for production from
oil shale and other non-conventional fuel sources. Although shale oil is one of the
most promising non-conventional fuel sources, our project has not benefited from
this tax provision for three reasons: first, the credit is offset by any energy invest-
ment tax credit; second, the credit is reduced by the proportion of the production
facility financed with tax-exempt pollution control bonds; and lastly, the credit is
not immediately available to taxpayers subject to the tax code's alternative mini-
mum tax.
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Consequently, Unocal proposes a three-year moratorium on the application of
these three restrictions and application of the credit to retort gases. Language to
make these changes is attached. A three-year window of opportunity and the antici-
pated improvements in operating performance would enable Unocal to make addi-
tional technological progress. If Unocal can continue to operate the project, the
technical, environmental and economic viability of oil shale technology can be great-
ly enhanced. This technology will be made available for commercial use on a non-
exclusive basis pursuant to the terms of our agreement with the Department of
Energy. If oil shale becomes a competitive energy source, it would limit the price of
conventional Petroleum, increase domestic energy production, ease our dependency
on foreign energy, and result in Federal royalty revenues from the government's
current 80% ownership of the resource.

In conclusion, we support tax incentives to improve productivity and advance
technology in ways that can make a meaningful difference in the long term. Tax
incentives should be provided to encourage exploration and development of those
few areas remaining for such activities. A variable import fee to establish a floor
price for oil near the current market price would encourage increased production
and increased conservation. Tax incentives for stripper wells and EOR would mini-
mize the amount of il left behind when existing fields are abandoned. In addition,
we support tax incentives to encourage technological development in a variety of
areas including non-conventional natural gas, geothermal and oil shale, which in-
centives taxpayers should be able to benefit from currently, even if they are in an
alternative minimum tax position.

Thank you for the opportunity to present these views.
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PROPOSED AME4'DNV(T to
The Xnternal Revenue Code

of 2986

(a) Section 29(b)(5) is deleted.

(b) Section 29(c) Is amended as follows

(1) Dy deleting the vord Por" at the end of paragraph (1) (3) (i)

(2) Dy inserting the vord "or" at the end of paragraph (1) (N) (ii)

and

(3) By adding a new paragraph (1)() (i) as follows.

(Ilii) shale.

(c) A new paragraph (10) In added to section 29(d) as follows:

(10) Special rule applicable to oil or gas produced from shale. --

The amount of credit allowed under subsection (a) shall
not be reduced as met forth in paragraph (3)(A)(i)(11) of
subsection (b); and shall not be reduced as set forth in
paragraph (4) of subsection (b).

(d) Section 23(f) Is amended am follows:

(1) By amending paragraph (l)(D) to read as followsl

(3) which (except for gas produced from shale) are sold
after December 31, 1979 and before January 1, 2001.

and

(2) A new paragraph (3) is added as follows

(3) Special rule applicable to gas from shale. -

The provisions of subsection (a)(2)(A), above, shall not
apply to gas from shale.

(e) Paragraph (1)(a) of section 55(b) is amended to read as follows.

(a) the sum of the followingi

(1) the alternative minimum tax foreign tax
credit for the taxable year, and

(Ii) the credit for producing fuel from a
nonconventional source for the taxable year.

(f) The provisions of the Act shall apply to oil or gas produced
from shale in taxable years beginning after December 31, 11t
and ending on or before December 31, 1992.

BEST AVAILABLE COPY
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THE OFFIC OF THE ASSISTANT SECRETARYOf DEFENSE

PRODUCTION AND
LOOISTCS SEP 12380

('Vv)

Nonorable Hank Brown
House of wresentata.ves
WVsaangton, DC 20515

Dear Congreo n Drown:

Thank you for your :ecot letter to the Secretary of Defense
concerning our contirnui.g antexestsa in hale derived fuels and the
role t)hat the tWOCAL Corpratior's shale project In Colorado has
served in tht xe;ard. T.e United States has vast oil shale
resou:ces wh.ach c:d provide a source of alternative fuel to meet
thas country's f-.;.Vre energy needs. The Department of Defense as
c.*se -en:'y :.teresed an the development of this potential
reisorce.

Pursuant to amendments to the Defense Production Act of 1950,
UOCAL Corporation, in 1081, was granted a guaranteed purchase price
contract by the Department of Energy to develop technology to produce
shale oil. Construction of a shale oil facility in Parachute Creek,
Colorado, was completed in 1903. After spending Wpproximatsly $1.2
billion of its own capital on the project, UNOCAL is still having
difficulty lowering operational costs. It lost $102 million in 1987,
830 million In 1088, ad may lose $25 million more this year. The
plant, designed for 10,000 barrels per day of production, has finally
been able to reach a sustained average daily production rate of 3,000
barrels. However, the plant has not been able to produce In
economical quantities. The next three years appear to be very
critical to finding a vay to achieve economic production.

Recant diecussions with O= officials indicate that, it they
can ontinue to operate for throe more rears, they believe they can
gain sufficient technical and operational eeriLenoe to Lre e
production to le"ls that would enable th to met full scale
operational. cts. the dereasing rate of loss se" to support keioontitot.

h Departme of Defense has began a review of Its prior plan
otr operational validation testing of militay met and diesel fuels

refined from shale-derived synthetic crude. The program would us
3, 000 barrels pax day of military fuel derived IrCO shale oil to
operate aircraft and ground vehicles at one Air Force en" one Army
base In the western United States.

UNOCAL's shale project is the only potential soure of sIhal oil
feedstock for these military fuels. In view of the potential
long-term energy security benefits of successfully demonstrating the
suitability of synthetic crude for producing militay products, It is
in the Interest of national defense to continue development Of shale
oil production technology.

S rely,

V. kittiAbo

y Asstgnt 
secretary

uties)
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!Y'c "i'..:.

THE OFFICE O r THE ASSISTANT SECRETARY OF DEFrNS
WA%9Illv eft. a.., eBS |6OS

PRODUCTION AF1A 3L "ozs ics 
APR 069

Oda)

W'. Iuchard :. Stegeleler
President and hief executive Officer
WO=aL Corporation
P.O. Dox 1600
Los Angeles, California 00051

Dear Wk. Stogsialer:

I would like to take this opportunity to open a dialogue with you
regaz d.ing the possible acquisition and use of shale oil-derived,
YKlitary pci fiction synthetic fuels refined from feedatock
produced at UNOCA's Par&aute Creek Plant. Zn JApuw, preliminary
discussions I hold with Tom Mairston and Peter Nichols indicated that

vR L would be able to project later this year when the Plant would
be Ie to produce shale oil-derived transportation Aels.

We should discuss the possibility of DoD purchasing 2,300-5,000
barrels per day of 100 percent shale-derived let and dliesel fuels for
use In an operational validation program at & designated Military
location. Operational validation consists of operating a number of
Military aircraft and ground vehicles exclusively on the synthetic
fuel for a pr*deterw4ned period of time, e.g., 18-36 months.

2 recommend that a briefing on UOCL's perspective of the future
of the Parachute Crek Shale Oil Progrra be the next step. My staff
can arrange for the briefing to be presented in Nay at the Pentagon
to the Departfent of Defense Energy Policy Council, which to camalod
of senior energy officials of the Office of the Seertary of Defejs,
Joint Staff, Military Services, and Defens Lgistics Agency. Ileae
advise me of your views an this matter.

Bf y A. =o5E
0i ctor

BEST AVAILABLE COPY
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PREPARED STATEMENT OF CHARLES J. MANKIN

Mr. Chairman and Members of the Subcommittee: A stable supply of energy, in
terms of both quantity and price, is an essential requirement for the continued
health of the Nation's economy and the well-being of its citizens. The most effective
way to ensure the stability of that supply is to obtain a significant portion of the
demand from domestic sources. Domestic sources still supply more than 80 percent
of the total energy we consume, but we now import almost 50 percent of actual
crude oil and refined product demand. In my judgment, the Nation is no longer in a
position to avoid serious adverse effects to the economy and the well-being of the
American people should a protracted disruption in imports occur.

The energy supply for the U.S. comes from five primary sources; petroleum (crude
oil and natural gas liquids), natural gas, coal, hydro-electric power, and nuclear elec-
tric power. Petroleum provides almost one-half of the Nation's energy supply, natu-
ral gas and coal provide about one-quarter each, and electric power from hydro and
nuclear sources combined provides less than 10 percent. That pattern of supply has
been maintained with little change in magnitude for any of the commodities for the
better part of two decades (Figure 1).

This errrgy is used in three sectors; residential and commercial, industrial, and
transportation. In 1989, those three sectors consumed energy in approximately
equal quantities (Figure 2). However, the composition of the primary energy supply
required by each sector differs markedly. Natural gas and electricity provide more
than 80 percent of the energy supply for the residential and commercial sector with
refined petroleum products supplying most of the rest. Natural gas and petroleum
supply about 75 percent of primary industrial energy demand with coal and electric-
ity supplying most of the remainder. Petroleum supplies more than 97 percent of
transportation demand with natural gas supplying most of the remainder.

The transportation sector depends almost entirely upon petroleum; all other uses
of petroleum are essentially the by-products of the refining industry's efforts to
supply the needs of this Nation's vehicles, planes, ships, and trains, and to keep the
wheels of commerce rolling.

Regrettably, the petroleum industry is no longer able to meet the needs of this
Nation solely from domestic sources. Production has declined severely, demand is on
the rise, and as a result, imports of crude oil and refined products have risen dra-
matically in recent years and now amount to one-half of the total supply. This level
of imports far exceeds the Nation's ability to ensure a secure supply of transporta-
tion fuel. One only needs to remember the long lines at service stations in 1973
when the U.S. was importing less than 35 percent of its needs to understand that a
significant and protracted disruption of current supplies would havc disastrous con-
sequences for the economy of this Nation and the well-being of its citizens.

Imported crude oil and refined products come at a heavy price. That price is
measured in both dollars and in adverse impacts on the environment from increas-
ing tanker spills. (More imports means more tankers; more tankers means increased
chances for tanker spills.) Increased offshore production is a far safer option for the
environment.

The economic impact of petroleum imports is illustrated in Figure 3. Since 1970,
the cumulative trade deficit has totaled about $1.3 trillion. For that same period,
the cumulative value of crude oil and refined product imports is about $1 trillion.
Thus, most of the merchandise trade deficit since 1970 can be attributed to those
petroleum imports. As the quantity of petroleum imports contitiues to increase, so
will the adverse economic and environmental effects.

Mr. Chairman, while most experts agree that U.S. demand for petroleum now ex-
ceeds the amount that could be obtained solely from domestic sources, the present
level of dependence on foreign supply is both dangerously excessive and unneces-
sary.

Our task then is to identify the options available to the Congress and to the Ad-
ministration that would assist in addressing this matter of growing concern. To
identify those options, it is necessary to provide an overview of the domestic petrole-
um supply and related industry activity.

For more L'han 60 years, domestic petroleum production has been regulated by the
major producing states. For the first 40 years of this regulation, the states estimated
demand and pro-r ted oil production among the producers to protect their correla-
tive rights and to prevent physical waste of the resource. Prices remained stable,
pi cluction incraR, ed, and the public enjoyed a stable supply of inexpensive trans-
portation fue, (Figure 4).

In t he er.. iy 1960s petroleum imports began to be a measurable component of the
total supply. The lowe. prices for those imports imposed a restraint on domestic
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price increases which, along with a maturing resource base, led t0 a decline in do-
mestic production. That, in turn led to a further escalation of imports. By the time
of the ,rude oil embargo in 1973, imports had risen to about ont-third of total
supply.

The price escalations of the mid-70s stimulated an increase in domestic production
of almost one million barrels per day over the period from 1977 through 1985. The
popular opinion that no-flew oil was discovered and that existing reserves were
merely depleted at a faster rate is wrong. In fact, more than 27 billion barrels of
additions to reserves were developed during this 8 year period due to the higher
prices (Figure 5). That amounts to more than 3 billion barrels per year. In addition,
more than 137 trillion cubic feet of natural gas were added to reserves during the
same period.

The fact that the domestic petroleum industry responded to economic incentives
should come as no surprise, nor should the ri tgjitude of the response. The addition
of more than 27 billion barrels of crude oil an(' 137 trillion cubic feet of natural gas
in an 8-year period should indicate that we are far from draining the last drops
from our resource barrel. The Department of Energy's recently revised estimate of
the 341 billion barrels of remaining oil resource in existing fields attests to this.

Mr. Chairman, clearly it will take economic incentives in some form if we are to
maintain a domestic petroleum industry. The alternative is to become essentially
totally dependent on foreign sources of supply to meet the transportation needs of
our Nation.

Fortunately, it does not have to be this way. It is possible to maintain a viable
domestic petroleum industry and still maintain some of the short-term economic
benefits of foreign oil. To do so, three things must happen. These are:

1. Provide and assure long-term access for exploration and development to pro-
spective Federal acreage in the Lower 48-States, Alaska, and the Outer Continental
Shelf. These Federal lands contain most of the Nation's undiscovered oil and gas
potential.

2. Establish an economic value or "floor-price" for imported crude oil. This would
provide the domestic petroleum industry with a set of economic expectations in
which investments in exploration and development could be made. Although such
action would reduce some of the short-term economic benefits currently being en-
joyed by the driving public, it would prove to be a very cheap insurance policy
against long lines at the service station.

3. Significantly increase Federal support for a focused program in crude oil and
natural gas recovery research. Estimates in the range of 300 billion barrels of re-
maining crude oil in existing fields is a target that is too large to continue to ignore.
Regrettably, even with recent increases, the current level of Federal funding for
such research is pathetically small. Recovery of only 10 percent of that estimated
remaining in-place resource would more than double our present proved reserves,
and would repay the Federal treasury several times over in tax revenue from the
increased economic activity generated by that hydrocarbon recovery. In fact, recog-
nized experts from government and industry suggest that with development of near-
term and future advanced technologies, nearly 90 billion barrels of incremental re-
serves could be produced.

Let me conclude this presentation with a brief examination of the petroleum situ-
ation in Oklahoma to illustrate the need for Federal action of the sort previously
described. Oklahoma has long been an important petroleum-producing state. Cumu-
lative production of crude oil from 1907 (the year of statehood) to present exceeds 13
billion barrels. At present, Oklahoma rinks fifth in the Nation with a 1989 produc-
tion of 118 million barrels (Figure 6).

Unfortunately, since the major price dec'Line at year-end 1985, Oklahoma's annual
production has dropped by 45 million barrels. At the present rate of decline, we will
produce less than 100 million barrels of crude oil in 1991. The last time Oklahoma's
annual production was that small was in 1919. If this trend continues beyond that
time, Oklahoma will become a net importer of petroleum products by 1995.

The State still has potential to contribute importantly to the domestic production
of petroleum. Opportunities for discovery of small fields remain good. However, it is
difficult for the industry to think about small field exploration when they are in the
process of abandoning existing wells atone of the highest rates in the State's histo-
ry. Thus, the need exists to establish some sense of stability for the price of crude
oil. Absent that, Oklahoma will continue to go out of the oil business.

Moreover, Oklahoma has substantial potential for recovering additional crude oil
from existing fields. A recent study prediced by the Interstate Oil Compact Com-
mission estimates that Oklahoma has the potential to recover some portion of 6 bil-
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lion in-place barrels of by-passed mobile oil from existing fields. In addition, the
State also has the potential for recovery of some portion of 20 billion in-place bar-
rels of residual oil from those same fields. To realize those opportunities, much work
needs to be done to develop the needed understanding of the State's reservoirs and
the processes that will be required to recover this additional crude. Through State-
tax incentives as well as State-funded research, some progress is being made. How-
ever,-since this issue is national in scope, the Federal Government must participate
to a greater degree in cooperative funding of these needed investigations.

One step in the right direction to assist Oklahoma and the other producing states
to realize their remaining petroleum potential is the incentives bill for EOR recent-
ly introduced by Senator Domenici. By limiting incentives to new EOR projects and
to the point of payback, the bill limits the cost to the Federal treasury while provid-
ing the economic stimulus necessary to encourage the development of new projects.
Furthermore, by providing an investment tax credit it will stimulate far more incre-
mental EOR reserves than would have been realized from the bill as originally
drafted.

Mr. Chairman, the time to act is now while the Nation still has a domestic petro-
leum industry that is capable of responding to our needs. The Department of
Energy estimates that, at the present rate of well abandonments, between 60 and 70
percent of remaining U.S. reserves will be lost within this decade. If this view from
the State of Oklahoma on the domestic petroleum industry has any merit, I believe
it is much later than conventional wisdom would have you believe.
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PREARED STATEMENT OF SANFORD MCCORMICK

INTRODUCTION

Mr. Chairman, I am Sanford McCormick, President of MetFuel, Inc., a Houston-
based company involved in the development and production of coalbed methane. I
am also appearing on behalf of the Section 29 Association, a coalition of companies
in favor of extending the section 29 credit.

I have been active in the oil & gas business since 1956. In my 35 years in the
business I have seen the U.S. go from a position of energy abundance where oil was
prorated to 8 days a month in Texas and gas was flared as a worthless by-product to
a condition of increasing dependence on foreign sources, with 1990 marking the first
year in which imports have exceeded domestic production.

I believe we are headed for a serious problem in energy in the United States. Just
as the inevitability of the savings and loan crisis should have been obvious four or
five years ago, the fact than an energy crisis looms could hardly be clearer. Let's
look at a few facts:

Oil-Domestic production peaked in 1970 at 9.6 million barrels per day, has de-
clined 25 percent since then, and is currently declining at 7 percent per year.
Between now and the year 2000, domestic oil production probably will fall to
less than 3 million barrels per day. By the end of the 1990s, eighty percent of
our nation's oil will be imported.
Gas-Since the 1973 peak production rate of 22.6 trillion cubic feet (TCF) per
year was achieved, gas production declined 20 percent by 1988. Between now
and the year 2000 gas production probably will decline to under 8 TCF/YR.

The difference between the savings and loan crisis we are currently experiencing
and the energy crisis we will soon face is that the energy crisis will cost much more
than the savings and loan crisis. Oil imports probably will cost $2 trillion during the
1990s, four times the total expenditure of the 1980s.

Mr. Chairman, it is absolutely imperative that the government look aggressively
for ways to increase domestic energy production in a cost-effective manner. One of
the most promising and cost-effective ways to do this is the constructive use of tax
incentives. In my years in the business I have seen many incentives tried, and none
have had anything close to the results achieved by the section 29 credit. In short,
the section 29 credit works.

Section 29 of the Internal Revenue Code provides a tax credit for the production
of certain nonconventional fuels, including natural gas produced from coalbeds, bio-
mass, Devonian shale, geopressured brine, and, under certain circumstances, tight
formations. The credit is also available for certain fuels produced from such alterna-
tive energy sources as oil shale, processed wood and coal. This credit expires for pro-
duction from wells drilled or production facilities placed in service after this year.

It is indeed a pleasure to give my reasons for believing that this credit should be
extended. I would like to say that it is extremely gratifying that the Senate Finance
Committee is taking the time to make a serious effort to formulate the most intelli-
gent and effective use of the tax code in an attempt to improve our very dangerous
energy position.

BENEFITS OF AN EXTENSION OF THE SECTION 29 CREDIT

Over the past ten years, incentives provided by the section 29 credit have been
very largely responsible for a dramatic increase in nonconventional fuel production.
Of particular importance to my company, the credit has spurred coalbed methane
exploration, development and production. This activity has been concentrated to
date primarily in the San Juan basin of the Four Corners area and the BVack Warri-
or basin of Alabama, where between 1 and 5 trillion cubic feet of proved reserves
have been developed. Since the credit first came into effect in 1980, its impact is
made clear by the fact that activity in the Black Warrior basin increased from a
total of 154 coalbed methane wells drilled during the 1980-83 period, to over 1000 in
1989. It is reasonable to assume that virtually none of this development would have
taken place without the incentive provided by the section 29 credit. If the "well
drilled date of the credit is not extended beyond December 31, 1990, the potential
of these two basins will not be realized.

More importantly, there are dozens of other reservoirs of coalbed methane around
the country that can be developed with the incentive of the credit. These are in Ap-
palachia, in the Midwest, in the Rockies, and in other areas. I am attaching to this
statement a map showing major U.S. reservoirs. If the "well drilled" date is ex-
tended, these basins will be aggressively explored. If it is not extended past the end
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of 1990 there will be little, if any, exploration and development activity in these
other basins, at least until natural gas prices rise substantially.

The credit has also spurred the development of an industry to capture gas from
landfills. The extension of the credit will further the development of gas from these
sources as well as unlock the vast reserves of gas found in geopressured brine, Devo-
nian shale, and tight sands. The credit also is instrumental in promoting the devel-
opment of technology for extracting clean energy from coal.

in analyzing the results of the last few years, and contemplating an extension of
the credit, a few benefits stand out:

1. Economic impact on the local community
With the credit, exploration and development efforts are expanding in many

areas of the country. The economic impact of this expansion is widespread, extend-
ing beyond energy producers to businesses servicing the energy exploration and pro-
duction industry.

A striking example of the economic impact of coalbed methane development is of-
fered by the Black Warrior basin in Alabama. A detailed study prepared by the
University of Alabama I concluded that among the many benefits of coalbed meth-
ane activity several were indeed impressive.

* Total expenditures in the two counties studied of approximately $4 billion over
the 10-year period.

* The creation of a peak 12,900 jobs during the ten-year period.
* New state and local taxes of approximately $1 billion will be generated.
These results could be duplicated in the 1990s in coalbed methane, Devonian

shale, and tight sands basins around the country. It makes a lot more sense to pro-
mote that development than to send increasing billions of dollars abroad for import-
ed oil.

2. Effect on the cost of oil imports and the balance of payments
The increased production of natural gas and other nonconventional source fuels

can reduce the trade deficit and put downward pressure on the price of oil. The
effect of discovering new domestic energy reserves is made apparent by analyzing
the impact of the discovery of 1 TCF of gas, a small fraction of the potential of coal-
bed methane. One TCF is roughly the equivalent of 160 million barrels of oil that do
not. have to be imported. This added 1 TCF of gas reserves has a double-barreled
effect.

* The trade deficit will be reduced by at least $3.2 billion through reduction in
the cost of oil imports, assuming a cost of $20 per barrel. In fact, there is ample
reason to believe that the cost of imports over the next twenty years will average
substantially higher than $20 per barrel, possibly bringing the ultimate cost to the
$4-5 billion range. Since coalbed methane, Devonian shale and tight sands have the
potential of developing many trillion feet of gas reserves, the savings in oil import
costs could be very impressive. The development of significant domestic gas reserves
has a strong depressing effect on worldwide oil prices, thus further reducing the cost
-of imports. The dramatic price increases ($5-6 per barrel) that resulted from rela-
tively small supply disruptions caused by the Valdez spill and the North Sea plat-
form shutdowns, as well as the run-up in prices following last December's cold snap,
are but some examples of how much world oil prices are affected by small changes
in supply-demand balances.

3. Environmentally preferable
The extension of the credit will also further Congress' environmental goals. In-

creased reliance on clean-burning natural gas will reduce the risk of global climate
change, lessen the amount of acid rain, and reduce ground-level ozone and carbon
monoxide. For example, methane seepage from coal seams, thought to be a factor in
global climate change, is reduced by drilling in coalbeds.

COST OF THE CREDIT

Compared to the many benefits listed above, the only negative to an extension of
the credit is some loss of potential tax revenue, but in this regard it is critical to
bear in mind three considerations:

I '"The Economic Impact of Coalbed Methane Development on Jefferson Tuscaloosa Counties"
by the School of Mines and Energy Development and The Center of Business and Economic Re-
search. The University of Alabama. March 1989.
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1. The potential tax loss applies only to revenues fromn gas sales that would have
not been generated in the first place, if it were not for the incentive provided by the
credit.

2. The revenue loss is only relative to the gas discovered and produced; there is no
revenue loss if no gas is produced, and as pointed out above, the benefits greatly
exceed this one negative.

3. Any theoretical revenue loss will be spread out over the entire period of the
credit (1990-2000) and will not impact one budget year.

Because of these considerations and the results achieved to date, our opinion is
that this type of credit has proven itself to be an effective incentive to develop new
energy reserves at a very reasonable cost. We believe that it would be far more cost-
effective than a small tax credit on drilling expenditures.

METFUEL, INC. AS A CASE HISTORY

The example of MetFuel, Inc., the Company of which I am a founder and Presi-
dent, is a rather classic and powerful example of the impact of the section 29 credit
on the oil and gas industry. A few facts tell the story.

* The Company was founded in November of 1988 to develop coalbed methane,
initially in the Black Warrior Basin of Alabama, where to date all of its activities
have been concentrated. The property acquired was largely unproven or "wildcat"
in nature and the economics would not have justified acquisition and development
without the section 29 credit.

* Without the benefit of the credit, the internal rate of return was less than 10%
and payout in excess of five years. In short, without the existence of the credit, Met-
Fuel would not have been founded, and the property would not have been acquired
and developed.

* Because the section 29 credit made the economics of the prospect sufficiently
attractive, MetFuel acquired 70,000 acres and attracted capital for development of
the property. From November of 1988 through the end of this year, MetFuel will
have drilled 500 wells and developed reserves in the proved, possible, or probable
category of several hundred billion cubic feet.

e MetFuel is a company with approximately 80 full-time employees, and also em-
ploys a large number of consultants, as well as drilling contractors and service com-
pany people, etc. Full development of the property will entail the expenditure of ap-
proximately $250 million and will create a large number of jobs, as well as generate
significant new tax revenues for the local community. We are also helping to revi-
talize the oil and gas community in my hometown of Houston. MetFuel's activity
could result in the addition to U.S. gas reserves of more than 1 Trillion cubic feet,
with the resulting $4-5 billion reduction in the balance of payment deficit discussed
above.

None of this would have happened without the section 29 credit.
It is also instructive that our company recently acquired coalbed methane hold-

ings in the Hanna Basin in the Rockies. The Hanna Basin does not even appear on
the popular maps showing coalbed methane locations; it represents one of many res-
ervoirs that will be developed in the 1990s if the section 29 credit is extended. One
thing is clear: if the credit is not extended, the likelihood that we will be able to
drill wells on new holdings will be slim.

MetFuel is in no way unique, but merely a classic example of what the American
entrepreneurial spirit can and does achieve, given the proper economic incentive. If
the credit is extended, there is every reason to believe there will be more "MetFuel
Stories" in the industries pursuing the production of coalbed methane, landfill
methane, gas from Devonian shale, tight sands and geopressured brine, and other
nonconventional fuels. And each of these will have a positive impact on the nation's
energy security, balance of payments and general level of economic activity.

In conclusion, the benefits of the section 29 credit far outweigh the one perceived
negative, the possible loss in tax revenue. An extension of the credit should have a
very high priority in this committee's drafting of tax legislation.

The 14 members of the Section 29 Association urge this Committee to extend the
credit.
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PREPARED STATEMENT OF MARK G. PAPA

DISCUSSION

United States natural gas supply and demand appear to be on a collision course.
During the mid and late 1980's domestic natural gas supply comfortably exceeded
demand, providing the market mechanism for the current low natural gas prices.
However, domestic natural gas demand has grown roughly 5% pt-r year since 1986.
Concurrently, low gas prices have depressed natural gas drilling activity for r.,-w re-
serves. In 1989, 9,500 gas wells were completed as compared to 19,009 completions in
1982. Attachment 1 shows that domestic gas reserves have decli-ied steadily since
1973. This, in turn, has reduced natural gas deliverability such that most forecasters
expect a significant tightening in the natural gas supply-demand balance during the
next few years. The cumulative effect of decreased drilling activity on natural gas
supply is shown on Attachment 2. This graph shows that 40% of our current gas
production comes from wells completed subsequent to 1985. Since such a high pro-
portion of the nation's, supply comes from recent vintage wells, continuation of the
current low drilling levels will exacerbate the nation's gas supply problems.

Natural gas found in low permeability (tight) formations is an increasingly impor-
tant component of our nation's energy resource portfolio. As reserves from conven-
tional sources are consumed, other alternatives for reserve replenishment must be
found. Tight gas formations offer the largest proven resource base available to pro-
vide this replenishment. Attachment 3 shows that tight gas formations are widely
distributed. Tight gas is found in 21 states, and is currently produced in 16 states as
diverse as Texas, New York, Oklahoma, Alabama, and Ohio. A 1988 DOE study indi-
cated that tight gas reserves comprise approximately 180 trillion cubic feet or one
fifth of estimated reserves in the lower 48 states. The National Petroleum Council is
more optimistic and estimates there are 500 trillion cubic feet of untapped potential
tight formation reserves in the contiguous U.S.

Tight gas is more difficult to develop than conventional gas because the rock for-
mations are less permeable, and therefore there is a lower ability for gas to flow out
of the formation. To generate a meaningful production rate, tight gas wells must be
fracture treated, an expensive procedure to artificially increase the formation per-
meability. In many instances, the costs to fracture treat a tight well equals the cost
to drill. Therefore, tight gas is more costly to develop than conventional gas.

We believe that the Section 29 tax credit incentive, if properly focused, is the best
vehicle to stimulate domestic natural gas production and reserves. Unlike an across
the board credit for all domestic drilling, the Section 29 credit is useful only if a
well is successful. If the well is unsuccessful, all of the risk of drilling stays with the
producer and no credit is available. Additionally, the Section 29 credit will focus in-
dustry activity on a proved large resource base. There is no question that these tight
gas reserve exist. Similarly, the effectiveness of the Section 29 credit has been re-
cently proven. Coal seam gas is currently eligible for the credit, and recent results
from the San Juan Basin in New Mexico and Colorado shows that the tax incentive
has stimulated a coal seam gas drilling boom in this area, with positive national
energy results. We estimate that 1,200 coal gas wells will be drilled in this basin by
year-end 1990, generating 3.6 trillion cubic feet of reserves with a peak deliverabil-
ity of 720 million cubic feet per day. Depletion of these reserves will take over 50
years. Most of this drilling is a result of the Section 29 tax incentive. In the past,
this tax credit has also stimulated tight gas drilling. The top chart in Attachment 4
shows yearly drilling activity in East Texas, which contains both conventional and
tight gas formations. During 1970-77, drilling in conventional formations exceeded
drilling in the tight Cotton Valley sand. By 1982, when tight sand incentive pricing
was in place, the number of tight gas completions actually exceeded conventional
completions. Subsequently, with the advent of decontrol, the ratio of tight to con-
ventional completions returned to more normal patterns as these incentives disap-
peared. The 1989 flurry of 0>tton Valley tight gas activity is related to the Section
29 credit which terminated on May 12, 1990 for certain vintages of tight gas. The
bottom graph in Attachment 4 shows that tight gas is an expanding source of
supply. U.S. tight gas production increased from 40 billion cubic feet (BCF) in 1979
to the current 1200 billion cubic feet (BCF) level.

The above data indicates that Section 29 incentives are effective-this is why
Enron Oil & Gas supports the Section 29 legislation proposed by Congressman An-
drews (H.R. 5351) and Senator Domenici (S. 2288).

Restoration of the Section 29 Tax Credit for Tight Gas Formations would provide
the following benefits:
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1. Additional supplies will help keep energy imports and natural gas consumer prices
down

The steady increase of oil imports is of serious concern from the country's balance
of payments standpoint. Additionally, this high degree of imports affects our na-
tion's ability to control our own energy destiny. With oil imports now exceeding
50% of U.S. consumption and growing, any sharp price hike such as experienced in
the late 1970's and early 1980's would have a large negative impact on the trade
balance. Additional domestic gas supplies can be expected to displace demand for
imported oil. Creation of a national natural gas market and the strong supply/
demand relationship has kept natural gas prices low during the latter half of the
1980's. Additional gas supplies will tend to keep future consumer prices down. The
cost of providing the tax credits is not large when viewed against these factors. In
fact, if gas prices were kept lower by only I¢/MCF, that would amount to about
$180MM savings per year for consumers, which is more than the program would
cost.

2. Environmental benefits from natural gas
Increased natural gas supplies will allow additional use of natural gas in provid-

ing a better environment. Long life tight gas sand wells are a good source of supply
for new electrical generating capacity. Increasing natural gas supplies should have a
high priority in providing help to the environmental effort.

3. Maintenance of the infrastructure in the domestic industry and further develop-
ment of new technology

Incentives to provide additional wells drilled in tight formations will help promote
new and better technology in drilling and completions. New hydraulic fracturing
technology has improved the tight sand results and further gains can be expected.
However, with the high costs of operating in tight sand areas, little drilling is being
undertaken today. In some areas where Enron Oil & Gas operates, wells can cost
$300,000 to $500,000 to drill and completion and fracturing costs can run almost the
same amount. A tax credit of 52€/MCF will provide a significant incentive to get
more wells drilled.

Enron Oil & Gas Company is a large independent domestic exploration and pro-
duction company. Approximately 91% of our natural gas reserves are located in the
U.S. Enron Oil & Gas is basically spending its available cash flow to develop new
natural gas supplies. The company has been successful in developing new domestic
reserves and domestic gas production volumes in the first half of 1990 are 34%
higher than the equivalent 1989 period. Enron Oil & Gas is active in several tight
sand areas in Texas, Utah, and Wyoming. If tax credit incentives for developing
tight sands were reinstated, any cash flow generated from the tax credits would be
spent on drilling tight sand wells. With a properly focused tax credit, Enron Oil &
Gas estimates we would drill up to 500 additional wells within five years. The eco-
nomic benefits of a 52t tax credit would provide a strong incentive to commence
such a program. Providing incentives based on actual production levels appears to
be the most effective, lowest cost way for this nation to reduce its dependent ce on
foreign oil while meeting environmental goals.
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Attachment I
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Attachment 2

Declining Additions
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Attachment 3
Tight Gas Formations -
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Attachment 4
Section 29 Tax Credit
An Effective Incentive

TIGHT SANDS ACTIVITY
EAST TEXAS STUDY AREA (RRC 5 & 6)

~60
0 All Qiher Formation,"

; 50
CD4 Cotton Valley Group
z 40
0

30-

&. 20
O10 -

010350

0i 01I-I
< 70 72 74 76 78 80 82 84 86 88 90

YEAR OF 19XX

* Cotton Valley Study

S DOMESTIC TIGHT GAS PRODUCTION
1,600

AJ 1,400 with tax credit

S11200-50Bfy
S1000

800
S600 'U-b

40
Z 200
0 0 L- iAl I 1

S 78 808284 86 88 90 9294 96 98 2M
"YEAR OF 19XX

0 Nationwide Study



218

PREPARED STATEMENT OF JAMES L. PAYNE

Mr. Chairman and Members of the Committee: I wish to thank you for this oppor-
tunity to speak to you today concerning the growing U.S. dependence on foreign oil
and gas imports. I am the President and Chairman of the Board of Santa Fe Energy
Resources, Inc., but I am speaking to you today on behalf of the Domestic Petroleum
Council which is a national trade association representing large independent oil and
gas companies actively engaged in oil and natural gas exploration and production in
all of the major basins in the United States. Its members represent approximately
35 percent of the U.S. oil and gas reserves held by independent producers.

STATE OF THE DOMESTIC OIL AND C S INDUSTRY

Domestic crude oil production declined below 7.6 MM B/D in 1989, the lowest
level in 25 years, from more than 8.9 B/D in 1985 representing a 15 percent de-
cline.' Even more alarming, the decline rate is accelerating with 1989 crude oil pro-
duction falling 6.2 percent below 1988, representing 509,000 fewer barrels produced
per day, a record annual decline. 2 At the same time, domestic petroleum demand
has risen from 15.7 MM B/D in 1985 to 17.2 MM B/D in 1989, a 10 percent in-
crease.3 These two trends have caused a high growth rate in crude oil and petrole-
um products imports. In 1989 net imports totaled over 7.1 MM B/D, approaching
the peak levels of 1977-79, up from 4.3 MM B/D in 1985. 4 Imports represented 41
percent of domestic oil consumption in 1989 and contributed $49 billion to the U.S.
trade deficit.

Natural gas production has not kept pace as consumption has risen 10 percent
from 17.3 Tcf to 18.95 Tcf.5 It is generally expected that gas reserves and production
are likely to decline in the next several years. As a fuel that burns more cleanly
than coal or oil, gas is seen by many as the fuel of the future. The pending Clean
Air Act amendments would increase demand for gas, and many predict high
demand growth due to environmental regulation.

Exploratory wells drilled for oil and gas have declined from 12,208 in 1985 to 5,249
in 1989.6 Total U.S. footage drilled has fallen 59 percent from 316.8 MM feet in 1985
to 130.7 MM feet in 1989. 7 Active drilling rigs have declined about 60 percent since
1985.

TAX DISINCENTIVES

As a capital intensive industry which must operate in an environment of volatile
prices, low margins and higher risk domestic exploration and development opportu-
nities, the oil and gas industry is especially vulnerable to tax disincentives like the
following:

INTANGIBLE DRILLING COSTS (IDC)

Intangible drilling costs are critical to oil and gas exploration and development.
However, the alternative minimum tax (AMT) imposes a double penalty on IDC.
First, IDC expense, less IDC allowed under 10 year amortization, is added bacj into
the AMT tax base to the extent it exceeds 65 percent of the taxpayer's net income
from oil and gas. Then, 75 percent of the excess of IDC expense over IDC allowed
under 5 year amortization is again added to the AMT base. The first penalty is
called a preference and has the effect of penalizing drilling when prices decline. The
second penalty, the ACE adjustment, effectively increases the tax burden on drilling
by a factor as much as 5 times as compared to the regular tax.

TANGIBLE COST RECOVERY

Cost recovery for tangible personal property used in oil and gas exploration, de-
velopment and production is drastically slowed under the AMT. Therefore, low oil
prices can have the effect of slowing down cost recovery significantly. Interest and
overhead capitalization may be required for oil and gas leases despite the risks and

'Monthly Energy Review, (Department of Energy/Energy Information Administration), (De-
cember 1989), Table 3.1a, p. 46.

2Ibid.
3 Ibid.
4 Ibid., Table 3.1b, p. 47.
5 Ibid., Table 4.2, p. 67.
6 Quarterly Completion Report, (American Petroleum Institute), (Fourth Quarter, 1989), p. 4,

andprior reports.
7 Ibid.
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uncertainties of exploration and development. Geological and geophysical costs
(G&G) must be capitalized. Oil and gas exploration is excluded from the R&D credit.
Capital loss limits hit oil and gas harder due to IDC and depletion recapture re-
quirements.

OTHER DISINCENTIVES

Industry practices, such as forming joint ventures (needed on account of high
risks and high capital costs), are impeded by various restrictions. For example, the
IRS has published new regulations under which tax deferral on like-kind exchanges
may be denied to partnerships whether or not they elect out. Rev. Rul. 77-176 taxes
certain farmout transactions. IDC must be capitalized in certain carried interest ar-
rangements.

In recounting some of the disincentives to oil and gas activity, the Windfall Profit
Tax (now repealed) must be recalled as the !Argest. The industry was called upon to
pay back as much as 70 percent of its net income from oil and gas property under
that tax. Now the industry faces heavier tax penalties under the AMT despite low
prices. This is a case of "heads you lose, tails you lose."

NEED FOR POSITIVE INCENTIVES

Significant tax irtientives will be needed as part of a National Energy Strategy to
increase domestic oil and gas production. A broad based oil and ga.= incentive appli-
cable to all domestic reserves and all oil and gas producers is the only means of
effectively and efficiently stimulating a significant response in overall domestic sup-
plies on a national scale. Such an incentive should directly stimulate those activities
which must occur in order to obtain increased dcmestic oil and ga.- production. By
definition, such activities are the search for and development of new oil and gas re-
serves in the U.S.

EXPLORATION AND DEVELOPMENT INCENTIVE

I now turn to our credit proposal which; in large measure, is based upon earlier
proposals, such as the bills sponsored or supported by yourself, Senator Bentsen,
Senator Domenici, Congressmen Archer, Andrews and others. The new elements in
our plan are a refinement and direct development of the fine work which preceded
our proposal. We thank you, Mr. Chairman, and your colleagues for your leadership.

Exploration and development (E&D), by far the largest controllable area of the
industry's budget, have been cut the most in this low price environment. Therefore,
earned E&D credits would be plowed back into new exploration and development
projects at a high reinvestment rate. Since fixed costs and overhead are already cov-
ered by operating budgets, such new spending would add new oil and gas reserves at
a lower incremental cost than average historical costs.

In light of the long lead times from commencing exploration to commercial pro-
duction, there is a need to stimulate both exploration and development. However,
exploration, entailing higher risks, should earn credits at a higher rats than would
be accorded development. Standard industry definitions can be used to distinguish
exploration from development activity.

A 15 percent exploration credit would apply to the following qualified expendi-
tures, whether or not capitalized:

* Geological and Geophysical Costs (G&G)
* Intangible Drilling Costs (IDC)
* Tangible property costs used or installed in exploration activity

The following expenditures would qualify for a 5 percent development credit,
whether or not capitalized:

• Intangible Drilling Costs (IDC)
* Tangible property costs used or installed in developing an oil or gas reservoir

This proposal is designed with a base period adjustment to provide the greatest
incentive at the margin for increased E&D activity while reducing the overall cost
of the credit. Under the base period adjustment a one-third reduction would apply
to current qualified E&D expenditure at or below the average base period level. The
one-third figure represents the approximate maximum regular tax benefit of E&D
expenditures.

However, current expenditure above average base period levels would not suffer
the one-third reduction. Therefore, a higher incentive would apply to exploration
and development expenditures beyond base period levels. As a result, the credit
would be especially effective in increasing exploration and development activity.
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Average base period expenditure would be computed separately for exploration
and development based upon the 5-year period of 1986 through 1990, the low price
environment which still prevails today. All future credit years would measure in-
creased expenditures in exploration and development by reference to these same
base period levels.

The credit would be permanent in order to provide an effective incentive. An
early phaseout given volatile prices would defeat the incentive effect. The credit
would offset both regular tax and AMT. A credit carryforward of 15 years is pro-
posed with no carryback.

An important complement to this incentive proposal would be the elimination of
the AMT preference for IDC and the provision of an offset of 100 percent of net
income from oil and gas against the ACE adjustment for IDC. This would greatly
diminish the counterproductive AMT penalty on IDC but still limit IDC expenses to
oil and gas producers for AMT purposes.

This credit would be effective in stimulating new oil and gas reserves and produc-
tion in the U.S. It would significantly reduce foreign imports, increase GNP, reduce
trade deficits, provide new jobs, strengthen the industry's infrastructure and en-
hance the nation's energy competitiveness and national security.

This credit would work efficiently and would have a reasonable cost. We estimate
that 1.77 billion equivalent barrels of new reserves would be added at a cost to the
government over 5 years of about $2.50 a barrel after considering the effects of in-
creased production- on government tax collections and royalty take.

Mr. Chairman, we ask that you seek a formal revenue estimate from the Joint
Committee on Taxation for our proposal. We have attached a summary description
of our tax credit proposal for this purpose.

In conclusion, eliminating or mitigating Tax Code disincentives to oil and gas in-
vestments is a worthy objective. We earnestly hope that progress can be made to
mitigate or eliminate them. However, at this point, the nation and the industry
need an effective and significant tax incentive to increase domestic oil and gas
supply. We urge you to consider our proposal today as a critical part of a compre-
hensive National Energy Strategy designed to address that need.

PREPARED STATEMENT OF JAMES E. RUSSELL

Mr. Chairman and Members of the Committee: My name is James E. Russell, and
1 a -i an independent oil producer located in Abilene, Texas. I appear here today as
President of the Texas Independent Producers and Royalty Owner Association
(TIPRO), which has approximately 3,000 members with an oil or gas interest in
Texas and is the nation's largest state-level organization representing the independ-
ent sector of the oil and gas producing industry. With me is Stacey Smyre, Chair-
man of TIPRO's National Energy Policy Committee, who will be available to help
respond to your questions.

In the fall of 1989, (TIPRO) participated in Department of Energy hearings de-
signed to initiate a national energy strategy. TIPRO pressed its case for preserva-
tion of a defined core supply of domestic energy as the basis for a viable national
energy policy that would serve to keep imported energy flow at levels consistent
with national energy objectives. (See Appendix A)

TIPRO realizes that a feasible definition of core supply must be a moving target
that is periodically revisited so as to be reflective of changing events. It also must
extend beyond crude oil and natural gas to encompass all forms of domestic
energy-along with conservation practices-that serve to displace import flow. The
Association also realizes that a core supply objective must be an ideal goal to
achieve and maintain rather than a concrete requirement mandated by government
edict.

Nevertheless, the Association strongly believes there are many ways in which
Congress and the Administration can encourage or enable the domestic energy in-
dustry to respond to the task of achieving an agreed urn goal. Of course, TIPRO
speaks only to the petroleum portion of this program and leaves discussion of other
fuels and their role to others.

Before doing that, however, a brief look a . the generally anticipated energy pic-
ture for the remainder of the century serves to place petroleum's role in better per-
spective. First, the nation's increasing concern with environmental initiatives and
their effect on energy usage may well renew conservation habits of American con-
sumers experienced during the period of 1975-85. Should this occur, total energy
demand may again stabilize as it did then with conservation practices balancing out
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increase in energy use stemming from population increase and expansion of the na-
tion's economy.

Stabilization may also be the by-word during the same time frame for energy
supply from nuclear, coal and renewable sources. No more new nuclear plants are
anticipated before the year 2000 as the public continues to struggle with safety con-
cerns, such as the Hanford plant situation recently revealed in the northwest. Sig-
nificant increase in coal production may well have to wait for expensive scrubber
installation as clean air objectives move to center stage with amendments to the
Clean Air Act. As for renewable sources, energy economics seen' to rule out aggres-
sive expansion of supply for the foreseeable future.

If, in truth, the nation is moving into a period of stabilized energy demand and
energy supply contribution from non-petroleum sources, then it would appear that
domestic crude oil production, domestic natural gas production and petroleum im-
ports (including crude oil, oil products, compressed natural gas, natural gas liquids
and natural gas) will be competing for a basically well defined and stabilized portion
of the U.S. energy market.

DEFICIENCIES IN CURRENT NATIONAL ENERGY POLICY

Currently, petroleum's overall portion amounts to the equivalent of some 25 mil-
lion barrels per day, or approximately two-thirds of the nation's energy market. (See
Appendix B Chart) An effective national energy policy should pose the question: to
best serve the nation's economic, environmental and security interests, what portion
of that 25 million barrels daily should be filled by domestic oil, domestic gas, and
imported petroleum during the decade ahead? Once that guideline is struck, subject,
of course, to periodic revision, the next question arises, what changes in governmen-
tal programs and taxing patterns can be initialed to encourage the appropriate
supply pattern' from these three basic sources?

Under current national policy, supply contribution has shifted from domestic oil
and gas to imports annually since 1985 by an average of some 800,1300 barrels per
day. (See Appendix C Chart) This shift has led to several undesirable consequences.
It has added more than $20 billion to the nation's annual petroleum import bill,
which now approximates $50 billion. It has increased tanker flow of oil into U.S.
waters by more than 40 percent, thereby raising the risk of oil spills in U.S. Coastal
waters by a similar margin. The move to imports has dramatically increased U.S.
reliance on relatively insecure Mid-East oil, since virtually all new import flow
must come from Persian Gulf source countries that hold most of the world s reserve
productive capacity.

Other undesirable results include increase in governmental costs to expand and
maintain the strategic petroleum reserve and protect the tanker sea lanes used to
transport the larger import volumes, In addition, of course, there is the damage that
occurs to the domestic oil producing industry and the nation's economy, as the in-
frastructure and job opportunity in the industry is decreased or moved abroad by
the shift to imports from domestic production.

Obviously, it would be desirable policy to reverse this shift and begin to displace
imports with domestic oil and gas production, or at least end the shift to imports by
establishing domestic supply stability. However, two questions must be dealt with
before corrective action can be taken. First, are there sufficient domestic oil and-
natural gas reserves available for the productive capacity needed to reverse or halt
the shift? If so, are there feasible mechanisms and incentives available to the nation
that make it worthwhile to generate the industrial capability needed to reverse or
halt the shift-particularly in view of the adverse circumstances now being experi-
enced under current policy that allows the shift to occur?

TIPRO firmly believes the answer to both questions is yes.

FUTURE DOMESTIC PETROLEUM SUPPLY AVAILABILITY

In February of this year, the Industry Capability and Goals Committee of the
Texas' Governor's Energy Council reported findings applying to the next 50years.
The group, chaired by Edwin Cox of Dallas, contended that the domestic oil industry
and the nation's reserve holdings are fully capable of sustaining current production
levels of 7.9 million barrels daily for crude oil, condensate and natural gas liquids.
This effort would require restoration of price to $25 per barrel (in 1986 dollars) in
the opinion of the committee.

This position was essentially affirmed by Dr. William L. Fisher of the University
of Texas in a paper prepared for Senator Lloyd Bentsen last April. Stated Fisher:
"A number of recent analyses and estimates, by a wide variety of independent
groups, now conclude that the U.S. resource base is quite capable of supporting oil
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production at stable rates through the next five decades, and of doing so at moder-
ate prices, if these prices are stable and technology is advanced and optimally
used."

As for natural gas, Cox' committee estimated that current production rates of 17
Tcf per year could be sustained during the next fifty years at wellhead prices ap-
proximating $3.00 per Mcf (in 1986 dollars). The committee further agreed that the
industry has the capability of adding ten percent growth in production during the
1990's.

Support for this position is found in DOE's 1988 natural gas survey entitled 'An
Assessment of the Natural Gas Resource Base of the United States." A national
review panel of natural gas analysts reached the following conclusions: "More than
half of the total resource evaluated in the lower 48 states, or 583 Tcf of gas, is
judged economically recoverable (including finding costs) at less than $3.00/Mcf
(wellhead price 1987$). An additional 174 Tcf of gas is judged economically recover-
able in a price range of $3.00 to $5.00/Mcf."

It should be noted, of course, that these estimates of domestic oil and natural gas
availability for the next half century rely on prices higher than current prices and
on optimum application of known technologies. However, the U.S. energy consumer
has experienced $25 oil and $3.00 gas in the past and may well be willing to do so
again, particularly in view of the consequences developing under current energy
policy that fosters lower prices. Also, there have been incentives in the tax law in
the past encouraging optimum use of various reserve recovery technologies; they
may well become politically acceptable again as the consequences of current energy
policy are reviewed.

PROPOSED REMEDIES FOR STABILIZED DOMESTIC PETROLEUM SUPPLY

In the process of stabilizing, or even reversing, the shift from domestic petroleum
production to imports now underway under current national energy policy, several
political decisions must be made. First it must be realized that the domestic petrole-
um producing industry is competing with foreign countries and is not in a free
market situation that would provide economic solutions of its own. If a new national
energy policy or strategy is to be successful, it must provide programs and incen-
tives that will economically encourage displacement of imports with domestic
supply.

Other decisions must explore whether to stabilize energy prices at levels required
to achieve desirable goals or to encourage through tax incentives producer behavior
aimed at maximizing reserve recovery. In making these decisions, Congress and the
Administration should continue to recognize the independent producer and his spe-
cial role in domestic exploration and production. While his ranks have diminished
by a third since 1986, with more expected to leave, the survivors are stronger and
more effective. With the right economic motivation, they should be fully capable of
maintaining their historic portions of exploration and production maintenance ac-
tivity.

Price Stabilization. Since 1985, TIPRO has consistently maintained that an oil
import fee system would be the most effective centerpiece of a new national energy
policy. It is by far the simplest and most direct device there is to encourage a
change in the current shift to imports from domestic production. This one economic
program would lead to dramatic improvement in domestic petroleum exploration
and production, encourage effective conservation in energy use and, as a useful po-
litical by-product, provide public funds to help trim the nation's budgetary deficit.

There are other price stabilization measures that have been considered from time
to time, which, in TIPRO's opinion, have merit but would be less effective. For ex-
ample, a variable import fee could be designed to create a desired price floor for
crude oil that presumably would, in turn, influence prices for natural gas and other
domestic fuels. There would be a tendency, however, for the floor to become the ceil-
ing for all crude worldwide. Should this happen, the solution would suffer from ri-
gidity, and there would be no public revenue generated for deficit purposes.

Other stabilization measures include a price support program for marginal or
stripper oil production, such as was initiated during World War II. Another possibil-
ity might be contribution of oil by importers to fill the strategic oil reserve, which
would raise the cost of imports modestly. (See Appendix D).

Another price stabilization proposal would attach a substantial environmental fee
to all oil imported into U.S. coastal waters. This approach would link the problem of
import growth to the problem of environmental degradation caused by tanker spills
and processing of foreign oil in the nation's ports and waterways. TIPRO supports
this approach as a viable option to its basic import fee proposal. (As a matter of fact,
for several months the Association has vigorously opposed the imposition of a do-
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mestic oil production fee :o help finance the fund incorporated in the oil spill bill
now being debated in Congress; it was suggested that the fund should be financed
instead by a fee on oil barrelage tankered into U.S. waters. The Association would
welcome new legislative action that would, in its opinion, help set the proper prece-
dent of assessing environmental fees on those who are causing the problem being
addressed and not someone else.)

Most price stabilization measures would encourage all forms of domestic petrole-
um production, since their application would be universal. New oil and natural gas,
established production, marginal or stripper production, and enhanced recovery
would all participate. There is much to be said for this approach for it leaves to
industry the task of deciding on the best ways to proceed in maximizing domestic
production at the expense of imports.

Tax Code Incentives. On the other hand, tax code incentive changes under consid-
eration in recent years have been geared to specific producer behavior, aimed at
maximizing selected production sources. TIPRO supports all incentive proposals
that will increase recovery effort by its members. There is concern however, that
Congress and the Administration will limit the scope of its consideration in this
arena because of budgetary constraints. This would tend to limit the effectiveness of
the nation's new energy policy in backing out imports.

Should, however, Congress decide to turn to the tax code for domestic supply solu-
tions, TIPRO joins other witnesses in seeking foremost corrective action on treat-
ment of IDCs and percentage depletion under the alternate minimum tax rule. The
Association specifically endorses the two changes presented by National Stripper
Well Association at this hearing as the necessary underpinning for any tax incen-
tive program.

Among the many suggestions for change in the tax code before this committee,
TIPRO is especially interested in tax credit proposals for natural gas exploration
activity in deeper horizons below 10,000 feet and enhanced recovery operaticns,
along with preservation of the section 29 tax credit for tight sands natural gas pro-
duction. The future capability of the domestic producing industry to reverse or at
least stop the shift from domestic production to imports centers on exploring for
deep natural gas reserves and on recovering a greater percentage of known oil and
natural gas reserves.

In regard to the latter, TIPRO's new Applied Research and Technology Commit-
tee is developing a new definition for improved oil recovery that would add modern
production techniques to the historical listing of secondary and tertiary recovery
methods found in Senator Domenici's bill (S. 828) on enhanced recovery incentives.
Included in this new list will be horizontal drilling activity, infill drilling programs
based on geological analyses, modified waterflood projects and rotating injection-pro-
ducing well patterns.

CONCLUSION

TIPRO strongly believes the domestic petroleum producing industry and the na-
tion's petroleum reserve holdings are fully capable of maintaining current produc-
tion levels well into the next century, thereby ending the shift to imports now being
experienced. However, the success of this effort must rely on a new national energy
policy that encourages maxii,,ization of domestic production, discourages import
growth and stabilizes demand growth through a new emphasis on conservation in
energy use.

No change in policy means further increase in imports that adds to the nation's
burgeoning import bill, multiplies entry of foreign tankers and their threat to the
environment into U.S. waters, and dramatically increases U.S. reliance on high risk
Persian Gulf oil. Political decisions affirming the validity of rejuvenating domestic
resources as the means of reducing or eliminating these problems under current
policy are needed.

TIPRO primarily supports an oil import fee system and other measures that
would provide energy price stabilization as the basic answer to the nation's energy
dilemma. The Association also supports tax incentive measures that would (1), cor-
rect or improve treatment of IDCs and percentage depletion under the AMT and (2),
would be sufficiently broad in application to assure best efforts by the domestic in-
dustry in securing maximization of domestic reserve recovery.
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Appendix A

Excerpts from an oral statement on national energy strategy submitted by James
E. Russell, President of the Texas Independent Producers and Royalty Owners
Association before the Department of Energy and the Department of Interior on
December 4, 1989 in Houston, Texas

In September 1989, TIPRO submitted a written statement for the record of
the DOE hearing on National Er ,rgy Strategy held in Louisville, Kentucky. In
that document, we outlined our proposal for a new national energy policy based
on preservation of a *core supply" of domestic energy. This concept calls for
quantifying the ideal levels of domestic energy production. Once objective goals
have been set for the various components of th is core supply, for conservation,
and for imports, the nation must commit itself to achieving these goals.

Our proposal assumes that a workable energy strategy must have an
objective -- a goal -- agreed to by government, the energy industry and the
consuming public. This goal must be defined in terms that protect the nation's
best short and long range energy and security interests, and it must be
periodically revisited to assure that it will remain viable.

Decisions must then be made by the Administration and Congress to
initiate actions needed to preserve and/or achieve the agreed upon objective(s).
Such decisions will not be easy ones to make, but our Association strongly
believes the time has come for them to be made.

Critics of the core supply concept suggest that it cannot succeed, since itwould require diverse elements of the energy producing industry, the consuming
public, conservationists and government officials towork together. It Is becoming
increasingly clear, however, that the options available to us are limited and
perhaps even more problematical. For example, in the absence of a national
policy that lays out alternatives to oil import Increase as ways to meet future
energy needs, our nation may be abdicating its policy initiatives to a small
handful of Persian Gulf nations that now hold virtually all of the world's reserve
crude oil producing capacity.

The obvious question arises: If Americans cannot work together to achieve
desirable energy goals, how can it be presumed that they can successfully
negotiate with Middle East nationals for the same purpose?

CORE SUPPLY COMPONENTS

In 1988, the U.S. consumed approximately 40 million barrels daily
equivalent of energy (see Attachment #1). Generally accepted estimates indicate
that the total would have been one to three million barrels daily greater had not
conservation efforts been initiated during the 1977-86 decade, when energy
prices were considerably higher than today.

Of this total energy consumed, domestic crude oil production provided
8.16 million barrels daily or 21 percent, while natural gas production supplied
9.17 m/b/d, or 23 percent. Oil and natural gas imports totaled 7.17 million barrels
per day for 18 percent of overall supply, while domestic coal provided 8.9 m/b/d
equivalent for domestic markets (22 percent) and 1.16 m/b/d for export purposes
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(three percent). Nuclear power contributed 2.68 m/b/d equivalent for seven
percent, and other fuel sources, including hydro power, waste, wind, wood, solar
and geothermal, combined for 2.55 m/b/d equivalent, or six percent of the total.

TIPRO's proposal anticipates that DOE's mission will be to analyze the
interrelationship and potential of all these sources of energy, along with the
contribution of conservation techniques, for meeting tomorrow's demand
requirements. It is further assumed that for the foreseeable future the primary
objective will be to discourage growth in oil imports through enhancement of
competing fuel sources and conservation. As mentioned earlier, such
enhancement will require many difficult decisions that, among other things, may
involve financial commitment by all Americans.

When our Association initiated its core supply proposal some sixteen
months ago, it selectively suggested production goals for domestic crude oil and
natural gas, the nation's energy components provided, in part, by its membership.
At that time, TIPRO pointed to the first five years of the 1980's as an ideal
production period, when the home industry produced approximately 20 million
barrels daily equivalent of oil, natural gas and natural gas liquids. The period was
deemed ideal, because the domestic industry was able to stabilize oil import flow
with its production effort.

Unfortunately, this ability has dissipated seriously since the deep energy
recession that began in 1986. As the Administration well knows, the domestic
producing industry has undergone wholesale dismantling of its exploration and
development infrastructure. This, in turn, has reduced its contribution to the
nation's energy mix by almost three million barrels daily equivalent since the
1980-85 period. At the same time, cheap energy has caused conservation
efforts to wane, and the nation's energy appetite is growing again at a time when
the only immediate fuel option to cover growth in demand is oil imports from the
Middle East. These forces already have caused substantial increase in U.S. oil
imports from the Persian Gulf source countries, particularly Saudi Arabia (see
Attachment #2).

Unless this situation is reversed, TIPRO believes an inevitable crisis is on
the horizon. It is conceivable that before the end of the century the whole world,
including Russia's current export markets and perhaps Russia itself which is
struggling with a declining energy industry, will be competing for the same
reserve producing capacity barrels still available in the Persian Gulf area. In the
absence of prolonged recession, the United States alone may well consume
most of that capacity by the year 2000. Most experts suggest the Persian Gulf
region's reserve capacity approximates 10 million barrels daily over an extended
period, assuming that Saudi Arabia and its neighbors are in position to more than
double production through billions of dollars investment in exploration and
development activity. Since 1985, the U.S. has had to increase total import flow
by an average of more than 700,000 barrels per day each year to cover decline
in domestic production and increase in demand. Should that experience continue
unchanged to the end of the century, our nation will consume more than seven
million barrels of the presumed excess capacity, leaving only three million barrels
daily or so for the growth markets in Europe and the third world to utilize.

Aside from the obvious upward thrust In energy pdcs such competition

will cause -- straining our already serious balance of payment running deficit --
the worldwide political consequences involved could be substantial. Faced with
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this potential situation, it is imperative that our nation have a viable national
energy policy that deals with such a fundamental Issue...

SUGGFISTIONS FOR NES ADMINISTRATION

TIFRO suggests that a workable national energy strategy based on
preservation of domestic supply must be periodically revisited and adjusted as
needed to reflect reality or change in energy requirements. This task might best

-be- performed by DOE with the assistance of an Advisory Board made up of
government, energy industry and public representatives. TIPRO recommends
that each energy source be represented, perhaps in proportion to its supply
contribution.

Each energy supply source, including conservation, should be analyzed
annually to map success or failure in the achievement of desirable goals. Out of
this process recommendations could be made for adjusting goals or prescribing
techniques to help meet failed goals. Recommendations calling for
administrative action would be directed to the President, while proposals calling
for legislation would be presented to Congress.

CONCLUSION

TIPRO firmly believes there is a strong need for a viable national energy
strategy that will help serve the nation's best short term as well as long range
economic and security interests. If properly managed, such strategy shojid not
unduly interfere with the competitive free market system under which we operate;
rather, it should represent cooperative endeavor between the government and
the private sector to depress demand for imported fuel as much as Is feasible.
This should be an increasing concern for the United States as the entire world
inexorably moves to excessive reliance on the Persian Gulf producing countries
for new oil supply...
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Appendix D

Following is an outline of a possible program that would require oil
importers to loan or grant outright oil supply to the Strategic Petroleum Reserve
free of charge under prescribed circumstances. In other words, importing nations
would be called upon to transfer a portion of their reserves to our reserves for
emergency use in the future.

This prog rarn would be tied to the peril point concept, Assuming peril point
legislation would establish that when oil imports exceed 50 percent of aomestic
U.S. demand they pose a peril to the nation's best security and economic
interests, free transfer of a portion of imported oil to the SPR would be required
once imports total 50 percent or more of domestic demand.

The amount of free transfer could be escalated as the ratio of oil imports to
domestic demand moves toward 100 percent. The escalation could be tied to an
objective that already exists in international agreement, namely that the United
States should maintain a reserve approximating 90 days of import requirements.

To illustrate: importers of record-might be required to contribute one barrel
of imported oil for every 20 imported when the import ratio is in the 51-65 percent
range. This contribution could be escalated to one barrel for every 15 imported
should the ratio move to the 66-80 percent range. The contribution could then
move to one barrel per every ten, should the ratio breach 80 percent.

Canada and Mexico could receive special consideration in this formula by
exempting import volume equal to 1990 imports from the contribution
computations or by some other volumetric device. However, there should be
protection against undue overseas import movement through those countries
attempting to circumvent the program's requirements.

Another facet of the proposal involves ownership of the SPA contributions.
The barrelage could be in the form of a loan or a grant. If a loan, time of
withdrawal could be at U.S. discretion based on perceived emergency needs,
and the price authorized could be either the price when originally imported or the
price when removed from the SPR.

There are several advantages to this proposal. First, the Administration
might welcome it because it would allow the SPR to be filled without adversely
impacting the U.S. budget. Secondly, it would serve to lower the cost per barrel
of the SPA proram, which is now estimated to be as much as $60 per barrel,
and thereby maintain its political feasibility. Also, it would assure that the volume
of the SPA would relate more closely to the guidelines already set for the
emergency storage program. Currently, the SPR is well below the 90 day need
barometer and falling steadily.

Finally, the program would provide some of the benefits of an import fee
program in that importers would feel constrained to raise the cost of imports to
pay for the SPR contributions. Even if the SPR contributions remained the
property of importers under the proposal, the carrying and delivery costs alone
would probably result in at least a $1.00 per barrel increase in imported oil cost.
If the U.S. assumed ownership, the cost would double in amount.
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PREPARED STATEMENT OF CONLEY SMITH

Mr. Chairman and Senators, I am Conley Smith, an independent oil and natural
gas producer from Colorado and Chairman of the Tax Committee of the Independ-
ent Petroleum Association of America.

The Association represents independent crude oil and natural gas producers in all
33 states with oil and natural gas production. Independents drill the overwhelming
majority of all U.S. wells, and find more than half of new oil and natural gas re-
serves. Independents operate as proprietorships, partnerships, or public corpora-
tions, ranging in size from very small, one-person ventures to large firms with hun-
dreds of employees engaged in extensive oil and natural gas exploration, develop-
ment and production. All independents, regardless of structure and size, have one
thing in common-their profit center is the wellhead.

The problem independent producers face, and the problem the nation encounters,
is that there are too few profitable domestic wellheads. That is particularly true for
oil wells, as new well completions continue a precipitous decline. [See Graph 1, 2]

The IPAA is grateful to the subcommittee for turning the national spotlight once
again on the oil import crisis which threatens our national security and economic
stability. This hearing is very timeJy. The economic invasion of the American
energy market continues unchecked. Our largest trade deficit-the oil trade defi-
cit-is a greater hemorrhage of America capital than our trade deficit with Japan.
Oil imports have cost the U.S. more than a half trillion dollars during the 1980s.
[See Graph 3]

It's just a matter of time before America's dependence on foreign oil again forces
us to pay a price in higher domestic inflation, unemployment, and hundreds of bil-
lions of dollars in new trade deficits. Meanwhile, the domestic oil and natural gas
industry is facing its most difficult times. The statistics are alarming: oil imports
make up almost 50 percent of U.S. consumption, drilling rig utilization is only
slightly above the all-time low, U.S. crude oil production in the lower 48 states is at
its lowest point since the early 1950s, and the seismic crew count, a leading indica-
tor of future drilling activity is at a r(c.ord low. [See Graphs 4, 5, 6 and 7]

The industry infrastructure has virtually collapsed. According to statistics com-
piled by Petroleum Information, the number of oil and gas operators of record has
fallen from nearly 13,000 oil and gas operators in the early 1980s to less than 5,000
by 1989. [See Graph 8]

According to the Department of Energy, in the first quarter of this year "U.S.
dependence on foreign sources of oil reached its highest in volume since the first
quarter of 1980." In the first quarter of 1990, OPEC supplied 4.6 million barrels per
day, over half of the total petroleum imports. That's a 17 percent increase over the
first quarter of last year.

Domestic crude oil production in the first quarter of this year averaged 7.5 million
barrels per day, the lowest first quarter production in over 20 years. This domestic
production decrease came even though the average annual price of oil climbed more
than $3.30 a barrel over the last year, from $12.57 a barrel in 1988 to $15.87 a barrel
in 1989.

IPAA RECOMMENDS DOMESTIC TAX INCENTIVES AND FEE ON IMPORTS

The growing U.S. dependence on foreign oil and the downward spiral of domestic
production requires an integrated energy policy to be adopted that both discourages
imports and encourages domestic production. A significant piece of this policy
should include a fee on imports and tax incentives for domestic production.

DOMESTIC TAX INCENTIVES

The recent higher crude oil prices have not resulted in increased exploration and
drilling, which has been the case following oil price increases in the past. The pri-
mary reasons for this is the difficulty the independent oil and natural gas producers
face in obtaining capital. In significant part, the problem can be traced directly to
several provisions of the 1986 Tax Reform Act.

The changes made by the 1986 Act were overshadowed by the suddenness and se-
verity of the oil price collapse beginning in January, 1986. However, just as was pre-
dicted by the industry when the Act was passed, it is now clear that new capital for
exploration and production is virtually nonexistent because of the severe tax penal-
ty imposed by the Act on high risk, capital intensive activities.

In spite of the 1986 Act's effort to limit tax shelter investing and force projects to
stand on thzir own economics, the fact remains that the oil and natural gas econo-
my is tax driven. One has only to look at: (1) the Section 29 credit activity which
represents a significant percentage of current drilling activity, (2) the historical
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year-end drilling activity in the oil and natural gas business and (3) the level of Ca-
nadian drilling activity with presence of tax incentives.

A comparison of U.S. oil well completions and U.S. natural gas well completions
for the 1980s supports the impact that the Section 29 credit has on drilling. Oil well
completions have continued to decline over the last four years while natural gas
well completions have stabilized and actually increased. [See Graph 1] It is estimat-
ed that between one-third and one-half of the current natural gas well completions
will be Section 29 wells. Without the Section 29 credit, natural gas well completions
would go the way of oil well completions, down.

IPAA recommends that the following domestic tax incentives should be included
as part of an integrated national strategy:

* Elimination of intangible drilling costs and percentage depletion from tax pre(
erence treatment under AMT.

* A tax credit for exploratory and developmental drilling which is fully creditable
against both rcgular tax and AMT.

* The Section 29 Nonconventional Fuel Credit should be extended and tight for-
mation natural gas production should be reinstated as a fuel qualifying for the tax
credit.

* Additional tax incentives should be provided to encourage independents to
maintain marginal properties.

ALTERNATIVE MINIMUM TAX RELIEF

The Alternative Minimum Tax (AMT) is the single largest disincentive to domes-
tic oil and natural gas drilling today. The independent oil and natural gas industry
is subject to the AMT due to the inclusion of intangible drilling costs (IDCs) and
percentage depletion as tax preference items, and the inability to reduce the AMT
liability by the Section 29 Nonconventional Fuel Credit.

The independent sector of the U.S. domestic energy industry is perhaps more se-
verely impacted by the AMT than any other industry subgroup. First, the oil and
natural gas industry in general and the independent sector in particular is perhaps
the most capital intensive industry in the U.S. Capital intensive industries bear the
heaviest burden of the AMT due to the many adjustments required of "capital" out-
lays.

Second, AMT is a regressive tax. Capital intensive industries that are experienc-
ing an economic downturn are particularly vulnerable to the imposition of the AMT
due to resulting lower taxable income. Each of these factors, capital intensity and
depressed economic conditions, renders the independent highly susceptible to AMT.
The independent producer begins "going-out of business" when he produces the first
barrel of oil frc --n his first well, and he can continue in business only by drilling for
and finding new oil and natural ga. to replace that currently being produced and
consumed. However, dollars expended by the producer just to stay in business are
treated as tax preference items under the AMT.

The most notable and industry specific expenditure classification that is treated
as a preference item are IDCs. IDCs are expenditures made by a taxpayer for unsal-
vageable items incident to and necessary for the drilling of wells and the prepara-
tion of wells for the production of oil and natural gas. IDCs typically cannot be fi-
nanced by a bank or other financial institution, but must be paid through the inde-
pendent operator's internal cash flow or outside risk money supplied by investors.
IDCs are analogous to ordinary and necessary operating costs in any other business,
since a continuous quest for new reserves through additional drilling must occur in
order to avoid continuing liquidation of the business enterprise. IDC deductibility is
critical to the independent oil and natural gas industry where the key to economic
survival in a risky, capital intensive business is cash flow.

When one couples the intensive capital requirements of the oil and natural gas
exploration business with low product prices, the result is the crushing imposition of
the AMT on independents at a time when they can least afford to pay it. This is in
contrast to the major, integrated petroleum companies that rely on many profit cen-
ters-refining, transportation, chemical production, and retail service stations
which a-re all -downstream from the wellhead. In fact, lower oil prices inevitably
result in higher refining profits. Further, the major oil companies have extensive
holdings and operations outside the United States, which currently generate a sig-
nificant portion of their profits. AMT puts an independent producer at a competi-
tive disadvantage compared to major oil companies by causing the after-tax cost of
drilling for an independent producer to be higher than for a major oil company.

Other companies can suspend capital expenditures during periods of economic
downturn and still survive. Not so with the independent oil producer-he either
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continues to make capital expenditures or goes out of business, and many have done
just that: gone out of business.

It cannot be emphasized enough that AMT is the single largest disincentive to do-
mestic drilling today. The imposition of AMT is regressive and puts the independent
producer at a competitive disadvantage. With the AMT rate being only slightly
lower than the regular tax rate and the oil and natural gas industry having its larg-
est single cost, IDCs, generally not bei-, , * eductible for AMT purposes, a large per-
centage of taxpayers involved in the ci': md natural gas industry become subject to
AMT. It is estimated that 75 to 80 percent of independent producers are subject to
AMT. The taxing of such expenditures of hard dollars is illogical as tax policy and
self-defeating as energy policy.

AMT REFORM SUPPORTED

The IPAA supports legislation to reduce the negative impact of the AMT on the
oil and natural gas industry. IPAA supports the Energy Security Act of 1989 (H.R.
658, S. 234), Domestic Energy Security Act of 1989 (H.R. 664, S. 449), and the Mar-
ginal Energy Producers Incentive Act of 1989 (S. 1565, H.R. 3437), all of which pro-
vide AMT relief by either reducing the IDC tax preference, reducing the percentage
depletion tax preference, or by providing for drilling and production credits which
are fully creditable against AMT.

EXPLORATION TAX CREDIT SUPPORTED

The IPAA also supports a tax credit for exploration and development expendi-
tures that is fully creditable against both regular tax and AMT. The drilling credit
should cover both exploratory and developmental drilling. Although exploratory
drilling increases reserves, but does little in the short term to increase production,
which is our most critical need. Developmental drilling, although less risky than ex-
ploratory drilling, is still a high risk activity. In 1989 22 percent of developmental
wells were dry holes. In periods of low and volatile prices the much needed capital
to maintain U.S. production levels is not forthcoming. This credit would assist inde-
pendent producers in raising much needed capital for exploration and development
which is currently non-existent due to the severe tax penalty imposed by the 1986
Tax Reform Act.

SECTION 29 EXTENSION SUPPORTED

The IPAA supports the extension of the Section 29 Nonconventional Fuel Credit
placed-in-service date and sales date along with the reinstatement of tight formation
natural gas as production qualifying for the credit. This credit has and will continue
to generate a significant amount of natural gas drilling and production. We note,
however, that extension of this credit will have little if any impact on exploration
and production of oil, the energy resource for which we are so dependent on foreign
suppliers

MARGINAL WELL PRODUCTION INCENTIVES

The IPAA also supports tax incentives to encourage independents to maintain
marginal properties. The U.S. is rapidly losing domestic reserves through premature
abandonment of marnal properties by the major oil companies. A significant part
of the United State's proved reserves are marginal properties. Once a well is
plugged it is not likely to be re-opened because of the significant costs relative to
remaining reserves. These tax incentive would encourage independents with lower
overhead and operating costs to purchase and maintain marginal properties. The
provisions supported by the IPAA include those in the Marginal Energy Producers
Incentive Act of 1989 (S. 1565, H.R. 3437) and a production tax credit based on the
cost of operating a marginal property.

IMPORT RESTRICTIONS

There is no free market in crude oil. Prices are being manipulated by Persian
Gulf countries with the intent-to dismantle the domestic petroleum industry, there-
by denying the U.S. the ability to determine its energy future. All domestic energy
sources-oil, gas, coal, nuclear, synthetics, and renewables-and conservation are
price related and are in leopard.

Our national security demand that the rising level of imports be stopped A revi-
talized U.S. oil and natural gas ir' ,stry is the key to winning this battle. IPAA
recommends that if the dominai ' ab OPEC countries continue to hold oil prices
below the level needed for the U., to maintain adequate reserves of oil and natural
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gas, Congress take all appropriate action to prevent OPEC control of our energy
supply. IPAA recommends the implementation of a variable import fee on crude oil
and petroleum products, without exceptions or exemptions, to stabilize the price of
domestic: crude oil and products at an adequate level.

BROAD-BASED ENERGY TAXES STRONGLY OPPOSED

With respect to the energy taxes proposals being discussed at the budget summit,
IPAA strongly opposes any additional energy taxes. The oil and natural gas indus-
try as a whole is one of the most heavily taxed industries when the total Federal
take system is considered and should not be additionally unduly burdened. The in-
dependent oil and natural gas industry is particularly fragile at this point. As the
independent producer has only the wellhead as a revenue source and is strictly a
price taker, any energy tax that is placed on the wellhead or producer sales will
likely be borne by the independent producer. This will only work to speed the inde-
pendent's exodus from the oil and natural gas industry, further reducing domestic
production, and further increasing imports. Any beneficial conservation impact of
this type of energy tax would be minimal at best since much of the tax burden may
be borne by the producer. This does not sound like reasonable energy policy nor rea-
sonable national security policy.

Thank you.
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PREPARED STATEMENT OF VITO STAGLIANO

Mr. Chairman and members of the Sub-committee, I appreciate the opportunity to
testify on current conditions and future prospects in the domestic oil and gas indus-
try. The Department of Energy-believes that Federal, State and local tax policies
substantially influence investment decisions in the oil industry, and as a conse-
quence, fully supports the tax incentives proposals that the President submitted to
Congress earlier this year, as part of the Administration's FY 1991 budget.

MARKET CONDITIONS AND TRENDS

Oil
U.S. crude oil production continued to decline in 1989, falling 527,000 b/d below

the 1988 average. Natural gas liquids production fell 79,000 b/d, reversing a two
ear trend of increased production. Since the lows reached in 1986, crude prices
ave increased and appx- r to be staying in the $17 to $20 per barrel range. Future

oil price are expected to increase but remain volatile. This, coupled with relatively
marginal prospects for large new discoveries, explain the expected decrease in U.S.
production. Reduced U.S. exploration activity, combined with high abandonment
rates, indicates that further production declines can be expected. The average U.S.
rig count for 1989 hit its lowest point in almost fifty years. U.S. companies are now
concentrating more of their exploration activities overseas where prospects tend to
be more lucrative.

Alaskan production also has declined, indicating that the Alaskan North Slope, as
presently developed, has passed its peak production. Proposals to open ..he coastal
plain of the Arctic National wildlife Refuge are on hold. Environmental concerns
raised by oil spills have had a negative impact on plans for offshore oil develop-
ment.

The U.S. imported 42 percent of its petroleum consumption in 1989, or over 7 mil-
lion barrels per day. This figure is projected to increase in the next few years, as
domestic production continues to decline. For the first 5 months of 1990, net imports
have increased over 6 percent from the first 5 months of 1989.

Long term trends in U.S. oil imports are unsurprising given current market con-
ditions, geologic prospects, and policy. The U.S. is the oldest developed oil province
in this world andhas been extensively explored. New reserve additions, in the form
of major new fields, can only be expected from the Outer Continental Shelf (OCS)
and the Alaskan Arctic.

EIA forecasts oil imports to increase from 7.2 million barrels per day (MMBD) in
1989 to between 10.4 and 14.9 MMBD in 2010, depending on oil price paths and U.S.
economic growth The EIA base case projects world oil prices to rise from $17.70 in
1989 to $36.90 in 2010 (in 1989 dollars per barrel), and assuming a GNP growth rate
of 4.1 percent per annum. The highest historical level of annual net imports was
reached in 1977, at 8.6 MMBD, or 46.5 percent of consumption. The EIA forecast for
2010 shows import dependence of 54 to 67 percent.

Exploration and Production:
The President has decided to postpone oil and gas exploration in several environ-

mentally sensitive offshore tracts. A broader moratorium is being considered by
Congress. These leasing restrictions reflect increased concern about environmental
and socioeconomic impacts of OCS development. In the event of a foreign supply dis-
ruption, leasing of the prohibited areas could be allowed to resume for national se-
curity purposes.

The recent success of horizontal drilling has been an important development for
the domestic oil industry. In many cases it has significantly increased recovery rates
by allowing more of the oil reservoir to be exposed to the well bore. Production from
enhanced oil recovery also continues to increase, albeit slowly, despite low oil prices.
These improved recovery methods should help to slow the rate of decline in oil pro-
duction during the 1990 s, particularly if the increases in oil prices projected by EIA
materialize.

NATURAL GAS

Domestic natural gas production increased from 16.0 trillion cubic feet (TCF) in
1986 to 17.1 TCF in 1989, thereby reversing an intermittent decline that had been
occurring since 1973. Total oil and gas well completions for 1989 are estimated at
28,340, the lowest level since 1973 and dramatically below the 90,030 all time record
high reached in 1981. Gas wells completed in 1989 numbered 9,500.

Natural gas consumption was nearly 19 TCF in 1989, an increase of 16% over
1986 consumption. This increase is due mainly to market conditions characterized



243

by excess supply capacity and low wellhead prices. The average annual wellhead
price, which was $2.57/MCF in the 1982-1984 period, fell to about $1.71/MCF in
1989. June 1990 natural gas spot prices averaged $1.39/MCF.

Future natural gas consumption prospects are tied to deliverability and demand,
and are not constrained by the domestic resource base. A 1988 DOE study of the
natural gas resource base concluded that the Nation has about a 35 year supply at
wellhead prices of $3.00/MCF or less. Higher prices would expand the supply signifi-
cantly.

The electric utility sector is expected to be the fastest growing market for natural
gas, according to EIA forecasts. From 15% of natural gas use in 1989, the utility
industry is projected to increase its consumption share to 28 percent in 2010 under
most economic growth scenarios.

Over the same forecast period, EIA projects wellhead prices rising from $1.71 in
1989 to between $4.57 and $6.09 in 2010, with higher consumption producing the
higher price. Imports from Canada are expected to increase during the forecast
period from .76 TCF in 1989 to 1.53 TCF in 2010. LNG imports are also projected to
rise from less than 100 billion cubic feet in 1989 to about 800 billion cubic feet in
2010, according to the EIA.

ROLE OF TAX POLICY IN DOMESTIC OIL PRODUCTION

Mr. Chairman, earlier this year, the General Accounting Office provided to the
DOE an opportunity to comment on a draft report titled "Additional Petroleum Pro-
duction Tax Incentives Are Of Questionable Merit." The Department strongly ob-
jected to the conclusions of the GAO report, which was released in final form this
week and to the methodology used in the GAO analysis.

The GAO raised a number of issues that are critical to understanding the struc-
ture of the oil and gas industry, and of the effects of tax policy on industry oper-
ations. I will discuss a number of these issues for the purpose of illuminating DOE's
and the GAO's radically different perspectives.

The GAO asserts that the petroleum industry, and other producers of exhaustible
resources, should be subject to the same capital recovery rules as other industries.
DOE believes that oil and gas reservoirs are fundamentally different from the plant
and equipment that constitutes capital for other industries, in that their replace-
ment presents a higher degree of risk. New field wildcat wells resulted in dry holes
in 86% of the cases in 1986-88, for example Few other industries are required to
make investments involving such a high degree of risk.

The GAO maintains that the current regular tax and alternative minimum tax
(AMT) treatment of intangible drilling costs (IDCs) constitutes an overly generous
tax preference for the oil industry. DOE disagrees. Any advantage gained by the
IDC deduction, for regular tax purposes, is substantially reduced by the addback
provision of the AMT. The AMT is paid by three fourths of all independent produc-
ers.

Another GAO contention is that the oil industry in general pays much lower ef-
fective marginal tax rates than other industries. But according to the 1988 Energy
Information Administration Performance Profiles of Major Energy Producers, the av-
erage in effective corporate income tax rates on the worldwide operations of U.S.
energy companies continuously have exceeded those for Standard and Poor's 400
companies since 1974, except in 1968 when the rates were equal. EIA reports in the
same publication that the effective income tax rate of the domestic petroleum indus-
try production sector was 39% in 1988, including Federal and State income tax.

The EIA study focuses on major companies and on average tax rates, as calculat-
ed for financial accounting purpose. As pointed out by the GAO, average tax rates
differ from marginal rates. However, we believe that a comparison of average tax
rates, from actual data, is at least as instructive as GAO's comparison of marginal
rates.

Finally, the GAO believes that producers have shifted a significant portion of
their exploration activity abroad almost exclusively because of non-taxation factors,
such as lower finding casts and more favorable geology. The Department of Energy
believes that while geology and finding costs play an important role in the ind'ls-
try's investment strategies, the U.S. tax system is also a factor. Mr. Chairman, the
matter of comparability of international tax policy is an important issue. We have
been giving this matter considerable thought and will continue to analyze it in the
months ahead. A number of factors are known about the U.S. system of "take" and
about the systems used in some other countries. -

When oil prices decline, the U.S. system compounds the burden on U.S. oil compa-
nies by taking an increased share of income. This results from two factors: the rela-
tively greater U.S. reliance on a revenue-based taxation and royalty system, and the
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effect of the alternative minimum tax (AMT). Although royalty payments and State
severance taxes are not under Federal control, they can constitute a larger share of
cash flow than do income taxes, as shown in the graph at the end of my statement.

As a result of the AMT, the benefits of the tax treatment of IDC's, and their in-
tended incentive effects are diminished. As a consequence, the oil industry may
have become more cyclical and less efficient. It is for this reason that the President
has proposed the elimination of 80% of the current AMT preference for exploratory
IDCs.

Only in the U.S. do companies pay both a "royalty" to a landowner and a sever-
ance tax to State governments. Severance taxes range from 0.1% in California to
15% for parts of Alaska, and average 5.8% on a production-weighted basis. Some
states have variable rates (Louisiana, Alaska); others have fixed rates regardless of
production volume. Among the latter are Oklahoma, Texas and New Mexico. Note-
worthy is the fact that no state varies its severance tax rate to reflect changes in
the price of oil.

By contrast, the Canadian tax and royalty system, for example, has made use of
temporary royalty holidays and flexibility of rates to encourage new exploration and
development. The Canadian Federal Government receives no royalty payments, and
the provinces set their royalty rates on the basis of production levels, current prices
and well vintage.

The United Kingdom has rescinded the use of royalty payments on new leases in
order to encourage exploration, and has placed a limit on the amount of petroleum
revenue taxes (PRT) payable in order to promote new fields and efficient drainage of
old fields.

The U.K. system also exempts from the PRT up to the first 77 million barrels of
oil produced in each new field.

Norway's system of "take" is based solely on income and special profits taxes,
with no revenue based taxes or royalties for new fields. Ecuador levies no royalties
but collects its share of revenue from oil production, less reimbursed costs.

Another provision of the U.S. tax code that reduces the intended incentive for ex-
ploration, when oil prices are low, is the 50% net income limitation on percentage
depletion for independent producers. This tax reduces benefits when they are most
needed; that is, when income is low due to increased costs, falling production, or
lower oil prices. This provision encourages early abandonment of marginal wells
that, by definition, have low income.

The best evidence in favor of the President's energy tax proposals is industry's
performance since the 1985 oil price collapse. Since-1985, U.S. exploration activity
has declined far more rapidly, and has remained lower, han exploration in other
countries. Since the relative difference in geology has not changed appreciably
during this period, and since relative finding costs have actually declined in the
U.S., it is reasonable to assume that cost-effective tax changes can encourage an in-
crease in U.S. oil exploration and production.

On the investment side, in response to rising oil price expectations in 1989, domes-
tic exploration and development expenditures in 1990 are expected to be about $13.5
billion, an increase of about 7% over the previous year. Spending overseas by U.S.
majority owned affiliates is expected to rise 25%, to nearly $8 billion. This recovery
comes after the precipitous decline in exploration spending that occurred between
1981 and 1988, when crude oil lost over 60% of its value. In 1981, domestic explora-
tion expenditures were nearly $40 billion, and overseas spending was nearly $10 bil-
lion. Cost-effective modifications of tax policy can play a role in improving the rela-
tive profitability of domestic investments.

Another indication of the relatively large decrease in domestic exploration is
found by-comparing domestic and international rig counts over the past 14 years.
The U.S. rig count is far more sensitive to prices than the international rig count.
Since 1981, when oil prices reached their peak, the rig count in the

U.S. has dropped by 78 percent, while the international rig count has declined by
37 percent. The current system of "take" tends to magnify the effect of oil prices by
imposing greater effective tax rates on low income producers than on high income
producers. Thus, the combined State and Federal tax and private royalty payments
may likely have discouraged U.S. exploration activity.

Historically, large increases in energy prices have spurred rapid growth in drill-
ing investments. However, as the 1990 EIA Annual Energy Outlook points out, the
oil price volatility that characterized the 1980's "has had a chilling effect on the
responsiveness of investment to price changes." This is particularly true for inde-
pendents who are far more reliant on external financing than are the majors. Pros-
pects for increased drilling could nevertheless improve under the increased oil
prices projected by EIA for the 1990's.
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Summary
Many countries have responded to the drop in oil prices by reducing their "total

take" in order to maintain a competitive oil and gas industry. Unlike the U.S., Ca-
nadian provinces offer progressive royalty rates that vary with price, production
volume or costs. Norway has eliminated royalties on new licenses altogether. The
United Kingdom allows no income taxes to be collected until all investment costs
are repaid, thereby substantially decreasing investment risk.

The U.S. has taken no action in response to the decline in oil prices, other than to
repeal the already useless windfall Profits Tax. But the U.S. substantially reduced
corporate tax rates in 1986.
The President's Tax Incentives Proposal

In February 1989, in order to begin the process of recovery in the U.S. oil and gas
industry, the President submitted to Congress a number of tax incentives to encour-
age exploration for new oil and gas fields, and to encourage continued operation of
existing fields. The program includes five proposals:

* Repeal of the prohibition on use of percentage depletion on certain transferred
properties;

* A provision permitting independent producers to deduct from their income for
alternative minimum tax purposes a larger portion of their exploratory drilling
costs than currently allowed;

e An increase in the property net income limitation for the percentage depletion
allowance;

" A temporary tax credit for certain exploratory drilling costs; and
* A temporary tax credit for new enhanced oil recovery projects.
The first proposal, repeal of the transfer rule, will aid in the preservation of exist-

ing production by extending the productive lives of numerous marginal wells, owned
by major producers, and slated for abandonment because of high operating costs.
Repeal would encourage the acquisition of marginal wells by independent producers.
who could profitably operate the wells because of lower overhead costs and because
of their access to the percentage depletion allowance.

The abandonment of existing wells is a critical problem. Over 18,000 wells are
abandoned in the U.S. each year, making their remaining in-ground reserves virtu-
ally impossible to recover. It is important to recognize that only about one-third of
the oil in existing fields is normally recovered. That leaves over 300 billion barrels
still theoretically available, a volume which represents about twice as much oil as
total U.S. cumulative oil production to date.

Once a well is abandoned, it is prohibitively expensive to unplug it and resume
production with current technology. Furthermore, in many cases once the well
ceases product ior, it is not possible to resume conventional production at any cost,
due to infiltration of water into the reservoir. Repeal of the transfer rule, as well as
the tax credit for new enhanced oil recovery projects and the proposed increase in
the net income limitation, will help to discourage the premature abandonment of
existing wells.

The second proposal is a modification of the treatment of exploratory intangible
drilling costs (IDC's) for alternative minimum tax (AMT) purposes. Intangible drill-
ing costs represent the portion of drilling costs with little or no salvage value. These
costs usually amount to 75 to 85 percent of total drilling expenditures. Currently,
independent producers can fully deduct IDC's when computing income subject to
regular income taxes. However, an estimated three-fourths of all independents are
now subject to the AMT. The AMT substantially reduces the advantage of deducting
IDC's because a large part of IDC's is often added back to the producer's income in
calculating the AMT.

The independent non-integrated producer is the most susceptible to swings in oil
prices. If the proposal to modify ID treatment were adopted, it would encourage
additional exploratory drilling by independent producers, who historically account
for an estimated 90 percent of all exploratory wells each year. The proposal would
increase discoveries of new oil fields, which would add to our reserve base. The addi-
tional drilling induced by this proposal could eventually add an estimated 21,000 to
28,000 barrels per day of production.

The third proposal would benefit producers by allowing full use of percentage de-
pletion by taxpayers with incomes that are low relative to their available depletion.
The President's proposal recommends increasing the property income limitation.
The advantage of this proposal is that the revenue specifically assists properties
with low net incomes-that is, marginal properties that may be close to abandon-
ment.



246

The fourth proposal accelerates the recovery of capital outlays for exploratory
drilling, reduces the net cost of finding oil and gas reserves, and provides a new
source of funds which can be reinvested in domestic exploration. As a result of the
credit, the overall level of geological and geophysical expenditures and development
drilling will also increase.

The President's fifth proposal, which establishes a temporary tax credit for new
enhanced oil recovery projects, would increase the level of new EOR production by
approximately one-third.

The five proposals, taken together, could add an estimated 172,000 to 196,000 bar-
rels per day of domestic production. This added production would reduce tanker
traffic by approximately four large tankers (200,000 dead weight tons) per month.
This added production would represent a reduction in our trade deficit of $1.1 bil.
lion to $1.3 billion per year (assuming $18/bbl oil).

Mr. Chairman, we believe that the President's proposals deserve Congressional at-
tention because they will help to slow the steady deterioration of domestic oil pro-
duction. We defer to the Department of the Treasury on the estimated budget im-
pacts of these proposals, but believe they are cost effective.

This concludes my testimony and I shall be happy to answer any q-t.estions.
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PREPARED STATEMENT OF ROBERT R. WOOTTON

Mr. Chairman and Members of the Subcommittee: I am pleased to have this op-
portunity to present the views of the Treasury Department on steps that can be
taken to increase domestic energy production and reserves within current budgetary
restraints.

Recognizing the importance of maintaining a strong domestic energy industry, the
Administration has consistently called for the Congress to enact measures to stimu-
late domestic exploration and production. The Administration's budgets for both
fiscal year 1990 and fiscal year 1991 contain a number of tax incentives specifically
targeted to the domestic energy industry. These incentives are intended to address
the drop in domestic exploratory drilling that has occurred during the past decade
and the continuing loss of production from mature fields and marginal properties.

From the late 1970s to the mid-1980s the United States enjoyed a significant de-
cline in oil consumption while domestic production remained about constant. More
recently, however , consumption has risen and oil production has begun to decline.
U.S. domestic oil production has fallen by about 15% since 1986, according to data
supplied by tlie Iepartment of Energy.

The tax incentives proposed in the Administration's budget are intended to re-
spond to this unfavorable trend in domestic production. I would now like to review
the specific budget proposals in more detail.

SUMMARY OF BUDGET PROPOSALS

The budget for fiscal year 1991 again proposes the enactment of a program of oil
and gas tax incentives first proposed in the Administration's budget for fiscal year
1990. Consisting of five separate proposals, the program has two major objectives:
increasing domestic exploratory drilling and sustaining production from mature and
marginal fields.

While other approaches have been proposed, as evidenced by the variety of legis-
lative proposals introduced during this Congress, the reality of the current budget
environment requires that every proposal be evaluated in terms of its cost. The Ad-
ministration's proposals offer real help in meeting energy independence goals
within the constraints of responsible fiscal policy.

The Administration's proposals would amend the Internal Revenue Code to: (1)
allow a temporary 10% tax credit for the first $10 million of expenditures (per year
per company) on exploratory intangible drilling and development costs (IDCs) and a
5% credit for the balance; (2) allow a temporary 10% tax credit for all capital ex-
penditures on projects that represent new applications of tertiary enhanced recov-
ery techniques to a property; (3) eliminate the "transfer rule," which discourages
the transfer of proven properties to independent producers and royalty owners by
prohibiting percentage depletion after such a transfer; (4) increase the percentage
depletion deduction limit for independent producers and royalty owners to 100% of
the taxable income from each property; and (5) eliminate 80% of current alternative
minimum tax (AMT) preference items generated by exploratory IDCs incurred by
independent producers. The temporary tax credits would apply against both regular
and minimum tax liability (although the credits could not, in conjunction with all
other credits and net operating loss carryovers, eliminate more than 80% of tenta-
tive minimum tax in any year). The credits would be phased out if the average daily
U.S. wellhead price of oil is at or above $21 per barrel for a calendar year.

EXPLORATORY DRILLING

New discoveries of domestic oil and gas are needed to increase reserves and allow
for long-term growth of domestic energy production. Industry and government data
show that the level of exploratory well drilling has fallen about 70% in recent
years, and new additions to oil reserves in 1988 (the latest year for which data are
available) were at the second lowest level ever reported.

The Administration's budget provisions that are aimed at increasing exploratory
drilling are the tax credit for exploratory IDCs and the alternative minimum tax
relief for exploratory IDCs. The proposed tax credit would serve to reduce the cost of
exploratory drilling, thereby encouraging more activity. Exploratory drilling must
be encouraged if new reserves are to be found.

Current law treats the deduction for IDCs on successful oil and gas wells as an
item of tax preference for purposes of the individual and corporate alternative mini-
mum taxes, to the extent that the taxpayer's excess IDCs exceed 65% of the taxpay-
er's net income from oil and gas properties. Excess IDCs are the amount by which
the IDC deductions for the taxable year exceed the deductions that would have been
allowed had the IDCs been capitalized and recovered over 120 months or, at the tax-
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payer's election, through cost depletion. Percentage depletion is also an alternative
minimum tax preference item to the extent it exceeds a taxpayer's basis in the
property.

The rationale for treating excess IDCs as an item of tax preference begins with
the observation that IDCs generally fit the description of a capitalizable cost-that
is, a cost which creates a benefit extending beyond the year in which it is incurred.
Following the capitalization approach, IDCs would generally be added to the cost of
the properties whose value they enhance and recovered through depletion or depre-
ciation over a period of years. IDCs may be viewed as an item of tax preference to
the extent that the tax law allows a current deduction in excess of the amount that
would be allowable if the IDCs were capitalized.

For taxpayers subject to the alternative minimum tax, the deductibility of intan-
gible drilling costs for regular tax purposes is of limited benefit. The decline in oil
prices in recent yeats has had the effect of reducing the taxable income of independ-
ent producers, and many have become subject to the alternative minimum tax.
Thus, independent producers, who have historically drilled a majority of our explor-
atory wells, receive limited benefit from the deduction for IDCs. Although we recog-
nize the rationale for treating excess IDCs as items of tax preference, the Adminis-
tration believes that relief from the alternative minimum tax in the limited case of
exploratory IDCs will provide a real incentive for independent producers to under-
take exploratory activities at an acceptable cost in foregone tax revenues.

MARGINAL AND ENHANCED PRODUCTION PROPERTIES

Marginal Properties. The Administration believes that discouraging abandon-
ments of marginal properties is an important objective of energy policy. Production
from a well is normally lost forever upon its being abandoned, because the well is
permanently cemented and requires redrilling to reopen. Stripper well abandon-
ments are reported by the Interstate Oil Compact Commission to have incl-eased
from 7,668 in 1979 to 17,423 in 1988. Keeping marginal properties in operation will
enhance current oil and gas production and also help to preserve the industry infra-
structure that our nation needs to maintain an appropriate degree of energy inde-
pendence.

The current percentage depletion rules allow certain taxpayers to deduct 15% of
the gross income from an oil- or gas-producing property in each taxable year. The
amount deducted cannot -exceed 50% of the taxable income from the property for
the taxable year, computed without regard to the depletion deduction (the "net
income limitation"). This restriction is most likely to affect marginal wells, where
operating costs are high relative to revenues. The Administration's budget proposals
would encourage continued production from these wells by increasing the net
income limitation to 100% of the taxable income from the property.

Under current law, only independent producers and royalty owners may use per-
centage depletion, for up to 1,000 barrels of average daily domestic crude oil produc-
tion, or an equivalent amount of domestic natural gas. Integrated producers, those
that refine or retail oil or gas, must use the generally less favorable cost depletion
method. The "transfer rule" prevents the transferee of a proven oil or gas property
from claiming percentage depletion with respect to production from the property.
The rationale originally offered for the transfer rule was to prevent integrated pro-
ducers from benefiting from percentage depletion by selling proven properties to in-
dependent producers. However, the transfer rule applies equally to transfers of
property among independents in situations where the transferor could itself claim
percentage depletion. In addition, the transfer rule creates a disincentive for the
transfer of marginal properties to those who, because of specialized expertise, econo-
mies of scale or other operating efficiencies, or greater capacity to use the depletion
tax benefits, would be more likely to keep the property in production. In its budget
proposals, the Administration recommends repeal of the transfer rule.

Enhanced Recovery Properties. The internal Revenue Code currently provides a
deduction for the cost of tertiary injectants used as part of a tertiary recovery
method. A tertiary- recovery method includes any method enumerated in subpara-
graphs (1) through (9) of section 212.78(c) of the June 1979 energy regulations. A tax-
payer may also use any other method approved by the Secretary.

While the deductibility of injectants is undoubtedly of some benefit to tertiary
projects, the Administration believes more needs to be done. By providing a 10% tax
credit for all capital expenditures in new tertiary enhanced recovery projects, the
Administration's budget would encourage investment in such projects. As more such
projects are undertaken, technology should improve and recovery rates should rise.
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NONCONVENTIONAL FUELS CREDIT

Under current law, fuels produced from certain nonconventional sources qualify
for a production tax credit. Eligible fuels must be produced from a well drilled or a
facility placed in service before January 1, 1991. Eligible fuels include gas from a
tight formation, or "tight sands gas," as long as the gas is subject to price regula-
tion. Under a 1988 U.S. Supreme Court opinion upholding an order of the Federal
Energy Regulatory Commission, and other subsequent developments, the price of
virtually all tight sands gas is unregulated and therefore is not eligible for the tax
credit.

The 1989 budget reconciliation provisions approved by the Finance Committee
would have (i) caused production of tight sands gas to be eligible for the credit even
if the gas is not price regulated and (ii) extended the wells drilled/facilities placed
in service date to January 1, 1993. The estimated 5-year cost-of this provision was
approximately $685 million. Similar proposals are included in S. 234 and S. 449.

It is likely that Congress originally specified price controls as a precondition to
the credit for tight sands gas on the assumption that the regulated price would be
below the price that would exist in an unregulated market, and that in such circum-
stances a special incentive was needed to encourage the production of gas from this
particular source. Because the price o tight sands gas is now virtually unregulated,
this justification for the tax credit no longer exists. Each of the proposals relating to
the tight sands gas credit is relatively costly. The budget reflects a choice of other
policies as more directly related to energy independence goals than proposed en-
hancements or extensions of this credit. Enactment of any of the various proposals
relating to this credit Would reduce the funding available in the budget for the pro-
posals offered by the Administration.

CONCLUSION

We believe that the Administration's budget proposals are a cost effective means
of stimulating exploratory drilling and preserving marginal and tertiary production.
We look forward to working with the Subcommittee, the full Committee, and the
Congress in enacting legislation consistent with sound fiscal policy to promote
energy independence.

I appreciate the opportunity to appear before your Subcommittee today. I will be
pleased to answer questions at this time.
Attachment.
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DEPARTMENT OF THE TREASURY
WASHINGTON

April 19, 1990

Mr. Richard L. Fogel
Assistant Comptroller General
United States
General Accounting Office
Washington, D.C. 20548

Re: GAO Report -- Additional Petroleum Industry Tax

incentives Are of Questionable Merit

Dear Mr. Fogel:

Thank you for the opportunity to provide comments on the
report of the United States General Accounting Office ("GAO")
"Additional Petroleum Industry Tax Incentives Are of Questionable
Merit."

The report examines several tax incentives for the petroleum
industry, including incentives included in the Administration's rY
91 budget. The report recognizes that such incentives would, to a
certain degree, increase oil and gas exploration, development, and
production and thereby improve U.S. energy security. However, the
report questions whether additional tax incentives for the
petroleum industry are as cost effective as other measures,
including continuing to build strategic oil stocks, such as the
Strategic Petroleum Reserve, encouraging conservation, and
developing alternative fuels.

The Nation's Energy Goals

The GAO undertook this report at a time of serious concern
voiced by the Congress, the Administration, and the business
community over whether the nation has adequate energy security.
The GAO report recognizes the widely held view that increased
dependence on foreign oil leaves the nation vulnerable to
potential foreign supply disruptions. The Administration believes
that a balanced approach represents the best means of achieving
increased energy security. The Administration's FY91 budget
energy proposals, many of which are consistent with
recommendations made by the GAO report, soik to increase energy
security through a combination of non-tax measures and tax
incentives. The tax incentives are an important element of
these proposals. Thus, we disagree with the conclusion of the GAO
study that it would be inappropriate at this time to enact any
tax incentives for the domestic oil and gas industry.

The Administration's Proposed Tax Incentives

The Administration's FY91 budget proposed four tax
incentives to encourage exploration for new oil and gas fields and
the reclamation of old fields: (1) A temporary 10 percent tax
credit for the first $10 million of expenditures (per year, per
company) on exploratory intangible drilling costs and a 5 percent
credit on the balance of exploratory drilling costs (2) A
temporary 10 percent tax credit for all capital expenditures on
new tertiary enhanced recovery projects (i.e., projects that
represent the initial application of tertiary enhanced recovery to
a property); (3) Repeal of the "transfer rule," which prohibits
percentage depletion for properties acquired by, or transferred
to, an independent producer after the property is shown to have
oil or gas reserves, and an increase in the percentage depletion
deduction limit for independent producers to 100 percent of the
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net income of each property; and (4) Elimination of 80 percent of
current ART preference items generated by exploratory intangible
drilling costs incurred by independent producers. The two tax
credits would be phased out if the average daily U.S. wellhead
price of oil is at or above $21 per barrel for an entire calendar
year. The estimated revenue cost of these four incentives is $400
million to $500 million per year.

Exploratory Drilnq. The Administration recognizes the
importance of rais,'., '" evel of domestic exploratory drilling.
The level of prove !.- .c reserves is closely related to the
level of domestic ..ry drilling, which has fallen by 70
percent from recer. , largely due to uncertainty concerning
low world oil pri'- Adition, over the same time period,
development drillin-. i . ncreased 20 percent, resulting in a
substantial decline ii, existing domestic oil and gas reserves.
Special tax incentives are appropriate to encourage higher levels
of exploratory drilling, that will ultimately lead to increased
domestic reserves. Higher levels of exploratory drilling activity
also would provide continuing opportunities for skilled geologists
and drilling contractors. The GAO report does not address the
fact that the proposal would help preserve the resource base and
the human capital required for the nation to maintain a reasonable
degree of energy independence. In addition, the report does not
evaluate the additional reserves that may arise from the credit
for exploratory drilling and the credit for tertiary enhanced oil
recovery. By focusing solely on increased production, the report
ignores the-enhancement to our national energy security resulting
from the addition of reserves from increased exploratory drilling.

Enhanced Oil Recovery. A temporary tax credit for new
tertiary enhanced recovery projects would encourage the recovery
of known energy deposits that are currently too costly to produce.
The proposal would encourage the development of better enhanced
oil recovery ("EORO) methods. Although the GAO report asserts
that the research and experimentation credit already provides
sufficient incentives to discover new EOR technology, the
Administration believes that a temporary tax credit would serve
both to further encourage the discovery of now technology and to
stimulate hands-on projects and actual production. The goal of
developing EOR technology will become more important to our
nation's energy security as more of our production derives from
mature oil fields.

Marginal Properties. An important goal of the
Administration's proposals is .he preservation of production from
marginal properties. The transfer rule discourages the transfer
of producing wells that are uneconomic in the hands of their
current owners (and thus likely to be abandoned) to those who may
be more efficient, more willing to bear current losses, or better
able to use the percentage depletion benefits (and thus able to
continue operation of the property). Current law also provides
that percentage depletion may not exceed 50 percent of the net
income of a property calculated before depletion*. The 50 percent
net income limitation may significantly reduce the benefits of
percentage depletion for production from properties generating a
small amount of net income. Raising the net income limit to 100
percent would allow some oil producers to claim greater depletion
deductions, thus encouraging them to continue to operate marginal
properties.

The GAO report recognizes that incentives of the type
proposed by the Administration are likely to enhance the viability
of marginal properties. The report also recognizes that once a
marginal property is shut in, the production is lost because it
will probably never be economic to redrill the property. The
Administration believes that preserving production from marginal
properties justifies the revenue costs of the tax incentive.
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Conclusion

The Administration believes that the proposed tax incentives
would encourage exploration for new oil and gas fields and the
reclamation of old fields. Although the GAO report alleges that
the proposed incentives are not cost effective, many of the
benefits that result from the proposals are difficult to measure
precisely, and thus to reflect adequately in such comparisons.
For example, the proposed incentives would strengthen the
financial health of smaller independent producers, that have long
been recognized as leaders in exploratory drilling. It is not
clear how such a benefit could be quantified.

In addition to the proposed tax incentives, the
Administration's FY91 budget includes non-tax measures that would
improve the Nation's energy security. For example, the
Administration proposes to fill the Strategic Petroleum Reserve in
1991 at a daily average rate of 59,000 barrels per day. This
program seeks to decrease the vulnerability of the United States
to disruptions in world petroleum markets by maintaining a crude
oil stockpile-to be used in thm event such disruptions occur. The
budget also includes a request for $1 billion for 1991 for new
research and development initiatives for renewable and fossil
energy, energy conservation initiatives, clean coal technology,
and oil and gas geoscience.

The Administration's budget proposals represent a balanced
approach to our nation's energy needs. The budget proposes to
expend resources to fill the Strategic PetroleuM Reserve, to
hasten the development of alternative energy technologies, to
encourage energy conservation, and to stimulate the nation's
domestic oil and gas industry. The proposals to provide
additional tax incentives for the domestic oil and gas industry
serve important purposes and are an essential component of the
balanced approach to improving U.S. energy security.

Yosicer ly,

Robert R. Wootton
Tax Legislative Counsel

37-589 0 - 91 - 9
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STATEMENT OF THE APPALACHIAN ENERGY GROUP

Mr. Chairman, my name is Steve Williams. I represent the Appalachian Energy
G-oup (AEG) and am President of Petroleum Development Corporation. I want to
thank you for this opportunity to testify in favor of the extension of the nonconven-
tional fuel source tax credit in Section 29 of the Internal Revenue Code of 1986 and
restoration of the credit to gas produced from tight sands.

The Appalachian Energy Group was formed to provide a forum for the exchange
of information among the oil and natural gas producing associations within the Ap-
palachian Basin. AEG member associations are the following: the Independent Oil &
Gas Association of New York, the Independent Oil & Gas Association of West Vir-
ginia, Kentucky Oil and Gas Association, the Ohio Oil & Gas Association, the Penn-
syIvania Natural Gas Association, the Pen:isylvania Oil & Gas Assoziation, and the
Virginia Oil & Gas Association. Our members represent thousands of independent
oil and natural gas companies that together produce virtually all of the oil and nat-
ural gas in the Appalachian Basin. Our members believe that extension of Section
29 credit and restoration of he credit to gas produced from tight sands is crucial to
the economic future of the oil and natural gas industry in the Appalachian Basin
and is an essential prerequisite to the efficient and effective development of Ameri-
caps nonconventional fuel resources.

The AEG supports legislation which would:

1. Reinstate the tight sands credit.
2. Make the Section 29 credit permanent subject to the current phase-out if gas

prices rise.
3. Allow the Section 29 credit to be applied against the alternative minimum tax

(AMT).
Mr. Chairman, I could talk for a long time about how important these provisions

are to the producing industry in the Appalachian basin, but my presence here is
obvious testimony to that fact. Instead I want to focus on why adoption of these pro-
visions are important to, and worth the cost to, the country in general.

I think there are at least four reasons why these provisions deserve your consider-
ation and support:

1. Additional gas supplies developed as a result of tax credit will greatly reduce
prices to consumers of natural gas throughout the country.

2. By maintaining, or even increasing, the level of drilling activity the credit ca
help to maintain what remains of the production infrastructure in the Appalachian
Basin and other areas, which will be needed to meet future gas needs. Competitive
sources of supplies will be enhanced now and in the future because small independ-
ent producers in many regions of the country are positively effected by the credit.

3. The credit is an extremely low cost method for the government to encourage
development of nonconventional fuel sources, because only successful efforts are re-
warded.

4. Additional sources of natural gas will be made available to help achieve this
country's environmental goals. Natural gas can be substituted for other fuels with
significant environmental benefits.

1. Lower Gas Prices for Consumers
Retention and extension of benefits under Section 29 can greatly reduce costs for

consumers of natural gas from all sources. The current so-called "bubble" in natural
gas -supply will likely disappear in the next 12 months, leaving gas supply and
demand in rough equilibrium. (See American Gas Association, Natural Gas Produc-
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tion Capabilities 1989-90, July 25, 1980). Given the high degree of price sensitivity
for natural gas, even a small decrease in supply at the point of equilibrium can
greatly affect the cost to consumers. The price spike for fuel oil this past December
should serve as an illustration of this basic economic fact. The independent produc-
ers operating natural gas wells in the Appalachian Basin account for approximately
15 percent of the gas supply consumed in that region. What is even more important
is that the proximity of this supply to the nation's largest gas consuming market is

-- critical in meeting peak-day demand during the coldest times of the year. This
supply can be increased if the credit is made permanent and is expanded to include
tight sands gas. The result of maintaining Section 29 credits, therefore, could be a
reduced price across all sources of natural gas production for a relatively small tax
credit commitment for Section 29 gas.

The incentives proposed by the AEG will make additional supplies of gas avail-
able in the market. If the effect is only one cent per MCF reduction in the average
gas price, the savings to consumers will be over $180 million dollars per year, more
than enough to pay for the tax credit.

I might also point out that the benefits of lower gas prices are particularly impor-
tant to low-income Americans who must spend a large portion of their salaries on
the basic necessities of life like food, heat, and housing.

2. Maintenance of the Infrastructure
For 8 of the last 10 years, the Appalachian Basin lead all regions of the United

States in number of natural gas completions. However, in 1988, the Appalachian
Basin fell to third and in 1989 it is projected to be as low as fifth. With annual num-
bers of completions routinely above 10,000 in the early 1980's, the Appalachian
Basin had only 3,262 completions in 1988, and we expect final numbers to show even
less in 1989. (See Petroleum Information Corporation, Petroleum Frontiers, 1989,
special supplement at 42-45).

Mr. Chairman, with the vast majority of Appalachian gas reserves found in non-
conventional formations, the lagging performance of the Appalachian Basin could
be offset by extension of Section 29 and reinstatement of tight sands gas. Because of
the high cost involved, the Appalachian Basin has encountered great difficulty in
joining any national recovery in the natural gas sector.

Most frightening is the prospect that the Appalachian Basin may be losing an
entire generation of natural gas producers. As geologists, technicians and pipeline
operators permanently leave the field to pursue other careers, the Appalachian
Basin's capability to respond to the need for increased supplies is greatly dimin-
ished. Restoration of Section 29 credit, however, can help prevent the continued ero-
sion of our infrastructure and insure the capacity to meet future demands, particu-
larly in the concentrated fuel consumption area of the Northeast.

Extension of the Section 29 credit now, rather than at some future date is also
particularly important to the Appalachian Basin. More than other regions of the
country, the Appalachian Basin relies on outside sources of capital to fund its drill-
ing operations. Establishing the relationships necessary to obtain this capital can
take years, and the uncertainty about the future of the credit discourages potential
investors from even beginning the investment evaluation process. Relief from the
AMT is important to the many small companies on the Basin who routinely rein-
vest a large portion of their cash flow in drilling, but who do not have other profit
centers generating income against which the credits can be applied.

It is critical for America's energy future to maintain the unique opportunities
available in the Appalachian Basin. By virtue of its proximity to the large North-
east gas market the Appalachian Basin can most efficiently provide gas supplies
necessary for the region. The Appalachian Basin has traditionally been among the
most reliable and secure of domestic energy sources. The reinstatement and exten-
sion of the Section 29 credit will restore a stable energy supply in the region. Gas
formations in the Appalachian region have low stabilized yield rates with levels of
about 20 to 50 MCF per day per well. However, the formations are stable, continu-
ing to produce for as long as 25 to 50 years. Although these wells will provide stable
levels of gas even as the market fluctuates, Section 29 credits are necessary to pro-
vide an impetus for production when the return may be long-term.
3. Low Risk, Cost Effective Incentives

If Congress was offered a defense program where it only paid for systems which
worked, or a housing program received funding only if decent housing was provided
at an affordable cost, you would probably wonder if you were hearing correctly. But
that is what this program does for natural gas. We put up the risk capital to drill
and complete wells, and only if we are successful; only if gas is produced and if we
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earn a profit, will we earn any credit. That is the plan Congress devised in 1980 and
it has been working well.

In order to be eligible for the tax credit, Section 29 requires that gas be sold prior
to January 1, 2001, and produced from wells drilled prior to January 1, 1991. In ad-
dition, qualified gas must be subject to price regulation by the U.S. government. In
the case of tight sands, a 1988 Supreme Court decision effectively decontrolled virtu-
ally all tight sands gas, even though prices for gas are depressed.

Mr. Chairman, tight sands gas prices have not increased with deregulation; in
fact, they have fallen considerably since deregulation began in 1985. Gas prices are
nowhere near the $5.17 MCF level tax officials feared regulated gas might reach.
The anticipated windfall that the retraction of Section 29 sought to eliminate simply
never materialized. Appalachian tight sands producers were hit with the double bar-
reled blow of declining revenues and loss of the Section 29 credit.

Current prices will not support development of most nonconventional source gas.
Since 1987 development of tight sands gas has virtually stopped. The same thing
will happen to the other nonconventional sources if the credit is allowed to expire.
This is clearly not in the best interest of the country.
4. Achieving Our Nation's Environmental Goals

Natural gas is far and away the best of the fossil fuels from an environmental
perspective. Increased natural gas utilization is an efficient and economically sensi-
ble approach to achieving our clean air objectives, including the reduction of acid
rain. The Gas Research Institute has found that "concern over the effects of acid
rain, high levels of tropospheric ozone and the greenhouse effect" should provide"significant impetus to greater use of natural gas." (See Science, April 21, 1989, at
306-07). Natural gas-fired systems produce virtually no S02, volatile organic com-
pounds, or particulates. An exploitation of tight sands, Devonian shale, and other
nonconventional gas sources is a reasonable approach towards the goals of maximiz-
ing our natural gas potential, and minimizing air pollution.

Mr. Chairman, I believe these are four good reasons for Congress to reinstate the
tight sands tax credit, make the Section 29 credit permanent, and to allow use of
the credit against AMT. There are other positive effects I have not addressed such
as the local effects on employment and tax revenue in some of the less prosperous
areas of the country.

We applaud ongoing efforts in both the House and Senate to restore the Section
29 credit for tight sands gas production and to extend the placed-in-service date and
we encourage all the members of the Finance Committee to join in that effort.

Restoration and extension of the Section 29 tax credit is an essential incentive to
the independent producer to assure an adequate and secure supply of natural gas
for the country. Mr. Chairman, on behalf of the Appalachian Energy Group, I want
to conclude by thanking you and your colleagues for bringing this matter to the at-
tention of the public.

STATEMENT OF ARKLA EXPLORATION COMPANY

A recent Wall Street Journal article (July 30, 1990) expressed alarm at America's
"third deficit." In addition to a trade deficit and a budget deficit, there exists a
growing and worrisome "infrastructure" deficit; that is to say, a lack of investment
in the deteriorating physical systems behind such services as transportation, waste
disposal, water resources and the delivery of energy. This deficit has contributed to
serious decreases in productivity, according to a senior economist at the Chicago
Federal Reserve Bank. Compare, for example, the annual productivity growth rate
of the United States over the last 20 years-six-tenths of one percent (0.6%)-with
that of Britain (1.8%), France (2.3%), West Germany (2.4%) or Japan (3%). Sixty
percent of this slump in U.S. productivity is attributable to the so-called infrastruc-
ture deficit.

Mr. Chairman, these kinds of statistics are emblematic of this country's refusal in
recent years to make long-term plans for the development and deployment of re-
sources. We as a Nation have been on a binge of short-term self-gratification, the
price of which may be our ability to provide economic leadership to the rest of the
world. This myopia in the energy area, where we seem determined to yield economic
decisionmaking entirely to the market, has resulted in a frightening increase in the
Nation's energy dependency. That dependency has become politically palatable be-
cause of a temporary decline in energy commodity prices. But in the long run, the
American consumer will pay dearly-in political as well as economic terms-for our
failure in recent years to develop domestic fossil fuel resources.
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I want to elaborate on what I perceive as a kind of "infrastructural" deficit that
has developed in the area of petroleum production. First, I should note that the eco-
nomic expansion of the 1980s occurred largely at the expense of certain regions and
industries. The gas and oil producing states, like many agricultural states of the
Midwest, did not share in the full measure of prosperity that was so widely publi-
cized. In the "oil patch," the recession of 1982 has never ended. Oil and fas busi-
nesses have had to restructure, downsize, cut payrolls, promote "early outs,' consoli-
date, and even resort to Chapter 11 just to survive. There are now only about one-
fourth (1/4) the rotary rigs in action than there were in 1981. The resulting loss of
experienced oil and gas people-from rig hands to geologists to engineers and man-
agers-has placed the industry in a hole from which it could take years to climb
out, even under favorable economic circumstances.

And in states like Texas, Oklahoma, Louisiana, and Arkansas, when the oil and
gas business sneezes, the whole economy gets a cold. Real estate values fall. Farm-
ing and banking suffer. Unemployment rises and the tax base shrinks. In terms of
non- agricultural employment during the 1980s and overall, the economies of those
states exhibited a volatility nParly 44% greater than the national average. (Exhibits
A-C.) The boom-and-bust rollercoaster that has become typical of the energy-based
economies in those ste'tes has caused widespread hardship. The lack of a policy of
stable growth and development has been equally unhealthy for producers and con-
sumers of energy, in my estimation.

As my attached exhibits show, developments in the oil and gas business are not
necessarily good ones. Reserves of natural gas-that is to say, proven supplies held
ready for future delivery-reached their peak in 1970. (Exhibit D.) Notwithstanding
the salutary effects of the Natural Gas Policy Act of 1978, known reserves have con-
tinued to decline overall and are now at two-thirds (2/3) the level we possessed a
mere 20 years ago. For the first time since the U.S. began utilizing natural gas on a
widespread basis, annual marketed production of gas has exceeded additions to re-
serves for nearly a generation. And the annual deficits have not been small. As we
enter the 1990's, we are running a deficit of natural gas reserve additions to produc-
tion of approximately 5 Tcf. (Exhibit E.)

The difference between domestic crude oil production and additions to reserves is
even more disturbing. As the 1980s ended, we consumed each year approximately
1.5 billion barrels more than we found, notwithstanding Prudhoe Bay. (Exhibit F.)
Overall, known oil reserves are declining in a virtual free fall. (Exhibits G and H.)

None of these statistics would surprise a person in the oil or gas business. The
statistics, when charted, demonstrate that the history of petroleum production is
the history of radical upward and downward trends in output and new discoveries.
The economics of this once heavily regulated business have been erratic and unpre-
dictable. The country nevertheless prospered because the high risks of exploration
and production were matched by unparalleled exploration opportunities and high
returns. Historically, this potential was sufficient to attract capital despite the fluc-
tuations in the market.

Inevitably, the days of large domestic oil discoveries are ending. The Department
of Energy foresees a change in our total oil production of minus 6.8 quadrillion Btu
by 2010. (Exhibit I.) Instances of striking vast pools of easily produced conventional
fuels are already fewer and fewer. Those kinds of reserves now exist largely in the
Middle East, a region whose unreliability is demonstrated hourly on every television
set in the world. While natural gas reserves are potentially more abundant than oil,
domestic gas supplies produced conventionally from large reservoirs are growing at
a diminishing rate: 2.9 quadrillion Btu of gas production by 2010, compared to 14.5
quadrillion Btu for coal. Meanwhile, our national appetite for cheap energy has con-
tinued to increase and that appetite is being fed increasingly by imported fuels; for
example, imported crude oil is now over 50% of U.S. consumption and our annual
petroleum import bill is $50 billion. It climbs to nearly $100 billion if petroleum-
related imports are included. Everyone predicts that, under existing policies, that
dependence (measured by oil imports as a percentage of consumption) will only grcw
during the next generation. (Exhibit J.)

Cheap imports not only raise our balance of payments deficit, they also exert re-
lentless downward pressure on domestic gas and oil reserves to production ratios.
Sales of gas and oil at depressed p prices offers near term benefits to many sectors.
Public policy favors cheap fuels. But because of current events, our inventory of
available fuels is being dissipated much faster than it is being replaced by explore.
tion and development.

In anyline of business, if a merchant were to sell his low cost inventory without
replenishing it, before long he would be out of business And without his presence m
the market, the remaining merchants could exact something more closely approxi-
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mating monopoly prices. In light of the need to harbor oil and gas as well as finan-
cial resources, the U.S. oil and gas industry has matured. In that segment of the
economy, the margins are slim, sound business judgment is at a premium, and
steady public policymaking is critical. As the U.S. confronts the international
energy market, it must be mindful that any lack of resolve in pursuing our national
self-interest by taking maximum advantage of our own natural resources will have
dire consequences.

The past several week's events in the Middle East confirm the risks inherent in
oil dependency. Iraqi President Sadaam Hussein invaded Kuwait and cowed the
United Arab Emirates into cutting production to support a higher OPEC price for
oil. Analysts report that the cartel is once again bent on a steady rise in prices,
d,'iing an oil glut. OPEC's previous inability to stick to its internal agreements is
now changed by military coercion. While even U.S. producers stand to benefit from
such i-crease prices, the domestic industry does not look favorably on anything that
makes ti-.h consumer and the economy extremely vulnerable to price volatility or
supply shoAages. That vulnerability becomes greater to the extent that domestic
supplies bec.-me less available and less secure. Ironically, the current ratio of domes-
tic oil reserve to prc uction (9:1) is the same as it was at the time of the Arab Oil
Embargo. A

In addition, domestic events also show the risks we run as demand and domestic
reserves begin to converge. During the severe cold spell of December 1989, the deliv-
erability of gas and oil was strained to the utmost limits both in terms of transmis-
sion capacity and availability of supply. I believe, Mr. Chairman, that we were peril-
ously close to a widespread cessation of fuel deliveries.

I do not mean to suggest by this that the oil and gas industry faces armageddon.
The resources are there. They can be made available for the long term at stable
prices. Supply security can only be achieved, however, if the American public and
its political leadership are willing to make the investment. Domestic oil production
can continue at significant levels and at stable prices for another 40 to 50 years if
the industry can afford to develop and use enhanced recovery techniques. Large do-
mestic gas resources are recoverable under a stable pricing regime, estimates the
Department of Energy. At under $3.00 per Mcf, 583 Tcf can be produced. Additional-
ly, 174 Tcf can be recovered at between $3.00 to $5.00 per Mcf. The resources are
available only to the extent the American consumer is willing to pay marginally
higher prices for energy, however. I believe that the resulting stability of price and
security of supply is what both producers and consumers of energy want.

How do we attain these goals? My recommendation is threefold: (1) allow for wide-
spread exploratory drilling as a serious step toward assessing the real dimensions of
our gas and oil resources; (2) impose a tax or fee on all imported fuels; and (3) con-
tinue investment tax credits for development of high-risk and high-cost energy
sources.

First, it is a grave mistake to set public policy on so critical an issue based on
theory and conjecture. The studies of DOE and others notwithstanding, we have
only a general idea of what gas and oil reserves will be at the disposal of future
generations of Americans. The person chiefly responsible at DOE for developing a
national energy strategy has only recently acknowledged a high degree of uncertain-
ty about future gas supplies. "The single biggest barrier the gas industry faces is
confidence in supply, not so much for the near term, but for the long term," stated
Deputy Under Secretary Linda Stuntz (quoted in Inside FERC, July 30, 1990). De-
spite such official recognition of our need for information, exploratory drilling is
still limited or banned in much of the Federal domain. Despite the cries for cleaner
air and clean-burning fuels, current public policy inhibits low impact exploration ac-
tivities on public lands for gas reserves that would assist those environmental goals.

I foresee that energy concerns and environmentalists will come to share an inter-
est in sensible gas exploration activities. In any event, the Congress and the public
must make energy policy not on the basis of temporary market data but on the
basis of a complete understanding of what resources We have available and where.
Such exploratory drilling-and even subsequent domestic production of gas or oil-
is relatively benign.

Second, a tax on imported fuel, particularly oil, is a rational response to a cartel
that can and will manipulate energy prices to its advantage and our disadvantage.
Many critics believe the benefits of such a tax would be restricted to producing
states, not accounting for the contribution that such revenues could make to clean-
ing up the environment, helping to pay for the development of nonconventional
source fuels, or retiring the national debt. In reality, the fewer tankers that must
arrive at our shores with crude oil imports, the fewer are the risks of oil spills.
There are nevertheless those who view an import tax as accelerating the develop-
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ment and exhaustion of domestic reserves. Those persons are obviously not as trou-
bled by the nation's potential dependency on the good will of Mr. Hussein as am I.
The greatest virtues of such an import fee are price stabilization and supply securi-
ty. Oil imports can be taxed at a level that maintains a market price capable of
rewarding domestic producers for developing and producing oil and gas reserves at a
steady rate.

Finally, the Congress must continue to provide tax credits for high-risk gas pro-
duction from shale, geopressurized brine, coal seams and tight formations. Relative-
ly low market prices and high costs have diminished the revenues available from
production of these reserves or have even caused losses. Development of these re-
sources can only be ensured by the stability that derives from tax incentives. Other-
wise, they will not be produced until high prices and possibly economic dislocation
require them. In disregard of this eventuality, the Wellhead Decontrol Act and two
orders of the Federal Energy Regulatory Commission succeeded during the past
year in removing the statutory eligibility criterion for tax credits (e.g., price regula-
tion) of tight formation gas. These tax impacts were largely unintended. The history
of these measures furnishes the best conceivable example of critical energy policy
being made by accident.

The first blow to the credit for tight formation gas (section 29(cX2XB) of the Tax
Code) came one year ago with the Wellhead Decontrol Act. In addition to deregulat-
ing all gas to which no contract applied on the date of enactment, the Act shortened
the availability of the credit, despite the express intention of many Senators to
avoid such a result. First, the Act decontrolled regulated gas produced from wells
drilled on or before the date of enactment,- effective January 1, 1993. Gas produced
from wells drilled after July 26, 1989 were to be deregulated on May 15, 1991. With-
out price regulation for tight formation gas, the credit ends under the terms of the
Code. These dates therefore represent the end of tax credits for any tight formation
gas from wells in these categories. Producers whose investments were predicated on
the availability of credits until the year 2000 have found those expectations ren-
dered meaningless.

The FERC then made things worse by unexpectedly holding in April 1990 that
Section 121(f)(2) of the NGPA (adopted in the Wellhead Decontrol Act) could reason-
ably be interpreted to provide for decontrol of temporarily released gas. The Com-
mission's theory is that the underlying contract which keeps the gas at regulated
prices "ceases to apply!- to the gas during the release period. This interpretation,
stated in FERC Order No. 523, was a reversal of the Commission's previous inter-
pretation on this point. In January 1990, it had held that gas released from a con-
tract in effect on the date of e,.actment was not price deregulated unless the under-
lying contract was actually terminated. Union Pacific Fuels, In,,, Docket No. CI89-
465-000, 50 FERC Par. 61,062 (1990). In contrast, Order No. 523 Ltates that, begin-
ning July 26, 1989, any tight formation sold even temporarily pursuant to a release
agreement is deemed price-deregulated and therefore ineligible for the credit.

Order No. 523 imposes a hardship on many gas producers. Although parties to the
applicable contracts may be able to reform their agreements prospectively to avoid
releases and thus the loss of the tax credit, there is no equivalent way to restore tax
credits for released gas produced between July 26, 1989 and the present. Those cred-
its are lost, unless the law is changed. For my company alone, Order No. 523 could
result in nearly a $1 million loss in the first quarter of 1990.

FERC Order No. 519 is the third piece of bad news for section 29 credits. NGPA
§107(cX5) authorizes the Commission to prescribe a maximum lawful price which ex-
ceeds the otherwise applicable regulated price if the Commission finds that obtain-
ing the gas involves-extraordinary risks or costs. In 1980, the Commission made
such a finding for tight formation gas (Order No. 99). In Order No. 519, which
-became effective on May 12, 1990, the Commission held that eligibility for a high
incentive price (200 percent of the §103price for new on-shore gas) was no longer
Justifiable. There is one aspect of the FERC decision that is particularly objection-
able. Despite requests to the contrary, the FERC expressly refused to take into ac-
count the tax impact of its decision when assessing the need for an incentive price. I
must point out that most tight formation gas is not actually sold at the high incen-
tive price level in today's competitive market. Mere eligibilit for the incentive
price meets the criteria of Section 29(cX2XB) of the Tax Code. erefore, from my
perspective, the Commission's concern about the justification for an incentive maxi-
mum lawful price is misdirected and Order No. 59 was too narrowly focused.

Order No. 519 means that gas produced from wells "spudded" after May 12, 1990,
does not qualify for the high incentive price. Without eligibility for an incentive
price, no tax credit is allowed under the current tax law. Order No. 519 will neces-
sarily curtail tight formation drilling programs, most of which were initiated in
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large part in the reliance on the availability of tax credits. Until May 12, 1990, the
only deadline for drilling tight formation wells had been the January 1, 1991 dead-
line in the Tax Code. Our company would have drilled additional wells but for
Order No. 519.

This result is unfair to business people who relied on the credit when making
their investment and also is unfair to Congress, which should be able to legislate
regulatory policy without affecting tax policy.

These events reflect the haphazard way in which our energy policy is evolving. I
therefore urge upon you more circumspect and long-range planning for the energy
future of this country. That energy future need not be one of price volatility, de-
pendency on imports, trade deficits, or supply curtailments. The industry will con-
tinue to fuel economic growth and stability and a high standard of living, if it has
the pre-conditions that lead to dependable energy at dependable prices. But we
won't have this unless Washington exerts leadership in this area. First, the country
must have reliable estimates of what fuels it has at its disposal domestically as well
as what its needs will be. Only continued exploration can substantiate the supply
side of this equation. Second, petroleum imports that make us dependent and de-
press domestic prices for gas and oil must themselves be made to generate revenues
that in many ways will help guarantee our security. Finally, tax credits for tight
formation gas and other high-risk petroleum production represent a sound invest-
ment in future supply sr-curity and our high standard of living.

Gas and oil production is a competitive, market-sensitive, and risky business.
Those resources are not simply available at the turn of a spigot. They must be
planned for. And, time is growing short.
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Exhibit A
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Exhibit B
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Exhibit C

Economic Performance- Daative Volatility
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Exhibit I

Changes in Sources of Energy Base, 19618 201C
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Exhibit J
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STATEMENT OF CABOT OIL AND GAS CORPORATION

I. INTRODUCTION

Cabot Oil and Gas Corporation ("Cabot") is a domestic producer of oil and natural
gas, whose headquarters are located in Houston, Texas. Cabot performs substantial-
l all of its production operations in the Appalachian Basin, which is located in the

sternUnited States, and the Anadarko Basin, which is located in Texas, Oklaho-
ma, and Kansas. Cabot is one of the largest independent producers in the Appalach-
ian Basin.

II. SUMMARY OF POSITION

Cabot believes a reinstatement of the tax credit for tight sands gas provided pur-
suant to Section 29 of the Internal Revenue Code of 1986 and an extension of the
qualification date for credit eligibility are in the national interest due to the impor-
tance of the credit in financing projects to find and develop nonconventional fuels.
Cabot therefore strongly urges that the credit be reinstated for tight sands gas and
that the qualification date for credit eligibility be extended for at least two years.
Toward that objective, Cabot strongly supports H.R. 5351, the Nonconventirnal
Fuels Credit Extension and Modification Act of 1990, sponsored by Congressman An-
drews and S. 2288, the Nonconventional Fuels Production Incentives Act of 1990,
sponsored by Senator Domenici.

III. THE NONCONVENTIONAL FUELS 1AX CREDIT

The Nonconventional Fuels Tax Credit applies to various qualified fuels includ-
ing: oil produced from shale or tar sands, qualifying processed-wood fuels, steam
produced from certain agricultural by-products, synthetic fuels produced from coal,
and natural gas produced from Devonian shale, tight formations, geopressured
brine, biomass, and coal seams. The credit, which amounts to $3 per barrel of oil
equivalent, as adjusted for inflation with respect to those fuels other than gas from
a tight formation, applies only to such qualified fuels as may be produced from a
well drilled or a facility placed in service after December 31, 1979 but before Janu-
ary 1, 1991, and as may be sold between December 31, 1979 and January, 1, 2001.
The credit for tight sands gas calculates to 52 cents per MCF.

From the perspective of the Treasury Department, the credit is extremely cost-effec-
tive because it is available solely for productive wells, and, therefore, the risk of drill-
ing remains with the producer. Although static revenue analysis recognizes only the
initial outlay for the credit in the form of foregone tax collections, a more realistic,
dynamic economic analysis shows financial returns to the government in the form
of additional tax receipts as the gas is introduced into the market, because the
credit may be claimed only after the sale of the production giving rise to the credit.

As applied to tight sands gas, the credit was originally intended to apply only to
the extent that sufficient price incentives were lacking. Specifically, the credit ap-
plies only to tight sands gas that is subject to price regulation and eligible for incen-
tive pricing under the Natural Gas Policy Act ("NGPA") of 1978. This condition was
originally included because most experts then believed that deregulation would
automatically result in higher prices for natural gas. Actually, the price of such gas
has declined since the de facto deregulation of most tight formation gas reserves
pursuant to Federal Energy Regulatory Commission ("FERC") Order No. 99 as in-
terpreted by the U.S. Supreme Court in the case of F.E.R.C. v. Martin Exploration
Co., 486 U.S. 204 (1988).

The credit was originally enacted by Congress in 1980 as an incentive for the ex-
ploration for and development of nonconventional fuels. Because the energy crises
during the 1970's had graphically demonstrated the perils of domestic dependence
on foreign energy supplies, the credit was intended to decrease costs of certain do-
mestic production relative to imported oil and to enhance the cost competitiveness
of alternative source fuels, relative to conventional ones. Because nonconventional
gas production is usually subject to higher costs and lower well production rates,
Congress determined that additional incentives were necessary to stimulate explora-
tion and drilling activity with respect to such fuels.

In addition to assuring sources of domestic supply Congress may have expected
that the credit would also elicit a supply response sufficient to mitigate anticipated
continued price increases. In fact, according to the Department of Energy, between
1981 and 1985, the years during which tight sands production was eligible for the
credit, such production increased by more than 142 percent, from 495 Bcf to 1,201
Bcf. (Department of Energy, Drilling and Production Under Title 1 of the Natural
Gas Policy Act. 1978-1986, Jan. 1989.)
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Subsequent developments suggest that another implicit objective may have been
to benefit the environment by encouraging the development of alternative sources
for natural gas. Natural gas, which is one of the cleanest fuels, produces far less
carbon dioxide than other fossil fuels and produces no sulfur dioxide, a principal
component of acid rain. Increased use of natural gas as a substitute for coal or oil
will, in any event, contribute significantly to improved air quality.

Although included in Section 29 as a qualifiedfuel, tight sands gas has been effec-
tively removed from eligibility for the credit due to (i) the statutory requirement
that it be subject to Federal price controls, (ii) administrative action by the FERC
and (iii) subsequent interpretation by the Supreme Court (FE.R.C. v. Martin Explo-
ration Co.). Basically, the NGPA sought to regulate prices by providing various ceil-
ing prices for most natural gas based on its situs of production. Regarding certain
geologic sources of production, however, another higher incentive price applied.
Thus, certain gas was subject to dual classification, as was the case with the majori-
ty of tight sands reserves. As the phased deregulation mechanism of NGPA 121
was applied over time, a situation arose wherein gas from a particular well could be
deregulated under one category, yet such gas would remain regulated under its al-
ternative classification. In Order No. 99, the FERC ruled that gas subject to such
anomalous pricing should be considered "deregulated" for pricing purposes. Subse-
quent litigation was finally resolved in the Martin case wherein the Supreme Court
held in favor of the FERC regarding the issue of price regulation. As a result of the
FERC Order No. 99, the Martin decision, and their interaction with the price regu-
lation requirement of Section 29 as regards the eligibility of tight sands gas for the
credit, most tight sands gas was disqualified from the credit. Thus, after the effec-
tive date of Order No. 99, only that tight sands gas which was committed or dedicat-
ed to interstate commerce before April 20, 1977 remained eligible for the tax credit.

Subsequent legislative and administrative actions have further reduced the uni-
verse of tight sands gas eligible for the credit. The recent enactment of the Natural
Gas Wellhead Decontrol Act of 1989 has made it difficult for tight sands gas to
remain eligible for the credit, by decontrolling (i) gas sold pursuant to contracts, en-
tered into or negotiated after enactment, (ii) gas from wells drilled after enactment,
and in any case, (iii) all gas by January 1, 1993. FERC Order No. 519 has also made
it impossible for tight sands producers, with wells drilled or recompleted after May
12, 1990, to be eligible for the credit. Under FERC Order No. 519, the NGPA
§107(cX5) incentive price that applies to gas produced from tight formations is elimi-
nated. Section 29(cX2XBXii) of the Code requires that in addition to being price regu-
lated, credit eligible tight sands gas must be subject to a maximum lawful price
equal to at least 150 percent of the applicable price under NGPA §103. Essentially
that requirement refers to the NGPA §107 incentive price, and the elimination of
that price by FERC Order 519, therefore, makes it effectively impossible for tight
sands gas to meet the statutory requirements under Section 29(cX2XBXii). And, final-
ly, in interpreting the Decontrol Act, the FERC ruled in Order No. 529 that gas
which is temporarily released from the terms of a contract, is decontrolled during
the period of its release.

IV. STATEMENT OF POSITION

The policies that prompted Congress to enact Section 29 persist today. Given
recent geopolitical developments and the increasing tension in the Middle East as
Iraq assembles its troop; on the Kuwait border, our nation should be even more
worried now about our dependence on unstable foreign sources of oil than in the
1970s. In addition, Americans' desires for a cleaner environment are much more
pronounced today than they were ten years ago. Moreover, consumers' desires for
equitably priced energy remain widespread. In order to achieve these goals, we must
increase the production of the entire range of nonconventional fuels, but particular-
ly tight sands gas, the most abundant of the nonconventional fuels enumerated in
Section 29. The most direct way to encourage production of tight sands gas is to
remove the various impediments to eligibility of tight sands gas for the Section 29
credit. The need for this proposal is indicated by the poor general market conditions
during the last several years and the alarming increase in reliance on foreign oil.
From January through May of this year, the U.S. imported approximately 45 per-
cent of its troleum needs, and even a sizable Strategic Petroleum Reserve is no
substitute for a viable domestic production capability and supply. (Department of
Energy, Petroleum Supply Monthly, May 1990-EIA 0109.) The tax credit would en-
hance the after tax price for tight sands gas and thus stimulate increased drilling
for such gas.

It was estimated by the Department of Energy in a study in 1988 that over one-
fifth of the gas remaining to be produced in the U.S. is found in tight sands forma-
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tions. However, without benefit of the credit, gas producers will not be able to fully
tap these resources until prices reach a point certain to exert great pressures on the
domestic economy. If the tax credit is restored to tight sands, then it will almost
certainly elicit a similar production response *. it did when the applicable regula-
tory regime previously permitted the credit to be iaken for such production.

In the same 1988 assessment, the DOE estimated that one-fourth of the remaining
energy resources in the lower 48 states is found in nonconventional gas reserves.
Because a large amount of our nation's proven reserves consist of these nonconven-
tional fuels, future producers must have the benefit of the credit in order to have a
sufficient economic margin with which to develop these nonconventional gas
sources. In the last several years, general market conditions have been poor, con-
tributing to the increased need for the credit- When the credit phases out for wells
drilled after the end of this year, many producers will not be able to continue to
develop these nonconventional gas sources.

V. ECONOMIC BENEFITS

Cabot estimates that it could economically justify drilling an additional 250 gas
wells over the course of the next two years in the Appalachian Basin in the event
that the gas produced therefrom were assured of credit eligibility. Most of these
wells would be located in West Virginia, Pennsylvania, and New York. Not only
would this activity increase the gas reserve base in states that are presently natural
gas importers, but it would greatly benefit local economies. Considering that the
credit may be claimed only if a well proves productive and gas produced therefrom
is subsequently sold, the benefits to the states and local communities from increased
state and local taxes and from local jobs created would be substantial.

VI. CONCLUSION

Cabot recommends that Congress revise and extend the Section 29 tax credit,
keeping it as part of a comprehensive national energy policy. Specifically, Cabot
supports the elimination of special rules for tight sands gas. History has proven the
Section 29 tax credit to be a cost-effective means of stimulating production of natu-
ral gas. Now, more than ever, it is clear that our overwhelming dependence on im-
ported oil must be reduced by increasing domestic production of natural gas. Rein-
statement of the credit for tight sands gas and extension of the qualification date
for all nonconventional fuels for at least two years will do just that.

STATEMENT OF THE COALITION To AMEND SECTION TWENTY-NINE (CAST)

I. INTRODUCTION

As an ad hoc coalition of companies involved in energy production, the Coalition
to Amend Section Twenty-Nine ("CAST') recognizes the critical need to develop an
effective and independent national energy policy. The U.S. has long relied on for-
eign oil production, with oil imports approaching 50 percent of U.S. oil consun ption
this year. Combined with a burgeoning Federal trade deficit and environmental con-
cerns associated with the transport and use of traditional fuels, increasing regional
tensions in the Persian Gulf require that we reevaluate our national energy policy
and aim to lessen our dependence on foreign oil and increase our domestic reserves
of clean-burning, natural fuels.

In 1980, in an effort to make domestic energy alternatives more economically at-
tractive in hopes of sparing the United States the industrial disruption and price
fluctuation caused by the OPEC oil embargo, Congress enacted a tax credit for ijon-
conventional fuels, which subsequently became Section 29 of the Internal Revenue
Code of 1986 (the "Section 29 credit" or the "credit"). Since enactment of the Sec-
tion 29 credit through 1987, the production of nonconventional furls increased 289
percent. I CAST recognizes the success of the Section 29 credit in contributing to our

I Natural Gas Production in the Post-NGPA Decade, Natural Gas Monthly, September, 1989.
Noted percentage is calculated based on annual production figures for 1980 through 1987. The
production figures were compiled by the Energy Information Administration of the U.S. Depart-
ment of Energy for gas produced from Devonian shale, geopressured brine, coal seams, tight for-
mations and production enhancement processes under Section 107 of the Natural Gas Policy
Act.
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energy security by aiding in the financing of domestic fuel production and strongly
supports extension for at least two years of the credit for fuels produced from non-
conventional sources, including coalbed methanie and gas from Devonian shale,
geopressured brine, biomass and tight sands-CAST would like to focus its testimo-
ny, however, on the importance of the credit to the continued production of coalbed
methane.

II. COALBED METHANE PRODUCTION AND THE IMPORTANCE OF THE SECTION 29 CREDIT

A. Coalbed Methane Production
Coalbed methane occurs naturally as a by-product of "coalification," a process

during which organic matter is chemically and thermally altered to form coal. The
amount of methane produced during coalification greatly exceeds the capacity of the
coal to contain it, and some of it desorbs from the coal into the surrounding rock
strata and sand reservoirs. Much of the methane, however, remains in the coal
seams, as the large internal surface area of a given volume of coal will enable it to
hold several times more methane than a sand reservoir of the same volume. Esti-
mates of the available U.S. coalbed methane reserves range from 72 trillion cubic
feet to 860 trillion cubic feet. 2 During 1990, it is expected that one-third to one-half
of all gas well completions will be coalbed methane wells and that approximately
7,000 to 9,000 coalbed methane wells will have been drilled at an investment of $3
billion.3

Such an investment would not be possible without the Section 29 credit, since re-
covering coalbed methane reserves is often a difficult and expensive operation. A
typical well will find ;ts target seam saturated with water. Before such a well will
release a significant amount of gas, it must be "de-watered," a process lasting any-
where from several months to several years during which the water pressure in the
coalbed is lowered by pumping until the coal finally releases free gas. In addition to
the expenses associated with de-watering and proper disposal of the resulting waste
water, many of the wells require expensive racingng' or the fracturing of coal
seams to stimulate production. The producer may also need compressors to deliver
the gas to a pipeline, since many wells release methane at a less than marketable
pressure. Most of this equipment is not required in conventional gas production. Its
use in coal methane development results in an initial investment requirement for
the average coalbed well that is significantly higher than that of the average con-
ventional gas well of comparable depth.

B. Mechanics of the Section 29 Credit

1. Qualification
Section 29 is applicable to domestic production of various qualified fuels, includ-

ing: (i) oil produced from shale or tar sands, (ii) qualifying processed-wood fuels, (iii)
steam produced from certain agricultural by-products, (iv) synthetic fuels produced
from coals (including lignite), and (v) natural gas produced from Devonian shale,
tight formations, geopressured brine, biomass and coal seams.

Section 29(f) provides that the credit applies with respect to such qualified fuels
which are produced from a well drilled or facility placed in service after December
31, 1979 and before January 1, 1991 and which are sold after December 31, 1979 and
before January 1, 2001. Congress limited the credit's application to gas as is sold in
an effort to assure the credit's cost effectiveness by making sure the risks associated
with development would remain with the producer. Furthermore, the application of
the credit is limited in the area of natural gas by Section 29(e), to such gas as is sold
without regard to the incentive pricing provisions of Section 107 of the Natural Gas
Policy Act of 1978 ("NGPA") and Subtitle B of Title I thereof.

Although gas produced from coal seams was an unregulated category of gas at the
time of the credit's enactment, and therefore was not subject to the pricing provi-
sions of the NGPA, one feature of that statute remains relevant to the determina-
tion of the credit eligibility of all natural gas other than that which is synthetically
derived. NGPA Section 503 establishes a procedure for the determination of gas pro-

-ducing formations. Basically, NGPA Section 503 allocates primary responsibility for

2 Status of Coalbed Methane Recovery in the United States, Natural Gas Monthly, September,
1988.3 &onomics and Financing of Coalbed Methane Ventures, Ammonite Resources, January,
1990. The Exhibits appended.hereto are taken from the study conducted b Ammonite Re-
sources, a firm of consulting geologists and engineers headquartered in New Canaan, Connecti-
cut, which has considerable experience in energy production. To the extent applicable, the at-
tached Exhibits remain subject to copyright.
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well determinations to the States but subjects such State decisions to review by the
Federal Energy Regulatory Commission ("FERC"). In the event the FERC fails to
find preliminarily that the determination of a State jurisdictional agency is unsup-
ported by substantial evidence within forty-five days of its notice thereof, and unless
such finding is finalized within one hundred and twenty days of the preliminary de-
cision, the well determination is irreversible. (NGPA Section 503 is slated for repeal
on January 1, 1993, pursuant tu the Natural Gas Wellhead Decontrol Act of 1989
("Decontrol Act").)

2. Computation.
The computation of the credit is a complex matter which is a function of the

barrel of oil equivalent of the qualified fuel in question, the rate of inflation, and
the price of oil. Algebraically, this computation may be expressed as follows:

Available Credit = $3/BOE x I x (PH);
(i) BOE equals the barrel of oil equivalent (5.8 MMBtu in the case of natural
gas);
(ii) I equals the inflation adjustment factor, determined annually by the Depart-
ment of Energy, and the Internal Revenue Service; and
(iii) PH equals a phaseout factor which may also be algebraically determined
but, in any event, always is less than or equal to 1, depending on the price of
domestic crude oil.

The oil price decline of the 1980s brought the credit into full flower. When oil
prices were high prior to 1981, the-credit was effectively phased out. Beginning in
1981, however, the phaseout factor was onlypartially operative, and producers were
able to net approximately $.25/MMBtu. This amount increased to approximately
$.66/MMBtu in 1982, as oil prices experienced their steepest decline of the decade
and as the effect of the phaseout factor was consequently eradicated. Since that
time, due to modest but consistent inflation adjustments and to the fact that the
phaseout factor remains ineffective, the increase in the credit has occurred more
slowly, albeit steadily. The value of the credit in 1986 was approximately $.75/
MMBtu, increasing to $.78/MMBtu in 1987 and $.81/MMBtu in 1988. Current pro-
jections, based on expectations that crude oil prices will remain stable, that the
credit remains in effect in spite of its scheduled expiration, and that GNP price de-
flation forecasts are accurate, indicate a credit value of $.91/MMBtu in 1990, in-
creasing steadily to as much as $1.34/MMBtu in the year 2000.

These consistent annual increases in the value of the credit particularly highlight
the effect of the inflation adjustment provision and its interaction with the phaseout
factor. The dynamics between these two elements of the credit's computation and
their respective relationships to the depressed state of recent world oil prices, rela-
tive to those in effect in 1980, have lately operated to make the credit a crucial vari-
able in the investment analysis applied to qualified fuel development projects.

8. Limitations and Adjustments
In addition to the inflation adjustment and phaseout provisions, the statute pro-

vides several other limitations and adjustments to the credit, most of which are
found at Section 29(b). For example, Section 29(bX4) requires that the amount of the
credit must be reduced by creditable amounts allowed pursuant to the general busi-
ness energy credit of Section 38, as adjusted by applicable recapture rules. Similar-
ly, Section 29(bX3) reduced the credit proportionately to reflect amounts made avail-
able to a particular project by way of public financial grants, tax exempt bond pro-
ceeds or subsidized energy financings as described at Section 48. In each instance,
these limitations are imposed as a result of Congress' determination that the princi-
pal purposes of the credit, to provide incentives for marginal projects and to support
prices of qualified fuels, are adequately assured by other means.

Congress also provided a phaseout mechanism which would serve necessarily to
limit creditable amounts to the extent that energy commodity price increases out-
strip inflation. The phaseout is determined pursuant to a calculation that fluctuates
in accordance with oil prices so that as oil prices fall, phaseout amounts decline.
Thus, the phaseout would never serve necessarily to permanently reduce or termi-
nate the credit.

C. The Importance ,,f the Section 29 Credit
The enactment of the Section 29 credit transformed coalbed methane, once viewed

only as a hazard to coal miners, into a valuable economic resource. To illustrate the
effects that the Section 29 credit has on the production of coalbed methane, it is
useful to compare several economic indicators, including the internal rate of return
(the rate of discount at which net present value is equal to zero), the profit to invest-
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ment ratio and the years until pay out (how long it takes to recoup the investment),
as calculated both with and without the Section 29 credit. Exhibit 2, an economic
model developed as part of an extensive study of the economics and financing of
coalbed methane ventures, compares the internal rate of return (the "IRR"), the
profit to investment ratio (the "P/I") and the years to payout ("Yrs. to P.O.") of
eight of the thirteen major coalbed basins, including the San Juan Basin in Colora-
do and New Mexico and the Black Warrior Basin in Alabama, the two basins where
the most active drilling occurs, the Nortlern and Central Appalachian Basins, the
Raton and Piceance Basins in Colorado, the Powder River Basin in Wyoming and
the Western Washington State Basin.

Comparison of after tax figures indicates that coalbed methane production in the
San Juan Basin provides substantial economic returns with or without the Section
29 credit. This scenario, however, is unique to the San Juan Basin, particularly to
its geologically favorable areas, which are limited and are already largely developed
by major producers who are able to take advantage of economies of scale.

When comparing the after tax figures for other basins, the economic conditions
become less favorable and signify the need for higher wellhead gas prices or produc-
tion incentives such as the Section 29 credit. For example, the economic figures for
an average Black Warrior Basin well (200 mcf/d with a decline rate of 15 percent)
point out the necessity of the Section 29 credit. Without the credit, the after tax
IRR is 13 percent, the P/I is 0.6 and the pay out period is 5.0 years. On an after tax
basis with the Section 29 credit, the IRR increases to an acceptable 34 percent, the
P/I is more than doubled to 1.9 and the pay out is reduced to 3.0 years. Exhibits 3
and 4 provide more detailed information on the economic conditions surrounding
such a well. It is anticipated that as many as 4,500 wells will be drilled in the Black
Warrior Basin at a cost of $1 billion by the end of this year as a direct result of the
Section 29 economic incentive. 4 The Black Warrior models illustrate that without
the availability of the Section 29 credit, investors would be unlikely to invest in
most coalbed methane production opportunities and would seek more favorable re-
turns elsewhere.

III. EXTENSION OF THE SECTION 29 CREDIT

A. Congressional Intent
In enacting the tax credit for the production of nonconventional fuels, Congress

intended to "provide producers of alternative fuels with protection against signifi-
cant decreases in the average wellhead price for the uncontrolled domestic oil, with
which alternative fuels frequently compete." 5 By decreasing the costs associated
with the production of nonconventional fuels, Congress believed the tax credit would
encourage the development of such resources. 6 The supply response of producers of
qualified fuels suggests that the domestic production related aspects of congressional
intent were well served in the case of Section 29.

Other objectives intended by Congress in enacting the credit, however, although
partially attained, remain unsatisfied. Recognizing that nonconventional fuels pro-
duction would involve new technologies, Congress thought the tax credit would be
necessary until production technologies reached the stage at which nonconventional
fuels production could compete with conventional fuels. 7 Since its enactment in
1980, the availability of the credit has spurred interest in coalbed methane produc-
tion technology and has resulted in the development of extraction techniques capa-
ble of increasing methane recovery at a lower unit cost of production. However, the
advancing technologies have yet to be refined to the point at which the market
value of the recovered methane from an average coalbed well exceeds the costs of its
production without the use of the Section 29 credit. Total reliance on market forces
to provide sufficient incentives for continued development of coal methane produc-
tion technology and the natural gas content of coal reserves will result in a deferral
of further progress until gas prices rise to a level certain to cause significant eco-
nomic dislocation.

Extension of the credit would provide the bridge by which such supply disruption
and consequent economic hardship may be traversed, and in a manner which is de-
monstrably cost effective to the government. The expiration of the qualification

41d
5 H.R. CONF. REP. No. 817, 96th Cong., 2d Ses. 139, reprinted in 1980 U.S. CODE CONG. &

ADMIN. NEWS 642, 691.
6 S. REP. No. 394, 96th Cong., 1st Sess. 87, reprinted in 1980 U.S. CODE CONG. & ADMIN.

NEWS 410, 496.
71dk
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period for the credit, however, would eliminate any further incentive to improve
coalbed methane production technologies, resulting in a virtual cessation of produc-
tion in most areas and the loss of thousands of cubic feet of potential energy re-
serves, clearly failing to carry out tne original intent of Congress in enacting the
Section 29 credit.

B. Recent Developments
During the drafting last year of fiscal year 1990 omnibus budget reconciliation

legislation, the Senate Committee on Finance recommended for inclusion in the
budget package a proposal to extend for two years the qualifying period for the non-
conventional fuels tax credit provided by Section 29. Although the Senate proposal
was not included in the final budget legislation, CAST is hopeful that the landmark
budget negotiations currently underway between Congress and the Administration
will provide the venue for a reevaluation of our national energy needs to include an
extension of the Section 29 credit. Several legislative proposals to modify or extend
the credit have been introduced during the current Congress. Senator Pete Domen-
ici (R-NM) introduced one such measure, S. 2288, the Nonconventional Fuels Pro-
duction Incentives Act of 1990, in March of this year. S. 2288 would extend until
January 1, 1993 the qualifying period for the credit. In the House of Representa-
tives, Congressman Michael Andrews (D-TX) recently introduced comparable legisla-
tion, the Nonconventional Fuels Credit Extension and Modification Act of 1990,
H.R. 5351. CAST strongly supports the extension provisions of both S. 2288 and H.R.
5351 and urges the enactment of such legislation this year.

IV. CONCLUSION

CAST understands the limits under which Congress must act in considering such
legislation in the current climate of budgetary restraint. However, at a time of re-
ported record breaking U.S. oil imports and escalating regional conflicts in the
Middle East and Persian Gulf, CAST believes we must act immediately to lessen our
dependence on imported energy. Increasing production of domestic energy resources
through the extension of the Section 2§ credit is a cost-effective investment in our
future energy security.
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STATEMENT OF R. LACY, INC.

R. Lacy, Inc. is pleased to present its comments to the Subcommittee on Energy
and Agriculture, Committee on Finance in response t, a request for written testimo-
ny relating to the hearing held July 27, 1990. R. Lacy, Inc.'s comments focus on the
need for a proposed modification of Internal Revenue Code Section 29, the credit for
producing fuel from a nonconventional source, as it applies to tight formation gas.

INTRODUCTION

R. Lacy, Inc. is a producer of tight formation gas in East Texas from acreage
which was dedicated to interstate commerce prior to April 20, 1977, pursuant to the
Natural Gas Policy Act of 1978 ("NGPA"). This dedicated gas was not deregulated
in 1985, along with other types of tight formation gas. As explained more fully
below, this gas, because it was produced from wells drilled on or before May 12,
1990, now qualifies for the Section 29 credit only until the gas is deregulated under
the Natural Gas wellhead Decontrol Act of 1989 ("Decontrol Act"). Prior to the pas-
sage of the Pecontrol Act, R. Lacy, Inc.'s and other company's production from this
type of wel! would have been eligible for the credit until January 1, 2001, as provid-
ed in the tax code. Additionally, as also explained below, a recent Federal Regula-
tory Energy Administration ("FERC") order has foreshortened this eligibility for
certain "released" gas from these wells.

R. Lacy, Inc. also owns lease rights allowing the company to drill several new
tight formation gas wells. However, the risks inherent to drilling these expensive
wells has been seriously increased by the loss of Section 29 credits through the ef-
fects of the Decontrol Act and recent decisions by the FERC. Further drilling has
also been forestalled by the expiration of the Section 29 credit for wells drilled after
1990.

IMPORTANCE OF THE CREDIT FOR TIGHT FORMATION GAS

Testimony presented at the July hearing by Enron highlights a 1988 Department
of Energy study which determined that tight gas reserves comprise approximately
180 trillion cubic feet or one-fifth of estimated U.S. reserves of natural gas. The
need to produce from these vast gas reserves is particularly pertinent in light of
recent developments in the Middle East. The unsettled situation there dramatically
emphasizes the urgency for the U.S. to develop and produce gas from alternative
fuel sources.

The Section 29 credit was originally designed to address these needs. In approving
the credit, Congress acknowledged that realistically, the market climate cannot sup-
port the large investment and risks involved in the production of gas from a tight
formation. In comparison, with the Section 29 credit, the likelihood of an acceptable
rate of return for a producer substantially increases.

This conclusion is supported by data included in the attached study which ana-
lyzes the economic benefits of the Section 29 credit. The study was compiled by the
energy consulting firm of La Rue, Moore & Schafer, Inc. and is based on actual,
rather than hypothetical, data from R. Lacy, Inc.'s experience in developing tight
formation property in the Carthage Field of East Texas. Because the study is based
on an actual producer's experience, the analysts were "able to view development of
a tight gas property through the eyes of a prudent operator as he assessed his risk."

In discussing the risk factors, the study specifically concluded that:
If a 10 percent pretax rate of return is selected as the minimum accepta-

ble for risk ventures, the chance of failure in a group of five test wells is
31.5 percent, without the tight gas credit. With the tight gas credit, the
chance of failure drops to 10 percent. [See accompanying cover letter,
Result 5]

Accordingly, the study shows that under current market conditions, the credit is
necessary to adequately remove the high risks involved with tight formation gas
production.

In contrast, the Department of Treasury has argued, in its written testimony sub-
mitted for this hearing, that because virtually all tight formation gas is now deregu-
lated (for reasons discussed below) the Department does not support modifying the
Section 29 credit to include this gas. Their argument incorrectly ignores the addi-
tioinal fact that, under current market conditions where drilling these wells involves
high risks, the underlying purpose of the credit is better served without the regula-
tory requirement.

As the Carthage study and as testimony given by other witnesses at this hearing
have indicated, tight formation gas will not be developed without the credit, because
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the current price for natural gas is too low. Treasury's testimony concedes that
when Congress included the regulation requirement under Section 29 for tight for-
mation gas, the drafters were working under an erroneous assumption that the reg-
ulated pric- for natural gas would be below the market price existing in an unregu-
lated market. The testimony, however, ignores the logical results from this errone-
ous assumption. In reality, because the market price has been well below the rrgu-
lated price, deregulation has discouraged additional tight formation gas production.
The market has necessitated the passage of an amendment to remove the regulatory
requirement from the credit. r

SUMMARY OF WHY TIGHT FORMATION GAS IS NO LONGER ELIGIBLE FOR THE CREDIT

Tight formation gas is no longer eligible for the Section 29 credit because of the
unintended effects resulting from the passage of non-tax related Congressional legis-
lation, the Decontrol Act, as well as the release of recent FERC decisions. The fol-
lowing paragraphs explain this interaction.

The Section 29 credit was approved two years after passage of the NGPA. Because
of assumptions made at the time, Congress limited the availability of the Section 29
credit to producers of tight formation gas which was regulated and eligible for in-
centive prices under the NGPA. The NGPA deregulated some, but not I1, natural
gas from tight formations. Specifically, all gas which was produced from property
dedicated or committed to interstate commerce by April 20, 1977, remained regulat-
ed.

Unfortunately, later actions, including Congress passing the Decontrol Act and
FERCreleasing decisions relating to tight formation gas, have exacerbated problems
created by the regulatory and incentive price restrictions in the tax code. As ex-
plained in the following paragraphs, these problems can only be resolved by modify-
ing Section 29.'

PROBLEMS CREATED BY THE DECONTROL ACT

With passage of the Decontrol Act, all regulated gas (including tight formation)
will be decontrolled by January 1, 1993. Accordingly, by 1993, tight formation gas
which otherwise was not deregulated by the NGPA, will no longer qualify for the
credit under the current definition of the term "gas produced from a tight forma-
tion" contained in Section 29. The effect is to reduce the time period an otherwise
qualified well would be eligible for the credit by eight or more years. Under current
tax law, gas from regulated wells otherwise would have qualified for the credit if-
the gas was sold before January 1, 2001.

Another impediment to further production is the distinction made in the Decon-
trol Act between wells drilled before and after the date of enactment, July 26, 1989.
Under a special effective date rule, gas produced from a well drilled after July 26,
1989 is deregulated on May 15, 1991. Therefore, gas from those wells, which other-
wise would have generated credits through the year 2000, will now lose eligibility
for the credit ii prlv no ay I r, Inc',

Accordingly, the- leontrol Act produces results affecting the Section 29 credit
which clearly are contrary to the original intent of Congress. Even if, in 1980, Con-
gress believed that this gas would eventually be deregulated, they could not have
known that regulated gas prices would eventually become higher than deregulated
prices. Deregulation provides no incentive to produce this gas. Without a conform-
ing tax amendment, the Decontrol Act, as enacted, is a strong disincentive to addi-
tional drilling. Significantly, the legislative history of the Decontrol Act specificallVy
states that"[i]n no way are the [Senate Energy and Natural Resources] Committee s
actions [approving the Decontrol Act] intended to impair the continued viability of
the tax credit for production of fuels from non-conventional sources." Statement of
Senator Wallop, S. Rept. No. 101-38 to the Decontrol Act (May 31, 1989).

PROBLEMS CREATED BY RECENT FERC DECISIONS

Consistent with the problems created last year by the Decontrol Act, the FERC
has issued two recent decisions which dramatically limit the ability of a tight forma-
tion gas producer to use the Section 29 credit.

In the first decision, Order No. 519, the FERC impacted the qualification of tight
formation gas for incentive prices. As mentioned above, in addition to being regulat-

' Moreover, because this credit has enhanced the likelihood that otherwise unrecoverable gas
resources are recovered, R. Lacy, Inc. also urges Congress to extend the current application date
relating to wells drilled before January 1, 1991, for at least two years.
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ed, Section 29 also requires tight formation gas to be eligible for incentive prices. 2

Under-the regulatory scheme provided under Section 107(cX5) of the NGPA, FERC
is authorized to prescribe an incentive price for particular types of gas, if the FERC
finds that obtaining the gas involves extraordinary risks or costs. This price can be
set at a level which exceeds the otherwise applicable regulated price for such gas. In
1980, the FERC made such a finding for tight formation gas (Order No. 99).

In Order No. 519, which became effective for wells "spudded" after May 12, 1990,
the FERC held that the high incentive price (200 percent of the section 103 price for
new on-shore gas) was no longer justifiable at the time for tight formation gas.
Therefore, tight formation gas produced from wells "spudded" after May 12, 1990,
does not qualify for the high incentive price and, therefore, the credit. 3

The effect of Order No. 519 is to curtail tight formation drilling programs which
were initiated largely in reliance on the availability of tax credits to the maximum
extent permitted by the tax code and the Decontrol Act. Until May 12, 1990, the
only deadline for drilling tight formation wells was the January 1, 1991 deadline
established in the tax code.

Finally, in Order No. 523, which clearly illustrates FERC's affirmative policy of
ignoring the tax consequences of their decisions, the FERC deregulated gas released
temporarily from a contract for sale in effect on the date of enactment of the Decon-
trol Act, July 26, 1989. However, the FERC's treatment of released gas also recog-
nized that, if such gas is subsequently sold under the original contract, it once again
becomes price-regulated. Because the FERC is not concerned with the tax conse-
quences of their decision, this Order has the effect of rendering ineligible for the
Section 29 credit any tight formation gas which is released from a pre-enactment
contract, retroactively and prospectively. Although parties to the applicable con-
tracts may reform their agreements prospectively to avoid loss of' the regulated
price or tax credit, there is no equivalent way of restoring tax credits for released
gas produced between July, 26, 1989 and the present.

DISCUSSION OF PENDING LEGISLATION

A number of bills relating to the Section 29 credit and tight formation gas have
been introduced in both the House and the Senate. R. Lacy, Inc. would like to em-
phasize its support of two particularly effective pieces of legislation.

S. 2288, introduced by Senator Pete Dominici (R-NM), goes a long way in address-
ing the problems created by the regulatory requirement in Section 29(cX2XB), and R.
Lacy, Inc. supports this legislation.

HR. 5351, introduced by Representative Michael Andrews (D-TX), also resolves
the problems created by the regulatory requirement, and R. Lacy, Inc. urges the
Committee to review this approach to tight formation gas qualification. Rep. An-
drews' bill is drafted differently in light of the subsequent release of FERC Order
4o. 523 relating to released gas, an issue not covered by S. 2288.

CONCLUSION

The requirement that tight formation gas be regulated in order to qualify for the
Section 29 credit has inadvertently reduced an opportunity Congress has to encour-
age increased nonconventional fuels exploration and development. It is ironic and
fortunate that Congress must consider extending and modifying the Section 29
credit at a time when the need for nonconventional fuels is more apparent than it
has been since the credit was originally enacted.

When the Section 29 credit was enacted in 1980, Congress believed that the regu-
latory requirement for tight formation gas was necessary because most experts at
the time indicated that deregulation meant increasingly higher prices for natural
gas. Such price increases would have necessarily obviated the need for a production
tax incentive. In fact, however, gas prices have declined in real terms since then.
Consequently, continuation and expansion of the credit is more critical now than
ever before.

Last year, the Finance Committee recognized the importance of extending the
Section 29 credit and modifyin it to include deregulated tight formation gas. A pro-
vision to extend and modify the credit was included in last year's Finance budget
reconciliation legislation. The provision was dropped from the bill for reasons unre-
lated to the debate over extension of the credit. R. Lacy, Inc. urges the Finance

2Mere eligibility for the incentive price meets the criteria of Section 29(cX2XB). However,
most tight formation gas is not actually sold at the incentive price level in today's gas market.

3 However, gas produced from wells drilled before that date will continue to qualify for the
high incentive price until the gas is otherwise deregulated.
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Committee to reaffirm its strong support of the Section 29 credit for tight formation
gas producers. The company also supports extending the placed in service date for
at least two additional years. These changes should be included in any tax legisla-
tion the Committee may consider this year.

Enclosures.
LA RUE, MOORE & SCHAFER, INC.,

Dallas, TX, Aug. 14, 1990.

CONFIDENTIAL
Mr. Neal Hawthorn,
R. Lacy, Inc.,
P.O. Box 2146,
Longview, Texas
Re: Tight Formation Gas Reserves, Carthage Field, Panola County, Texas

Dear Mr. Hawthorn: In accordance with your request we have made a study of
the economic benefit of the tax credit available to producers of certain low yield
(tight) gas formations under Section 29(cX2XB) of the Internal Revenue code. While
the data used were drawn from our analysis of your company's experience in the
Carthage (Cotton Valley) Field of East Texas, the results and conclusions are gener-
ally applicable to other gas resources in the tight gas category.

A probability model based on actual Carthage field performance and current eco-
nomic parameters was used to estimate the chance of economic failure from the
point of view of a hypothetical operator developing the field without benefit of hind-
sight. Using this technique, we are able to view development of a tight gas property
through the eyes of a prudent operator as he accesses his risk.

The refuilts of the study are as follows:
1. The quality of any one well prior to its drilling, and even for some time after

it's drilling, is unpredictable.
2. The total gas production (reserves) from individual wells completed in tight for-

mations is highly variable.
3. The reserve expectation of a tight gas area under development cannot be

known until a number of wells are drilled, completed, and produced for some time.
This results in a large high-risk investment just to establish a statistical profile.

4. Highly variable well quality, and generally low reserves increase the probabili-
ty of economic failure in tight gas sands, as compared to conventional development.

5. If a 10 percent pretax rate of return is selected as the minimum acceptable for
risk ventures, the chance of failure in a group of five test wells is 31.5 percent, with-
out the tight gas credit. With the tight gas credit, the chance of failure drops to 10
percent. Producers typically select investments which produce an unrisked proforma
rate of return of 25 to 30 percent to compensate for uncertainty in drilling results.

6. Development of tight gas resources is not, in general, a particularly attractive
economic venture, however, the availability of a tax credit can enhance the econom-
ics to the point where the risks are justified, and permit otherwise unrecoverable
gas resources to be developed.

Details of the methodology used in this analysis and the Monte Carlo simulation
used in the risk analysis are attached to, and by reference, made a part of this
letter.

Very truly yours,
ERIC J. HYMAN, P.E.

Enclosure.

STATISTICAL STUDY OF A TIGHT GAS FORMATION, CARTHAGE FIELD, PANOLA COUNTY,
TEXAS

DISCUSSION

History
Section 29(cX2XB) of the Internal Revenue Code provides that certain categories of

gas produced from low yield "tight" gas formations qualify for a tax credit. The
Cotton Valley formation in the Carthage Field, Panola County, Texas, is a tight gas
sand for which the credit is conditionally applicable. This study was undertaken to
provide insight as to how the availability of the tax credit may drive future develop-
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ment of gas reserves from the Cotton Valley formation, and other similar tight gas
resources.

The Cotton Valley In East Texas is productive of natural gas and condensate (a
gas by-product) from numerous sand intervals within the formation. Due to the ex-
tremely low natural permeability, the sands yield virtually no gas without artificial
stimulation (i.e., hydraulic fracturing). Prior to stimulation, the productive quality
of any one well cannot be predicted, and even after stimulation, prediction of gas
production rates and reserves is impossible until a well approaches a stabilized con-
dition. Reasonable predictions may be made only after several months of uninter-
rupted flow, or perhaps years, if flow is intermittent.

Exhibit 1 is a list of the original 21 Cotton Valley wells operated by R. Lacy, Inc.
in the north area of the Carthage Field, Panola County, Texas. These wells, which
were drilled in 1977 and 1978, have established producing trends that permit reli-
able estimates of their ultimate gas recoveries. The date of first production and esti-
mated ultimate recoverable gas and condensate are shown along with the lease
name and well number.

The original spacing of 640 acres was subsequently reduced by the Texas Railroad
Commission, to 320 acres (optional), and more recently, to 160 acres (optional). Es-
sentially, this means the original 640-acre units are now allowed four producing
wells.

Between May 1989 and May 1990, R. Lacy, Inc. drilled an additional 10 Cotton
Valley wells producing from these units. The short performance history and erratic
production histories of these 10 wells precludes an accurate estimate of reserves,
and they were therefore excluded from our statistical analyses.

Statistical Analysis
Note that reserves from individual wells on Exhibit 1 vary by a factor of ten. This

degree of variation is typical of tight gas sands. Based on previous studies, we dis-
covered that engineering and statistical analyses of actual performance data such as
this, would provide the basis for a probability model useful in assessing risk in de-
veloping a tight gas property. While the results and conclusions are directly applica-
ble to the area of interest, they are generally applicable to other gas resources in
the tight gas category.

Exhibit 2 is a production plot representing a composite of the 21 wells listed in
Exhibit 1. The production histories were normalized (adjusted to begin production
on the same date), totaled, and then averaged according to the well count each
month. The first five years of actual production is shown, together with the forecast
used for analyzing the economics of an R. Lacy, Inc. Cotton Valley well. The actual
production beyond the first five years has been excluded because of distortion in the
trend caused by market curtailment.

The shape of this production profile is a good representation of a typical well for
this area, a steeply declining production rate for the first several months, followed
by many years of a gently declining rate. The basic curve is the some regardless of
the ultimate gas recovery. For better wells, the curve would be .i!, ^te.d up and for
lesser wells, the curve is shifted down without a material change in its shape.

Exhibit 3 is a representation of the distribution of ultimate gas recoveries for the
21 wells listed in Exhibit 1. Statistically, each of the 21 recoveries is called an obser-
vation, and each represents a data point used in the analysis. The cumulative fre-
quency distribution of the sample was determined by summing the frequencies for
successively higher observations. The observations and corresponding cumulative
frequency were then plotted on a semi-logarithmic (semi-log) probability scale, with
the cumulative frequency shown as "probability." Note that when plotted on this
type of scale, the data are a good approximation of a straight line, indicating a log
normal distribution. Log normal distributions of well quality are commonly found in
tight gas formations.

The 50 percent probability represents the geometric mean, which can be seen in
this exhibit to be approximately 1.0 Bcf.1 Further examination of Exhibit 3 shows
that a well drilled on the Lacy Block would have had a 95 percent chance of produc-
ing at least 0.3 Bcf, but only a 5 percent chance of producing more than 3.1 Bcf. In
other words, 90 percent of the wells can be expected to have resources b-;:ween 0.3
Bcf and 3.1 Bcf. We say "would have had" because the amount of drainage by the
prior 21 wells cannot yet be determined.

Actual results of drilling any one well can fall anywhere within the 0.3 Bcf to 3.1
Bcf range, or even outside the range. In addition, the result of each well drilled is
independent of the results of all prior wells. This exhibit, therefore, represents the

I Billions of cubic feet. Example: 1 Bcf at $1.00 per Mcf (thousand cubic feet) = $1,000,000
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probable result of Lay well drilled in the area, and can be used as a basis for "math-
ematically drilling" wells using the Monte Cario technique. The simulated outcome
of drilling a number of such using the Monte Carlo technique. The simulated out-
come of drilling a number of such wells will be used later to calculate a probable
economic result for various tax incentive scenarios.

Exhibit 4 has been calculated from Exhibit 3 to show the same information in the
more familiar "bell" curve form. Note that the better wells which are necessary t0
improve the average drilling results occur infrequently and the chance of getting
one in a small sample of test wells is small.

Economics of Development
Exhibit 5 presents unrisked economic results for a typical Cotton Valley well in

this geographic area based on the production profile shown in Exhibit 2, and an ulti-
mate gas recovery of 1.0 Bcf, which is the geometric mean from the distribution in
Exhibit 3. The following assumptions were used to arrive at these results:

" No tight gas send tax credit.
" A high price of $1 .92/Mcf which was the average price received by R. Lacy, Inc.

,n 1989. The price is escalated at 3 percent per year beginning January 1, 1992.2
" Lease operating expenses of $1,500/month escalated at three percent per year.
" Drilling and completion costs of $1,024,200.
" Corporate tax rate of 34 percent.
" Tax credit of $0.517/MMBTU through December 31, 2000. One hundred percent

of the working interest is assumed to be burdened by a 12.5 percent royalty.
Exhibit 6 is identical to Exhibit 5 except the effect of the tight gas sand tax credit

has been-included in the calculation.
By repeating the economic analysis shown on Exhibits 5 and 6 for different re-

serve quantities the unrisked pre-tax rate of return can be calculated for each gt.s
reserve quantity, with and without the tight gas credit. The resulting profile is
shown on Exhibit 7. An obvious conclusion is that, it takes less gas reserves to
produce the same economic result if the tax credit is applied. We will now look at
the probability of gettingg an acceptable economic result and how that probability is
affected by the tax credit.

By selecting an actual (rather than hypothetical) example of a tight gas reservoir,
we are able to better examine the decision-making process of the gas producer. Our
basic economic premise is that the development of a gas field, like any other risk
venture, will proceed only if the investor anticipates a return on his capital in
excess of alternative "safe" investments; investment-grqde bonds, for example. Our
experience has been that, because of the inherent risk of capital loss, that no pro-
ducer would willingly commit investment funds to this type of gas development if
he thought the pre-tax risk adjusted rate of return would be less than 10 percent. 3

Accordingly, for the purposes of this analysis, we have defined gas development
ventures produing le than a 10 percent rate of return as economic failures.
Monte Carlo Simulation

Now, assume that a producer intends to develop a group of leases that he believes
to be statistically identical to the Lacy Block. His procedure would be to drill a well,
evaluate it, and drill another, continuing until the leases are completely developed,
or until he was discouraged by the results. If the first few wells were bad, he cer-
tainly would not drill all 21 wells.

By Monte Cario simulation techniques, we can mathematically "drill" the lease
block, and then based on the results of a reasonable number of evaluation wells (we
have chosen 5), make a "producer" decision as to whether or not to proceed. If the
initial results are satisfactory, the producer would cause drilling to continue and the
reserves would be developed. If not, the project would be dropped and the reserves
would not be developed.

From the best-fit line through the distribution of actual gas recovery data (Exhibit
3), recoveries from five wells were randomly chosen, totaid, and then averaged.
One hundred repetitions of this procedure provide the data for the frequency distri-
bution curve shown in Exhibit 8.

Although the producer has no way of knowing the outcome of any five-well eval-
uation program, the curve on Exhibit 8 provides a means of predicting his chances
of a successful venture. For any point on the curve, the chance of achieving an aver-

2 Althouio the current price being received by R. Lacy, Inc. (May 1990) is $1.64/Mcf, we have
chosen, for the purse of this study to use Lacy's average 1989 price of $1.92/Mcf and escalate
that price at 3 percent per year.

3 Unrisked minimum criteria for investment usually fall in the 25 to 30 percent range.
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age recovery (for a five-well test program) equal to, or less than, the recovery de-
fined on the horizontal scale, is determined by the corresponding probability on the
vertical scale. For example, there is a 31.5 percent chance that a five-well drilling
program will average 1.0 Bcf, or less.

Exhibit 8 can be used in conjunction with Exhibit 7 to access the risk associated
with developing Cotton Valley tight gas properties. In this example, our hypotheti-
cal producer's economic criteria for a failed venture was a 10 percent pre-tax rate of
return. Therefore according to Exhibit 7, the group of five test wells must average,
at least, 1.0 Bcf per well in order to achieve this return without the tax credit. By
comparison only 0.80 Bcf per well would be required if the tax credit were available
to the producer.

From Exhibit 8, we can conclude that without the tax credit, the chance of having
a failed venture would be 32 percent. However, the risk of failure would be reduced
to 10 percent if the tight gas tax credit is included. This is a material reduction in
risk and would tend to support development of tight gas resources.

Clearly, after taking into account other risks in drilling, uncertainty of gas mar-
kets, other alternative investment opportunities, and a 32 percent chance of failure,
a prudent producer would be unlikely to continue developing the block. Even with
the tax credit the economics of this venture are poor.

Most producers will make the foregoing analysis intuitively rather than explicitly,
but each will make the aralysis. He knows that its makes no difference how close
something comes to being economic, as long as its not economic it won't get done.
The tight gas tax credit goes a long way toward reducing economic risk and it's
availability will, no doubt, permit the economic development of otherwise unrecov-
erable gas resources.



EXHIBIT 1

NORTH AREA WELLS
Carthage (Cotton Valley Field)

ULTIMATE RECOVERY
DATE OF GAS OIL/CONDNO. WELL NAME 1st PROD MMCF MBBL

1 BRIGGS #1-2 09/77 2553.124 15.4562 BROWN, J. C. #3 06/78 865.895 20.4743 BURNETT #1-2 06/78 267.883 10.837
4 BURNETT #2-3 06/78 961.372 5.2635 BURNETT #4-3 08/78 1707.417 27.0696 BURNETT #7-15 12/77 1977.346 24.1367 BURNETT #9-3 06/78 735.100 15.814
c BURNETT #10-4 06/78 702.913 8.9789 BURNETT #11-11 06/78 1413.066 18.37910 CAMERON #1-3 12/77 2577.012 22.30311 CAMERON #2-3 12/77 1381.819 16.46012 CAMERON #3-4 12/77 944.372 14.92213 COOKE, J. W. #1-2 04/78 615.268 11.832

14 COOKE, J. W. #2-4 12/77 509.697 17.548
15 HOLT #2 08/78 342.781 6.142
16 METCALF #2 12/77 1505.398 17.582
17 PARKER #1-8 10/77 608.014 6.803
18 PARKER #2-3 10/77 627.442 9.001
19 RICHARDSON #3 04/78 4370.768 71.670
20 ROCQUEMORE #1-2 10/77 1591.707 6.816
21 TURNER #2 05/78 1515.989 17.155

TOTAL 27774.383 364.640

AVERAGE 1322.590 17.364

LA Rue. MOOR) & SCHA IER INC

BEST AVAILABLE COPY



EXHIBIT 2

TYPICAL GAS PRODUCTION PROFILE
Carthage (Cotton Valley) - North Area

Average of 21 R Lacy Operated Wells

Gas Rate, MMcf/Month
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EXHIBIT 3

FREQUENCY DISTRIBUTION
Carthage (Cotton Valley) - North Area

Ultimate Recovery, MMCF10000 - - -.. .....- - -.... .. .......... .... ....
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21 Wells (see Exhibit 1)

LA R e. M00S & SCAFE. INC-



EXHIBITS

FREQUENCY DISTRIBUTION
Carthage (Cotton Valley) - North Area

Percent of Wells Drilled

0.0 1.0 2.0 3.0 4.0 5.0 6.0
Ultimate Recovery, BCF
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, LA RUE. MOORE & SC-AFER. NC



NORTH AREA
CARTHAGE (COTTON VALLEY) FIELD
PANOLA COUNTY, TEXAS
9. LACY, INC. - OPERATOR

-END- GR
MO-YR 01

12-90

12-91
12-92
12-93
12-94
12-95

12-96
12-97
12-98
12-99
12 0

12 -1
12 -2
12 -3
12 -4

S TOT

AFTER

TOTAL

EXHIBIT 5UNRISKED ECONOMICS
SAMPLE WELL

WITHOUT TIGHT SAND TAX CREDIT

AS OF 6-01-90

OSS GROSS REVENUE OPER. NET TOTAL INCOME CASH CUM.L GAS TO INT. EXPENSE INCOME INVEST. DEPR. DEPL. TAX FLOW NET Pw--------- ----..- MS . M-- ---- " MS ----- $------ -... .. M$-... MS - MS-

1.980 112.643 210.026 10.500 207.526 1024.200 32.038 .000 .000 -816.674 -822.337

1.864 114.313 222.505 18.291 204.214 .000 54.907 33.376 .000 204.214 -638.0871.315 88.731 175.980 18.840 157.140 .000 39.213 26.397 -000 157.140 -509.1981.032 76.493 154.691 19.405 135.286 .000 28.003 23.204 .000 135.286 -408.322.851 69.311 143.036 19.987 123.050 .000 20.021 21.456 .000 123.050 -324.910.706 63.213 133.214 20.587 112.627 .000 20.021 19.982 .000 112.627 -255.504

.536 57.399

.521 52.119

.473 47.325

.430 42.973

.390 39.020

.354 35.431

.322 32.172

.292 29.213

.265 26.526

123.657
115.457
107.982
100.992
94.454

80.339
82.620
77.272
72.269

21.204
21.841
22.496
23.171
23.866

24.582
25.319
26.079
26.861

102.453
93.616
85.486
77.621
70.588

63.757
57.301
51.193
45.408

.000

.000

.000

.000

.000

.000

.000

.000

.000

20.021
4.157
.000
.000
.000

18.549
17.318
16.197
15.149
14.168

.000 13.251

.000 12.393

.000 11.591

.000 10.840

.000

.000
9.024

21.309
19.183

17.172
15.269
13.465
11.753

102.453
93.616
76.463
56.512
51.405

46.585

42.032
37.728
33.655

-198.108
-150.430
-115.029
-91.243
-71.73

-55.368
-42.076
-31.230
-22.435

11.382 886.881 1910.496 323.029 1587.467 1024.200 218.380 253.871 107.174 456.094 -22.435

1.675 167.550 529.901 338.728 191.173 .000 5.820 64.752 41.004 150.169

13.058 1054.431 2440.397 661.757 1778.640 1024.200 224.200 318.623 148.178 606.262 5.585

INITIAL INTEREST
OIL RESERVES, MB
GAS RESERVES, Mr?
NGL RESERVES, M9
SGS RESERVES, MM?
REVENUE, M$
OPER. EXPENSE, MS
TANGIBLES, 1
INTANGIBLES, M$
INITIAL OIL PRICE
INITIAL GAS PRICE

GROSS

1.00000
13.058

1054.431
.000
.000

2789.027
661.757
224.200
800.000
16.500
1.922

1.00000
13.058

1054.431
.000
.000

2789.027
661.757
224.200
600.000

NET

.87500
11.425

922.627
.000
.000

2440.396
661.757
224.200
800.000

RATE OF
UNDISC.
DISC.
UKDISC.
DISC.

RETURN, PCT.
PAYOUT, YRS.
PAYOUT, YRS.

NET/INVESTMENT
NET/INVESTMENT

DISCOUNT %
LIFE, YRS.
GROSS OIL WELLS
GROSS GAS WELLS

LA RUE CSOOIAE & SCMAEPL INC

BEST AVAILABLE COPY

BFIT AFIT

11.5 10.2
6.4 6.4

13.3 19.3
1.7 1.6
1.1 1.0

10.00
25.2

.0
1.0

P.W. I

5.00
10.00
15.00
20-00
25.00
30.00
35.00

BFIT P.W.

314.306
51.980

-117.696
-234.933
-320.312
-385.150
-436.067

AFIT P.%.

MS -. . .
233.411

5.585
-145.452
-252.148
-331.328
-392.392
-440.941



NORTH AREA
CARTAGE (COTTON VALLEY) FIELD
NORTH AREA
PANOLA COUNTY, TEXAS
R. LACY, INC. - OPERATOR

EXHIBIT 6
UNRISKED ECONOMICS

SAMPLE WELL
WITH TIGHT SAND TAX CREDIT

AS OF 6-01-90

-END- GROSS GROSS REVENUE OPER. NET TOTAL
MO-YR OIL GAS TO INT. EXPENSE INCOME INVEST.I- ... MI-- -- -MS----- ---- MS ------ $MS-.....-MS-

INCOME CASH CUM.
DEPR. DEPL. TAX FLO% NET Pb
mS ---- MS---- .. M ... $ - - s-

1.980 112.643 280.391 10.500 269.891 1024.200 32.038 .000 .000 -754.310 -761.675

1.864 114.313
1.315 98.731
1.032 76.493
.851 69.311
.706 63.213

.586

.521

.473

.430

.390

57.399
52.119
47.325
42.973
39.020

.354 35.431

.322 32.172

.292 29.213

.265 26.526

285.412
224.464
196.219
180.446
167.148

154.326
143.275
133.242
123.928
115.281

88.339
82.620
77.272
72.269

18.291
18.840
19.405
19.987
20.587

21.204
21.841
22.496
23.171
23.866

24.582
25.319
26.079
26.861

267.121
205.624
176.814
160.458
146.561

133.122
121.435
110.746
100.758
91.415

63.757
57.301
51.193
45.408

.000

.000

.000

.000

.000

.000

.000

.000

.000

.000

54.907
39.213
28.003
20.021
20.021

20.021
4.157
.000
.000
.OuO

33.376
26.397
23.204
21.456
19.902

18.549
17.318
16.197
15.149
14.168

.000 .000 13.251

.000 .000 12.393

.000 .000 11.591

.000 .000 10.840

.000

.000

.000

.000

.000

.000

.000
9.024

21. 309
19. 183

17. 172
15. 269
13. 465

1.753

TOT 11.382 886.881 2324.633 323.029 2001.604 1024.200 218.380 253.871 107.174 870.230 272.655

267.121
205.624
176.814
160.458
146.561

133.122
121.435
101.723
79.449
72.232

46.585
42.032
37.728
33.655

-520.668
-352.011
-220.169

-111.400
-21.083

53.495
115.340
162.437
195.878
223.516

239.721
253.013
263.859
272.655

167.550 529.901 338.728 191.173 .000 5.820 64.752 41.004 150.169 300.674

13.058 1054.431 2854.534 661.757 2192.777 1024.200 224.200 318.623 148.178 1020-399 300.674

INITIAL INTEREST
OIL RESERVES, MB
GAS DESERVES, MM?
NGL RESERVES, MB
SGS RESERVES, MM?
REVENUE, MS
OPER. EXPENSE, M6
TANGIBLES, MS
INTANGIBLES, M$
INITIAL OIL PRICE
INITIAL GAS PRICE

GROSS

1.00000
13.058

1054.431
.000
.000

3262.326
661.757
224.200
800.000
16.500
1.922

W. I.

1.00000
13.058

1054.431
.000
.000

3262.326
661.757
224.200
800.000

NET

.87500
11.425

922.627
.000
.000

2954.532
661.757
224.200
800.000

RATE OF
UNDISC.
DISC.
UNDISC.
DISC.

RETURN, PCT.
PAYOUT, YRS.
PAYOUT, YRS.
NET/INVESTMENT
NET/INVESTMENT

DISCOUNT %
LIFE, YRS.
GROSS OIL WELLS
GROSS GAS WELLS

LA Rue. MOoE & SC-AFEA INC

BEST AVAILABLE COPY

12-90

12-91
12-92
12-93
12-94
12-95

12-96
12-97
12-98
12-99
12 0

12 -1
12 -2
12 -3
12 -4

AFTER

TOTAL

1.675

BFIT

19.8
4.2
5.9
2.1
1.3

AFIT

19.2
4.2
5.9
2.0
1.3

5.00
10.00
15.00
20.00
25.00
30.00
35.00

BFIT P.W.

MS -...
659.115
347.069
140.603
-4.630

-111.849
-194.103
-259.182

AFIT P.h.

578.219

300.674
112.847
-21.846

-122.86Y
-201.345
-264.057

10.00
25.2

.0
1.0



ULTIMATE RECOVERY vs RATE OF RETURN
Carthage (Cotton Valley) - North Area

Ultimate Recovery, BCF

W/O Credit

With Credit
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LA RuF. M0cX3E & SC.AFER INC



EXHIBIT 8

MONTE CARLO SIMULATION: 5 WELL PROGRAM
Carthage (Cotton Valley) - North Area

Cumulative Probability, %
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LA Rue. MOORE & c AF:.FER. INC


