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OIL PRICES AND PHASE II

MONDAY, JANUARY 10, 1972

CoxcrEss OF THE UNITED STATES,
SUBCOMMITTEE ON IPRIORITIES AND
EcoxoMy 1IN GOVERNMENT OF THE
Joint Economic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of
the subcommittee) presiding.

Also present: John R. %bark, executive director; Courtenay M.
Slater, economist; George D. Krumbhaar, Jr., minority counsel; and
Walter B. Laessig and Leslie J. Bander, economists for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman Proxmire. The subcommittee will come to order.

This morning the Subcommittee on Priorities and Economy in Gov-
ernment is beginning its hearings on oil prices and phase I1. We had
originally hoped to hold these hearings last November, when phase I1
was just beginning. In a sense, it is fortunate that the press of other
business caused these hearings to be postponed for a few weeks, for
now we have a much clearer idea of what phase IT is—and of what it is
not.

Phase IT of the anti-inflationary program consists of mandatory,
legally enforceable controls on price and wage changes in the private
economy. While I have long been an advocate of price and wage guide-
lines, the sweeping, complex system of mandatory controls which has
been adopted 1s not the type of guideline policy that conditions call
for. Nonetheless, since it is the path that has been chosen, I can only
hope that it meets with success in its immediate objective of reducing
the rate of inflation.

Even if phase IT exceeds the most optimistic hopes for its success,
we will have won only one small battle in the fight against inflation.
I do not know any informed observer who would not agree that if we
are to combine reasonable price stability with truly full employment
for any but the briefest period, we must make some drastic improve-
ments in the structure of our economy.

The phase 1I price and pay controls will go down in history as a
serious anti-inflationary effort only if they are accompanied by major.
new efforts to obtain a more efficiently structured economy. Such an
effort should begin with sweeping reform of the many Federal policies
which directly affect specific prices.

(1)



2

I know of no industry in which Federal policies have a bigger direct
impact on prices than in the oil industry. Import controls alone cause
oil prices to be more than $1 per barrel higher than they would other-
wise be and, as I calculate it, that means that an average American
family pays about $100 more 1n fuel prices than they would pay if we
didn’t have an oil import policy or program.

Weak Federal antitrust policy and Federal sanctioning of State
prorationing systems further restrict the competitive forces which
could help keep prices down.

The situation appears to be getting worse rather than better. As
our energy demands have grown, the 1mport quota system has become
increasingly anachronistic. At the same time, permissiveness toward
mergers and concentration has further diminished already far too
limited competition. The demands for reform are growing.

This growing dissatisfaction with oil policy is anything but sur-
prising if we Jook at the increased consumer costs in recent years.
According to estimates prepared by my staff, the consumer cost of
the oil import quota program alone was $7.5 billion higher over the
6 years 1965 through 1970 than it was over the preceding 6-year period
1959-64. The increase in consumer cost exceeded the increase in total
domestic production and exploration expenditures for both oil and gas.

In other words, if the objective is to promote increased domestic
exploration and production, the Federal Government could have paid
the entire cost of this directly out of the consumer’s tax dollar and still
have saved the consumer money.

Without objection, the stafl analysis supporting this estimate, and
a letter from G. A. Lincoln, Director, Office of Emergency Prepared-
ness, relating to the value of import licenses will be included in the
record at the end of my opening statement.

While the consumer costs of Federal oil policy have grown and
grown, there is serious question whether Federal policies are at all
effective in meeting their prime objective of providing secure and
readily available domestic sources of energy for our future use. The
importance of wise development and conservation of our energy re-
sources as well as the necessity of fighting inflation make it urgent that
we reexamine Federal oil policies. These hearings have been called
with the hope of identifying those possibilities for policy change which
would contribute most to an effective anti-inflation effort consistent
with encouraging the development of our energy resources.

(The staff analysis and letter referred to in Chairman Proxmire’s
opening statement follow:)

MINIMUM CONSUMER COST OF OIL IMPORT QUOTA PROGRAM AS PERCENTAGES OF SELECTED OIL INDUSTRY
DOMESTIC EXPENDITURES

Cost 1959-70 1959-64 1965-70
1. Oil well and asseciated dry holes_ _ oo . 148.8 110.3 186.3
2, All wells (oil, gas, and dry holes).. ... ... . _.....___.. 99.9 75.6 123.2
3. Production oil and gas (including directly attributable overhead).._._. 137.8 123.7 148.4

4. Alt exploration (oil and gas). _ .o ... 108.1 91.3 121.1

By almost any standard the minimum consumer costs of the oil import quota
program have increased far more rapidly than have oil industry expenditures for
domestie exploration.

During 1965-70 minimum consumer costs of the oil import quota program were
equal to all costs of oil wells, their associated dry holes and 68.89, of all oil and
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gas production expenditures (including overhead costs directly attributable to
production).

Comparing the 1959-64 period with the 1965-70 period:

1. The minimum consumer costs of the oil import quota program were $7.4
billion higher in 1965-70 than in 1959-64.

2. Total expenditures on oil wells (including equipping) and their associated
dry holes increased $22 million. The minimum increased consumer costs of the
oil import quota program were over 361 times as large.

8. Expenditures on ALL oil and gas wells (including dry holes) increased $543
million. The minimum increased consumer costs of the oil import quota program
were over 13.6 times as much.

4. Total production expenditures, including directly attributable overhead
costs, increased $3,513 million. The minimum increased consumer costs of the
oil import quota program were over 2.1 times as much.

5. Total “exploration expenditures,” including all dry holes, increased $3,221
billion. The minimum increased consumer costs of the oil import quota program
were nearly 2.3 times as much.

OIL IMPORT CONTROL MINIMUM COST TO CONSUMERS AND INDUSTRY EXPENDITURES ! FOR WELL DRILLING,
PRODUCTION, AND EXPLORATION, 1959-70

{In millions of dolars]

Qil wells 2 and Oil and gas i
Consumer associated wells3and  Production,f Exploration,$

Year cost dry wells  all dry holes oil and gas oiland gas
825 1,436 1,988 1,088 1,509
1,548 1,631 2,424 X 2,045
1,832 1,605 2,398 1,455 .
1,911 s 2,577 1,535 2,324
2,250 1,630 2,303 1, 1,845
2,300 1,630 2,427 1,613 2,108
X 1,650 2,401 1,685 1,971
2,659 1,522 2,361 1,895 2,136
2,060 1,528 2,299 1,933 2,396
3,773 1,656 2,409 2,094 3,218
4,441 1,692 2,611 2,189 2,896
2,58 1,64 2,579 2,37 2,287
28,732 19, 362 28,777 20, 837 26, 587
10, 666 ,670 14,117 8,662 11,683
18,066 9,692 14,600 12,175 14,904

1 Minimum cost based on values of import allocations.

2 Joint association survey of the U.S. oil and gas producing industry, sponsored by the Amrican Petroleum Institute,
the Independent Petroleum Asscciation of America and Mid-Continent Oit & Gas Association (drifling costs and sec. II).

3 Costs of drilling and equipping wells as reported in various issues of pt. I of JAS plus dry hole expenditures attributed
to ﬂ“ on the assumption that these costs are incurred by oil and gas in proportion to outlays on successful oil and gas
wells.

4 Production expenditures including diract overhead.

s Drilling and equipping all exploratory welis. Including dry holes, acquisition of undeveloped acreage, lease rentals
cost of carrying leases, geological and geophysical outlays, contributions to test wells, land department (leasing and
scouting) and ‘‘others,”’ including direct overhead.

ESTIMATED MINIMUM CONSUMER COSTS OF OIL IMPORT CONTROLS, 1953-70

{{n millions of dollars}

Districts

1 -1V all

except
Year Residual Other Total ~ residual Vall 1-v
1959 (9 months). 34 465 499 226 100 825
1960_ 73 795 868 539 141 1,548
1961. 61 945 1,006 683 143 1,832
1962 31 989 s 122 169 1,911
1963. 30 1,099 1,129 945 176 2,250
1964. 16 1,123 1,139 976 185 2,300
1965. 0 1,237 1,127 1,090 219 2,546
1966. 0 1,287 1,287 1,139 233 2,659
1867. 0 1,073 1,073 775 212 2,060
1968. 0 1,712 1,712 1,675 386 3,773
1969. 0 1,878 1,878 2,0 535 4,441
1970..... 0 1,272 1,272 951 354 2,587
1959 to 1970 245 13,875 14,120 11,799 2,853 28,7132

1959 to 1964 245 5,416 5,661 4,091 914 ,

1965 to 1870, 11I1TTIIIITIIIITTT 0 8,459 8,459 7,668 1,939 18,066
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OIL SUBJECT TO EXTRA COSTS BECAUSE OF IMPORT CONTROLS 1

[In thousands of barrels]

Districts

1 -1V
all but \
Year Residual Other residual alt
226,391 774,986 1,131,683 333,154
293, 532 1,059, 570 1,539,030 468, 846
302,950 1,112,155 1,518,400 475,230
309, 520 1,153,620 1,604,175 483, 930
302,950 1, 156, 320 1,719, 880 564, 065
324,642 1,182,180 1,774,734 527,772
0 1, 236, 985 1, 816, 605 547, 865
0 1,287,720 1,898,000 582, 905
0 1,341,740 1,937,055 606, 265
0 1,426,302 2,094,252 644, 160
0 1,444670 2,252,780 669, 410
1} 1, 541, 395 2,261,905 673,790

! Domestic demand derived from U.S. Bureau of Mines tables.
2 Data for 1959 at 75 percent of years figures because program went into effect Apr. 1, 1959.

ExecUuTIVE OFFICE OF THE PRESIDENT,
OFFICE OF EMERGENCY PREPAREDNESS,
Washington, D.C., December 3, 1971.
Hon. WILLIAM PROXMIRE,
U.S. Senate,
Washington, D.C.

DEAR 'SENATOR PrOXMIRE: This is in response to your letter of October 25,
requesting an estimate of the annual value of import licenses for erude and un-
finished il in Districts I-IV and V for the years 1959 to 1970, and also for resi-
dual fuel oil for the same period.

‘While there are no ready or precise measures of the unit values of licenses, our
staff, together with that of the Office of Oil and Gas of the Department of the
Interior, has prepared tentative technical estimates of these values, as shown
in the attached staff paper.

I hope this information will be helpful to you. It is sent in an effort to be
responsive to your request, and in no sense represents an official endorsement of
the data.

Sincerely,
G. A. LincoLN, Director.
Enclosure.
ESTIMATED UNIT VALUES OF OIL IMPORT ALLOCATIONS
[Dollars per barrel}
Districts
Qverseas crude

Year 1-1v A Residual
$0.60 $0.30 $0.05
.30 .25
85 .35 .20
85 .35 .10
95 .35 .10
.95 .35 .05

1.00 40 0

1.00 .40 0

1.10 .50 ¢

.50 20 0

1.20 60 0

1.30 .80 0

1.40 .90 0

25 .15 0

Note: Implicit unit market values realized by refiners without foreign overseas crude oil which ‘‘trade out'’ allocations,
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Chairman Proxarnre. Our first witness this morning is the distin-
guished senior senator from Alaska, Ted Stevens. Alaska, of course,
is where the oil is these days. The policy questions surrounding the
development and transportation of Alaskan oil are enormous, and they
are of widespread public interest. )

Senator Stevens, we are pleased that you could be here this morning
to share with us your expert knowledge of recent developments in

oil policy. Please go right ahead with your statement.

STATEMENT OF HON. TED STEVENS, A U.S. SENATOR FROM THE
STATE OF ALASKA

Senator Stevexs. Mr. Chairman, I thank you very much for permit-
ting me to be here.

Ig would like to follow the suggestion in your letter to me and file
my prepared statement in toto and take a few minutes of your time
to sort of roam through it, If that is all right.

Chairman Proxaixre. Fine. We would appreciate that, It is a long
detailed prepared statement which is very helpful, and the entire pre-
pared statement will be printed in full in the record, so you can go
ahead and summarize.

Senator Stevexs. Mr. Chairman, there are 15 geological basins in
Alaska, and only two of them are in producing status. One is the North
Slope and the other is the Cook Inlet.

My attention was called to your background study prepared for
your committee November 3, by a series of calls that I received, which
indicated that we had a new oilfield in the Alaska Gulf. This subject
is the main reason for my appearance here today. I would like to
address myself primarily to that point, and also I would like to
comment on the oil import program which you yourself have just
mentioned.

The only true major oil reserve that we have in Alaska is the North
Slope. We have discoveries in the Cook Inlet but the production there
has only recently passed the 100,000 barrel a day workmark.

On the other hand the North Slope reserves are enormous. The
background study of November 3, which was prepared for your com-
mittee, resulted in widespread reports in the news media that there
was a vast new oilfield in the Gulf of Alaska rivaling the North Slope
in size. The word “larger” that appears in the report is in itself to me
meaningless. I feel we must distinguish between the terms of potential
and proven reserves.

These phrases have specified meanings in this context as far as the
Alaskan reserves are concerned. They are used in different contexts
by persons who apparently do not understand the difference between
potential and proven reserves; but the difference is real.

On the one hand, oil industry spokesman say this country’s oil re-
serves are declining, and that if things do not change, they are likely
to continue to decline. From this point of view, one may conclude that
we are running out of oil.

On the other hand, some experts have stated in effect that there is
ample oil and gas in North America to supply our future needs for
years to come.
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In the first statement, the spokesmen see that the reserves as barrels
of oil or cubic feet of gas known to be present and capable of bein
produced are declining. This is true. Our demand for energy in genera
and petroleum in particular is increasing and the recent fact of the
matter is that known reserves are not keeping up with this demand.

The second statement is entirely different from the first and refers
to the potentially producible but as yet undiscovered oil and gas un-
derlying North America. As a basis for this statement, experts have
studied the basinal areas of North America and using, among other
things, the volume of strategraphic sections present, have concluded
that considerably more as yet undiscovered oil and gas exists in North
America than the total amount of oil and gas which has already been
produced here.

_The critical fact is that the experts do not know where these un-
discovered petroleum accumulations are located. They may know the
general area, but because it is extremely risky to speculate as to the
possibilities of oil in any geologic formation merely from looking at

.the surface without extensive drilling. it becomes necessary to wait
until extensive exploration has been conducted. Until then all of these
potential production areas are still mere possibilities.

Mr. Chairman, the Alaska Gulf is an extremely large body of water
extending for over 600 miles east to west; it lies off south central
Alaska rather than off the northern area ‘as the background study
indicates.

The oil industry has obtained some seismic data in part of this area.
Large underwater geological structures are present beneath the Gulf
(f)if éla.ska and could provide the necessary traps for possible oil or gas

elds.

These structures occur in a portion of the Gulf of Alaska beneath
deep waters, from 40 to 200 fathoms, and are found many miles from
shore. On shore along the coast, a few holes have been drilled but no
<commercial production has been encountered in this area.

Shows of oil are known to be present and approximately 125 oil
‘seeps have been noted. Porous rock has been indicated in some on-
:shore wells but there is no evidence as yet that this rock extends out
under the water into the area of the large geologic structures.

Only one well has been drilled in the gulf, on Middleton Island, and
this was a dry hole. While the gulf appears to have potential, pres-
ently it does not contain one single proven well and has not produced
one barrel of oil. , .

To be of commercial significance, this area will have to contain oil
in very large quantities. The area is remote and the environment
severe. Winds of 100 to 125 miles per hour commonly occur. Waves
in the area have been reported between 85 and 95 feet high. Thus, a
small oilfield would not be able to support the high cost of develop-
ment in this area any more than it would on the North Slope.

I have included a letter in my prepared statement from our Gover-
nor, Bill Egan, to the Under Secretary of the Interior, William
Pecora. Governor Egan has taken the position that the exploration
in the Gulf of Alaska should come after the development of the North
Slope proven oil reserves.

There is a potential in the Gulf of Alaska and, Mr. Chairman, I
would like to file with you a letter I just received on my return from
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Alaska last night which is dated January 3, 1972, from Under Secre-
tary Pecora, who signed it, as a matter of fact, as Acting Secretary.
It concerns the Department of the Interior’s plans for the Gulf of
Alaska. I have provided the staff with additional copies.

Chairman Prox»ire. Without objection, that letter will be printed
in full in the record at this point.

Senator Stevexs. Thank you very much.

(The letter referred to follows:)

DEPARTMENT OF THE INTERIOR,
OFFICE OF THE SECRETARY,
Washington, D.C., January 3, 1972.
Hon. TED STEVENS,
U.S. Senate,
Washington, D.C.

DEAR SENATOR STEVENS: Your December 7, 1971, letter requested information
concerning your forthcoming testimony before the Sub-committee on Priorities
and Economy in Government of the U.S. Senate Joint Economic Committee.
We realize there has been some confusion regarding the comparison of the petro-
leum possibilities of the Gulf of Alaska and the North Slope, and we welcome
the opportunity to comment.

When a comparison of the petroleum potential of these two petroleum prov-
inces is undertaken, it should be borne in mind that the existing conditions
are not uniform. In the case of the North Slope, large petroleum reserves have
been proved by the exploratory drilling completed to date, whereas the onshore
exploratory drilling conducted along the Gulf of Alaska has failed to discover
any reserves. An estimate of potential resources is the only basis for comparison.

The term “reserves” describes that portion of total resources that has been
identified by drilling and is considered to be economically recoverable. The term
“resources” is a gross approximation of the total amount of petroleum fluids
geologically inferred to be originally in place in sedimentary rocks down to a
depth of 20,000 feet. Resource estimates are not of proved reserves, and the actual
amounts of oil and gas that will be found by drilling to be economically produci-
ble will be very much less.

The North Slope has proved reserves in Masozaic and Paleozoic rocks, mostly
at Prudhoe Bay variously estimated from 10 to 20 billion barrels. The Gulf of
Alaska has not proved reserves at present, although the old Katalla field pro-
duced 154,000 barrels from Tertiary rocks before its abandonment in 1933. Rocks
older than Tertiary rocks in the Gulf province are metamorphosed and not likely
to contain petroleum.

A categorization of these two provinces must avoid comparison of a known
with an unknown. Therefore, we have developed the following potential resource
estimates using the classification method developed by Hendricks in “Resources
of Oil, Gas, and Natural-Gas Liquids in the United States and the World”, U.S.
Geological Survey Circular 522, 1965 :

Guif of Alaska

North Slope Tertiary Province

Crude oil {millions of barrels) 125, 000 40,000
Natural gas (trillions of cubic feet). .. 375 120
Natural gas liquids (millions of barrels; 10,000 3,200

The Middleton Island—Icy Bay area in the Guif of Alaska, where nomina-
tions of tracts to be offered for lease where obtained from the petroleum indus-
try in December 1968, is only a fractional part of the overall Gulf petroleum
province, This is the area under consideration for an offshore lease sale and
contains approximately 10,000 square miles, of which approximately 1,000 square
miles, of which approximately 1,000 square miles may be offered. The estimated
potential resources for the lands to be offered are : .

Crude oil—miilions of barrels —— - 1, 600
Natural gas—trillions of cubic feet 3
Natural gas liquids—millions of barrels

- 80
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The Department’s tentative OCS leasing schedule includes a proposed sale
in the Gulf of Alaska (or one of comparable potential reserves) prior to 1976
in order to comply with the President’s energy message of June 4, 1971. Publie
hearings will be scheduled and environmental impact statements will be pre-
pared before a Department decision will be made whether the sale is to be held.
At present, dates for these actions have not been set although the public hearing
notice is indicated on the tentative scheduel to be issued in January 1972.

Development on the North Slope has been slowed pending the decision on the
trans-Alaska pipeline. Significant productive capacity exists that awaits only
market transportation facilities. There has been only one exploratory test in
the offshore portion of the Gulf of Alaska (Tenneco’s Middleton Island well) ;
it was unsuccessful, and productive capacity in the Gulf province has yet to
be established. It is estimated that a lead time of 7 to 10 years following a
sale will be required to market any significant production from this province if
exploratory efforts are successful.

Please advise if we can provide any further information.

Sincerely yours,
(S) BILL PECORA,
Acting Secretary of the Interior.

Senator Stevens. In reference to page 19 of your background study,
you said “Nor has the Department of the Interior made available its
preliminary assessment of offshore northern Alaska (Cordova)-—an
area which is understood by some to be larger than the North Slope,
but which might interfere with the North Slope pricing expected by
the oil industry.” It is my belief that some people have interpreted
this phrase incorrectly. In fact, I have seen some press reports where
members of your stafl have implied this is an available, proven reserve
which could be used at any time and is, in fact, an alternative to the
North Slope development.

As the chairman well knows, we have been waiting for almost 2
years for the issuance of a permit from the Department of the Interior
so that the trans-Alaska pipeline can be built. We are quite hopeful
that the permit will be issued soon, because there is a delay factor
involving the litigation which is still pending. This enjoins the Secre-
tary from finally issuing the permit until the District Court of the
District of Columbia has concluded its review of the environmental
impact statement under the National Environmental Protection Act.

In any event, I would like to make it very clear to the committee
and to everyone concerned that the Gulf of Alaska is not an alterna-
tive to the development of the North Slope. We have great hopes
over the years to come that the potential for oil development in the
Gulf of Alaska will be proven to be very great. For that matter, we
would also like to prove the potential in our other provinces which
are felt to be capable of producing oil and gas. But to date, the poten-
tial of the Gulf of Alaska has not been proven. Attempts to prove it
have all been negative. Thus I feel that the comment which is in your
background study should be understood to be in reference to a poten-
tial for an oil and gas field rather than a proven oil and gas field.

Incidentally, there is a comment in the Oil and Gas Journal of
November 15, which made headlines in the Washington Post, and I
quote : “Oil Find Off Southern Alaska Said To Rival the North Slope.”

I would like to put that in the record to demonstrate to you why I
have taken your time this morning. There has been no oil find off south-
ern Alaska.

Chairman Proxmrre. Without objection, that will be printed in the
record at this point.

Senator Stevexns. Thank you, Mr. Chairman.

(The information follows:)
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[From the Oil and Gas Journal, Nov. 15, 1971]
FictioNn AND FAcCT
THE FICTION

“0il find off southern Alaska said to rival the North Slope.”—Headline in
Washington Post, page 1, November §, 1971.

THE FACT

The source for this alleged discovery is a single sentence in a 102-page
“Background Study” on oil prices compiled for the Joint Economic Committee
of Congress. The sentence reads: “Nor has the Department of Interior made
available its preliminary assessment of offshore northern (sic—he meant south-
ern) Alaska—Cordova—an area which is understood by some to be larger than
North Slope, but which might interfere with the North Slope pricing expected by
the oil industry.”

The background study was prepared by Martin Lobel, legislative aide to Sen.
Willinm Proxmire (D-Wis.), chairman of the joint economic committee. In an
interview with a reporter for the Washington Post. Lobel elaborated on this
supposed giant Cordova oil field in the Gulf of Alaska. He and the Post spin a
tale of conspiracy in which the Department of Interior and the oil industry are
pictured as sitting on these huge deposits to avoid upsetting plans to build the
trans-Alaska pipeline and market oil from Prudhoe Bay.

This is an outrageous example of the complete fabrications, slanted analysis,
and insidious innuendoes that too often are fed to Congress as so-called back-
ground material about oil industry operations. There are at least three basic
untruths in this sensational story.

First, there is no Cordova field. Katalla field was located about 50 miles east
of the town of Cordova on the southern coast of Alaska, but it was pennyante
stuff.

The possibility of oil had long been indicated there by the presence of abundant
seeps in the coastal Katalla-Yakataga areas. Following discovery of the shallow
Katalla field in 1902, 40 wells were drilled in the area over the next 29 years, the
deepest going to 2,350 ft. During 1902-1933, the field produced only 154,000 bbl
of oil, averaging less than 14 b/d. This stripper production ended in 1933 when fire
destroyed the topping plant which was processing Katalla oil. The field was
shut in for lack of local market. It was not considered feasible to rebuild the
plant.

The Katalla-Yakataga region enjoyed a short revival in the mid-1950’s. Two
groups, one with Phillips Petroleum as operator and another with Colorado
Oil & Gas as operator, put down six expensive, deep wildcats on concessions
along the coast. One drilled as deep as 12,054 ft. None was commercial and all
were abandoned.

Oil and gas has been discovered considerably northwest of Cordova in Cook
Inlet and the Kenai Peninsula. But proved reserves for the entire southern
coastal area, including Cook Inlet and Kenai, have been estimated at only 600
million bbl, hardly a rival to proved reserves of 9.6 billion at Prudhoe Bay on
the North Slope.

Second. There has been no discovery in the Gulf of Alaska where the huge
unreported deposits are supposed to be located.

The only deep well ever drilled on the Outer Continental Shelf off southern
Alaska was in state waters, 3 miles off Middleton Island. That was a dry hole.

Third. There have been no deep wells drilled in the federal portion of the OCS
off southern Alaska. Many core holes have been drilled by the industry under
permits issued by USGS anticipating a federal lease sale within 5 years. But core
holes are limited to 300 ft., hardly deep enough to discover another Slope.

The actual situation is this: The gulf waters are prime virgin hunting ground
for which geologists have great hope. But no matter how high the hopes generated
by promising geologieal structures, by seismic work. or by core holes, until a well
is drilled and production tested, it's simply a falsehood to claim a huge oil field
exists.

Senator Stevexs. There are no indications at the time that the Gulf
of Alaska does, in fact, rival the North Slope. I hope, after we have
developed the North Slope for the interest of the Nation as a whole.
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that the Gulf of Alaska will prove to be as great a resource if not larger
than the North Slope.

Incidentally, for your information, it may be helpful to place in the
record or in the committee files the American Association of Petroleum
Geologists Memoir of 1971 concerning the possible future petroleum
resources of the Pacific margin,

Chairman Proxmire. How long a document is that, Senator ?

Senator Stevens. This is 15 pages. ’

Chairman Proxmire. We will keep it in the record.

(The information follows:)

[Eprror’s Nore.—The figures (charts) alluded to in the text of this article may be found in
the committee room files]

PossiBLE FUTURE PETROLEUM RESOURCES OF PACIFIC-MARGIN TERTIARY BASIN,
ALASKA!

(By George Plafker ?)

Abstract.—The Alaskan Pacific-margin Tertiary basin includes an onshore
and offshore area of approximately 40,000 sq. mi. (103,600) sq. km.) underlain
by a thick sequence of continental and marine strata ranging in age from Paleo-
cene through Plocene. The Tertiary sequence is broadly divisible into (1) a thick
lower unit of well-indurated, intensely deformed rocks, mainly of Paleocene
and Eocene age, and (2) an upper unit, largely of Oligocene through Pliocene
age, that is notably less deformed and indurated. Most of the known indications
of petroleum in the basin are in rocks of the younger sequence, which has a com-
posite thickness on the order of 20,000-25,000 ft (6,096-7,620 m). The petroleum
possibilities of the younger sequence appear to be good if adequate reservoir
sandstone can be found in favorable structural positions. The early Tertiary
sequence is too indurated and too intensely deformed to have more than modest
potential for accumulation of petroleum in commercial quantities, and pre-
Tertiary rocks are considered to be an effective basement for petroleum.

INTRODUCTION

A thick sequence of Tertiary marine and nonmarine bedded rocks fringes the
Gulf of Alaska from the vicinity of Cross Sound on the east to Chirikof Island
on the west (Fig. 1). Tertiary and Quaternary strata probably also extend off-
shore over much of the contiguous continental shelf. Geographically, the Ter-
tiary basin can be subdivided into two parts. The eastern part is characterized
by an essentially continuous belt of Tertiary outcrops up to 60 mi (96 km) wide
along the southern margin of the Kenai-Chugach-St. Elias Mountains (Gulf of
Alaska Tertiary province). In the western part, Tertiary rocks are discontinu-
ously exposed as a narrow fringe several miles wide along the Pacific side of
the Kodiak group of islands, in the Trinity Islands, and on Chirikof Island
(Kodiak Tertiary province). In this paper, the Gulf of Alaska Tertiary province
is extended westward to include Tertiary rocks in the Prince William Sound
region and the adjacent continental shelf (Prince William Sound district). The
boundary between the Gulf of Alaska and Kodiak provinces is taken arbitrarily
as the east-west line that extends between the Kenai Peninsula and the Kodiak
Island group (roughtly 59° N lat.).

Geologically, the Tertiary sequence is broadly divisible, as shown in Figure 1,
into (1) a lower unit of well-indurated, intensely deformed rocks of early Terti-
ary (mainly Paleocene and Hocene) age, and (2) an upper unit of mainly mid-
dle and late Tertiary age that is notably less deformed and indurated. Most
of the known indications of petroleum in the basin, including many oil and
gas seeps and one small oil field, are in rocks of the younger sequence, and it is
this sequence that is judged to hold the best possibility for future petroleum
discoveries in the Alaskan Pacific-margin Tertiary basin.

The basin is 900 mi (1,448 km) long and from 2 to 60 mi (3 to 96 km) wide
onshore. Its land area is about 6,000 sq mi (15,540 sq km), and the total area of

* Manuscript received, June 10, 197). Publication authorized by the Director, U.S.
Geological Survey.
2 U.8. Geological Survey.
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land and continental shelf inferred to be underlain by Tertiary rocks is ap-
proximately 40,000 sq mi (103,600 sq km). Of this total, roughly 25,000 sq mi
(64,750 sq km) is believed to be underlain mainly by rocks of middle and late
Tertiary age. If an average thickness of 10,000-15,000 ft (3,048-4,572m) is as-
sumed for these younger rocks, their volume is on the order of 50,000-75,000 cu
mi (208,350-812,525 cu km). The maximum thickness of the carly Lertiary se-
quence is on the order of several tens of thousands of feet, hut its prevailing
structural complexity and lack of key beds preclude reliable thickness measure-
ments.

The Tertiary rocks are known from outcrops in the foothills and from geo-
physical investigations and 70 wells drilled along the coastal lowland of the
Gulf of Alaska Tertiary province. Systematic surface mapping of the Tertiary
basin has been carried out intermittently since 1944 as part of the U.S. Geologi-
cal Survey’s program of petroleum investigations in southern Alaska. Recent
geologic publications on the Gulf of Alaska Tertiary province include a summary
report and a series of detailed maps by D. J. Miller (Miller et «al., Miller.
1961a-e) ; the results of a reconnaissance of the Prince William Sound district
(Plafker and MacNeil, 1966) ; a compilation geologic map of the province by
Plafker (1967), based mainly on Miller’'s maps but incorporating some unpub-
lished data by Plafker and petroleum-company geologists; and an interpreta-
tion of the structural development of the province by Stoneley (1967).

The principal recent sources of information on the geology of the Kodiak Ter-
tiary province are a brief report on the Trinity Islands by Kirchner (1957) and a
reconnaissance geologic map and a stratigraphic summary of the Kodiak group
of islands by Moore (1967, 1968). Evaluations of the petroleum potential of the
region were given by D. J. Miller (in Miller et al., 1959) and Grantz (in Gates
et al., 1968). A brief synthesis of the tectonic history of the basin and contiguous
areas was made by Plafker (1969). The sources cited, which contain extensive
bibliographies on earlier investigations in the region, form the basis for this dis-
cussion of the petroleum potential of the Alaskan Pacific-margin Tertiary basin.
The results of marine geophysical investigations in the region are presented in
the paper by von Huene, Lathram, and Reimnitz. (this volume).

STRATIGRAPHIC SUMMARY

The Tertiary bedded rocks of the basin are entirely clastic sedimentary and
volcanie rocks that represent each epoch from Paleocene through Pliocene. Rocks
of Pleistocene age are exposed on Middleton Island and also may be present lo-
cally on the mainland within the Gulf of Alaska Tertiary province. Rocks of de-
finite Paleocene age have been identified only in the Malaspina district (Addicott
and Plafker, unpub. data). They probably are present elsewhere in the basin, but
have not been dated because of the prevailing complex structure and scarcity of
diagnostic fossils. The bedded sequence, with a maximum thickness of tens of
thousands of feet, includes both marine and nonmarine units. Three major sub-
divisions of Tertiary rocks, which are recognized on the basis of fossils and gross
lithologic characteristics that are believed to correspond to major changes in the
depositional environment of the basin, are: (1) the Paleocene through lower
Oligocene, (2) the middle Oligocene through lower Miocene, and (3) the middle
Miocene through Pliocene (and locally Pleistocene). The changes in depositional
environment are characteristically gradational and appear to be time-transgres-
sive in different parts of the basin. Figure 2 shows a tentative correlation chart
of stratigraphic units in the basin; the approximate thickness and inferred cor-
relations of selected surface and well sections are shown in Figure 3.

LOWER TERTIARY SEQUENCE

The oldest Tertiary rocks consist of complexly intertonguing, deep-water marine
pillow lava, tuff, and tuffaceous sandstone and siltstone that comprise (1) the
Ghost Rocks Formation and Sitkalidak Formation in the Kodiak Tertiary pro-
vince, (2) at least the lower part of the Orca Group and its equivalents in the
Prince William Sound and Katalla districts (Plafker, 1967), and (3) the “un-
named siltstone” unit of the Yakataga and Malaspina districts. These rocks were
inferred to be of Paleocene and Eocene age on the basis of their stratigraphic
position and the few diagnostic fossils collected from them.

In the Gulf of Alaska Tertiary province, the lower units appear to grade upward
into rocks characterized by abundant intertonguing arkosic. pebbly, and coal-
bearing sandstone that is commonly calcareous ; the sandstone also is zeolitized in

73-169—72. 2
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many places. These coal-bearing rocks are of shallow-marinne and nonmarine
origin., Their fauna and flora suggest that they were deposited during late Pale-
ocene to late Eocene and possibly early Oligocene time in a subtropical to tem-
perate environment. Rocks of this age include (1) the Kushtaka Formation and
perhaps the lower Tokun Formation of the Katalla district and (2) the Kulthieth
Formation in the Yakataga and Malaspina districts. The upper part of the Orca
Group in Prince William Sound and the marine sandstone and siltstone of the
Sitkalidak Formation in the Kodiak Tertiary province may be correlative with
these units, but they have not yielded age-diagnostic fossils.

All the early Tertiary sedimentary rocks are characteristically hard, dense, and
intensely deformed. Although many of the cleaner sandstones appear porous and
friable in outcrop, surface samples that have been examined microscopically have
negligible porosity. In places these rocks are mildly metamorphosed and are cut
by potash-rich granitic plutons in the Prince William Sound district and by small
hypabyssal mafic intrustives in the Katalla, Yakataga, and Malaspina districts.

A general scarcity of age-diagnostic fossils or lithologieally distinctive beds and
the prevailing structural complexity in all the lower Tertiary units preclude ac-
curate determination of their relative stratigraphic positions and thickness. In
outerop the sequence is estimated to be roughly 25,000 ft. (7,620 m) thick in the
Kodiak Tertiary province, several tens of thousands of feet in the Prince William
Sound district, and probably at least 20,000 ft. (6,096 m) thick in the Katalla
district. The sequence appears to thin east of the Katalla district and is not known
to be exposed in the Lituya district.

MIDDLE TERTIARY SEQUENCE

The lower Tertiary rocks in the Gulf of Alaska Tertiary province are overlain
by a marine sequence consisting predominantly of interbedded concretionary
mudstone and siltstone with subordinate sandstone. This sequence is charac-
terized locally by the presence of interbedded tuff, agglomerate, glauconitic
sandstone, and pillow lavas. The contact between these units generally is not well
exposed, but the prevailing abrupt changes in lithology and structural deforma-
tion across it indicate that it is most probably an unconformity in party of the
region. Small porphyritic alkaline plugs and dikes cut the middle Tertiary se-
quence in the Katalla district. The sequence, which includes the Katalla, upper
Tokun(?), Poul Creek, Cenotaph, and Topsy (?) Formations, was deposited dur-
ing Oligocene and early Miocene time in temperate water that was moderately
deep to deep in the southern Katalla district and somewhat shallower toward the
east. The mudstone and siltstone are richly organie in the central part of the
Gulf of Alaska Tertiary province, and the sequence there contains many petro-
liferous beds and oil and gas seeps. The sandstone-“shale” (actually mainly silt-
stone and mudstone) ratio of these units is 20 percent or less ; most of the thicker
sandstone beds are concentrated near the base. In the Kodiak Tertiary province,
fossil-plant- and coal-bearing sandstone, siltstone, and conglomerate of the Sit-
kinak Formation and fossiliferous sandy marine siltstone of the Narrow Cape
Formation were deposited in a nearshore environment during Oligocene through
middle Miocene time (Moore, 1969). Sandstone and conglomerate make up an
estimated 30 percent of the Sitkinak Formation and 50 percent of the Narrow
Cape Formation.

The thickness of the middle Tertiary sequence is extremely varied, and there
are abrupt changes in short distances. Measured maximum outerop thickness is
only a few hundred feet in the Malaspina district, 6,100 ft (1,859 m) in the Yaka-
taga district, and nearly 9,000 ft (2,740 m) in the Katalla district; in the Kodiak
Tertiary province, its greatest exposed thickness is about 4,000 ft (1,220 m) on
Sitkinak Island and 2,300 ft (700 m) at Narrow Cape. Rocks of undetermined
age which are lithologically similar to the Sitkinak Formation, but which con-
tain less coaly material and are partly of marine origin, crop out on Chirikof
island, where they have an estimated thickness of approximately 20,000 ft
(6,096 m ; G. W. Moore, unpub. data).

UPPER TERTIARY AND PLEISTOCENE SEQUENCE

Marine clastic rocks of Miocene to early Pleistocene age that locally are char-
acterized by abundant glacial detritus lies on the temperate-water sequence with
local unconformity. They were deposited in shallow to moderately deep water
during a time interval when shelf ice or tidal glaciers were intermittently present
along the landward margin of the basin. An abundant megafauna suggests cold-
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water conditions throughout most of the interval, except for a transitional lower
part in which progressive cooling is indicated by alternaton of cold- and tem-
perate-water forms. On the basis of the megafauna, the basc of the sequence is
probably of early middle Miocene age; studies of planktonic foraminifers, how-
ever, indicate that it would be as young as late Miocene (Bandy ¢f al., 1969).

The sequence consists mainly of fossiliferous thick-bedded mudstone, muddy
sandstone, conglomeratic sandy mudstone (marine ‘“tillite”), and minor con-
glomerate of the Yakataga and Tugidak Formations.

The composite outerop thickness of the Yakataga Formatien is about 16,500 ft
{5,030 m). The sandstone content of the formation ranges from as much as 55
percent in sections on the mainland near the northern margin of the basin to as
little as 9 percent at Middleton Island near the edge of the continental shelf.
Middleton Istand is underlain by the uppermost part of the Yakataga Formation,
which has a measured thickness of 3,875 ft (1,181 m) and contains a shallow-
water molluscan fauna indicative of a late I’liocene and early to middle Pleisto-
«cene age. Most of this sandstone has a muddy matrix to he extent that porosity
wenerally is less than 15 percent in outcerop samples.

The Tugidak Formation at its type section on Tugidak Island consists of
about 5,000 ft (1,524 m) of interbedded sandstone, siltstone, and conglomeratic
sandy mudstone of Pliocene age. Glacial detritus appears to be absent from
the coeval middle Miocene part of the Narrow Cape Formation on Kodiak Island;
this part of the formation contains a temperate-water megafauna of the same
age as that in the basal part of the Yakataga Formation (Addicott, 1969). The
Narrow Cape Formation, which is 3,700 ft (1,128 m) thick, consists mainly of
sandstone and minor conglomerate in the lower two thirds and predominantly of
siltstone in the upper third of the section.

STRUCTURE

The Tertiary rocks of the Alaskan Pacific-margin Tertiary basin are bordered
on the north and are in part underlain by highly deformed, metamorphosed, and
intruded Cretaceous and older bedded sedimentary and voleanic rocks that are
considered to have no potential for petroleum. In most places where the con-
tact between the Tertiary and pre-Tertiary sequences has been studied in detail,
it consists of a system of major steep faults or north-dipping thrust faults along
which there has been relative uplift of the older rocks. This relation is seen in the
Kodiak Tertiary province and much of the Gulf of Alaska Tertiary province. At
the few localities where the margin of the Tertiary basin is exposed in the
Prince William Sound district, it also is marked by north-dipping thrusts. In
the eastern part of the Malaspina district, in the subsurface of the Yakutat dis-
triet, and in the western part of the Lituya district, Tertiary rocks ranging in
age from probable Paleocene to Pliocene unconformably overlie the pre-Tertiary
rocks. The resulting structural style along selected sections across the onshore
parts of the Alaskan Pacific-margin Tertiary basin is illustrated in Figure 4.

Deformation in varying degrees of intensity seems to have affected the basin
throughout much of Cenozoic time. The fold-fault pattern and stratigraphy sug-
gest, however, that the deformation in onshore areas occurred primarily during
two orogenic episodes that culminated in early and late Cenozoic time. Early
Tertiary rocks that have been involved in both major orogenies are markedly
more deformed than, and locally differ in trend from, the younger sequence. Sup-
posed late Cenozoic “intersecting” structural systems in the region result at least
in part from multiple deformation, including gravitational tectonics which fol-
lowed orogenic folding, rather than from marked changes in late Cenozoic re-
gional stress patterns within the basin as inferred by von Huene et al. (1967b, p.
3658).

The older orogenic episode, which may have begun as early as Cretaceous
time and probably culminated in the Prince William Sound area in early Oligo-
cene time, resulted in complex folding and faulting of the early Tertiary sequence
and local emplacement of granitic stocks and thermal metamorphism of the sur-
rounding sedimentary sequences. Folds commonly are of short wavelength and
are tightly appressed, having flank dips greater than 50° ; locally folds are over-
turned toward both the north and south (Fig. 4, A-A’). The strike of bedding
planes and fold axes tends to parallel the structural trend of the bounding faults,
but there are numerous exceptions. The trends are most notably divergent in the
northeastern part of the Prince William Sound district and in the western
Katalla district. The Prince William Sound-Katalla area is near the axis of
oroclinal bending postulated by Carey (1958), where there must have been a sig-
nifieant local east-west component of compressive stress during this early Terti-
Aary orogeny.
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The later orogenic episode, beginning perhaps in middle Miocene time in the
Yakataga district and continuing to the present, resulted in pronounced differ-
ential uplift and faulting throughout southern Alaska. During this orogeny, the
Pacific Border Ranges were markedly uplifted, and in places they were thrust
relatively seaward along a system of major faults. Local multiple angular uncon-
formities within the Yakataga Formation record active deformation in the de-
positional basin during Yakataga deposition. Abundant glacial-marine detritus
in strata containing an early middie Miocene megafauna attests to a mountainous
area along the northern margin of the basin high enough to nourish glaciers
that reached tidewater. Continuing active deformation is indicated by tilting,
faulting, and uplift of marine rocks as young as early or middle Pleistocene on
Middleton Island, by active seismicity and earthquake-related deformation, and
by the extreme topographie relief along the northern margin of the basin. The
fold-fault pattern on land and on the offshore islands extending out to the edge
of the continental shelf, as well as the pattern of deformation associated with
the 1964 Alaska earthquake (Plafker, 1969), suggests predominant regional
NW-SE-oriented horizontal compressive deformation across the continental mar-
gin during the late Cenozoic. The regional fold-fault pattern may have been
modified significantly in the foothills belt by gravitational sliding off the mark-
edly uplifted coastal mountains. There is no onshore evidence for the pre-
dominantly vertical or extensional tectonic style that was inferred from marine
geophysical studies by von Huene and Shor (1969, p. 1899-1900).

Faults and folds in the late Cenozoic sequence tend to parallel the trends of
the older structures, and there is an apparent increase in the intensity of fold-
ing and magnitude of fault displacement from south to north across the basin.
Transverse trends are present in the structurally complex Katalla district, where
folds involving Oligocene and Miocene strata are typically of small amplitude,
tightly compressed, and asymmetric or overturned, having axial planes inclined
toward the west or north (Fig. 4, B-B’). The origin of the notably discordant
trends in the western part of the Katalla district is uncertain. They may reflect
rejuvenated early Tertiary structures or, perhaps, local deformation of the
younger rocks against more competent highs of older Tertiary rocks.

East of the Katalla district the structure of the late Cenozoic strata is domi-
nated by broad synclines and tightly appressed asymmetric anticlines cut by
north-dipping overthrust faults that strike roughly parallel with the coast (Fig.
4, C-C’, D-D’, E-E’). The structural style of some of these longitudinally faulted
anticlines, particularly in the Yakataga, Malaspina, and Lituya districets, sug-
gests that they represent the leading edges of imbricate décollement sheets that
slid southward off the uplifted northern margin of the basin. However, the de-
gree to which gravitational sliding contributed to the development of these struc-
tures cannot be ascertained without additional subsurface control. Rooted com-
pressional folds are more likely to be found seaward from the belt of décolle-
ment sheets in the Gulf of Alaska Tertiary province. In the Kodiak Tertiary
province, bedded rocks of Oligocene through middle Miocene age are character-
istically moderately to tightly folded about northeast-trending axes and are lo-
cally overturned (Moore, 1967). Relatively undeformed Tertiary rocks are pres-
ent only on Tugidak Island (in the Trinity Islands group) and on Chirikof Is-
land, where late Pliocene strata are exposed in homoclines with dips of less
than 10°. )

PETROLEUM CONSIDERATIONS
Potential sources

On the basis of the stratigraphic units in which most of the oil seeps and other
indications of petroleum are found, a probable source in the middle part of the
Tertiary sequence is indicated. Bedded rocks of early Tertiary age are believed
to have only modest petroleum potential because of their characteristically high
degree of induration. Pre-Tertiary rocks in this region are an effective basement
for petroleum.

In the Katalla and Yakataga districts, most of the known oil seeps, as well as
indications of oil in wells, are in areas with fractured outcrops of the middle part
of the Katalla Formation, the Poul Creek Formation, and the lower part of the
Yakataga Formation. Qil resembling that found elsewhere in the province seeps
from hard siltstone and sandstone of probably early Tertiary age in structurally
complex settings on the west side of Ragged Mountain in the western Katalla
district and along the southern margin of the Samovar Hills in the Malaspina
district. It has been postulated that early Tertiary rocks are the source of the
oil at Ragged Mountain and the Samovar Hills (D. Miller et al., 1959, p. 43:
Plafker and Miller, 1957). However. the composition of the oil and the structural
setting of the seeps suggest the alternative possibility that the oil is derived
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from middle Teritiary rocks that have been overthrust by the older rock units.
For the lower Tertiary sequence to be a source of petroleum, its lithologic char-
acter would have to differ markedly from that seen in outcrops. Although such
changes conceivably could occur within the vast parts of the basin that are cov-
ered by alluvial deposits, ice, or water, there is no geologic basis for believing
that source-rock characteristics should be substantially improved in such areas.

Potential reservoirs

Outcrop samples of most sandstones in the lower Tertiary sequence are com-
positionally and texturally immature. Even the best-sorted sandstone appears to
have poor reservoir characteristics because it is greatly compacted and tightly
cemented with authigenic silica, zeolites, and carbonates. Analyses show that
one of the cleanest upper Eocene sandstones sampled in the Yakataga district has
about 8 percent porosity and less than 0.01 md permeability. Some massive, well-
sorted, shallow-water sandstone units that appear to be porous and friable in the
outcrop were found to have less than § percent interstitial porosity when exam-
ined microscopically.

Better sorted and less indurated sandstone is present locally in the middle and
upper Teritary sequences, but most of the outcrop samples also have fairly low
porosity and permeability, mainly because of a fine-grained matrix of rock flour
and primary and authigenic phyllosilicates. Five sandstone samples analyzed
from the Poul Creek Formation have porosity ranging from 6.83 to 18.34 per-
cent, averaging 13.95 percent; permeability ranges from less than 0.01 to 2.3
md and averages about 11 md. The highest porosity and permeability measured
are from thin sandstone beds near the middle part of the formation. Porosity and
permeability of four of the cleanest sandstones from the lower, middle, and upper
parts of the Yakataga Formation in the Yakataga district range from 11 to 20
percent and from less than 0.01 to 12.4 md, respectively. Most of the outeropping
Yakataga sandstone that has been examined microscopically shows intergranular
space effectively plugged with rock flour, and the porosity is less than 5 percent.

The only sample tested for reservoir characteristics from the Kodiak Tertiary
province, a fine-grained Oligocene(?) sandstone from Chirikof Island, has a
porosity of 13.2 percent and a permeability of 2.6 md.

The source of the clastic sediments in the basin was primarily on the north
and northeast. Consequently, it is to be expected that average grain size and
sorting of the sandstones normally would decrease offshore. It is conceivable,
however, that sorted sands in large quantity could have heen transported well
out into the basin by some mechanism such as turbidity currents, or that un-
sorted sands may have been reworked sometime after deposition within the
basin.

Ezploration history

Abundant oil and gas seeps in the Katalla, Yakataga, and Malaspina districts,
discovered in about 1896, first directed attention to the petroleum possibilities of
the Gulf of Alaska Tertiary province and have been a major factor in encourag-
ing exploration. In 1902, the second of two wells drilled near the Katalla dis-
covery seeps found oil at a depth of 366 ft (116 m). Between 1902 and 1931,
28 wells were drilled in the Katalla field and 16 wells were drilled at nearby
locations in the district. A well also was drilled near oil seeps on the Sullivan
anticline in the Yakataga district. The deepest of these wells was 2,350 ft (716
m). In the period 1902-1933, the Katalla field produced about 154,000 hbl of
paraffin-base oil with a gravity of 41-45° Baumé at depths ranging from 360 to
1,750 ft (110 to 533 m). The oil accumulation was probably largely in fracture
porosity in a fault zone cutting steeply dipping, well-indurated sandstone and
silt-stone of the Katalla Formation. Production ended in 1933 when a fire de-
stroyed the small refinery at the field. .

Between 1954 and 1963, 25 wells and coreholes were drilled and abandoned on
the mainland in the Gulf of Alaska Tertiary province. Data relevant to these
wells and to one well drilled in the Yakataga district in the period 1926-1927 are
listed in Table 1; information on the 44 shallow holes in the Katalla district
was summarized by Miller et al. (1959, Table 3). The total drilled footage for
the wells listed in Table 1 is 225088 ft (78,331 m), and the greatest depth
reached is 14,699 ft (4,480 m). Renewed active geological and geophysical work
has been carried out in the onshore and offshore parts of the entire basin since
1963 in anticipation of state and federal lease sales on the continential shelf. In
the sale held July 19, 1966, bonuses paid to the State of Alaska for leases in the
Gulf of Alaska averaged $164 per acre; the highest bid was $761 per acre.
During the summer of 1969, Tenneco drilled the first well to test the offshore
potential of the basin near Middleton Island (Fig. 1, no. 71). Information from
that well, however, is not yet available to the public.



TABLE 1.—WELLS DRILLED FOR PETROLEUM IN GULF OF ALASKA TERTIARY PROVINCE, ALASKA, THROUGH 1969t

Location Total
number i depth
onmap Company and well name Location Year (feet) Unit penetrated 2 Results
45 Richfield 0il Corp., Bering River1________________ Berlng Lake, Katalla district. ... 1961 6,175 Tokun and Kulthieth(?) Formations_.______ Abandoned
46 Richfield Qil Corp., Bering River2____________________.do.______________________ 1961-62 6,019 Katalla and Tokun(?) Formations.___.
47 Richfield Oil Corp., Kaliakh River Unit 1._._.__.__. Ne;r‘Tslalat River, Yakataga 1959-60 14,699 Yakataga and Poul Creek(?) Formations___. Abandoned shows of gas,
istrict,
48 Richfield il Corp., Kaliakh River Unit2._________.._... d Abandoned.
49 Richfield Oil Corp., Kaliakh River Unit 2, redrill - do. Do.
50 Richfield Oil Corp., Duktoth River 1. ... 10 390 Ya!éatagat Poul Creek, and Kulthxe’(h(?) Abandoned shows of gas.
ormations.
51 Richfield Oil Corp., White River 1.____............ Near Cape Yakataga, Yakataga 1961 7,982 Yakataga and Poul Creek Formations._.... Abandoned; shows of gas and
o district. R strong flow of saline water.
52 BP Exploration Co. (Alaska), Inc., White River 2___ White River, Yakataga district... 1962 12,417 Yak_ataga, Poul Creek, and Kulthieth Forma- Abandoned.
n
53 BP Exploration Co. (Alaska), inc., White River3____.___ do. i, 1963 6,984 . dO._ .. Abandoned; shows of gas.
54 General Petroleum Corp., SUlivan 1o oooooeeoooes Jol:‘nston Creek, Yakataga 1926-27 2,005 Poul Creek Formation... ... Abandoned; shows of oil and
istrict, gas.
55 Phillips Petroleum Corp., Sullivan Unit1__._.__._. Little Rlver Yakataga district._. 1954-55 10,013 Yalgatagat, Poul Creek, and Kuithieth (7) Do.
orma ions.
56 Phillips Petroleum Corp., Sullivan Unit2_ .. _________ do. o 1956-57 12,052 ____.do. ...
57 Phitlips Petroleum Corp., Sullivan Strat. 1_...._._. Big River, Yakataga district..... 1954 , 837 Yakataga and Poul Creek(?) Formations_.._. Abandoned strong flow of
slightly sallne waler.
58 Standard 0il Co. of California, Riou Bay 1.___.___. Riou Bay, Malaspina district. ... 1962 14,107 _.__. ool Abandoned.
59 Standard Qil Co. of California, ChaixHills1-__-___ . Chaix Hills, Malaspina district... 1961 10,015 Yakataga Formation......_.._. Do.
60 Standard Gil Co, of Callforma Charx Hills 1A redrill.____. [ O, 1961-62 10,121 Yakataga and Poul Creek Formations. Do.
61 Colorado Oil & Gas Co., Malasplna .............. West shore of Yakutat Bay, 1962 1,802 Yakataga Formation_ ... ... _....__.._. Do.
R Malaspina district.
62 Colorado Oil & Gas Co., Malaspina 1A, redrill d 13,823 Yakataga and Kulthieth Formations, and Do.
. ) Pre-Tertiary(?) rocks. .
63 Colorado Oil & Gas Co., Yukutat 1______...._.__.. 9,314 Ya'k:ataga Poul Creek(?) and Kulthieth Do.
ormations.
64 Colorado Oil & Gas Co., Yukutat3._._.___._..._. 10,494 Yakataga, Poul Creek(?), and Kulthieth Do.
Formations, and pre-Tertiary rocks.
65 Colorado Qil & Gas Co., Yukutat A-1(2). - ._.........__ 11,765 Yakataga, Poul Creek(?), and Tokun For- Abandoned shows of oif and
. mations, and pre- Tertlary rocks.
66 Colorado Oil & Gas Co., Corehole 1. ____.._...___...... 3,230 Ynl;ratagat Poul Creek(?), and Kulthieth Abandoned
ormations,
67 Colorado Oil & Gas Co., Corehole 2. ... ... Near Dangerous River, 1961 5,690 _____ Q0o e eaee Do,
: Yakutat district.
68 Colorado Oil & Gas Co., Dangerous River 1._..___...__._. [+ 1960 8,634 Yakataga, Poul Creek(?), and Kulthieth(?) Do.
Formations, and pre-Tertiary Rocks.
69 Colorado Oil & Gas Co., Corehole 3. _.__.__..... Akwe River, Yakutat district.. .. 1961 5,484 Yakataga FOrmation - - oo —ooooommoo e Do.
70 Colorade Oil & Gas Co., Corehole 4__.__ .. Dry Bay, Yakutat district....._. 1961 Do.
71 Tenneco, Inc., Middleton Island State 1. ____.____. Middleton Isiand............... 1969 Do.

1 Does not include 44 shallow wells (depths less than 2,350 feet) drilled in and near the Katalia

oilfield between 1901 and 1932,

2 Inferred from lithology and microfauna,

91
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CONCLUSIONS

The 25 deep test wells and five coreholes drilled onshore since 1954 in the
central part of the Gulf of Alaska Tertiary province have been unsuccessful be-
cause structure is complex and suitable reservoir rocks have not been found in
favorable structural positions. Also, rugged terrain in these areas has limited
severely the number of locations that could be drilled. The most favorable
accessible structures exposed along the coast have been tested adequately
by the exploration carried out to date. Structures that are exposed onshore
elsewhere in the Gulf of Alaska and Kodiak Tertiary provinces have proved either
inaccessible or too small and complex to justify exploratory drilling. Nevertheless,
the abundant surface evidence for petroleum and for structural traps justifies
further exploration in the Tertiary sequence on the continental shelf and,
perhaps, beneath the unconsolidated deposits along the Gulf of Alaska coast.
Late Cenozoic deformation obviously has affected even the youngest outcropping
strata as far seaward as Middleton Island, and marine geophysical studies indi-
cate that structural traps are present over much of the intervening continental
shelf.

The critical factor for accumulation of commercial petroleum deposits probably
was the availability of adequate reservoir sandstone in close association with
middle Tertiary petroliferous mudstone and siltstone. The necessary conditions
are most likely to be fulfilled along the flanks and over the crests of structural
highs that were growing synchronously with middle Tertiary sedimentation.
Stratigraphic relations onshore suggest that some anticlines in the Yakataga and
Malaspina districts were growing intermittently throughout much of Miocene and
probably all of Pliocene time, If comparable or older synchronous highs are
present on the continental shelf, and were at or near sea level for sufficient periods
of time, they could have been the loci for accumulation of winnowed sandstone
wedges with better sorting than that of coeval sands laid down in the deeper
water of the intervening areas. Furthermore, early accumulation of hydro-
carbons in such winnowed sandstone bodies could have inhibited the type of
secondary cementation that in the outcrop has made the sandstone generally
unsuitable for commercial reservoirs.

Senator Stevens. All right. T would like to get a copy of it back as
it is my copy. I feel it is particularly relevant as it pertains to this
particular area ; namely, the Gulf of Alaska off of southeastern Alaska.

I might point out to you, Mr. Chairman, that the area off the shore
of Washington and Oregon looked equally promising a number of
years back. It is quite similar to the Gulf of Alaska as there were
oil shows in wells along the shore, as well as outcroppings which could
have indicated there were potential reservoir rocks in the area. Leases
were issued in that area and they were drilled. A large number of wells,
as a matter of fact, were drilled and no production at all was found;
so, while I have hopes for the Gulf of Alaska. I want to make it per-
fectly clear on the basis of what has happened just south of us, that
there are no great hopes for the gulf’s development in the near future.

I do believe, however, that continuing demands for petroleum in the
United States will require exploration in the area.

There are some other comments that I would like to make con-
cerning your background study’s estimates and the oil importing
program.

I don’t know if you are aware of it but I was with the Department
of the Interior as their legislative counsel when the oil import pro-
gram was formulated. I can’t say that I made the decision; I was a
staff member of the group that worked on it. It has been a program
with a tremendous impact and I believe that had it not been for the
oil import program, the oil industry could not have afforded the ex-
ploration in Alaska that led to the development of the North Slope.

The background study estimates 9.6 billion barrels as the level of
proven reserves for the North Slope.
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We have estimates up to 50 billion or on the other side of that
around 5. Regardless of the estimate you might prefer, the magnitude
of the reserve span cannot be considered as permanently reversing the
downward trend of new discoveries of oilfields in this country.

Table I of the committee’s background study shows that net annual
additions to reserves have decreased from a positive 1 billion barrels
in 1953, to a negative 1 billion barrels in 1969, with the exception in
1959 of a 1 billion barrel addition.

Just as the irregularity of 1959 could not be interpreted as a trend
reversal at the time it occurred, the North Slope reserve addition
does not make 1970 a trend reversing year; neither can the fact that
in 1970 net reserve additions, excluding the North Slope, decreased
only 231 million barrels,

Discoveries of new fields, also presented in table I of the back-
ground study, show a range, excluding the North Slope, of about 90
to 240 million barrels per year during the past 10 years. It is evident
from this series of data that even the 9.6-billion-barrel discovery
cannot be considered as signaling a permanent turnaround in our find-
ing efforts. Further, it should be remembered that the 9.6 billion bar-
rels would satisfy current demands for domestic crude oil for only 3
years and would fulfill total demands, which include imports, natural
gas liquids and domestic crude oil for 2 years at a maximum.

We can also put the 9.6 billion barrel discovery into perspective by
comparing it to a forecast of demand for petroleum. Since 1968,
demand has increased at a rate of over 4.5 percent annually. Recog-
nizing this increase, but using a more conservative growth factor of
4 percent, demand for 1980 1s estimated at 21.2 million barrels per
day. The contribution of North Slope production to this demand
requirement has been estimated at 1 million to well over 2 million
barrels per day.

If we assume the more expansive figure, the 2 million barrels, and
also that lower 48 production will continue at the indicated 1971
level, and that imports will be held at 25 percent, it will be necessary
to discover about five North Slopes before 1980, just to maintain our
present level of reserves.

Another way to place the North Slope reserve estimate in perspec-
tive is to measure those reserves against the expected growth in de-
mand. If we assume that today’s total demand for all oil will grow at
a rate of 4 percent, and that the North Slope reserves are produced
at a rate of 2 million barrels per day, then presently proven North
Slope reserves can satisfy the expected demand growth for about 3
years.

Along with the Department of the Interior, Bureau of Mines, and
the Federal Power Commission, T am convinced we are heading into
a period of serious energy shortage. I do not believe it would be of
any service to the public to indicate that the North Slope will yield
permanent security.

Alaskans hope to hear that the delays in approving the right-of-
way permit will end soon. It is not possible to indicate now, of course,
when that will happen.

The mandatory oil import program was instituted in the interest
of national security to maintain a vigorous and healthy domestic
petroleum industry. Its mechanism is the restriction of imports from
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areas where exploration and development costs have been abnormally
low in order to maintain the incentive of a price that will provide a
fair return on investment in the United States, where exploration and
development costs are relatively high.

I would like to explain, Mr. Chairman, that we are interested in
the oil and gas in Alaska because Alaska is a partner with the oil indus-
try. Under the Alaska constitution, all subsurface rights are owned
by the State and the State will benefit in terms of income through not
only royalties but also from bonus bids and leasing revenues. We are
an area that is going to depend quite heavily on this income for many
years to come.

The oil importing program has been criticized for not having im-
proved exploration and development rates and reserve levels. This
criticism is not completely fair, however, as additional deterrents have
been unfavorable economic and political climates oftentimes prevail-
ing. Certainly with no protection whatsoever from imports, the do-
mestic industry would not be able to explore adequately the remaining
areas of promise in the United States; and, as I pointed out when I
started, Alaska has 15 geologic basins, only two of them are producing
and only three of them have been explored.

The criticism of the oil import program is its alleged high cost to
consumers. The background study presents a figure of $5 billion per
year. This I assume is the same figure developed by the Cabinet Task
Force study. For several reasons this estimate may be inaccurate. The
$5 billion figure was arrived at by projecting a high delivered cost
advantage for foreign oil actually prevailing only for a few months in
the 12-year history of the import program.

I might point out, Mr. Chairman, that in 1970 a quota ticket de-
clined to where it was worth almost nothing per barrel. After the
pipeline was split and the Syrian pipeline was repaired, the price
went up to about 50 cents a barrel. With reduced tanker rates, it is
now worth about 80 to 90 cents per barrel. But the fluctuations in the
price of that import ticket are, I think, indicative that the cost ad-
vantage for foreign oil is not something that can be calculated and
predicted in terms of costs to the consumer.

The fact of the matter is that I would turn it around the other way;
I would think the advantage has been to the consumer because we
are discovering reserves such as the North Slope, we will continue to
explore, and within a reasonable rate of time we will be producing
from some of these other basins in Alaska, which will hopefully in-
clude the Gulf of Alaska.

At times during the year, as I pointed out, this advantage in the
oil import ticket has disappeared completely.

In addition there should be some other credits to the import pro-
gram record which should be recognized. They include the availability
of low-cost natural gas resulting from old exploration, taxpayments,
and lease bonuses, and payrolls from a reliable domestic industry.

Consequently, the net social cost of the import program would be
but a fraction of the $5 billion if these credits were taken into
account. .

Such an amount surely is a reasonable price to pay for our national
security through the maintenance of a healthy and viable domestic
oil industry.
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As far as the cost of energy in general is concerned, I want to make
the statement, though I feel the handwriting on the wall is clear:
‘Whether we are going to get our energy such as oil or gas from conven-
tional domestic sources or turn to lmports and synthetics, the price
curve is pointed upward.

We can press the oil hunt into still more remote and deeper areas.
We can expand the use of secondary and tertiary recovery methods in
older fields; we can import oil and oil products from halfway around
the globe. We can gasify coal. We can attempt to develop oil shales and
tar sands. But whatever we do energy is going to cost more in all
probability. o

This is not to say that current prices are not a matter of legitimate
concern. We are engaged in a national effort to halt inflation and no
price increases which cannot be justified can be tolerated.

But as the search moves out into frontier areas, both geographically
and technologically, the domestic oil industry must drill deeper, ex-
plore areas farther offshore in increasingly deeper waters, improve re-
covery techniques and probe extremely remote and difficult areas such
as the Alaskan North Slope.

For example, I am informed that the costs for drilling four wells in
the Prudhoe area have ranged from $3.5 to $7.5 million each
and have averaged $5.7 million. Such costs are approximately 20
times as much as the U.S. average onshore oil well drilled to compara-
ble depths. I am told that the cost of supporting a seismic crew on the
North Slope is nearly three times the cost of maintaining a crew in
the lower 48. One company has spent $7.5 million to build a North
Slope campsite, including $2 million just to handle sewage. The pro-
posed pipeline across Alaska is now estimated to cost over $2 billion at
a cost per mile more than five times that for a similar sized line in the
south 48. In addition, and of extreme importance to me and the people
of my State, the delay has had a severe impact on the Alaskan economy
and Alaskan employment.

And, T might say, the price of the pipeline continues to climb, the
longer 1t is delayed, the more costly it will be.

Myr. Chairman, throughout the balance of my statement, I have
somewhat roamed around. But I do want to emphasize that we have
great hope for the oil and gas future of Alaska. Yet we do not want
any more assertions that we have finds that exceed the proven re-
serves of the North Slope, which imply that we could just turn on a.
spigot and start pumping oil from the Gulf of Alaska and desert the
construction of the Alaska pipeline. That is the way that statement
was interpreted unfortunately.

I appreciate your courtesy in letting me come here today to explain
my feelings on that statement and on the reserves and the oil import
program. I would be pleased to answer any questions you might have
concerning my statement.

(The prepared statement of Senator Stevens follows:)

PREPARED STATEMENT OF HoN. TED STEVENS

Thank you Mr. Chairman, I appreciate very much the opportunity to appear
today before your Committee because some of the subjects under consideration
are of great concern to Alaska and my constituents.

The discovery of the huge oil and gas reserves on the North Slope three years
ago was the most dramatic event in the history of the State of Alaska. The
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economic future of Alaska to a very great extent is contingent upon the develop-
ment of those reserves. The North Slope discoveries also came at a very for-
tunate time for the entire nation. Since 1965, this country has been witnessing
a steady decline in its proven oil and gas reserves. Demand for oil products and
for natural gas continues to rise. Yearly, this country has been consuming oil
and gas at a faster rate than we have been adding to our reserves.

In regard to natural gas, we are already approaching a crisis point. In city
after city, new gas customers are being turned away. In many areas gas distribu-
tors have notified their industrial customers to expect curtailments and have
announced priority lists for cutoffs in an emergency, starting with industrial
concerns operating under “interruptable” contracts, then commercial customers
with “firm” contracts and, finally, as a last resort, schools, hospitals and homes.
One situation of particularly great concern invoives New York City and Chi-
cago. These two great metropolises are reported to be fighting each other tooth
and nail to get an additional 81 million cubic feet of natural gas per day from
the La Gloria field in Texas. While this is only a drop in the bucket in terms
of their present daily gas consumption, the seriousness of the situation is in-
dicated by the fact that this nation’s two largest cities are involved in a colossal
struggle for this vital produect.

Nor is there a possibility of importing natural gas from overseas in the neces-
sary quantities. This country must find more domestically and in Canada. We
are also going to have to draw on reserves from as far away as Alaska’s North
Slope. Thus, in desperation, in the interim, gas utilities must contract for emer-
gency quantities of liquified natural gas from locations as far away as Afriea.
They will pay prices up to four times domestic rates for such imported liquified
natural gas.

The oil situation is not quite as bad but steadily it is becoming more serious.
Domestic reserves are falling; this country is being forced more and more to-
ward reliance on imported crude oil. At the rate we are presently consuming oil,
this country is not many years away from the point at which we will be depend-
ent upon imports for as much as half of all of our oil.

This causes a serious problem of national security. Not all of the govern-
ments with large oil reserves are friendly. Those that are friendly at one point
in time may not be so at another. Nearly 80 per cent of all the presently known
0il reserves in the entire Free World are in the Middle East and North Africa.
This is the area of the world to which we will be forced to turn unless we can
find more domestic reserves.

It is unfortunate but true that the oil-rich nations of the Middle East and
North Africa are not exactly the United States’ best friends abroad. Many of
them are openly hostile, both to us and to our Western European allies. How-
ever, they need markets for their oil. In many cases this is their only real asset.
Thus, the oil has continued 'to flow. Nevertheless, one demonstration after an-
other has indicated that this nation simply cannot count on wil from this area
either in a constant supply or at a reasonable price. The Western European
experience has born this out.

First the Syrians cut the trans-Arabian pipeline carrying oil to the Mediter-
ranean. Then in May of 1970, Libya took advantage of the combined effect of a
closed Tapline and a closed Suez Canal to reduce exports until large increases
in taxes and prices resulted. With the Suez Canal closed, Europe had to import
the oil from the Persian Gulf all the way around Africa in Tankers. A shortage
of tanker capacity dramatically increased transportation rates. At one point, the
delivered cost of imported crude oil at U.S. ports was higher than domestic crude.

Fortunately, unlike Europe, the United States currently relies on imports for
less than a quarter of its needs, with most of that coming from the Western
Hemisphere. We also had some spare domestic production capacities to draw
on to fill the gap.

The greatest pinch, however, in the United States was felt in residual oil on
the East Coast. Over 90 percent of the residual oil consumed on the East Coast
is imported; there are no quota limitations on the amounts brought in. The
combination effect of the tanker shortage and a short foreign supply situation
made it quite difficult to avert a serious shortage until the spring of 1971 when
conditions returned to normal.

Early in 1971, the Persian Gulf and North African oil states demanded an
additional major increase in oil revenues and threatened to shut down exports.
They formed a common front to demand higher prices from the consuming
countries, under the threat of cutting off supplies. The result was a five-year
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agreement calling for sharp escalation in prices, with a total price tag calcu-
lated at over ten billion dollars for erude oil from the Persian Guif alone. Ag a
result, the oil importing countries now face ten billion dollars or more in price
hikes for oil from these areas. In other words, this unilateral oil price increase
on the part of oil exporting countries is going to cost the industialized importers
more than 20 billion dollars over five years. This is about what the United States
spent in ten years on the space program,

The discovery of large new oil and gas reserves on the Alaskan North Slope
should be of great assistance in light of this serious international situation.
However, there is a good deal of confusion surrounding the real significance of
these North Slope discoveries. I would like to clarify the record regarding the
North slope’s importance.

First, however, let me state categorically that the only truly major oil reserves
discovered in Alaska since the oil industry came to Alaska are those on the North
Slope. Prior to the discoveries in Cook Inlet in the 1960s, Alaska never produced
enough oil to be of any significance. It was not until three years ago that Alaska’s
total production passed the 100,000 barrel per day mark.

The Background Study of November 3rd prepared for this Committee resulted
in wide-spread reports in the news media that there was a vast new oil field in
the Gulf of Alaska rivaling the North Slope in size. The word “larger” is in
itself meaningless. We must distinguish between “size” in terms of potential
and in terms of proven reserves. These phrases have specific meanings in this.
context. Yet they are often used in different contexts by persons who do not
understand the difference between potential and proven reserves. The difference
is real. On the one hand, oil industry spokesmen say that this country’s oil re-
serves are declining and that if things do not change, they are likely to continue:
to decline. From this point of view, one may decide that we are running out
of oil. On the other hand, some experts have stated in effect that there is ample
oil and gas in North America to supply our future needs for years to come. In
the first statement, the spokesmen see that the reserves as barrels of oil or cubie
feet of gas, known to be present and capable of being produced, are declining.
This is true. Our demand for energy in general and petroleum in particular is
increasing and the recent fact of the matter is that known reserves are not
keeping up with this demand.

The second statement is entirely different from the first and refers to the
potentially produceable, but as yet undiscovered oil and gas underlying North
America. As a basis for this statement, knowledgeable experts have studied the
basinal areas of North America and using among other things, the volume of
stratigraphic section present have concluded that considerably more as yet
undiscovered oil and gas exists in North America than the total amount of oil
and gas that has been produced here as yet. The critical fact is that the experts
do not know where these undiscovered petroleum accumulations are located.
They may know the general areas, but because it is extremely risky to specu-
late as to the possibilities of oil in any geologic formation merely from looking
at the surface without extensive drilling, must wait until extensive exploration
has been conducted. Until then, all of these potential production areas are still
just possibilities.

What are the elements necessary for oil and gas accumulations? Simply
stated, there are three. One requirement is that of a trap such as a structural
anticline. A second requirement is that of a satisfactory stratigraphy. That is,
porous rocks in which the trapped oil can reside, over-laid by impervious rock.
The third requirement is that there must be oil or gas in the area which is
available to be trapped within the porous rock structures.

My attention was first drown to this Committee’s Background Study when
I was obliged to respond to inquiries about the mythical vast new oil fields in
the Alaska Gulf. The Alaska Gulf lies off Southcentral Alaska, rather than off
shore Northern Alaska as the Background Study indicates.

The Alaska Gulf is an extremely large body of water extending for over 600
miles, east and west, The oil industry bhas obtained some seismic data in part
of this area. Large underwater geological structures are present beneath the
Gulf of Alaska and could provide the necessary traps for possible oil or gas
fields.

These structures oceur in a portion of the Gulf of Alaska beneath deep waters—
from 40 to 200 fathoms and are found many miles from shore. On shore along
the coast, there have been drilled a few holes, but no commercial production
has been encountered. Shows of oil are known to be present and approximately
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125 oil seeps have been noted. Porous rock has been indicated in some onshore
wells, but there is no evidence as yet that this rock extends out under the water
into the area of the large geologic structures.

Only one well has been drilled in the Gulf, on Middleton Island, and this
was a dry hole. While the Gulf appears to have potential, presently it does not
contain one single proven well and has not produced one barrel of oil. To be of
commercial significance this area will have to indicate oil in very large quan-
tities. The area is remote and the environment severe. Winds of 100 to 125
miles per hour commonly occur. Waves in the area have been reported between
85 and 95 feet high. A small oil field would not be able to support the high cost
of development in this area, any more than it could on the North Slope.

As Governor William A. Egan of Alaska stated in a letter to the Honorable
wWilliam T. Pecora. Under Secretarv of the Iuterior. dated December 16 1971.:

“(T)he State of Alaska has grave concern with respect to industry’s tech-
nological ability to adequately cope with safety problems involved in the beyond
Territorial water limit of the Gulf of Alaska. As you know, all outer areas of the
Guif of Alaska are “wild waters” so to speak. Vicious storms with attendant
hurricane-like winds and extremely harsh seas are regular occurrences through-
out the entire perimiter of the North Pacific ocean. Let us take Cook Inlet,
for example. Comparing the hazards and ferocity of storms offshore in the
Gulf of Alaska with problems that may have been encountered from the stand-
point of industrial operation safety in Cook Inlet would be akin to comparing
storms along the Potomac River to storm hazards that regularly occur in the
North Atlantic Ocean.

«I am convinced that Gulf of Alaska petroleum industry exploration and
development is fraught with far too many dangers with respect to the rich
marine life environment that exists there together with the safety risks in-
volved with regard to the manpower that would be necessary to man the proj-
ects to take a chance on leasing such submerged lands in the foreseeable future.
It might very well be that in another decade, science and industry together may
have devised safe methods of development that will overcome what I firmly
believe to be lack of positive capability to cope with the risky violence of off-
shore storms.

“Another highly important consideration that I believe should be a matter
for immediate evaluation by our Nation’s National Security Council deals with
the overall question of the wisdom of petroleum development on Federal off-
shore lands at the present time. Given the projection of further petroleum
product needs by the United States, I am convinced that the petroleum re-
sources of Federal offshore submerged lands throughout the Gulf of Alaska
area as well as off all other coast lines in the United States should be held in
reserve as energy and money in the bank, until all other petroleum resource
reserves of the states and Federal Government have been fully developed.”

Nevertheless, the potential for oil development does appear to be there in the °
Gulf of Alaska. And, rather than wishing to hold back on exploration, I am in-
formed that the oil industry has attempted to persuade the Interior Department
to release acreage for bidding so that they can explore the area to determine
the actual presence of oil. To my personal knowledge, various oil companies
have been requesting a lease sale in the Gulf for at least four years—and a
number of these are companies with substantial acreage on the North Slope.

Offshore Washington and Oregon looked equally promising a number of years
back. At that time it was thought that these offshore areas might become a
petroleum province. Like the Gulf of Alaska area, there were oil shows in wells
on shore and examination of rock outcroppings indicated potential reservoir
rocks. Seismic mapping out to 600 feet of water delineated large structures that
might have had significant potential as traps. Numerous leases were issued and
a large number of wells were drilled. After no production was found, all the
wells were abandoned and the leases were dropped. The presence of large
structural traps only was not sufficient to make this area a success. Although
I hope this does not result from explorations of the Gulf of Alaska, the same
might also be true of the Gulf of Alaska. We just will not know until numerous
wells have been drilled.

As for the alleged preliminary assessment of the area by the Interior De-
partment, the Under Secretary of the Department and former Director of the
U.S. Geological Survey has flatly denied that the Department has any assess-
ment of the potential of this area whatsoever. This is true even though plans
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for eventual leasing have been proceeding for some time and a draft of the
necessary environmental impact analysis is being undertaken.

The continuing demand for petroleum requires our best efforts to provide
secure sources of supply for the people of the United States. The recent huge
discovery on the North Slope at Prudhoe Bay, while being the largest field in
North America, is not the complete answer to our problem. Additional or large
reserves must be found even to approach our total needs. We cannot now count
on the Gulf of Alaska or any particular one of the several offshore areas with
possible potential as being a proven province since they could all turn out to be
like the area offshore of Washington and Oregon and prove to be non-productive.

It will probably take many years of work to determine whether or not a pro-
vince is productive and if petroleum reserves are available to meet our future
needs. The evaluation will only come after drilling numerous wells in these ex-
tremely large provinces. Because of the long time required to evaluate and to
bring new areas into production, a well-planned program of exploration encom-
passing all of these potential provinces is needed to determine whether the po-
tential reserves are in fact available to meet our needs in the next ten to fifteen
years.

Believe me, we are far from being in a position in which we are able to “salt
away” or preserve our proven reserves in the ground for future needs. It is going to
take a good bit of exploration and engineering skill in addition to capital to find
the reserves needed to keep this Nation going. There is evidence that it can be
done, given a reasonable economic climate for our petroleum industry to find
and develop these naturally occurring, vitally needed petroleum reserves.

There are, however, several additional points in the Background Study which
deserve comment.

The Background Study API estimates 9.6 billion barrels as the level of proven
reserves for the North Slope. Other estimates have ranged on either side of
this figure. Regardless of which estimate we may prefer, the magnitude of the
reserve span cannot be considered as reversing permanently the downward
trend of new discoveries.

As Table One of the Committee’s Background Study shows, net annual
additions to reserves have decreased fairly consistently from a positive 1 billion
barrels in 1953 to a negative 1 billion barrels in 1969, with the exception of a
1 billion barrel addition in 1959. Just as the irregularity of 1959 could not be
interpreted as a trend-reversal at the time it occurred, the North Slope reserve
addition does not make 1970 a trend reversing year; neither can the fact that in
1970 net reserve additions, excluding the North Slope, decreased only 231 mil-
lion barrels.

Discoveries of new fields, also presented in Table One of the Background
Study, show a range, excluding the North Slope, of about 90 to 240 million
barrels per year during the past ten years. It is evident from this series of
data that even the 9.6 billion barrel discovery cannot be considered as signaling
a permanent turnaround in our finding efforts.- Further, it should be remembered
that the 9.6 billion barrels would satisfy current demands for domestic crude
oil for only three years and would fulfill total demands, which include imports,
natural gas liquids, and domestic crude vil, for two years at a maximum.

We can also put the 9.6 billion barrel discovery into perspective by comparing
it to a forecast of demand for petroleum. Since 1968, demand has increased at
a rate of over 414 percent annually. Recognizing this increase, but using a more
conservative growth factor of four percent, demand for 1980 is estimated at
21.2 million barrels per day. The contribution of North Slope production to this
demand requirement has been estimated at 1 million to well over 2 million
barrels per day. If we assume two million barrels, and also that “Lower 48"
production will continue at the indicated 1971 level, and that imports will be
held at 25% of demand, about five more “North Slopes” must be found by 1980
Jjust to maintain our present level of reserves.

Another way to place the North Slope reserve estimate in perspective is to
measure those reserves against the expected growth in demand. If we assume
that today’s total demand for all oil will grow at a rate of 4 percent, and
that the North Slope reserves are produced at a rate of 2 million barrels per
day, then presently proven North Slope reserves can satisfy the expected
demand growth for about three years-

Along with the Department of the Interior, Bureau of Mines, and the Federal
Power Commission, I am convinced we are heading into a period of serious
energy shortage. I do not believe it is any service to the public to indicate that
the North Slope will yield permanent security.
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As I am sure you are aware, Alaskans hope to soon hear that the delays
in approving the right away permit will end. However, it is not possible to indi-
cate when the first barrel of North Slope crude oil is going to reach the market—
much less the first cubie foot of natural gas from that area.

While I wanted to comment in particular about the aspects of the oil
and gas situation in Alaska, I would, with your permission, add a word or
two about petroleum prices—the central subject of this hearing.

To assure a healthy domestic oil industry that will locate adequate re-
serves to protect our national security, we must provide an economic en-
vironment that will draw from private investment the billions of dollars
required for exploration and development of new areas. In our free enter-
prise system, this economic environment must assure a fair return on investment.

According to the Chase Manhatten Bank’s “Financial Analysis of a Group of
Petroleum Companies; 19707, the return on average invested capital in the
United States for the group of 28 oil companies studied declined from 12.6
percent in 1967 to 9.9 percent in 1970. Despite a four percent growth in the de-
mand for oil, net income in 1970 was at its lowest level in the past four years, re-
flecting the combined impact of higher costs, higher taxes, and weak prices. In
recent years, the oil industry has become increasingly dependent on the money
market for funds needed to meet the expanding requirements for new capital in-
vestments. This increasing demand for borrowed capital cannot continue without
limit. It is an extremely serious situation which may have far-reaching effects
on our international posture as well as our domestic situation.

The Mandatory Oil Import Program was instituted in the interest of national
security to maintain a vigorous and healthy domestic petroleum industry. Its
mechanism is the restriction of imports and areas where exploration and develop-
ment costs have been abnormally low in order to maintain the incentive of a price
that will provide a fair return on investment in the United States, where ex-
ploration and development costs are relatively high. Despite this effort, the Im-
port Program has been criticized for not having improved exploration and devel-
opment rates and reserve levels. This criticism is not completely fair, however,
as additional deterrents have been unfavorable ; economic and political climates—
oftentimes prevailing. Certainly with no protection whatsoever from imnorts,
the domestic industry would not be able to explore adequately the remaining
areas of promise in the United States.

Another criticism of the Oil Import Program is its alleged high cost to con-
sumers. The Background Study presents a figure of 5 billion dollars per year.
This I assume to be the same figure developed by the Cabinet Task Force study.
For several reasons this estimate may be inaccurate. The 5 billion dollar figure
was arrived at by projecting a high delivered cost advantage for foreign oil
actually prevailing only for a few months in the twelve year history of the Im-
port Program. At times during the past year the advantage has disappeared
completely. This is but one example.

In addition to this major inaccuracy, off-setting credits of the import program
must also be recognized. These include the availability of low-cost natural gas
resulting from oil exploration, tax payments and lease bonuses, and payrolls of
reliable domestic industry. Consequently, the net social cost of the Import Pro-
gram would be but a fraction of the 5 billion dollar estimate. Such an ameunt
surely is a reasonable price to pay for our national security through the mainte-
nance of a healthy and viable domestic oil industry.

So far as the cost of energy in general is concerned, I believe the handwriting
on the wall is clear. Whether we are going to get our energy from conventional
domestic sources like oil and gas or turn to imports and synthetics, the price
curve is pointed upward.

We can press the oil hunt into still more remote and deeper areas. We can
expand the use of secondary and tertiary recovery methods in older fields ; we can
import oil and oil products from half way around the globe. We can gasify coal.
We can attempt to develop oil shales and tar sands. But, whatever we do, energy
is going to cost more in all probability.

This is not to say that current prices are not a matter of legitimate concern.
We are engaged in a national effort to halt inflation, and no price increases which
cannot be justified can be tolerated.

As the search moves out into frontier areas, both geographically and technologi-
cally, the domestic oil industry must drill deeper, explore areas farther off shore
in increasingly deeper waters, improve recovery techniques, and probe extremely
remote and difficult areas such as the Alaskan North Slope. For example, I am
informed that the costs for drilling four wells in the Prudhoe area have ranged



26

from 3.5 million dollars to 7.5 million dollars each and have averaged 5.7 million
dollars. Such costs are approximately twenty times as much as the U.S. average
onshore oil well drilled to comparable depths. I am told that the costs of support-
ing a seismic crew on the North Slope are nearly three times the cost of main-
taining a crew in the Lower 48. One company has spent 7.5 million to build a
North Slope campsite, including 2 million dollars just to handle sewage. The pro-
posed pipeline across Alaska is now estimated to cost over 2 billion dollars at a
cost per mile more than five times that for a similar sized line in the Lower 48
states. In addition, and of extreme importance to me and the people of my State,
the delay has had a severe impact on the Alaskan economy and Alaskan employ-
ment.

I believe that a secure supply of petroleum is essential to the well-being of our
nation, and that our efforts to develop new sources of oil should be increased.
Because of the risks involved, the huge capital investment required and the time
lag inherent, even under normal circumstances, between initial exploration in-
vestments and the realization of a return there must be an assurance of a stable
and encouraging economic environment for this to occur.

This Nation must continue to look to its own oil industry for the major portion
of its supply, if we are to avoid becoming overly dependent upon unreliable for-
eign sources.

Congress should exercise control and closely watch our domestic oil industry.
This responsibility carries with it the concurrent responsibility to insure that the
energy needs of the people of the United States are met. Only by a firmm commit-
ment to a fair policy for all concerned parties can our government insure that
we will not tie our foreign policy and our domestic energy needs to the whims
of volatile foreign governments.

In closing, I would just like to thank you, Mr. Chairman and the other members
of the Committee for graciously permitting me to add my thoughts to your pro-
ceedings here this morning. I very much appreciate your courtesy.

Chairman Proxmme. Thank you very much, Senator Stevens. I
think you put this into a proper and useful perspective.

There isn’t any question but what the Gulf of Alaska does not rep-
resent a proven field but a strong potential and some of the outstanding
geologists in the country have indicated that they feel very strongly
there is a likelihood there is a great deal of oil there. It is not proven
but there are difficulties there, as you say so well. It does represent a
potential. We hope it is a near term potential and we hope that work
can go on in exploring and perhaps even producing before we finish
with the North Slope.

Let me ask you about the oil import program.

Yousay it was essential to the development of the North Slope ?

Senator Stevens. That’s right.

Chairman Proxmire. Well, that is your judgment. I think you may
be completely correct if they had nothing in its place; but most of the
critics of the oil import program said that it is not doing its job; the
situation is worse now than it was when the oil import program began ;
the proven reserves in relationship to the needs are less; they are not
better. There are also a number of other alternative ways of providing
exploration incentive that would be cheaper and there 1s every indica-
tion they might be more effective.

‘What is your response to that ?

Senator Stevens. Mr. Chairman, I would say this: The oil import
program represented a governmental attitude that domestic explora-
tion and development was a high priority in relationship to national
security and the stability of our energy industries as far as the Nation
is concerned ; and I view that security not in terms necessarily of mili-
tary security as much as the security of our relations with foreign coun-
tries. Certainly if it had not been for that attitude, which was expressed
so well by President Eisenhower, the oil industry could well have in-
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terpreted the Nation’s mood to be to use the foreign oil supplies first
and leave our oil reserves for some future exploration and develop-
ment. That could well have been the attitude at the time.

At the time the oil import program said that the oil industry of this
country demands and needs a stable oil reserve and by that I mean
proven reserves; and at the time when oil imports were coming in at
absolute dump prices from the Middle East, this was the only thing
that could have preserved the domestic healthy exploration and de-
velopment program.

As you say, it is my opinion, but I feel categorically that the oil
Industry would not have gone into Alaska to develop the reserves had
it not been for the limitations involved in the oil import program.

You were looking at the oil import program from an economic point
of view, and you are justified in doing that. I, however, disagree with
some of your staff comments concerning the economic advantage of it.
There is no question that the oil import program, through the use of
oil import tickets, stabilized the production of marginal fields and the
operation of marginal refineries in the Midwest and other portions of
ghe country and did, in fact, offer the stimulus to explore to the North

Slope.

Chairman ProxMire. You see what bothers me, there is a great deal
of documentation—I have been studying some of 1t over the weekend—
indicating that in spite of the great advantages that we give the
petroleum industry, not only in terms of the oil import program,
which is lesser, I suppose, than the—some of the other advantages—
tax advantages and proration advantages in this country—that in spite
of all that ﬁley are devoting a lesser proportion of their income to
exploration within this country, within the United States, than they
were before. It just isn’t providing an effective incentive. It is not
doing the job.

Not only do you not have an increase in reserves but it is failing to
encourage the companies to invest as high a proportion in exploration
as they were before. They are investing more in marketing; they are
investing more in refineries; they are investing more in many other
areas, even including investments in chemicals and so forth; and they
are investing more abroad. And I am not talking about abroad in
Canada; I am talking about abroad in the Near East; I am talking
about abroad in other parts of the world than they are in this country.

Senator StEVENs. Recognizing some of the attitudes expressed in
the Congress, if I were in the oil industry I would invest some abroad
and some here, too. It is hard to tell what is going to happen, and
if the oil import program is in fact destroyed, certainly a company
that didn’t have any reserves abroad would be without production.

Chairman Proxare. Let me just say this: The whole purpose of
this program, as I understand, the reason we give these enormous tax
advantages and this oil import program, and so forth, is so there will
be a development of proven reserves that will be militarily secure,
that will be in accordance with the need that you have expressed very
well this morning, for secure energy resources.

But it is not doing the job. It 1s not working. It is ineffective.

Senator Stevexs. I would hope that you would look at some of the
other costs that are involved in the total trends. I am not being critical
of these trends; please understand that. You say money has been put
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into marketing, more money into refineries, and more money into the
total delivery of the oil and gas; that istrue.

Look at the price of the Alaska pipeline, estimated at less than $900,
million when we started in 1969; it is well over $2 billion and I am
informed it will probably reach $3 billion. Those costs are directly
attributable to the environmental concern of the public, and this the
public is going to have to pay for that concern in the cost of refineries.
When a refinery takes water out of the Alaska Cook Inlet, the water
that goes back into the Cook Inlet is purer than when it came out
and that is a cost of refineries. )

As far as the total marketing methods, look at some of the social
costs that are involved. We are involved in this in Alaska, and I thank
God we are. All of the new service stations in the suburban areas must
now be built so that they blend with the community ; they’re no longer
just set up by putting up a pump on the corner; the new service
stations that have fencing and protective walls cost millions of dollars.

As I pointed out in my prepared statement, the return on the average
invested capital for the group of these oil companies, 28 of them de-
clined from 12.6 percent in 1967 to 9.9 in 1970 despite a 4-percent
growth in demand for oil.

I am certain we are going to see that 1971 was even lower.

These are some of the costs that we are facing as we go into the
social concern area, but those costs are going to have to be borne par-
tially by the consumer. They are already being borne partially by the
industry.

Chairman Proxmire. All right. Let me just ask you one final ques-
tion.

I'have heard it argued instead of building a trans-Alaskan pipeline,
it would make more sense to build a pipeline across Canada. The ad-
vantages would be the following: (1) less environmental threat ; avoid
the earthquake zone; (2) would use common right-of-way which,
with gas pipeline which must be built anyway ; (3) would come more
directly to the Midwest where the oil is needed; (4) it could carry
Canadian as well as Alaskan oil; would encourage development of
Canadian oil for U.S. use.

How do you feel about that alternative, Senator Stevens?

Senator Stevens. Well, let me take them as I see these arguments.

In the first place, regarding the threat to the environment—people
say that they are concerned about this earth and I fail to see how a
2,400-mile pipeline that is 4 feet wide and extends laterally across all
the drainages of Canada, would produce less environmental harm than
800 miles which extend north and south.

Chairman Proxuire. It depends on where it is. T am talking about
the earthquake zone.

Senator Stevens. The earthquake zone exists in Canada as well as
Alaska. But the real environmental harm is the total problem of the
earth. It is cheaper and safer to move oil by water than it is to move
it across those 2,400 land miles. The cost of that oil by the time it got
to Midwest markets would exceed the costs of transportation under
present means.

. Let me talk about the common right-of-way. The gas pipeline will,
in fact, go through Canada. The Midwest is probably the most in-
satiable area in the world as far as demand for natural gas 1s con-
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cerned. The west coast has the most insatiable demand for oil. We
know this becanse the oil import program in fact made a difference
between district V and all the other districts, I through IV of the
United States, and they had proven to be right—the original concept
of the demand on the west coast.

But in order to get the gas to the Midwest you have to produce the
oil and you have to produce it at a rate that can pay for itself and make
some profit, because as I pointed out, Alaskans are the royalty owners
and we are not going to see that oil transmitted into the Midwest and
have it end up at the other end of the pipeline with a value of zero.
So the people of the Midwest had better get hold of their hole card
and examine the notion that if you are going to get the gas into the
Midwest, the oil has to go to the west coast because that is where the
return is greatest and that is where the demand is greatest.

As far as the total of the Alaskan oil potential is concerned, let me
Eoint out that it is just as speculative, the concept that there is vast

anadian

Chairman Proxmige. Let me just interrupt. Are you saying it is
cheaper to send it through two pipelines and a tanker than one pipe-
line? You see, the Canadian—across-Canada pipeline would go to the
big market you talked about in the Middle West through one pipeline.
If you are going to send it through California you are going to have
to use the pipeline anyway and also tankers.

Senator Stevens. I don’t know where your staff had connection with
the o1l industry but I hope they learn the difference soon between send-
ing natural gas through a pipeline when it is 60 below and sending hot
oil through a pipeline when 1t is 60 below. That oil on the North Slope
is hot; it comes out of the ground almost boiling and you are certainly
not going to put gas and oil in the same pipeline.

The criteria for building the pipeline in Alaska are the toughest in
the world. This is an 800-mile oil pipeline we are talking about; it
is a 2,400-mile gas pipeline and the costs are definitely different, you
couldn’t use the same pipeline. But the real point is that people are try-
ing to say that someway or other the environmental concerns are lead-
ing to this. I have great respect for your integrity in terms of economic
aspects of this country, and I hope you don’t mislead the country
concerning that because it is not environmental concerns that are lead-
ing to the consideration of the Canadian pipeline; it is strictly eco-
nomics. Because the demand there is great, the Midwest wants that oil
directly instead of having it first travel through the Alaskan pipeline
and coming down by tanker with only part of it reaching the Mid-
west. That is not environmental concern; that is economic concern
and I don’t think people should talk about environmental concerns in
order to accomplish an economic goal.

Chairman Proxmire. Senator Stevens, I want to thank you very,
very much. You have been an excellent witness. You are obviously
well informed in this area and you have given us a fine beginning in
these hearings and a solid record.

Senator Stevens. Thank you very much.

Chairman Proxarire. I would like our next three witnesses to come
up together. We will hear from them in alphabetical order. Qur three
witnesses represent a vast body of experience with Federal oil policy.

Thomas F. Field was for 6 years a trial attorney in the tax division
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of the Justice Department. Following that he was an attorney-adviser
for the Treasury Department’s Tax Legislative Counsel from 1966 to
1970. In both these positions he specialized in matters relating to the
tax treatment of oil. Mr. Field holds an economics degree from
Oxford University as well as law degrees from Harvard and George-
town. Since he has been executive director of Taxation With
Representation.

I want to take this opportunity to tell you, Mr. Field, what a won-
derful job that organization is doing. Your organization represents
one of the most hopeful developments in years for the cause of tax
reform.

David Freeman, who is now a professor at the University of Penn-
sylvania, was until just a few months ago head of the Energy Policy
Staff of the President’s Office of Science and Technology. He held this -
position in both the Johnson and Nixon administrations. If this
country ever does succeed in developing a rational energy policy,
David Freeman will deserve a great deal of the credit for it.

Richard Mancke teaches at the law school of the University of
Michigan. However, he is an economist with a degree from the Massa-
chusetts Institute of Technology. I gather, Mr. Mancke, that you are
now charged with trying to teach economics to law students, a most
worthwhile if impossible task.

Mr. Mancke was on the staff of President Nixon’s Cabinet Task
Force on Oil Import Control. The report of that task force is one of
the most frustrating documents of recent history. A marvelous anal-
ysis; excellent recommendations; no action. One thing we certainly
want to ask in these hearings is what happened to that report and
why.

B}'/Ir. Field, please go right ahead.

STATEMENT OF THOMAS F. FIELD, EXECUTIVE DIRECTOR,
TAXATION WITH REPRESENTATION

Mr. Freep. Thank you, Mr. Chairman,

I want to thank the subcommittee for this opportunity to talk this
morning about the effect of our current tax policies on oil prices. I
am going to speak extemporaneously now, but, as you know, I have
a prepared statement which I would respectfully ask to have made a
part of the record.

Chairman ProxMire. Yes; without objection. It is a detailed pre-
pared statement. Without objection each of these prepared statements
will be printed in full in the record and you can all abbreviate your
prepzu'eg statements to fit the time necessary and have some time to
answer questions.

Mr. Frerp. Thank you, Mr. Chairman.

I would like to take the liberty of making just a comment or two
about the oil import quota program before I begin my remarks on the
tax policies that are currently in operation with respect to oil. I
don’t pretend to be a great expert on the oil import quota program,
but I have done a bit of scholarly research on oil quota matters for the
Center for Political Research here in Washington. On that basis, I
would like to make these two brief comments:
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First of all, it is important to remember when we consider the
discovery of the North Slope crude oil reserves, that the key to the
discovery of those reserves does not appear to have been the oil import
quota program but rather the drilling of exploratory wells on the
" U.S. Naval Petroleum Reserve on the North Slope. As you know, the
U.S. Navy has several petroleum reserves, one of which is on the
North Slope of Alaska.

Exploratory drilling on that U.S. naval reserve provided geological
data which, when made public, led experienced geologists in oil com-
panies to suspect that there might be substantial oil reserves else-
where on the North Slope. Now, I don’t say that the Government-
sponsored drilling was the only factor leading to the discovery of oil
on the North Slope. I do say, however, that it was an important factor.
This suggests that we might look seriously, if we are concerned about
national security, at an expansion of our program of geological map-
ping and at an expansion of our program of Government-sponsored
exploratory drilling, because our experience indicates that the North
Slope reserves were atributable in important part to exploratory drill-
in%by the U.S. Navy.

econd, and this is the only other point that I want to make this
morning about the oil import quota program, it seems obvious to me,
as a layman reading the report of the Cabinet Task Force on.Oil
Import Control, that there are cheaper and better ways of promoting
national security than the existing oil import quota system. The
industry is simply “wrapping itself in the flag” when it talks about
national security in connection with oil import quotas. The quota
system is a way of keeping prices up, not a way of effectively pro-
moting the national security of this Nation.

Now let me turn to our tax policies and the main thrust of my
comments this morning. The basic point I want to make is that our
current Federal tax policies result in two seemingly contradictory
tendencies so far as petroleum prices are concerned. On the one hand,
our tax policies provide an incentive for keeping the prices of crude
petroleum up; on the other hand we must recognize and admit that
our current tax policies also have some effect in keeping down the
prices of petroleum products such as gasoline, home-heating fuel, and
the like. I will have more to say about the second point in a few
moments.

But I would like to concentrate, first of all, on the point that our
current tax policies keep our crude petroleum prices up. What we have
in the tax area, so far as an integrated petroleum company is con-
cerned, are really two separate tax jurisdictions: We have a low-tax
jurisdiction, which is the production jurisdiction, and we have a high-
tax jurisdiction, which is the refining and marketing end of the
business.

The principal way in which taxes are kept down on the production
side is through percentage depletion. The intangibles drilling and de-
velopment deduction is also a very important factor in keeping Fed-
eral taxes low on the producing side of an integrated petroleum firm’s
business.

Naturally an integrated firm will want to siphon as much as possi-
ble of its taxable profit into the producing side of the business. There
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the profits will be taxed less heavily than they would be on the re-
fining side.

This is a little bit like the situation that we find in connection with

what attorneys call tax-haven jurisdiction. A tax haven, such as the
Bahamas, Panama, or Liberia, is, generally speaking, a country where
there are no Incomse taxes or low income taxes. Companies that have
a choice prefer to incorporate there in order to enjoy the low-tax cli-
mate. Furthermore, they do their best to siphon as much of their profit
from worldwide operations into those tax havens as they possibly can.
We have tools in the Internal Revenue Code—section 482 and subpart
F of the Internal Revenue Code—to deal with the movement of profits
fromtone country to another, from a high-tax country to a tax-haven
country.
In Ege petroleum industry we have very much the same situation.
We have a “tax-haven” situation in which production profits are taxed
lightly while refining and marketing profits are taxed at normal rates
if they stay on the refining and marketing side of the business.

. The problem facing the petroleum firm’s tax manager is how to get
his profits into a “tax haven” area where they will be subject to the
low taxes that percentage depletion and the intangible deductions guar-
antee. This is done by simply raising the prices which are charged to
the refining division of the business for the crude petroleum which it
needs. This increase in prices as two effects: The first is to increase the
percentage depletion deduction because, as I am sure virtually everyone
here knows, percentage depletion is computed as a percentage of the
selling price of crude petroleum. The higher that price for crude, the
larger the percentage depletion deduction. Thus there is an incentive
to raise crude oil prices in the very existence of the percentage deple-
tion deduction.

Indeed, at this point I might remark parenthetically that it was to
protect the crude oil price structure in the mid-1950’s, including the
depletion deductions which were a part of that price structure, that we
introduced the oil import quota program. The quota program has
certainly been successful in keeping prices up and providing a protec-
tive umbrella for price increases and depletion claims since that time.

In any event, the first advantage of high crude prices is the depletion
advantage, the increase in the depletion deduction that results from
each increase in the price for crude oil. Every additional dollar of
profit that is moved to the production side of the business as a result of
higher crude oil prices is one less dollar of profit subject to high normal
tax rates on the refining or marketing side of the business.

I have had responsible industry executives tell me that the refining
and marketing sides of their business are virtually break-even oper-
ations. If that were so, I think that we would find some disinvestment
going on. Major oil compenies would be selling off refineries, but in-
stead what we find is that the major oil companies continue to refine a
very large percentage of their total production.

There is another and, I think for the purpose of this hearing with
respect to the topic of competition, a very important effect of high
crude prices. That is that the independent refiner and marketer finds
his position more difficult. The independent petroleum refiner and
marketer has to buy all of his crude requirements at open-market
prices. He actually has to pay the higher prices for crude that are
posted in the open market.
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In contrast, the integrated producer has to pay the higher posted
crude oil prices for only that portion of his total needs which he pur-
chases from the outsiders. So far as the bulk of his production is con-
cerned, the crude oil prices we are talking about are simply transfer
prices, you see, prices which result in bookkeeping notations on the
company’s books, but which do not result in cash payments to outside

arties.

P So, in short, there is in the tax system today an incentive to push
crude prices up (a) to maximize depletion and profits after taxes, and
(b) to drive out competition in the form of the independent refiner and
marketer. These incentives result from our current tax rules which
shelter crude oil profits by means of the intangibles deduction and the
other tax advantages that are available only on the production side
of the business.

This gimmick of pushing up posted prices for crude oil so as to
establish high prices for “self-produced crude” has been challenged
in only one instance by the Internal Revenue Service. That case
involved the so-called Persian Gulf oil audits which were developed
in the middle of the 1960’s as a result of a study which lasted for more
than a year and a half. T won’t go into those audits in detail ; I discuss
them in some detail in my prepared statement. But I think we can
summarize them by saying that the result of the audits was to drive
down the posted prices for Persian Gulf crude from $1.80 to approxi-
mately $1.30 a barrel. That may not sound like a very large shift, but
the change in those posted prices for tax purposes, as a result of IRS
audits, resulted in the largest tax deficiency assessments ever made in
the history of the Internal Revenue Service.

When we turn to the domestic situation, I think it is fairly clear
that the time has come for similar IRS scrutiny of domestic posted
prices. It is obvious that there are tax incentives to push the posted
price for crude upward, because percentage depletion increases as
crude prices go up. It is also obvious that major companies such as
Standard of Jersey, Texaco, and Gulf, which obtain most of their
crude oil from their own reserves, can increase after tax profits by
paying high prices to outsiders for the small portion of their total
crude oil needs that they must purchase. This is so provided that they
are then allowed to use those high prices as internal transfer prices
for the much larger amount of crude which they produce for them-
selves. That alternation in internal transfer prices results in higher
after tax profits, even after the higher prices paid to outsiders are taken
into account.

I don’t want to mislead the subcommittee about the difficulty of
analyzing crude oil prices. This is not a matter of just taking a
figure, crossing it out, and writing in another. It is a matter, first of all,
of getting the SEC to push for better divisional reporting of petro-
leum industry results, so that we know how much money is being
made on the refining side of the business and how much is being
made on the production side. At present, all we can do is opine or
suspicion that the refining side of an integrated firm will seem much
less profitable that the production side of the same business. So the
first step is better divisional accounting by the petroleum companies
in their SEC reports.

Another very important step is the collection of better economic
data with regard to the petroleum industry. The petroleum industry
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is one of the very few industries that still collects, without much gov-
ernmental supervision, most of the statistics that relate to the industry.
I think it is time for the Internal Revenue Service, in particular, to
push hard for better reporting of petroleum data. Quite frankly,
the IRS has some of this data now, because the service required
form O and form M to be filed by all companies claiming percentage
depletion with respect to the year 1967. Those data have been com-
piled by the TRS with respect to a limited number of companies—the
25 largest—but the data have not been published. Petroleum econ-
omists and attorneys studying the petroleum industry certainly can’t do
anything constructive with unpublished data.

Furthermore, as I undestand it, the IRS has failed to compile the
form O and form M depletion data with respect to smaller firms. But
those firms area very important so far as data publication is con-
cerned, because they may very well furnish the yardstick by which
we can measure the performance of the larger integrated firms.

If the IRS decides to study crude petroleum prices, I do have one
recommendation to make, and that 1s that the existing IRS offices
in the petroleum area not conduct this study. Although I have good
friends who are solid people in some of these offices, the fact is that
Iregard many of the people who staff the IRS petroleum and minerals
groups as superannuated and as people about whose loyalty to the
service and to the public interest I sometimes have had questions.

So, as a consequence, I would suggest that, if TRS decides to look
at posted domestic prices for crude, some new group—such as the
Office of Industrial Economics, which the TRS is just setting up
in connection with the asset depreciation range system—be called
upon to look at this subject.

I might remark, in closing, that in suggesting the possibility of an
IRS study of posted prices to your subcommittee, I am encouraged to
note that the current Commissioner of Internal Revenue, Johnnie
Walters, has, as I understand it, indicated in correspondence with your
office that domesticiposted prices may very well he noncompetitive and,
therefore, improper for use in depletion computations. It appears that
Mr. Walter’s views are a result of the factors that I just outlined and
also a result of State prorationing, which obviously distorts the crude
oil price structure. So it seems to me that the time may be favorable
precisely because there is in office a man who is concerned about the
property of using domestic crude oil posted prices in depletion com-
putations.

Well, that concludes my oral remarks. T am open to questions either
now or later, either on what I have just said or on anything in my
prepared statement.

(The prepared statement of Mr. Field follows:)

PREPARED STATEMENT OF THoMAS F. Fierp?

THE TAx TREATMENT OF OIL

Mr. Chairman and Members of the Subcommittee on Priorities and Economy
in Government :

Thank you for this opportunity to present a statement regarding the tax treat-
ment of the American petroleum industry. In this discussion, I will first review
the most important of the tax privileges enjoyed by U.S. petroleum producers

1 Taxation With Representation does not take organizational stands. Accordingly, the
views expressed are Mr. Field’s, rather than those of his group.
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and then suggest ways in which Federal tax policies can be redirected to encour-
age increased competition and lower consumer prices.

TAX PRIVILEGES ENJOYED BY OIL PRODUCERS—THE INTANGIBLES DEDUCTION

As you know, petroleum producers enjoy a variety of tax favors. Percentage
depletion and the intangible drilling deduction are fhe best known of these.
Both these provisions affect the way in which petroleum producers recover the
capital that they invest in oil properties and producing facilities.

In an ordinary business, invested capital is recovered, tax free, through de-
preciation deductions that are taken throughout the useful life of the capital
assets used in the business. This results in an accurate matching of revenues and
expense and a correct reflection of income. Thus, for example, if a taxpayer
invests $100,000 in a machine that is expected to last for 10 years, he can take a
depreciation deduction of $10.000 per year for tax purposes.” At the end of 10
vears, he will have recovered his $100,000 investment, tax free.

In the oil industry, in contrast, if a petroleum producer invests $100,000 in
drilling a producing oil well, he is permitted to claim an immediate $100,000
“intangible drilling and development deduction”, even though his well is likely
to produce oil for many years to come. This results in a serious mismatching
of revenues and expenses and a distortion of the firm’s income statement. In the
typical case, the petroleum producer will show a paper loss in the first year—
solely as a result of having written off his entire capital investment in that
yvear—and exaggerated profits in all subsequent years.

This mismatching of revenues and expenses has important tax consequences.
Because deductions are inflated by the accelerated “intangible drilling deduc-
tion”, income and income taxes go down. That means the government will collect
less revenue and will have to borrow an amount equal to the taxes not paid—
with consequent interest costs.

It might appear that tax receipts would go up in the following years, but
this does not happen in the typical case. The petroleum producer simply drills
enough additional wells in subsequent years to “shelter” the income from his
existing wells. Moreover, percentage depletion deductions also help to shelter
his subsequent income from tax. In this way, tax liability can be postponed from
one year to the next. In the meantime, the government must borrow (and incur
interest charges) to replace the tax revenues that would otherwise have been
paid by oil producers. .

The long term cost to the government of the intangible drilling and develop-
ment deduction is at least $300 million per year.® This amount represents a
tax subsidy to the petroleum industry. The effect of this tax subsidy on the
federal budget is the same as a direct subsidy in the same amount.

THE PERCENTAGE DEPLETION DEDUCTION

The percentage depletion deduction relates not to the capital invested by
a petroleum producer in drilling a well, but rather to the capital invested in the
oil in place in the ground—i.e., the money spent to acquire oil land. Like the
intangible drilling deduction, percentage depletion generally accelerates the
time when capital can be recovered tax free. In addition, it permits tax free
recoveries that can—and usually do-—exceed the actual amount invested, often
by many times. Thus percentage depletion represents a twofold departure from
accurate accounting: deductions are taken too early (as in the case of the
intangibles deduction), and greater deductions are permitted than are justified
by the facts.

This twofold distortion arises because percentage depletion—although osten-
sibly a means of recovering the capital invested in minerals—is computed as a
percentage of the selling price of the minerals produced from a property, rather
than by reference to the capital actually invested in those minerals.* For ex-

2 For simplicity. the example assvmes stralght line depreciation, and gives no effect to
the recently introduced ADR system, extra first year depreciation for small business, and
similar refinements.

The first year revenue effect of eliminating the intangibles deduction would be about
2800 million in additional revenue. The difference between short and long term revenue
effects is due to lack of tax basis for existing properties because Intangible drililng dedne-
tions have been taken in prior years. As tax basis increases due to capitalization of the cost
of drilling new wells, depreciation deductions will also rise, thus cutting down the revenue
gain from eliminating the intangibles deduction.

¢ Another type of depletion (‘“‘cost depletion”) is computed by reference to an oil pro-
ducer’s actual investment in minerals in place. But cost depletion is infrequently claimed,
because percentage depletion is usually much more advantageous.



36

ample, suppose that an oil producer invests $10,000 in acquiring drilling rights
in oil lands, strikes oil, and sells the oil for $100,000 per year for 10 years, at
which time the well runs dry. He would compute percentage depletion as 22
percent of the selling price of his oil. His depletion deduction would therefore
be $22,000 per year for 10 years, or a total of $220,000. Yet his original invest-
ment in the oil land was only $10,000!

In the example just set forth, percentage depletion returns the oil producer’s
entire capital investment in the first year—far too early considering the 10 year
useful life of the well. Moreover, in the typical case the producer “recovers his
capital” over and over again. In the example just cited, the producer claimed
depletion deductions that were 22 times as large as his original $10,000 invest-
ment. This is not untypical. Because percentage depletion is computed by refer-
ence to sales income rather than amounts actually invested, it is entirely possible
for petroleum producers to enjoy tax free “recoveries of capital” that are hun-
dreds or even thousands of times larger than the amounts originally invested.

Oil producers are not the only ones who benefit from these special privileges.
Percentage depletion can also be claimed by the owners of oil royalties—even
though they are completely passive renters who do no drilling and take no
risks. For example, if Farmer Jones grants an oil company the right to drill for
o0il on his land in return for a 14th royalty, Farmer Jones is entitled under pres-
ent law to claim a percentage depletion deduction amounting to 22 percent of
his royalty income. Yet he does no drilling or other work, and bears none of
the risks of the drilling venture.

Another important point is that an oil producer can increase his percentage
depletion deduction by raising his prices. This occurs because depletion is calcu-
lated as 22 percent of the selling price for crude oil. Consequently, if a producer
raises the selling price for oil from $2.70 to $3.30 per barrel, he automatically
raises his percentage depletion deduction from 59.4¢ to 72.6¢. Thus, the percent-
age depletion mechanism rewards petroleum producers who boost prices.

The long term cost to the government of the percentage depletion deduction is
approximately $1.3 billion per year.5 Thus the total long run cost of percentage
depletion and intangibles, taken together, is approximately $1.6 billion—$300
million attributable to the intangibles deduction and $1.3 billion resulting from
percentage depletion allowances.

FOREIGN TAX CREDITS AND “ROYALTY TYPE” TAXES

The two provisions just discussed benefit all U.S. oil producers, whether they
produce oily domestically or overseas. But the third major tax benefit enjoyed
by oil producers goes almost entirely to those companies large enough to have sub-
stantial foreign operations. This is the ability to convert what are really royalty
payments into artificial “taxes” that are creditable against U.S. tax.

In the United States, most land is in private hands, and it has long been cus-
tomary for oil producers to promise landowners a royalty—that is, a share in
the proceeds from the sale of minerals—in return for permitting oil wells to be
drilled on their property. The traditional royalty has been Y%th of the amount for
which oil is sold. This royalty is treated as income to the royalty holder (sub-
ject, of course, to percentage depletion) and is excluded from income by the oil
producer. The net result is that 74th of the oil income is taxed to the producer of
a successful well, and the remainder to-the royalty holder.

‘When the larger U.S. oil producers began to venture overseas shortly prior to
World War II, they operate under royalty arrangements similar to those just de-
scribed. However, in civil law jurisdictions (such as Venezuela) and in feudal
monarchies (such as Saudi Arabia), the state rather than private individuals
owned the mineral rights. Hence, royalties were paid to state authorities rather
than to private persons,

After World War II, the oil producing countries began to press for higher
royalty payments. It did not take the U.S. owned oil companies long to figure out
that there were tax advantages to making these increased payments in the form
of “taxes” instead of additional royalties. Royalty payments were excludable from
income—in effect, they constituted a deduction from income which—assuming a
50% U.S. tax rate—reduced income taxes by 50¢ for each dollar of additional
royalty. In contrast, if these additional payments could be turned into “taxes,”
they would be creditable against U.S. tax. That meant ha each dollar of “tax” paid

5In the short run, the revenue gain from eliminating percentage depletion would be
about $1.5 billion. The difference between the long and short run revenue effects is attrib-
utable to the gradual increase in cost depletion deductions, as oil producers begin to
recover their investment in oil lands through cost depletion.
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to a foreign government would reduce a firm’s U.S. tax bill by $1.00. In effect, the
additional royalty payments to foreign governments would come out of the U.S.
Treasury.

Of course, foreign governments would have to cooperate in this charade, and
the U.S. Government would have to disregard the realities and pay attention
only to the external form of the transaction. Both these tasks proved quite easy.
The Saudi Arabian government adopted an income tax statute—which, I am told,
was drafted by oil company lawyers in a New York City law office. The statute
effectively excused everyone except oil producers from paying the tax.

Armed with this “income tax statute”, oil company representatives descended
on Washington to induce the Internal Revenue Service to allow U.S. companies
operating in Saudi Arabia to credit this “tax” against their U.S. income tax
liabilities. The result was an Internal Revenue Service ruling, I.T. 4038, hold-
ing that the Saudi Arabian “tax” was creditable, dollar for dollar, against U.S.
tax. This left both the Saudi Arabians and the U.S. oil companies better off;
the U.S. Treasury was left holding the bag. With the next few years, virtually
every foreign country in which U.S., minerals producers operate had adopted
“royalty type taxes” so as to take advantage of this I.R.S. ruling.

The net effect has been to relieve U.S. firms that produce oil in foreign coun-
tries of one of their major costs of doing business in the U.S. U.S. producers,
such as the independent domestic wildcatter, must continue to pay royalties to
land owners in return for drilling rights. U.S. firms operating overseas must also
make substantial payments to landowners——i.e., foreign governments—in return
for drilling rights, but they are able to pass these costs along, dollar for dollar,
to the U.S. Treasury.

I know of no reliable estimates indicating the dollar amount of the tax losses
resulting from allowance of tax credits for “royalty type taxes”. However, one
can make some educated guesses. There “taxes” now constitute better than
509, of the selling price of foreign oil. Since U.S. companies realize about $4
to $5 billion per year from the sale of oil, a conservative estimate would place
the cost of these “royalty tax credits” at from $2 to $2.5 billion per year.

In making estimates of this sort, one difficulty is separating genuine tax
levies from ersatz “royalty type taxes”. In some countries, such as Saudi Arabia,
it appears that virtually the entire “tax” is really a royalty, because the Saudi
Arabian government provides virtually nothing in the way of government serv-
ices to U.S. petroleum companies or their employees. Hence, there is nothing to
which one can attribute the “tax” except the desire of the feudal landholder
for more revenue. In other countries, where the government provides infra-
structure (such as roads and port facilities) and social services for company
employees, at least some of an oil company’s payments to the sovereign con-
stitute genuine taxes. One is safe in concluding, however, that the bulk of the
“taxes” paid by U.S. mineral producers to foreign governments are, in fact, royal-
ties in disguise.

TAX ADVANTAGES ENJOYED BY ALL FIRMS

The major tax advantages outlined above are enjoyed by minerals pro-
ducers only, However, when considering Federal tax policies that would en-
courage increased competition, it is also important to take into account several
tax benefits that are enjoyed by all U.S. firms—not just those in the minerals
industries—and that tend to encourage the growth of giant corporations at the
expense of smaller competitors. Among these tax advantages are the following :

a. Liberal merger rules.—Subchapter C of the Internal Revenue Code con-
tains an elaborate set of rules that are designed to facilitate corporate mergers
by indefinitely postponing the taxes that would normally be due if a firm wish-
ing to dispose of its assets simply sold them to a purchaser. These tax rules
have made it much easier and cheaper for large firms to buy out their smaller
competitors. The existence of these statutory rules, combined with the avail-
ability of I.R.S. tax rulings interpreting those rules in specific cases, has pro-
vided the tax underpinning for the merger movement that has swept the United
States in the last two decades.®

b. Dividends received deduction.—Prior to 1964, a parent company was re-
quired to pay a small tax (amounting in most cases to about 7.5%) on dividends

¢In the minerals industries. the merger movement was further aided during the 1960's
by the availability of Internal Revenue Service rulings with respect to so-called “ABC
Transactions”. In effect, these Internal Revenue Service rulings permitted the purchasers
of mineral properties to avoid paying taxes on the dollars they used to make their pur-
chases. As a direct consequence, major segments of the coal and uranium industries were
acqulredllgy petroleum producers in ABC transactions. Inter-fuel competition will decrease
as a result.
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Teceived from subsidiaries. Since 1964, most dividend payments by subsidiaries
-can be received tax free by the parent company, under the provisions of Section
243 (a) (3) of the Internal Revenue Code. This facilitates the growth of large
-corporate groups which find it necessary, for one reason or another, to conduct
their operations through subsidiaries. ¥or example, petroleum producers are
sometimes required by foreign law to operate through subsidiaries incorporated
in the foreign jurisdiction in question. The 1964 amendments.to Section 243
removed the tax penalty that this mode of operation once entailed.

¢. Consolidated return privilege.—~—Under Section 1501 of the Internal Revenue
Code, an affiliated group of corporations is permitted to file a “consolidated re-
turn”. When a consolidated return is filed, the losses incurred by one corporate
member of the affiliated group can be offset against income earned by other
members. For example, drilling losses incurred by a petroleum subsidiary can
be offset against income of a refining affiliate. This procedure has obvious ad-
vantages for large corporate groups that wish to enter experimental ventures
or high risk enterprises that smaller firms find too hazardous.

d. The “overall” foreign tax credit limitation.—The amount of the foreign tax
credit is, in general, limited to the amount of U.S. tax on the foreign income
subject to tax. But there are two alternative ways of computing this limita-
tion. Under the so-called “per country” limitation, foreign taxes and income are
considered on a country by country basis. Income earned in a low tax country
cannot be sheltered from U.S. tax by tax credits generated in another high tax
nation. Under the “overall limitation”, on the other hand, all foreign taxes and
foreign income are aggregated, when computing the limitation on the foreign
tax credit. Under the overall limitation, high foreign taxes in one country can
be averaged with lower taxes in another foreign country. In this way, some
petroleum producers shelter from U.S. tax the income generated in low tax
countries where petroleum products are sold. They do this by applying tax
credits—including “royalty type tax credits”—generated in high “tax” oil pro-
ducing countries.

Taken together, the four tax rules just outlined—the Subchapter C merger
rules, the 1009 dividends received deduction, the consolidated return privilege,
and the overall foreign tax credit limitation—have given enormous impetus to
the merger movement in the United States and the the growth of multi-national
corporations. To the extent that ‘“bigness’ stifles competition, these tax rules
therefore have an adverse effect on the degree of competition within U.S. indus-
try, including the petroleum industry.

EFFECT OF TAX ADVANTAGES ON BIDDING, DRILLING, AND PRICES

The ostensible purpose of the percentage depletion deduction and the intangi-
ble drilling expense deduction is to provide petroleum producers with the cash
they need to drill more oil wells—especially exploratory wells. This additional
drilling activity, in turn, is supposed to contribute to “National security”.

In fact, there is little hard evidence that the large tax losses attributed to per-
centage depletion and the expensing of intangibles actually produce any substan-
tial increase in the number of wells drilled by petroleum producers. The most
thorough analysis of the relationship between these tax privileges and drilling
activity concluded that we obtain no more than $200 million annually in new
petroleum reserves in return for tax losses exceeding $1.5 billion.” Put another
way, the revenue cost of our petroleum tax subsidies far exceeds the best avail-
able estimate of the benefits produced by those subsidies.

But if the tax benefits for the petroleum industry don’t produce much addi-
tional drilling, what do they produce? Most people probably assume that indus-
try profits are bloated, but the industry’s rate of return on investment is approxi-
mately the same as that of other U.S. industries that pay much higher taxes.®

7 The Economic Factors Aﬂecting the Level of Domestic Petroleum Reserves (commonly
known as “The CONSAD Report’”), prepared by the CONSAD Research Corporation for
the Office of Tax Analysis, United States Treasury Department, 1968. This report was
reprinted as Part 4 of Taz Reform Studies and Proposals, published jointly in March 1969
by the House Ways and Means Committee and the Senate Finance Committee. Although
the CONSAD Report has been legitimately criticized in a number of minor respects by
petroleum industry representatives. the industry has failed to produce any comparable study
challenging the basic soundness of the CONSAD Report’s conclusions.

8 Rate of return figures based on data provided by New York banks indicate that the
industry rate of return is somewhat below that of U.S. industry as a whole. In contrast,
Federal Trade Commission estimates show that the rate of return in the petroleum
industry is somewhat above that in other industries. But in neither case is there a large
deviation from average rates of return for U.S. industry as a whole.
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It appears that the tax benefits conferred on the petroleum industry are being
frittered away in two directions. First, the amounts paid to landowners for
oil leases have been pushed upwards by firms that can “stay in the bidding”
Ionger than would be the case if their cash flow were reduced by normal federal
tax payments. As used in this context, “landowners” includes the U.S. Govern-
ment (with respect to offshore lands), the states (particularly Louisiana, Texas,
and Alaska), and foreign governments. Much of the benefit conferred on petro-
leum producers by existing U.S. tax provisions ends up in Federal, state, and
foreign treasuries.

The tax benefits conferred on the petroleum industry are also frittered away
in the form of “price effects”. Petroleum product prices are lower than they
would be in the absence of these special tax provisions. For example, Dr. Gerard
M. Brannon, then Dizpector of the Treasury’s Office of Tax Analysis, estimated
in 1968 that if percentage depletion and the intangible drilling deduction were
com‘pleotely abolished, the price of gasoline might rise by about 2% cents per
gallon,

This is not, of course, an argument for retaining either percentage depletion
or the intangibles deduction. These special tax privileges have been justified to
Congress on the ground that they result in additional drilling activity and thus
contribute to National security. We fail to attain this goal to the extent that
tax benefits are frittered away in price effects and in higher payments for oil
leases.

When describing the effects of percentage depletion and intangibles, the
petroleum industry has sometimes tried to carry water on both shoulders. For
example, in 1969, it sponsored a series of advertisements that sought to frighten
the public with the spectre of higher gasoline prices if percentage depletion were
cut. At the same time, industry representatives were justifying percentage de-
pletion before the Ways and Means and Finance Committees on the ground that
the deduction contributed to National security.

The industry can’t have it both ways. The same dollar of tax benefit can’t
both reduce product prices and pay for additional well drilling. To date, the
evidence indicates that the effects of the percentage depletion and intangibles
deductions are, first and most important, an increase in the prices paid by
petroleum firms for oil lands; second, a small reduction of product prices; and,
least important of all minor encouragement to the drilling of additional oil
wells.

Because the major effects of the percentage depletion and intangibles deduc-
tions are other than those intended, the program of tax subsidies to encourage
well drilling is a failure. If it turns out that we cannot depend on the free
market economy to produce the number of oil wells we need—a proposition that
I am not willing to accept—then a program of direct drilling subsidies should
be developed.

The direct drilling subsidy program presented by the Chairman of this Com-
mittee, Senator Proxmire, to the 'Senate Finance Committee on September 30,
1969 is a fine example of what I have in mind.” That proposal deserves more
serious consideration than it has yet received. In contrast to our existing tax
subsidies, it has the great advantage of insuring that the subsidy program re-
wards drilling, and nothing else. Furthermore, the costs of the program would be
open to public scrutiny, and the program could be limited to domestic wells, if
that were felt desirable.

THE DEPLETION INCENTIVE FOR HIGHER CRUDE OIL PRICES

As outlined earlier, percentage depletion for oil is calculated as 22 percent
of the selling price of crude oil at the wellhead. As wellhead prices rise, percent-
age depletion also rises. This means the use of percentage depletion to sub-
sidize the oil industry gives producers a vested interest in pushing petrolenm
prices upward.

The tax incentive to raise prices is particularly strong in the case of those
vertically integrated petroleum producers who extract from their own properties
most of the crude oil they need for their refineries, and who buy only a small
proportion of their needs from unrelated producers. For many years, the Internal
Revenue Service has been pricing the oil that these firms produce for themselves

2 See Tar Reform Studies and Proposals, Part 3, p. 418, published in February 1969 by
the House Ways and Means Committee and the Senate Finance Committee.

10 See Hearlngs before the Committee on Finance, United States Senate, on the Tax
Reform Act of 1969, Part 5, page 4212,
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in terms of the prices paid to outsiders for similar crude. This I.R.S. practice
seems plausible at first, but it fails to take note of one very important fact:
‘When an integrated oil company produces the bulk of the oil needed for its re-
fineries, and purchases only a small amount of crude from outsiders, it is better
off, after taxz, if it pushes crude oil prices upward. These firms would actually
prefer to pay higher prices for crude, provided that the prices they paid to out-
siders were also used to price their own crude production when computing per-
centage depletion. The tax savings resulting from the increase in percentage
depletion on the firm’s own production more than offset the additional amounts
paid to outsiders for a small portion of the firm’s erude oil needs.

The effect of using an unrealistically high transfer price for “self-produced
crude o0il” is to move profits from the refining to the producing side of an in-
tegrated petroleum firm. Every extra dollar “paid” by the refinery for crude oil
means one less dollar of refinery profit and one additional dollar of product
profit. Every dollar transfered in this way also means a 22¢ increase in the
firm’s percentage depletion deduction. In effect, profits are being transferred from
a “high tax jurisdiction” (refining) to a “low tax jurisdiction” (production).

This tax incentive to raise crude prices has another desirable effect from the
point of view of large, vertically integrated firms; it makes it more difficult for
independent refiners to survive, because these refiners must pay higher prices
for all their crude needs, not just a portion, and these higher prices bring no
corresponding increase in percentage depletion.

Thus at least some major petroleum producers are in the happy position of
being able to drive their competition to the wall and at the same time increasing
thleir after-tax profits—by simply paying more for a small portion of their crude
oil needs.

Ths is a sitvation that the Internal Revenue Service should long since have
scrutinized. The pertinent Internal Revenue Service regulations state that the
prices used in depletion computations must be “representative”, and the courts
have held that “representative” prices mean competitive prices fixed in open
markets.™ But there is obviously little competition involved when both buyer
and sellers have every incentive to drive prices upward.

Unforturately, with one exception, the Internal Revenue Service has failed to
scerutinize the prices used by integrated oil firms to compute percentage depletion.
The exception relates to the posted prices established by U.S. oil firms operating
in the Persian Gulf.

For many years U.S. firms that produce oil in the Persian Gulf used ‘“posted
prices” as the basis for their depletion computations. However, by the late 1950's,
these prices no longer bore any relation to actual market prices. As world oil
prices dropped, so-called “posted prices” for Persian Gulf oil amounts paid to the
Gulf sheikdoms (whose profit cut was computed as a percentage of the ‘“posted
price” for crude). The increases were not a reflection of competitive market.
forces, nor did they reflect actual market prices for crude.

Use of unrealistically high Persian Gulf posted prices for U.S. tax computa-
tions had two ‘“advantages”: First, increased percentage depletion deductions.
Second, increased profits for the producing subsidiary (which had ample tax
credits to protect its profits) and decreased profits for the U.S. parent company’s
refineries (which had to purchase crude from the producing subsidiary at posted
prices). The decreased U.S. refinery profits were desirable because those profits
would otherwise have been taxable at normal U.S. tax rates. In fact, these profits
were transferred to the producing subsidiary’s books and were sheltered from tax
by the tax credit mechanism.

The Internal Revenue Service was very slow to act. However, in the mid-
1960’s, it finally brought matters to a head by proposing the largest deficiency
assessments in the history of the Internal Revenue Service. After protracted
negotiations with the affected oil companies, the posted price of Persian Gulf
crude, for U.S. tax purposes, was reduced from $1.80 to approximately $1.30.

It is time for the Internal Revenue Service to undertake a similar investi-
gation with respect to domestic U.S. “posted prices” for crude oil. As I
understand it, such an investigation has long been urged by the Antitrust
Division of the Department of Justice, but the Internal Revenue Service has
been reluctant to act.

U Treasury Regu]atlons on Income Tax, Section 1.613-3(a) ; See Alabama By-Products Co.

v. Patterson, 258 F.2d 92 (C.A. §) (1958), cert. den. 358 U.S. 930 ; and Woodville Lime
Products Co. v. United States, 263 F. Supp. 311 (D.C. N.D. Ohio) (1967).



41

Part of'the problem facing the Internal Revenue Service is lack of data
with respect to crude oil prices. The Service has it within its power to remedy this
difficulty. Starting in 1968, the Service began requiring U.S. oil producers to
submit statistical data relating to percentage depletion on their income tax
returns. This data has been tabulated in the case of approximately 30 major
oil companies, but the tabulations have not been published. The Service should
release this data promptly. In addition, it should also tabulate the data relating
to smaller, independent oil companies, since their operations frequently provide
a helpful yardstick by which to evaluate the operations of larger firms.

CONCLUSION

The tax privilege currently enjoyed by the petroleum industry are not an
effective way of increasing drilling activity and promoting National security.
A program of direct subsidies would be less costly and more effective—if it is
determined that there is a real need to subsidize petroleum industry drilling.

In general, existing tax rules promote economic concentration in the petroleum
industry. The percentage depletion deduction, in particular, provides vertically
integrated firms with an incentive to raise the posted prices for crude oil.
It is time for the Internal Revenue Service to scrutinize the “representative”
character of domestic posted prices, to ascertain whether vertically integrated
companies should be permitted to base depletion computations on those prices
in the case of petroleum that they both produce and refine.

Chairman Proxyre. Thank you, Mr. Field.
Mr. Freeman, please proceed.

STATEMENT OF S. DAVID FREEMAN, PROFESSOR, UNIVERSITY OF
PITTSBURGH, AND FORMER HEAD, ENERGY POLICY STAFF,
PRESIDENT’S OFFICE OF SCIENCE AND TECHNOLOGY

Mr. Freeman. Thank you, Mr. Chairman.

As you indicated my prepared statement would go in the record, I
will provide just a brief summary.

Chairman Proxmire. Yes, indeed.

Mr. Freeman. 1 will speak orally only about the oil import pro-
gram but I wish to call attention to the problem of Federal leasing
which is discussed in my prepared statement and merely say the royal-
ty bidding option especially for wildcat acreages deserves at least to
be tried.

Mr. Chairman, for many years the critics of our energy policies
appeared to be whistling in the dark; no one seemed to be listening.
Energy supplies were fairly abundant; prices were stable and were
even being reduced and the Nation was still largely blind to pollution.

But in the last 2 years we have entered what hopefully, and real-
istically is a new era. Our domestic capability to produce oil, natural
gas, and coal has suddenly shifted from too much to not enough and
the price of energy is beginning to skyrocket; people have opened
their eyes to the problems of pollution caused by the consumption and
production of energy.

Perhaps it wasn’t all that important that we didn’t have an energy
1policy in the past, but we have now reached the point in our Nation’s
history where it is imperative that we develop a coherent national
energy policy. On this point everyone seems to agree even if there is
sharp disagreement as to its ingredients. Existing policies of subsidy
and promotion, fashioned in an era of resource abundance, are an
unmitigated disaster as we try to meet essential needs more efficiently
in a period of shortages and intense concern for resource conservation
and preserving the environment.
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I stress the overall energy perspective because there is a'domino
effect among the sources of energy. As we all know, we are now faced
with a shortage of natural gas and the most immediate way of reliev-
ing the gas shortage is to use more oil either directly or to convert oil
into synthetic gas. But here we are confronted by an oil policy that
has erected a maginot line around this Nation to protect us against
invasion by foreign oil. The oil import program supposedly is designed
to protect us against shortages of energy because imports may be
interrupted. But energy shortages already exist on our side of the
maginot line and our policies now seem to be perpetuating the short-
ages, not averting them. And higher prices for domestic oil seem to
hold little promise of alleviating the shortages.

Mr. Chairman, the oil import program was the subject of a most
comprehensive study and report about 2 years ago by the Cabinet Task
Force on Oil Import Control on which I was privileged to participate.

‘National security is the only legal reason for the existence of the oil
import program and the task force conclusion on that score was devas-
tating. There were 13 Cabinet officers and other responsible Govern-
ment officials who participated as members and official observers on the
task force. Ten of the thirteen, including myself, agreed to the follow-
ing key finding as to national security, and I think it is worth repeating
the words of the task force report and I quote:

The present import control program is not adequately responsive to present
and future security considerations. The fixed quota limitations that have been in
effect for the past ten years, and the system of implementation that has grown
up around them. bear no reasonable relation to current requirements for pro-
tection either of the national economy or of essential oil consumption. The level of
restriction is arbitrary and the treatment of secure foreign sources internally
inconsistent. The present system has spawned a host of special arrangements and
exceptions for purposes essentially unrelated to the national security, has
imposed high costs and inefficiencies on consumers and the economy, and has
led to undue government intervention in the market and consequent competitive
distortions. )

The finding went on in that vein, to conclude: “that the present
import control system, as it has developed in practice, is no longer
acceptable. ”

Well, Mr. Chairman, if the program was no longer acceptable in
February 1970, I think it is pertinent to ask what has happened since
then because the program has certainly survived intact with perhaps
another exception or two grafted on. :

Has the judgment of the Cabinet Committee been eroded by subse-
quent events or has the President failed to implement a necessary
reform ¢ One new development is that crude oil prices have increased
throughout the world. Another is that the projections of future demand
for o1l have also increased, thus suggesting a larger gap between pro-
jected U.S. oil production in the years ahead and projection of demand.
As a result, a major oil company is suggesting that without really '
large additional increases in the domestic price we may be importing
half of the Nation’s crude oil requirements by 1985 primarily from the
Arab nations.

The developments that have occurred—increases in the world price
of crude and the prospect of greater U.S. reliance on Arabian oil in the
future—are the very dire consequences which industry representatives
suggested would take place if the quotas were abolished.
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The significant point is that these new events have occurred even
though the task force recommendations were rejected and the quota
system has remained intact.

There is a strong upward push on oil prices throughout the world
and I do not minimize the impact of this new development. However,
it is relevant to point out that prices have increased on domestic oil as
well. During the past 2 years the price of crude oil produced in the
United States has increased 25 cents a barrel while the price actually
paid, not the posted prices but the prices actually paid for crude o1l
in the Persian Gulf has increased but little more, about 35 cents a bar-
rel. Tanker rates which shot up temporarily have now gone back down
to their former levels where most observers expect them to remain.

Thus, after all is said and done, the $1.25 per barrel saving to Amer-
ican consumers referred to in the task force report has been reduced
somewhat but the saving is still in the neighborhood of $1 a barrel.
Additional price increases are no doubt forthcoming in the world oil
market but if domestic oil is to be an alternative there is reason to
believe that its price will be increased as well. Thus with the increased
volumes now contemplated the potential saving to consumers from re-
placing the quota system is not very much different from the $5 billion
per year set forth in the task force report.

The quota system over the past decade has certainly encouraged U.S.
production by keeping out lower priced foreign oil.

Our policy appears to be “drain American first.” And we have been
sucessful, in fact so sucessful that we probably can’t increase U.S. pro-
ductive capacity very much even if our present oil policies are con-
tinued. Industry spokesmen claim a large additional increase in oil
prices is needed if U.S. production is to be increased and even price
increases would have a doubtful impact.

We have already “skimmed the cream” of our oil resources. A con-
tinuation of rigid quotas on oil imports, if at all feasible, now requires
large price increases or else we will surely have a major shortage of
energy. But the President has just invoked price control on the whole
economy which appears to rule out the kind of price increase the oil
industry feels is necessary.

Phase IT would thus seem to me to require an end of the rigid quota
system on imports unless the President plans to include a hole in the
price ceiling for oil.

There is, of course, a legitimate concern about security of supply for
oil and other sources of energy as well, but the fatal flaw of the present
program is that we fail to confine it to insecure sources and fail to
connect the imposition of quotas to the development of adequate sup-
plies to meet the needs of the U.S. consumer. The quotas keep Arab
oil out but they don’t assure that the energy gap will be filled ; in fact
they prevent it from being filled.

Under the present program, the prospect is for somewhat enlarged
quotas fixed by the Government in precise amounts and carefully con-
trolled so as to have no competitive effect on prices. We will be spoon
fed just enough oil to be sure no one has a cold home but not enough
to cool off the inflation in fuel prices.

A continuation of the existing program with gradual increases in
the quotas will place us in a steadily more vulnerable position if
there ever were emergency interruptions of supplies from the Middle

78-169—72—4
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East. This is true because our reserve productive capacity is now only
a few percent of capacity and may be gone altogether in 2 years:

The Federal Government’s import program, Mr. Chairman, is in
reality an insurance policy for each American consumer, which costs
him £ to 3 cents a gallon on his gasoline and fuel oil bills, It is de-
signed to protect him against shortages, but if the time ever comes
when the consumer needs to cash in his policy, I am afraid he will
find that the oil bank is broke.

Chairman Proxmire. Could I just interrupt to ask you if you could
put that in perspective by telling, saying, whether or not my estimate
of $100 per family is about right or not? I estimated that on the basis
of 50 million American families and $5 billion cost.

Mr. Freemax. It seems to be a good estimate.

Mr. Chairman, the central failure of this oil import program is we
are restricting the imports from secure, friendly neighbors, treatin
them much the same as distant Arab nations that could present a re
problem. The oil import task force report found that Canada is a
secure source of oil. Nevertheless, since that report, the administra-
tion has imposed quotas on the imports of oil from Canada, which
are contrary to the interests of the American consumer and contrary
to the long-term security of oil supply for this Nation.

There are large oil resources in Canada surplus to the needs of the
Canadian people, but these resources, and I stress the word “resources,” -
not “reserves,” will not be discovered, developed, and brought to mar-
ket as long as the United States maintains quotas which limit the vol-
umes that can be imported.

We are imposing quotas which are discouraging the development of
oil resources in Canada probably as large as our own because a tiny
amount of imports may be cut off. It just doesn’t make sense. There is
really no creditable basis for quotas against Canadian oil.

The self-defeating nature of our oil policies with Canada are high-
lighted by the discovery of oil and gas in Alaska. The oil companies
are seeking to market the Alaskan o1l via a pipeline through Alaska
and tankers to the west coast. But the natural gas must come in a
pipeline across Canada if it is to be economical at all. The Interior
Department is considering the oil pipeline across Alaska without any
assurances of early delivery of the associated natural gas which is a
much more urgent need for the U.S. consumer. The oil, of course,
could be transported in a pipeline on the same right-of-way across
Canada as the natural gas pipeline.

In my view, the Canadian pipeline alternative for marketing the
oil is environmentally superior to the Alaskan route because it skirts
the earthquake zone which is much more intense in Alaska than in
Canada; it avoids the oil spill problem in transshipping the oil by
tanker altogether and by using a common right-of-way with the na-
tural gas pipeline, it would minimize land-use problems.

But of perhaps equal significance is the energy factor. The trans-
Canada route would enlarge the supply of oil and natural gas that
could be made economically available to the U.S. market. By traveling
through Canada, the pipeline would encourage development of the
vast oil resources in northern Canada and would provide economical
transportation to U.S. markets.

The large quantities of additional Canadian oil the trans-Canada
route would deliver would mean that much less to be imported from
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the Midle East where dependence on Arab oil would pose a security
threat. There 1s thus a su%stzmtial national security advantage to the
United States and to Canada as well as in the trans-Canada alternative.

To my knowledge there has not been the kind of collaboration
between the United States and Canada at the highest levels of govern-
ment, which the importance of this decision dictates. But it is by no
means too late. And I take this occasion, Mr. Chairman, to urge that
President Nixon invite the Canadian Government to collaborate with
us and to instruct the Secretary of Interior to explore the Canadian
alternative on the merits before he makes a decision, as indeed it
would seem to me that the Environmental Policy Act requires. It seems
to me that in this particular instance that the long way is the short
way, and that the Government will find by exploring the alternatives
and developing the environmentally and energy superior alternative,
the interests of this Nation will be best served.

Now, elsewhere in the Western Hemisphere, Venezuela is also a
relatively secure source of oil whose resources are not being developed
as rapidf’y as they could because of the restrictions on entry into the
U.S. market. There is a shortage of petroleum within our border and
vast economical resources available for exploration and development
just across our border in North America and throughout the Western
Hemisphere.

Now that the energy shortage is so acute that we are seriously con-
sidering importing natural gas from the Soviet Union, surely the
time has come for the U.S. Government to eliminate the oil import
quotas with respect to our Western Hemisphere neighbors. Large new
volumes will not flow at once, but such an action would provide the
encouragement and incentives necessary for opening up the areas that
remain to be discovered which can make a large contribution in the
years ahead.

The oil import quota system should be abolished, and no alternative
program is needed for imports from Western Hemisphere sources.
But I do feel that we need some program with respect to imports
from Arab nations. Western Europe and Japan are already heavily
dependent on Arabian oil, and I would not lightly suggest that the
Uxi:lted States add to the Arabs’ potential for leverage on our foreign
policy.

Th{, problem we face is the prospect of greater imports of Arabian
oil, whatever import policy we pursue. There is a fundamental an-
swer to this problem, and the answer, Mr. Chairman, is to adopt a
program of conservation in the use of oil, which means doing some-
thing about asserting our priorities in this country. It means putting
money into mass transit; it means using smaller horsepower cars and
other such measures.

Any import program should link the volumes imported from these
insecure sources to reserve productive capacity available in the United
States. The objectives should be to protect consumers against the
threat or reality of interruptions of oil supply by providing produc-
ing capacity that could replace these supplies if they were cut off.
Such a program would protect our long-term security by utilizing
Middle Eastern sources and thus stretching out the time before our
own resources are exhausted.
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This could be implemented in a variety of ways. One possibility
would be the imposition of the tariff idea as suggested by the Cabinet
Committee but earmarking the funds to developing standby reserve
producing capacity.

An alternative might be to require that the importers from inse-
cure sources maintain a stockpile to cover any interruptions just as
the electric power industry maintains reserve capacity in an effort
to avoid interruptions of power supply.

These measures will cost money and that should be understood,
but the important point is that these alternatives would provide the
American consumer with oil supplies at prices set by competition.
The groundworlk for the reform has been laid in the Cabinet Com-
mittee’s report. The need for reform is now urgent.

I would like to close with just one thought, Mr. Chairman, and
that is we need a fundamental change in energy policy in this country.
We need a much more conservation-oriented policy, imported or do-
mestic, and such a policy would serve the aims of our environmental
protection program. They would serve the aims of our dwindling
energy resources and it is the only program that will really prevent
us from becoming heavily dependent upon Arabian oil in the 1980’s.

Thank you very much.

(The prepared statement of Mr. Freeman follows:)

PREPARED STATEMENT OF S. DAvVID FREEMAN

Mr. Chairman and members of the committee, I was pleased to accept your
invitation to testify as part of this Committee’s hearings on “Oil Prices and
Phase I1.” At a time when the President is asking labor and industry to keep
prices down it is certainly timely and relevant to inquire about government
policies and programs that may actually be pushing prices up. And oil policies
are an outstanding example of federal programs that prevent competition and
promote inflation.

Before discussing the specific policies with respect to oil, it might be useful
to say a few words about this nation’s energy policies generally, especially since
my own responsibilities in government dealt with the broad spectrum of energy
policies. Anyone who has studied this area has found that our energy policies
are a bundle of contradictions working at cross purposes and poorly adapted
to serving the interests of the public. The government keeps a lid on natural gas
prices and a floor under oil prices. It supports atomic research and neglects
coal and new sources of energy. It subsidizes tankers to move oil but neglects
rapid transit that might move people to work without consuming so much oil.
It subsidizes exploration of oil but limits its production. And we could g0 on.

For many years the critics of our energy policies appeared to be whistling in the
dark because almost no one was listening. For example, in 1968 we could not
even interest the Congress in funds to study these energy policies which cried
out for reform. Energy supplies were abundant, prices were stable, and even
being reduced, and the nation was still largely blind to the pollution which
energy production and consumption were causing.

But in the last two years we have a whole new ball game. Qur domestic
capability to produce oil, natural gas and coal rather suddenly shifted from too
much to not enough. The price of energy is beginning to skyrocket, and the
people have opened their eyes to oil spills, strip mining and air pollution, three
of the more prominent environmental problems for which energy production
and consumption are responsible.

We have now reached the point in our nation’s history where it is impera-
tive that we develop a coherent national energy policy. On this point everyone
seems to agree even if there is sharp disagreement as to its ingredients. Existing
policies of subsidy and promotion, fashioned in an era of resource abundance,
are an unmitigated disaster as we try to meet essential needs more efficiently in a
period of shortages and intense concern for resource conservation and preserv-
ing the environment.
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I believe that a milestone of sorts in this area was reached with the President’s
energy message of June 4, 1971, The most important point about the message is
that for the first time a President recognized that energy problems were of
sufficient concern to warrant a special message to the Congress. The President’s
energy message of course did not purport to set forth an energy policy for the
nation. But it made some commitments to important research efforts and other
items which I believe are in the right direction.

The President’s energy message should be considered as the beginning of
a searching reexamination of all of our energy policies, and the hearings before
this Committee deal with perhaps the area that is in most immediate need
of reform. I do believe, however, that it is important to relate the criticisms
and revisions in our oil policy with reforms that may be necessary with respect
to natural gas and the other forms of energy so that we do indeed develop a
coherent policy. In that respect, as you know, the Senate has undertaken an
energy policy study under the direction of the Senate Interior Committee with
the Chairmen of other interested committees participating as well.

I stress the overall energy nature of our problems because there is a domino
effect among the sources of energy. As you know, we are now faced with a
shortage of natural gas. Many blame the shortage on FPC price controls. I'm
inciined to think that air pollution controls which have greatly enlarged the
market, the environmental problems in drilling offshore and the limited nature
of the resource are closer to the main reasons. In any event the shortage is a
reality.

The most immediate way of relieving the gas shortage is to use more oil
either directly or to convert oil into synthetic gas. But here we are confronted
by an oil policy that has erected a Maginot Line around this nation to protect
us against invasion by foreign oil. The oil import program supposedly is designed
to protect us against shortages of energy because imports may be interrupted.
But energy shortages already exist on our side of the Maginot Line and our
policies now seem to be perpetuating the shortages, not averting them. And higher
prices for domestic oil hold little promise of alleviating the shortages.

It is therefore important to reexamine these oil policies, recognizing that they
are but a part of the need for developing a coherent energy policy. Oil is our
largest source of energy and the government policies in this area cry out for
reform.

It is of course beyond question that the oil import control program is re-
sulting in substantially higher oil prices for the U.S. consumer than would
be the case in its absence. The program is justified solely on the grounds of
national security. It is important to understand that in this context national
security does not mean the needs of the military. The military requirements for
oil are so small as compared to civilian demands that no one doubts our ability
to meet military needs.

The oil import control program is to assure continuity of supply to the civilian
economy. Upon analysis, the controlling contingency would be a prolonged
political boycott by the Arab nations. These nations control most of the world’s
low cost oil supplies which proponents of the program claim we would be import-
ing in large quantities in the absence of the quotas.

This oil import program was the subject of comprehensive study and report
about two years ago by the Cabinet Task Force on Oil Import Control on which
I was privileged to participate. The Task Force was chaired by then Secretary
of Labor George Shultz. The study was by far the most thorough analysis of
the issue that has been published by government during the long and checkered
history of the oil import program.

National security is the only legal reason for the existence of the oil import
program and the Task Force conclusion on that score was devastating. There
were thirteen Cabinet officers and other responsible government officials who
participated as members and official observers on the Task Force. Ten of the
thirteen agreed to the following key finding as to national security :

‘0. NATIONAL SECURITY FINDINGS

“42]. The present import control program is not adequately responsive to
present and future security considerations. The fixed quota limitations that
have been in effect for the past ten years, and the system of implementation
that has grown up around them, bear no reasonable relation to current require-
ments for protection either of the national economy or of essential oil con-
sumption. The level of restriction is arbitrary and the treatment of secure for-
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eign sources internally inconsistent. The present system has spawned a host
of special arrangements and exceptions for purposes essentially unrelated to the
national security, has imposed high costs and inefficiencies on consumers and
the economy, and has led to undue government intervention in the market and
consequent competitive distortions. In addition, the existing quota system has
left a significant degree of control over this national program to state regulatory
authorities. If import controls are to serve the distinctive needs of national
security, they should be subject to a system of federal control that interferes
as little as possible with the operation of competitive market forces while
remaining subject to adjustment as needed to respond to changes in the over-
all security environment. A majority of the Task Force finds that the present
import control system, as it has developed in practice, is no longer acceptable.
The basic question, then, concerns the character and degree of import restriction
judged necessary to safeguard the nation against severe economic weakening or
supply deprivation.”

The crucial sentence is that a majority of the Task Force found ‘“that the
present import control system as it has developed in practice is no longer accept-
able.” :

If the program was no longer acceptable in February of 1970, it is quite per-
tinent to ask what has happened since that date, because the program certainly
remains intact. Has the judgment of the Cabinet Committee been eroded by sub-
sequent events or has the President failed to implement a necessary reform?
Let’'s examine the facts.

One new development is that erude oil prices have increased throughout the
world. Another is that the projections of future demand for oil have also in-
creased, thus suggesting a larger gap between projected U.S. oil production in the
years ahead and projection of demand. As a result a major oil company is sug-
gesting that without really large additional increases in the domestic price we
may be importing half of the nation’s crude oil requirements by 1985 primarily
from the Arab nations.

The developments that have occurred——increases in the world of crude and the
prospect of greater U.S. reliance on Arab oil in the future—are the very dire
consequences which industry representatives suggested would take place if the
quotas were abolished. The significant point is that these new events have
occurred even though the Task Force recommendations were rejected and the
quota system has remained intact. I know it can be argued that if the quotas
were abolished matters would be worse, but it is nevertheless true that the
present program is failing to achieve its intended purpose.

There has been a great amount of significance attached to the increases in world
oil prices which are a consequence of the increases in payments on oil negotiated
by the Arab nations. There is of course a strong upward push in oil prices
throughout the world and I do not minimize the impact of this new development.
However, it is relevant to point out that prices have increased on domestic oil as
well. During the past two years the price of crude oil produced in the United
States has increased 25 cents a barrel while the price actually paid for crude
oil in the Persian Gulf has increased but little more, about 35 cents a barrel.
Tanker rates which shot up temporarily have now gone back down to their former
levels where most observers expect them to remain.

Thus, after all is said and done, the $1.25 per barrel saving to American con-
sumers in importing Middle Eastern oil identified in the Task Force report has
been reduced somewhat but the saving is still in the neighborhood of a dollar a
barrel. Additional price increases are no doubt forthcoming in the world oil mar-
ket but if domestic oil is to be an alternative there is reason to believe that its
price will be increased as well. Thus with the increased volumes now contem-
plated the potential saving to consumers from replacing the quota system is not
very much different from the 5 billion dollars per year set forth in the Task
Force report.

In my view the events of the past two years have transformed our oil import
program from one that “is no longer acceptable” to one that is no longer toler-
able. I say this because the failure of the program to achieve its national security
objective is now quite plain and consumers deserve relief from inflated energy
prices and shortages to which the program is contributing.

The quota system over the past decade has certainly encouraged U.S. produc-
tion by keeping out lower priced imported oil. As a result this nation with its
enormous demands for oil has already utilized a sizeable percentage of our own
economic oil resources. Our policy appears to be “Drain America First.”” And we
have been successful, in fact so successful that we probably can’t increase U.S.
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productive capacity very much even if our present oil policies are continued.
Industry spokesmen claim a large additional increase in oil prices is needed if
U.S. production is to be increased and even price increases would have a doubtful
impaect.

We have already “skimmed the cream” of our oil resources. A continuation of
rigid quotas on oil imports, if at all feasible, now requires large price increases
or else we will surely have a major shortage of energy. But the President has
just invoked price control on the whole economy which appears to rule out the
kind of price increases the oil industry feels is necessary.

Phase II would seem to me to require an end of the rigid quota system on im-
ports unless the President plans to include a hole in the price ceiling for oil. For
even if we ran the cost of the program to consumers up to $10 billion a year, and
succeeded in stemming off additional imports for some years, it would be con-
trary to our long-term security by really draining America dry. And the environ-
mental implications of such a stepped-up drilling effort have yet to be seriously
considered.

A continuation of the oil import program thus promises to continue shortages
and inflation while leading to more pollution and exhaustion of our limited re-
sources. It would be difficult to dream up a program that served the public inter-
est so poorly.

Having said all that, let me quickly state that there is a legitimate concern
about security of supply for oil and other energy sources as well, The fatal flaw
of the present program is that we fail to confine it to insecure sources and fail
to connect the imposition of quotas to the development of adequate supplies to
meet the needs of the U.S. consumer. The quotas keep Arab oil out but they don’t
assure that the energy gap will be filled—in fact they prevent it from being filled.

Imported oil is the only source of energy available in abundant supply in the
next few years to meet the needs of the U.S. consumer in a manner compatible
with air pollution control requirements. We cannot really maintain a policy of
shutting out more imports without creating an acute shortage of clean energy.

Under the present prograin the prospect is for somewhat enlarged quotas fixed
by the government in precise amounts and carefully controlled so as to have no
competitive effect on prices. We will be spoon fed just enough oil to be be sure no
one has a cold home but not enough to cool off the inflation in fuel prices.

A continuation of the existing program with gradual increases in the quotas
will hardly satisfy the energy needs of the American consumer. But it will cer-
tainly place us in a steadily more vulnerable position of there were emergency
interruptions of energy supplies from the Middle East. This is true because our
reserve productive capacity is now only a few percent of capacity and may be
gone altogether in two years.

The Federal Government’s import program is an insurance policy for each
American consumer which costs him 2 to 3 cents a gallon on his gasoline and
fuels oil bills to protect him against shortages. But if the time ever comes when
the consumer needs to cash in his policy, I am afraid he will find that the oil
bank is broke.

A central failure of the program is that we are restricting imports from secure,
friendly neighbors, treating them much the same as distant Arab nations that
could present a real problem. The Oil Import Task Force report found that
Canada is a secure source of oil. Nevertheless the Administration has imposed
quotas on the imports of oil from Canada which are contrary to the interests of
the American consumer and contrary to the long-term security of oil supply for
this nation.

There are large oil resources in Canada surplus to the needs of the Canadian
people, but these resources will not be discovered, developed and brought to
market as long as the United States maintains quotas which limit the volumes
that can be imported. X am familiar with the contention made that if we re-
moved these restrictions we would ‘in effect be relying not just on Canadian oil
but on the oil that is imported into Eastern Canada as well and this would
present a security problem to the United States. But if one looks at the facts he
finds that the Canadian imports from the Eastern Hemisphere amounted to less
than 200,000 barrels per day in 1970. This amount is about one percent of the
U.S. market.

We are imposing quotas which are discouraging the development of oil re-
sources in Canada probably as large as our own because this tiny amount of
imports may be cut off. It just doesn’t make sense. There is really no creditable
basis for quotas against Canadian oil.
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The self-defeating nature of our oil policies with Canada are highlighted by
the discovery of oil and gas in Alaska. The oil companies are seeking to market
the Alaskan oil via a pipeline through Alaska and tankers to the West Coast.
But the natural gas must come in a pipeline across Canada if it is to be economi-
cal at all. The Interior Department is considering the oil pipeline across Alaska
without any assurances of early delivery of the associated natural gas which is a
much more urgent need for the U.S. consumer. The oil of course could be trans-
ported in a pipeline on the same right-of-way across Canada as the natural gas.

The Canadian pipeline alternative for marketing the oil is environmentally
superior to the Alaskan route because it skirts the earthquake zone in Alaska,
avoids the oil spill problem altogether and by using a common right-of-way with
the natural gas line it would minimize land-use problems.

But of perhaps equal significance, the trans-Canada route would enlarge the
supply of oil and natural gas that could be made economically available to the
U.S. market. By traveling through Canada the pipeline would encourage develop-
ment of the vast o0il resources in northern Canada and provide transportation to
U.S. markets. A pipeline across Alaska would be limited to Alaskan oil. However
by routing the pipeline through the Canadian oil fields it could transport the
Canadian oil as well as Alaskan oil with resultant economies and additional se-
cure supplies. In addition the pipeline system would deliver the oil closer to
midwestern and eastern U.S. markets where it is really needed. It is the East
Coast, and not the West Coast, of the United States that is he most heavily
dependent on imports and where the major growth in demand is taking place.

The large quantities of additional Canadian oil the trans-Canada route would
deliver would mean that much less to be imported from the Middle East where
dependence on Arab oil would pose a security threat. There is thus a substantial
national security advantage to the United States and to Canada as well in the
trans-Canada alternative.

To my knowledge there has not been the kind of collaboration between the
United States and Canada at the highest levels of government which the im-
portance of this decision dictates. But it is by no means too late. And I take this
occasion to urge that President Nixon invite the Canadian government to col-
laborate with us in pursuing the trans-Canada alternative on its merits, before
a decision is made. If we go our separate ways in marketing the petroleum re-
sources in Alaska and the Canadian North, the best interests of both nations
will suffer in the process.

Elsewhere in the Western Hemisphere, Venezuela is also a relatively secure
source of oil whose resources are not being developed as rapidly as they could be-
cause of the restrictions on entry into the U.S. market. Venezuela has proven to
be a very secure source to the United States day in and day out and through all
the emergencies that have occurred. In fact if one takes a2 somewhat broader
view of national security, as I believe one must, the case for removing the quotas
is quite compelling. Continuation of a vital and effective democratic form of
government in Venezuela is heavily dependent upon growing access to the United
States market for its petroleum resources which are the primary source of that
nation’s financial strength.

There is a shortage of petroleum within our border and vast economical re-
sources available for exploration and development just across our border in
North America and throughout the Western Hemisphere. Now that the shortage
is so acute that we are seriously considering importing natural gas from the
Soviet Union, surely the time has come for the United States Government to
eliminate the oil import quotas with respect to our Western Hemisphere neigh-
bors. Large new volumes will not flow at once but such an action would provide
the encouragement and incentives necessary for opening up the areas that re-
main to be discovered which can make a lavrge contribution in the years ahead.

The oil import aquota system should be abolished and no alternative program
is needed for imports from Western Hemisphere sources. But I do feel that we
need some program with respect to imports from Arab nations. Western Europe
and Japan are already heavily dependent on Arab oil and I would not lightly
suggest that the United States add to the Arabs’ potential for leverage on our
foreign policy.

The problem we face is the prospect of greater imports of Arab oil whatever
import policy we pursue. A fundamental answer is to adopt a program of con-
servation in the use of oil which means mass transit, smaller horsepower cars
and the like. Any import program should link the volumes imported from these
insecure sources to reserve productive capacity available in the United States.
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The objective should be to protect consumers against the threat or reality of
interruptions of oil supply by providing producing capacity that could replace
these supplies if they were cut off. Such a program would protect our long-term
security by utilizing Middle East sources and thus stretching out the time be-
fore our own resources are exhausted.

There are a variety of ways of accomplishing this objective. One possibility
would be the imposition of the tariff idea as suggested by the Cabinet Cowmmit-
tee but with the amount of the tariff earmarked and utilized to develop standby
reserve producing capacity in the United States. This would in effect mean
developing additional ready reserves similar to the Elk Hills Naval Petroleum
Reserve. Such a program might be facilitated by the Government taking its one-
eighth royalty from the oil now produced on federal lands in the form of oil
rather than cash and through exchanges building up such standby capacity. In-
terestingly enough the existing leases permit the Government to take its royalties
in the form of oil rather than cash under certain circumstances.

The ready reserves might contain stockpiles of oil products as well as crude
oil to the extend products are imported. The amount of the tariff could be
calculated to provide the needed revenues to build up and maintain a reserve
productive capacity that would cover any credible contingency that our plan-
ners may postulate.

If we had reserve capacity developed and ready for use, a political blockade
of imports would be ineffective and it is highly unlikely that the producing na-
tions would attempt to impose such a blockade. The analysis is similar to our
entire national security posture. Being prepared for a contingency is the most
effective way to prevent the emergency from ever happening.

An alternative to the tariff might be a requirement placed on importers of
either crude oil or oil products from insecure Eastern Hemisphere sources to
maintain a stockpile to cover any interruptions. Anyone could import crude oil
or its products in any amount he wished provided he maintained supplies in a
ready reserve earmarked to replace the imports for a specified length of inter-
ruption. In this way the cost of assuring adequacy of supply wouid be inter-
nalized in the price of oil just as the reserve capacity that the electric power com-
panies maintain is an integral part of the cost of producing electricity.

I realize that standby reserves cost money and this will reduce the savings
to consumers from importing Arab oil. But at least the money will be spent on
providing security of supply and not just an illusion of security as with the pres-
ent program. The important point is that either of these alternatives, or others
that may be suggested, would provide the American consumer with the oil sup-
plies that he needs at prices set by healthy competition. And I have little doubt
that the net benefits to the nation in terms of lower cost oil and longer-term
adequacy of supply would be substantial.

It is worth observing that these reforms of oil import policy can be accom-
plished by a stroke of the President’s pen. The groundwork has been laid in the
Cabinet Committee’s report. The need for reform is now urgent.

FEDERAL LEASING

One of the discouraging trends in the institutional structure of the energy
industry is the growing concentration of ownership. This comes about as the
major integrated petroleum companies have branched out into coal and uranium
and become energy companies. And it also comes about as the number of active
independent oil and gas producers continues to diminish.

Federal leasing policies are presently contributing to this trend but they could
be reformed to help stem this tide toward monopoly. The present system of
oil leases is the bonus system where the bids are awarded to the highest cash
bidder. Because of the large sums of money involved it has been virtnally im-
possible for the smaller independent producers to participate in this offshore
leasing program.

A royalty bidding system would require only a minimum cash outlay by the
bidder. The Government would award the lease to the bidder who offered to pay
the highest royalty. It is quite obvious that the royalty bidding system would
help make it possible for small companies to participate in the bidding either
individually or jointly.

The royalty system should increase the return to the Government over the life
of the lease because of the greater competition among bidders. Also the Gov-
ernment would share the profits in any bonanzas, an important consideration
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since the oil companies usually know more about the prospects than the
Government.

The fact that a bidder takes very little risk in a royalty bid makes such bid-
ding especially attractive in a wildcat area where drilling is more of a gamble
than established oil and gas provinces. And wildeatting is the traditional role
of the independent. Royalty bidding for a wildcat sale would be an ideal way of
permitting independents to enlarge their role of finding new oil and gas
reserves,

An objection voiced to the royalty bidding system is that the liability for an oil
spill offshore is so large that small companies are not strong enough financially
to be held responsible. But this could be remedied by insurance required by the
lease. It is also suggested that the large companies have the technical talent to
avoid oil spills and the small companies do not. But it’s hard to overlook the fact
that the major spills have been caused by the major companies. Certainly inde-
pendents would have to abide by the same stringent requirements as anyone else
but the oil spill problem is one that is common to anyone operating in the OCS.

The overriding public interest in greater competitiion with all of its attendant
benefits makes a compelling case for at least giving the royalty bidding option
a fair trial.

The Outer Continental Shelf Law which governs offshore bidding expressly
provides for royalty bidding as an alternative. But royalty bidding has not even
been tried.

Here too is an area where reform of a government policy could be accomplished
by a simple decision in the executive branch to put it into effect.

SUMMARY

Reform: of the oil import program, federal leasing policies and other matters
which are the subject of this hearing can make an important positive contribu-
tion to the anti-inflation programs of Phase II. As I have attempted to point out,
such reforms are also essential to providing adequate energy supplies for the
Nation.

But there is a broader dimension to the problem of inflation in this vital sector
of the economy. Energy prices generally are going up sharply. The price of coal
has nearly doubled in the past two years. Nuclear power plants that were sup-
posed to produce electricity at 4 mills per KWH when planned cost 8 mills when
built. ‘And field prices of natural gas are also going up fast. As a result the retail
price of both natural gas and electric power are increasing sharply.

_'This inflationary spiral comes at a time when we are undergoing a fundamental
change of policy with respect to the environment and taking actions to abate
pollution. These measures reduce the total cost to society of producing energy
but they also contribute to the upward push on energy prices by including the
cost of pollution control in the price of energy. But it is important to distinguish
between price increases that provide funds to prevent pollution or reflect unavoid-
able increases in cost from price increases that are avoidable or simply add
to profits.

It seems to me that a fundamental change in policy is needed now that we face
shortages of energy and an abundance of pollution. We must become much more
conservation minded in the use of energy, imported or domestic. By cutting out
waste we can reduce pollution and'conserve our dwindling resource base.

And there is another reason for energy conservation directly related to our
oil import policy. If we really want to avoid becoming dependent on Arab oil in
the 1980’s we need to be spending more in the 1970’s on mass transit to replace
cars, on barge and rail transport to replace trucks, and on research and develop-
ment for conservation and alternative sources of energy. There are major oppor-
tunities to conserve oil through more efficient transportation. And there are other
measures to meet essential needs with less use of energy.

Conservation must replace subsidy and promotion as the essential purpose of
U.S. energy policy because the era of abundant low-cost energy appears to be
coming to a close. We are faced with serious environmental problems and a
rapidly increasing real cost of energy, at least until we can better control inflation
in the economy generally and perfect cleaner and more efficient energy sources.
But it is precisely because inflationary pressures are so strong that action is
urgent in areas such as the oil impoert program where government policy is
unnecessarily contributing to higher prices.

Chairman Proxurre. Thank you, Mr. Freeman.
Mzr. Mancke, please proceed.
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STATEMENT OF RICHARD B. MANCKE, ASSISTANT PROFESSOR,
ECONOMICS DEPARTMENT AND LAW SCHOOL, UNIVERSITY OF
MICHIGAN

Mr. Maxcke. Thank you, Mr. Chairman. I, too, would like to pre-
sent a summary of my prepared statement.

Since 1959 the United States has used quotas to limit severely the
quantity of imported oil. Enhanced national security is the alleged
benefit from these restrictive oil import controls. Because of the diffi-
culty of quantifying precisely either this benefit or the cost to the
Nation of its present policy of mandatory oil import controls, it is not
implausible to expect that even well-informed individuals would hold
differing views as to whether this policy is—or has been—economical.
That is, they would hold differing views as to whether the value of any
benefits from increased national security more than offset this policy’s
total cost.

The long, rancorous debate about the merits of the Nation’s present
oil import policy testifies that this has indeed been the case. The re-
mainder of my statement is designed to demonstrate that even if the
responsible policymakers should decide that the benefit from increased
oil security exceeds the present policy’s cost, there remain strong rea-
sons why they ought to oppose achieving the desired gains in national
securlty by using this particular policy.

The sum of exploration, development, and operating costs meas-
ures the total resource cost that must be incurred when producing
crude oil. Total resource cost includes a return—that is, profits—
sufficient to induce companies to produce this oil.

The most important characteristic of the American crude oil indus-
try is that there are large differences in the total per barrel resource
costs of producing crude oil from its many different sources. To
illlustrate, there are some crude oil sources, such as parts of offshore
Louisiana or the Alaskan North Slope, where the total per barrel
resource cost of producing crude oil is less than $1; there are other
oil sources throughout the continental United States where this cost
i1s between $1 and $3.50; finally, there are still other sources, from
which very little or no crude oil is currently produced, where this
cost would be at least $3.50 and perhaps much higher. The reason
why American crude oil producers do not produce oil exclusively
from the very lowest cost sources is because the supply available
from these sources is far less than the current demand.

The United States currently produces about 4 billion barrels of
domestic crude oil and natural gas liquids annually. Because the
average price of this crude oil is currently about $3.50 at the well-
head, 1its total cost to American consumers must be about $14 billion
annually. However, the total resource cost of producing these 4 bil-
lion barrels must be less than $14 billion because large quantities
cost less than $3.50 per barrel to produce. The difference between
the total revenue earned from the sale of each barrel of this crude oil
and the total resource cost of producing that barrel is a rent.

Three types of crude oil rents are collected in the United States:
(1) royalties, (2) lease bonuses are paid to the oil land’s owners,
(8) severance taxes are paid to the States in which the oil is located.
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In my formal statement I present my reasons for concluding that
the total value of these rents currently exceeds $3 billion annually.

There is an alternative way to look at these $3 billion of rents.
That is, that they represent transfers of value from oil consumers
to either the owners of the oil and or the oil-producing States. The
term “transfers” is used by economists to denote a payment for which
no productive service is rendered. As the President’s Oil Import
Task Force observed, policymakers ought to be concerned about the
magnitude of any transfers because “we do not sanction the transfer
of value from one group of citizens to others in the absence of clear
public policy justification.”

The supply of crude oil available from the lowest resource cost
American sources is not nearly sufficient to satisfy current demand;
therefore, domestic producers of crude oil find it profitable to pro-
duce additional—that is, higher cost—barrels only at a higher price.
Oil import quotas encourage domestic crude oil producers to pro-
duce the desired higher output by restricting severely the price com-
petition offered by foreign oil. More precisely, whenever oil imports
are restricted the demand for domestic crude oil is raised and this
higher demand can be satisfied only at a higher price.

The enforcement of mandatory o1l import controls has stimulated
greater domestic crude oil production by raising crude oil’s price.
This implies that the use of these controls has raised the rents earned
on all barrels of crude oil that would have been produced at a lower
price. Because a large fraction of these higher rents are paid by oil
consumers to either oil landowners—including oil producers—or oil-
producing States, we can infer that the enforcement of mandatory
oil import controls has led to the redistribution of large sums of
money from residents of oil-consuming States to residents of oil-
producing States.

Some defenders of the present policy of restricting oil imports
argue that all Government expenditures for goods and services redis-
tribute large sums of money; hence, oil import controls should not
be singled out for special condemnation. It is easy to show the fault
in reasoning of those who advance this argument.

The Government spends vast sums on many types of projects to
promote our national security. These projects may be distinguished
from oil import controls precisely because they do not lead to massive
payments of rents, for which no productive services are rendered,
by one group of citizens to another. To illustrate, suppose the Army
decides to spend $1 billion to buy new trucks. This truck purchase
has economic consequences which differ from the economic conse-
quences of oil import controls for two reasons. First, the Nation’s
taxpayers pay for this purchase of trucks and the Nation’s citizens
presumably benefit from it. The members of these two groups are
largely overlapping. To the extent that they differ it is because of
an explicit policy decision by the American Government. Second,
if the Government acquires these trucks from the lowest bidder and
if these bids are competitive then the Government’s funds are used
to pay for truck construction; none are used to raise the rents earned
by either the owners and workers of the truck-producing companies
or the citizens of the States in which these companies are located.

Mandatory oil import controls were presumably imposed because
the American Government felt that the United States would become
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dangerously dependent on foreign oil if there were no restrictions on
the amount imported. Mandatory oil import controls must be judged
undesirable because the reduced dependence on foreign oil is achicved
by raising crude oils’ price and this causes a large and regressive re-
distribution of income from one identifiable group of citizens—that
is, oil consumers—to another—that is, oil landowners and producers,
and citizens of oil-producing States.

In closing, I would like to suggest three alternative policies which
could be used to achieve any desired degree of oil security and which
would not have these undesirable redistributional consequences. My
brief discussion of each of these policies will be premised on the
debatable assumption that, as a result of the elimination of all re-
strictions on crude oil imports, the Government believes that the U.S.
dependence on foreign oil has become dangerously high.

Expanded oil storage offers one way to achieve any desired amount
of oil security. This could be accomplished either by using specially
<constructed storage facilities—for example, salt domes or steel tanks—
or by developing, on Federal oil-bearing lands, shut-in capacity that
could be used in the event——

Chairman Proxatire. Mr. Mancke, have you priced out any of these ?

Mr. Maxcke. I have not done any studies on this myself. I would
like to suggest that more detailed studies need to be done in order to
-determine the costs of this policy. The policy that I personally favor
1s the next one that I shall discuss.

Chairman Proxyire. All right.

Mr. Mancke, A second way to achieve any desired amount of oil
security would be for the Government to determine how many addi-
tional barrels of domestic crude oil it would like to have produced and
then to subsidize companies so that they will produce this amount. I
shall illustrate one feasible subsidy mechanism. Suppose after all
import quotas are abolished (@) the price of crude oil falls by $1 per
barrel and () as a result of this price fall it appears that the annual
production of domestic crude oil will eventually fall by about 1
billion barrels. Suppose one-half billion of these barrels are thought
to be vital to the Nation’s security. Then the Government could solicit
.competitive bids asking the oil companies how large a payment they
would demand in return for producing the desired additional domestic
oil. If these firms are competitive and the Government selects the
lowest cost bids, then this subsidy would be used exclusively for paying
the higher resource costs of producing this oil ; none would be used for
raising crude oil rents.

A third way to get the desired amount of oil security would be for
the Government, rather than subsidized private firms, to produce the
additional crude oil on existing Federal lands and to sell it at the
going market price.

To conclude, I have argued that the present policy of mandatory
oil import controls is unsatisfactory because it violates the criterion
that Government policies should not lead to large redistributions of
income from one group of citizens to another. In addition, I have
suggested alternative policies which do not run afoul of this criterion.

As my final point, I would simply say the obvious: that when
-choosing among these policies which do not involve large redis-
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tributions of income from one group of citizens to another, the nation
ought to choose the one that has the lowest resource cost.

Thank you.

(The prepared statement of Mr. Mancke follows:)

PREPARED STATEMENT OF RICHARD B. MANCKE
THE CosT OF IMPORT CONTROLS

Since 1959, the United States has used quotas to limit severly the quantity
of imported oil. The need to protect national security has been advanced by the
American government as its justification for imposing these import controls.
Specifically, spokesmen for the American government have repeatedly affirmed
that its goal is to give American consumers the lowest possible price for crude
oil as long as the imports necessary to achieve this low price do not threaten
national security. The purpose of my statement is to show why I consider any
mandatory oil import quota policy to be inconsistent with achieving this
admittedly desirable goal.

1

The long and acrimonious debate over the wisdom of the United States’ policy
of enforcing mandatory oil import controls has been punctuated by widely dif-
fering, often partisan, estimates of this program’s cost. In principle, it ought to
be an easy task to compute at any given time, the cost of the present oil import
quota policy to American consumers. To do so, one need only calculate the differ-
ence between the total cost of crude oil sold in the United States under the present
policy and the total cost of this oil if this policy had never existed.? The total
cost of crude oil sold in the United States under the present policy may be esti-
mated with a high degree of accuracy.® Therefore, the principal cause of the
widely differing estimates of this poliey’s costs must stem from different estimates
about what would be the cost of crude oil in the absence of oil import quotas.

The Report of the President’s Oil Import Task Force estimated that the policy
of mandatory oil import controls cost American consumers about $5 billion in
1969.2 It arrived at this estimate by summing the produects of (a) its estimates of
what would have been the total per barrel reduction in each region’s crude oil
costs if there had been no import controls (i.e., had free trade existed) by (b)
that region’s total crude oil consumption. The Oil Import Task Force used a two-
step argument to deduce its estimates of what would have been the per barrel
reduction in each region’s crude oil costs if there had been no import controls.
First, it observed that during 1969 the actual differences between the delivered
costs to refiners of equal quality barrels of domestic and foreign crude oil were
approximately $1.50 in P.A.D. District I, $1.05 in P.A.D. Districts II-IV, and
$0.85 in P.A.D. District V.* Secondly, it inferred that if unlimited quantities of
foreign crude oil had been available in each of these regions at these lower prices,
then competition would have forced corresponding reductions in the price of
domestic crude oil.

Both critics and advocates of the present policy of mandatory oil import con-
trols agree that the Report of the Oil Import Task Force used the correct meth-
odology when estimating the total consumer costs of this policy. Therefore, any
disagreement with its estimate that mandatory oil import controls cost American
crude oil consumers about $5 billion in 1969 must stem from disagreement with
the Task Force Report’s implicit assumption that if there had been no import
controls then the delivered price of foreign crude oil would have been the same
as it was actually observed to have been with the present mandatory import
controls.

Spokesmen for the American oil industry and for several of the larger oil
producing states have challenged the Oil Import Task Force’s implicit assumption

1 Actually, this measure would underestimate the ‘“‘true” cost of this program because
%t ignoreis the “consumers’ surplus” which arises because more oil would be consumed at the
ower price.

2 This cost is equal to the product of (2) the number of barrels of erude oll sold in the
United States and (b) its average per barrel price.

3 See The Oil Import Question (U.S. Cabinet Task Force on QOil Import Control, The
gsdg Iénﬁpgort Question, Washington, U.S. Government Printing Office, February 1970), pp.

«The P.A.D. District 1n which each state is located are shown on page 16 of The 04l
Import Question.
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that, at any specified time, the observed delivered price of foreign crude oil
accurately estimates what this product’s price would have been under free trade.
Specifically, these critics have asserted that if the United States had been (or
were to become) much more dependent upon foreign oil supplies, then the
major oil exporting nations would have banded together in order to charge a
sharply higher price. Rather obviously, if these critics are correct, then the Oil
Import Task Force did overestimate the cost to consumers of the mandatory oil
import controls.

I must confess that I find it difficult to agree with those critics just cited.
The root of my difficulty is that I believe that their argument is deduced from
an implausible premise. That is, that the broadening of the market for foreign
0il (by increasing the number of buyers) will lead to increased monopoly power
and therefore higher prices. I would argue that the reverse is much more plausi-
ble: because existing American oil import quotas restrict the size of the potential
market available to oil from foreign countries, collusion to prevent competition
that would lead to lower prices (but unchanged imports) is encouraged. If all
mandatory import controls were abolished, then each oil exporting country would
be more apt to believe, that by reducing its prices slightly, it could have sharply
higher American sales and, therefore, higher profits. This belief ought to make
collusion much more difficult. Hence, I would expect to see that a move to freer
trade would cause competition to increase and the delivered price of foreign
oil to fall. Of course, if this price fall does occur, then the total consumer cost of
mandatory oil import controls would exceed the OQil Import Task Force's
estimate.®

This discussion indicates the dilemma the nation’s oil policymakers face:
which set of consumer cost estimates ought they to believe? I will show that
one does not need to answer this question in order to conclude that the present
policy of mandatory oil import controls is unwise.

II

Enbanced national security is the alleged benefit from restrictive oil import
controls. Because of the difficulty of quantifying precisely either this benefit or
the cost to the nation of its present policy of mandatory oil import controls, it
is not implausible to expect that even “well-informed” individuals would hold
differing views as to whether or not this policy is (or has been) economical.®
That is, they would hold differing views as to whether the value of any benefits
from increased national security more than offset this policy’s total cost. The
long debate about the merits of the nation’s present oil import policy testifies
that this has indeed been the case. The remainder of my statement is designed
to demonstrate that even if the responsible policymakers should decide that the
benefit from increased oil security exceeds the present policy’s cost, there re-
main strong reasons why they ought to oppose achieving the desired gains in
national security by using this particular policy. The first step in this demon-
stration requires us to examine in some detail the different types of costs in-
curred by companies producing crude oil in the United States.

The sum of exploration, development, and operating costs measure the total
resource cost that must be incurred when producing crude oil.” Total resource
cost includes a return (i.e., profits) sufficient to induce companies to produce this
oil. In the United States crude oil is (or can be) produced from a variety of very
heterogeneous sources. The most important characteristic of the American crude
oil industry is that there are large differences in the total per barrel resource
costs of producing crude oil from these different sources. To illustrate, there are
some crude oil sources, such as parts of offshore Louisiana or the Alaskan North
Slope, where the total per barrel resource cost of producing erude oil is less than

S Mancke (Richard Mancke; “The Longrun Supply Curve of Crude Oil Produced in the
United States,” The Antitrust Bulletin (Winter 1970), p. 755) explains why if there had
been no oil import controls crude oil transportation costs would have been much lower.
This provides an additional reason for suspecting that the staff of the Oil Import Task
Force may have underestimated the cost to consumers of the oil import quotas.

¢ Whether or not one judges the benefit of this policy to exceed the cost depends upon
his evaluation of (a) the probability and the magnitude of any future disruption 1n the
snpgly of foreign crude oil and (b) his estimate of the delivered price of foreign crude ofl
if the U.S. moves to a less restrictive import policy. It is not difficult to believe that
‘‘reasonable” men might have sharply different estimates about both items.

? Exploration costs are incurred when finding new reserves of crude oil : development costs
are incurred when production facllities are set up so that previously discovered crude ofl
reserves may be extracted from the ground; operating costs are incurred when existing
production facilitles are used in order to extract crude oil fom the ground.
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$1.00; there are other oil sources, throughout the continental United States,
where this cost is between $1.00 and $3.50: finally, there are still other sources,
from which very little or no crude oil is currently produced, where this cost
would be at least $3.50 and perhaps much higher.® The reason why American
crude oil producers do not produce oil exclusively from the very lowest cost
sources is because the supply available from these sources is far less than the
current demand.

The United States currently produces about 4 billion barrels of domestic crude
oil (and natural gas liquids) annually. Because the current average price of this
crude oil is about $3.50 at the wellhead, its total cost to American consumers
must be about $14 billion annually. However, the total resource cost of produc-
ing these 4 billion barrels must be less than $14 billion because large quantities
cost less than $3.50 per barrel to produce. The difference between the total reve-
nue earned from the sale of each barrel of this crude oil (i.e., $3.50 currently)
and the total resource cost of producing that barrel is a rent.®

Three types of crude oil rents are collected in the United States: (1) royalties
and (2) lease bonuses are paid to the oil land’s owners. (3) severance taxes are
paid to the states in which the oil is located. Royalties and severance taxes are
almost always fixed at some percentage of the crude oil's wellhead price. In the
United States royalties are set most frequently at either 1214 percent or 16 per-
cent of this price; whereas, state severance taxes typically average between 2 and
4 percent of this price. These figures suggest that if (a) crude o0il’s wellhead price
is $3.50 per barrel and (b) 4 billion barrels of domestic crude oil are sold, then
the sum of royalties and severance taxes totals about $2 billion.*

Lease bonuses are paid to the owners of land on which the expected sum of (a)
the total resource cost of producing any crude oil and (b) the total royalties and
severance taxes that must be paid when that oil is produced is thought to be less
than the oil’s expected wellhead price. Obviously, lease bonuses will be highest
in those areas where erude oil is thought to be cheapest to produce ; for example,
parts of offshore California, Louisiana, and Texas, and parts of the Alaskan
North Slope. Annual total lease bonuses have averaged about $1 billion over the
past several years.™

The foregoing establishes that if crude oil's wellhead price is about $3.50 per
barrel and if sales of domestic crude oil are approximately 4 billion barrels, then
rents must comprise about $3 billion of the $14 billion cost paid annually by con-

8 See Adelman (M. A. Adelman, *“The World Oil Outlook.” in Marion Clawson. Natural
Resources and International Development, Johns Hopkins Press, 1964) and a study by the
staff of the Oil Import Task Force (U.S. Cabinet Task Force on il Import Control,
Estimated Wellhead and Delivered Costs of North Slope Alasken Crude, August 5, 1969).

? Demand and supply analysis may be used to illustrate total rents and total resource
costs. Let D denote the demand curve for domestic crude oil and S denote the supply curve.
S will be upward sloping because crude oil from some sources is more costly to produce than
crude oil from other sources. Given these two curves, the total resource costs and total
rents are illustrated in the figure below.

Price of
Crude 01];\ s

$4.50

$3.50
Total
$2.500 Rents
otal Re-
$1.50 source Costs

-

$0.50 - 4 Billions of Barrels
0 1 2 3 4 57 of Crude Oil

The figure shows that the highest rents are paid for those barrels of crude oil that are
cheapest to produce.

10 1214 percent of $14 billion is $1.93 billion ; 20 percent of $14 billion is $2.8 billion.
11 See Mancke (op. cit., pp. 741-748) for an explanation as to why $1 billion is probably
an underestimate of the annual value of lease bonuses.
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sumers. It deserves to be stressed that these rents are not costs that must be paid
in order to persuade oil companies to produce this oil. Rather, they arise only
because the supply of crude oil available from the very lowest cost sources is not
nearly sufficient to satisfy the demand. Therefore, demand must be satistied with
oil produced from higher cost sources.

There is an alternative way to look at these $3 billion of rents. That is, that
they represent *‘transfers” of value from oil consumers to either the owners of
the oil land or the oil-producing states.” The term “transfers” is used by
economists to denote a pavyment for which no productive service is rendered. As
the President’s Oil Import Task Force observed, policymakers ought to be con-
cerned about the magnitude of these transfers because *‘we do not sanction the
transfer of value from one group of citizens to others in the absence of clear
publie policy justification.’

Next. I shall show why the United States’ policy of mandatory oil import
controls is prohibitively expensive when judged by this criterion.

III

The supply of crude oil available from the lowest (resource) cost American
sources is not nearly sufficient to satisfy current demand; therefore, domestic
producers of crude oil find it profitable to produce additional (i.e., higher cost)
barrels only at a higher price. Oil import quotas encourage domestic crude oil
producers to produce the desired higher output by restricting severely the price-
competition offered by foreign oil. More precisely, whenever oil imports are
restricted, the demand for domestic crude oil is raised and this higher demand
can be satisfied only at a higher price. This higher price induces the domestic
oil producers to raise their output.

The cost to consumers of restrictive oil import controls is approximately equal
to the sum of (&) the rise in resource costs because more costly domestic crude
oil is substituted for foreign crude oil and (L) the higher cost of purchasing all
units of domestic crude oil that would have been purchased at the lower, free
trade, price. Use of Figure I permits us fo describe the components of the
consumers’ cost more precisely.

Suppose that with no oil import controls (i.e., free trade) the price of domestic
crude oil would be $2.00 per barrel; however, with import controls the price
would rise to $3.50. If S, in Figure L. denotes the supply curve of domestic crude
oil, domestic production would rise from 2% billion barrels to 4 billion barrels if
crude o0il’s price rose from $2.00 to $3.50 per barrel. Inspection of Figure I reveals
that the cost to consumers of using import controls to raise domestic crude oil
output from 2% billion barrels to 4 billion barrels would be equal to the sum of
(a) the higher resource costs because each additional barrel of domestic erude oil
(i.e.. all domestic output greater than 214 billion barrels) costs more than $2.00
to produce. (b) the higher rents earned on the 234 billion barrels of domestic
crude oil that would have been produced even if there had heen no import con-
trols. and (c¢) the rents earned on each bharrel of erude oil costing less than $3.50
but more than $2.00.* These higher rents are paid by the oil consumers to either
oil landowners (including oil producers), the oil-producing states. or the federal
government.”® They occur hecause more domestic oil will be produced only at a
higher price; therefore. additional rents are earned on the sale at this higher
price of each barrel of crude oil that wwould have been produced at a lower price®
Assuming that President Nixon’s Oil Import Task Force was correct when it
asserted that the government does ‘“not sanction the transfer of value from one
group of citizens to others in the absence of clear public policy justification,” I
conclude that the adoption of restrictive oil import quotas ought to be rigorously
opposed.

12 A large fraction of the most productive nil lIands is owned by either the largest oil pro-
ducing states or the federal government. Therefore. they also collect the royalties and lease
bonuses paid by oil companies for the right to produce and sell this oil.

13 The Qil Import Question (op. cit.. p. 259). K .

4 The magnitude of the total rise in rents is a positive function of (a) the total increase
In domestic crude oil production and (b) the level of the nation’s total consumption of erude
ofl ; fhe rise in rents is a negative function of the price-elasticity of the nation’s crude oil
su Y.

?J’An_v increase in national security benefits citizens living in all parts of the natlon.
However, when oil import quotas are the device by which this increased security is achieved,
citizens in one part of the country (the non-oil-producing states) are taxed in order to sub-
sidize citizens of oll producing states. The total rents measure the size of this subsidy.

18 To illustrate, suppose that at a price of $3.50 (i.e.. the current wellhead price) domestic
crude oil producers find it profitable to sell 4 hilMon barrels (l.e.. approximately current
domestic output). Ceteris parabus. if the price of crude oil rises by $0.10 per barrel, the
owners of these 4 billion barrels will earn addiiional rents of $400 milljon,

73-169—72 5
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FIGURE I

Three Components of the Total Consumers' Cost of

Price Mandatory Oil Import Quotas
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(a) Higher resource costs of producing each barrel of domestic crude
oil in excess of 2 1/2 billion barrels.

(b) Higher rents earned by owners of the 2 1/2 billion barrels of
domestic crude oil that would have been produced if price were
$2.00 per barrel.

(c) Rents earned on the 1 1/2 billion barrels of domestic crude oil
which cost less than $3.50 but more than $2.00 to produce.

I have shown that, because the present oil import controls raise the price of
crude oil to a higher level and therefore raise the rents on all barrels that would
have been produced at a lower price, they have led to the redistribution of large
sums of money from residents of oil-econsuming states to residents of oil-producing
states. Some defenders of the present policy of restricting oil imports argue that
all. government expenditures for goods and services redistribute large sums of
money ; hence, oil import controls should not be singled out for special condemna-
tion. It is easy to show the fault in the reasoning of those who advance this
argument.

The government spends vast sumns on many types of projects to promote our
national security. These projects may be distinguished from oil import controls
precisely because they do not lead to massive payments of rents, for which no
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productive services are rendered, by one group of citizens to another. To illu-
strate, suppose the Army decides to spend $1 billion to buy new trucks. This
truck purchase has economic consequences which giffer from the economic con-
sequences of oil import controls for two reasons. First, the nation’s taxpayers
pay for this purchase of trucks and the nation’s citizens presumably benefit from
it. The members of these two groups are largely overlapping. To the extent that
they differ it is because of an explicit policy decision by the American govern-
ment. Second, if the government acquires these trucks from the lowest bidder
and if these bids are competitive then the government’s funds are used only to
pay for truck construction ; none are used to raise the rents earned by either the
owners and workers of the truck-producing companies or the citizens of the
states in whicn these companies are located.

Iv

Mandatory oil import controls were presumably imposed because the American
government felt that the United States would become dangerously dependent on
foreign oil if there were no restrictions on the amount imported. Mandatory oil
import controls must be judged undesirable because the reduced dependence on
foreign oil is achieved by raising crude oil’s price and this causes a large and
regressive redistribution of income from one identifiable group of citizens (i.e.,
oil consumers) to another (i.e., oil landowners and producers, and citizens of
oil producing states). In closing, I would like to suggest three alternative policies
which could be used to achieve any desired degree of oil security and which
would not have these undesirable redistributional consequences. My brief dis-
cussion of each of these policies will be premised on the debatable assumption
that, as a result of the elimination of all restrictions on crude oil imports, the
government believes that the United States dependence on foreign oil has become
dangerously high.”

BExpanded oil storage offers one way to achieve any desired amount of oil
security. This could be accomplished either by using specially constructed storage
facilities (e.g., salt domes or steel tanks) or by developing, on federal oil bearing
lands, shut-in capacity that could be used in the event that the supply of foreign
oil was interrupted. At present there is sharp disagreement among experts about
the resource cost of this policy. More detailed studies are needed.

A second way to achieve any desired amount of oil security would be for the
government to determine how many additional barrels of domestic crude oil
it would like to have produced and then to subsidize companies to produce this
amount. I shall illustrate one feasible subsidy mechanism. Suppose after all im-
port quotas are abolished (a) the price of crude oil falls by $1.00 per barrel and
(b) as a result of this price fall it appears that the annual production of do-
mestic crude oil will eventually fall by about 1 billion barrels. Suppose ¥ billion
of these barrels are thought to be “vital” to the nation’s security. Then the gov-
ernment could solicit competitive bids asking the oil companies how large a
payment they would demand in return for producing the desired additional do-
mestic oil. If these firms are competitive and the government selects the lowest
cost bids then this subsidy would be used exclusively for paying the higher
resource costs of producing this oil; none would be used for raising crude oil
rents.

A third way to get the desired amount of oil security would be for the govern-
ment (rather than subsidized private firms) to produce the additional crude oil
on existing federal lands and to sell it at the going market price.

To conclude, I have argued that the present policy of mandatory oil import
controls is unsatisfactory because it violates the criterion that government
policies should not lead to large redistributions of income from one group of
citizens to another. In addition, I have suggested three alternative policies which
do not run afoul of this criterion. As my final point, I would simply say the
obvious: that when choosing among those policies which do not involve large
redistributions of income from one group of citizens to another, the nation ought
to choose the one that has the lowest resource cost.

17 Many of those who favor retention of the present oll import controls have argued that
if the United States eliminated all oil import restrictions, then the governments of the
largest oil producing countries would band together to raise crude oil’s price The advocates
of this {)osltlon have falled to realize that if the scenario they paint did take place, then
the abolition of all import cobtrols would not coinclde with a large Increase in American
oil x}]mports. Hence, this policy change would not cause a significant national security
problem.
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Chairman Proxaure. I am delighted with that constructive con-
clusion. I think it is very, very helpful to have these alternatives.
Anything we can do to encourage cost estimates of these alternatives,
anything that you think, any way these studies can be made, we would
be very receptive.

Sometimes this committee is helpful in encouraging studies of this
ink to be made.

Mr. Mancke. Yes; I think I would be interested in doing some of
those studies.

Chairman Proxmire. You can work with us to suggest how these
studies can be made; it would be very helpful.

I would like to ask each of you gentlemen to comment on the fact
that, as I understand it, because of the change in exchange rates, be-
cause of the devaluation of the dollar and the revaluation of other
curriencies, the big producing countries, big oil producing countries,
exporting countries, now want a higher world oil price.

As you know, it was either last year or quite recently, an agreement
was made on the oil that was sold by these big oil producing countries
and, as I understand it, that agreement was quite historic and quite
interesting. That was the first time the selling countries, the sellers,
were able to get an enormous increase. It seemed to be a sellers’ market ;
they say this situation continues and that the negotiations going on, I
think, either today or sometime this week, and expect to be con-
summated in the near future with a still higher price probably for the
nonproducing and oil-consuming countries, is likely to develop from
this.

Would this change—the question is, Would this change your recom-
mendations in any way if these countries do ask for substantial in-
creases in prices and secure them ?

Mr. Freeman. Mr. Chairman, 1t would not change my recommenda-
tion because my testimony contemplated and reflected the fact that
there is a strong upward push on world oil prices. It seems to me that
the price of oil in the United States, if it is to serve as a substantial
alternative, is likely to go up at least as much. The history of the last
2 years, despite the almost revolutionary changes in the marketing
situation in the world, has been such that the differential between
world and domestic crude prices has not materially eroded.

Perhaps it will in the future; no one can be sure. The adjustments
because of the exchange rates, however, are just one facet of a much
larger new trend. -

Chairman Proxmare. Yes; but what I was getting at was the ex-
change rate is just the tool for getting into it right now.

It seems they are going to ask for another hilke, probably an increase,
but the point was that it seems because of the political unity, perhaps,
and also because possibly the supply-demand situation in the world
is changing somewhat, the world price is likely to go up rather
sharply over the next few years and I wondered if we could expect
that to affect these recommendations.

You say that they are not. You had that in mind; it was under-
stood and you have allowed for that in your recommendations.

Mr. Freeyax. Yes, sir.

Mr, Frerp. Mr. Chairman, if I may comment on that question, there
is one preliminary question that needs to be asked in evaluating a
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push for higher prices for Middle East crude as a result of changes
i world exchange rates over the last few month. That important
preliminary question is, In what currency are the Persian Gulf gov-
ernments and the other OPEC governments currently being paid?
Some of the oldest agreements require that the sovereign be satisfied
in gold delivered to his capital. The agreements make it quite obvious
the soverigns didn’t trust any currency.

But I would suspect, without knowing, that since the majority of
Middle Eastern oil is sold in Europe, at least some of these agreements
provide for settlement in European currencies. To that extent, the
change in the dollar’s value has no pertinence at all; and the argument
that the amount paid for oil should go up because the dollar has de-
creased in value is a specious one. So the important preliminary ques-
tion is, In what currency are the Middle Eastern governments being
paid? Unfortunately, to that preliminary question I cannot con-
tribute any reliable answer. Oil executives or possibly other members
of the panel might be able to help.

Chairman Proxyire. Mr, Mancke, would you like to comment?

Mr. Maxcke. Yes, I would like to make four points about the con-
sequences that will arise if the foreign nations do succeed in raising
the price of their oil:

The first is if they do succeed in raising it by a larger amount than
the American price of oil is raised, then the common measures of the
consumer cost and resource cost of oil import quotas would be less than
currently estimated.

Secondly, if the Nation adopted the tariff proposal of the oil import
task force, a rise in the price of foreign oil would lead to lower
American crude oil imports because the tariff would start to freeze out
foreign oil as its price rise.

The third point that I wish to emphasize is that if the price of
foreign oil rises and the price of American oil rises, then continued
use of oil import controls will lead to an annual redistribution of in-
come for greater than the $3 billion estimate made in my statement.
Hence, the income distribution problems referred to in my state-
ment would be accentuated.

The fourth point that I wish to emphasize is feeling that one rea-
son why the OPEC nations have been able to succeed in negotiating
higher prices is because the American market, which is the largest
single market for oil, is closed to them. More precisely, they cannot gain
higher American sales by cutting prices because of the import quotas.
It is the view of many economists that if the U.S. restrictive oil
import quotas were abolished, the price of foreign oil would fall
because there would be strong economic incentives for several of the
large oil-exporting nations to cut their royalties in order to increase
their sales to the United States. That incentive does not exist now be-
cause the import quotas limit severely any increase in their exports
to the United States.

Chairman Proxiare. Let me ask—maybe Mr. Field can help me
on this: Could it be as much as one-half of any increase in the price
of foreign oil is paid for by the American taxpayer because of the
tax credit, foreign tax credit we allow ?

Mr. FreLp. Better than one-half in most case.
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Chairman Proxmre. So we do have quite an interest in this. If
the price is increased, which it well might be, then because there
is such a very large proportion of this is American investment, Ameri-
can corporations which presumably pay taxes to the American treas-
ury, this wil] result in a tax credit, reduction in taxes to these firms
and a greater burden on the American taxpayer?

Mr. Fiewo. Yes, sir. As I point out in my prepared statement, the
effect of the Internal Revenue Service rulings that permit the credit-
ing of royalty type taxes is to make additional payments to Middle
East sovereigns come directly out of the U.S. Treasury. Obviously
that lessens the resistance to any proposed price increase of oil com-
pany executives who are negotiating with Middle Eastern sovereigns.
The oil executive knows that he can pass along to the U.S. Treasury a
large portion of the additional payment made to the foreign sovereign.

Chairman Proxmyire. How about the direct drilling incentive plan
that some of us have suggested as an alternative way to encourage
domestic drilling?

Mr. Frerp. In my prepareéd statement, Mr. Chairman, I have men-
tioned the importance of going directly at the problem of promoting
national security in oil, rather than attempting to use indirect and
largely ineffective tax gimmicks to promote drilling. So far as I
am concerned, one of the most enlightened drilling proposals of this
sort was that which you submitted in 1969 to the Senate Finance
Committee during their consideration of the Tax Reform Act of
1969. In effect, you said at that time “Look, we are losing very sub-
stantial amounts of revenue due to percentage depletion and the in-
tangibles deduction, and we are getting very little in return.” And
your suggestion was that, instead of indirect tax subsidies whose effect
1s uncertain, why not take a portion of the money that we are currently
losing through the tax system and devote it, instead, to a direct drill-
ing subsidy which would reward one thing only: exploratory drill-
ing. I thought that was a sensible proposal at the time, and I still think
it 1s a sensible proposal.

Chairman Proxmire. Without objection, I shall place my proposal
for a direct drilling incentive program in the record at this point.

(The proposal follows:)

A ProcRaM To INCREASE THE EFFECTIVENESS OF FEDERAL INCENTIVES FOB ENERGY
RESOURCES DISCOVERY*

BACKGROUND

Federal encouragement to the expansion of the nation’s resource base is a
long standing policy. Implementation of this policy presently includes direct
appropriations for geological surveys and support of research and development
and an extensive set of income tax incentives designed to favor minerals pro-
duction. The proposal below is intended to address only a portion of the Fed-
eral minerals resource base assurance program, that relating to energy re-
sources. There are two reasons for limiting the proposal to energy resources:
energy resources are basic inputs to all stages of the economic process; and
the dominant characteristics of the principal energy resources, oil and natural
gas, require a continuous high rate of exploration in order to sustain a reliably
high level of consumption. The significance and distinctiveness of the energy
resources problem is already recognized in Federal programs. Not only are

*This proposal for a direct drilling incentive program was submitted by Senator Proxmire
to the Senate Finance Committee in 1969.
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particular expenditure programs designated for oil and coal research and de-
velopment, but special provisions for the taxation of oil and natural gas have
been incorporated in the tax laws.

There are obviously two ways by which to expand the nation’s energy resource
base: by the discovery of new deposits of energy resources; and by the develop-
ment of technologies for increasing the recovery of useful forms of energy from
known mineral deposits. Presently, the bulk of Federal incentives for energy re-
sources exploration and research are directed toward oil and natural gas, and a
preponderant fraction of these incentives are provided via the income tax. Very
little Federal support of research and development of technologies for increasing
the yield from known mineral deposits is being provided and this is almost en-
tirely in the form of direct expenditures. Since reform of the Federal income tax
iy now before the Congress, the opportunity presents itself for reviewing and
improving the effectiveness of existing tax incentives, and comparing them to
the amount of direct expenditure.

PRESENT TAX SITUATION

Of the tax incentives for energy resources discovery and development, those for
oil'and natural gas are by far the most important. This derives from the fact that,
in the cases of coal, oil shale, and tar sands, the other principal sources of energy
resources, existing known stocks are extremely large relatively to current usage.
For these minerals, development of economic technologies for their conversion
into liquid fuels, not discovery of mineral deposits, is the critical need.

Ag is well known, the tax incentives for the exploration and development of
oil and gas reserves are provided in the tax accounting for investment expendi-
tures relating to discovery and development of reserves. Due to the nature of
these minerals, a major fraction of investment expenditures is devoted to well
drilling and the equipment of wells. In 1966, for example, the Joint Association
Survey (a cooperative petroleum industry endeavor) reported the following
expenditures within the United States:

[Dollar amounts in millions]

Amount Percent
Exploration: R
Drilling and equipping wells_ . el $832 18.7
Geological and geophysical expense.__ 378 8.5
Land acquisition and rentals_._._____ 827 18.6
L1 1T I 128 2.9
Total exploration ... oo e 2,165 48.6
Development: X
Drilling and equipping wells. 1,528 34.3
Lease equipment___________. 459 10.3
Improved recovery programs. _ 187 4.2
ORIl o e e e e e e e e e e e e ——————————— 119 2.7
Total development. . .. iceciccaeooo. 2,293 51.4
Total exploration and development 4,458 100.0

Under normal circumstances, all these expenditures would be capitalized and
treated as the investment cost to be recovered by future production from what-
ever oil deposits had thereby been discovered and made available for recovery.
However, industry practice, reflecting the peculiar technological processes of oil
field discovery and the conditions under which individual firms engage in one or
more stages of the discovery, development, and production process of the indus-
try, results in normal capitalization of less than the full amount. And, under the
tax laws, still less of thiy investment cost is required to be capitalized and
recovered (as depletion and depreciation, from future production.

The major source of difference between oil industry capitalization of invest-
ment costs and that permitted under the Internal Revenue Code is attributable to
the tax treatment of so-called intangible drilling expenses. These expenses include
the costs of clearing land preparatory to drilling, the labor and related costs of
drilling, etc. In the data above, it is estimated that about 80 percent of the
$2,360 million for drilling and equipping exploratory and development wells is
considered intangible drilling expense for tax purposes, the remainder being

A
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related to depreciable machinery and equipment which is required to be capital-
ized and recovered over the useful lives of wells. Of course, under normal account-
ing procedures, and under the tax laws, all non-salavageable costs associated
with dry holes would be written-off as an expense. But, under the tax laws, the
intangible drilling costs of successful wells also may be written-off as expenses
as incurred. Of course, not withstanding this option under the tax laws to
expense depletable investment costs of successful wells, the taxpayer with pro-
duction is nevertheless able to claim percentage depletion in future years.

‘This then is the substance of the tax incentive to exploration and development
of oil and gas deposits. The tax treatment of intangible drilling expense applies
equally to development drilling as well as to exploratory, and herein lies a sig-
nificant cause of the dilution of the incentive for exploration, without which
there could be little expansion of available oil and gas reserves. The attractive-
ness of expensing of intangibles to a driller depends upon the likelihood that he
will tap an oil pool and thereby become eligible to take percentage depletion
against future production income. If he drills a dry hole, his investment cost is
lost, and though he has been permitted to deduct his costs (as intangible drilling
expense, or dry hold deduction) in arriving at taxable income, this affords him
no particular advantage. Now, it is well known that the probability of drilling
a successful exploratory well is far less than the probability of drilling a success-
ful development well. This follows from the definition of the two classes of wells:
“An exploratory well is a well drilled (1) to find and produce oil or gas in an
unproved area; (2) to find a new reservoir in a field previously found to be pro-
ductive of oil or gas in another reservoir; or (3) to extend the limits of a known
oil or gas reservoir . . . a development well is a well drilled within the proved
area of an oil or gas reservoir, and completed in a stratigraphic horizon known
to be productive.” ' Indeed, over the years 1967-1968 only 16 percent of wells
classified as exploratory were successful while 75 percent of development wells
drilled were successful.? Clearly, once a reservoir has been identified by an
exploratory well, little more incentive to development is necessary beyond that
provided by the marketability of the oil or gas and the prospect of tax depletion
deductions to enhance the after-tax return to the developer. Therefore it may be
reasonably concluded that much of the tax incentive from intangible drilling
expense deductions is channeled to development, where it is less needed because
of the availability of percentage depletion, and not to exploration, where some
tax incentive designed to recognize the inherent riskiness of exploration and its
importance to the maintenance of the national energy resource base would be
desirable.

PROPOSED TAX REFORM

Due to the difficulty of consistently identifying expenditures which result in
dry holes with producing properties held by taxpayers, it is proposed to continue
to permit intangible drilling expenses associated with dry holes to be currently
expensed. However, it is proposed that intangible drilling expenses associated
with successful wells be capitalized for tax purposes and the taxpayer permitted
to recover this investment cost through cost or percentage depletion in future
years, whichever is more favorable for him.

Finally, in order to direct Federal tax incentives toward exploraiion for oil
and gas deposits, it is proposed that a distinction between exploratory and de-
velopment wells be established under the tax laws. The Secretary of the Treas-
ury with the assistance of the Secretary of the Interior, would promulgate regu-
lations defining exploratory wells for tax purposes; it is to be expected they
would adapt definitions already established by the American Association of
Petroleum Geologists and which have been utilized for well census purposes in
recent years. Then, for all exploratory wells, it is recommended that a refundable
tax credit equal to 25 percent of intangible drilling costs be provided under
the Internal Revenue Code. This credit for exploratory wells that turn out to be
dry boles would be additional to the expensing of intangibles. In order that maxi-
mum effectiveness of this tax incentive be enjoyed by taxpayers engaged in ex-
ploration, it is further recommended that no restrictions be placed on the amount
of the credit for which a taxpayer may be eligible in a single year, and that un-
limited carryforward be permitted. To minimize the possibility that this incen-
tive will be converted into a tax shelter subject to future attack as a loophole, it

19169Ameri2c;1é1 Petroleum Institute, “Standard Definitions for Petroleum Statistics,” July 1,
, DD

2 American Petroleum Institute, Quarterly Review of Drilling Statistics for the United
States, for 1967-1969
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is further recommended that the amount of the credit be added to the qualified
taxpayer's taxable income. This treatment of the credit has the additional ad-
vantage of making the value of the credit slightly larger the lower the income of
the taxpayer; as a result, this incentive should provide a positive contribution
toward stemmming the decline in numbers of independent wildcatters.

The effect of this proposal is shown in Table 1 which compares estimated
revenue losses with present law. Altogether, the proposal would entail an annual
revenue loss of $510 million as compared with revenue losses of $795 million
under present law treatment of intangible drilling expenses; this is a net gain of
$285 million in Federal revenues which is available for direct expenditure to
stimulate development of economic conversion technologies for coal and oil
shale, -and to enhance our geologic knowledge of the country, aes discussed
below, or for general tax reduction. Despite this overall revenue gain, the total
tax incentives going to exploration drilling will have been increased by $100
million, a gain of more than 35 percent over results under the present law
treatment of exploratory drilling expenditures.® Naturally, the source which pro-
vides this increase in exploration incentives and the remaining $285 million
revenue gain is the capitalization of intangible drilling costs on successful de-
velopment weils. As noted above, present provisions for depletion deductions
amply protect the economic interests of taxpayers who operate producing wells.

There are a number of advantages which may be cited in favor of this
proposal : .

1. It provides a positive incentive to taxpayers to undertake the risky business
of exploration. Under present law, the weight of the incentives is in the direction
of encouraging further drilling of known deposits rather than discovery of new
deposits... . . .. . . . o .

2. It introduces no new problems of definition, adds no complexity to existing
Jaw.. Intangible.drilling expenses, on which the credit is based, is a well estab-
lished tax category, familiar to both taxpayers and revenue agents alike. While
the requirement to capitalize intangibles on successful wells is novel in the tax
laws, it conforms with common practice in the oil industry. And though the defi-
nition of an exploratory well will also be novel in the tax laws, the distinction is
well understood by the.industry and amendable to objective determination.

3. It more.logically relates tax depletion deductions to the capitalized invest-
ment costs they.were originally intended to cover. Presently, oil industry tax-
payers are required to capitalize virtually nothing to represent their depletable
base yet.they are subsequently allowed depletion deductions. The proposal would
allow generous expensing of all costly dry holes and merely require capitalization
of intangibles associated with successful wells, the logical basis for depletion.

I;ROPOSE’D EXPENDITGRE PROGRAM

It is impossible to design a tax incentive program which will explicitly en-
courage the performance of research and development needed to develop eco-
nomic techniques for the conversion of coal, oil shale, and tar sands into liquid
fuels. Bxpensing of research and development expenditures is already pro-
vided for in the Internal Revenue Code, but this is available for all manner of
R & D and it is impractical to delimit this privilege so that it may be used to
reward only the successful achievement of predetermined results. Similarly,
geologic mapping of the country and its continental shelf, if it is to have maxi-
mum utility to geologists generally and minerals explorers speciffically, must be
publicly funded and the results made available to all.

For fiscal 1970, direct appropirations to the Department of the Interior which
may be identified with this objective amount to approximately $195 million, a
large 'amount of which naturally funds administration of existing information
data, and service funections. This amount, which has not varied appreciably in
recent years, could be doubled. with nearly all the increase going to active map-
ping. research and development, and the construction of oil shale and hydrogen-
ation pilot plants. with the net revenue gain from reform of the tax treatment of
intangible drilling expenses, and there would still be $30 million remaining.

This is perhaps not the appropriate form in which to consider the specifics
of a set of increased expenditures directed toward ensuring future energy sup-
plies. However, all who retain confidence in the ultimate virtue of Planning Pro-
gramming and Budgeting Systems would agree that simultaneous consideration
of tax and resources policy objectives is a necessary evolutionary step in the

3 See appendix for a numerical illustration of the manner in which this Increase In tax
benefits comes about under the proposed reform.
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perfection of PPBS. The occasion of minerals taxation reform by this Congress
is an unprecedented upportunity to take that step.

TABLE 1.—ESTIMATED ANNUAL REVENUE LOSSES, PROPOSED EXPLORATION TAX INCENTIVE PLAN COMPARED
WITH PRESENT LAW

[In milliens}
Revenue loss, under
Exploration tax incentive plan
Exploration drilling credit
Other

Present Intangible United Western Rest of
Type of well faw Total  expensing States Hemisphere world
Alwells_ ... .lo.. $795 $510 $365 $100 $25 $20
Exploratory_ __ . 280 380 235 100 25 20
Development 515 130 130 e

ArPENDIX. How THE PROPOSED REFORM INCREASES T'AX BENEFITS FOR OIL AND GAS
EXPLORATION

The tax benefits derived under present law by an average taxpayer who drills
exploratory wells with average success are to be compared with the benefits he
would derive under the proposed reform of the tax treatment of intangible drill-
ing expenses. Since it is not proposed to alter any other minerals tax provisions,
the comparison may be restricted to the tax treatment of intangible drilling
expenses.

Assume the average exploratory well driller spends $100,000 which qualifies as
intangible drilling costs on a number of wells (he might actually have a one-
thirty second interest in 32 wells) and that he experiences the average success
ratio of 0.163 (0.837 of his exploratory wells turn out to be dry holes).! Under
present law, he may expense his entire $100,000 of intangible drilling costs; and
if his tax rate is 0.50, he is out of pocket only $50,000 (his tax bill is lower than
it would have been by 0.50 x $100,000).

Under the proposal, his intangible drilling costs for exploratory wells are
divided into two parts: the one part representing his unsuccessful wells, $83,700,
is fully expensed so that he is out of pocket only $41,850 with respect to this
deduction, but he also has a taxable grant of 25 percent of this $83,700 which,
at his tax rate of 0.50 nets him $10,462.50 (0.25 x $83,700 x 0.50). Altogether, for
his original expenditure of $83,700 on unsuccessful exploratory wells, he is out of
pocket only $31,387.50 (the $41,850 after deducting intangibles, less the net value
of the credit, $10,462.50). For the other part of his intangible drilling costs asso-
ciated with successful exploratory wells, amounting to $16,300 in this instance,
which must be capitalized, his only tax benefit is the net tax credit $2,037.50 (0.25
x $16,300 x 0.50), so that he is out of pocket only $14,262.50 with respect to this
portion of his exploration drilling expenditure.? Altogether, then, the taxpayer is
out of pocket only $45,650 ($31,387.50 for the unsuccessful wells plus $14,262.50
for the successful wells) under the proposal as compared with $50,000 under
present law. In effect, the proposed exploration incentive has reduced the cost
of intangibles to this explorer-taxpayer by 8.7 percent.

The difference between this illustrative result and that reported in the text of
the proposal is due to two factors: in the revenue estimates, a lower, more realistic
average tax rate applicable to the industry was used ; this simultaneously reduces
the present law tax benefits and increases the value of the credit. Secondly, in
derving the revenue estimates it was assumed that, due to the large volume of
excess foreign tax credits held by United States oil companies, a change in the
expensing of intangibles on foreign drilling would have no revenue consequences
for the Treasury ; however, the proposed credit would benefit all foreign explora-
tory drilling.

1Based on United States drilling experience, 1967-68.

2 This assumes that percentage depletion deductions based on future production, which are
available under present law and also under the progosal, would always exceed cost deple-
tion of the capitalized intangible drilling costs. In the event there are instances when cost
depletion exceeds percentage, as when start-up problems or the net income limitation come
into play, the taxpayer would derive additional tax benefits under the proposed reform.
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Chairman Proxmire. As I calculate that, that would save about
$285 million and increase incentives, I think we estimated, 35 percent.

Mr. Fiewp. The figures depend on the shape of the prosposal. The
precise savings that would be realized depend upon whether the pro-
posal is substituted for only a portion of our petroleum tax expendi-
tures or for the entire mix tax expenditures, including percentage
depletion.

Chairman Proxmire. Let me get into that with you.

If I understand you completely, Mr. Field, according to the Treas-
ury Department and your calculations, in 1970 intangible expensing
cost the taxpayers $340 million, depletion allowance cost $1.47 billion,
and foreign tax credits for disguised royalty payments cost about $2.5
hillion, a total tax subsidy in 1970 of over $4.3 billion ¢

Mr. Frerp. That is approximately correct sir. The precise figures
are set forth in my prepared statement.

Chairman ProxMmire. Yet in spite of that, domestic drilling is de-
clining rapidly ; is that correct?

Mr. Fiewp. It is. It is a secular, long-term decline but the figures
tend downward.

Chairman Proxyire. Now, is part of the reason for the lack of ef-
fectiveness, the fact that over half of the tax subsidies received by the
oil industry go toward encouraging foreign exploration ¢

Mr. Fwrp. Yes; there is no question about that. In effect, an oil com-
pany operating in virtually any of the OPEC countries pays a zero tax
rate or very close to it.

Chairman Proxmire. He has a greater incentive to explore abroad
than he has here; and unless his exploration is in Canada, it does
nptl}llirang to assure a greater militarily secure energy resource; is that
right

Mr. Frerp. I paused a moment ago, because when I was speaking
of tax rates I was speading of the U.S. tax rate. Now, admittedly,
there are payments made to overseas sovereigns.

Chairman Proxmire. I am talking about what we can do here; what
they do there is something we have no control over.

Mr. Fmewp. That is correct, and certainly one of the things we can
and should be doing is adjusting our tax rules so we do not have a
positive incentive to invest overseas as contrasted with domestic
Investment.

Chairman Proxmire. Can you tell me where the rationale, the justi-
fication, behind this $2.5 billion for tax credit subsidy is consistent
with the rationale behind the oil import quota program? In other
words, can you justify paying the major oil companies to explore for
cheap foreign oil and at the same time prevent the American tax-
payers from getting the advantage of this oil by limiting its importa-
tion through the oil 1mport quota program ?

Mr. Ferp. Obviously, those two policies cut in opposite directions.

Chairman Proxamare. $2.5 billion, on the one hand, we take out of
the Treasury in effect in a tax expenditure to American oil companies
to invest and develop oil abroad, and then we support an oil quota
program to keep the oil that they develop out.

Mr. Fieip. Tiose are obviously inconsistent policies. It seems to me
that the step on the tax side that needs to be taken is to look very hard
at the Internal Revenue Service rulings which permit the crediting



70

of so-called taxes which are pretty clearly disguised royalties. The net
revenue pickup if those “taxes” were treated as royalties would be
about $1 to $1.25 billion each year. .

Chairman Proxmrre. I don’t know whether you were here when
Senator Stevens addressed us.

Mr. Freeman. Yes; I was. '

Chairman Proxurre. I thought he made a very fine and thoughtful
statement. I disagree with him, but from his point of view a very
excellent job.

What is your reaction to his opposition to the Canadian pipeline?
The Canadian pipeline that you mentioned appeals strongly to me.
But he said it would be longer and more costly. He said the west coast
1s where the demand for o1l is as contrasted with natural gas; prices
are higher on the west coast. How do you reply to that?

Mr. Freeman. I think one has to look at the question from the per-
spective of the United States as a whole and not merely from the
perspective of Alaska or of the Midwest or of the west coast. And if
one takes that broad perspective, he finds that the area of the United
States that is most heavily dependent on foreign oil today, the area
that is most vulnerable, is the east coast of the United States; not the
west coast. Most of the oil for the west coast is either produced in the
United States or in Canada.

On the east coast of the United States, half of the oil supply is
coming from overseas. Now, it seems to me that that is a central point.

Another central point is if one wants to improve the security of
the United States so far as oil supply, we should try to bring the oil
to the area where we are least secure, and bring it there in the most
secure manner. I think everyone would agree that an overland pipeline
route from Alaska to the United States, through Canada, is a more
secure route than a route involving a tanker.

Chairman Proxmire. He said tankers were cheaper. He also argued
that the pipeline would have to be longer, and because it would be
similar to the one in Alaska, it might pose as great an environmental
threat or a greater threat.

Mr. Freeman. Well, most of the environmentalists believe that the
threat of oil spills from tankers is a very dire environmental threat,
and that by eliminating the tanker route, one has eliminated a most
important environmental damage, potential damage, from the Trans-
Alaska route.

Now, as far as the costs are concerned, the studies that I have seen
suggest that on a unit cost, that one can transport the oil to markets
in the Midwest and the east coast via pipeline as cheaply as any other
route.

But T think that Senator Stevens did not mention the overriding
consideration that favors the Canadian alternative, and that is the
opening of the northern Provinces of Canada for exploration and
development, so that we can lessen our dependence on Mideastern oil
in the 1980’s. I think that the figures, in terms of costs, are quite spec-
ulative, no matter what costs one uses. But if his $3 billion figure is
correct for the pipeline across Alaska, that route, if one adds to it
the cost of the tankers and the subsidies for those tankers which the
Federal Government would have to pay from the Treasury, and the
other costs of bringing the oil via that route, I think one would find
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that if one is trying to bring the oil to the areas where we are most
in need of secure oil, that from a cost and environmental point of view
the Trans-Canada route is superior.

But I would like to add just one other thought: All this talk about
the oil is missing the most important aspect of it. We have a rather
severe shortage of natural gas in this country, not oil. There is no
shortage of oil in the world market today. There is a shortage of
natural gas. We are taking oil and converting it to gas. The Govern-
ment is not pursuing this Alaskan energy resource on the basis of
expediting the delivery of the energy resource that the consumers
need the most, which is the natural gas. In my view, we should not be
approving any project for the transportation of the oil, that does not
include as part a project for the transportation of the gas, and that
has got to be economically a pipeline across Canada.

Chairman Proxyuzre. Your recommendations of oil and gas pipelines
across Alaska and across Canada make so much sense, I can’t under-
stand why it didn’t receive better reception in either administration.
You were, as I understand it, the head of the energy policy staff in the
President’s Office of Science Adviser, both in the Johnson and Nixon
administrations?

Mr. FreEMAN. Yes, sir. ,

Chairman Proxare. Was this proposal seriously considered in the
executive branch? If not, why not?

Mr. Freeman. It is difficult for me to see how seriously proposals
have been considered by the Interior Department. I will say this, I
have not given up, and in my testimony today I urged the Secretary
of the Interior to favorably consider the Trans-Alaska alternative. He
has not made a decision yet. When oil was first discovered

Chairman Proxmire. You say he has not made a decision; there is
still time to give it consideration ?

Mr. Freeman. To my knowledge, he has not issued it.

Chairman Proxyire. Have you any knowledge whether he is still
considering this possibility ¢
" Mr. Freemax. Since I left Government, I know no more than what
I read in the paper. '

Chairman Proxyare. Can you tell us about where the real power is,
the clout? What is the oil industry’s attitude toward the Canadian
pipeline proposal?

Mr. Freeman. Well, I don’t think they have made any secret of their
preference for the Trans-Alaska alternative. They have an application
pending for it because they have a lot of money invested, and they
feel that their application could be completed perhaps sooner.

Chairman Proxarre. How would their financial position be affected
if this were built across Canada instead ?

Mr. Freeman. Well, it is difficult for me to say. I would assume that
for the companies that own the oil in Alaska, the cash value of money,
discounted value of money, being what it is, they would have a large
stake in an early decision on the application they have pending. But
it seems to me that the Federal Government has to take a broader
perspective. I can see that from the points of view of the companies
involved, they have an enormous stake in an early decision of approval
of the application that they filed. But my point is that the Federal
Governnment’s responsibilities are to the people as a whole, and I
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think that the environmental interests and the ener%y interests of this
Nation dictate an alternative, the Trans-Canadian alternative. I would
suggest that the way for that to come about would be for the Secretary
of the Interior to announce he is not going to approve the Trans-
Alaska alternative until an application is filed for a pipeline across
Canada so he can evaluate that on a comparative basis.

Chairman Proxmire. We have to develop a real consciousness and a
real awareness on the part of the people in the Midwest and the East
and the rest of the country of their stake in this, because obviously
when it comes to a fight between the oil industry on the one hand and
the consumers on the other, regardless of what the objective compe-
tent experts say about the recent tax laws and the oil import program,
you know who wins unless you can focus enough attention so that
there is some real political benefit in supporting the consumer position,
and the broad public interest position; isn’t that correct?

Mr. FreemaN. Yes, sir; this has been my experience. I think one of
the reasons that the Cabinet Committee’s study did not get more favor-
able attention than it received, quite frankly, is that, to my knowledge,
we didn’t hear from the people on this issue.

Chairman ProxmIre. You never do expect the people who are in-
terested, people who have a flnancial interest. Of course, when you
have something like the SST or something like that, you hear from
them. You hear from conservation people because they are getting
organized, they are doing a fine job; but the consumer is so amor-
ghous, all of us are consumers and even though it does hit us a hun-

red dollars in the pocketbook per family, it is something that is very,
very hard to organize and to focus and to develop.

Mr. Freeman. What is heartbreaking, Mr. Chairman, is that the dis-
covery of this resource in Alaska gives us the best opportunity that
we have ever had to develop strong and mutually supporting relations
with the Canadian Government, and if we go our separate ways, we
will have blown it.

Chairman Proxmire. Well, let me ask you one other question: The
oil import quotas are, as you so aptly put it, and I thought this was
a very good phrase, was a “drain America first” policy. A system of
secure domestic reserves would be far more rational and far less costly.

Your suggestion that importers be required to hold reserves pro-
portional to their imports seems to me to make a lot of sense. The real
costs of security would be incorporated into market prices.

How large a reserve would we need? How much would it cost ?

Mr. Freeman. I think that that would depend on what the con-
tingency planners felt was the required stockpile and, of course, the
larger the stockpile the more it would cost. But the important point is
that the cost would be directly related to providing national security,
and whatever the cost it would be reflected in the price, and the con-
sumer would be getting what he paid for.

To me, that is the most important point. The present program is
not producing the security of supply that it purports to be designed
for. I can’t give you a hard number of what the stockpile program
would cost, but it would depend upon the size of the stockpile. It seems
to me that if this were a requirement and the cost internalized, there
would be all of the incentives in the world for the companies to mini-
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mize those costs, and we would have competition working to give them
greater incentives to minimize those costs.

Chairman Prox»ire. Professor Mancke, each time that I am re-
minded of the costs of Federal oil policies, I am astonished that we
continue to put up with these absurdly costly and ineffective programs.
The import quotas cost consumers $5 billion a year. Tax benefits, ac-
cording to Mr. Field’s estimates, cost close to $4 billion: $1.6 billion
for percentage depletion and intangibles, plus $2 to $2.5 billion for
tax treatment of foreign royalties. That is a total of about $9 billion a
year. Yet none of these policies is effective in giving us a secure supply
of domestic oil. We are paying $9 billion for policies that do more
harm than good, policies that encourage us to use up our domestic oil
rather than save it; and drain America first, as Mr. Freeman puts it
so well.

Can you explain why no action has been taken to implement the
Cabinet task force recommendations? As I understand it, you were on
the staff of President Nixon’s Cabinet task force on oil import control.
Why was no action taken on this?

Mr. Max~cge. I have to confess total ignorance to the answer to
that question. There was a fairly broad consensus among a majority
of the members of the Cabinet task force that the quotas should be
replaced with tariffs. T can’t tell you why the President decided not to
proceed.

Chairman Proxmire. Who were the members of that; can you
remember ?

Mr. Mancke. They included Secretary of Labor Schultz as Chair-
man, Secretary of State Rogers, Treasury Secretary Kennedy, Secre-
tary of Defense Laird, Secretary of Interior Hickel, Secretary of
Commerce Stans, the Director of OEP, General Lincoln. In addition,
there were six observers: The Director of Bureau of the Budget, the
Chairman of the Federal Power Commission, the Assistant Attorney
General for Antitrust, the Council of Economic Advisers, the Special
Representative for Trade Negotiations, and the Ofhce of Science and
Technology.

Chairman Proxyire. What was the vote in favor of modifying
sharply the oil import program ?

Mr. Mancke. It was10to 3.

Chairman Proxmire. It was a solid majority?

Mr. MancgE. Yes, it was a solid majority. There were three dis-
senters to the report.

Chairman Proxymre. Wouldn’t you say that a task force of this
kind made up of such distinguished Americans would certainly not be
construed by any objective observer as being loaded against the oil
industry or being loaded against business or being loaded against in-
dustry generally ¢

Mr. Mancke. That was certainly the sentiment of those of us who
were on the staff of the task force.

Chairman Proxaare. It would seem to me it would be very sym-
pathetic. I think they are excellent men, men with outstanding reputa-
tions, great intelligence, and certainly men who were committed to
this country’s military as well as economic strength, and they came
down overwhelmingly in favor of modifying, sharply modifying, the
oil import quota program; isn’t that correct?
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Mr. MANcEE. Yes. . "

Chairman Proxaure. But the President decided not to follow their
advice; is that right? ' Y

Mr. Maxcxe. That is correct. )

Chairman Proxmire. Mr. Freeman. _ '

Mr.. Freeman. Mr. Chairman, if I could add just this thought:
Picture for a second the reaction to a.Cabinet committee task force
that -would come out for a tariff comparable to the $1.45 a barrel oil
tariff, for steel or some other commodity that was not subject to any
preexisting program. This would be a rather protective type of recom-
mendation. ' o ' A

This Cabinet committee report and recommendation, in my judg-
ment, was a conservative recommendation. They recommended a rather
sizable tariff that would come very close to providing comiplete pro-
tection for the existing price of oil. It was not a recommendation that
I think could be labeled as in any way not thoughtful, and I think it
should be viewed in the context of an alternative to the existing pro-
gram and not a recommendation that would have left the domestic oil
industry at the complete mercy of Arabian oil. : o

Chairman Proxmire. I understand that, and that is why I tried
to be careful to say they didn’t recommend abolishing the program as
some people would do; and they can make a strong argument for
abolishing it, but this was quite a conservative, moderate position, as
I understand it. .

Mr. Freeman, why do we have quotas? You argued very strongly
against quotas on Canadian oil. Why do we have these quotas? Are
the Canadians at fault? I recall debating this with Senator Russell
Long on the floor of the Senate, and I argued that the Canadian oil
was militarily secure, more secure than our offshore. oil and Alaskan
oil. He denied.this; he said we might be at war with Canada, and
under these circumstances, of course, we might lose our Canadian oil.

Well, dismissing this argument, are there any serious arguments
as to why Canadian oil shouldn’t be considered as militarily secure
as domestic oil?

Mr. Freeman. Well, the argument that is seriously advanced is that
the Canadians import oil in the eastern half of Canada primarily
from Venezuela, but also to a limited extent from the Eastern Hemis-
phere, and if we opened our market entirely to Canadian oil, that we
might be importing more foreign oil through the back door, so to
speak. Until the Canadian Government adopts some sort of. policy
that would prevent the unfettered flow of foreign oil into the United
States via Canada, we should not open our markets to Canadian oil
without restrictions, so the argument goes.

. Well, if one looks at the figures and looks at the size of the Canadian
market as compared to the U.S. market, I think that you find that the
imports into Canada from other than from the Western Hemisphere
sources, which seem to me to be relatively secure, amounted to less than
1 percent of the total U.S. market. We are talking about a thimbleful
of oil, so to speak, that Canada imports.

Chairman Proxmire. Compared to Venezuela.

Mr. Freema~, Most of it from Venezuela.

Chairman Proxmire. And the Venezuelan oil is relatively secure.
After all, regardless of the criticism of our Navy, and there have been
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increasing criticisms of the Navy as to its adequacy, if we can’t protect
Venezuelan oil, we would be in bad shape.

Mzr. Freemax. This seems to me more of an excuse than a reason.
What we are losing by these quotas are the incentives for companies
to go into the northern Provinces of Canada and develop the enormous
oil resources up there. With quotas staring them in the face, this is
not going to happen. As a matter of fact, the statistics show a rather
sharp dropoff in exploration and development in Canada.

Chairman Proxiire. So your argument goes much farther and
better than the argument I have been making, which would be we
ought to simply remove the limitation on Canadian oil because after
that it would reduce the price of oil for Americans. You argue that
there is more profound and longer term argument here, and that
1s that it would provide a sharp incentive for the exploration and
development and improving Canadian oil resources much more
thoroughly than we would otherwise

Mr. FreExmaN. Yes, sir.

Chairman Proxmime (continuing). Resulting in exactly what we
want, which is a militarily secure source of energy ?

My, FREEMAN. Precisel%r, and I think the same analogy would apply
to all of Latin America, and for that reason the removal of the quotas
would be a most effective and dramatic action we could take to en-
courage exploration and development in the relatively secure sources
of the Western Hemisphere, and to lessen our dependence on the
insecure Arabian oil in the 1980°s. But I repeat again that the funda-
mental answer, Mr. Chairman, has got to be to move to a policy of
conservation in the use of oil and other energy resources. We cannot
continue to use energy so lavishly and so inefliciently in this country
and expect not to suffer rather dire consequences in all of our policies.

Chairman Proxmire. Very good. I want to thank all of you gentle-
men. I think your testimony has been excellent, most helptul.

The subcommittee will stand in recess until tomorrow morning,
and we will convene in this room.

(Whereupon, at 12:15 p.m., the subcommittee was adjourned, to re-
convene at 10 a.m., Tuesday, January 11, 1972.)
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APPENDIX

(The following analysis of the capital expenditures of the oil indus-
try was subsequently submitted for the record of this day’s hearings
by William Barrett of the University of New Hampshire:)

INTRODUCTION

United States government officials and American petroleum industry execu-
tives have publicly proclaimed that the United States’ petroleum policies intent
is to provide the American public with a sufficient and secure supply of petroleum
products at the lowest possible cost in terms of both resources and prices to the
consumer. These policies include the oil depletion allowance, the tax deductible
expensing of “intangibles” specifically for the petroleum industry, state prora-
tioning statutes supported by the national Connally “Hot Oil Act”, types of
foreign tax credits which are tax deductible but which many believe should be
royalties and not tax deductible, and the Mandatory Oil Import Program imple-
mented in 1959.

These policies have in effect insulated the petroleum markets in the United
States from foreign competition while the American public continues to subsidize
the American petroleum industry with the special tax policies and the higher
prices resulting from the protected markets and imposed state prorationing.

For years those responsible for the formulation of these policies have asserted
that such protection and subsidization benefiting the oil companies would induce
them to direct their efforts more conscientiously in the development of sufficient
and secure supplies of crude petroleum. In other words, these policies are a
response to the belief that consumer demand is insufficient for stimulating the
American petroleum industry so that it provides the American consumer with
the quantity he demands at a price he is willing to pay. Therefore, unlike most
other businesses, the American petroleum industry must be subsidized, protected
and semi-regulated so that it is capable, reputedly, to adequately fulfill its supply
responsibilities.

In the past, whenever anyone questioned these various forms of subvention or
protection, he was immediately told that the level of reserves (accepted as the
best measure of the element of security called for by national policy) was con-
stantly threatening to decline, if it had not already done so, and that, therefore,
the price of crude and petroleum products must be increased so that the resulting
increases in exploration and development activity would replenish those depleted
supplies and declining reserves. Prices, rates of return for the oil companies, the
level of reserves, and the intensity of exploration and development activity have
all been invoked to answer charges that possibly the present national oil policies
have been impractical, unnecessary, insufficient, inequitable, profligate, or simply
poorly conceived.

It has been said that the American petroleum industry is semi-regulated. By
this it is meant that, unlike other industries which are given either a protected
market (a market franchise) or a subsidy and are usually subjected (at least in
theory) to comprehensive public serutiny of the recipients’s investment policies
and effectiveness in providing the desired level of service which initially justified
the franchise or subsidy, the oil industry, by contrast, is given both subsidies and
an entire protected market without any of the usual accompanying regulatory
supervision. Therefore, in order to evaluate the performance of the national oil
policies, it is necessary to review the investment performance of the American
petroleum industry so that one may determine if the industry is adequately
satisfying the original policy justifications.

This paper provides such a review of the American petrolenm industry’s
capital investment and exploration expenditure performance. First, the entire

1)



78

industry’s capital expenditure performance will be considered with particular
emphasis on where it has made investments, in what it invested, and how much
it has invested in various assets, Then the exploration and development expendi-
tures will be reviewed.

Part II will examine the principle companies in the American Petroleum
industry which constitute the Chase Manhattan’s Bank “Group.” The same
considerations that were applied to the entire American petroleum industry will
be used to focus on the Group: “for what,” “where,” and “how much” will again
be answered.

Following the analysis of the Group, this paper will then consider the expendi-
tures in the light of the net income and cash flow performances by the Group's
companies, and then of those American petroleum companies whose financial
results are subsumed in the statistics compiled by the FTC and SEC. This
analysis explores the American petroleum industry’s performance in an attempt
to establish relationships between the amount of capital expended for explora-
tion and revelopment of new reserves and the achieved rates of return, the price
of crude oil in the United States, and/or the growth in cash flow and net income
for the petroleum companies.

Finally, the paper will conclude with a review of the level of reserves and the
exploration and development expenditure performance by the American petroleum
industry to determine if there is any relationship between the two. There will
then follow a reiteration of the salient facts and some concluding assessments
of the efficacy of the present national oil policies.

All data and other information contained in this paper was extracted from
the publications of the Chase Manhattan Bank dedicated to the review of the
industry’s operations and those of the Group. The information found on Charts
P-1 and P-2 was taken from the Office of Emergency Preparedness Report on
Crude Oil and Gasoline Price Increases of November 1970, which is also the source
of those charts before being supplemented Ly this writer.

Two remarks regarding the data and its use: first, there is an appalling
paucity of impartially compiled information concerning the petroleum company
financial performance, production capabilities, and reserves. Earnings are not
segregated acording to functional source (i.e. chemicals, crude sales, refined
products sales, etc. and their location, U.S., Middle East, Europe, etc.). A serious
indictment of United States oil policy is that adequate information is not avail-
able enabling objective review and appraisal. Because the American Public suffers
this lack of information, Part I of this paper can not determinantly explore the
industry’s performance in as much depth as required. The review of the Group
is more penetrating, but still woefully incomplete resulting from insufficiency
of requisite facts. Responsible and efficacious policy requires all relevant obtain-
able information. Many have complained of this inadequacy in petroleum indus-
try information, but little has been done to rectify it. For this reason alone,
national petroleum policies should be challenged demanding release of the captive
facts and validation of the pittance of publicly divulged information.

Second, this paper deals with relationships and trends, not with absolutes.
It employs marginal analysis in studying the relationships among petroleum
industry operations when reviewing how much more is applied to activity “A”
in location “X” at the expense of activity “A” in location “Y”, or how much
of B in X at the expense of A in X, etc. These marginal relationships manifest-
ing growth trends constitute the proper perspective for policy appraisal and
design. The magnitudes of some of the dollar amounts diséussed will appear
conclusive and dominant until one observes the more recent trends evincing
performance possibly incompatible with policy intentions,

A simple standard has been applied for evaluating the effectiveness of the
present policies: if the' American petrolenm companies in the past havé in-
creasingly devoted their capital and exploration expenditures to purposes in-
volving the ¢ontinued development of new 0il reserves in the United States, or
in areas whose crude is unrestrictively augmentable to the United States reserves,
then these policies will be considered effective, and the American petroleum
companies will have responsibly fulfilled their obligation. If,” on thé other
hand, the American oil companies have diverted capital investments and ex-
ploration expenditures necessary for the continuous development of oil reserves
in the United States from purposes of domestic supply and reserve development
to activities either in foreign countries or for purposes not directly related to the
discovery of more domestic crude, then the present policies are considered inef-
fective and revisions should be made.
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1. A review of the capital expenditures made by the entirec American petroleum
industry

A. General dimensions of the American petroleum industry’s capital expendi-
tures.

In its 1969 edition of Capital Investments of the World Pectroleum Industry,
the Chase Manhatten Bank reported that American petroleum companies ac-
counted for 65.2% of the $18.4 billion of total capital expenditures by petroleum
companies world-wide, 91.5% of the $8.2 billion invested in the United States,
44.1% of the $10.2 billion invested in the Free World areas outside the U.S.,
and, of critical importance, American oil companies accounted for S1% of the
world-wide spending in the search for new petroleum reserves. This 81% not
only includes capital expenditures for production, but also exploration expenses
which are not capitalized, but written-off as “intangibles”, according to the
United States tax laws.

B. Rates of growth of major types of capital expenditures in the United States
and in foreign countries by Ameriean oil companies.

One perspective for evaluating the American petroleum companies’ investment
performance is to compare the growth rates of their total investment, their in-
vestments in the U.S., and their investments in foreign countries from 1964 to
1969, the years for which information was readily available.

Between 1964 and 1969, their total capital investment increased 38.3%, from
$8,690 million per year to $12,005 million : their capital investments in the U.S.
increased 22.99, from $6,100 million per year to $7,455 million while in foreign
countries, however, their total investment increased 76.3% from $2,580 million
per year to $4,510 million. In other words, the rate of growth for foreign in-
vestments by Aumerican petroleum companies is over three times as fast as the
rate of growth for their domestic investments.

There is another perspective for reviewing where the American oil companies
are investing their capital. Again using the years 1964 to 1969 for comparisons,
the accompanying table and charts show that in 1964 American petroleum invest-
ment and capital expenditures totaled $8,680 million. Of this, $2,580 million, eqnal
to 20.79% of their total capital expenditures, was invested in Free World Foreign
Countries, and it accounted for 41.8% of the total eapital expenditures for that
year in those countries. Progressing through the table and charts, in 1969 the
American petroleum companies had capital expenditures of $12,005 million. Of
this, $4.510 million, or 37.6% of their total capital expenditures, was invested in
Free World Foreign Countries, where it accounted for 44.29, of the total capital
investments by all petroleum companies in those countries.

One can observe, therefore, that since 1964 the percentage of total American
petroleum company capital expenditures abroad, or in other countries, has stead-
ily increased from 29.79, to 37.6%.

One can also observe that capital expenditures by American companies through
this period have accounted for 41.89, to 44.29; of the total capital expenditures
in other countries, accounting for as much as 49.3% in 1966.

Interestingly enough, American petroleum companies do not account for all
of the capital expenditures made in the U.S. The following percentages next to
their respective years are the proportion of the total capital expenditures in the
U.S. by American companies: 1965—92.2%, 1966—91.5%, 1967—90.9%, 1968—
91.5%.

This relationship has remained fairly constant during the period considered.
Therefore, it is entirely reasonable to suspect that the Ameri¢an petroleum com-
Panies are responsible for the declining efforts, in terms of rate of growth com-
pared to the efforts realized in other countries, in exploration and production
capital expenditures in the U.S. throughout most of this decade.

C. The magnitude of the capital investment lost to foreign countries as a
result of increased allocation from the U.S. to foreign countries.

The 8% increase, from 29.7% in 1964 to 37.6% in 1969, in the capital allocated
predominantly by American petroleum companies to foreign countries at the ex-
pense of the U.S. domestic petroleum industry is staggering. If in 1969 American
petroleum companies had continued to maintain the 1964 proportion between for-
eign and domestic expenditures of roughly 30¢, and 70%, then an additional $960
million would have been invested in the U.S. domestic petroleum industry. ‘Chis
extra £960 million would have more than doubled the 8725 million spent for ex-
ploration expenses in the U.S. for 1969 ; it would have been more than three times
the expenditures for pipelines, more than nine times the exnenditures for tankers
and tanker facilities, and it would have increased the domestic capital expendi-
tures for that year allocated to production by 20.2¢¢.
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D. A more precise review of the types of capital expenditures made by Ameri-
can petroleum companies according to function and location.

Keeping in mind the historically allocated shares between domestic and for-
eign expenditures and expenses by American petroleum companies between 1964
and 1969, it is pertinent to review the trends for these expenditures for the years
including and hetween 1958 and 1969.

Capital expenditures include investments for the following activities and fa-
cilities : production, pipelines, marine (tankers and tanker facilities), refineries,
chemical plants, marketing, and other investments, presumably diversification by
oil companies into other fields of energy fuels and industry. The following table
considers exploration expenses, capital production expenditures, total capital ex-
penditures, and the total combined eapital and exploration expenditures and ex-
penses for the Free World, the United States, and the Free World excluding the
U.S. It compares these respective expenditures and expenses for the years 1958
and 1969. Beside the 1969 figures are percentages in parentheses denoting the in-
crease for that particular expense or expenditure in its respective area from 1958
to 1969. The accompanying chart portrays the changes in these four expenditures
for the three areas in two-year increments from 1958 and 1969.

INVESTMENT PERFORMANCE OF THE AMERICAN PETROLEUM INDUSTRY

[Dotlar amounts in millions]

1964 1965 1966 1967 1968 1969
Total capital expenditures by American petroleum
COMPANIES. - - oo oo aeacaicaiaaaaas $8,680  $9,450  $9,845 §$10,905 $11,985  $12,005
Total capital expenditures in the United States by ‘
American petroleum companies.. .............. 6,100 6,375 6, 525 7,000 7,745 7,495
Total capital expenditures in free foreign countries
by American petroleum companies 2,580 3,075 3,320 3,905 4,240 4,510
9.7 32.5 7 35.8 35 37.6

Total capital expenditures in free foreign coun

2 R 33. A 4
6,175 6, 800 7,550 7,925 9, 550 10, 200
Percent_ __ . 41.8 45.2 4.0 49.3 44.5 44.2

Note: The percentage figures under the “‘Total capital expenditures in free foreign countries by American petroleum
companies’’ are for the percentage of total American capital invested in foreign countries.

[Dollar amounts in millions}

1969
1958 amount Amount Percent
Free world:
Total capital expenditures_______________._____.._____.. ... $10, 760 $18,375 717
Production expenditures 5,575 7,540 35.2
Exploration expenses._ . _ ... ... 1,050 1,380 31.4
Total capital and exploration expenditures. ______.___ . . ___.___ 11,750 19,755 68.1
United States:
Total capital expenditures_._.________ .. ____________._.._._ 5,300 8,175 54.2
Production expenditures 3,650 4,750 30.1
Exploration eXpenses. . e oo iceaeean 650 725 11.5
Total capital and exploration expenditures___ ... ... ..__..... 5,950 8,900 49.6
Foreign free world:
Total capital expenditures. . . ... .o 5,400 10, 20C 88.9
Production expenditures_ _ .. ... ..o ... 1,925 2,790 44.9
EXplOration eXpenses. . oo oo cee e e e 400 655 63.8
Total capital and exploration expenditures._ ... .. __._._____.... 5,800 10, 855 87.2
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After reviewing the table and chart, it is apparent that American firms are
Investing an increasingly larger percentage of their capital expenditures and
exploration expenses abroad at the expense of their counterpart expenditures
in the United States. More penetrating analysis shows that exploration ex-
penses, which are the primary costs incurred in the search for new oil reserves,
grew during the period in the United States only 11.59%, but in the Foreign Free
World they increased 63.89. Considering American firms are responsible for
over 80% of these exploration expenses, these figures dramatically illustrate
increasing U.S. taxpayer subsidization of foreign petroleum exploration, poten-
tial supplies which current United States policies prohibit Americans from en-
joying.

1. Trends in the allocation of capital expenditures among the primary utiliza-
tions of capital in the U.S. petroleum industry.
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Although total capital expenditures during the period increased 54.2% in
the U.S., capital expenditures involving production, the investments.requisite
to develop and make operational the discovered reserves, increased only 30.1%.
Of course, if the American companies are discovering less mew oil within the
U.S., they will not be compelled to increase their production capabilities. But,
if total capital expenditures made by the American petroleum industry in the
U.S. increased faster than those expenditures made for production purposes, it
is imperative to ask how much and for what are these funds specifically being
spent. The following chart provides the answers; the figures in parentheses after
the 1969 figures are the percentage increases for that particular category of
investment from 1958 to 1969.

CAPITAL EXPENDITURES IN THE UNITED STATES

{Dollar amounts in miflions}

1969
1958
amount Amount Percent
Type of capital expenditure:

PrOdUCHION _ - e o e e cmammnae R, $3, 650 $4,750 30.1
Pipelines_ ... .o eeoieoen 225 300 33.3
Marine (tankers and tanker facilities).. 125 100 ~20.0
Refineries. .o ovoeomeecccccaaaaae 600 95 58.3
Marketing____ .. 400 850 212.5
Chemical plants. . 125 575 520.0
Other (possibly diversification into other fuels and industries)_..__. 175 250 54.2

These figures show that the American petroleum industry has, since 1958,
allocated an increasingly larger proportion of its domestic capital expenditures
into assets and programs for marketing and chemical plants rather than apply
these funds to such essential purposes as production, pipeline, marine and even
refinery activities. Capital expenditures for “other” applications increased faster
than those for production, pipelines, and marine expenditures, and almost equaled
in its rate of growth that of refinery expenditures. From this review it would
not seem unreasonable to suggest that the American petroleum companies are
becoming less concerned with developing, producing, transporting and possibly
even refining more oil in the United States; instead, they are more inclined to
continue development of improved and expanded marketing facilities and pro-
grams as well as their production capabilities in chemieals at the expense of
their domestic crude oil capabilities.

Another interesting observation is the decline in the investment in tankers
and tanker facilities. Considering the observed fact that an increasingly greater
portion of the petroleum companies’ capital expenditures are being channeled to
their foreign operations, it would seem justifiable expecting them to develop
and increase their tanker capabilities necessary to transport foreign oil to the
American taxpayer/consumer. However, the decline in domestic tanker invest-
ment by American petroleum companies suggests that perhaps, in their opinion,
the American public should be increasingly dependent on the foreign tanker
operators. .

2. Trends in the allocation of capital expenditures among the primary utiliza-
tions of capital by American petroleum companies in foreign countries.

If the American petroleum companies are investing more of their capital ex-
penditures in foreign countries at the expense of the domestic petrolenm opera-
tions, how are they allocating their foreign investments and expenditures? Do
their foreign capital expenditure policies reflect an obviation that eventually
the United States will be dependent on foreign oil and therefore require develop-
ment of increased foreign reserves and concessions by American companies? Al-
though this objective is not consonant with the intentions of United States oil
policies, even such an understandable but not acceptable policy appears not
to be supported by the facts.

Remembering that the growth in free foreign exploration expenses and pro-
duction capital expenditures from 1958 to 1969 was 63.8% and 44.99, respec-
tively, compared to those for the United States of 11.5% and 30.19, these in-
creasing expenditures for the development of foreign oil are overshadowed by
the tremendous increases in capital expenditures for foreign assets not directly
employed in the production or transportation of oil.
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FREE FOREIGN CAPITAL EXPENDITURES

[Dollar amounts in millions]

1969
1958 amount Amount Percent
Type of capita! expenditure:

Production $1,925 $2,790 44.9
Pipelines._ . ..o coooooo_o - 610 82.1
Marine (tankers and tanker fa . 1,185 1,850 67.9
Refineries. ._...__... 860 2,260 135.4
Chemical plants. o ..o cc e 85 735 746.7
Marketing. oo oo oo e e cmemeeeeee 745 1,555 108.7
(1T e 165 260 §7.6
Total capital expendityres. .. ..o ooue oo ccicccceaas 5,400 10,200 88.9

As in the other table, the percentages indicate the increase for that particu-
lar type of capital expenditure. Like the production capital expenditures in the
United States for the same period of time, the foreign production capital ex-
penditures grew less than any other type. Capital investments in tankers and
marine facilities was the second slowest growing type of free foreign investment.
The immense increases in marketing, chemical plants, and foreign refinery con-
struction again suggest that the oil companies of the United States are not direct-
ing their investment efforts to the production and discovery of new oil supplies
as much as they did in 1958.

E. Comparisons of the amounts of various types of capital expenditures by
function of the years 1958 and 1969 made in the U.S. by American petroleuin
companies.

In the United States in 1958 capital expenditures for production purposes,
£3,365 million, accounted for 68.99 of the total capital expenditures of $5,300
million. In that same year, capital expenditures for refineries, chemical plants,
and marketing facilities, totaling $1,125 million, accounted for 21.19, of total
U.S. capital expenditures by American oil companies in the U.S.

When one compares the above percentages and expenditures for 1958 to the
following for 1969, the results are immediately apparent. In 1969 production
capital expenditures of $4,750 million accounted for 58.19, of total capital ex-
penditures of $8,175 million, Capital expenditures for refineries, chemical plants,
and marketing equaled 29.19, of the $8,175 million. Since 1958 an increasingly
larger portion of total available capital has been invested in refining, chemical
production, and marketing at the expense of production assets by U.S. petro-
leum companies in the U.S.

While efforts in the U.S. for petroleum source development have declined
relative to other ventures by petroleum companies, so have exploration efforts
compared to production efforts also declined in the U.S. since 1958. In that year,
combined exploration expenses and capital expenditures for production totaled
$4,300 million, of which exploration accounted for 15.1%. In contrast, in 1969
the total combined capital production expenditures and exploration expenses
was $5,474 million, of which exploration expenses accounted for only 13.29%. In
the U.S. even exploration for new sources of oil is declining relative to produc-
tion expenditures. .

F. Comparisons of the amounts of various types of capital expenditures by
function of the years 1958 and 1969 made in foreign countries by American
petroleuin companies.

In 1958 total capital expenditures by American petroleum companies in the
foreign free world totaled $5,400 million, of which 35.69, ($1,925 million) was
for production capital expenditures, and 33.1% ($1,790 million) allocated for
refineries, chemical plants and marketing.

In 1969 capital expenditures in the free foreign world for production pur-
poses totaled $2,790 million, or 27.49, of the total capital expenditures of $10,200
million. The capital expenditures for refineries, chemical plants, and marketing
in the free foreign world were $4,550 million, or 44.69 of the total capital ex-
penditures. As in the U.S. the American oil companies are investing more in
assets not directly involved in the production of more crude oil.

In 1958 the combined total of production and exploration expenses was $2,325
million, of which exploration accounted for 17.29 ($400 million). In 1969 the
combined total was $3,445 million, of which exploration expenses accounted
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for 19.09% ($655 million). Therefore, in the foreign countries more was spent
by American petroleum companies for exploration in 1969 compared to pro-
duction capital investment than in 1958.

These figures reflect trends manifest by the activities of the American petro-
leum companies de-emphasizing the development and exploration of United
States petroleum supplies. They demonstrate an increasingly assidious effort by
these companies to develop foreign operations and foreign oil supplies. Although
the total investment by the American oil companies has continued to grow,
growth in activities not directly related to the exploration and development of
domestic oil supplies has been at the expense of commensurately increasing the
domestic oil production capabilities.

II. A review of the capital expenditures made by the American petroleum com-
panies comprising the Chase Manhattan Bank “group”

A. The dimensions and composition of the Chase Manhattan Group.

It is necessary to analyze the composition of the American petroleum industry
30 that one may diagnose if the larger companies, those possessing the greatest
financial resources and economic power, are primarily responsible for the trends
exposed in Part 1.

There are an estimated 10-12,000 o0il producers in the United States. This
includes any individual or firm having an operating interest in any producing
property. About 309% of total domestic production is sold by independent pro-
ducers. According to the Department of Interior, in 1966 the 20 largest domestic
oil companies produced over 599, of the total domestic crude output.

The Chase Mamhattan Bank annually publishes a financial analysis of a
“Group” of 27 to 31 American petroleum companies. The composition of the
Group has been altered slightly and the number of its members has decreased by
a few, principally resulting from mergers. But it includes all the largest com-

panies,

In 1969, the Group accounted for 69.7% of U.S. crude oil production. In that
same year, the Group was responsible for 539 of free foreign country crude
production, and 57.59% of all free world production of crude oil. According to
the Chase Manhattan, in 1969 “approximately” one-third of the Groups produc-
tion occurred in the United States while the Middle Bast accounted for another
third with the “rest of the oil produced in widely scattered foreign sources.”

Also in 1969 the Group accounted for 81.39 of all the capital and exploration
expenditures by the American petroleum industry, and 53.19 of all capital and
exploration expenditures in the Free World.

Five companies in the Group, Jersey Standard, Gulf, Texaco, Standard of
California, and Mobil, produce over half of the production and almost half of
the refinery runs in the Free World outside of the United States. These five com-
panies, along with British Petroleum and Royal Dutch Shell, compose the “seven
sisters” who control 58% of the giant oil fields in the Free World and 799 of the
ultimate reserves.

The Office of Emergency Preparedness publication, Report on Crude 0il end
Gasoline Price Increases of November 1970, reveals that—

From 1946 to 1955 the Chase Manhatten Group . . . averaged $1.4 billion per
year [in expenditures for exploration and development of oil and gas reserves]
while all others, including literally thousands of independents, averaged $1.3
billion.

After 1955, however, this relative situation changed materially. By 1969, the
Chase Manhatten Group had increased its annual expenditures for exploration
and development by 509, but the other elements of the industry were expending
45% less than their 1956 level of investment.

Undoubtedly, the Group is the predominent collective of petroleum industry
financial resources in the Free World.

DISTRIBUTION OF THE GROUP’S INCOME DOLLAR

{In cents)

1963 1964 1965 1966 1967 1968 1969
Operating costs and expenses..._._..... 74.6 74.7 73.7 73.2 73.4 73.2 73.5
Writeoffs and other charges 8.9 8.6 8.7 8.5 81 8.1 7.8
Income and other taxes..._________.:.. 6.8 7.0 1.7 8.3 8.7 9.1 9.9
Income applicable to minority interests_. .2 .1 .2 .2 .2 .1 .2
Dividends to stockholders. .. ____.__.._. 4.6 4.9 5.0 4.9 4.7 4.8 4.7
Reinvested in business. ... __......_. 4.9 4.7 4.7 4.9 4.9 4.7 3.9
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B. Review of the Group’s operating performance between 1963 and 1969.

The Group's gross income increased 521% from $40,202 million to $65,328
million while its operating costs and expenses increased 54.6% from $29,806
million to $47,088 million. The following chart, “‘Distribution of the Group’s
Ineome Dollar,” shows that while operating costs and expenses decreased 1.1¢,
income and other taxes accounted for 3.19 more. However, dividends to stock-
holders increased, especially in 1964, 1965, and 1966, while the percentage rein-
vested decreased. As operating costs declined, taxes and dividend payments in-
creased.

The Group’s cash earnings, consisting of net income, write-offs (depreciation,
depletion, amortization, and retirements), and “other non-cash charges (net),”
increased 50.0% from $7,492 million to $11,238 million. Net income increased
4759, while combined write-offs and other non-cash charges increased 57.83%.
Net income earned in the U.S. increased 57.89% while net income earned in for-
eign countries increased 29.9%. The Group realized the following proportions of
its net income in the U.S.: 1963-649,, 1964-65%,, 1965-73%, 1966-71%, 1967-T19%,
1968-70%, and 1969-68%, all averaging 68.9% throughout the period.

As mentioned earlier, a more detailed review of earning performance accord-
ing to corporate function and geographical location is not available. But it is
important to note that almost 709% of the Group’s cash earnings have been
generated in the United States.

Reviewing the Group’s working capital sources and uses according to table
“Source and Use of Working Capital-Per cent distribution,” it is apparent that
the decline in cash earning’s contribution to working capital has been replaced
by increasing long-term debt. The Group’s companies are no longer entirely self-
sufficient in generating their desired levels of working capital.

SOURCE AND USE OF WORKING CAPITAL, PERCENT DISTRIBUTION

1963 1964 1965 1966 1967 1968 1969

Funds available from—
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With the assumption of more debt, repayment naturally begins to consume
more working capital as shown. Capital expenditures consumed 9.3% more work-
ing eapital whereas investments and advances decreased.

Returning to the sources of working capital, notice the relative continuity
of cash earnings distribution among net income, write-offs, and non-cash charges.
Because cash earnings and long-term debt during the period supplied 93-96%
of working capital, one must consider how increasingly larger amounts of debt
contributed to the Group’s investment performance.

Corparing the Group's 1963 and 1969 consolidated balance sheets, long-term
debt increased $7,498 million from $5.347 million (10.7% of 1963 total liabilities
and net worth) to $12,845 million (15.29, of 1969 total liabilities and net worth).
This $7.5 billion increase would not have completely provided for the $9.35
billion the Group spent on marketing facilities and programs, between 1963
and 1969. The $1.98 billion the Group invested in assets not pertaining to produc-
tion, transportation, and refining and chemicals would have consumed about 26%
of the $7.5 billion.

More important is the perspective manifest by the following table, “Expendi-
tures and Earnings.” Notice that the figures in column F exceed their year’s cor-
responding figures in columns B, C, and D; cash earnings minus all dividends
were more than sufficient to fund all the capital and exploration expenditures in
the U.S., let alone being twice as large as the funds allocated for exploration
and development for their respective years.
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EXPENDITURES AND EARNINGS

|tn miltions of dollars]

A B c D E F
X Cash earnings
Total capitaland  Total explora-  Totalcapitaland  Exploration and minus share-
exploration ex- tionand develop-  exploration ex- development ex- holder and
penditures, ment expendi- pendituresin pendituresin Cash minority in-
Year worldwide  tures, worldwide the United States the United States earnings terest dividends
5,528 3, 401 3,895 2,612 7,492 5,572
6,484 3,962 4,658 3,007 7,719 4,615
7,079 4,128 5,001 2,923 8,425 6,136
8,363 4,190 6,143 3,046 9,292 6,813
9,327 4,456 6,581 3,247 10, 080 7,381
10, 329 5,436 7,282 4,135 10,958 8,008
10,485 5,346 7,222 3,918 11,238 8,198

A revealing comparison is obtained by dividing the annual amounts in column
F (cash earnings minus all dividends) into the respective figures in Column D
(exploration and development expenditures in the United '‘States). The resulting
figures of exploration and development financed in the U.S. as a percentage of
cash earnings minus dividends are: 1963—46.9%, 1964—65.29;,, 1965—47.7%,
1966—44.79%, 1967—43.99,, 1968—51.69%, and 1969—47.8%. The Alaskan tract
sale in 1968 and the earnings growth decline in 1968 and 1969 account for the
resurging percentage in those years. But these figures do not demonstrate any
pervasive lack of funds which would restrict production and development ex-
penditures in the U.S. unless augmented by debt.

It is evident that the Group’s cash earnings minus dividends exceeded (1)
total capital and exploration expenditures in the U.S., and (2) the total explora-
tion and development expenditures allocated throughout the world, much less in
the U.S. alone. Therefore, it is fair to say that the Group was not forced to
supplement cash earnings with debt providing it funds required by the selected
level of exploration and development activity either in the U.S. or world-widec.
The Group’s operations have been more than capable in generating the requisite
funds to satisfy United 'States oil policies.

Although insufficient data precludes precise answers to the question how the
Group’s cash earnings have been allocated, trends are reflected by reviewing its
total capital allocations.

C. Extent and Growth of the Group’s total expenditures throughout the world,
in the U.8,, and in foreign countries between 1963 and1969.

Total world-wide capital and exploration expenditures increased 89.99, from
$5,628 million to $10,485 million. But, while world-wide exploration and develop-
ment costs increased 57.29 from $3,401 million to $5,346 million, world-wide
capital expenditures for other purposes increased 95.0% from $2,127 million to
$5,139 million.

In the U.S. combined capital and exploration expenditures increased 85.4%
from $3,895 million to $7,222 million. Exploration and development costs in-
creased only 50.09 from $2,612 million to $3,918 million while capital expendi-
tures for other purposes increased 1589, from $1,283 million to $3,304 million.

In foreign countries combined capital and exploration expenditures increased
99.89 from $1,633 million to $3,263 million. Exploration and development costs
increased 81.09%, $789 million to $1,428 million, while capital expenditures for
other purposes increased 117.4¢, from $844 million to $1,835 million.

The U.S. has suffered lower growth rates.in petroleum company investment
except for that in “other” capital investments. Even with the slower growth of
world-wide exploration and development costs, the U.S. was below the world-
wide average. A more detailed review follows.

D. A review of the Group’s capital expenditure allocation according to function
and location between 1963 and 1969.

(1) Allocation by function of total world-wide capital expenditures made by
the Group. (Chart G-1) .

One immediately realizes that the only type of investment that experienced
a decline is that for production purposes, falling from 59.29% of total capital
expenditures to 50.9%. Refining and ~hemical facilities enjoyed the largest in-
crease, rising from 14.99;, to 21.0¢, of the total. However, it was impossible to
segregate from the available data what were the respective shares for both
refining and chemical plant Transportation Investments for marketing remained
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relatively unchanged, falling from 17.09 to 16.4%. Transportation investments
increased their share of the total by only .1%, while capital expenditures for
“other” purposes increased from 1.89 to 4.1%. According to these figures, the
Group’s investments world-wide indicate declining efforts for the production and
transportation of eil, and possibly little increase in its refining capabilities when
compared to its increasing indulgence in “other” activities.

(2) Capital expenditures in the United States by function as a percentage of
the total world-wide capital expenditures made by the Group. (Charts G-2 and
G-3).

Since 1963 the companies in the Group have maintained a fairly constant per-
centage of total capital expenditures in the United States: this relationship
hovered closely around (9%, moving from 69.89 to 68.9% (Chart G-2)..

However, it is important to review what type of assets this capital was in-
vested in. As a percentage of the Group’s total capital spent world-wide for
various purposes, the portion spent for production in the U.S. declined from
77.4% to 72.8% of the total world-wide production expenditures. But, marketing’s
share increased 3.29, transportation’s share increased 39, and refining and
chemical’s share increased 1.6%. Once again, there is a demonstrable decline in
the application of funds for production purposes in the United States.

(8) Capital expenditures in the United States by function as a percentage of
the Group’s capital expenditures in the U.S. (Chart G-3).

Of the Group’s expenditures in the U.S., it is again startling to observe that
expenditures made for production suffered the only decline, falling 11.49;, from
65.69% of the total to 53.8%. But, all the other types of capital allocation, again,
experienced increases in their shares of the total : refining and chemiecal facilities
absorbed 7.7% more, “other” picked up 4.99 more of the total, marketing gained
2,79, while transportation gained only .49, more. This decline in production
expenditures as a share of the total capital allocated by the Group for invest-
ments in the U.S. raises serious doubts about the companies in the Group oblig-
ingly responding to the intentions of the U.S. oil policy.

(4) Capital expenditures in foreign countries by function as a percentage of
the Group’s total capital expenditures made in foreign countries. (Chart G-5).

Perhaps it is significant that the companies in the Group actually increased
production’s share of the total capital expenditures in foreign countries by a
miniscule .1%. Anyway, this is certainly an improvement over the 11.4% decrease
in the total U.S. invested capital made by the Group in production assets in the
U.S. While production expenditures in foreign countries by the Group moved in a
zone about 449 of the total invested in those countries, transportation's share
declined from 14.6% to 13.8%, marketing declined from 29.89% to 27.1%, and
refining and chemicals increased its share from 20.39, to 22.69%, rising even
higher in 1967, Even capital investments in “other” resources in foreign countries
increased their share of the total, rising from 1.1% to 2.19.

Also pertinent is the fact that the Group has increasingly devoted larger per-
centages of its expenditures to operations in the Eastern Hemisphere. (see Chart
G-8) While the percentage of world-wide capital allocated to the United States
by the Group moved from 69.89 to 68.99;, these American petroleum companies
increased the proportion of the toal invested in the Iastern Hemisphere from
16.9% to 19.19%, mainly at the expense of their expenditures in Western Europe.

In 1963, total net investment had the following distribution: U.8.—72.19}, For-
eign couniries—27.99%, of which was apportioned 51.29;, in the Western Hemi-
sphere and 48.89% in the Eastern Hemisphere. In 1969, this distribution had
changed to the following: U.8.—70.19,, Foreign Countries—29.99, with the West-
ern Hemsiphere's share declining to 42.39, at the expense of the Eastern Hemi-
sphere’s 57.7%.

The Group is increasing its capital expenditures in the Eastern Hemisphere
faster than in any other region of the world. Because there are restrictions
presently in the United States on importing both crude and finished petroleum
products from the Eastern Hemisphere, and because OPEC, whose membership
consists almost entirely of major oil exporting nations in the Eastern Hemisphere
and is constantly used as threatening justification for the necessity for the United
States to be at least self-sufficient in oil (therefore necessitating the continua-
tion of the present United States oil policies), it appears as if the oil companies
of the Group are perhaps abrogating their responsibility under the intent of the
Oil Import Program to provide the American taxpayer/consumer a return on the
subsidy and protection programs given the oil industry so that domestic reserves
and production will be increased.
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E. The Group’s performance in allocating exploration and development expendi-
tures between 1963 and 1969.

In 1963 61.59, of the Group’s total world capital and exploration expenditures
was spent for exploration and development. By 1969 this proportion had declined
to 51.0%, falling as low as 47.8% in 1967. One can observe that the companies in
the Group are not concentrating their expenditures as much on exploration and
development as they did in the beginning of the period.

(1) Exploration and development costs as a percentage of total capital and
exploration expenditures made by the Group in the United States. (Charts G-2
and G-6)

The percentage of total world-wide capital and exploration expenditure made in
the United States by the Group declined from 70.5% to 68.99. The percentage ot
total exploration and development expenses made in the U.S. by the Group de-
creased from 76.89% to 72.89%. Finally, the percentage of total capital and explora-
tion and development costs made in the United States declined from 67.1% to
54.39%. Therefore, from any perspective the efforts by the Group applied to ex-
ploration and development in the U.S. have declined, either in relation to its total
expenditures throughout the world or as a proportion of the Group's exploration
and development efforts in the U.S. of the total capital expenditures in the U.S.

This decrease suffered by exploration and development costs in the U.S. as a
proportion of the total capital and exploration expenditures made in the U.S. is
extremely important. First, the decline was not a smooth progression, falling -
from 67.1% to 54.3% ; in 1967 and 1967 these costs fell to as low as 49.6% and
49.39, respectively, and never moved above the 1963 percentage of 67.1%.

To place the magnitude of this decline during the period in context, consider
if the percentage of 67.19 was also operative in 1969. If it had been, the Ameri-
can petroleum companies in the Group would have spent an additional $920.74
million in 1969 alone for exploration and development in the U.S. If this per-
centage had continued throughout the period, the Group would have spent an-
other $4,924.3 million on U.S. exploration and development. Considering these
facts, one questions the probity of the American petroleum industry proclaim-
ing that it needs increased inducements so that the requisite funds can be gen-
erated to finance more development and exploration of our national supplies. In
light of the domestic earnings and cash earnings capabilities and apportion-
ments mentioned earlier, this suspicion is reinforced.

Actually the amount of money being directly consumed by exploration activ-
ities in the U.S. is less than these figures indicate because they include lease
rentals and acquisition costs, which detract from the exploration expenditures
available. Since 1963 the leasing policies of the federal government have served
to substantially deplete the available funds for exploration. These policies, in
conjunction with the diminution in effort on the part of oil companies them-
selves, have seriously minimized the funds allocated for the discovery and ex-
ploration of new oil reserves in this country.

According to figures compiled by the Independent Petroleum Association of
America for the years 1956 through 1962, lease acquisition costs accounted for
an average 12.83% of total exploration expenditures by all companies in the
United States. From 1963 to 1969 lease acquisition costs accounted for 18.39, of
total exploration and development costs by all companies in the U.S. In other
words, the American petroleum companies have encountered for the past seven
years an average. annual lease lost expense 68% more expensive than the
average prevalent for the previous seven year period. The Federal government’s
policy of bonus bidding, rather than adopting a more reasonable and equitable
policy of royalty percentage of income or production plan, is definitely responsible
for this increase. In 1968 the $900 million bonus sale in Alaska contributed to
the $2,150 million spent for lease acquisition. This $2,150 million accounted for
319, of total exploration and development expenditures by all companies in the
U.S. for 1968 alone.

The impact of these policies is perhaps best illustrated by comparing the dif-
ference between the cost per barrel of reserves in the U.S. with and without
the additional cost of lease acquisition. Using the information found in Annex J
of the Office of Emergency Preparedness’ Report on Crude Oil Price . . ., since
1963 the cost per barrel of additions to U.S. reserves including lease acquisition
costs averaged $1.83 through 1969. This identical charge would have been $1.44
without these additional lease acquisition costs. Therefore, the lease costs in-
creased the price per barrel of reserves by almost 259%.

Because the giant domestic petroleum companies, which are all included in
the Group, purchase the majority of these expensive bonuses and leases (simply
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because they are the only companies which can afford them), their available
funds for the exploration and development are more seriously depleted than
are those of the smaller companies. Therefore, the impact of these policies is
primarily on the Group. When one recalls that the Group is responsible for over
809% of all the exploration for new oil reserves in this country, these expensive
policies pursued by the government appear to have an effect contrary to that
desired as a result of the government’s other oil policies supposedly inducing
development of domestic oil supplies. Certainly, such dysfunctional and incom-
patible policies should be reconsidered.

(2) Exploration and development costs as a percentage of total capital and
exploration expenditures made by the Group in foreign countries. (Chart G-7)

The percentage of total world-wide capital and exploration expenditures made
in foreign countries by the Group actually increased from 29.5% to 31.19.
However, exploration and development costs in foreign countries as a percentage
of total capital and exploration expenditures made in foreign countries by the
Group declined from 48.39, to 43.8%. This decline in foreign proportion is defi-
nitely not as precipitous as that for the same important statistic of the U.S.
activities, wheh experienced a decline of 12.8%. Also, while the foreign rela-
tionship fluctuated widely, moving from 48.3% to 58.0% in 1965 before dropping
to 37.5% in 1967 and then recovering to the 1969 level of 43.89, its United
States counterpart suffered a severe drop to its 1967 low of 49.39%, 16.8 per-
centage points below its 1963 level, before recovering to the 1969 close of 54.3%.
(see Chart G-9)

From this review of the Group’s performance in allocating capital and ex-
ploration investments and expenditures, one must be inclined to say that, first
the companies’ operations generated sufficient capital to fulfill the intent of the
national oil policies. But it is also evident that the American petroleum com-
panies composing the Group are neglecting exploration and development pro-
grams compared to their other activities throughout the world, although to a
much greater degree in the U.S. Furthermore, those areas which have bene-
fited from increased capital spending for production, the Eastern Hemisphere
countries, are not considered as readily accessible adjuncts to the United
States’ petroleum supply, not even by the American petroleumm companies’
standards.

III. The Group’s income and cash flow performance relative to its capital and
exploration expenditure allocation between 1963 and 1969

Cash flow is the amount of capital available to the firm for the expansion and
refinement of its operations; it consists of net income plus depletion, deprecia-
tion, amortization, and retirements. On Charts I-1 and I-2 one can observe the
overall income, expenditures, and cash flow performance of the Group. From
Chart I-2 it is evident that total cepital and exploration expenses and ex-
penditures are consuming an increasingly larger share of the cash flow. This
is in line with the trend witnessed in the earlier appraisal of “sources of working
capital.” This chart also depicts the growth in net income throughout the years
1963 to 1969 being a generally smoother and greater increase compared to the
growth curve of capital and exploration expenditures for either domestic or
foreign purposes. However, in the period when the Group’s consolidated cash
flow leveled-off and its net income declined its domestic capital and explora-
tion expenditures also declined ; but those same expenditures for foreign capital
and exploration purposes continued to increase. :

As mentioned in the definition of cash flow as it pertains to the oil compa-
nies, intangible expensing contributes to the available cash flows for all types
of capital and exploration expenditures. It is decisively important to note the
respective amounts and impacts of this intangible expensing made by both the
foreign and domestic operations of the American petroleum companies in the
Group. As found on Chart I-4, since 1962 the foreign intangible expenses increased
28.19% while domestic intangibles increased only 7.19,. Therefore, intangible

- deductions from their American taxes are increasingly being accounted for by
foreign intangibles. which are experiencing a faster rate of growth than are
domestic intangibles. This indicates U.S. oil policies are stimulating and subsidiz-
ing an increasingly greater amount of foreign development and exploration at
the expense of such activity in the United States. This appears to be a contraven-
tion of the intent of these policies.

A. The relationship between cash flow and the Group's exploration efforts
and production expenditures between 1963 and 1969.
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Since 1963 the percentage of the Group's cash flow allocated to geological and
geophysical expenses, lease rentals, and dry holes has steadily declined from
1549, to 11.5%. These geological and geophysical expenses as well as the
rentals and dry holes are the funds expended in search of new oil reserves.

Consider the following trends manifest by the figures below relating the Group's
U.S. and foreign exploration and production costs and expenditures in millions
of dollars:

Exploration costs Production expenditures
Year United States Foreign United States Foreign
827 305 1,785 484
871 289 2,136 666
887 349 2,036 856
874 389 2,172 755
864 377 2,383 832
851 432 3,284 869
836 483 2,938 945
Total. oo ceemamacm e 6,010 2,633 16,779 5, 407
7-Y€ar aVerage oo .o o ceeiececanm e 859 376 2,397 772

The seven-year average of U.S. exploration costs increased only 3.9% more
than the U.S. costs in 1963; the foreign seven-year average increased 22.9%
over the foreign 1963 levels. Or, observe the following percentages comparing
the cumulative growth of foreign and U.S. exploration costs: in 1963 305 over 827
equals 36.9%, but the seven year totals of 2,633 over 6,010 equals 42.19,. The
Group’s domestic exploration efforts have declined relative to its foreign explora-
tion efforts.

Identical comparisons for production expenditures follow. The seven-year
average of U.S. production expenditures increased 39.9% over U.S. production
expenditures in 1963 ; the foreign seven-year average increased 59.5% over the
foreign 1963 level. The 1963 percentage of U.S. to foreign production expendi-
tures was 484 over 1,785 equals 27.19; the cumulative percentage, 5.407 over
16,779 equals 32.29, again demonstrates increased foreign production efforts at
the expense of domestic operations.

B. The relationship between cash flow and the total exploration and develop-
ment expenditures by the Group between 1963 and 1969. (Chart I-3)

The Group’s expenditures for exploration and development as a percentage
of cash flow have charted an erratic course from the 1963 figure of 46.29% to
49.99, in 1969, the intervening years accounting for figures ranging from 44.9%
to 51.9. To place these figures in the proper perspective one should remember
that the oil companies’ management contend that like any other business
their investment performance is responsive significantly to changes in their
corporations’ cash flow and net income, and particularly to oil prices.

In 1963 and 1964, while the percentage of change in both cash flow and net
income suffered declines, the percentage of change in total capital and explora-
tion expenditures enjoyed a large increase, when the price per barrel of crude
in the U.S. actually decreased from $2.89 to $2.88. These relationships are in-
verse to what is said to be one justification for the present United States oil
policies.

Then from 1964 to 1965 the percentage of change in both cash flow and net in-
come began to increase, while the percentage of change in total capital and ex-
ploration expenditures decreased and the price per barrel of crude in the U.S.
decreased 2¢.

In the years 19635, 1966, 1967, 1968, and 1969 when the price per barrel of
crude in the U.S. increased $2.86, $2.88, $2.91, $2.91, $2.94, and $3.04 respectively,
the percentage of cash flow spent for exploration and development declined con-
tinwously from the 1964 high to a low in 1967. the percentage then recovered
sharply in 1968 as a result of the expenditures in Alaska before declining again
in 1969, when the price of U.S. crude hit $3.04 per barrel and the cash flow per-
formance deteriorated.

From this performance it is questionable if the companies in the Group adjust
their capital and exploration expenditures primarily to changes in cash flow or
net income, or even to changes in the price of crude oil in the United States.

C. The relationship between the rates of return on invested and total invested
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and borrowed capital and the percentage of cash flow allocated for exploration
and development by the Group between 1963 and 1969. (Chart 1-3)

There appears to be an almost inverse relationship between the rates of re-
turn on both invested and total invested and borrowed capital to the percentage
of cash flow allocated for exploration and development.

According to Chart I-3, when the rates of return decreased slightly, expendi-
tures for exploration and development increased sharply. Then, from 1964 to
1967 as the rates of return on both invested and total invested and borrowed
capital increased smoothly from 11.19, to 12.39, for invested capital and from
10.3% to 11.39, for total borowed and invested capital, the expenditures for ex-
ploration and development as a percentage of cash fiow decreased steadily. There-
fore, while the rates of return reached their peaks the percentage allocated by the
oil companies in the Group for exploration and development smoothly sunk to a
new low. Only in the last two years, 1968 and 1969, did the return on investment
curves move in the same direction as the percentage of cash flow curves depicting
allocation for development and exploration.

IV. The entire American petroleum industry’s profit and cash flow performance
relative to its cxploration and development expenditures and changes in
the petrolewm reserves of the United States

Now it is pertinent to consider the profit and cash flow performance of the entire
American petroleum industry comparing such results to its activities in the
development of new petroleum reserves in the U.S. The development of such
reserves is, in the final analysis, the prineiple intention of U.S. oil policies. First,
consider comparisons of profits and cash flow relative to the price of crude oil
in the U.S. and to expenditures by the industry for exploration and development
{both with an without lease acquisition costs). Chart P-1 is taken from the Office
of Emergency Preparedness’ Report on Crude Oil and Gasoline Price Increases.
.. . Before additional information was included on the chart by this writer, it
originally compared the cash flow and profits after taxes performance of “all man-
ufacturing except petroleum refining” and those of “petroleum refining” as col-
lected from the FTC-SEC Quarterly Financial Reports. Petroleum refining sub-
sumes all the large integrated petroleum companies, those who are accountable
for the preponderant share of all exploration and development.

The following information has been added to that originally presented by Annex
N of the OEP Report . .. : the price of crude in the U.S. is included along the top,
explortion and development costs (excluding natural gas plant costs) as reported
by the OEP have been plotted in dollar amounts relative to those for petroleum
company cash flow and profits which are read from the left side, and finally, ex-
ploration and development costs less lease acquisition costs are also plotted in
dollar amounts for their respective years according to the scale on the left side of
the chart.

A. Profit and cash flow performance relative to the U.S. crude price and to ex-
ploration and development costs. (Chart P-1)

When analyzing these relationships, probably the most startling observation is
that while profits and cash flow plot smooth, continuous increases from 1963 to
1969, the price of crude and exploration and development costs both with and
without lease acquisition costs fluctuate. Therefore, it would appear that the
integrated petroleum producers/refiners have somehow insulated their profits
and cash flow from the fluctuations in the price of U.S. crude. While profits are
rising, the price of crude can move either up or down, but the oil companies will
not necessarily adjust their exploration and development costs so that they react
in the same direction of the price change.

These relationships immediately provoke the following question: “If the
large integrated refiners responsible for most of the crude production seem to
have protected their corporate financial performances from the fluctuations in
crude prices, and if the American public’s demand for petroleum products con-
tinues to increase, then why do the American petrolenm companies’ exploration
and development expenditurs experience such fluctuations, especially when the
large refiners control the price of crude at the well-head in the U.S.?’ Granted,
for most of the companies whose financial performances are reported by the
FTC-SEC, their operations include large positions in the international petroleun
production and product markets. But the indsputable fact remains that the
oil policies of the United States have given the American petrolenm industry a
virtually unchallenged market with a seemingly insatiable demand for petroleum
products. This security would seenm to be sufficient to induce continuous efforts
Dby the large petrolenm companies, the integrated refiners. to at least make their
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exploration and development efforts in the U.S. grow commensurately with the
Increases in their profits and cash flow performances. Security should stimulate
the performance desired if the companies are adequately fulfilling their obliga-
tions to the American public.

B. Exploration and development expenditures relative to the changes in the
petroleum reserves of the United States. (Chart P-2)

It is an appropriate completion of this study to consider if there is a relation-
ship between the change in the level of reported reserves either stimulating or
diverting changes in the levels of exploration and development expenditures.
This analysis will be confined to the period following 1959 when the Mandatory
Qil Import Program was instituted.

The level of proved reserves, as depicted on Chart P-2 (also taken from the OEP
Report . . ., but supplemented with the price information), is computed by the
reserve comniittees of the American Petroleum Instituie, an organization of
petroleum companies whose employees counstitute the reserve committees; the
reserve committees are responsible for the estimation of the reserves available
in the U.8. according to individual company information to which the com-
mittee members have access.

From the implementation of the Quota system in 1939 the level of proved re-
serves determined by the petroieum industry has only increased once above the
1959 level of 31,450 million barrels. This was the 1961 level of 31,540 million
barrels. In 1961 expenditures for total exploration and development increased
sharply, but then declined in 1962 as did the level of proved reserves stabilizing.
in 1963 at a level of about 31,000 million barrels enduring until 1964. However,
in 1963 the total expenditures for exploration and deveiopment again increased
sharply, but it declined again from 1964 to 1965. Apparently the sharp but
temporary increase in total exploration and development expenditures in 1962
produced additional reserves which were added to the proved reserve level be-
ginning in 1964, pushing the reserve total up to about 31,450 million barrels
in 1966 with the possible augmentation of supplementary discoveries resulting
from the suddenly increased total exploration and development expenditures in
1964. But, from the 1966 level of 31.450 million barrels the proven reserve level
has declined continuously (computed without any inclusion of reserves dis-
covered on the Alaskan North Slope). As the reserve level began to decline
from its 1966 level, the American petroleum industry again suddenly increased
its total exploration and development expenditures, apparently again in response
to the reserve decline.

From these empirical trends. it appears that the oil companies made particu-
lar responses to changes in the reserve level. First, it would seem to reflect the
facts to state that early in the sixties the American oil companies attempted to
maintain. or were satisfied with, the reserve level at a figure of close to 31,500
million barrels. Whenever it achieved a figure near that level, the total expendi-
tures for exploration and development decreased. When the level dropped sub-
stantially below 31,500 million barrels, the oil companies seem to suddenly have
spent more in the form of exploration and development expenses in an attempt
to reclaim that level. These expenditures can either be lease purchases, such
as occurred in 1962 and the period of slight increase in expenditure beginning
in 1965 and continuing until 1967, or in the form of increased expenditures pri-
marily for the increased development and exploration of existing leases. as
occurred in 1964, But. there appears to be no sustained general increase of ex-
penditures for the increased exploration and development of already leased-
properties, regardless of the level of proved reserves.

If this reaction by the oil compames to the level of proved reserves has been
the basic stimulus for either increasing or contracting the amount of funds pro-
vided for exploration and development purposes, then it is inferred from the
industry’s performance since the inception of the Mandatory Oil Program in
1959 that the industry has been content with maintaining U.S. reserves at a level
of about 31.5 billion bharrels, at least for the first seven years of the program.

When the ealculated reserves achieved the desired level, the petroleum com-
panies have generally not continued to increase their efforts to expand the
amount of proved reserves. From these facts and inferences the question which
immediately comes to mind is “Who selected this level as constituting a sufficient
supply of proved reserves?” If indeed the reactions of the American petroleum
companies have been to respond to a decrease from this accepted reserve figure
with an infusion of more exploration and development money, but to allocate
their capital to other types of assets and activities whenever the desired reserve-
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figure was reached, is this to be considered acceptable and compatible with the
intentions of the presently operative United States oil policies?

For it must be remembered that the Group has allocated a fairly constant
proportion of ifts total combined world-wide capital and exploration expendi-
tures to its operations in the U.S. Therefore, considering that the Group repre-
gents all the major oil companies in the U.S. responsible for over 80% of all
exploration and development in the United States, these companies are making
increased capital expenditures for other assets not directly related to the dis-
covery and development of new petroleum reserves whenever they choose not to
make expenditures for exploration and development. In other words, the total
capital available for exploration and development has continued to grow even
without assuming additional long-term debt, but the expenditures for domestic
exploration and development have not consistently been increased, abreast with
those for foreign expenditures or for activities not related to either exploration
or production.

It was only .after the desired levels of reserves deteriorated so severely re-
sulting from a constantly expanding demand for petroleum products that the
American oil companies began to reallocate more capital to exploration and
development in an attempt to arrest this decline. But, in those happy days prior
to the steep decline of reserves, the American oil companies were allocating
capital for purposes other than those requisite for the continued increase of
American reserves. These expenditures were made for assets not directly
responsive to the intentions of national oil policies; they were spent for assets
in foreign countries to an alarmingly increasing degree and in other non-crude
supplying assets in the United States. According to the facts presented in this
paper, the American oil companies have, since the commencement of the Man-
datory Oil Import Program, been allocating Iarger shares of their total capital
and exploration expenses to assets and programs not directly related to the
discovery and development of new oil reserves in the United States.

V. Conclusions and assessments

This paper is premised by the belief that industries should either be regulated
by the challenges of the competitive market or, if subsidized and vested with
protective supports and markets, that they should be diligently regulated to
insure maximization of the public’s investment and welfare. The American
oil industry satisfies neither of these standards because a protective shield of
questionable political propriety insulates it from regulation by either competi-
tion or formal government supervision. Its performance exemplifies this lack
of responsiveress to either the public’'s market or the public’s government by its
conduct exploiting the unique opportunities afforded it by the public subsidies
to indulge in investments incompatible with the shibboleths of policy. Invest-
ment is increasingly diverted to foreign countries.

It appears that investment in domestic production and exploration responds
inversely to prices, rates of earned return, and cash flow. One questions, there-
fore, if the price of U.S. erude is not manipulated in conjunction with foreign
crude prices fashioning a politically cogent vehicle in support of the present na-
tional oil policies rather than serving as a legitimate economic factor controlling
the industry’s performance in the exploration and development of new U.S.
oil reserves. -

A review of the domestic petroleum industry’s inefficiency attributable to exist-
ing U.S. oil policies is not within the purview of this study. One is referred to
Government Intervention in the Market Mechanism, The Petroleum Industry,
Part I, Subcommittee on Antitrust and Monopoly of the Committee on the Ju-
diciary, United States Senate, and particularly to the testimony of professors
Adelman, Kahn, Erickson, Dirlam, Engler, Steele and Adams. The 1969 study
Economic Factors Affecting the Level of Domestic Petrolewm Reserves prepared
for the Office of Tax Analysis of the U.S. Treasury Department concluded that
“Percentage depletion is a relatively inefficient method of encouraging explora-
tion and the resultant discovery of new domestic reserves of liquid petroleum”
(p. 2.2), reinforcing the contentions of the adumbrated reputable economists
explaining the inefficiencies and inequities inherent in the domestic industry
resulting from the present tax, import and state prorationing policies. These find-
ings challenge the continuation of the present policies. .

Since 1959 the Congress has not comprehensively resolved quantitative and
gualitative goals which would and should dictate policy prescription governing
the American petroleum industry.



94

Instead, the petroleum industry has impressed policy favorable exclusively
to its welfare rather than considering the publiec conceiving policy maximizing
its concerns. Therefore, first national goals involving petroleum policy must be
deliberately and publically explored and evaluated before responsible national
petroleum policies can be designed. Unfortunately, this has been expensively
ignored to date. The American public can afford no more feckless apologies for
the present conduct of the petroleum industry such as that found in the OEP’s
Report on Crude 0Oil and Gasoline Price Increases on November 1970, its specious
rationalizations exposed in a November 1971 “Background Study” prepared for
the Joint Economic Committee.

This paper’s findings support the belief that the American oil companies have
failed to deliver to the American public what it believes it has been paying for:
a continuously increasing domestic supply and hopefully an increasing, but
at least stable, level of reserves. Instead, it may be inferred from the facts
that the price of crude is manipulated primarily to reinforce support for the
present policies. The American public is being deceived into believing that the
present policies subsidizing and regulating the American petroleum industry are
providing the desired results. The oil companies have capitalized on these bene-
ficent policies by expanding their operations in activities not related to provid-
ing the American publie with a secure supply of petroleum products at the lowest
possible prices.

If sufficient opportunities do not exist in the United States to justify con-
tinuous development and exploration efforts in the U.S., then the present policies
should at least be modified so that intentions and abilities are more consonant
with realities. But the present hoax foisted on the American public must be
terminated. Either the American oil industry satisfactorily begins to do the
job it has been paid to do. or else policy and expectations must be changed so
to discontinue this charade and permit development of a more responsible,
productive, efficient, realistic, and honest national oil policy.

But even more important is the call for a comprehensive public determination
by the Congress of national petroleum goals which is most necessary to precede
any policy revisions. Only after such goals are specified will the public be capable
of evaluating that which it has not received and nnderstand what and by which
means it can expect to receive in the future.

V. Restatement of the facts and conclusions

1. Between 1964 and 1969, the American petroleum industry increased its total
foreign capital investment in foreign countries 76.3% against increases of 22.9%
in the United States and 38.3% world-wide.

2. Between 1964 and 1969, the amount of total world-wide capital expenditures
by thqumerican petroleum industry in foreign countries increased from 29.7%
to 37.6%

3. Between 1958 and 1969, the American petroleum industry increased its ez-
ploration expenses in foreign countries 63.8% while it increased exploration ex-
penses in the United States only 11.5% and total world-wide exploration ex-
penses only 31.4%.

4. According to the growth rates for various types of capital investments in
the United States by the American petroleum industry between 1958 and 1969, the
companies are investing increasingly larger amounts of capital in assets not re-
lated to either the production or transportation of petroleum. Ranked according
to the type with the highest rate of growth, “chemical plants” was the first fol-
lowed by “marketing,” “refineries,” “other,” “pipelines,” “production,” and “ma-
rine.”

5. As in the U.S. during the period from 1958 to 1969, the American petroleum
industry in foreign countries invested increasingly larger amounts of capital in
assets not directly involving the production of more crude. Ranked according to
the type of investment with the greatest increase, “chemical plants” was again
first followed by ‘‘refineries,” “marketing,” “pipelines,” “marine,” “other,” and
finally “production.”

6. In the U.S. from 1958 to 1969, the share of total capital investment allocated
to production declined from 68.9% to 58.1%. Not only has production’s share de-
clined, but, over the same period in the U.S. so has exploration declined. Since
1959, exploration’s share of total capital allocated for production and exploration
decreased from 15.19% to 13.2%.

7. In foreign countries, production’s share of total capital investment fell from
35.6% in 1958 to 27.4% in 1969. But, in these foreign countries exploration ex-
penses as a proportion of combined capital production and exploration expendi-
tures increased from 17.2% in 1958 to 19.0% in 1969.



95

THE PERFORMANCE OF THE GROUP

1. Between 1963 and 1969, the Group's total capital and exploration expendi-
tures in foreign countries increased 148.8%, while in the U.S. they grew only
85.4% and world-wide only 89.9%.

2. Between 1963 and 1969, the Group increased expenditures for exploration
and development of new reserves in foreign countries 80.7% ; in the United States
thes((; identical expenditures increased only 50.0% and world-wide they increased
57.2%.

3. Between 1963 and 1969, the only type of capital investment whose share of
the total capital investment throughout the world by the Group declined was
“production,” falling from 59.29 to 50.9%. Of the total capital invested in the
U.S. by the Group, production’s share also declined, falling from 65.6% to 53.8%.
In foreign countries, the Group increased ‘“production’s’” share by .19 during the
period. Therefore, the Group’s efforts in producing petroleum throughout the
world, but particularly in the United States, have declined relative to its efforts
in marketing, chemicals, “‘other,” and possibly in refining.

4. The Eastern Hemisphere is the area in the world with the largest rate of
increase in capital expenditures by the Group. The U.S. share decreased slightly,
while the Western European share dropped slightly more.

5. Between 1963 and 1969, the proportion of the Group’s total world capital
expenditures spent for exploration and development of new reserves decreased
from 61.5% to 51.0%. Such exploration and development expenditures as a per-
centage of the total capital allocated in the U.S. also dropped, from 67.19% to
54.3%, equalling $4,924.3 million diverted from exploration and development
purposes in the U.S. during this period. Federal Government leasing policies fur-
ther detracted from the amount available for applied exploration and develop-
ment by the Group.

6. Although the Group increased foreign capital and exploration expenditures
at the expense of those allocated to the U.8., these foreign allocations for ex-
ploration and development also declined from 48.3% in 1963 to 43.89, in 1969.
Therefore, although not as severe as in the U.S., even foreign expenditures for
expleration and development have declined relative to total capital expenditures
by the Group. It is obvious that the Group has been throughout the period in-
creasingly less concerned with the search and development of new reserves world-
wide, but particularly in the United States.

There are several possible explanations for this decrease in exploration and
production expenditures, and here we will consider two of them. First, the
major oil companies have deliberately understated their discoveries and reserves
in the past, therefore continuing to have access to all the erude that they con-
sider necessary while they scare the public, and the government, with the fic-
titious contention that the production/reserve ratio is decreasing, justifying a
price increase. Second, if the American petroleum companies deliberately under-
state their reserves in foreign countries, the host governments do not realize
the extent of the wealth discovered by these major foreign companies, and will
therefore not be as adverse to the companies as they might otherwise be.

GROUP’S INCOME AND CASH FLOW PERFORMANCE

1. The growth curve of fotal capital and exploration expenditures by the
Group shows a faster increase than the Group’s net income and cash flow
curves. But, the net income and cash flow curves exhibit a smoother and larger
increase than the group’s exploration and development expenditures curve.

2. The proportion of the Group’s cash flow allocated for geological and geo-
phyrsical expenses has declined since 1963.

3. Foreign intangibles have increased faster than domestic intangibles.

4. There appears to be an almost inverse relationship between the Group’s
rates of return and its expenditures for exploration and development. Also, the
claimed relationships between the price of crude, which is controlled by the
majors, and the level of exploration and development expenditures. or the rates
of return, is not clearly manifest. One questions if the price is not therefore
arbitarily manipulated in conjunction with foreign crude prices so to be more
of a vehicle of political importance. i.e. support to maintain the present oil
policies, rather than an economic factor significantly influencing the industry’s
performance in the exploration and development of new reserves.
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THBE AMERICAN PETROLEUM INDUSTRY AND THE RESERVE LEVELS

1. Since the 1959 imposition of the Import Program, it appears as if the major
oil companies have insulated their profits from changes in United States crude
prices, primarily because they can collectively control these prices. But, their
profits demonstrate smooth, continuous increases while exploration and develop-
ment expenditures fluctuate.

2. Since 1959, there appears to be a relationship between the level of reserve
and the amount of capital allocated for exploration and development of new
reserves. The oil companies seem to have considered 31,500 million barrels as a
sufficient reserve level. They increased their exploration and development ex-
penditures only in response to a declination from the desired level Other-
wise, they allocated their capital expenditures for purposes not associated with
either production or exploration. This complacency was destroyed by the con-
stantly increasing demand for petroleum products throughout the 1960’s in the
United States.

From these facts, it is evident that the American petroleum industry has
not been fulfilling its intended ‘obligation according to the United States oil
policies. The American companies have continually spent larger amounts of
capital for both foreign and domestic non-oil discovering and non-oil developing
purposes. The American petroleum companies have not maintained a constantly
increasing effort concommitted with their rising cash flows and total capital
expenditures so that they could continuously supplement the American petroleum
supplies and reserves. Instead, the companies have only spent for exploration
and development to sustain a reserve level which they considered sufficient.

Therefore, the efficacy of the present United States oil policies appears in-
capable to satisfy the desired results. The oil companies have failed to deliver to
the American public what it believes it has been paying for: a continuously in-
creasing domestic supply and hopefully, an increasing, but at least stable level
of reserves. Instead, it may be inferred from the facts that the price of crude is
manipulated primarily to reinforce support for the present policies. The Ameri-
can public is being deceived into believing that the present policies subsidizing
and regulating the American petroleum industry are providing the desired re-
gults. The oil companies have capitalized on these beneficient policies by expand-
ing their operations in activities not related to providing the American public
with a secure supply of petroleum products at the lowest possible price.

If there are not sufficient opportunities in the United States to justify continu-
ous development and exploration efforts in the United States, then the present
policies should, at least, be modified so that intentions and abilities are more
consonant with realities. But the present hoax foisted on the American public
must be terminated. Bither the American oil industry satisfactorily starts to do
the job it has been paid to do, or else policy and expectations must be changed
80 to discontinue this charade and permit the development of a more responsible,
productive, realistic and honest national oil policy.
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THE GROUP

1963 1964 1965 1966 1967 1968 1969

Amount  Percent Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent

Gross operating income. ... ...o.oo.aoo. $39,197 +7.2  $41,117 +4.9  $44,147 +7.4 $48,759  +10.4 $54,608 412.0 $58,728 +7.5 $63,362 +7.9
Nonoperating income . _...__.........._... 1,095  -+20.1 1,007 —8.0 1,066 +5.9 1,239  416.2 1,313 +4-6.0 1,583  ++20.6 1,966 +24.2
Total intome. .. coociooiaaaaaoas 40,292 +7.5 42,124 +4.5 45,212 +7.3 49,998  +10.6 55921 1.8 60,311 +7.9 65328 +8.3
Operating costs and expenses.. ... ......... 29,806 +6.4 31,166 +4.6 32,995 +5.9 36,194 +9.7 40,516 +11.9 43,427 +7.2 47,088 +8.4
Taxes, excluding income taxes_.___________. 1,417 +8.4 1,606 +13.3 1,784 +11.1 2,001 +12.2 2,419 +20.9 2,686 4110 3,442 +28.2
Depletion, depreciation, amortization, and
retirements. . ..o ooooooo.. 3,528 +2.9 3,602 +2.1 3,911 8.6 4,253 +8.7 4,517 +6.2 4,853 +7.4 5,054 +4.1
Interest 271 +5.4 290 +47.0 33  +15.9 405  +20.5 §25  429.6 1 4354 945 +32.9
Other charges. 45  +221.4 5 —889 28 +460.0 11 —60.7 2 s 13 15 .
Total deductions. ... _____.____.._... 35,067 +6.3 36,663  +4.6 39,054 +6.5 42,864 4+9.8 47,979 +11.9 51,690 +71.7 56,544 +9.4
Net income before taxes...._._._._.__..____ 5225 +17.4 5,455 +4.4 6,158  +l12.9 7,134 +15.8 7,842  +411.3- 8,621 +8.5 8,784 +1.9
Estimated income taxes. _.._....._.___..._. 1,323 +427.0 1,359 4-2.7 1,693  4-24.6 2,134 426.0 2,461  +15.3 2,808 4141 3,03t - +47.9
Income applicable to minority interest. . ____. 72 +10.8 65 -9.7 74 +13.8 79 +46.8 79 ... 74 —6.3 105 +41.9
Net income. ..o iiieamaas 3,830 +14.5 4,031 +5.2 4,391 +8.9 4,921 +412.2 5,402 +9.8 5,739 +6.2 5,648 -1.6
Total capital and exploration expendi-
tures_.. 5, 529 -5.3 6,484  +17.2 4,391 +9.1 8,363  418.1 9,327 +411.5 10,329  +410.7 10,485 +1.1
Domestic........ 3,895 -10.9 4,658  +419.6 5, 001 +7.4 6,143 ~ +422.8 6, 581 +7.1 7,282 +10.7 7,222 —8.2
FOr@IgN . o e 1,633 +9.9 1,86 +11.8 2,078  +413.8 2,220 +6.8 2,746 +23.7 3,047 4110 3,263 +7.1

66
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[Doliar amounts in millions]

1963 1964 1965 1966
. United United United i United
Type of expenditure - States  Foreign Combined States  Foreign Combined States  Foreign Combined States  Foreign Combined
No. 1 Production expenditures_________._ S $1,785 $484  $2,269  $2,136 $666  $2,802  $2,036 $856 32, 892 $2,172 $755 $2,927
No. 2 Dry holes costs_ ... ...l : 372 158 530 390 - 133 525 408 170 578 428 203 . 631.
2,157 642 2,799 2,526 801 3,327 2,444 1,026 3,470 2,600 958 3,558
455 147 602 481 154 6,353 479 179 658 446 186 632
827 -~ 305 1,132 871 - 289 1, 160 887 349 - 1,236 874 389 1,263
2,612 789

3,962 2,923 1,205 4,128 3,046 1,144 4,190
1,283 844 2,522 2,078 873 2,951 3,097 1,076 4,173
3,895 1,633 6, 484 5,001 2,078 7,079 6,143 2,220 8,363

8,80 ... S : I .. 8,921

Total capital and exploration as a percent of cash flow_
Exploration and development as a percent of cash flow_______ -
Geological, geophysical, and lease rents as a percent of cash flow_ ... ... 8.2
Geological, geophysical, lease rents, and dry holes as a percent of

cash oW, e 15.4

¢01



[Dollar amounts in miltions}

1967 1968 1969
. United United United . .

Type of expenditure States Forcign  Combined States Foreign  Combined States Foreign  Combined

No. 1 production expenditures_________ 2,383 832 3,215 3,284 869 4,153 2,983 945 3,928

No.2dry holes . L .l 446 202 648 417 227 644 438 257 653

Total, No. 1 plus No. 2. . . . 2,829 1,034 3,863 3,701 1, 086 4,797 3,421 1,202 4,623

No. 3 geological, geophysical, and leaserents. _________________ .-t 418 175 593 434 205 639 497 226 723

Total, No. 2 plus No. 3. ... .. . 864 377 851 432 1,283 935 438 1,418

Total exploration and capitat expend 4,135 1, 301 5,436 3,918 1,428 5, 346

Other capital expenditures. .__._ e 3,147 1,746 4,839 3,304 1,835 5,139

Tota} capital and exploration expenditure 7,282 3,047 10, 329 7,222 3,263 10, 485
Netincome. e $5,739 $5,648 (...
LT O - I -3 SR o -3 S S A (€ N

Cash flow . Il $10, 592 $10,702 ...
Percent ..l 3 ceee (6.8 ... (+10).
Total capital and exploration as a percentage of cash flow_____ ... . 940 e 9 S . 97.9 ... ...
Exploration and development as a percentage of cash flow. ... . A4.9 e B3 s 4.9 ..
Geological, geophysical, and lease rentsasa gercentage of cash flow__._____ . [ | - 3 | BN 6.8 ...

Geologica!, geophysical, lease rents, and dry holes as a percentage of cash flow_. . ... ... .. ... | P T VA S 11.5

} Cash flow is net income plus depletion, depreciation, amortization, and retirements,

€01



OIL PRICES AND PHASE II

TUESDAY, JANUARY 11, 1972

CoxGREss OF THE UNITED STATES,
SUBCOMMITTEE ON PRIORITIES AND
Economy IN (GOVERNMENT OF THE
Joint EcoxoMic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10 a.m., in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of
the subcommittee) presiding.

Also present : Courtenay M. Slater, economist; and Walter B. Laessig
and Leslie J. Bander, economists for the minority.

OPENING STATEMENT OF CHAIRMAN PPROXMIRE

Chairman Proxarire. This morning the subcommittee will continue
its examination of oil prices and phase IT by hearing testimony from
representatives of independent oil producers, refiners, and marketers.
Following that, we will hear from Beverly Moore of the Corporate
Accountability Research Group concerning antitrust policy and the
oil industry.

Independent oil producers, refiners, and marketers make an essential
contribution to the competitive strength of the oil industry. Competi-
tion in the oil industry certainly needs to be strenghened, not dimi-
nished. Yet it has been charged that present Federal policies, including
the import quotas, the weak antitrust policy, the bonus bid system
of offshore leasing and the tax treatment of foreign royalty payments,
are making it increasingly difticult for the independents to survive. We
want to examine this contention closely this morning and discuss what
actions may be needed to correct this situation.

Yesterday we heard most persuasive evidence that both the import
quotas and the tax treatment of oil not only raise prices to the con-
sumer but totally fail to meet their supposed objective of providing
us with a secure supply of oil. In fact, these policies are resulting in
fuel shortages and depletion of our irreplaceable domestic resources.
Neither the consumer interest nor the national security interest, is well
served by present policies. What we want to explore this morning is
how independent oil companies are affected by present policies and
how they would be affected by changes. Can our policies be altered in
ways which will preserve and enhance competition ?

Our first witness is Ronald J. Peterson, chairman of Martin Oil
Service, Inc. He will speak this morning not only for his own company
but also for the Society of Independent Gasoline Marketers of America
and for the Independent Terminal Qperators Association. Mr. Peter-
son is accompanied by Prof. Alfred Allvine of the Business School
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106

at Northwestern University and by Prof. James Patterson of the
School of Business at the University of Indiana.

Following Mr. Peterson and Mr. Allvine, we will hear from Mr.
E. Jason Dryer, representing the Independent Refiners Association
of America, and then from Mr. Alfred James III, an independent oil
producer and petroleum geologist.

I know Mr. Peterson—is that correct, sir—is here, and Mr. Allvine,
I take it, is here, and Mr. Dyer. Fine. I take it Mr. James has not
arrived yet.

Will you come forward, Mr. James, in the center there by that
microphone ?

Because of the number of witnesses this morning, I will have to
ask all the witnesses to hold their opening statements to no more than
10 minutes, if they would do that I would very much appreciate it.

Mr. Peterson, please go ahead.

STATEMENT OF RONALD J. PETERSON, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, MARTIN OIL SERVICE, INC.,
CHICAGO, ILL.; PRESIDENT, SOCIETY OF INDEPENDENT GASO-
LINE MARKETERS OF AMERICA; AND DIRECTOR, INDEPENDENT
TERMINAL OPERATORS ASSOCIATION

Mr. PerersoN. Mr. Chairman and members of the committee, my
name 1s Ronald J. Peterson. I appreciate very much the opportunity
to appear before this committee. I am here today in several capacities,
as the Senator has mentioned.

I represent SIGMA, the Society of Independent Gasoline Mar-
keters of America, of which I am the current president.

Chairman Proxmrre. May I say, Mr. Peterson, we will be happy
to print your entire prepared statement in full in the record and I
would appreciate it if you could abbreviate it as you go along.

Mr. Prrerson. Senator, I can abbreviate this prepared statement.

Chairman Proxyire. Fine.

Mr. Pererson. If T abbreviate it I will have left unsaid what I
have made strong efforts to prepare to be here. I know that you are
competent to read it. I am reasonably sure that you are acquainted
with the context of what I have to say. It would take me 20 minutes
to read it. If it, therefore, is agreeable to you, Senator, I will submit
1t and await questions from you.

Chairman Proxmire. Why don’t you hit the highlights, if you
could do that ? I's that posshile?

Mr. PerERsoN. It is not a very logical thing for me to do.

Chairman Proxare. Well, take 15 minutes and we will cut you
off after 15 minutes.

Mr. Pererson. I will submit the prepared statement to you, Sen-
ator.

Chairman Proxare. All right.

(The prepared statement of Mr. Peterson follows:)

PREPARED STATEMENT OF RONALD J. PETERSON

Mr. Chairman and members of the committee, my name is Ronald J. Peterson.
I appreciate very much the opportunity to appear before this Committee. I am
here today in several capacities.
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I represent SIGMA, the Society of Independent Gasoline Marketers of America,
of which 1 am the current President.

I also represent I''OA, the Independent Terminal Operators Association, of
which I am a Director.

I also speak for my own company, Martin Oil Service, Inc., Chicago, Illinois,
of which 1 am the Chairman of the Board and Chief Executive Oflicer.

1 would like to direct my brief comments today to what 1 regard as the basic
problem of the oil industry.

Let me state my bottom-line conclusion at the outset.

The basie problem of the oil industry, at this time in history, is the problem
of increasing concentration of economic power in the hands of fewer and fewer
companies, and the use of that power to take unfair advantage of independent
competitors who, because of governmental policies, do not enjoy the same eco-
nomic privileges.

In my view, the structure of the industry and the behavioral practices to which
I refer—namely, increasing concentration in the ownership and control of the
materials and means of producing and distributing petroleum products, and the
use of unfair competitive methods in the distribution and marketing of petroleum
products—are the direct resuit of the failure of national oil policy.

For this reason, among others, the ills and remedies affecting this great indus-
try should be recognized by the policy makers as important issues affecting the
health of our total economy today and in the foreseeable future.

What does the problem of concentration and unfair competition mean?

It means that the fully integrated international oil companies grow larger
and stronger while the independents at all levels of the industry grow relatively
weiker and fewer in nwinber.

It may be said that our total economy is an oil economy. Seven out of the top
twenty industrial corporations of America are oil companies. No other industry
can say this. But, it is also true that those seven companies represent the poten-
tiality of noncompetitive pricing for all petroleum products in every domestic
marketplace. :

It means that the markets for crude oil and for finished products have be-
come, and will more-so becoine, noncompetitive or wastefully competitive.

At the present time, there is no free market for crude oil. There is almost no
free market for petroleum products at the wholesale level. And, the retail market,
particularly for gasoline, is subject to such a variety of restraining influences and
unfair economic advantages that the result is obviously wasteful competition.
There are too many service stations and widespread price wars.

The problems which I commend for your consideration do not signify that the
officers and directors of the dominant oil companies are evil men, or that they
have no concern for the public interest, or that they have not done a good job of
managing the capital entrusted to them.

It does mean, however, that if our national policy allows the members of an
industry to pursue an oligopolistic path. then the traditional motivations of cor-
porate managenment will respond predictably.

First, the independents will be squeezed out. This has and will continue to
occur. In the end, oligopoly or monopoly will characterize the structure of the
industry.

Second, along with this evolutionary development, fair competition will fade
from the marketplaces as the pricing mechanism. This has and will continue to
oceur. In the end. the marketing behavior of the surviving companies will be
based entirely upon administered prices, and the consumer will pay more for
petrolenm products than would have been paid if the competitive environment
had been preserved.

In the oil industry, this is the pattern of history to date. And, it will be the
pattern of the future, unless our national oil policies are reviewed and reformed.

In my view, it is not now too late. But, it will be too late sometime during
this decade.

I assume that an ideal oil industry, in our free enterprise tradition, would
consist of multiple entities at every level. There would be many crude explorers
and producers, many refiners of petroleum products. many distributors and
wholesale terminal operators, and many retail marketers. Between each of these
four levels there would be a free market in which competitive sellers would seek
to be more efficient in the performance of their economic functions and more re-
sponsive to the changing needs of our economy.

73-169—72
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I assume that it is the duty of government to preserve the competitive environ-
ment of our economy, and to avoid policies which themselves cause conditions
and practices which put the consumer at the mercy of the supplier.

Let me be more specific.

In terms of structure, vertical integration is the first step toward the achieve-
ment of economic power.

This broad trend in the oil industry has virtually eliminated the independent
crude producer and the independent product refiner. It has reduced the number
of independent terminal operators in the Midwest from 88 to 15 in the last
twelve years, since import quotas became mandatory. It is currently forcing many
independent jobbers and service station operators into the shelter of ownership
or control by a fully integrated company.

In terms of behavior, the practice of price protection is the most serious mis-
use of the economic power of vertical integration.

This practice takes many forms. But, in any form, it means that the major
brand supplier of petroleum products promises to protect the minimum profit
margins of the jobber and retailer who are willing to commit theinselves solely
to the supplier’s brand.

Thus, the consumer and the independent marketer, both wholesale and retail,
find themselves increasingly at the mercy of the fully integrated major oil com-
pany, which is able and willing to market its products at uneconomic prices,
so long as those prices can be supported by profitable crude oil ownership.

The first question is, Why is this so?

There are three areas of governmental policy, which collectively cause the
problem of concentration and the problem of anticompetitive practices.

I refer, first, to the long-standing policies with regard to crude oil production

and foreign oil importation.
Second, I refer to the long-standing tax privileges associated with crude oil

production.

Third, I refer to the persistent failure of the antitrust laws to preserve the
conditions of fair competition in the oil industry.

Let me say just a senience or two about each of these three areas of public
policy.

With regard to erude production, the Connolly Hot Oil Act allows the oil pro-
ducing states to control domestic production, and the Trade Expansion Act allows
the President to control imports of foreign oil. The implementation of these pol-
icies has enabled the dominant oil companies to control the total supply of crude
0il, out of which our total domestic demands for petroleum products must be met.
To control the supply of crude is to control the price of crude. It follows that the
best possible basis is secured for administered product pricing and for percentage
depletion tax savings.

With regard to taxing policies, percentage depletion and foreign tax credits
have allowed the dominant companies to maximize their profits from crude oil.
The consequent economic power is employed to curtail or eliminate competition
from independents, and to increase the volume of crude that flows from their
own wells, through their own refineries, by any means which will preserve their
volumetric share of the market. ¥orward integration. through the ownership or
control of pipelines, terminals and service stations, is the best means known to
management, for the preservation or achievement of a target marlket share.

With regard to the antitrust laws, vertical integration has been permitted to
the point of peril for all independents. Not merely their growth, but their con-
tinued existence, as independent competitors, is at stake. This includes crude
explorers, crude producers, crude refiners and, farther downstream, independent
product transporters, wholesale terminal operators and retail marketers. The
fully integrated, crude-sufficient oil companies appear to be immune from the
antitrust laws, insofar as their relationships to independent, non-integrated com-
petitors is concerned. The latter appear to be fair game for the former.

The next question is, What should be done about it?

To my mind, one of the most important areas of policy to be reviewed and
reformed is the area of oil import controls.

For twelve years we have been faced with a system of quotas which has selee-
tively allocated import privileges, each year, in a way which disproportionately
benefits the larger companies.

The heart of the problem is the narrowly selective eligibility requirements. In-
dependent terminal operators are not allowed to import petroleum products. and
the benefits of competition from this source have been denied to the consumer.
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The Presidential Task Force recognized the inequities and structural distor-
tions that are created because of this system.

Tt follows that a more even-handed method of distributing these valuable privi-
leges should be devised. The express objective should be to strengthen the posi-
tion of the independent wholesaler in the marketplace. Quotas have been given to
refiners because they can use them. But, terminal operators, with their substan-
tial storage and handling facilities can use them just as well. Moreover, they
could be counted on to pass the price benefits on to the consumer, through inde-
pendent jobbers and independent service station operators.

Also because of the quota system, the industry has become less responsive to
the demands of our economy. '

Consider the problem of low sulphur residual fuel oil. The enormous and grow-
ing demand for low sulphur resid is being met by the integrated refining interests
only on the basis of administered pricing. The price for low sulphur domestic
resid has been pressured upward from under $3.00 per barrel to over $4.00 per
barrel in the last four years.

Residual fuel oil has traditionally been a byproduct of gasoline refining. But. to
alleviate air pollution, among other reasons, low suiphur resid is rapidly becom-
ing a first-line product.

If my Company were not precluded by law from importing crude oil, we would
be joining with other interested parties to create a new independent refining fa-
cility to produce substantial quantities of low sulphur residual fuel oil, so badly
needed by electric utilities, and to produce substantial quantities of lighter distil-
lates, so badly needed by gas utilities for reforming into synthetic natural gas,
and to produce modest quantities of gasoline, so badly needed by the independent
sector of the gasoline marketing industry.

If the oil import control program allowed independent newcomers to develop
facilities for these purposes, among others, the flood of capital overseas for re-
fining facilities would be slowed down, and capital expenditures for such domestic
facilities, including the creation of new jobs, would be accelerated.

Consider the problem of unleaded gasoline. The small independent refiner is
not financially able to modify its manufacturing facilities to make this product.
The independent terminal operator is not able to supply its customers, not to
mention would-be customers, with unleaded gasoline from foreign sources be-
cause of import restrictions.

As a matter of fact, the public policy in favor of unleaded gasoline may pre-
dictably eliminate all independent refiners and independent terminal operators
and independent retail marketers, who do not have a domestic source of supply,
unless relief is obtained from other sources in the foreseeable future.

The majors may be expected to manufacture just so much unleaded gasoline
as they are able to market through their own distribution facilities. As the
public acceptance of this product increases, the majors will become sole-source
suppliers.

This situation might be remedied by allowing substantial importations of un-
leaded gasoline by independent terminal operators for distribution at wholesale
to independent jobbers and retailers.

To my mind, the second most important area of policy to be reviewed and
reformed involves the antitrust laws.

" Price protection should be outlawed as an unfair competitive practice.

It is not possible under the present antitrust laws for this matter to be resolved
by private litigation. The nature of the problem requires either legislative action
or administrative action by the government. This Congress might enact a statute
forbidding any and all techniques of price protection and predatory pricing.
Otherwise, the Federal Trade Commission has the exclusive authority to enforce
Section 5 of the Federal Trade Act, which forbids “unfair competitive methods.”

Action of this character by the government would not be universally opposed
by all of the fully integrated oil companies. Many of those companies that are
substantially less than self-sufficient in crude ownership have publicly recognized
the evils of price protection and urged the abandonment of the practice. It is
obvious. however. that no one company can go it alone. It, therefore, becomes
the exclusive domain of government to recognize the problem and to do some-
thing about it.

Many other specific remedies for the recognized ills of the oil industry
have been suggested. But, my allotted time here only allows me to mention two
of them in passing.

Divestiture is one. The proponents of this remedy have recently advocated a
separation of retail operations from the crude, refining, and terminal operations
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of the industry. The object, presumably, is to put all retailers on a buy-sell basis,.
to establish a simpler and more uniform pricing system at the wholesale level,.
and to eliminate the possibility of internal subsidies, such as, price protection,
which tend to result in overbuilt retail facilities and wasteful forms of
competition.

If the surgery is performed with sufficient skill, the objectives in mind may be
worth the pain and suffering. But, it cannot be said that surgery of this kind is a.
complete cure. The arguments are strong that another form of surgery would have
a more salutary effect upon the industrial environment, if the aim is to avoid'
the wastefulness of vertical integration.

I refer to the divestiture of crude ownership from refining, terminaling and
marketing. If there were an independent crude industry, there could be a free
market in crude. All refiners and all crude producers would buy and sell at arm’s
length in that market. The forces of competition would then result in a realistic:
price for crude, rather than an artificial policy-supported price.

With divestiture at the crude level, refining would be forced to become profit-
able in its own right, as would terminaling and marketing. If it is argued that
this would result in higher prices for gasoline, it may also be argued that the
savings in erude would more than offset the cost of subsidizing marketing with
crude profits. In either case, the significant achievement of this remedy would
be the elimination of the possibility that crude profits and related tax benefits
could be used to finance the further concentration of economic power in the hands.
of fewer and fewer companies.

Another remedy that has been suggested for some of the ills of the oil industry
concerns the ownership of transportation facilities.

Competitive relationships directly affecting the consumer are themselves di-
rectly affected by pipeline ownership and ocean-going tanker ownership. Not only
the operation of these facilities, but also the conception of them is predicated
upon the service requirements of the owners, rather than upon performing a
common carrier service to the ¢il industry as a whole.

In the light of the foregoing, I subwuit that the ownership of tankers and the-
ownership of pipelines, particularly the latter, should be required hy law to be
independent. I emphasize the point that no petrolenm product shipper should be-
allowed to own all or any part of a product pipeline. On this basis, one might
expect the pipeline operators to be responsive to the interests of the economy as.
a whole, rather than subservient to the special interests of the shippers who
own the line.

The last question is, Why should these remedies be considered by the sovereign?

If we value our tradition of free enterprise, the instruments of government
should protect it. The essence of that tradition is the free market. In sueh a mar-
ket the independent businessman can initiate a new venture. The established
small business can survive. If either of them offers a better price or a better-
service, or both, the newcomer or the independent can grow with the economy.

But, from the point of view of public policy, another point is more important.
If the sovereign prevents Goliath from killing David, then David will not kill
Goliath, as the story goes, but rather he will keep the pressure of competition on
him. The giant will thus be obliged to serve the public as efficiently and as re-
sponsively as his smaller, tight-belted competitor.

The public interest in free enterprise, free markets, and fair competition is.
protected by the small, independent entrepreneur. Yet, public policy in oil has
failed to protect the independent competitor.

Chairman ProxMire. Our next witness is Mr. Dryer.

STATEMENT OF EDWIN JASON DRYER, GENERAL COUNSEL,
INDEPENDENT REFINERS ASSOCIATION OF AMERICA

Mr. Dryer, Mr. Chairman, I will try to abbreviate my prepared
statement and highlight the points which I especially want to call to-
your attention and stay within the 10-minute figure; and I ask that
my full prepared statement be put in the record. '

Chairman Proxarre. Without objection, the full prepared statement
will be printed in the record.
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Mr. Dryrr. My name is Edwin Jason Dryer and I appear here on
behalf of the Independent Refiners Association of America, of which I
am general counsel.

We are happy to respond to your invitation to testify in these hear-
ings with their emphasis upon problems of competition in the oil in-
dustry and the impact upon consumers. This is because the independent
refiner occupies a special role in maintaining competition in the oil in-
dustry and in serving the interests of the consumer throngh low prices.

I need not elaborate on the competitive role of the independent
refiner because it has been well documented heretofore. The Senate
Select Committee on Small Business, for example, summed it up in
these words: “The independent refiner is thus the mainspring of com-
petition within the oil industry.”

We can add, however, something to these general conclusions. While
these and similar statements over the years have recognized the com-
petitive role of the independent refiner, they did not actually quantify
the benefits to consumers which are due to the independent refiner
and which will be lost if the independent refiner disappears. We have
done so in a study which is directly germane to the subject of the com-
mittee’s present hearings. We submit a copy of that study for the
record.

(The study follows:)

PRESENT SAVINGS TO CONSUMERS DUE TO THE INDEPENDENT REFINER—LOST IF
THE INDEPENDENT REFINER DISAPPEARS

(By the Independent Refiners Association of America)

1. The consumer’s interest served by the independent refiner—gasoline at 2¢
under major brands.

a. The independent refiner and marketer traditionally sell gasoline at an
average of 2¢ under major brands. See Item I in Appendix A hereto, Ex-
cerpts from FTC Report on Anticompetitive Practices in the Marketing of
Gasoline.

b. Applying this typical price differential to gasoline produced by inde-
pendent refiners, the annual saving to consumers is $294,888,190. (See Appen-
dix B, line 6.)

2. The consumer’s interest served by the independent refiner—holding the gen-
eral level of gasoline prices, both major brand and independent, below levels
which would apply absent the independent refiner.

a. The independent refiner and marketer play a role which is “entirely
disproportionate” to their size “in keeping markets competitive, flexible and
dynamic . . .”. See Item II in Appendix A hereto, Excerpts from FTC
Report.

b. For each 1¢ difference in the general price level of gasoline due to the
independent, the annual saving to consumers is $819,133,870. (See Appendix
B, lines §, 9.)

3. The consumer’s interest served by the independent refiner—providing other
petroleum products at lower prices.

a. The independent refiner plays a similar competitive role in respect to
other petroleum products: jet fuel, heating oils, asphalt, etc. If the inde-
pendent refiner disappears. his present supply of these other products to
inland areas will have to be replaced. In the case of residual fuel oil and
asphalt the extra transportation costs from alternative coastal sources
would average 4-5¢ per gallon, and even for lighter oils which could be
moved by pileline the cost may range from 14 to 2¢ per gallon.

b. Applying assumptions of 14¢, 1¢ and 2¢ as the extra transportation cost
of replacing the independent’s present supply of other products, the annual
cost to consumers will be: at %4¢ $45,052,363, at 1¢ $90,104,725, at 2¢ 2180,-
209,450. (See Appendix B, line 13.)

4. Consumer benefits vs. costs of independent refiner quotas.
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a. The survival of the independent refiner and the annual savings to con-
sumers due to the independent refiner are made possible by a modest share,
allocated on a sliding scale basis, of import quotas. The quotas of 113 com-
panies with under 100,000 B/D capacity amount to only 25% of total finished
product and crude oil quotas; only 17% of total restricted imports. (See
Appendix C, line 6.)

b. In dollars, the cost-benefit comparison is:

(1) Quotas to 113 companies with under 100,000 B/D (Appendix C)
@ 1.25 per barrel; Cost: $980.467,075.

(2) Combined savings to consumers due to independent refiners( Ap-
pendix B, line 14) ; Consumers Savings: From 1,159,074,423 ; to $2,113,-
365,380.

5. The U.S. Government, as world’s largest consumer of petroleum products,
benefits from the independent refiner’s competitive role. A very substantial por-
tion of domestic military oil procurement is from the independents. (See Ap-
pendix E.) The independent refiner reduces the cost of government oil purchases
a) by actually lower prices on contracts awarded to independents and b) by
holding the general level of all bids down.

APPENDIX A

EXCERPTS FROM THE FEDERAL TRADE COMMISSION’S REPORT ON ANTICOMPETIVE
PRACTICES IN THE MARKETING OF GASOLINE

1. Re Historical 2¢ Differential Between Independent and Major Brands.—
Historically, the independent refiner and marketer has sold gasoline at lower
prices than his major competitors. Ordinarly the price spread reflects differences
in the degree of consumer acceptance of private brands and major brands. The
price differential tends to offset major brand advantages flowing from national
advertising, location, tourist services, credit cards and other services and promo-
tions. Although a number of independents assert that the price differential be-
tween private brands and major brands has traditionally amounted to two cents
on a gallon, there is evidence that the amount differs from market to market.
Moreover, it is also clear that some private brands must sell at a greater dif-
ferential than others to be competitive with the major brands. (p. X-8)

11. Re Tendencies in the 0il Industry For Limited Competition Among Major
Companies.—Business realities discourage vigorous price competition between
sellers of relatively equal strength in such a concentrated market. Accordingly, it
is not surprising that the record before the Commission shows that price com-
petition within the industry pits the large refiners more often against the small
rather than against each other. (p. X—4)

Equally important as size and degree of integration in identifying a major
is a company’s attitude toward competition. The major prefers not to engage
in price competition. (p. X-5) )

The great disparity in size. differences in degree of vertical integration, and
differences in self-sufficiency in raw material production, argue that such in-
dustry rivalry can end in the “soft” competition of a functioning oligopoly. In-
dustrial history and economic doctrine indicate that such differences naturally
lead to fierce conflict which disappears when competitors become similarly
structured. The merger movement evident in today’s gasoline industry, and the
marketing conduct which has been employed, argue persuasively that in the
absence of strong antitrust enforcement, structural similarity is inevitable.
(p. X-11)

1I1. Re Independent Refiner As the Key to Effective Competition in the Oil
Industry.—The record is clear that independent refiners and marketers exert
a beneficial influence upon competition that is disproportionate to their actual
representation within the petroleum industry : they have long been innovators of
marketing methods and have been the primary agents in translating efficiencies
at the production and distribution levels into lower prices at the retail level.

The play a part in the industrial pattern that is “entirely disproportionate”
to their size “in keeping markets competitive. flexible, and dynamic and in pre-
venting a recognition of interdependence and the possible bureaucratic con-
servatism that go with size and quasi-permanent life from stultifying competi-
tion.” [footnote cites: De Chazeau and Kahn, Integration and Competition in
the Petroleum Industry, 383 (Yale Univ. Press 1959).]

Any substantial reduction of sellers in a market is likely to result in a dimi-
nution of competitive vigor. The public interest implicit in the statutes admin-
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istered by this Commission is the fostering and preservation of competiton
between business entities that will benefit the consumer and contribute to the
nation’s economic well being in both the short and the long run. In fulfillment
of its public trust, the Federal Trade Commission is committed to the preserva-
tion of an industrial pattern with as many sellers as is consistent with tech-
nological progress; an industrial pattern that enables the consumer to make
rational selection of product on the basis of price, quality and service; and an
industrial pattern that is not shaped through competition waged on the basis
of ability to withstand losses, but rather one shaped through competition re-
sulting from efficiencies. (p. X-11)

Nore.—Page references are to the Report-as printed in Antitrust & Trade
Regulation Report, Number 312, July 4, 1967.

ArPENDIX B

Derivation of certain data—Annual savings to consumers attributable to the
independent refiner

1. Total U.S. refinery inputs’ 10,686,678 barrels per day.

2. Per year (times 365) -ccccocemommaeeee 3,900,637,490 barrels per
year.

3. In gallons (times 42) oo~ 163,826,774,000 gallons per
year.

4. Independent refiner portion (18 percent)®-.__. 29,488,819,000 gallons per
year.

3. Gasoline yield—independent refiner (50 per-

cent) - 14,744,409,330 gallons per

year.

6. Annual consumer saving (line 5 times $0.02) -  $294,888,190.
7. Total gasoline yield, both major and independ-
ent (50 percentof line3) .- 81,913,387,000 gallons per
ear.
8. Annual consumer saving if 1 cent per gallon v
difference in general price level (line 7 times
$0.01) e $819,133,870.
9. Annual consumer saving if 2 cents per gallon
difference in general price level (line 7 times
$0.02) ool $1,638,267,740.
10. Portion of U.S. refinery capacity represented
by independent refiner at inland points (ap-

pendix D)*____ e 11 percent.
11. Total production by inland independent re- -
finer (12 percent of line 3) ___ .-~ 18,020,945,000 gallons per
year.
12. Products, other than gasoline, from inland in-
dependent refiner (50 percent of line 11)__. 9,010,472,500 gallons per
year.

13. Annual consumer cost if inland independent
refiners’ production of other products must
be supplied from seaboard at extra cost of :

(a) %écent per gallon (line 12 times
0.005

005 e $45,052,363.

(b) 1 cent per gallon (line 12 times
$0.01) __ ———=  $90,104,725.

(¢) 2 cents per gallon (line 12 times
02) - $180,209,450.

14. Combined annual savings to consumer attribu-
table to independent refiner (lines 6, S, or 9
and 13 a or ¢)
From oo . $1.159,074,423.
PO o mmccecme—mmmee = $2,113,365,380.

1 Interior release March 17. 1969.
. 2 Percent of refinery capacity owned by companies with under 100,000 B/D, Bureau of'
Mines Data for 1968, and average 1967-69.
8 Independents, at 113 inland plants, account for 29 percent of total inland capacity-
(Appendix D.)




114

ArpPENDIX C

1969 QUOTAS—DISTRICT I-1V

Quotas
Number of (barrets per
companies day)

113 198,284.0

1. Refining companies with total inputs under 100,000 barrels per day____
19 369,183.0

. Refining companies with total inputs exceeding 100,000 barrels per day.
Earned on 1st 100,000 barrels per day: 171,950. .
Earned on excess: 197,233,

Total refiner QUOtAS. . . e ccimaeccaecnae 132 567,467.2

~

3.
4, Total of finished product and crude oil quotas available for allocation after commit-
mentsand overland. .. . eeceecmececmmemeennan 781,612.0
5. Total allowabte imports—at 12.2 percent of U.S. production restriction_________________.____.__... 1,152,412.0
6. Independent refiner quotas as a percentage of—
a. Total finished product and crude il quotas excluding commitments and over-
land (line Y Over dine &) o ..o eiccceeeeien 25.0
b. Total restricted imports (line 1 over line 5) . o ciicciaan 17.0

Mr. Dryer. The savings enjoyed by consumers due to the independ-
ent refiner are staggering. They have been calculated in dollars and
cents under three headings, as follows: )

First, savings to consumers due to lower prices for gasoline pro-
duced by independent refiners and typically sold at a differential below
major brand gasoline, at a typical figure of 2 cents per gallon, this
worked out to $294 million annually. ]

Second, savings to consumers due to the lower prices for all gasoline,
both major brand and independent, which is held below the levels
which would apply in the absence of the independent refiner, and
based on various varying assumptions the calculated savings range
from $819 million annually to $1.6 billion annually.

Third, savings to consumers due to the lower prices on other
petroleum products due to the independent refiner, which we cal-
culated at $45 million to $180 million annually, for total savings to
consumers due to the independent refiner of from $1 billion to $2 bil-
lion annually.

Let me turn now toe a discussion of the oil import program and the
aspects of that program which are essential to the survival of the
independent refiner, because without the oil import program most of
the independent refiners, whose numbers were sharply reduced in the
decade before that program started, would long since have disap-
peared. With them, of course, would have disappeared also all the
aforementioned benefits to consumers.

The oil import program is vital to independent refiners because it
provides, in addition to its support for the domestic producing in-
dustry, a basis for the fair sharing among all refiners of the cost ad-
vantage of foreign oil. Without a fair share in the cost advantage of
foreign oil, the inland refiner, and especially the independent refiner,
would be in the hopeless position of refining high priced domestic
crude oil and marketing his products in competition with companies
enjoying exclusively the lower price of foreign oil.

It follows that any steps to distort or undermine the features of the
import program by which this fair share is calculated and distributed
will injure the independent refiner. Such proposals recur year after
year and we regret to note that some of these proposals, which would
seriously injure the independent refiner, have won the endorsement,
tentatively, at least, of this committee and its staff. Since this com-
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mittee and its staff are really concerned with the preservation of com-
petition in the oil industry and the intevest of the consumer, we hope
that our comments may lead at least to your reappraisal of, and your
afirmative endorsement of, those particular features of the oil import
program which are of critical importance to the independent refiner
and the long-term interest of consumers.

At the outset, without restating their arguments we wish to add our
endorsement, of the general oil industry view which will be expressed
to you by others, that oil import controls are necessary and the quota
system as originally designed in 1959 is the best method of control.
We are convinced, on the basis of 13 years in actual operation, that the
system of quotas to refiners, as distinct from tariffs, quota auctions,
quotas to nonrefiners, et cetera, is (@) the most effective method in
practice, (5) the most fair method in terms of even competitive im-
pact within the industry, and (¢) the method which, to the maximum
extent, will permit the price advantage of foreign oil to be passed
through to consumers. :

The single, most important feature of the import control system
for independent refiners is the sliding scale. Yet it has been threat-
ened as recently as the fall of 1971, at which time the Office of Emer-
gency Preparedness published a proposal for a two-step scale with
limitations which clearly contemplated that in a couple of more years
it would become a one-step, uniform scale.

Faced with the numerous objections by or on behalf of concerned
and desperate independent refiners, 68 in all, OEP has temporarily
shelved this proposal. We have been advised, however, that the slid-
mg scale concept will be subject to critical scrutiny and reevaluation
by OEP early this year so that a decision can be reached in time for
implementation in the 1973 program.

The sliding scale has been a necessary and integral part of the
%uota system from its inception and it should be continued in the

uture. OEP’s renewed study in 1972 should confirm this fact and
validate this feature of the program once and for all against these
perennial attacks. Here is why :

While the sliding scale confers proportionately higher quotas to
refiners of smaller size, it is not in fact a special privilege, a giveaway
or a windfall to this group. It creates a difference, yes, but a difference
which is necessary to offset differences and avoid mnequality in actual
competitive impact which would result from import controls if quotas
were merely passed out equally to all refiners.

Such unequal impact would result because the control system creates
extra benefits for integrated oil companies owning domestic crude
oil which are not enjoyed by independent refiners. The integrated
majors receive (1) the higher price resulting from the control system
for the domestic crude o1l which they own and, in addition, (2) the
value of their quota rights to import foreign oil.

The nonintegrated refiner enjoys only the latter benefit from the
control system, yet he competes with the integrated major.

_ The question which the Government faced at the outset of controls
n 1959 was this: It is fair to give an independent refiner merely the
same quota as the integrated major company with whom he competes
when this same Government program also gives the integrated major
the very substantial advantage of a higher price on the domestic crude
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©0il owned by it, an extra profit with which to bolster its force in the
marketplace?

The answer in 1959 was, and the answer today should be, emphati-
cally “No.”

It is clear from prior reports from your committee that your com-
mittee is quite conversant with these key features of oil industry
structure, the differences between the integrated major with its crude
01l ownership and the independent refiner with its need to buy its
crude o0i1l, and the problems which these differences present.

We would urge you to carry your recognition of these problems one
step further by noting the impact of these differences upon those sub-
Ject to oil import controls. We would urge you to affirmatively endorse
the sliding scale and lend your support to the independent refiner in
defending this feature of the program when it is under review by Gov-
-ernment, and attack by the integrated majors, in the year ahead.

Mr. Chairman, I am willing to submit my prepared statement be-
.cause this sliding scale feature is the most critically important feature
-of the import program for refiners and we need everybody’s help in
preserving it.

OTHER PROBLEMS: OTHER GOVERNMENT ACTION

Many other Government actions and inaction have impact on the
independent refiner. We mention one by way of illustration and be-
cause it is current: the Government’s precipitate action on lead in
gasoline,

Five years before an unleaded gasoline is needed, if needed at all,
and before the conclusion of studies as to whether the need existed,
the Government made headlines by requiring that all Federal vehicles
use unleaded or low-leaded gasoline. There were two clear, foreseeable
and inevitable results. First, the cost to the Federal Government went
up. Second, only a few major companies already making unleaded
gasoline by reason of crude supply and plant design (or willing to
adapt thereto) could benefit. The independent refiner has now been
cut out of this market. We wonder: why?

Of particular interest to the purpose of this hearing is the corollary
action by certain major companies in promoting the sale to ordinary
consumers of unleaded or low-leaded gasoline—at higher prices, of
course, and prior to any presently demonstrated need. We wonder why
this new turn in major company marketing strategy has not yet aroused
the Federal Trade Commission in terms of its potential for consumer
deception,

In conclusion, we very much hope that your committee will help us
on the points we have raised. They are important to the survival of
the independent refiner upon whom the long-term interest of all oil
consumers depends.

(The prepared statement of Mr. Dryer follows:)

PREPARED STATEMENT OF EDWIN JASON DRYER

Mr. Chairman and members of the committee, my name is Edwin Jason Dryer
and I appear here on behalf of the Independent Refiners Association of Ameriea, -
of which I am general counsel. -

We are happy to respond to your invitation to testify in these hearings with
their emphasis upon problems of competition in the oil industry and the impact
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upon consumers. This is because the independent refiner occupies a special role
in maintaining competition in the oil industry and in serving the interests of the
consumer through low prices.

I need not elaborate on the competitive role of the independent refiner because
it has been well documented heretofore. The Senate Select Committee on Small
Business, for example, summed it up in these words: “The independent refiner
is thus the mainspring of competition within the oil industry.” (14th Annual
Report, p. 74.) The Federal [I'rade Commission reached a similar conclusion after
extensive industry-wide hearings in 1965. Excerpts on this point from the Federal
Trade Commission’s Report on Anticompetitive Practices in the Marketing of
(Gasoline are submitted with this statement.

CONSUMER'S SAVINGS DUE TO THE INDEPENDENT REFINER

We can add, however, something to those general conclusions. While these and
similar statements over the years have recognized the competitive role of the
independent refiner, they did not actually quantity the benefits to consumers which
are due to the independent refiner and which will be lost if the independent refiner
disappears. We have done so in a study which is directly germane to the subject
of the Committee’s present hearings. We submit with this statement a copy of
that study.!

The savings enjoyed by consumers due to the independent refiner are staggering.
They have been calculated, in dollars and cents, under three headings, as follows:

ITEM AND ANNUAL AMOUNT

1. Savings to consumers due to lower prices for gasoline produced by independ-

(Seng rggners and typically sold at a differential below major brand gasoline: $204,-
S8,190.

2. Savings to consumers due to the lower prices for all gasoline, both major
brand and independent, which is held below the levels which would apply in the
absence of the independent refiner : From $819,133.870 to $1,638.267.740.

3. Savings to consumers due to the lower prices on other petroleum products due
to the independent refiner : From $435,052,363 to $180,209.450.

Total savings to consumers due to the independent refiner: From $1,159,074,423
to $2,113,365,330.7

OIL. IMPORT PROGRAM VITAL TO THE INDEPENDENT REFINER

Let me turn now to a discussion of the oil import program and the aspects of
that program which are essential to the survival of the independent refiner—
because without the oil import program most of the independent refiners, whose
numbers were sharply reduced in the decade before the program started,® would
long since have disappeared. With them, of course, would have disappeared also
all the aforementioned benefits to consumers. The oil import program is vital to
independent refiners because it provides, in addition to its support for the domes-
tic producing industry, a basis for the fair sharing among all refiners of the cost
advantage of foreign oil. Without a fair share in the cost advantage of foreign oil,
the inland refiner, and especially the independent refiner, would be in the hopeless
position of refining high priced domestic crude oil and marketing his products in
competition with companies enjoying exclusively the lower price of foreign oil.

1t follows that any steps to distort or undermine the features of the import
program by which this fair share is calculated and distributed will injure the
independent refiner. Such proposals recur year after year and we regret to note
that some of these proposals, which would seriously injure the independent
refiner. have won the endorsement, tentatively at least, of this Committee and its
staff, Since this Committee and its staff are really concerned with the preservation
of competition in the oil industry and the interest of the consumer, we hope that
our comments may lead at least to your reappraisal of, and your affirmative
endorsement of, those particular features of the oil import program which are of
critical importance to the independent refiner and the long-term interest of
consumers.

1IRAA Memorandum, January 27, 1970: “Present Savings to Consumers Due to the
Independent Refiner—Lost If the Independent Refiner Disappears.” .

2 The savings to the Government as a petroleum consumer due to the competitive role of
the independent refiner are not included in, but should be addead to, these figures.

8 See figures in footnote 7 on p. 121.
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At the outset, without restating their arguments, we wish to add our endorse-
ment of the general oil industry view which will be expressed to you by others,
that oil import controls are necessary and the quota system as originally designed
in 1959 is the best method of control. We are convinced, on the basis of thirteen
years in actual operation, that the system of quotas to refiners (as distinct
from tariffs, quota auctions, quotas to non-refiners, etc.) is a) the most effective
method in practice, b) the most fair method in terms of even competitive im-
pact within the industry and ¢) the method which, to the maximum extent, will
permit the price advantage of foreign oil to be passed through to consumers.

TARIFF, AUCTION, ETC., SCHEMES WILL HURT THE CONSUMER

Beyond that, and having regard for the consumer-oriented purpose of these
hearings, let us make two peints with respect to two alternatives to the quota
system often suggested : tariffs and quota auctions. First, traiff and quota auction
plans will hurt the consumer. They will hurt because the tariff or auction price
paid to the government must be added to the cost of the ultimate refined product.
Under the present quota system, by contrast, the lower cost of foreign oil is
distributed to all refiners, thus reducing their average feedstock cost and per-
mitting the pass-through of these savings to consumers—a pass-through insured
if the independent refiner survives.

Second, the tariff or quota auction plans can do nothing to offset or even-out
the multiple benefits which the integrated major companies enjoy in any import
control system—by reason of their domestie crude oil ownership. Thus, the result
of the tariff and auction plans is to discriminate against the independent re-
finer. We will explain this further in a moment in discussing the sliding scale
but at this point we merely wish to note that the tariff and auction plans cannot
possibly accomplish the same results of equating program impact. By hurting the
independent refiner, they will hurt the consumer.

THE SLIDING SCALE

The single, most important feature of the import control system for inde-
pendent refiners is the sliding scale. Yet it has been threatened as recently as
the fall of 1971, at which time the Office of Fmergency Preparedness published
a proposal for a 2-step scale with limitations which clearly contemplated
that in a couple of more years it would become a one-step, uniform scale.

Faced with the numerous objections by or on behalf of concerned and des-
berate independent refiners (68 in all) OEP has temporarily shelved this pro-
posal. We have been advised, however, that the sliding scale concept wiil be
subject to critical scrutiny and reevaluation by OEP early this year so that a
decision can be reached in time for implementation in the 1973 program. And
some of the integrated majors will avail themselves of this renewed opportunity
to attack this long-established feature of the program. They will employ super-
ficially appealing arguments and epithets (such as “equality” versus “special
privilege”). It is therefore imperative that those responsible for decision
examine carefully the actwual and aggregate impact of controls so that fact
rather than epithet will decide this issue so important to independent refiners.

The sliding seale has been a necessary and integral part of the quota system
from its inception and it should be continued in the future. OEP’s renewed study
in 1972 should confirm this fact and validate this feature of the program, once and
for all, against these perennial attacks. Here is why.

While the sliding scale confers proportionately higher quotas to refiners of
small size, it is not in fact a “special privilege,” a giveaway or a windfall to
this group. It creates a difference. yes; but a difference which is necessary to
offset differences and avoid inequality in actual competitive impact which would
result from import controls if quotas were merely passed out equally to all re-
finers. Such unequal impact would result because the control system creates extra
benefits for integrated oil companies owning domestic crude oil which are not
enjoyed by independent refiners. The integrated majors receive 1) the higher
price resulting from the control system for the domestic crude oil which they
own, and, in addition, 2) the value of their guota rights to import foreign oil.
The non-integrated refiner enjoys only the latter benefit from the control system.
Yet he competes with the integrated major. '

The question which the Government faced at the outset of controls in 19359
was this: Is it fair to give an independent refiner merely the same quota as the
integrated major company with whom he competes when this same government.



119

program also gives the integrated major the very substantial advantage if a
higher price on the domestic crude oil owned by it, an extra profit with which to
bolster its force in the marketplace? The answer in 1959 was, and the answer
today should be, emphatiecally “no.”

Even if some other import control mechanism were adopted, it would be
necessary to accomplish in that other system the same objectives which are now
accomplished by the sliding scale. This was specifically recognized by the Depart-
ment of Justice.

In its separate comments to the Task Force. the Department of Justice
noted the different impact which any control method would have upon integrated
and non-integrated compinies and it suggested that any control system should
provide some offset for this difference. It referred to ‘‘the over-all effect oil
import controls have in contributing to the disadvantage of non-integrated re-
finers” and said :

“By protecting domestic crude oil prices, limitations on oil imports permit a
disproportionate amount of the total profit available to the petroleum industry
to be taken at the crude oil production level. Refiners integrated into crude pro-
duction share in these profits: non-integrated refiners do not.

“Consideration must therefore be given to compensating for this by measures
to make available to independent refiners a substantial portion of the total
oil imports, perhaps as much as the total independent refining capacity, on @
preferred basis.” (Italic supplied).

Justice made this suggestion with respect to an auction plan. Within a system
of quotas to refiners, this difference in impact, which the Department of Justice
recognizes, is offset and evened out through the sliding scale. The sliding scale
is necessary to a fair and equitable oil import program.

It is clear, from prior reports from your Committee, that your Committee
is quite conversant with these key features of oil industry structure, the differ-
ences between the integrated major with its crude oil ownership and the inde-
pendent refiner with its need to buy its crude oil, and the problems which these
differences present. We would urge you to carry your recognition of these prob-
lems one step further by noting the impact of these differences upon those
subject to oil import controls. We would urge you to affirmatively endorse the
sliding scale and lend your support to the independent refiner in defending
this feature of the program when it is under review by government (and attack
by the integrated majors) in the year ahead.

QUOTA SALES

Another recurring proposal is the idea that import quotas be permitted to be
sold directly in the open market rather than limited to direct use or exchanges
for domestic oil. This proposal received a nod from the Cabinet Task Force
and then it was published by OEP for comment in 1970, and again published
for comment by OEP, in September 1971. We note with some concern that the
idea has received at least initial support from your Committee. We hope that
our comments today will be sufficiently informative so that you will support us
in rejecting the quota sale idea.

We recognize that the quota sale idea appears reasonable on the surface—as a
logical extension of the rule which permits inland refiners to realize their quota
values through exchanges. Under the surface, however, the subject is some-
what more complicated.

The basic fact is that the inland independent refiner depends upon domestic
crude oil for his operation and his oil import quota provides, beyond its value
in monetary equivalents, an effective means to obtain some of the domestic crude
oil which he needs. If the sale of import quotas were freely permitted and an
exchange of domestic crude oil no longer required, the inland independent re-
finer would be offered monetary values for his import quota rather than a physi-
cal supply of domestic crude oil which he now obtains with his import quota.
But the workings of the marketplace are such that he will not be able to trans-
late these monetary values into an additional supply of domestic crude oil; an
improved ability to bid higher prices for domestic crude oil will not alone
suffice. On the other hand, as long as the independent refiner’s potential exchange
partner (typically an integrated international major oil company) must pro-
vide domestic crude oil on an exchange basis, his exchange partner will find
the domestic crude oil to supply to the inland independent refiner ; his exchange
partner has means to this end beyond, and more effective than, monetary values
alone.
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These views may not be easily understood by persons not faced with the prob-
lems of obtaining crude oil for an inland independent refinery. A superficial
glance at the problem would suggest that an “open market” in quotas should
theoretically produce values to the quota holder equivalent to those he now
receives, And traditional thinking with respect to the operation of freely com-
petitive forces would suggest that these values in turn could be translated into
additional domestic erude supply. The trouble with this thinking applied to the
present problem is that the assumption as to freely operating competitive forces
must extend beyond the quotas themselves—to other areas of the oil industry
structure concerned with the supply of domestic crude oil. Here there are rigidi-
ties, with the result that an open market in “quotas” will give the inland refiner
a theoretical monetary equivalent but one which will be ineffective actually to
obtain the oil he needs. )

The present exchange requirement, by contrast, cuts through some of the
rigidities in domestic crude oil supply and insures some domestic oil to inland
independent refiners, in addition to the quota’s monetary values.

Our position on this is not theoretical.—It is the conclusion of our members
facing the practical problems of domestic o0il supply to their refining plants. If
they thought that an open market in import quotas would help them overall,
they would say so. Instead they say most strenuously the contrary.

It should be emphasized that the problem which the inland independent re-
finer has faced in obtaining crude oil in the last decade is even more acute today
with the pressure on domestic crude oil supplies. Accordingly, it is today least
appropriate to remove this aspect of the present import program which helps.
inland refiners to obtain domestic crude oil.

QUOTAS TO NONREFINERS

We face each year the urgent pleas from nonrefiners for a share in these
valuable import rights. Petroleum marketers seek crude oil quotas and, in a
few special cases, they have won awards from the Oil Import Appeals Board
as a direct and obvious subsidy to financially troubled businesses. The producers
also seek crude oil quotas. And in the wings is lined up every conceivable person
who could use a subsidy.

In the case of persons who do not themselves process crude oil, it should be
recognized that the grant of a quota is simply a subsidy. It is, in net effect, a
grant of monetary value to certain favored elements only; it is not, as in the
case of refiners, a method of redistributing the cost advantages of foreign oil
among all persons in the class of oil processors—and thus of distributing this
cost advantage among all their customers. -

The nub of this issue is this: If the cost advantage of foreign oil is made avail-
able fairly to all refiners, then the customers of those refiners cannot complain
of any adverse impact of the progrem upon them. While some refiner customers
may have financial and competitive difficulties for one reason or another, these
are not (on the stated assumptions) attributable in any way to the oil import:
program. Accordingly, the use of oil import quotas to alleviate these hardships,
while attractive as a potent means of giving financial help to enterprises deemed
deserving, is altogether unwarranted as a matter of sound and fair government
administration.

One problem with subsidy, of course, is where do you draw the line? A subsidy
for one, let us say a gasoline marketer, is inherently unfair in comparison with
every other competing gasoline marketer to whom the subsidy is denied.

In short, while we recognize the difficult problems which some independent
marketers face, we do not believe that crude oil quotas should be used to solve-
those problems—because those problems are not due to the oil import program.

SPECIAL DEALS

One word about the special deals in the past—like Occidental’s Machiasport..
A word may be in order in these hearings because of your Committee’s special con-
cern with fuel oil prices to the consumer and the arguments which have been
advanced for projects like Machiasport. It would be a most serious error for-
this Committee’s interest in consumer prices‘ to lead it to endorse such proposals.

Why would it be an error? The answer is that there is no inherent magic in
the foreign trade zone concept for Occidental’ s ’\Iachnsport proposal Whl(h Te--
duces cost to the domestic consumer.
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The only cost reduction which can occur would be that attributable to giving
to that one project an unusually large share of low cost foreign oil compared with
all other refiners in the country. Any other refining company could do the same
thing! Why give this special advantage to a crude-rich financial giant? Fur-
thermore, if this special allocation of low cost foreign oil is made to one favored
company, it must be accompanied by a corresponding reduction in the amount of
low cost foreign oil available to all other refiners; the asserted savings to Machiu-
sport and its consumers must be matched by a corresponding increase in costs
to refiners and consumers elsewhere. Why this special group and geographic
diserimination?*

At present the cost advantage of foreign oil is distributed to all refiners and
by them distributed to all consumers. We hope that your Committee will think,
as we do, that the cost advantage of foreign oil should be distributed widely to
all consumers and not lumped for the special benefit of a single company or a
favored group of consumers.

(CONSUMER) BEXNEFIT-TO- (IMPORT) COST COMPARISONS

To put the matter of consumer savings and the import program into perspective,
the large savings to consumers noted at the beginning of this statement may be
compared with the “cost” of the independent refiner’s sliding scale quotas. The
actual “cost” to consumers of «ll oil import controls (on the net resource basis)
was estimated in 1969 at about $1,000,000,000 annual® In these terms, the total
cost of the oil import program would be justified by just one aspect of that pro-
gram—the equitable treatment accorded to independent refiners (especially by
means of the sliding scale) and its beneficial effect in the continued existence of
the independent refiner as a vital competitive force.

To put the matter into still sharper perspective, it should be emphasized that
the totality of quotas based on the sliding scale feature of the oil import pro-
gram, so important to independent refiners, accounts for only 79 of total restricted
imports —or $70,000,000 per year in 1969, perhaps half that today. Few other
large government programs have such favorable benefit-to-cost ratios.

OTHER PROBLEMS: ANTITRUST—GASOLINE PRICE WARS

It would be in error to leave you with the impression that if the import pro-
gram is continued, and the sliding scale held intact, the independent refiner's
problems are completely solved. He has other problems too which, with the com-
petition from foreign crude, led to a sharp decline, an alarming 459%, in in-
dependent refiner numbers in the decade from 1950 to 1960.° With import controls
this decline has slowed but, if the independent refiner is to survive, these other
problems must also be solved. For this reason we noted with interest that you in-
tend to inquire not only into the oil import program, but also into the broader
problems of competition and the application of the antitrust laws to the oil
industry.

While that total subject is beyond the time scope of this hearing, it is appro-
priate to bring to your attention two deficiencies in the antitrust laws which have
handicapped independent refiners in securing relief from predatory pricing prac-
tices in the courts under the antitrust laws—and which thereby endanger the in-
dependent refiner.

In the Federal Trade Commission’s 1965 study of anti-competitive aspects
of gasoline marketing there was recurrent testimony to the effect that, irrespec-
tive of who might have started a gasoline price war, the real problems were:
1) how do such wars develop into destructive rather than healthy competition;

4 Essentially a similar comment may also be made with respect to every request by a non-
refiner for a special quota. With a quota, anyone can obviously quote a lower price and claim
a consumer saving—but this must be matched elsewhere by a corresponding reduction of
some refiner’'s quota and a corresponding increase in prices elsewhere to consumers.

5 Statement of Under Secretary of the Interior Russell E, Train to the American Petroleum
Institute, November 1969. Today the figure is substantially less because of the increase in
delivered cost of foreign oil. A substantially higher (e.g. $3 billion) figure is frequently
referred to but it represents the initial cost to coastal consumers before deductions, recog-
nized by the Task Force {tself as appropriate. (Report, pp. 20-30.) The net cost figure is
obviously the appropriate one.

8 Quotas for all refiners in the 0-100.000 b/d bracket amount to only 17 percent of total
restricted imports (1969 data). Of this. about 60 percent would be allocable without the
sliding scale so only 7 percent is attributable to the sliding scale.

? The total number of refining companies declined from 223 on January 1. 1951, to 159 in
1056 and further to 147 in 1961, The decline has continued: to 142 in 1963. and to 132 in
1968 with a level trend since. The independent refining companies disappearing from 1951
through 1968. 91 in number (223 less 132), constituted over 45 percent of the independent
refining segment of the petroleum industry. -
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2) how are they sustained? The answer was this: the truly disastrous price wars
were sustained in their duration and severity only by the limitless resources of
the crude-owning majors—with the independent refiners, lacking those resources,
either driven from the market or to the wall.

But the problem goes beyond the matter of financial heft. In addition, the
structure of the tax laws gives every incentive to allocating an integrated com-
pany’s oil profits to the production phase of the business; as a result, the inde-
pendent refiner must buy his crude oil at prices set by his major company com-
petitor at the maximum level for tax purposes, irrespective of the actual profit-
ability, at those prices, of the refining and marketing phases of the business. So
at the point where the independent meets the major competitively in the market-
place (and in that competitive absurdity-——the gasoline price war) the major
has two advantages: extra financial heft and a price structure for crude dis-
torted so that it gains while the independent refiner loses.

Two changes in the current antitrust laws would alleviate this situation:

First. a change which would make the existing prohibitions on sales below
cost under Section 3 of the Robinson-Patman Act a formal part of the anti-
trust laws—so that private suits for triple damage would be authorized.

Second, a provision that cost, for purposes of sales below cost, shall be deter-
mined separately for each functionally separate segment of a business, with the
cost, in the case of an integrated business. of raw materials entering a function-
al segment being set at the prevailing market value of those materials. To re-
late this to the oil industry. this would mean that the market price of an inte-
grated major’s crude oil (and not the low cost of such oil to it as a producer)
plus the cost of refining would be the cost for purposes of determining sales below
cost at the refinery level. This would put the integrated major and the independ-
ent refiner on the same footing.

The basic principles behind these suggestions would be equally applicable
and beneficial in the case of other industries. The dairy industry, for example, has
pressed for legislation like that first described.®

We have submitted drafts of legislation from time to time to accomplish these
objectives and would welcome any favorable action by your Committee in fur-
therance of such proposed legislation.

Chairman Proxyire. Very good. Thank you very much and I appre-
ciate so much your condensing your statement so ably.

Our other witness we will hear in this group is Mr. Alfred James.

Mr. James, please proceed.

STATEMENT OF ALFRED JAMES III, INDEPENDENT PETROLEUM
GEOLOGIST, WICHITA, KANS.

Mr. Jases. Thank you, Mr. Chairman.

I am an independent petroleum geologist, an oil producer in Wich-
ita, Kans. I have been active in oil and gas exploration and production
for 18 years and for the last 61, years I have been managing partner
in a small exploration company which owns interests in producing
wells.

Mr. Chairman, at the outset I want to stress a very important point
as strongly as I can. There is a distinction not commonly recognized
outside of the petroleum industry. We independents have been lax in
putting this forth and, as a consequence, our elected officials and the
public are not generally aware of this as I believe you are. There are
two distinct segments of this industry that we call the oil industry.
One is highly privileged and concentrated, the other one is bona fide
individual enterprise. The first is represented by the major, integrated,
international petroleum corporations and the others are small, inde-
pendent refiners and marketers, and oil producers.

1 speak only as an independent explorer and producer.

sE.g. S. 1835 and S. 1935, 88th Cong. and hearings thereon by Senate Subcommittee on
Antitrust and Monopoly (pp. 20—44).
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This hearing is called by you to discuss oil prices and supplies. Po-
tential reserves of oil and gas are inexactly known, of course. But
from experience, we can agree on some broad estimates. We have
basically two sources of oil: foreign and domestic. I am convinced
that we must find and develop at least some of the domestic; how
much depends upon the cost and our evaluation of its necessity to na-
tional security.

I think the National Petroleum Council’s estimates of the amount
of crude oil that we can find and produce now and in the future are
pretty much in the ballpark. They give us, including all the known
reserves and the undiscovered reserves that we can hope to find po-
tentially 346 billion barrels of oil.

This is four times what we produced in the past; natural gas, ap-
proximately 3.6 times what we have produced in the past; and natural
gas liquids about 3.5 times past production.

Almost all geologists agree that this is reasonable and we can find
it, given the proper incentives.

Time and again large reserves have been found by imaginative
people in areas most did not consider very promising. The NPC re-
port goes on to say, and I feel this is important, “To the extent that
policies of industry and Government militate against accelerated ex-
ploration, particularly drilling, a high percentage of the petroleum
resources of the United States is immobilized.”

We have found the most easily discovered large fields and now the
search becomes more difficult and it will very likely become more ex-
tensive. The reserves are here under our own soil in this country.

Now, the question resolves itself: Who is going to find and cfevelop
this oil and what will it cost us? The past and present give us the
answer to the first part of the question. The independent wildcatter
has found most of the oil on shore and continues to account for about
85 percent of all exploratory drilling in this country on shore.

Chairman Proxaire. Will you pull the mike a little closer, Mr.
. James?

Mr. James. Yes,sir.

Chairman Proxaire. And speak a little louder.

Mr. Jaxmes. The independent, can be expected to continue to do this
as long as he can make a living out of it. But we are a vanishing group.
We are not making it under current prices and under current condi-
tions. We have lost about half of our technical personnel and these
are people who will only be recovered in time of need with quite some
timelag.

Thegwell—known story of oil and gas reserves is one of net decline
in a time of expanding demand. And so foreign oil and soon foreign
gas, much or most of it from sources of questionable security, comes
in to fill the widening gap between our supply and our need. 1T suggest
the incentives for increasing the search for our own oil and gas re-
serves might be, some or all of the following : ) '

(1) Wellhead prices for oil and gas that permit a fair return on
Investment and risks.

(2) Tax treatment that encourages exploration in this country
rather than in foreign countries as it does now. ]

(3) A revised and more realistic form of the depletion allowance
such as your own amendment to the House tax resolution in 1969,
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which provided for an allowance geared inversely to gross produc-
tion and satisfied the needs of the small business segment of the in-
dustry that finds most of the oil.

And, finally, some form of domestic exploratory drilling subsidy
providing credits to those willing to take the risks, and this commit-
tee has proposed such a plan under your chairmanship.

The principal point of my testimony, therefore, I think, is the
unequal tax treatment of foreign versus domestic oil and gas produc-
tion. This is the thing that is really hurting competition among the
independents in the petroleum industry in this country. To me, this
is the greatest single factor inhibiting exporation. This isn’t a novel
idea at all. The vice chairman of this committee, the Honorable Wright
Patman, in 1965, who was chairman of the House Banking Commit-
tee, said, and I quote:

* * * my purpose is to suggest the possibility that favored treatment to our
American international oil companies is a principal factor in the present pay-
ments gap, as well as a primary cause of the distress in which the small busi-
nessman in the domestie o0il industry now finds himself.

Congressman Patman went on to ask for curtailment of clear abuses
of tax credits and questions the rationale behind extending full deple-
tlon to foreign production.

In 1969, again, Mr. Chairman, you wrote one of my colleagues
that it is your legislative proposal to eliminate foreign depletion al-
lowance and tax credits and in quoting your words, “shift the incen-
tive back toward domestic exploration.” These proposals were not
enacted, of course.

The OEP report to the President last year suggested consideration
of tax treatment to determine whether a difference should be estab-
lished between exploration and development in secure areas as com-
pared to insecure areas. And Elmer Bennett, last year when he was
general counsel of the White House Oil Policy Team, made the same
point, stating also that some people in the Treasury Department would
like to see this inequity corrected.

I think the reason for this inequity continuing and the reason that
Congress regularly turns down reform in this area is this system of
political financing and privilege that we have all inherited. In a recent
book titled “ America, Inc.,” the authors state that the oil industry is be-
lieved to outspend all others in political contributions and a look at the
tax laws leaves no doubt that the spending has been worth while.

There have been other commentators who have hit this same target
quite recently. They may be very right, but I don’t excuse them for
their all-inclusive term of “the oil industry,” because, as I said first,
this does not in its context include small producers, refiners, and mar-
keters, and it surely does not include me. It does include the major,
integrated, and international o1l corporations and their subservient as-
sociations that dominate the industry from the well to the pump.

‘We don’t even hear pleas from those industry associations who claim
to represent independent oilmen, with a new exceptions.

Once again, political and economic power dominates these organiza-
tions, just as it dominates State and National politics.

So-called independent organizations are dominated directly by dues-
paying major oil company memberships and contributions. Indirectly,
they are tamed by major company business connections. An independ-
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ent contractor who does a large portion of his work for major compa-
nies does not have the privilege of free speech unless he also welcomes
the privilege of going out of business.

I would lend my support also to those who have urged that our
trade and antitrust laws be strictly enforced. We can’t sit here and talk
intelligently about supply and demand, costs and prices, if all these
are influenced by a few large corporations; they are the buyers, the
sellers, the transporters, the marketers. I am no expert on this, but I
am just echoing other people who have recommended divestiture of
overlapping activities and enforcement of our antitrust laws.

Just last month, Representative Neal Smith’s subcommittee, House
Subcommittee on Special Small Business Problems, issued a report on
concentration of industry in the energy market, scoring growing major
company domination of sources of supply. The subcommittee’s recom-
mendations include no less than eight separate references to anticom-
petitive actions and pleas for enforcement of antitrust laws.

As I'said before, I am no expert in this. I would certainly think some
of these things deserve a good deal of attention and action.

If T may address myself to the subject of natural gas, many people,
not entirely familiar with the industry, have considered this as a sepa-
rate problem. From the standpoint of pricing and exploration, I think
we have to consider oil and gas together, and, as a geologist, I have
had the experience, and it is not at all unique in this business, of finding
natural gas when one thought he was looking for oil, and the reverse,
Therefore, when you are going to drill a well, you have to consider the
economics and incentives of both. :

Wellhead prices for gas are far below the level needed to bring forth
new supplies. Once again, legislative obstruction of supply and demand
has hurt supply and, as always, ultimately the consumer.

I would hope that the complexity of the total problem will not lead
us into self-defeating attitudes. For instance, there has been a sugges-
tion that import controls should be abolished to effect lower product
prices, but tEe effect of such action alone by itself would be to prac-
tically eliminate all independent competition. I cannot compete with
foreign oil which treats royalty payments as tax credits and claims
full depletion. And the independent refiner cannot compete with oil
which flows into the major refineries at the worlds lowest costs of pro-
duction because it pays virtually no Federal taxes. And where will
product prices go without competition ?

If you will, however, make foreign oil pay its Federal taxes, and if
you will revise the depletion allowance to accomplish its original intent
in 1926, which was the encouragement of domestic exploration, I will
be able to compete on a fairer basis and the Federal Treasury will be
richer for the amount of dollars it collects from imported o1l, which
same dollars now are going to eliminate competition, as you have so
well detailed.

The result of a freer market for oil, which would come from the
elimination of preferential tax treatment for foreign oil, might very
well be such that the mandatory oil import program could be totally
abolished ; and, as you, Mr. Chairman, pointed out very well yesterday,
these two programs are really at cross-purposes. The public is paying
some $2.5 billion, I believe you estimated yesterday, in subsidies to
foreign oil in the form of foreign tax credits, so they are investing in
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this foreign oil, and the Government is saying, “No, you can’t bring it
in except In limited quantities.” I would agree, these are cross-purposes.

The additional beneficial result, as Chairman Patman of the Banking
Committee pointed out in 1965, might very well be a decrease in the
balance-of-payments deficit.

One estimate is that the dollar drain by 1985 might be $22 billion a
year. This is something I don’t think this country can atford.

Finally, another belief that I believe is somewhat self-defeating is
that we can plug and abandon all stripper wells, those that produce
10 barrels a day or less, and it amounts to half a billion barrels a year.
It is already found, and granted it-may be higher cost production than
other production, but if we ave talking about energy supplies that ave
secure, I think it is essential we keep these.

Mr. Chairman, if I have at times strayed from the subject of this
hearing, it is because I have tried to impress you with some of the prob-
lems I feel underlie our price structure.

I very much appreciate the opportunity for one small businessman
to tell his problems to this committee. Thank you.

(The prepared statement of Mr. James follows:)

PREPARED STATEMENT OF ALFRED JAMES III
ABSTRACT OF PREPARED STATEMENT

1 feel the greatest single factor inhibiting exploration and competition in the
domestic petroleum industry is the unequal treatment of foreign vs. domestic
oil and gas production. The interests of the domestic independent producer and
those of the major international corporations are s0 diverse as to constitute
almost two separate industries. vhis fact has not been promoted by industry
associations, nor as a consequence realized by most of the public und its elected
officials.

If this country is to develop its domestic oil and gas reserves to the maximum,
governmental policy must encourage this development through its tax policies
and handling of imports. Present laws favor the major international corpora-
tions. The reasons for such favored treatment may lie in the sources of political
financing and privilege. If, also, our antitrust laws are not presently being
enforced as regards the giant corporations, the underlying reason may be the
same. The resulting loss of competing small oil companies places the sources of
supply in the hands of fewer and fewer large corporations. What will product
prices be without competition? .

It is possible that if the tax laws can be revised so that foreign oil pays its
share of Federal taxes, and the depletion allowance made to encourage domestic
exploration and production as was the original intent, import controls might be
abolished. To do so without such tax reform would spell the death of most of the
remaining independent companies.

TEXT OF PREPARED STATEMENT

My name is Alfred James IIL I am an independent petroleum geologist and oil
producer in Wichita, Kansas. I have been active in oil and gas exploration and
production for 18 years. For nine of these, I was junior partner in a small firm
which owned a drilling rig and operated producing properties. In the last 6%
years, I have been the managing partner in a small exploration company which
owns interests in producing wells. We are luckier than many; we survive.

Mr. Chairman, at the outset, I wish to emphasize as strongly as I can, a dis-
tinction not commonly recognized outside of the petroleum industry. There are
two distinct segments of this industry—one highly privileged and concentrated ;
the other restricted to bona fide individual enterprise. The first is the major,
integrated, international petroleum corporations. The second is the small business
explorer-producers, and the independent refiners and marketers. I speak only as
an independent explorer and producer.

Major industry organizations have disclaimed such disparity. They have told
you before and will say again by inference and distortion that this is “one
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industry.” I emphatically disagree! Actually, we independents are in a position
similar to that of the small family farmer who must sell his producgtn large
food processing and marketing corporations. The farmer is powerless to influence
a price which the corporations set on the basis .of huge factqry-fnrms thqy
organize to compete with him in production. The 1.ndepende‘nt oilman sells 'hlS
product, crude oil and natural gas, to large producing, r'eﬁmng, and marketing
corporations at a price which he is equally powerless to mﬂuenqe.

T am not an expert in this industry, particularly on the subject of law and
economics. Many statistics are used one day to prove the industry’s worth, and
the next to prove its distress. One questions figures that are not his own any-
way. For these reasons I will cite only a few figures which I feel are reasonable,
and will help tell the story of what is happening to my part of the business.

This hearing is called to discuss oil prices and supplies. Potential reserves of
oil and gas are inexactly known, of course. But from experience, we can agree
on some broad estimates. There are basically two sources of oil: foreign and
domestic. I am convinced that we must find and develop at least some of the
domestic; how much depends upon the cost and our evaluation of its necessity
to national security. .

How much domestic oil can we expect to find and produce? I _thmk we can
accept the National Petrolenum Council’s estimates on this. They give us, mplud—
ing known and undiscovered reserves, potentially 346 billion barrels of oil, or
four times past production; 1,195 trillion cubic feet of patural gas, or .3.6 times
past production ; and 38 billion barrels of natural gas liquids. or 3%, t1me§ past
production. Almost all geologists agree that this is reasonable, and that it can
be found. Time and again, large reserves have been found by imaginative people
in areas most did not consider very promising. The NPC report goes on to say,
and I feel this is important, “To the extent that policies of industry and govern-
ment militate against accelerated exploration, particularly drilling, a high per-
centage of the petroleum resources of the United States is immobilized.” The
most easily discovered large fields have mostly been found; now the search
becomes more expensive and demanding of technical skills and imagination. As
technology and skills increase, the cost of goods and services increases even
more, but the reserves are surely there, beneath our own soil.

The question resolves itself: Who is going to find and develop this soil and
what will it cost us? The past and present give us the answer to the first part of
the question. The independent wildeatter has found most of the oil on shore
and continues to account for about 85 percent of all exploratory drilling.

He will continue to do so -as long as he can make a living out of it. But
we are a vanishing group. We are not making it at current crude prices and
under current conditions. In the last ten years, we have lost half our field men,
drillers, and technical people who provided a vast reservoir of expertise. Each
year there are fewer drilling rigs looking for new oil and gas fields on shore
in this country. And the well-known story of oil and gas reserves is one of net
decline in a time of expanding demand. And so, foreign oil, and soon foreign
gas, much or most of it from sources of questionable security, comes in to fill
the widening gap between our supply and our need. The incentives for increas-
ing the search for our own oil and gas reserves might be:

1. Wellhead prices for oil ‘and gas that permit a fair return on investment
and risks.

2, Tax treatment that encourages exploration in this country rather than in
foreign countries as it does now.

3. A revised and more realistic form of the depletion allowances such as Chair-
man Proxmire’s amendment to the House tax resolution in 1969. This provided
for an allowance geared inversely to gross production and satisfied the needs
of the small business segment of the industry that finds most of the oil. A
Treasury Department® study has shown that in 1947, firms grossing a million
dollars or less annually got only 6.1 percent of the depletion allowance subsidy,
and in 1957 their share was but 3.7 percent. The decline continues today.

4. Some form of domestic exploratory drilling subsidy providing credits to
those willing to take the risks. Again. the chairman of this committee has pro-
posed such a plan.

This same man who some misinformed independents feel is their enemy, once
also suggested that if there must be an import quota system, the independents
should get their direct share. These quota allocations were devised in part on
the supposition that this would happen—so they gave them to the refiners. It is
as if the government, deciding the farmers needed help, contrived a subsidy for

1 Congressional Record-Senate, Apr. 19, 1967, pp. 5532-5538.
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General Foods and Safeway! It has helped the small refiner in fact, and we
would have much less marketing competition now without it. But what of the
independent producer who gets none of it?

I really dislike talking about subsidies in discussing corrective incentives. We
are continually trying to counterbalance for one man a privilege given another,
and always wind up unfair to somebody. We work overtime legislating prices,
imposing quotas and tariffs, and really seem to want everything but what we
brag about: free enterprise and a free market system, subject only.to demon-
strated national security needs. But this is the world of legislated inequality we
live in. This brings us to the principal point of this testimony : the unequal tax
treatment of foreign vs domestic oil and gas production. To me it is the greatest
single factor inhibiting exploration and competition in this country. This isn’t
a novel idea at all. In a most noteworthy speech on the floor of the House in
1965, the Hon. Wright Patman, Chairman of the House Banking Committee said,
‘“* = ¢ my purpose is to suggest the possibility that favored treatment to our
American international oil companies is a principal factor in the present pay-
ments gap—as well as a primary cause of the distress in which the small busi-
nessman in the domestic oil industry now finds himself.” Rep. Patman goes on
to ask for curtailment of clear abuses of tax credits, and questions the rationale
behind extending full depletion to foreign production. In 1969, the chairman
of this committee, Senator Proxmire, wrote one of my colleagues that his legis-
lative proposals would eliminate foreign depletion allowances and tax credits,
and “shift the incentive back towards domestic exploration.” These proposals
were not enacted. Gen. Lincoln’s OEP report to the President last suggested
consideration of tax treatment to determine whether a difference should be estab-
lished between exploration and development in secure areas as compared to
insecure areas. And Elmer Bennett, when he was General Counsel of the White
House Oil Policy Team, made the same point this year, stating also that some
people in the Treasury Department would like to see this inequity corrected.

One wonders how such a glaring inequity could continue to be permitted.
Congress regularly turns down reform in this area. I'm not alone in saying that
I think the reason for this may go deeply into the political system you gentlemen
have inherited. It is a system of political financing and privilege. In a recent
book titled “America, Inc.” the authors state that the oil industry is believed to
outspend all others in political contributions and a look at the tax laws leaves
no doubt that the spending has been worth while. Richard Harris recently wrote
in the New Yorker magazine that the oil industry is the most insidious force
in political life. Russell Hemenway went so far as to say ‘it owns the govern-
ment.” These writers and commentators may be very right, but I do not excuse
them for their all-inclusive term, the so-called oil industry. It doesn’t include
scores of small producers, refiners, and marketers, and it doesn’t include me.
It does include the major integrated international oil corporations and their
subservient associations that dominate the industry from well to pump.

But there is reason for optimism. Our Kansas Senator James Pearson has
been praised publicly for his leadership in drafting the new campaign spending
limitation bill, presently before Congress. I feel this effort, as any effort toward
limiting the political uses of power and money in our legislative processes, should
be supported. This country needs to move once again in the direction if individ-
ual enterprise. I'm sure you agree with Dr, Walter Adams of the University
of Michigan, that the industrial giants can no longer be considered as on the
same level as the pretzel peddler.

Why don’t we hear pleas for reform in politics and taxes from organizations
purporting to represent the so-called oil industry? We don’t even hear them from
those claiming to represent the independent oil men. Once again, economic and
political power dominates these organizations just as it dominates state and
national politics., The “independent” organizations are dominated directly by
dues-paying major oil company memberships and contributions. Indirectly they
are tamed by major company business connections. An independent contractor
who does a large portion of his work for major companies does not have the
privilege of free speech unless he also welcomes the privilege of going out of
business. The independent sector of the industry is therefore forced to pay an
unending ransom to preserve what life it can. This situation was “told like it is”
by one of my colleagues a couple of years ago, in a letter to the members of the
Kansas Independent Oil and Gas Association: “When I was chairman of the
T.iaison Committee of Cooperating Oil and Gas Associations, I strove vigorously
to get IPAA to listen to the independents and be concerned with their prob-
lems. However, I was confronted with such statements as one that was made
to me at a public meeting in Houston by the then president of IPAA, ‘I have
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seventeen rigs running for the major oil companies; if you think I'm going to
oppose them, you're insane.’”

I would lend my support, also, to those who have urged that our trade and
antitrust laws be strictly enforced. We can’t talk intelligently about supply and
demand, costs and prices, if all these are influenced by a few large corporations
they are the buyers, the sellers, the transporters, the marketers. I cannot com-
pete, selling my crude oil at 8 cents a gallon to a big company who takes it on to
the market at 12 to 25 cents a gallon. Would not divestiture of overlapping activ-
ities be in the best interests of competition? After all, it is competition that sets
the fairest, and usually the lowest prices. Just last month, Rep. Neal Smith’s Sub-
committee on Special Small Business Problems, issued a report on concentration
of industry in the energy market, scoring growing major company domination of
sources of supply. The subcommittee’s recommendations include no less than
eight separate references to anticompetitive actions and pleas for enforcement of
antitrust laws. I am no expert in such matters, but feel such recommendations may
well deserve further action in view of what I see happening in the small business
part of. my industry.

Natural gas has been wrongly considered as a separate problem. From the stand-
point of pricing and exploration, oil and gas have to be considered together. I have
had the experience, as have most geologists, of finding gas when I thought I was
looking for oil, and the reverse. The economics of both must therefore be consid-
ered. Interstate gas prices long have been and still are far below the levels needed
to bring forth new supplies. Once again, legislative obstruction of supply and
demand has hurt supply, and as always, ultimately the consumer.

I'd like to offer a personal observation on the “energy crisis” we are told is
approaching. The statistics we have proving such a crisis come from industry
associations and from government supported by industry. However, I am inclined
to agree with them. My point 'of contention is not with the shortage itself, but
in the bhandling of it. It seems axiomatic that in a shortage of any vital com-
modity, the first plan of action should involve conservation, and the encourage-
ment to find and produce more of the vital commodity. But I hear almost nothing
about conservation from my industry or the users of its products. The automobile
manufacturers work to sell more and more cars to families that already own
one or two, and nobody seems to be working toward economy in fuel consumption.
Power utilities promote more electric and gas appliances, many of them of
little real use, and tell us we must leave lights burning all night to discourage
crime. If we continue to squander what we have, perhaps we deserve to run
short.

There is no immediate profit in conservation, but it seems less than honest on
the part of both government and industry to talk about encouraging exploration
for energy without also calling for conservation of the uses of it.

I hope that the complexity of this total problem energy supplies will not lead
us into attitudes and beliefs that are self-defeating. For instance, the Chairman
of this committee has suggesteed that import controls should be abolished to
effect lower product prices. But the effect of such action alone by itself would
be to practically eliminate all independent competition. I cannot compete with
foreign oil which treats royalty payments as tax credits and claims full deple-
tion. And the independent refiner cannot compete with oil which flows into the
major refineries at the world’s lowest costs of production because it pays virtually
no federal taxes. And where will product prices go without competition?

If you will, however, make foreign oil pay its federal taxes, and if you will
revise the depletion allowance to accomplish its original intent in 1926 which
was the encouragement of domestic exploration, I will be able to compete on a
fairer basis. And the federal treasury will be richer for the amount of dollars
it collects from imported oil, which same dollars now are eliminating competi-
tion. The result of a free market for oii which would come from the elimina-
tion of preferential tax treatment for foreign oil might very well be such that
the Mandatory Oil Import Program could be totally abolished? But to do so
without tax reform woulld spell the demise of what independent competition
now remains. An additional beneficial result may well be a decrease in the bal-
ance of payments deficit. Once again, I must plead that I am not expert in this
field. but will note that the President of Continental Oil Company’s Western
Hemisphere Petroleum Division recently forecasted that this country’s dollar
drain by the year 1985 might well be $22 billion per year if we are by then
importing 57 percent of our petroleum. And, as I cited earlier, Rep. Patman has
addressed himself to the adverse effects of oil imports on the balance-of-payments.

Another self-defeating belief may be that we should plug and abandon all
stripper wells; those that produce ten barrels a day or less. We might believe this
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should be done so that we can produce lower cost oil from the better wells.
This might have been a good idea twenty years ago when we had more oil than
we could use. But these wells now produce almost a half billion barrels a year.
Should we, in a period of mounting scarcity, throw these wells away and then
spend added billions of dollars to bring down oil of unknown price and great
risk from the Arctic Slope. We need both.

Mr. Chairman, if I have at times strayed from the subject of this hearing,
it is because I have tried to impress you with some of the problems I feel
underly our price structure. In a free country, supply and demand are viable
market forces only so long as we preserve individual enterprise and thereby
competition. I feel we are continuing to move in a direction away from these,
largely because of industry and government policies which together work to
concentrate power and stifle competition.

I am certain that 1 have not divined all the problems of my part of the
industry or their solutions. I do wish to express my heartfelt thanks to you,
Mr. Chairman, and to this distinguished Committee, for the opportunity you
have given one small businessman to tell his opinions to the federal govern-
ment. I sincerely hope that I have provided something of value.

APPENDIX A
MANDATORY IMPORT PROGRAM

Commenced: President Eisenhower’s proclamation of March 10, 1959.

Purpose: National security reasons. We were being flooded with cheap for-
eign oil. Both Eastern and Western Hemisphere oil was being delivered to
East and Gulf Coast USA at anywhere from $1.00 to $1.50 per barrel less
than delivered domestic oil (Kansas price in 1959 was $3.05 for 40°).

Allocations: Every United States refiner got import quota on sliding scale
based on inputs during a base period. Percentages of quotas given weighed in
favor of small refiners.

Exchanges: One of the regulations states that foreign crude or the domestic
crude it may be exchanged for, must be processed in domestic refinery within
120 days of importation of foreign crude.

Therefore, inland refiners “swapped” or exchanged their quotas since most
obviously could not physically or economically process their foreign quota. They
exchanged their quotas, usually with a major company with foreign produc-
tion, for domestic crude that they processed which conformed to the regula-
tions.

Inland refiners bought foreign erude equal to their quota from the major
with whom they had an exchange agreement and then merely gave it back to
the major at the major’s refinery on the East or Gulf Coast. The major bought
from the inland refiner, or the inland refiner’'s supplier, the amount of bar-
rels needed to effect the exchange and merely gave it right back to the inland
refiner. This is what is called a “Phantom” exchange. However, in some in-
stances, the major had some excess domestic crude of its own that was a de-
sirable crude for the inland refiner which they were able to give to the inland
refiner to complete the exchange.

Typical exchange deal.—One of the regulations states there shall be no money
exchanging hands in a quota exchange. A typical deal may work as follows:

1. Inland refiner has a quota of 3,550 B/D for 1971.

2. Inland refiner agrees to sell this quota to a major company for 50 cents
per barrel.

3. Price structures of both foreign and domestic erude built up this way.

Per
Arabian crude to be imported : barrel
F.OB. Ras Tanura____.______________ oo $1. SO-
Duty . _____ e . 105
Transportation __________________________ o ____ . 60
Quota value - —— .50
Delivered cost.___________ - 3. 005

Kansas crude :
F.OB. fileld—_________ 3. 60
Pipeline charge

Delivered cost —_—
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Therefore : For every barrel of Arabian inland refiner gives to major company,
they get back 0.7907894 barrels of Kansas crude that inland refiner or inland
refiner’s supplier originally may have sold to major company. Major company
pays the full delivered price for the Kuusas erude while inland refiner pays
major company the above price for the Arabian minus the 50 cents per barrel
quota value. The net effect is that inland refiner is getting 30 cents per barrel
for his quota and no money has exchanged hands so the deal complies with the
regulations.

RAMIFICATIONS AND COMMENTS ON QUOTA PROGRAM

1. Subsidy of small independent refiners by major companies. Major com-
panies really paying for the privilege of bringing in their own foreign crude,
in excess of their own quotas.

2. Foreign crude delivered cost to United States ports artificially higher by
amount majors paying to quota holders and only for the guantity on which they
have exchanges. The price of the major’s own quota they import is NOT artificially
high.

POSSIBLE EFFECTS IF QUOTA PROGRAM TERMINATED

1. More foreign crude imported since tanker rates presently down and there-
fore delivered cost of foreign crude now less than domestic crude .

2. We would rely more and more on foreign sources for our requirements. (De-
partment of Interior has said that in 1970 we imported around 23 percent, this
figure higher or lower depending on the source, of of crude, finished and unfinished
products requirements).

3. Shut down and eliminate small independent inland refiner who could not
physically or economically run foreign crude which in turn would result in pos-
sibly driving down the price of domestic crude if the small inland refiner tried
to stay in business and compete with the cheap foreign crude run by the deep-
water refineries. This in turn would hasten the demise of and completely elimi-
nate the domestic exploration and producing industry, especially the independ-
ents since they do the major part of the new exploration in this country.

QUESTIONS

1. Is it imperative that we have a healthy and active domestic exploration
and producing industry for national security reasons or any other reasons?

2. Do we need the small independent refiner for any reason? And what follows,
the independent marketer? .

3. Up to what limits do we want to rely on foreign crude?

CAN THE QUOTA PROGRAM EVER BE ELIMINATED ?

Yes, it can when the delivered cost of foreign crude equals or exceeds the
delivered cost of domestic crude. When this point is reached, it would be beneficial
to the small inland independent refiner since he would be able to compete with
the large major company. The time when this might happen is difficult to deter-
mine because of the volatility of tanker rates. Also, the cost of the foreign crude
to the importing companies at their loading ports is a big factor. It appears that
the trend of the cost of foreign crude at loading ports upward (OPEC demands
and gains) which trend may help to equate the delivered cost of foreign crude
with domestic erude.

(Appendix prepared by George Grenyo, Wichita, Kans.)

Chairman Proxyre. Well, thank you very much, Mr. James.

Mr. Allvine, I neglected you, unfortunately. You were billed as
coming with Mr. Peterson, but you have a prepared statement of your
own. That prepared statement will be printed in the record.

Would you like to make a comment in relationship to it ?

STATEMENT OF FRED C. ALLVINE, ASSISTANT PROFESSOR OF MAR-
KETING, GRADUATE SCHOOL OF MANAGEMENT, NORTHWESTERN
UNIVERSITY, ACCOMPANIED BY JAMES M. PATTERSON, PROFES-
SOR OF MARKETING, UNIVERSITY OF INDIANA

Mr. Arrvine. Yes, Mr. Chairman, if you please, I will make a 3-
minute summary and comment on my prepared statement.
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Chairman ProxMire. You are welcome to 10 minutes. Mr. Peterson
did not use his time. You are welcome to use it.

Mr. ArLviNg. Mr. Chairman, I am an assistant professor of market-
ing, Graduate School of Management, Northwestern University,
Evanston, Ill. Accompanying me is Prof. James Patterson from the
School of Business, University of Indiana, Bloomington, Ind.

Chairman Proxmire. We are pleased to have you here.

Mr. Arrvine. We appear before this committee at the request of
SIGMA—Society of Independent Gasoline Marketers of America.
However, the prepared statement was prepared by me and represents
my own views. No one has edited this prepared statement and any
errors or omissions are my responsibility. ’

There are five fundamental recommendations. Because of the time
constraints, I would——

Chairman Proxumire. If you could tell us what page you are at, it
would be easier for usto follow you.

Mr. Arivine. We abstracted last evening to make it shorter after
we learned about the time constraints and, unfortunately, we were
unable to get it reproduced for you.

Chairman Proxmire. All right ; very good.

Mr. ArLLving. For the past 8 years Professor Patterson and I have
been involved in a study of the vitality of competition in the gasoline
and petroleum industry. As a result of this study, was are coauthor-
ing a book that is entitled “Competition Limited: The Marketing of
Gasoline,” which will be published this spring. This prepared state-
ment is prepared in response to the questions asked bv your staff and
draws heavily upon the research and conclusions to be presented in
the forthcoming book. .

The five general recommendations are as follows :

Recommendation No. 1: The publicly held, integrated oil companes
should be required to either functionally or physically divorce their
crude oil operations from their downstream activities.

Subsidation of downstream operations has become a way of life
in the petroleum industry and has resulted in the gradually strangula-
tion of independent refiners, terminal operators, price marketers, and
also integrated companies with a low degree of crude oil self-suffi-
ciency. Twice before during this century steps were taken to correct
the practice of major oil interests exerting their monopolistic powers.
In 1911 the Standard Oil Trust was broken up and in 1942 return on
common carrier pipelines was regulated.

Recommendation No. 2: A major inquiry should be held into the
foreign tax credit as applied in the oil industry with consideration
given to (1) limiting the foreign tax credit on oil so that it does not
exceed the U.S. tax liability associated with the unit of revenue, and,
(2) limiting the foreign tax credit to the average rate of foreign
income tax on all other types of business investment in a particular
foreign country.

The reason for this recommendation is that it appears that the
foreign tax credit may be contrary to other laws which are intended
to encourage domestic production in the interest of national defense.

It appears that the foreign tax credit may have resulted in the
United States subsidizing the world price of crude oil to the detriment
of the interests of this country and to its citizens.
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Recommendation No. 3: The major integrated oil companies should
be required to divest themselves of ownership of so-called common
carrier pipelines. The major oil compang joint ownership and control
of interstate common carrier pipelines has permitted them to extend
their dominant position in refining to the marketplace and, as a result,
to limit and constrain competition in certain markets and areas.

In actual practice, the common carrier pipelines do not serve “all
without discrimination,” nor are they available for “public use” as is
supposedly the case.

Recommendation No. 4: The large integrated oil companies should
be required to divest themselves of major production companies that
they (}mve acquired or otherwise gained control of since the middle
1950%s.

These mergers have definitely been part of a trend toward increasing
concentration in the petroleurn industry and have contributed to the
destruction of normal forces of competition in the pricing of gasolines.

Recommendation No. 5: The major oil companies’ practice of grant-
ing “price protection” and other techniques for subsidizing select deal-
er operations should be banned. Through the manipulation of retail
prices the giant integrated oil companies have been able to police, con-
trol and even destroy competitors that endeavor to sell gasoline on a
high-volume, low-cost, low-price basis.

That concludes the five general recommendations from my prepared
statement. ¥

(The prepared statement of Mr. Allvine follows:)

PREPARED STATEMENT OF FRED C. ALLVINE

My name is Fred C. Allvine, and I am an Assistant Professor of Marketing,
Graduate School of Management, Northwestern University, Evanston, Illinois.
Accompanying me is Professor James Patterson from the School of Business,
University of Indiana, Bloomington, Indiana. We appear before this committee at
the request of S.I.G.M.A. (Society of Independent Gasoline Marketers of Ameri-
ca). However, the statement was prepared by me and represents my own views.
No one has edited this statement and any errors or omissions are my respon-
sibility.

For the past three years Professor Patterson and I have been involved in a
study of the vitality of competition in the gasoline and petroleum industry. As a
result of this study we are co-authoring a book that is entitled Competition
Limited: The Marketing of Gasoline which will be published this spring. This
statement is prepared in response to your questions and draws heavily upon the
research and conclusions to be presented in the forthcoming book.

BACKGROUND INFORMATION ON PETROLEUM INDUSTRY

Most serious students of the petroleum industry soon grow to recognize that
in many respects the petroleum industry does not respond in the ways normally
thought to exist in competitive industries. In competitive industries the inter-
action of supply and demand bring about prices changes which eventually result
in more or less resources flowing into a given industry activity. However, in the
petroleum industry monopoly profits have historically been captured in certain
sheltered industry activities which have been used to gradually squeeze competi-
tors performing other industry functions. In the early days of the petroleum
industry the Standard Oil Trust gained a monopoly position in refining that
extended into transportation and so was able to dominate and control many
aspects of the petroleum industry. With the breakup of the Trust in 1911, the
instrument of monopoly control shifted backwards into pipelines. During the
golden era of the pipelines from 1920-1940, exceptionally high return on invest-

ment was captured in pipeline activities while crude oil production, refining and
marketing were frequently only marginally profitable or unprofitable activities.
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This profit haven gradually eroded following an anti-trust suit against the pipe-
line companies in 1940 which was settled by a consent decree in 1942 which regu-
lated the return on investment of company carrier interstate pipelines to 7 per-
cent of asset valuation.

During the 1940s the nerve center of the industry shifted backward to the
production of crude oil. From 1945 to 1948 crude oil prices more than doubled
and the crude oil department was firmly established as the profit haven for the
petroleum industry and it remains as such today. As a consequence, having a
high degree of crude oil self-sufficiency is almost a necessity to be a successful
competitor in the industry. Many who have not been so fortunate have been
severely squeezed even though they have been reasonably efficient in performing
other industry activities. High and noncompetitive crude oil prices have con-
tributed to the decline of independent refinery capacity, the demise of independ-
ent terminal operators, the selling-out of independent price marketers, takover
of integrated oil companies having a low degree of crude oil sufficiency and
intensive integration of the operations of the major oil companies. The conse-
quence of administering artifically high crude oil prices has been increased in-
dustry concentration and a stifling of the rigorous competition provided by the
independents. How far this trend will go is definitely in the hands of the govern-
ment. If government continues granting special privileges to the integrated oil
companies and there is limited enforcement of the anti-trust laws, then concen-
tration will grow to the detriment of the public.

QUESTIONS AND RESPONSES

I. Does the favorable tam treatment of oil encourage the integrated oil
companies to operate the refinery and marketing aspects of their business on a
virtual non-profit basis, thus increasing the difficulties faced by the independents
if they try to engage in price competition?

The favorable tax treatment of crude oil earnings has provided a large incen-
tive for the major integrated oil companies to maintain artifically high erude
oil prices. The 27.5 percentage depletion allowance in effect from 1926-1969 has
provided dual pressures for administering high, non-competitive, ecrude oil prices.
First, high crude prices were necessary to take full advantage of the 27.5 percent
depletion allowance tax shelter. Second, the administering of high crude oil
prices improves the net yield of integrated oil companies that have a relatively
high degree of crude oil self-sufficiency.

To take full advantage of the 27.5 percent depletion allowance, net income
(after deduction of expenses) had to be at least 55 percent of gross income. This
‘was because of the 50 percent of net income limitation on the amount of depletion
‘that could be claimed. To obtain the 55 percent net income level meant that
relatively high crude oil prices had to be maintained. For example, consider
-crude oil which cost $1.50 to produce (see Table below). If the price per barrel
.of crude oil is $2.50, then allowable percentage depletion will only be 20 percent;
.and at $3.00 per barrel it is 25 percent. Only at a price of $3.33 or more could the
full 27.59, depletion allowance be taken.

RELATIONSHIP BETWEEN ALLOWABLE DEPLETION AND THE PRICE OF CRUDE OiL

Deductions Net income 50 percent of Allowable

before before net_income pescentage

Price per barre! of crude il depletion depletion limitation depletion
(percent) (percent)

$1.50 55 21.5 121.5

1.50 50 25.0 25.0

1.50 a5 22.5 22.5

1.50 40 20.0 20.0

1 Maximum percentage.

‘While the reduction of the depletion allowance in 1970 removed the need to
maintain as high crude oil prices to take the full 22 percent allowance, the indus-
try reacted to it in another manner. With the cut in the maximum depletion
allowance from 27.5 to 22 percent the industry’s position was that higher crude
oil prices were necessary to offset the loss of crude oil earnings associated with
the reduction of the depletion allowance. Around 20¢ per barrel was the amount
suggested as needed to restore what the 1969 Tax Reform Act had taken away.
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‘The loss from the reduction of the depletion allowance was thus recovered by
the November 1970 crude oil price increase. As a result of the industry’s ability
to administer the price of crude oil, the industry restored to itself what Congress
saw fit to take away.

A second reason that the tax laws give incentive for administering high crude
oil prices is that many of the integrated oil companies improved their after-tax
profit yield by switching earnings from forward industry activities back to the
crude oil department because of the differential tax rate. As a result of the
depletion allowance, income tax on crude oil earnings until 1970 was about one
half of that on forward industry activities such as refining and marketing—
approximately 259 as opposed to 509%. Thus a dollar of before-tax earnings
from crude oil ($1.00—.25 tax=3$.75) yielded, on an after-tax basis, approxi-
mately 75 cents as opposed to only 50 cents for earnings taken in marketing and
refining ($1.00—.50 tax=§.50). Crude sufficient companies could thus improve
their after-tax yields by approximately 50 percent ($.75-:-.50=1.50) on earnings
switched from the forward industry activities to the crude oil department. The
attractiveness of this maneuver of course depends upon the degree of crude oil
self-sufficiency of the integrated oil companies. Dean Alfred Kahn of Cornell
University showed that without any increase in refined product prices, integrated
0il companies producing over 77 percent of their own crude oil would profit from
such a move. 1t 50 percent of the crude oil price increase is passed forward in
terms of increased product prices, an integrated oil company would benefit from
shifting profits back to the crude oil department if it produced 39 percent or more
of its own crude oil. The high crude oil sufficiency positions of most of the inte-
grated oil companies—and particularly for some of the giants—make it generally
attractive for the major oil companies to administer high and noncompetitive
crude oil prices.

With the system of state and federal controls over the production of crude
oil, it is not particularly difficult for the major oil interest to administer high
crude oil prices. High crude prices are beneficial to the crude oil production
companies and to most of the integrated oil companies which dominate the in-
dustry. As a result there are simply no effective counterbalancing forces to
offset the pressures for maintaining artificially high and noncompetitive crude
oil prices. What weak counterbalancing pressures that exist in the system come
from the few remaining independent refineries, terminal operators, and mar-
keters, a few governmental committees relatively free of the influences and con-
trol of oil money and power, and a lingering fear on the parts of the giants
of industry of anti-trust action if they go too far and too fast in exploiting their
monopolistie powers.

With the crude oil tax incentives and the dominant forces in the industry
having a vested ‘interest in high crude oil profits, the production department
of the integrated oil companies has been established as the activity in which
the petroleum industry has channeled its profits. To be a major factor in the
petroleum industry it is almost imperative for a company to produce a high
proportion of its own crude oil. Many of the integrated companies finding
themselves in the vulnerable position during the 1950’s and 1960’s of not having
a high degree of crude oil self-sufficiency have been exerting considerable effort
to improve their crude oil position. The necessity of integrated petroleum com-
panies producing a high degree of their crude oil requirements has resulted in
considerable backward integration. For the decade following the imposition of
the Mandatory Import Quota System in 1959, the five largest U.S. based inte-
grated international oil companies improved their crude oil sufficiency position
from 93.5 percent to 108.9 percent while the next largest U.S. integrated oil
companies improved their crude sufficiency position from 63.4 percent to 84.9
percent (“Large Firms Boost Oil Self Sufficiency,” The Oil and Gas Journal,
January 18, 1971, pp. 22 and 23).

The beneficial tax laws not only provide economic incentive for maintaining
high and noncompetitive crude oil price which has resulted in massive back-
ward integration of the major refinery companies, but also has perfectly estab-
lished conditions by which a squeeze can be exerted on the independents—re-
finers, terminal operators, and marketers. As a consequence of capturing monopo-
listic profits in the crude oil department, the forward levels of most integrated
company operations earn only marginal, and at times negative, rates of return
on investment. Subsidization of downstream operations is a way of life in the
petroleum industry. Even though the leaders of the industry frequently deny
this condition, have no comment or dodged the issue. statements to the contrary
leak out. For example, Keith Fanshier, publisher of the Oil Daily, and long time
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observer of the oil industry, stated in a January 3, 1972 article in his daily
bublication entitled “The Look Downstre

am” that:
A realistic view indicates that truly prosperous d

seldom existed, except for relatively short intervals v
. . . any profit adhering to the marketing function particularly, and to some
extent manufacturing, are minor.

The Assistant to the Vice President of Marketing of

quoted as having said in a talk to a jobber in the secon
tually all marketers si

ownstream results have

Shell 0il Company was
d part of 1972 that “vip-
dequate return on their
News, December 1971, p. 66). Phillip’s Oil
Company in its letter to the Office g

' 7 de oil price increase, revealed th

vestment from marketing and refining indicated below.

[In percent)
Return on
investment sales Overall return
and refining on investment
1.98 4.33
.69 3.68

The re;

ported 1970 earnings of Phillips w
oil price increase, Thhis increase was followe
forward markets, As a result it ig quite likely that Phillips actually recorded a
negative return on investment for marketing and refining during the first half of
1971. Sohio’s statement to the Office of Emergency Preparedness was also quite
enlightening. Sohio stated that “If we pay too much for raw materials we
will go bankrupt and if we pay too little we lose our supply. Iither situation
ends in disaster.” Many indepeudents that have operated in less sheltered mar-
kets than Sohio’s homeland know only too well the truth in this statement.,

~ Were it not for the profits securely tucked away in crude oil operations, inte-
grated companies could not afford to subsidize their forward operations. How-
ever, the independent

S that they compete with in refining terminally, and mar-
keting, must earn g fair rate of return from their in

to operate. What this means is that over time the independents are gradually
ground down until they are not too much of a factor. This has been particularly
true in refining where there are relatively few surviving independent refiners.
The number of independent terminal operators have also been dra-matically
whittled down in this manrer over the past 10-15 Years. In many areas where
the independent marketers were once strong, their position, has also dwindled.
However, in some markets, the independents have survived and prospered be-
cause of their efficiency, since the major's approch to marketing js generally very
costly. Unfortunabely, the new price warfare technique that has been employed
against the independents i

Il recent years has the prospects of eliminating many
of the remaining independents. One of the saddest accounts of what has been

happening to the independent marketers is the Los Angeles market where inde-
pendent marketers are making a last stand

Another consequence of administering artificially high prices is that it reduces
the ability of the independent refineries, terminal operators, and marketers to
discount prices, By forcing the independent refineries to pay a noncompetitive

grated oil companies saddle the independent
channel with higher raw material cost. Down the line this forces the independ-
prices and be less competitive. On the other hand, the major
integrated companies with the Iower raw material and finished product cost often
refuse to sell product to €y normally exchange products

ere before the November 1970 crude
d in the first half of 1971 by very poor

the independents while th
freely with one another.

In summary, the beneficial tax treatment of crude "oil has been a major
incentive to the integrated oi] companies and crude oil production companies to
administer artificially high ang noncompetitive erude oil' prices. One consequence
of pegging crude oil prices at fictitious levelg is that it improves the after-tax
yield of the integrated oil companies. A second result of thigs strategy is that it
contributes signiﬁcantly to the gradual strangulation of many of the independ-
ents, and even those inte.gmted, companies with relatively low degrees of ¢rude
oil self-sufficiency, Since World War IT the industry has grown progressively
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more integrated and concentrated. The independents at all levels have been swept
to the side as this has occurred.

Recommendation.—The publicly-held integrated oil companies should be re-
quired to “functionally” or “physically” divorce their crude oil operations from
their downstream activities. If the integrated oil companies were functionally
divorced they would then account and report separately their assets and earn-
ings from crude oil operations and downstream activities. In contrast, physical
divorcement means that the integrated companies would be required to divest
themselves of their crude oil operations. .

At a very minimum the integrated oil industry should be required to func-
tionally divorce their crude oil operations from other industry activities. If func-
tional divorcement were properly implemented, it would force the integrated
companies to bring into the open the extent to which they are subsidizing their
downstream operations. This in turn would aid the government regulatory bodies
and the public in making an assessment of the legitimacy of the pressure for
still higher crude oil prices. It would be relatively simple for the industry to
comply with a requirement stipulating functional divorcement. The only im-
position would be on the accounting department of the companies that would
publicly report records that are presently maintained by the oil companies any-
way.

Physical divorcement, an opposed to functional divorcement, is more certain to
bring about competitive pricing of crude oil and to restore competition to the
petroleum industry in general. If the refining and marketing ends of the busi-
ness were no longer tied to crude oil, then those companies competing in the
forward idustry activities would no longer have a vested interest in maintaining
artificially high crude oil prices. The refiners would negotiate for the best prices
and terms for crude oil and prices would be forced downward to a more nearly
competitively determined level. The normal forces of competition would then
come more into play in regulating competition in different industry activities.
The crude oil business would become more efficient and the marginal and ineffi-
cient operators would be forced out of business. Refineries and marketers would
also compete with one another. Marketers would negotiate with refineries for
fair prices. The marketers would have some leverage in negotiation with re-
fineries for, if need be, they could integrate backwards into the refining busi-
ness. With marketing no longer subsidized by crude oil profits, there would be
some very significant changes in the way gasoline is marketed. The excessive
investment in marketing would be withdrawn and a much larger portion of gaso-
line would be sold on the mass merchandising principal of high volume, low cost,
and low price. The consequence of restoring the normal forces of competition in
the petroleum industry would be the lowering of real prices of the products and
services offered by this industry.

Yhile there is a strong competitive and economic logic for physical divorce-
ment, there is little likelihood that it will happen in the foreseeable future. The
oil industry is too strong a political force and controls the minds of too many
congressmen. Thus, it would very likely be a waste of the time of liberal leaders
of government to advocate physical divorcement. On the other hand, a less severe
approach and one that would seem to stand a better chance of succeeding would
be for government leaders to work for ‘“functiomal” divorcement of crude oil
operation from forward industry activities.

In recent months there have been two congressional hearings and a number of
speeches that have been directed to divorcing marketing from refining. These ef-
forts are not directed at the source of monopoly power in the industry—the tying
of crude oil operations to forward industry activities. It is rather difficult to see
where there would be any major changes and public benefits in divorcing mar-
keting from refining. It is hoped that this hearing and others that may follow
will be directed to the critical link of tying the monopolized crude oil end of the
business with the workable competitive forward levels of industry activities.

II. What types of business activities are encouraged by the taz treatment
given to oil? Do the tax laws encourage foreign as opposed to domestic crude oil
exploration and production?

.One of the strongest arguments for maintaining oil tax incentive programs and
for the Oil Import Program has been in the “interest of national defense.” Sup-
posedly, these programs are needed to encourage domestic exploration and pro-
duction so that the United States will not grow overly dependent on foreign
integrated oil. However, the system of tax laws that exist seems to encourage
foreign and domestic production and the effect of onc of the laws may actually
be to favor the production of foreign oil.
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One of the inconsistencies in the national defense argument for the depletion
allowance is that it is allowed on all production of U.S. companies, whether from
the U.S. or abroad. Under the Johnson Administration a study done for the U.S.
Treasury Department by the CONSAD Research Corporation concluded that per-
centage depletion was “a relatively inefficient method” of encouraging explora-
tion for new domestic oil reserves. According to the report ‘40 percent of deple-
tion is paid for foreign and nonoperating interests in domestic production.” This
evidence seems to run contrary to the national defense argument for the
depletion allowance.

‘While the depletion allowance provides a special tax incentive for oil explora-
tion and production without distinction to national boundaries, the foreign tax
credit system as it is applied in the oil industry seems to encourage the explora-
tion and production of foreign relative to domestic oil. To appreciate how this
has been done it is necessary to delve into some history of the foreign tax credit
and to see how the tax law actually works.

Prior to 1948 the payment made to foreign countries for the privilege of ex-
ploring and producing oil was primarily on the basis of a royalty-—the standard
approach used to reimburse landowners. As new fields were discovered and pro-
duction rose in the Middle East countries, the approximate 12.5 percent royalty
on the low cost and highly profitable production became unacceptable to the
sheiks. In 1948 Aramco (jointly owned by Jersey Standard, So Cal, Texaco, and
Mobil) made an agreement with King Ibn Saud of Saudi Arabia to split the prof-
its on a 50-50 basis. 'This pattern quickly spread to the rest of the Middle East.

The mechanics of the foreign tax credit is illustrated by the example that
follows. Assuming a $1.60 price per barrel of crude oil with operating cost and
royalty totaling $.40, the “before 1948” cash earnings were approximately $.82
per barrel. Under the “50-50 profit splitting plan,” $.60 per barrel (one half of
the $1.20 profits) is paid to the sheiks and is technically treated as a foreign tax.
The $.60 foreign tax payment is then applied as a direct credit against the U.S.
tax liability of $.38 and eliminates it. Since the depletion allowance reduces U.S.
taxable income from oil, the foreign tax payment is not fully utilized ($.60—
.38=8§.22 excess tax credit.) However, the excess could be applied against other
U.S. tax liabilities of companies on foreign earnings. 1f the full tax credit was
nearly or entirely used, as was often the case, the 50-50 profit sharing plan cost
the U.S. based international oil company little or nothing. In contrast, had the
60 cents been paid to the sheiks in the form of “higher royalties,” the cash earn-
ings would have been reduced by approximately 45 percent from the prior 1948
level.

DIFFERENCES IN PROFIT SHARING ARRANGEMENTS AND ROYALTY PAYMENTS TO THE DOMESTICALLY BASED IN-
TERNATIONAL OIL COMPANIES

50-50 profit Increase in

Before 1948 split royalty

Price per barrel of oil $1.60 $1.60 $1.60
Ogerating costs. . .20 .20 .20
12.5 percent royal .20 .20 .20
Additional royalty__ .40 .49 1.00
Net income before tax 1.20 1.20 .60
Depletion (27.5 percent) .44 LA4 1,30

Income after depletion___.___________ .. ... ... .76 .76 .30
U.S. tax (50 percent)_______.__ .
Foreign tax (profit sharing).

Net profit after tax. . ... ... .38 .16 .15

Cash earnings:

Depletion 44 44 30
Earnings after tax 38 16 15
SUBOMEN_ - 82 60 45
Applied residual foreign tax credit2___ .. ... ... ... 22 e
Totale e e .82 82 45

I Cannot claim full 27.5 percent depletion allowance because of 50 percent of net income limitation.
2 $0.06 foreign tax, less $0.38 offset against U.S. tax lizbility on oil, teaves $0.22 residual to be applied against other U.S.
tax liability of companies from foreign operations.
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From the actual mechanism of the foreign tax credit, several things can be
observed. First, the profit splitting deal cost the oil companies little or nothing
for the U.S. Government and U.S., taxpayer were footing most of the bill. Sec-
ondly, had the 60 cents payment been treated as a royalty rather than a tax,
the allowable depletion would have been reduced. As previously discussed, this
is contrary to the major oil company goal of maximizing the tremendous value
of the depletion allowance. Three, had the G0 cents been treated uas a royalty
rather than a tax, the price of foreign oil would be much higher.

Clearly, there are many obvious reasons for international oil wanting the
payments to the foreign countries classified as a tax. However, the question
that must be raised is whether or not the foreign taxation of oil is a legitimate
tax or really a royalty which is a less valuable before tax expense item. If itis a
legitimate tax, then it should be allowed on the grounds that otherwise there
would be unfair double taxation. On the other hand, if it was artificially con-
trived, then it becomes a tax loophole which causes a whole host of distortions.

One factor that must be taken into account in considering the nature of the
payment to the foreign countries is whether or not it is a discriminatory tax on
oil. More specifically, how does the rate of taxation on oil profits compare with
the foreign countries’ taxation of other industries? It is my understanding that
there is no comparison between the taxation of the oil industry and other types of
pusinesses in the oil exporting countries, and that oil has been singled out and
taxed at a relatively high rate.

An indieation during the 1960’s that the foreign taxing of oil iy unrelated to
anything has been the development of two different prices—the so-called “tax
reference price” and the “real market price” of oil. Following what was to the
sheiks “an alarming reduction” in the free world price of crude oil in 1959 and
1960, the oil exporting countries formed the QOrganization of Petroleum Exporting
Countries (0.P.E.C.) to bargain collectively with the oil companies. Basically,
from that point forward, the oil compianies were not permitted to reduce the
posted price of erude oil. As a consequence of faling real prices and fixed tax
reference prices, the profit split increased from 50-50 to 70-30 by 1969. The price
increases negotiated during 1970 sent the profit sharing percentages in many
cuses close to an 80-20 split.

As the “profit sharing” and foreign tax percentage increased (say from 50%
to 809%), the excess foreign tax credit resulting from the offset against the U.S.
tax liability on oil also increased. This encouraged the international oil com-
panies to apply the excess portion of their foreign tax credit on oil to their other
U.S. tax liabilities from foreign sources, often thousands of miles away and
unrelated to oil. The impact of this development was that the higher the per-
centage take of the foreign countries, the more the U.S. Government and tax-
payers underwrote the falling real prices. Another way of putting this was that
U.S. Government revenues were siphoned off from other areas of the world to
subsidize the falling crude price to the sheiks. In essence, the foreign tax credit
as it is applied in the oil industry seems to be a type of foreign aid that has not
been authorized by the government.

Supposedly, the practice of the international oil companies of maneuvering
U.S. tax liabilities of these companies and applying them against their excessive
tax payments-to the sheiks stopped when the Tax Reform Act went into effect
in 1970. The Tax Reform Act restricted the offsetting of foreign tax against U.S.
tax liabilities to be on a country by country basis on “foreign mineral income.”
However, the definition in the reform law of “foreign mineral income” was so
broad as to make it possible for the international oil companies to shift U.S. tax
liabilities from international operations to the Middle East countries to be offset
against excess foreign tax payment to the sheiks. The definition of “foreign min-
eral income” from the 1967 Tax Reform Act is given below :

% . . the term ‘‘foreign mineral income” means income derived from the ex-
traction of minerals from mines, wells, or other natural deposits, the processing
of such minerals into their primary products, and the transportation, distribution,
or sale of such minerals or primary products. Such term includes, but is not
limited to—

“(A) dividends received from a foreign corporation in respect of which
taxes are deemed paid by the taxpayer under section 902, to the extent such
dividends are attributable to foreign mineral income.”

Alternative Recommendations.—The facts seem to indicate that the application
of the foreign tax credit in the oil industry may well be contrary to the national
interest. A set of alternative recommendations which were discussed with an

73-169—72——10
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expert on-the foreign tax credit and which were considered to be logical ap-
proaches to the problem follows:

1. Establish an unbiased commission to study the impact of the foreign tax
credit on the price and development of international oil. With respect to their
findings the commission would be expected to recommend alternative solutions
and their expected consequences.

2. Limit the total foreign tax credit allowed to the amount of the foreign tax
on oil equal to, but not to exceed, the U.S. tax liability associated with the unit
of revenue. In other words, no excess foreign tax credit on oil could be used to
offset earnings on other types of investments. If this were to happen the unused
portion of the foreign tax could not be recovered and there would be no sub-
sidization of crude oil operations from U.S. tax due on other types of investments,
This would result in an increase in the world price of crude oil.

3: Restrict the use of the foreign tax credit to the unit of production as in
the previous case, but limit the tax credit to the average rate of foreign income
tax on all other types of businesses in that country. The applicable rate would be
published annually by the U.S. Internal Revenue Department. If this were done
it would take away all taint of U.S. tax subsidization of foreign oil. As with the
previous recommendation, the price of world oil would increase, but by a larger
amount,

III. Application of the Antitrust Laws to the Oil Industry: Is control of pipe-
lines by the major oil companies a violation of the antitrust laws?

Control of pipelines should be thought of as one vital link in the ever tighten-
ing system of vertical integration in the oil industry. The name of the game is to
produce your own highly profitable crude oil, move the crude oil through con-
trolled pipelines, refine the crude oil in your own refineries, move the finished
products through controlled pipelines and distribute gasoline and other products
on a branded, controlled basis. Independent operation of any of these post crude
oil steps, or interruption of the integrated system, increases the likelihood of
pressures being exerted back on the highly profitable and sheltered crude oil end
of the business.

Control over the major finished product pipelines is one of the ways that the
Integrated oil companies have been able to extend their dominant position in
refining on to the marketplace. For many inland markets the practical and eco-
nomical way to obtain gasoline and other oil products is through pipelines. When
the major oil companies own and control the pipelines and have in effect a policy
of not allowing independent refineries economical access to the line and will not
themselves sell unbranded gasoline, the consequence is obvious—price competition
is going to be limited and constrained in certain markets and areas. Another way
of putting this is that the independents are going to be centered or concentrated
in and around the few independent refining centers and those markets that can
be economically reached by water transportation, or those markets that are in
a few cases served by independent pipeline companies. By keeping the inde-
pendents concentrated in this manner, price pressures can be kept on them to.
regulate their growth and to periodically thin their ranks if they grow too strong
in an area.

The major oil owned company common carrier pipelines are not common car-
riers in the sense normally thought of in interstate transportation systems. Ac-
cording to Webster’s Dictionary and a generally accepted definition, “a common
carrier” is a ‘“‘company in the business of transporting—goods for a fee: so-
called because it attempts to serve all without discrimination.” In addition, the
right-of-way -of these so-called ‘“‘common carrier” pipelines have often been se-
cured by eminent domain—a procedure employed for the “taking of property for
public use where just compensation is given to.the owners.” In actual practice
the comnon carrier pipelines do not serve “all without diserimination,” nor are
they available for “publie use.” Instead the common carrier pipelines are prac-
tically the exclusive domain of the major oil companies financing the lines. In
essence the common carrier pipelines are combinations of certain members of
the oil oligopoly which have the practical effect of denying others, and particu-
larly the independents, economical access to many markets.

The “common carrier” pipeline is not only an instrument of oligopoly control,
but is also a costly method of distributing gasoline in contrast to the independent
“common stream” pipeline. One of the few examples of an independently owned
common stream pipeline is the William Brothers Pipeline. Major integrated oil
companies, smaller integrated oil companies, and independent refineries all have
access to the pipeline. They tender product at receiving points along the pipeline
according to the pipeline specification and take receipt of a like grade and quality
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of products at various terminal points. Since it is an independent common stream
pipeline, identity of product is not maintained which results in savings not en-
joyed by the major’s own common carrier pipelines. In contrast, the major owned
common carrier lines preserve the identity of the products handled by the line. In
order to do this there has to be more intensive investment in input and output
facilities on the line to keep the different companies’ products separated. ¥or
example, at a terminal point of the majors’ common carrier line, several majors
will maintain their own separate storage facilities and loading racks. This would
be in contrast to the independent common stream line where there would be only
one commonly utilized storage and loading facility.

" Recommendation.—The major integrated oil companies should be required to
divest themselves of ownership in common carrier pipelines. In their place would
be independent common carrier pipeline companies that would be required by
law to “serve all without discrimination” and be for general “public use.” If need
be, the product identity of the shippers could be maintained if the shippers wished
to pay the additional cost of tracking, storing, and loading of their own product.
However, at all terminal centers there would be common product facilities that
could be used jointly by “all shippers” not specifying that product identity be
maintained.

There would be some important public benefits if the major oil companies were
forced to divest themselves of ownership of the common carrier pipelines. The
jointly owned and controlled common carrier pipelines would no longer be used
as an instrument of market control by the large oligopolists in the petroleum
industry. There would be increasing competition in the supply of gasoline, and
particularly the supply of lower priced unbranded gasoline. This would lead to
an increase in price marketing and intensified competition in the more sheltered
markets. Similarly, many of the branded jobbers and dealers would find that the
stranglehold of the major oil companies over their operations would be reduced.
Jobbers would then have the opportunity of doing what their leaders recently
Jhave been advocating—going to the Gulf and contracting for their own supply of
amore economical gasoline. In addition, this change would have a positive impact
on independent refining and could contribute to a reversal of the long term decline
in the output of independent refineries. One might even expect some new inde-
pendent refineries to be built if they had economical access to the major product
pipelines and could offset the high and non-competitive price of domestic crude
«0il by running a high portion of imported oil. :

This recommendation would actually be relatively easy to implement. Most of
the major’s own common carrier pipelines are organized as independent entities,
but are operated under the strict rules of their owners. Therefore, if the major
-0il companies divested themselves of their ownership of the comon carrier pipe-
lines, the fundamental difference would be a change in the rules of the game.
Furthermore, this change would be in terms of increasing competition, a.posi-
tion likely to be opposed by the giants of the industry, but one which would help
to restore an element of competition in an industry which sorely needs it. .

- IV. Supplemental Question: Have the antitrust laws been adequately enforced
i the petroleum industry?

The deterioration of competition in the petroleum industry is to a considerable
extent associated with the limited enforcement of the antitrust laws in this in-
dustry. Anticompetitive practices have been allowed to continue until they have
eroded much of the foundation of competition in this industry. Another problem
with antitrust enforcement is that there seems to be over reliance on traditional
indices in evaluating competition in the petroleum industry. Two of the tradi-
tional indices are market share concentration ratios and return on investment.
1t is often pointed out by industry spokesmen that the industry in terms of re-
finery throughout is not as concentrated as other industries and similarly that
return on investment is not relatively high. However, this rationale begs some
important questions. The industry concentration argument assumes some univer-
sality of concentration ratios across industries which is not particularly logical.
“The more relevant consideration is “would concentration be more or less” if the:
marketplace and legal competitive practices were directing the industry? The
return on investment argument also suffers from the same problem of all general-
ized measures of performance. In this industry which enjoys special expensing
privileges and special tax treatments. return on investment may be somewhat of
a distorted figure and not a good indicator of excessively high returns. Another
measure by which the industry might be appraised is the ability of companies to
internally generate funds. On this account the industry has had no peers. As a
partner in Eastman Dillon and Union Securities Company recently testified, the
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giants of the petroleum industry until very recently have been able to provide
nearly all of their own capital requirements from internal sources, barring only
marginal amounts. This is truly a remarkable feat for an industry that has had
large and growing capital requirements.

One of the major shortcomings of antitrust enforcement in the petroleum in-
dustry has been the permitting of a large number of mergers and not taking the
necessary action to avert the problem giving rise to many of the mergers. As a
result of these mergers the structure of the petroleum industry has become highly
integrated. The major push toward vertical integration came about as a result
of the shifting of industry profits back to the crude oil department and under the
tax shelter that occurred with the doubling of crude oil prices from 1945-1948
and with the further price increases of 1953 and 1957. It became increasingly
clear at that time, and particularly obvious with the falling forward market
prices in the later 1950’s and early 1960’s, that a petroleum company’s future was
tied to production of a large portion of its own crude oil needs if the artificially
high and pegged price of crude oil was to be maintained.

Had the antitrust department of government attacked in the early post World
War II period the anticompetitive elements of the so-called “o0il conservation
laws” (e.g., Demand Prorationing, Connally Hot Oil Act, and the Interstate Oil
Compact) that permitted the administering of non-competitive crude oil prices,
there would not have subsequently been the pressure to permit backward integra-
tion in the petroleum industry. Furthermore, had the antitrust department not
permitted these backward mergers into crude oil, there would today be a rela-
tively strong group of independent refineries and poorly integrated companies that
would act as a counterbalancing force to unreasonable crude oil price increases.
However, since this was not done, those refining and marketing companies rela-
tively poor in crude oil were forced to purchase oil production companies or to
combine their marginal refining and other business with production companies
in order to survive. During the 1950’s and 1960’s, several billions of dollars of
assets of production companies were purchased or combined to save the marginal
retining and marketing businesses that were being squeezed as a consequence of
the administration of high, noncompetitive crude oil prices. Varying estimates
of the magnitude of these mergers include :

1. The Department of Justice estimated that from 1950-1963 inclusive, the
twenty largest integrated oil companies took over production companies with
assets totaling more than two billion dollars. (Source: Statement of Dr. Alfred
E. Kahn, Hearing on Economic Concentration, Subcommittee on Antitrust and
Monopely, U.S. Senate, 89th Congress, First Session, page 592).

2. One-half of the ‘“production-oriented” companies listed on the New York
Stock Exchange sold out during the decade prior to 1962 (0il and Gas Journal,
March 12, 1962, p. 76).

3. Almost two billion dollars of domestic production properties were estimated
to have exchanged hands during the short period from January 1962 to No-
vember 1963 (0il and Gas Journal, November 4, 1963, p. 88).

4. From 1956-1968 the twenty largest petroleum companies purchased 52 crude
production and natural gas companies (Dr.. John M. Blair for Hearings on
Government Intervention in the Market Mechanism: The Petrolewm Industry,
Part 3, Subcommittee on Antitrust and Monopoly, U.S. Senate, 91st Congress,
First Session, p. 1179).

" The merger-of some of the few remaining production companies with refining
and marketing operations has continued to the present. In 1969 the largest
existing independent production company, Amerada, was merged with Hess. Also
during 1969 the Sohio and British Petroleum merger took place which gave Sohio
the crude oil it sorely needed if it was to remain competitive in the petroleun
industry.

A natural consequence of profit taking in crude oil and backward integration
into production has also been the opposite forward integration of the integrated
oil companies into marketing. To a large extent it simply becamne a matter that
without profits secured in crude oil, most independent distributors could not
afford to make the necessary investment in marketing to compete with the subsi-
dized operations of integrated companies. During the later 1940's, 1950's, and
1960’s, the major oil companies have integrated forward into marketing by ex-
panding their direct operations, buying out significant independent jobbers, and
controlling other jobbers by contracts and the lending of their financial assist-
ance. The conditions existing today is that the major oil company jobber has
been all but frozen out of the major markets and the big jobberships have been
mostly taken over by the integrated companies. The ranks of the few remaining:
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large jobberships are being thinned. For example, since 1968 American Oil pur-
chased the K. Friend jobbership in Chicago, cancelled its contract with the large
-Citron Oil jobhership in Detroit which then sold out to a subsidiary of the French
Oil Company, and purchased the Rotenberg jobbership in 8t. Louis, Sun
«0il Company recently purchased the large Smith Oil jobbership in northern
Illinois.

For some reason the petroleum industry seems to be preserved from effective
enforcement of the antitrust laws. In other industries the vertical mergers have
been stopped and acquiring companies have been forced to divest themselves of
firms they have purchased.

The consequences of permitting the petrolum industry’s profits to be largely
skimmed off in crude oil does not stop with the backward ‘and forward integra-
tion discussed, but also carries over into the giant mergers among some of the
integrated oil companies. Crude shortage problems significantly entered into
Standard Oil of Kentucky’s decision to merge with Standard Oil of California in
1961, the merger of Pure into Union Oil in 1965, and the takeover of Sinclair in
1969 by Atlantic-Richfield.

The squeeze that was exerted on many of the onetime giants of the petroleum
industry as a consequence of profit-taking in crude oil carried over to the entire
independent segment of the industry—independent refineries, terminal operators,
and markers. Confronted with escalating crude oil prices and depressed forward
markets, a majority of the independent refineries with over 10,000 barrels a day
capacity sold out. A number of the few remaining independent refineries exist in
the northern tier and western parts of the country where they are able to import
a relatively large percentage of their crude oil refining requirements at more
competitive prices. These independent refineries and many of the smaller ones
continue to exist on the value of their import tickets. With but few exceptions
the condition of independent refinery business is quite bleak. The condition of the
independent terminal business is also bad. Presently there are fifteen independent
terminal operations in the Midcontinent which is down from an estimate of 88
from before the Import Quota System. Finally, thousands of independent market-
ers have sold out to integrated companies over the past fifteen years.

The buy-out of price marketers and their subsequent conversion to the major
operations with their non-price approach to marketing is another particularly
sad account of antitrust enforcement. This is the most direct way of eliminating
the arch rival of the major’s approach to marketing and is the process by which
the very important intertype competition has been destroyed in several markets.
‘The most recent example of this practice was the purchase in 1970 of 250 Douglas
stations located on the West Coast by Texaco. Within a few months these sta-
tions were converted to the Texaco brand. The Douglas chain had been acquired
by Continental a decade before and continued to operate as an aggressive price
brand until it was sold. This merger not only destroyed one of the last private
brand chains of any size on the West Coast, but also represented a horizontal
merger by a company that was already a major competitor on the West Coast.
In one suburb outside of San Francisco where I was visiting, there were within
four blocks of one another two Texaco stations plus a Douglas that had been
converted to Texaco. The discouraging thing to me is that I have written Mr.
Miles Kirkpatrick, Chairman of the Federal Trade Commission, three times about
this process by which intertype competition is destroyed, and I have yet to re-
ceive even an acknowledgement of my letters.

A second major area in which antitrust enforcement has heen lacking is that
of ‘“predatory pricing” in the marketing of gasoline to the public. Prolonged
periods of below cost selling in certain of the gasoline markets has been used
time ‘and again by the giants of the petroleum industry during the last decade
and a half ro discipline, control and destroy competitors and to gain access to
markets. The price wars that started in the later 1950’s and that became quite
severe in the period 1962-1964 figured importantly in several of the mergers that
were previously discussed. During the last couple of years. gasoline price wars
have been rekindled. Very likely, before these price wars are over, the industry
will move another notch up the scale of integration and economic concentration
of power.

The method used to wage the selective price wars in the terminology of the in-
dustry is “Price protection.” By the granting of price protection, prices are cut
in select regions of the country, cities, or parts of cities. The way in which
the procedure works is for the major oil companies to hold up the prices in
markets which they dominate and to drop them in markets where they aren’t
making it, where a major may have stepped out of line and reduced prices, or
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where they want to carve out a larger share of the market. The practice of grant-
ing price protection amounts to a system of cross market subsidization and is the
means by which below cost selling is financed. As a result of the cross market
subsidization, tremendous economic pressure can be exerted by the giants of the
petroleum industry against smaller operators.

During the past two years gasoline price wars have intensified in certain mar-
kets to a level where they are having a devastating impact on certain competi-
tors. While public statements of some oil executives indicate that they are upset
about the recurring price wars, they are not hard to explain and have not just
suddenly happened. During the last three years, conditions have been estab-
lished which permit the acceleration of price wars. What the major oil com-
panies have done is raise the tank wagon price, the price that branded dealers
pay for gasoline, to artificially high levels throughout the country. They then
are in a position to quickly drop back prices in the competitive markets to un-
profitable levels of operation while holding prices relatively constant in the
major oil company dominated and monopolized markets. In major dominated
markets like New York City, Washington, D.C., Cleveland, and San Francisco,
the price structure remains relatively constant while it is dropping back several
cents in the competitive markets like Milwaukee, St. Louis, Wichita, Denver and
Los Angeles. What this means is that consumers in the less competitive markets
are subsidizing the lower price in the more competitive markets.

The giants of the industry, including Jersey, Texaco, Mobil and Gulf, led the
recent increases in the tank wagon price that carried the tank wagon price to its
artificial high level. From the artificial high tank wagon levels the giants of the
industry quickly dropped back prices to unprofitable levels of operations in those
markets where the independents are strong and they aren’t making it, where
they feel it would be advantageous to extend their position, or where they want
to discipline another integrated company for one of a variety of reasons. During
the past two years, as this squeeze has been exerted in select gasoline markets,
the price protection granted by the major oil companies has increased to new
record levels.

Recommendation 1.—The Connally Hot Oil Act and the Interstate Oil Compact
should be repealed. These laws have little to do with conservation, but rather are
instruments established by the U.S. Government which aid the major oil in-
terest in their effort to administer high and noncompetitive crude oil prices.
The Connally Hot Oil Act makes it possible for the market demand prorationing
states to regulate the flow of oil in interstate commerce. In turn, the Interstate
0il Compact permits the market demand prorationing states to effectively allo-
cate forecasted demand to the individual states. In essence, what these laws do
is enable the major oil interests (the production companies and crude strong
integrated companies) to adjust production to demand at the administered price
of crude oil. This is contrary to the way in which prices are established in com-
petitive industries. In such industries it is the interaction of supply and demand
that determines prices, rather than prices being first set with demand and then
supply adjusted to price.

If the Connally Hot Oil Aet and Interstate Oil Compact were repealed, the:
price of crude oil should fall to a more competitively determined level. However,
the extent to which this reform measure would actually work depends upon how
strong the oligopolist control is over crude oil supply and in turn over price. If
there are enough natural competitive forces at work in the supply of crude oil,
then de-regulating the industry will result in a decline of crude oil price from its.
high administered level. On the other hand, should the repeal of these market
constraining laws not result in the restoration of competitively determined crude:
oil prices, because of the highly integrated and concentrated nature of the in-
dustry, then it will be necessary to take still harsher steps to restore the forces.
of competition which have been drained from the industry.

Recommendation 2—The large integrated oil companies should be required to-
divest themselves of the major production companies that they have taken over
or otherwise gained control of since the middle 1950’s. These mergers have defi-
nitely been part of a trend toward increasing concentration in the petroleum:
industry and have contributed to the destruction of the normal forces of competi-
tion in the production of crude oil.

Were some of the large integrated petroleum companies separated from their
acquired ownership of sheltered crude oil profits, they would no longer share
the interest of the erude oil production companies in maintaining artificially high
crude oil prices. A major counterbalancing force would thus be established in the
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petroleum industry that would bargain hard for more competitive crude oil
prices. With the repeal of the Connally Hot Oil Act and the Interstate Qit Com-
pact, it is very likely that the crude poor refining companies would be able to
bargain effectively for lower crude prices.

While Recommendation 1 and 2 may seem strong, they would not be necessary
today had antitrust enforcement in the petroleum industry been at all effective.
These recommendations are intended to restore to the marketplace its regulatory
role of industry practices. Unless these recommendations, or others like them,
are implemented, it is highly likely that the petroleum industry will grow still
more concentrated, inefficient and insensitive to the demands of the marketplace.

Recommendation 3.—The major oil companies’ practice of granting price pro-
tection and other techniques for subsidizing select dealer operations should be
banned. Price protection ig the means by which the integrated petroleum com-
panies manipulate the retail price at which ther dealers sell gasoline. By so doing,
the giant integrated oil companies have been able to police, control and even
destroy competitors that endeavor to sell gasoline on a high volume, low cost, low
price basis. Such a practice is a violation of Section 5 of the Federal Trade Com-
mission Act that deals with unfair competitive practices.

It is rather clear what would happen if price protection were eliminated and
not replaced by another method of price subsidization. The top-heavy, inefficient,
and very costly method by which the major oil companies market their branded
gasoline would collapse. The mass merchandizing of gasoline on a high volume,
low cost, low price basis would replace the archaic methods of marketing that
exist today. In addition, the sales of costly brand-advertised gasoline would
decline. What this would mean to the publie is that the average price of gasoline
would fall, gasoline customers would no longer be discriminated against, retail
variety would be enhanced, and resources would be more efficiently allocated.

In recent months, one of the most domestic integrated oil companies caught
in the squeeze of price protection has been advocating the reform of the majors’
method of pricing gasoline. The new pricing plan calls for the elimination of
all price protection schemes and the substitution of a “refinery based pricing
plan.” All customers of a particular category would be sold gasoline at the
same price, plus a charge for the appropriate transportation cost of moving
products to the different markets. Some plan along the lines suggested would be
a marked improvement over the manipulating and predatory system of pricing
gasoline that exists today. However, unless the antitrust departments of govern-
ment step in and encourage pricing reform in the industry, there is little likeli-
hood of the much needed change being made in the major oil companies’ method
of pricing gasoline.

Chairman Proxmire. Very good. Well, I appreciate that and I
want to apologize to you, Mr. Peterson, for so suddenly confronting
you with this situation.

Mr. Pererson. I need no apologies, Senator. I just think if we have
some questions I can field them.

Chairman Proxmire. Very good. :

I think that is a fine attitude and it also, I think, will help to move
our discussion along very well.

You and Professor Allvine, and, I take it, Professor Pattersomn
are together more or less?

Mr. PrerersoN. Yes, sir, and the chairman of our legislative commit-
tee, Mr. Lou Kincannon, Golden Imperial. Indianapolis, Indiana.

Chairman Proxmire. One of the most startling developments in your
very excellent prepared statement—I did have a chance to read it care-
fully—also supported by Professor Allvine this morning, is this di-
vestiture argument, that you divorce crude production—is that cor-
rect—from the operations, from marketing and refining and so forth?

Mr. Pererson. That is correct.

The matter of divestiture at the crude level became a matter of
public concern to my knowledge 15 or 20 years ago. In the very early
days of SIGMA, it was proposed. I then took a stand against it, not
because I did not believe it was the one move that could be made,
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that would best effect competition in the marketplace, but because I
did not want to be so contrary to my own industry’s position. As
recently as a couple of months ago I was obliged to reverse my position.

Chairman Proxmire. I would like to ask both of you gentlemen,
Professor Allvine and Mr. Peterson, to what extent such an action
on the part of our Government, if we could take such action under
the antitrust laws or could enact legislation that would require such
action, how would it affect the economies of scale, and I am thinking
of the whole operation, the fact that it is very helpful, of course, more
than helpful, it is essential to have a Jarge amount of capital available
in some phases of oil development and exploration and so forth. To
what extent would you think that divestiture would handicap the
-operations, if at all?

Mr. Prrerson. The crude production or the total picture?

Chairman Proxmire. Isolating the crude production.

Mr. Pererson. The crude production position.

I think with separation between crude and refining and from there
.on down, that simple separation would give the producer, the inte-
grated producer, more capital to expend for production purposes. Nov,
whether or not he would spend it in the United States seeking domestic
.crude remains to be seen, would remain to be seen.

Chairman Proxyrre. Let me just follow that up a little bit. T am
not sure that would be the consequence; perhaps it would be, but let’s
look at it.

You have a very Jarge majority that is integrated. There is very
strong tax incentive for him to move his funds into exploration and
production. He takes advantage of the intangible provision; he takes
advantage of the depletion provision and so forth.

Mr. Pererson. Yes, sir,

Chairman Proxmre. Now, if you separate that so that the produc-
tion and exploration is on its own. he wouldn’t, as the years go on, be
in the same position to tend to shift his—and concentrate his invest-
ment in the exploration area. Would that be correct or not ?

Mr. Pererson. You are positively rieht, except I think from your
comment, you are presuming that a profit is currently enjoyed in refin-
ing, and that marketing for the major oil company is likewise a most
profitable operation. This is not the case, in my opinion. If refining
were a profitable operation, my company would like to be in the
refining business.

The fact that crude oil prices are administered and the values of
crude and the profits of companies are garnered into the crude oil
position for tax purposes and for control purposes, I think, that those
moneys which were presently lost in refining and lost in marketing,
.could be channeled back into production. This is one of our basic com-
plaints; that the values of crude come down into the marketplace in
the guise of price protection, extremely expensive construction, un-
necessary numbers of service stations, and so forth.

Chairman Proxyme. What position does your group take on the
-0il import quota program ?

Mr. Prrersoxn. The oil import quota ?

Chairman Proxarze. Yes, sir.

Mr. Prrersox. Simply stated, our position on the oil import quota
is it ought either to be modified or abolished. We tend very much to



147

share the opinion of the Presidential Task Force report. However,
we do fecl

Chairman Proxmire. You say you do share the opinion of the
report?

Mpr. Prrerson. Yes, sir.

Chairman Proxmize. So you would modify it, convert it into a
tariff?

Mr. Pererson. That, or as an alternative, to modify the program
so that competitive, refined products could be brought into inde-
pendent terminal operators for entry into the marketing area of the
United States as a competitive weapon.

Chairman Proxmire. What is your answer to the very strong argu-
ments that were made here this morning by Mr. Dryer, particularly,
and also by Mr. James, that this would just be devastating, in their
view, for the people they represent?

Mr. Pererson. Well, my response is this: When I entered this busi-
ness, lo these many years ago, we had 75 to 100 sources of supply
around the United States that would call upon the independent mar-
keter seeking his business. Today nobody calls on the independent
marketer, including the independent refiner, because the independent
refiner, as a factual matter, in spite of the oil import position, is not
in a position to generally be competitive and a reasonable source of
supply to the independent terminal operator or the independent
marketer.

I don’t think that supplying that independent terminal or those
independent companies would at the outset materially affect the refin-
ing, the independent refining, heavily.

Now, if the modifications would permit additional crude to come
in so that new entrepreneurs could enter the refining business, I think
it would be found that the independent refiner would fare better and
we would have some new companies enter into the refining business.
All we have seen since the oil import program is the diminution of the
number and the ability of the independent refiner and all of it is mov-
ing over to the major oil companies.

Chairman Proxarrre. Mr. Dryer, what is your answer to this? It
does seem logical. You said that while you conceded there had been
a decline in numbers of independent refiners since the import program
was put into effect, you say it would have been more precipitous, per-
haps would have been devastating if it had not been put into effect.
How do you argue against the fact there has been this very sharp
reduction ?

Mr. Dryer. Well, the sharp reduction occurred in the decade prior
to oil import controls and then that decline continued but at a lower-
rate for several more years. But in the last few years it has leveled
oftf and the number of independent refining companies has been ap-
proximately the same in each of the last 3 or 4 years, according
to the annual tabulation of refining plants and companies by the
Bureau of Mines.

Now, we know that the import program has played an important
role in supporting the independent refiner because it would have been
impossible for him to have continued to process domestic crude oil
purchased at a price substantially above the world price of oil, and
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market his products in a national market against the competition of
refining plants with access to foreign crude oil.

This is why the program, one of the reasons why the program got
underway.

In February 1958, when there was a question as to whether the
voluntary oil import program was succeeding, and what should be
done about it, and one of the main problems was that you had a host
of companies coming in saying, “We need to have access to foreign
oil,” and the 2 weeks Captain Carson had hearings and these independ-
ent refiners from all over the country came in and testified to the
competitive impact they were experiencing from products manufac-
tured with low-cost foreign oil. The effect of the program is to dis-
tribute that advantage among all refiners, whether they are on the coast
or inland.

Now, with respect to Mr. Peterson’s comment about his inability to
obtain gasoline from independent refiners these days, I would say two
things:

Fi%'st, that the independent refiner is available as a source for oil
for the independent marketer and thus assuring the independent mar-
keter that there is a source away and separate from the integrated
major companies.

Now, it does not necessarily follow that the independent marketer
will then buy from the independent refiner, particularly if, and this
occurs time and again, the integrated major can quote a price to the
independent marketer that is substantially below that which it is
charging its own dealers and substantially below what the independ-
ent refiner

Chairman Proxare. What I can’t get through my simple mind
is why, if you make available foreign oil, and it is cheaper and, there-
fore, the whole cost structure is reduced and, therefore with the elas-
ticity of demand you sell more of your product, why wouldn’t it be
to the advantage of refiners as long as they have access to this foreign
oil on an equal and fair basis with ve