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Dear Mr. Secretary:
This letter is in response to your invitation to members of the
National Petroleum Council to comment on the Treasury
Department's tax reform proposal.
The proposals affecting the petroleum industry would surely lead
to a reduction in oil and gas drilling activity in the U.S. if
enacted. As a long-term analyst of this industry I am deeply
concerned about the consequences of such a development. I am
even more concerned that a misperception of the oil industry's
tax burden has encouraged this proposed change.
In March 1984, the Petroleum Industry Research Foundation
completed a study on this subject, called "The Tax Burden of
Large Domestic Petroleum Companies, 1974-1982." I have enclosed
a copy. Among the findings were that "large petroleum companies
carry a higher tax burden per dollar of revenue than U.S.
corporations in general and that the large petroleum companies
pay higher U.S. federal income taxes per dollar of net income
than the average of large U.S. corporations." We used several
data sources to analyze the issue, and each set shows the same
broad conclusion: far from being "undertaxed," the oil industry
pays a higher rate than most other industries.
Since our study was published, the Joint Committee on Taxation
of the Congress has issued an update of its examination of
effective corporate tax rates, including 1983 information. It
shows a 1983 average U.S. tax rate on U.S. income of 16.7% for
all its sample companies and a rate of 21.3% for petroleum
companies alone, confirming our findings. If the oil industry's
special "Windfall Profit" Tax ($11.7 billion for 1983) were also
to be considered, the petroleum industry's federal tax payments
per dollar of income would be still higher.
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The Treasury Department's proposals to eliminate the expensing of
intangible drilling costs would inevitably reduce exploration
activities. Lower levels of exploration activity can only lead
to higher imports and a program which leads to increased import
dependency is one that has not only economic but also national
security implications. Import dependency carries its own costs,
as we have learned. The size of the Strategic Petroleum Reserve
takes on new importance as import dependency rises, limiting
program options for the SPR.
The Treasury asserts that the intangible drilling cost provision
"promotes an excessive reliance on drilling." Available data do
not support this assertion. The ratio of annual U.S. crude oil
production to U.S. crude oil reserves dropped throughout the 7year period 1977-1983, for which DOE data are available: from
the equivalent of 11 years in 1977 to 10 years in 1980 and 9
years in 1983. During this period total crude oil discoveries of
6.2 billion barrels (exclusive of revisions and adjustments) were
equal to only 30% of total crude oil production of 20.7 billion
barrels. If this is the result of "excessive" drilling, where
would we be if the drilling rate were to be lowered as a result
of the Treasury's proposals?
Implicit in the Treasury's proposal seems to be the assumption
that market forces would correct any excessive decline in
drilling by raising the price of crude oil if U.S. production
should fall as a result of the tax measure. However, since the
U.S. is, and will remain, a major net importer of crude oil, the
price of domestic crude will continue to be determined by the
cost of imported oil, almost regardless of the volume of domestic
output. As you know, of course, for the past 3 1/2 years world
crude oil prices have been declining, in nominal and, even more
so, in real dollars. Up to now the decline may be viewed as a
correction for excessive previous price increases. However, all
current indications point to the likelihood of significant
further price declines over the next several years. The
synergistic interaction between a further decline in prices and
simultaneous removal of a long-standing tax incentive for oil
drilling could lead to a substantial reduction in the upstream
activities of U.S. oil companies.
The proposed accelerated phase-out of the Windfall Profit Tax,
while desirable in principle, would most likely not offset the
negative cash flow effect resulting from the elimination of the
expensing provision for intangible drilling costs. For newly
discovered (Tier III) oil the Windfall Profits Tax should be
insignificant from 1985 on because of the combination of
declining market prices and rising inflation adjustments of the
base price used for the tax calculation. The Treasury's
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estimated cash flow relief in 1988-90 on the other crude oil
tiers appears to be overstated in the light of recent and current
price trends.
In sum, the Treasury appears to have used the myth of the oil
industry's low tax burden as a foundation for its tax reform
proposals.
The facts show a different story, one where the
industry already carries a relatively high tax burden and the
policy implications of the tax change carry a potentially high
penalty in terms of future domestic petroleum reserves and
production.
Thank you for this opportunity to comment on the Treasury's
proposals.
Sincerely,

/John H. Lichtblau
President

