
:

Mason Gaffu
Gaffney

l"L

Unfortriched Receniess The Briforum for
V

" Oil & Gas: Unfinished Tax Reform.

To Debbie Webster

patwas

MS

689-1677 koma

8715 Maguo
688-2328

helhot floor

MS for typing,"unfinished
isted Business "



1

V

J

GUIDELINES FOR MANUSCRIPT SUBMISSION

Natural Resources Journal is an international , interdisciplinary forum devoted to
the study of natural and environmental resources . The emphasis is on research
directly related to public policy . A principal goal of the Journal is to overcome
the isolation of scholars in various disciplines concerned with natural and
environmental resources by providing a wider audience for research from differ
ent disciplines . The Journal is policy oriented , and seeks to make research avail
able not only to fellow scholars , but also to decision makers who mold natural
and environmental resource policy.
Form for text : Copy should be typed triple -spaced , with quotations (inserts)
one and one-half, or single , spaced . Use a one inch top , bottom , and right side
margin , with a wide lefthand margin of two inches . Manuscripts ordinarily
should be no longer than 35-40 pages . Material being submitted should be
original, previously unpublished , and not under consideration for publication
elsewhere ; submit in triplicate , being sure to retain a copy.
Tables and Figures : Place each table or figure on a separate page from the text .
Outside dimensions must be no greater than 4½" x 7", with headings placed
inside those dimensions . A glossy original will be required if the paper is ac
cepted for publication .

Footnotes : Place all footnotes in section following the text . Type double
spaced . Follow A UNIFORM SYSTEM OF CITATION ( 12th ed . 1976) , avail
able from the Harvard Law School , for all citations . Examples of more common
types of footnotes: 97
BOOK: F. POLLACK & F. MAITLAND , THE HISTORY OF ENGLISH LAW

518 (2d ed . 1898). Ray
ARTICLE: 2 Frankfurter , Some Reflections on the Reading of Statutes, 47

COLUM . L. REV . 527 (1947).
3

CASE: City of Burbank v . Lockheed Air Terminal , 411 U.S. 624 , 626 (1973) .

STATUTE : National Environmental Policy Act of 1969 , § 101 (a) , 42 U.S.C.
4

*****

§ 4331 (1970).
REPORT: ' HOUSE COMM . ON UN-AMERICAN ACTIVITIES, GUIDE TO

SUBVERSIVE ORGANIZATIONS AND PUBLICATIONS , H.R.
DOC. NO . 137, 82d Cong., 1st Sess. 12 ( 1951 ).

Extensive mathematical formulae and theorems , as much as possible , should be
placed in the footnotes rather than in the text . The Journal has compiled a style
sheet for authors which is available upon request.
Abstract: Include an abstract of approximately one hundred words , on a sep
arate page.

Address manuscripts being submitted for consideration to :
Professor Albert E. Utton , Editor
Natural Resources Journal
University ofNew Mexico School of Law
1117 Stanford , N.E.
Albuquerque , N.M. 87131



Outline

;/" Oil & ges: the unfinished the reforess.

A 0 : Intro

t

-H

A. Beyken.
6

#

out

B.. Low Mater

( .

satifu ,

rernan . t/0

Defricing

has Jerez, price
HODN

4. Cument conjuncture hopelen

to other MarigoMangs

48,721,25.4.
Growing size & ascundancy of indy. $6,7% 70,72, 18go
to infinished bus.

tiway
wat war
sto ,68, 644

Bi Thompli

www. weds. Over burden on

to

wodd

rules.
be .Wichen racer.

1. Expressing intangibles_

iyerd

2. FTC

3. _Xf₁. priig, finthiing

nonprove in, exply, Cal .56, 576
rid

A. Widely acknowledged & dimmaredt discussed

J

No.

tretes
hi untwwwamGrowning undectanding that low-cost

oil, it runx = tuable capacity. To get them, must get to source ofsent.I
Foit Remaining Lorpheulen

Avui darking

purpoalle

(

3

36
wald

2



>

I.

**

T

1

++ 1. Cap. brain .
486, ST. Big gumis alread,55.55. 66, 6,69,74,7554,

2. To teplu ., remaining...
also on p.

ya. zz
66

B. : Thru

......

info, but by taking thought.

190,44

At time of choosing

38/39/4
weed vertinkg)

(6) Misc.

(

+ Is big matter, 45 ...

2 day berter

u

Unlimited, unlike

gluss durckly half

tökumul detaid ... 2,
.69

4. Stuut yo, 444, 48a
ThingsC.

back. Not Men bu invisible, but achieved camouflage. Exposed not
huseholds. +5,+4, 43

"Cinssen:.background "givens " that Mould be taken

or by

1. Abandonment of
55,55,54

lower Xcap

Occurs regularly, despite fuildup

31, 35, 37, 8583

15

2. Pre- lessing explu...""Scouting ""

X,X , 25, 44,44*,IT,
sion

comm. acreage. It..

Mybu)ITC, ..plus

(3) tes Cost clegln. a) flited base
6) tt.traumt. vers.14 24 33,
c) allowed for weighton! 32.

cout ceptu.
Cost deplus is not

2 , 4 , 60

(Post-leaning 1) 310,35, Mcdon, +

2

8

rigid.Moine

bijgestallrigid Marine

₁.1.1,70€

16, 10
Fart,lavewriteof 15

85
but no receptime



II.

111

#

‡‡
gt

Tey orden?be

to Effects

183,84.

to beday notahis.beting

6B)...RIE

effic..

26,

+ Posi-kating reglur
29.76.

Miciency.
A. luequity ist macro..

21 -

60
06

B. Allocative effects, univo
0. Dim for larger firms. 36
to

}û

Field une

più

f whis

Tux bias ind. discourage

opposite .

Prop. tux
imputadmie

manifest. Seferme

mic .

2. WPTetc.
deductible 53

ny mell146

67. Too slow to explore t clu.
3. tab. field goat wil for lubor

Defense ut. on

1

42. (eg.jim vives.

3

413.40

Ware )

caris head
la

Apound tit . Extensive_7. testreceivesetybos,
Bias to build repensable K --

1t . Biar to scouting (8) big stull. _83_
pre pipe camil .

2....
Rias to buy lenses. (Adam Smith saysthey aretoad. 49)(zero- num ? No, bur . i nic. to lessor .)

Free - vider problem. Fred Peturan saw one side
Other side is huge pop, to hoard acreage.

the free vider :vider ; but does the

to



4. Royalty preferred to delay rental, bes. take cont deplu.
Wouenn acreage goblin freezing problem.H 42, sta
st

5. Uneitiqu. penalized

6. Churning to A ent
H

H

H

-11

-H

H

#
H

acreage buildup don't

+

7. Bias to use. coulion bases fint.tcan't be sold clear, so might as well use; a
+ deport will be held back until a buyer is

Except 88

H

wenn w selling.
Nor does it munn no abendorg.. hultery upstum

Murm abd. buschalds.

826

deply. E.g. 79. The fact of

for labor

a megul strike
low cort, ...

found 81

1, Promote

4whene K um higher valence for labor.H

hi -ve

4

condemned,44

8. Abc. sustain's inly support for bonus yeters -88, which U.Smith
C..Macro effetsI sub emigy

a K-int. indy.; deprive indin
81

vent

3. Make the indly. more K -int, spread - out. 84



1

ITT.
-#

÷

H

H

-||

HE

tt.

generater rent.

=

-||

H

Conclusions, recommendas.
A...More fest. teca.fed. teren in some

I deal form.. is
But base is

it

B. State taxes

form.
on net rent, hi rute.

form.as imptat as

Move into impreempted your. 65.

a base that



Cup, gumi- outline

No lov timer

tale of leare, cup, gui
In some aspects, same as other vier

CC. expensed

lut.
featwi

Prop. Fue ifcumisi's
any

issube priceDel cors

ordy, to
evidence

pent
The defined until sule

Can cast by bankig ledert ist. 44A , 41
CetouIn

we ways not as good. Can defu tue
bitterIn other wayli

felay rental
3. She core

2.

1

SA Bayer
wait until male, but u..

forever

no compterpust
expensed, large part.

[Explu, pour lease, expensed

4. Is like ordy inc. in other
5.B Land not depreciable, elsewhere

1. Much acgn, cost expensed
Explu , pre - lease

Dry holes

Abandoned learn

on artuu lundi

wischen vie.

? st ARU

bur.55,675(20)44

( trented separately)

can deduct cout from ordly. nic.;.+ not
by o`stating price, convent

theme is

*

cap. guin. 48.6, ka probly sommer
that this has occured



Hi deque of separation of explu from pross. 30,60
19 141

big gamis attend
Leuchelden

.5.4, .55 . 69

W. 180 m.a.

2

n so well portional



H
Hrell.
It
H₂

++

H

|E

H

Cour deple, outlineCost

a.

to

bak Nor much left

But inflate by sale.
Seem to be routing.

Not clear to what extent controlled firm,
parents...

c .

as basic...Bonus, explu , with y1

Or if prices are reasonable .
b. accelerating deplin. (all deprean, is too fact,$L)
to. 2. Lourball reservar for fort - home write allfast

1. Other bun. term of live is definente.

3. Prin deplu, on cash basis, loweron cash basis, lower price levelpp. 5-6
4.! Factitions subdig ? ) ( 243)

A "wice -
No recay time when mors discovered, or on resale.

d ...There it....be enorkar rale, www basis

bad oner. 19A.
lost. 118

can

Selben who murive bonuser write of basis on
of one is good, toto haven't really

of Guri's !
Weite 1 from ordy ?



2

~ 12

H

#
it Org

it

Topics, Alunch article

#
~ 3 : Maliquam result of faithing to

cruti - conservation wasumm

it

To capture veut, oned 2 requisites is to find
Eurzy tuces do Mui...

for

~ 6:1

Pet. pays us tuxes, U.S.

is : ausing sellen of ITC

Purpose of ruig rents is
Or to

Non -parallel
put....

untain your after they've

lenn

For
you.

find some ofunt.

tax uent is receita. Muu

to lower orten

cousness.

leuce
pep

same true of all K outlayp, actually

've been

faces.
been lowered

gets boum, his is tucuble income

not deductible,

deyin... allowance was symbol of wax tongplade.
Abox

Partly bes. prufl; pently bus. I size: pently bus, of
ine., langilly thought to be uneared.

pustlypollu.
ai

natie of the
1975

Accordingly, prisime built in to repeat of depen. Meiled

great relief,w. in triumple for equity. Min. t1

rightcommen

One may wonder , however, how full the tricumple



# Fragionum: Oxy selling ITC, altres profitable hen wo

Reports of majons w. to to rives__#Mucable.H
H

2

W.Several care fackey losphater we stile w.us ..

EFC (as intery.). wiring interngibler; eff day_holer;
# cap. gumi; stufen xfr. ring to Mist pufie:

The Aus .here is that there is another loophole,
I never mentional in lit., not recognized as much;leve

by thevily)sep Mutis troming into mas. relative implicathat
expereining leasehwold bandonment.

#t
H

leil Cay gumis# This is like ordy, wi....Discovery creates value.
Gunna

H in other bumemes, i.e. discovery is the vidy, bus.
of explowns.

But finder sells for cap. gain. Thenyou
4buyer takes cort deptu.

This is#
on acqu. price

not as bad as to deply: theme, a hivalue
everbecame part of y₁= cliprival - deductible w/o wer

hary by taken into vic. fines.
you inte inc.; thun B chelucts 100 %.fines. Here, Intake

In other indies, this routinely happens to land.



a

~

but:

F

#
8 aftalt texploration.. tes↑

a) Not if held as muy...
6) hand not depreciable.
..). Acgn. cont not expensableaugu

- }

# Mayparat
H

Kitt Leased acver

11

IHow about living ryan, equipmentup
This is a Il spect of toopliole

Hb) - teismology: ne largest
-H growing bays

ww, and
1-0 mmaging .

H1 Now,

expedible, Pre +portlearnity. 9.30
?)

use of computer, t
usa datte from googlemmer.

satellite vinagery from herudsat,_Feoret, F

stagswingly vast.
CitiesSurice, 10.4 m.a (½1/3 muu

f. In nemental rev. stream from
22506 /y₁ by 1990 .

4 value culled from oil service.com

it Many big oils have left reple.
in. U.S.

# 1980, only- 1210 of funds expended books for oil &gas

was by bigoil. (.. umall wasse find, take

H cap...gamis; bij tuke cort deplu.) ( also,cort deplu.) ( also, small guys subcontinut
leaseholder wild by big.)(also, sove have explu. subs.)

Lottery rysteem, oil firms buy from specs.
I the work on

didact.

of ? )

new U.S.U.S. evvesy ust.
Requiver massive Kim...



T

IX~

~* Other burimemes if pay
term of leave( SL)

ix.
IF
#
#1

~ 16-1

But how much of this cap. int. will be treated in K ?

More cos, land acqu . w weither deductible vor depuriable..
oil, is bork, F. much is expensible,

-4 .

Expensing day holes isn't worth much if you

intangible anyway ?
But: here take ayou...cam

a) Tangibles, if not salvageable._
6) Leandhold bonus.

and.

pay bours for lears, whest amortize

those in

loss

you can clut to cap. intangobler quity,
holes...day

Is ITC available

on

you

can expense

but.

N

tangibles ? Probably

Exploration is all expensable. Unlimited. But you
munt then

expense all (but can set up rubs.)

expense

But when a mine "reaches the producing stape", there
prior cliductions une recaptured, reduining the cliplu. deduction

+ (p. 21, Pub. 535, complex + vaque, mainly vaque.)



-5-

Many stillqualify for to depln.
Jahit Deplu, in frigned requutily foren.propty. (p.26)

Can a laye owner this chivide himself & get lots of
to deplu ? Probably not.

TH

this.Reserve..recognition acety. Move to it, results from
FUSB seeing overriding implice of account

H. Getty clater

-H g . 33 :

21. a) Cost deplu. is on
no of total. umoved.... It

presumes
you can accountain. domment reformes____

-H (How blitkely they accept this u wie. thx! How

different from propty. rive attitude !)

6) Ald. coord. proy tux aunt. t cost deplu. Valuation.
+Owners will ever lowball for 1st, & alw for 2d

so, owners guis from low balling book.gain

They probly accepted shift|| cort dleplu. in

by know, they ed. lean on propty. Valuations to
H suppour "accel. "deply. " (de facto ).

puut
ttt

c) Besis is your cost, les prior leptn. allowed. Butpin
H.deply is allowed on
11 .

cach bais, at lower price level...

H



also

p.y

Thus,# owner A raker 41000 deglu. for 10 % of units,
(Price double, returid. +) field price quachaples. He sells for

New a 95 % .Lovvo.
H

#

HE

-6

4

11

can deplete 19.00owner can

to deplu. still allowed for._.
Royalty ownes. (to A royalty, reduce bonus )

Qualified indley " produs .
Up to 65 % of "your tweable nic._

Nat.gus.under firmi contract
(Rate: 2290)

Idry & hatiary missing(z.?my

Regulated not. gus,
-( Reg." old oil.?)

2.1.Title: "Unfinished business:
HE

T

agurds for the reformes."
you ...treat such properties anto

"Various special rules let
sepurate."p.26. This looks like an invitation

create factitions divisions to qualify •indep.";
H.to sell ammy intrids, at prices cale, to win. Max

burden.H



2

H

(mammad)
"small produces gett 22 % podeplu. on 1,000 b/d,

1,000 c.f. = 6 MLF wat,yan . (This must be 6000 MCF.)
To qualify,qualify, must or retail

=

or

It among

||

but

many exception, f. 29, including for bettiven businesses

under common control " etc.,
But

||

25"}
5-11

you

all props.
~ H propty

-H.gets the exemption, the
H₂

But if
a

-1

not refire

propty

41

have bought after 14

must divide the small producer exemption
havein which

you un interest .
has several owum , ea, owner

the full exemption .full

Then, a
No depln.
$105m/m₁.

Per plur., that is 32,000/day,

W, 9. parturn can get 9.000 4/dq
At $ 32/6 ,- that's $185,000/ day, at

$11.7.1 /9 .

medium size indep, drillen " ( -4, Brannon)Thurs f
"protected":"" It they do most chilling ?)

a bonus is ordy. income, bes.
reverting interest in the

an

keep

on

you1.28propty.i
(But if you sell the leave to Ie partyIch

H.2 .sumise !

H

cue

a continmuing on

a cup-quin



~
H

26: Lesson include bonus in income, beat

You can...take cost deplu.

-8

H there is produ, in that(do: a. 4 you.|| Spread out
H. 6. Unchentate reserves, deplett fast. Bonus is an

reduced by deplu, )

HE

~ Delayrental

advance royalty, tv royalty
taxable#F

Expersed by lever

absence of income .

yeu
bonus

~20.A.Exploration.

on boum, to the extent

Not clear, but Pub. 535 hints that lessons delect a

good deal of depletion from boum, in advance ofprodu.,
and there is no Mecks on this until leave is abandoned

REE (nest experimental)
Expenned.

1.28
over

is

in advance of income,

pay brum,12 Internet. always expensed, even tho used to
Hete.
tiis esply, strong effect here.

While this is minut, nature of oil bus, maker

ļ

f

Pre- learning, is part of acgn. of leave.
B Y. corts of job search

even

"



B. Post-leming.
rum ...

It

explu. von all repensed.
This may gururalproblem. all indy.

talarin all répused, regundles of fr...

Adın, ökend allocated to

be

|
11

main untivity

it
M

of leme improvement by other lenees, exped for

But this ofmured ties exply. favoroffirms whose
is inverty alred of payout

Externalities " allowed.
ec, .intrat,

owners of land adjacent to offshore oil levans have un
can take clepen !t Agria, p. 83.

sources.

9 -

Cost deplu.
Actual decline of value is

Miin, too.Bldgs. Fet

MA

a

1 EIN WWW.VI u

u

(tunk, Breeding, Burke + Boston

Millers Oil't has Tax~. CCH
Ic. Pevinnou

A.
juíyu

Nelaifer Kalten & Vagely, EnergyMurphy.
Ruushan, Grouch& Change, 1/19./Bennett + Heath 42 NTJ.334

on_u.g. basis is too fastU...
basis.proper

www

aí.



&

1.
36.

H

Nevals

Pero.Minis

-||
%tot90 deplu.

H expensed

H

||
34.

on

}

Most explu. is expensible.
Details muddled.get

tignia, pp. 90-92 , 18. 9. Shaefer, 14-2, cleaner,
But "orker than oil &gas " keeps cropping up - check this.
Expurning favors linse intd.. firm , always have

Came for abandonments.Ifor claductions.
The expenning option is buidning, you love flex. kunt muallfirm

Deduct's exp. explu.
untivited. Muifer. 14.2

If
lost

-10

was limited until 69...Theme formand

was a way of recovering land couns; other wee
deprec'd.

Adj basis =

This has h

But now, land cout gets cout ceple, u.p. baris,
tangibles +. unface devent.?t OF

sume.. as K ,

1. Adj. Basi's

have a use

' ?.5 act, unded To dipl .
Now tuke cost ceplu, on bonus.

Hifamula for this stufen, 1.4.-3 .

Cost teplu

on

ther dutnict freunt, of land. In bu.

bonus.

baris,[samme

fudge element !

are these time-depecc

There is a special

Bonus

Aomm + Σ future expected royaltion
E

how separate, when minual rts. Whe



+1 acquired w/o separate valuation !
2. "Expected future royalvies

you

tt
ItwhenH

It

H

||

34#.

it

then.
them

50

-ll

But basically this is
bunis is incomes

If you

asesit purtingyou

you provati by u..pr

he

well for before willing anis norund.

oil t

14~tt practive fume royalty expectus. ane raw, so

-H. they may be mumed to place low vauuse on them,
are ""speculative.".Has they

ok in concept. Boum less

if royalty is zee, you dledect withe basis

"finm expects of future royalty,have u

all rts. by selling boum.

a& Let

H
H

get full banii write-off.
has written off 1/8 of his basis .
obvence of the major problem

jutt

you

later.

no basis for this

tlessor sell 8 leuner. I uue abandoned,
The 8t4 hits But he

gus
This is the

a

h. No voy alty pd.

gas used in the field, inc.
Subs. for tangible implicit expensing(

no tux :
speech déplu

H Under of deple, les incentive for this.
Cup. guim aspect.



~ 41. 90 deplu. isno

((

~

Chir. 8.82

√42 Rian us. delay runted ?
No deplu.deplu. "allowed

+
gross

Double recovery of capt,
Grows now serious

vi kund

abandonment is
Basis is beautide

-12

t to the live.
H- ( But sule gets cap juin.

of. limit on

Morso

;;
w. cleepdeep gube

-H

H
•H

H
Hi susitizu?

dise overy.

over time.

an ordy, loss clustu. Chivelet. p . 138
ť in.. allocatedcort, unrecoveredall.

loves, roleof v....

etc...

Is tucul astuxed

When discovery "weater
an asset,

income to lisse & leun both.
1940 Bruun care, eg, 5. Ct. held, it is in, when a

lesson acacquiver bldg. at end of lime. Then, Eiser..MacomberAlt

does not force cash to luc, in kind is inc., aspass.
ů

!

cap

other benter.catereg. the other issuemany
Conf. repeated Bruun, 4 109. But never crose, re

rii cd. be courtined as

chúcovery
this A is

to, inc. in kind is redized upon chrisovung. But
not. Faxed, (unles sold") at time of receipt

cached lunden cash is bonowed)



-13
doubled bes

yoth. The infany ofinst. expensing isdetenedwhenwethinke placer.
borrow's on appreed, discovery value is way of taking out cask who the

leasesurvey, spent an

H
'81, lime sale.+

11.81 tracks, 201. bich

~to

1.75, apiapı

Intangible auser
track.

-H..
tt

Pt. Concepcion, duw $4.96 .
Times, 5/29/81.

-from explu : info

I weighboring
No rux.

you_lutuugible wealth from explu, escapes prop,tax, to do mostacset (over)
Xit The apprecu. is not recognized mustil sale.

have u usable asset .
W. orter land buy ahead of neech. Never have to sell.

altu4.9/tu_ _1515 yu or so

to help bid on

Value of this is inc. in kind, too.

acqu.

so you

-|| current value of 10x, inc. of x,...acquived for Ix.11

Can take out caste by bonowy; pay int from vic. of x;
the cash anjulene else.invest

loss on abandon uvent.

In most indin, this is incidental.
The main business .

In oil, it...

It was worse when you had to deply. mimusally. But :

a) Many still do

6) Can establich higher besis by sale

c) can deducteeneltractamentof Ill farto hist. basis byA



#
H

her. of bcation, I ber few stules wees,..t the majorassess

one that doen, Cal., nur 0-13 .& ·||
||

H



1

3

1y.

al

a) Until ' ?.6, levurage worked for chillers
lot, + deduct

11 be fauitionsH

-+
49

.

a

( Usung non - recouse town: ?)

6) Value of chilling rts. "often vartly overstated" for
rux los. to German ver.BW. 6/26/14 . Coitated

agency, but evidently also in :)U.S. before 16 "clump dan

lince setter gett. cap.quin,, ( buyer can expense from#1
he resells a lease

#ordy?) there is strong big guin in hi.
We_wd. have a

sheltimI ingunning of thewhiteamic indy. not
I that Pet's loopledea is aggresively divid.

so invitingWie||
H wordance

-14

you
lot based on grou spending.

| favorable
+
H systems

Adam Smith opposed

1.783 . quote.
Om treut.
Delay rent are

cd borrow a

a

Why not more

bouwen, wanted leaving the on them.
has revuse effect.

ordy. nic, no deply .deplu . Bonumes

to leven, but espy.but exposition to lesser.

which ed.price,
poor opinion of the

aruume

are more

indy support for alt. bidding
Favored tormt, of bonus.



~50.

is

HE

WPT is severe, but being

canust toop be in enough to tep most rent.
altho it is structured diff. rates.

-

muyway!
inc. Aax.

st. " Factition abandonment#H

WAT is

by Belid Equ.
Cal. Rule.468,&a provision of Prop...13 trust new

#finch as "new courtin ."
Also, sec, reserves resulting from higher prices

in thinuing fruit Frees.
trus but asratu,Mo
is recognized.

X IsaIs a feed.

-15

Not
paywall
former

Dovyslas.
Arad,V V

1

a

A

roughly
analogous

an excise, rater

separate issue.

tax deductible from feel. inc.
tux, etc. ((but wpt is !)

abandon cruent, ene. Then,upour

con benefit from 'haig leave punt. not called tuxes.
But accommodater them by

I. calling royalties tuxes !
uvs.

all fuel.

to leave

My topic

lease inse is
One deducte the "abandoned "

in thespace this released,
the other grown no appum .

inc. the ?

ore Mand w.stutter, but offishore
mre



~ seit

1

It
11

--#

- H

I wen gas is

~ 56.

be conted of oil prices will create cap.gumi1.
decouted likewire.Futur gas

$35/bbl oil =
$2.50 .

WIT

luc

16

Cal's low severance tux wan offset by its hi use

Ipropty. thx for oil, afd. to other stater -

H Prop. 13 clearly calls for an oil tue !
H

BW

$6/met

is to be plusedout, lutt 805:

H

:|| contesting this, 11/80.)
$ 230m(1) 290 of grous is

Prop. Fax being bed, Ken Cty, gor in the $!.
Now we can all share !

in .Ny is

H
#

~ 51. a) Under price veg, severance Faxes the passed thru.
to is N.Y's 2 %

gross

rux

11/10/80.

nat, gun, but ceiling on

$60m ,
#F

#
~ 58. wpr panedin weiter,

in N.Y.

More cap.gamil.

19.

saler (but N.Y.. wanwas.

o

d

gross = $11.56

•of gress.52 %0



I

|
f
#

Jo
a sale. il

Abandonment los

cap.

Indeps.
AW. 1.

#

*

account

-17

3/6/81

07
ordrinary It duluctible in full

loss, limited duductions,

for 8890d

61
"H Indeps. "reinvent" a higher To of Well lead cash than
# Majon in more drillingirer. PW,1.2, dopu,

Lot Cal ass and to thevollo

will lead prices. hove,

T

# Love, n. 66,

U.

KanK Re expler& drilling Medactions,rec
-|| ·11

Peckman, Fuad.Tux Policy. Ided., 17. M.5
Control of M.8..Blan

|| Shelton, Robe. Study Aniston Energy Tuen . un
of selected Tuxer

U.S. well.complet.

new us. neeves created by higten21 10.57, from 1.13.p

World levels of oid tuxu... au

Cumulypin

Energy Policy Study, Vol.17, DOE, 9/80.

higher them u.s.
61, from 4.45 citer Eng.1J.

higher than 85 90 of grow,
Faxg. A.S., me.

65 % of gross, ugul. vate
wpt is to end, and

ou

many fields, migul...
"highest rate is
have topleder, and

t upt at
and we

our K. flees to N. Sea anyway



1 .

Lo solutions?t
-H

H

IL

No. Landowners today set
# 6/22/81. (There

Li

Cal esply.

#

-18

Mon fed..tuen.a..

6. If fed. leave impreempted, 5th.
Fax ampway.no sev. tux.

1933
1945 :
1953 .

#1pressing

#
||

Care of slow work: Kuig Rauch.
long lummer.

#

gotHelplee)

+ slow performance, etc.

9.

Robert R.Melton, a

25 % royalties

bi

us adj. after 1-1.3.

20
yu 121 %

First inicenful well, id lungest reserver in Ts.? extensions

10.yo.
50

yu

Humble (now

Exxon) gut.n

sitting on unexplored acreage..
H

Forber

162/3 Tu royalty.
Klebey heir mes Exxon for

Eeyor o sounce cited, they neglected King bes. others were
them.

add this to Rothschild evidence.evidence too much



vje
-t. Tux rate as

#

H

#
H

it

VOT
41

+1

#budget cuttur

ti

The 26 lungest energy firms pd, an ave.
ff:

++

-19

1918 :
1919.

Source: DOE, Fach. Reporting System PE, 6/6/81.
UP!...Every

kients Taxed atSeet. A. 3, p.l,
Middle class rate."

Fuil, Rpty.System

Value.. of exemption above:
Royalty

stippen:

11,9 %

12,4 %0

New oil:

Summer 81_ www tax bill relieved royalty
thrippen also exempted..
wpt. on

an ave. U.S..inc.

is targeted for extruction

nur ( ufte 1/1/19) mil meduced.
$ 5.66

?

3.26

No,of wilt geswell drilledgun wells drilled in U.S.
1980: 64, 000

1981 :
1982 ;

83,000

88,000 frecaut

ourun

by

of upt...

BW 8/11/81

↓
de



x
Oxy selling ITC to Marsh & McLennan los.

H# " Although Oxy is highly profitable, it has little U.S

liability bes. of other the breaks ___
"

H rux

BW, 1/23/81, p.45

Ĵ 12.

||

||
11 1/135 X

1¢

it

Yux

H

gas/gal

oil t

1.16

$148.5.

Las taxes are not

· 20

It grown, faut.
t

Mobly
5²= 176-86

$ 1.16 feud.

not really

+highways . More like a benefit assut .
Nat. defense budget alas cd. be called partly eurmentetcommented

for oil.

gross

fed rews.

sales of gardine

on oil, bes. earmarked for

gen chilling plüsps for the studen au

"1981, "26 in publicby offered " programs.
$ 44-66 in' .pertly



H

-||H. mapping

#t
H

#

Seismology

grows very fact, for 3-d
beta

BW

is in

}

5

1..

now the largen put. wan

1/6/81

:ia) Oil's prefs, don't look to good relative to 'FI
il tux law,luvi w. 15-10-5-3.

21 .

"Elss" Landsat, Dessut, ← Magrat give date.+Abso

}But 1.5... 3 applies to _K ; _ vil gets it for land.
b) also oid hin us recup time problem . Anyone thehas no
who wis ac dejureen (but not SL)

i ca prautical matter forced into St, to eroid receiptis.
It New themedier of 25 % for R & D spending, 8 .

-441

~. 11.. Cap. lover, max. $6,000 (net of garis) , commi 50 %.
max. of $ 3,000 o//sut vs. ordy, inc.. (Avo. Snown, p-55)

+ Itwo, he rumable to aromo inferforusethefourfinns hause over come the 5-up.Munic

-||
fact

major overcomereasonable

~2P-1 Loake 5.
I dent.,

dev., 1980.

yr.
bes. oil firms

under. acreage

tiriat- and suidingby

yu.
20 maja firms

of computen,
underground

-liveby ineffecive in specshing

te at have acquired reserves of
can handlein

for greater than they

report have
KLANG 160m.a. undur., vs. 21.6m

These rep.As from :'76 of 439 +. 2.5 % .



It.This is reminiscent of the great gas station berund rush
of the sixties, when 40 % of all retard Mund in a+

typical wayon wityou, Muter, was wed by gas iter, mostlyarvind
H by majors.

||
H.

-||
+1

H

Dute acreare (m )

41
11

Dev. Under. Total

26.9 112.1

27.6

80/16 1.026

76

SU

-22

Sauce down't say
be

are

139.0

160, 181.8

1.429 1.35

Furnable

akt. in a

11 for those w.

theDr./Total

.19.
,15

(they may

an ofIt figures that satellite secunving reduces cont
extensive gambling, puts majon back into a sortof
wildcatting, new Wildcatting clown.
hauch, white collar wildcatting.

Mhe

It is allo

even money that this speen will #
boom of the 60s.the stu.asIt bully gus

they better covered by the the law of
must.

where acru are;
getting seisuric once - over,.e.g.

what "dev.". uneam

?).
or

ertunt, of abt. need not
boom.
K.

end us

need not hurtin

But if 50

abandon_

It makes acqu. mow attractive ,



F

t
·||

H

H

-H

#
-||
li

TH

Cap, guin by Oxy...

Betu field, offelhore of.Aan Pedro,

Cost : "11. qui
sale . 200m

Est. reserver:
$200 €

1 /25.5 mib .

25 khd in

-23

1975
1981

Produ. to begin 1/81.. lã
5

.11.y 150m

yrs.
5.8 mby15 kbd =

25. kkd = .9.1 mby
Res,'= 150 mb, est.

Timer

(" more

1/9/81

(Oxy's Muu)

= 25.50 m.b.

$ 7.84 per h. in ground

a. 11 % interest.

than room " )

150 mb/9.1 why... 16.5 -yes.
H But will begin t und slower,

15kbd to be reached in 3 yu ;

byMill, the ops, w . 50 % interest.
This is factert rate.

day has sold producng props. before.
|| Fed. Mane BrilliBrilly began '80 (5 yus. after punches).

No ustriction on sale of friedl. leme, evidently.



¡

8h..

Peted indy. urt. is
...cousti.resid.

-24

ina cost

is grily recognized U.S.
countives ...

now, 1981, 20 % of all non
AW, 11/2/81

indy...BW, 11/2/81, p .

tuker oil lus rhan ochen.
Advocates cite benefits, lower cost to U.S.

22 citing Roper Brinner, ARC.

of the system is, it biares levon & leuens
delay rentals Mun

an advanceau

+ work commm,itments,
encomang piling up inworked leneholds.| Belay muital is expensed, on for lunee
to lesson. but only, inc

Belay rented to be offset. us. future royalties, however, is
1 even stronger, but is not expensable bes held to be
H woyalty. Pulips p.2

Work commituit, brich, wells are 100 % capitalized.

146) if field is unitized, in treated asIf
all interugs. are caps.

one propty. Ther

abandoumit. If some simples well when fld. is uutized,
abandoned . ( avo, trees treatedmay not be claimed as

betti !)
||



~83.1. Pre-lening expl. " and dev...( Philips, p.3)
+ expened.

H Favorable totunt of such "scouting " (t of course

up of acreage.h costs encourages build
"((

H. Then after willtearing is in all unface cupl. is cap.
not expenied. "Xmas Tree"distinction.)Ŀ t port

Ver

7

~ 85.

J

·!|! Course screen, rather

86

#
H

1.87.

pre

-21

it sepreciable cap yet IT.C
#

8488;t

The incentive is to off lease laye ameager trife More a
than mall our Here fine screen

The more you abandon the better .

Delay untal treated quity.Ibe cost deplitud.mult

H
•H
|I recovered by abandonment .by

until sell.

costs au

eu delayed bonus,
plullips, 6

acqu.)

bouum.-.t ..v.V.
Cost diplu, incents w. to allocate produ. to lenner of hi

bought is slowly used.Cheaply bought is
But all cost deply. is from low anit, bes. 1/8 is

That minimizg incentive from cost

deplu.
a might, leave is worth more ubardound than

I producig, bu, of immediate write off.



/ 89
||
it

j

H

VAT
-41

of thed

+

Lessees might

Hover.. a
can

41

-H

until
udvantage....

you.
In calling stripper wells, can average per-well output

Even water - injection wells
DUE reg !

-26

field, evidently .
be included in denominator .

-H.geol.
11

+1.commitment ;

seem tot
consider abt.

prefer rogulbies to bonus ber

delay remat

Reasons for holding leases:

leuver to

1980 caseuse of several majon abandonning üracte in
Bult. Cangon " for the remom ".

A

In case others strike newby. Free-riding
"Last Minute exploratory Milling. cd. yieldctuyn to the area

A

Interp

& hope of technol, advance
clues to ana

A

Wait to last minute ber of

get info. for next biel.buy Ming wildcut

xit Imported mix.- preclusion of mich.
41

over

other wüurals , erg. Exxon in Wil, cu .



1

Mc Donald

94724 say hole expening takes care of most exploring

port-leasing, bes._that is what theydo
Explu, costs" wered by Mcts to include dayhedler, V.16.u...

but orhu you wits of unsuccesful expler. an

chill.

ument + 10

957

ordy ľ

arey reply.Explu costs

a . If not on

p.
tome loven go out of becimen.
Winnen who arte favons based on erging indly spending

ore then trying to claves the loves of others, including
those already deducted by others.

We96. by letting buyers deplete from their cars, we have in
effect returned to discovery

"L
value depletion ", only worse,

bu. AVD had been in applicable to bought props...

? ummire.

9.98...

expenned whenever some to
"crea of interest "au

1

w which there is further interest.
1. On areas of uit, expensed whene int ceases, i.e.

when no

2. Port- leaning,

27

meaning

find working.

move on
further explu, is contemplated

1..Pre- leaning when you.
on musender of propty p.17

en even.

w/o nominating



1

?

A
H

7

103 .

100

you

Lots Cost of buyurg ...

102; Tangibles

+

JA

Can even write of/ $ explu. before abandoning lease,
upor final deturatu. of worth lennen "

7

-p...7.

Explu corts allorable to produ
This is a small nu!

End MeDonald

Capel, bonus + caped, explu. are preated the same.t
8-16

cort- depletul.p.16,_4.15

on Moduung well.
Recovered their depreciation , not u.p.

is also deducted on

Lot Themeis no

reserves...

uns

Do for other expunt. produc; props.
incumwend: what iragguns i to brag for explu.?

are capel...

125_- __allocated & head is expened from produ, wells.
Gilion non.head, allorated to

a lower line.

reserves

known "

on

on

puly..

28

-producią props,20

entry.
Capel, int in werely syrubolic. Indep. est.

we meded to est, net worth... Thisis "wellwith

į. 23

balance sheet of oil firm for oil



;

101. Flies in ointment drilling
a. When will leave for a gain, intangible expenses are

vecaptured hilbut I, § 3.41 , 9;.PH , p.²106ras.. ordy. ii...
(w/o uit.

who influ adj)
( w/o decapture of dry holes, explus.

boucher)
Change widently occured 1975 .

me then deductible
6. "Explu. must be capd." PH , p . 4114. But this is

something of a misleading technicality. They

upon "abandoning the exploration project on theproperty.
c. On reaching producing stage, previously deducted explu.

recaptival. p. 2114. But how cl. there be
enry

previously deducted of explu must be capel ? Text unclean, mixe
minerals w. oil &gas ..

exps, are

sog. "Corts incurred by an existy business investigating possible
axe mually deductible. "inte a new liveexpension

Silber.1. §.269 Othen notp. 49

29

je Aurable explu equipment is capd; its deprem is expensed.

110. Expening interngibler in wells is probly duplicated in
that build then ami capt.tother businesses

H. Tux Treatment of Land Income, cite.
+

"



21.

2

H

3.

Notes

Belke: Place in text simply the numben,
consecutive from #1,

On
superscripts.

reparate sheet, type all the notes, which will

biblio
include the full citation!

There will be no separate

The above is NRJ style. ( They
notes and print them on

1. = A The Credit Bonanza - Luisson Wick 5a
1

BUSINESS WEEK 45 ( Nov. 23, 1981) .

Eungy

break the
the corresponding pages.)

up

Giant Taxed at Middle Class Rate , Riveniche

AL

PRESS-ENTERPRISES A -3, (june 6, 1981).

a .High -powered Drive to Raise the Gas Tax ,

BUSINESS WEEK 52 ( Nov. 23, 1981)

junnes Love,
"Bil Prodwion)-

The Structure of Simme Times on



4... Kemp & Cohen, Impact of Gil Production The_

H

+

( Jan , 1981)
++

# James Love, " The Structure of State Taxes on

it

H

-||

Notes, p.2

-+

PETROLEUM

Production","is(draft MS, May 1980).
The Energy Edge,

1.

ECONOMIST

12, 1981) .

5it Capital Investment , BUSINESS WEEK 22 (No.

ail

Roger Brinner, cited in BUSINESS WEEK 22 (Nw.^

2,1981)

6it What the Oil Drillers Gain from the Tux Brill,

BUSINESS WEEK 30 (.Any. 17, 1981).

l'anine Webber Co.

1981)

Investment Perspectivesde (Mid-June,



ttayy

Energy action,

8. Study shows Oil Companies Hoarding Potential^

Press Release (May 19, 1981).#1

||
||

Note, p.3

9. Date collected by writer, 1965, from Plamming Sept.,
City of Milwaukee.

(complete) 10. Calculated from The Fortune Ft Directory (1980).

Oil & Gas Lands,"

#|| Ausiniow M. ASIMOW, GILBERT
LAW SUMMARIES, INCOME TAX I
§ 341, a [11th ed., 1918).

PRENTICE -HALL , FEDERAL TAX COURSE

2106 ( 1980).

12 : PRENTICE-HALL op. cit. Biit - 2106

13 ! S. MCDONALD , FEDERAL TAX TREATMENT
OF INCOME FROM och + GAS 23 ( 1963) ,



CORPORATION,

41 different from monketprices

14. "forted prices "a are oftere were for the reporting
BUSINESS INTERNATIONALA. l
royalties, then trampur toy in the invent
CORPORATE PRICING PULICIES ..( ( 973)

(over)
15.: 9. Bagamery , In the best of families,I FORBES

92 ( June 22, 1981).

16

Notes, p.4

#

G. Brannon, Taxation t te Political EconomyTË

4

of the Energy "Crisis", Mead & Utton,

18

U.S. ENERGY POLICY 121 ( 1978).
INTERNAL REVENUE SERVICE#

11. faternal Peverne Sementer Publication 535,

it Expenses & Operating Losses+

Ibid. 26

Buinen

( Rev. Nov. 1980).

19. Oil Compassion Fight Well Ruling , Riverside Press B - 11

( Ian. 20, 1981) .



Fai just in
TAX INSTITUTE OF AMERICA, TAXATION
OF FOREIGN INCOME ( 1966)

D. Tillinghast, The Application of Section 482 to
24th ANNUAL .N.Y.U.International Operations.

INSTITUTE 1433 (1967).

Birincis



21;

#
20. M. Chivelstert,

J

CHIRELSTEIN,

Notes 1.5

260-61

Ibid., 69

23.

FEDERAL INCOME TAXATION

( hud Ed.a. 19.99 )

22,1 M. GAFFNEY, Fyr Treatment of Land Income
Fir

t-Coordinating. The Incentives and Public Policy : The Treatment

11 of Land Income , 4. S. Congres, Joint Economic

H Committee ECONOMIC ANALYSIS AND

AUBLIC PLIGT THE EFFICIENCY OF

GOVERNMENT 405 (1969 ),

The beintangible part is now subject to recaptume, howeven.
26* S. MCDONALD, FEDERAL TAX TREATMENT OF

INCOME FROM OIL AND GAS 93 (1963)#1



24 25

-||
25.2 CHIRELSTEIN

11

# J.K. MCNULTY,

27 MCDONALD

-11

28.

30

3/

19₁1. Ibid. 37

+

H
32stj

H

382it

38
H

||

350 U.S. 46. (1955).

38

#f

OF INDIVIDUALS. 362, (2nd ed., 1978) .(hud

Noter, pro1-6

LABE LOVE

Ibid ._62 , .1.2

op.

GETTY OIL CO., ANNUAL REPORT.62-65 (1980)

252

op.

309

it. 271
FEDERAL INCOME TAXATION.

.ut. 23.

op. cit. 13

U.S. 189.( 1920).

4.5. .461 .( 1940).

Why Oil Explorers tech German Backing,
BUSINESS WEEK 100

I

(June 26, (979) __



11

Notu,

"'

1

H

36H lavice Wilber it al
PALNE WEBBER et ai. tudustry
PAINE WEBBERK et al., INDUSTRY REVIEW 2
( March 6, 1981) .

hello.L.A. TIMES

H

||
38. K. Tumulty, Oil Milling Tui Shelters ,

H
1 ( May 5, 1981)

31€ Marathon Farms Out 3 Blocks off Ireland, Coven)
38 GETTY_ OIL CO., ANNUAL REPORT IS (1980).

39 .....|bid ...

H.
40. (Transuribe foute to Une) from p. 31 of MS.

-H

H L. Chavez, Occidental to tell trako , L. , TIMES_

1 ( Jan. 9, 1981)
-11

41 !.What the Oil Millers Bain from the Tax Bill,
A BUSINESS WEEK 30 (Aug. 11, 1981)

4241A. K. Tumulty arco Opens New Alasku Oil Field, L.U.

4342 Energy Action, op.cit. .TIMES IV - I. ( Dec. 11, 1981).



3.(Jan.L.A. TIMES 3 21. 1982)....

H

1

-|
||

||

1



+1.
.44484. MCDONALD , op. cit.

H

45445 M. GAFFNEY

H

Notes, p.8

OIL AND GAS LEASING POLICY :
ALTERNATIVES FOR ALASKA IN 19.11 3(...
( (9.71) .

46. 46. Oil. Firms Give Up Offshore Leaser , L.U. TIMES
1, ( ca. Nov., 19.80)4+

41. 46. G. SCHAFER, R. VISSE,. F G. HANBERY,
Humorg,6 1.1 /

the Achafu, N.Visse,d11

INCOME TAX- INDIVIDUAL
ELEMENTS OF

14-3 (1978)..
48.464. Reduce Crowding, Gain Tax Deduction , avocado (over)
49.471 CHIRELSTEIN 138

+
TO 48 SCHAFER et al.

57-49. Ihid.

H

ľ

ASSOCIATION,

accounting for

AMERICAN PETROLEUM INSTITUTE,
INDEPENDENT PETROLEUM ASSOCIATION OF

and MIDCONTINENT OIL AND GAS
associaTION

AMERICA,

(

JOINT
SURVEY 4 ( May, 1916.).

This come going this This survey covered 364 firms
an estimated 71 % of net domestic revenues from oil & go.

1

8-1 to 8-19.



GROWER 33 (Dec., 1981)

TE

1

||

↑

T



|Notes, p . 91
ļ

53 IT. J. Sweeney, offshore Oil Tract Draws Record Bid, L.U. TIMES

(May 29, 1981).
it fotit

H

HE

iš 55

it's

PRENTICE - HALL ,
2114 ( 1980)

MCDONALD 17

56 4 Finding Resoucer w/o Anillings..
ASIMOW & i.in 4.9, § 269 .1.15

FEDERAL TAX COURSE

(uly 6,1.981).

#

51 551 AMERICAN PETROLEUM INSTITUTE et. al.
11

lov. it..41

58.56. On p.10 of there noter

625457. Gas from Goo

GETTY Oil.co. loc. at

BUSINESS WEEK 56

PILMTIME 45 (April 28, ( 980).

K. Tumulty,
63 60 58.₁_arco "Opens New Alaska Dil Field !,. holl. TIMES

II - I., (Dec. 11.- 1981) .



58

56.Đ. " Clai'r Ghylin , general manager of Chevron's Land

Department, Wertem Region, said Chevron's bids on

the four southunmost tracks (santa Menia Bain

||
male) were based

$$#.

Noter, p. 10

+ Wells chilled on

acquired in

11.
H

(over)

·a

information obtenived from

adjacent Mhevron lease-holdings

sabe." J. Sweeney, op.cit.of
||

+ --Texas Oil & Gas Corp. chills mostly on prospectso
H

right next door to (its) own and other companies .
16

früch. "

has occurred

on

HE
|| FORBES 11.4 (Ful. 1. 1982)

59 567=1", Larry L. Sunch of shell vil "said shell und (over)
was determined that exploratory drilling

h.Mwith
60 SGA. The Gao

leased on
only 17 % of the federal tract's

the Pacific Shelf, 1970-79.

Outer- Continental shelf Learning, L.Q..TIMES !,
July 24 , 1981. (* )-

previous sabe.." J.

T. Mack, The Low Rollers, forbe



other oil
companiescompanies are

because of the possibility

oil or

keeping other leven

competitor will strike

He said companies also holdgus marby. He said

outo leases because last-minute exploratory drilling

61.56-B : Bagamery, of

emit ..

a

would
yieldeld important geological clues to the area,

"

Oil Firm Live up offshore Jeaner,

at.

of

1 .

at.



+
64 $9.

H

H

9 years after the events;

# 1967 rux return of Socal in 1976in California
-H₂

auditures in 1971. socal appealed the California

65 STA.
66 60

B

Federal audition finished this work on the

audit.

Notes, p //

+ L.A. TIMES 3
I.R.S.H s expertsapol

# of Equalization in Octoben, 1981.

$4.9

The case came to the Evind Bound

R. Fairbanks,

-million Tax Appeal Care to Open

(Oct. 26, 1981)..

-||
HP1.26.
H.
H.

I

SCHAFER
Selinfor et al., loc. cit..Àa

MCDONALD 16 4.15

69.67. INTERNAL REVENUE .SERVICE, Publication 535,62

interviewed in 1979
in the Oil and Gas Unit, Los Angeles (over)

W. LOVEJOY + P. HOMAN, (ove, top)



(594, cout.) METHODS OF ESTIMATING
RESERVES OF CRUDE OIL ( 1965) .

11

H

M

office, are familion with conditions three
Were
a year of part,

but only generally aware of current Margies

in this rapidly changing body of law.
Guy Phillip, Memo to writer, Jun. 25, 1977



+
68 ft .

69, 67

H

H

350

Special Tax Treatment of the11

|Mineral Industries , in 9.C. HARBERGER

M. BAILEY, THE TAXATION OF INCOME

H FROM capital 83 (1969)
H

||

Notes, prez
12

U.S. 308.(1956)....

s. Agria, t



Oil & Gan : the Unfinished Tax Reform I
Mason Gaffney, January 1982Introduction

In the heady early ' 70s , many of us sensed that tax reform was

had
finally on its way. The sleepy public awakened to its true interests.

ex
One of the few solid results of that climactic was victory over

the depletion allowance . For years this had been the quintessential

loophole, theThe symbol and a citadel of special privilege :

alujti
preferential , The benefitting industry contains the largest

the industry
industrial corporations ; and is our major polluter , directly and^

rents
indirectly ; oil income includes a high share of unearned euts ; andfetits;

the use of industry wealth in politics was feared as a corrupting

it was

force . Accordingly , the repeal of depletion in 1975 was hailed

with relief and satisfaction at a job well done , a triumph for

equity , efficiency , and righteousness.

But alas , we keep seeing disturbing news . Occidental Petroleum

metterennarCompany is selling its surplus tax credits to Marsh and Mckennan

ie 4
Company's "Although Oxg is highly profitable , it has little U.S. tax0 }
liability because of other tax breaks. The twenty-six largest

energy firms paid an average U.S. income tax rate of 12.4% in 1979 ,

according to DOE's Financial Reporting System , ( a source now targeted.

I scheduled forNatural ResourcerJournal , Summer,1982 .
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for extinction ) . That suggests unfinished business of a gross
^

order. While we may not know all the specific devices by which

the industry achieves these results , the results themselves would

seem to represent for the tax avoiders the substance of things

hoped for and , for inquiring public citizens , the evidence of things

unseen .

There is also a federal gas tax , of course. At 4¢/ gallon

4.4 Be 33it raises about $xxx /year. But the proceeds are earmarked for

highways , making this a user charge rather than a tax , and one that

falls far short of paying for the roadways required to use gas ,

especially the city streets where most gas is burned .

Why
P

One might regard WOT as an equipoise , at least since passage

in 1979 and imposition for part of 1980 , and until it shall have

been eroded by exemptions and retired on or before schedule , as now

seems likely . ( It's apparent impact is already halved by

deductibility . ) Or one might regard it as a separable issue , a tax

with its own rationale based on an extraordinary price increase in

which some industry elements were complicit , a price for deregula

tion , and a sort of " benefit assessment " to recoup some of the high
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military costs of supporting oil interests abroad .

there is a case for reforming the income tax treatment of oil .

Either way ,

From the first viewpoint it is to replace WOT with the structurally
P

superior income tax . Few economists support the structure of WOT,
too much like

which is little different from an excise based on gross . From the
P

second viewpoint , WOT is irrelevant , and the income tax should beWOT

made self-contained and neutral . In either case , income tax will

P
be here long after WOT shall have withered away , and we should.
begin now to set it right , for it will take many years . And almost

all hands agree that U.S. taxes on oil are below world levels , even
P 4

including WOT and overlooking loopholes

As to industry size and power , the products of retained
ve

earnings , these continue to grow impassively . While others at the

top of Fortune's 500 falter and stumble , more and more oil firms

work their way to the top ten , seven of which are now in oil and

↑

gas . Petroleum industry investment now accounts for 20% of all non

struction
residential contributions . Eighty-three thousand oil and gas

6
wells are being drilled in the U.S. in 1981 The incremental

B
revenue stream from new U.S. petro -energy is forcast at $250 /year



by 1990 . Twenty major firms report having 188 million acres (sic ! )

under lease--that is 5.2 States of Illinois --of which only 15% is .

developed . These firms are currently acquiring new leases rapidly ,
to 1980.8

up 35% from 19761976 This move is reminiscent of the gas station

land rush of the sixties, whenWhen some 40% ( sic ) of all the retail

land use in a typical American city ( Milwaukee ) was in gas stations.
Oand their aprons , mostly held by majors, but it occurs in spite of

-the-losses suffered when the retail space became excessive.-

4

Failure to tax fairly and proportionately an industry so huge

and dominating is of more than symbolic meaning . The absolute

-

dimensions are staggering. In addition , the value -added by the

industry is much less the product of labor and much more the product

of accumulated wealth than is the norm . Net worth per employee for
Standard Oil of California was reported (over)
maior cil *** pums well over $100,000 ,firme

recognition accounting

For other industri
■ WI
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Preferential

treatment for this industry is a form of preferential treatment for

property income vs. labor income , and for large firms vs. small .



at $ 234,300 in 1979 , to 46 times higher than singer
10labor

sewing Machine at $ 5,100 , a intensive firm.
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1

For all those reasons , tax reform is unfinished business of

high priority . While a hardened partisan might assume the subject
it

was dead during this Administration , imperatives of fair and

circumstance generally bear alike on all regimes . There is a huge

deficit to meet . There is a recognized overload on payroll taxes ,

limiting recourse to this well . There is a readiness to trade gas++
price deregulation for higher taxes. There is the threat of

rapid expansion by states into the vacuum of unpreempted revenues

left by federal dereliction . And there is widespread intellectual

recognition that low - cost oil is high- rent oil , and high rent means

high taxable capacity . The last point is hardly new , being central

S
to the doctrines of François Quernay and his followers ( including

Adam Smith ) over two centuries ago . But it has had its ups and

downs since then , and only recently escaped from traps laid by neo

enjoyed by oil and gas .

classical economists and re-emerged in the ascendant , particularly
WIFE,
HOT oil and gas . These are enough reasons to get on with the

unfinished business . Let us begin by inspecting the tax preferences
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Some of the remaining loopholes are clearly perceived and
Widely known

mist;
frequently recited ; some are seen only through a glass darkly;

Leave extra line
above wtopior headings .
both major and
minor.

UNIV

invisible, although gross, camouflaged
and some are virtually unrecognized, being taken for granted

but
as the natural order of things . I will itemize all , and expand

only on the more neglected toophotes points. The invisible loopholes

are not that by virtue of being ting or uninteresting.
A. Twice-told Tales : a standard list of tax preferences for

oil and gas .

1. Expensing Intangibles

The " intangible " costs of drilling and equipping

a production well are expensible . Tax economists now

generally recognize expensing of investments in durable

capital as being tantamount to 100% exemption of the

income imputable to the capital , except for small ,

undiversified firms that bunch up unusable expenses

in some years when other income is low . Some other

industries , notably agriculture , enjoy similar privi

rison
leges , but the standard of compassion , I submit ,

should be the wage -worker with his W - 2 Form , the
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median American who bears the full sting of the

nominal tax rates and for whose presumed benefit we

have a "progressive " income tax structure.

ensing
One advantage of expressing intangibles was

partly abated in 1975 when these outlays were made

subject to recapture when leaseholds are sold for a

"1
gain. Recapture of a fixed number of dollars still

leaves a substantial advantage , because interest and

inflation are unaccounted for . Note that other

expensed items like dry holes are not recaptured ; nor

are intangibles recaptured if there is no sale.

2. Dry Holes

If a well is dry , one expenses it . Of course had

it produced one would have expensed most of it anyway,

as intangible. What is added here is expensing of the

rest of it , the tangible part ; and exemption from

future recapture , to which " intangibles " have become(12
vulnerable since 1975 .
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Dry holes on dry leases would be deducted anyway

upon abandonment . Dry holes on producing leases are

U

the issue here . A field is developed by stepping out

until the pay area is defined by a ring of dry holes ,

which are a normal part of the producing lease .

The general issue is a denial of the capital

nature of all outlays that do not result directly in

outlays like
production : exploration , research , and lease acquisi1

tion . A reasonable man would construe dry holes as

part of the capital sunk in the producers finally

located by the total process . McDonald notes ,

unsuccessful exploration costs are an inevitable

k

part of the total costs of acquiring productive assets

13
and holds they should be capitalized .

same
^

Industry spokesmen make this very point when justifying
A

apparent high returns on gushers when taken in isola
out of context.
tion . What they leave out is that the outlays should

be capitalized , not expensed for tax accounting .
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In the beginning was the word , and the word was

"royalty , " meaning payments made to lessors per unit

of production . And the word was made "tax " by several

foreign governments who were lessors. The acceptance

of this transubstantiation by the IRS generates huge

factitious tax credits for multinational oil corpora

tions . These are used to offset taxes on domestic

income , dollar for dollar.

Profit Shifting by Controlling Transfer Pricing

Vertically integrated firms , often with many sub

sidiaries , have substantial latitude to shift profits

to lower- tax jurisdictions by adjusting transfer

prices on goods moved between tax jurisdiction . Tax

authorities wage constant battle on this front but , in

the nature of the case , often lose , compromise , or

14
give up.
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Residual Percentage Depletion

There are "a few minor exceptions " to the repeal

of percentage depletion . It is not clear that they are

er
so minor , or that presistent shelter-seekers cannot

widen them to a major exception .

Lessors or royalty - owners are the most glaring

exemption . Royalties qualify for percentage depletion

at
of 22%. Royalties today are no longer the modest 1/8

(15)
of yore: 25% off the top is more typical. That is

A

based on gross well - head value , a value added to by the

lessees ' wells which are normally much deeper and

costlier than before , and which the lessee writes off

as well . Of all the incomes in the business , lessors '

royalties are the purest windfall of rent , representing

no functional effort of any kind , but only prior owner

ship . The royalty owner bears no costs of finding or

production . There is normally no opportunity cost or

foregone gain in the usual sense , because traditional
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surface uses continue unvexed by oil operation. It

is hard to imagine any useful economic function , any

cr
increase of supply , any employment -eating investment ,

allowance .

$

eating

or any measure of equity that is enhanced by this

A second exception of wote is the " small producerucer

who gets percentage depletion on the first 1,000 bbl/d

of oil and the first 6,000 MCF /d of gas . To qualify

drillers/ "

for this , one most not refine or retail downsteam . The

effect is to protect the "medium- size independent

16

neglible. One

thousand bbl /d at $ 30 is $30,000/d or $ 11 million per

The value of the exemption is not neglible .

year . Six thousand MCF /d at $ 5 is the same again , for

a total of $ 22 million per year. If wells are shut in

for part of the year there is no loss: the daily

average is allowed , i.e. 365,000 bbls/year.

In addition , there are interesting possibilities

for multiplying this by dividing a property among
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several owners , using the partnership vehicle. The

exemption goes with persons , not properties , so nine

partners means nine exemptions . The cap on percentage

depletion for each partner is 65% of taxable income .

The tax shelter for limited partners with outside

income is evident .

The tax code is , of course , complex and filled

with traps for the unwary ; but perhaps also with

plums for the crafty . Public information from the IRS

M
on these points . 500 is even more opaque andJuw

evasive than the norm . This kind of bureaucratic

stonewalling invites one to surmise the worst . What

is accomplished by insiders and specialists with

private rulings and "various special rules " alluded to

(18)
but not specified by IRS is impossible to ascertain

fully without being heavily involved personally , by

which process , however , one is coopted and silenced .

What is certain is that there is a large tax shelter

industry in oil partnerships . Besides stretching
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the loopholes , this industry consumes a portion of

the gains to support its own effort , which are ,

from a national viewpoint , a waste of capable talents.

A third exception is for "stripper " wells ,

producing 10 b/d (barrels per day ) or less. Here the

effective cap is on a per well basis , not per person.

But wells may be grouped on a property , and some pro

ducing over 10 b /d offset by others producing less

The denominator of the mean is also inflatable by

19
including water injection wells , and perhaps by

other stratagems . Wells producing 15 or 20 b /d will ,

down
of course , be slowed to to qualify , as needed .

A fourth exception is for regulated sellers of

gas with old contracts predating February 1975. In

these circumstances there is equity in this , as

these sellers are being taxed by regulations . There

is also efficiency , at the production end , in off

setting the disincentive effect of lower prices on

older producers . On the consumption side , however ,
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this provision merely reinforces the anti -conservation

bias inherent in the price ceiling . It passes the

depletion allowance through to consumers . It increases

the supply of old gas at old prices , which utilities

ers '"roll in " to lower the average cost on which customers.

rates are based. It increases the spread between the

low customer rates and the extraordinarily high prices

paid for new field gas today . Tracing through the

whole system , then , the end result is a highly lever

aged rise in the demand for new gas , a transfer of

wealth to the majors who hold those 188 million acres ,

2. Capital Gains

and other speculators who have spent the last decade

and deal to deal
laying lease to lease in gas -prone areas .

Profit realized upon sale of leasehold enjoys

capital gains status , with all that implies .

In some ways this is no more preferential than the

treatment of other real estate ; in one way less so ;

but in many ways more so. We take those in order .
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Capital gains treatment in general is highly

preferential , and lacking in any deep rationale . It

has no support among tax economists , most of whom

subscribe to the Haig -Simons doctrine that gains

ideally
are income , and should be fully recognized as they100

accrue . It has no Congressional rationale :

S
capital gain preference has never received a systematic

"The

exposition in any official source. " It is something

a
they just went to do , not to explain . "The absence of

a clearly articulated set of policy objectives has

ben criticized by many. .Unsure of its own goals,

Congress has provided no more than a sketch .

rest .
A

of

what it wants . The courts and the IRS have done the(20) $
It has no Constitutional basis : "Congress

is free to treat gains and losses as ' realized ' pretty(21)
much whenever it chooses . " The usual rationales

are based on shallow and incidental procedural and

administrative matters ; or on incentive arguments that

have no application to land values , the major values
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whose nature it is to appreciate routinely over an

extended period of ownership , and qualify for capital

gain .

h
Wit any real property , carrying costs ( interest

and property taxes ) are recognized as they are expensed ,

while the gain is not recognized until sale , if ever .

The expenses are deductible in full from ordinary

income , thus being weighted two and a half times

heavier than the gain they produce , the gain being

only 40% recognized . The sales price becomes a new

basis , so the process is repeatable . The owner can

convert his gain to cash tax free , by borrowing on

it . Cash flow from the mortgaged property can cover

the interest , freeing the borrowed cash for new

ventures , with new untaxed gains , and so ad infinitum .

There is also step -up of basis at death ; deferral

of tax on sale , by various routes ; tax-deferred

barter ; and a host of related benefits that are part

of "capital gains treatment , " which is tender and
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solicitous in the extreme compared to the harsh

and relentless impositions on "ordinary " income from

working persons and working capital .

A very common way to avoid taxes , one whose

significance has escaped scholarly notice , is simply

to buy land in advance of one's own needs .

few years , one has a valuable perpetual asset for use ,

After a

bought cheap , with never a tax on the increase of

wealth , and no prospect of one .

It is as to the last point that oil leases are

less preferred than other land , because the corpus

of the enhanced oil value does become taxable income

tion by buyers . )

when sold in units of production , and cost depletion

is limited to historical cost . (We will see , however ,

can be
that this handicap is largely overcome by timely

sales , establishing a new high basis for cost deple

In many ways oil leases enjoy more tax preference

than other land . First , much of the de facto cost of
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mostof
leasehold acquisition is expensed : much exploration ,^

all
dry holes , and , abandoned leases . Each of these is'A
treated separately later.

Second , delay rentals are expensed . There is no

counterpart to this in ordinary land acquisition .

Rentals are expensed before there is any income , and

even in the absence of taxable income . Third , most

of lease development costs are expensed , because
+23(3)'"̂'" intangible , " or because they are dry holes.

Dart i subjeci iu recupture , hoTum in

This
•plase

7 Thus,

the asset value that becomes a capital gain is built

up by an accretion of fully deductible expenses.

Now discovering and developing pay zones in oil

rock are the ordinary businesses of oil firms , not

incidentals. The pay zones are their inventory ; they
24n

are dealers. In the leading Cory Products case

JS A6 (1055), it was settled that "Since § 1221

is an exception from the normal tax requirements of

the Internal Revenue Code , the definition of a capital

all



asset must be narrowly applied.

271 Me Ma
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TV ,

●

McDonald has noted that ,

25
Cha cistein,

362) , and it generally is . Stephen

.oil and gas deposits would seem to
fall in this category. (of assets that
in the ordinary course of business are
regularly offered for sale to customers ) "

fp . 20).

To be declared a "dealer " in other real estate is to

lose capital gain privileges . Oil firms do not

have this problem . Only timber has achieved a

comparable preference, with breeding herds
a distant third.

26

herds coming

Security analysts and accountants have become

concerned about the distorted picture of oil firms

that has developed because they do not report in

ventory increases , as other firms do . There is no

entry on the balance sheet of oil firms for oil

reserves . Capitalized investment is merely symbolic ,

and independent reserve estimates are needed to find

21
net worth ( Donalu , p . 22) . Accordingly , the FASB

finally
and the SEC have required Reserve Recognition
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Accounting ( RRA ) for 1980 reports . Here , revenue is

recognized at the time reserves are determined , as

opposed to sold . Nineteen-eighty reports contain a

wealth of new data on the weight of this factor ,

which could basically change the way we look at oil

firms , in the age of OPEC . Here is Getty Oil Company

as a sample. The increase in proved reserves in 1980

was $3.3b , or 3.18 times the Net Income otherwise

reported . In 1979 , the increase was $6.3b . or 10.43(28)
times the Net Income otherwise reported . The value

^
of proved reserves at 12/31/80 was $17.2b , or 2.07

times the Total Assets of all kinds reported conven

29
and about three times the market valuationtionally, and about three tim

of Cotty shares ( it has little debt).

The reported reserves are net of royalties .

Royalty owners bear no costs , so a 25% royalty could

represent 50 % or over 100% of net income . So for

reserver
every dollar of added value- reported by Getty , the
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lessee , there is a good fraction of a dollar not

reported , enjoyed by a royalty owner .

The increases were the joint results of findings ,

acquisitions , and price hikes ; and the greatest of

these was price hikes , according to Getty . One

could argue the details of SEC reporting rules , par

ticularly the assumption of constant future prices ,
low

a myth somewhat offset by a 10% discount rate .10%
But

Getty is careful to note that these estimates "should

not be construed as implying in any way a price at(30
which Getty would sell the assets . " A billion up ,

^

the real income of oil firms .

that reservefta billion down , who knows ?-- but it is clear we are

arepresent major
dealing with big , big money, and the larger part of

Another authority which is challenging the tra

ditional invisibility of reserve appreciation is the

California State Board of Equalization . Proposition

13 takes a recognition -upon -sale posture towards land



values , for purposes of property tax assessment .

But new construction enters the roles at current
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ar
market . The Boyd's Rule 468 treats new findings as

"new construction , " and also adds the increase of

(31
economic reserves resulting from higher price.^
Board he nang

tailed

owners ' revolt "

1
- ~~ U

public outcry , since exdemption for oil was a totally

in courtcunt and there will be no

unintended by -product of Proposition 13 , the " home

income .

The shadow of Eisyer v . Macomber ,

The

32
11 C

(1020) hangs over any discussion of recognizing

100

income before sale . But the application of this case.
depends
Hangen on whether reserves are a " capital asset " or

an inventory . If the latter , then other rules apply,
in other industries

and increased inventory is routinely added to taxable

this be , as I submit , the appropriate

stance , then the present treatment is a gross loophole

(33u
indeed . In the Bruin casecase 000 U.C. 401 (201017 the

court held that income in kind is income , even though
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real estate . Just as Congress repealed Brunin by

adding § 109 , so it could legislate that income

in kind is realized upon discovery. If this seems a

idea,
shocking,suggestion , that suggests how conditioned

custom.
and mind-bound we are by ontronched privilege, for^
anything less is preferential .

Another advantage that oil enjoys over other land

a new his
is that the buyer can deduct the cost from ordinary

income , as cost depletion ; and he can begin right away ,

on a unit-of- production basis . With other land , of

a new .
course , the new basis is only deductible upon resale ;

(normally) long
resaleng upon

Inflation the price of oil leases, bA the other

and thus from a capital gain , and after
period of ownership.

a

hand converts ordinary income to capital gain : the
will be

buyer's ordinary income is reduced by the seller's

capital gain , albeit witi a tag. There have been

occasional press reports of " abuses " but it is theľ
basic concept that is abusive , and we would have a
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J

poor opinion of our tax shelter industry not to

in useful pursuits.

assume that the possibilities are heavily exploited

usefully
by brilliant minds that might otherwise be employed .

A last advantage that oil leases enjoy over other

land is that they can be written off at all . Other

land is not depreciable (except illicitly by allocat

ing part of it to a depreciable building on it ) . Of

course , the tax depletion of oil has a rationale , the

land is consumed physically ; thus it differs from

other land . But that is only half the story . The

other half is that oil pay zones are naturally limited

and scarce; thus they resemble other land , and thus

they appreciate in real terms over time and generate

value increments routinely and massively , and in

ens1.
times like the ' 70s , sphationally. The exhaustion

of old reserves makes it all the more certain that

untapped ones will appreciate . Capital gain privi

leges to other " unearned increments " are in some
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by U.S. Steel, is "ferming

"out" three blocks of row

acreage in the Celtic
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small way compensated by non-depreciability.

Privileges to oil suffer no such penalty .

Oil firms are well positioned to use the

capital gains privileges because they have become

vertically disintegrated at the front end : exploring

has to a high degree been separated from produc

tion . Only a small share of the funds spent looking

for oil and gas is spent by majors . " Independents "

(35)are said to account for 88% of well completions now .

Drilling partnerships offered $26 publicly in 1981 ,(36)
and an estimated $ 6b privately Subsidiaries and

<
subcontractors are also involved (Large firms , in

q
turn , acquire proved properties . Getty , for example ,

spent 58% of its 1980 acquisitions budget on proved

(38)
properties , and more than 73% of its 1979 budget .

A

They spent more on acquisitions than on either explor

ation or development , with acquisition rising at a

(39
much faster pace , 1978-80 . This is not to say they

do not also acquire unproved leases , for we have



(New Arctic oil is now

42
totally exempt.

- 26

noted a vast acreage increase , too . But there seems

to be a regular " churning " of appreciated leaseholds ,

creating gains for sellers and new high bases for(140 4.Mc)buyers. (Torinsic liver,u
There are more gains to expect ahead. Decontrol

of natural gas is probably coming ; the nuclear alterna

tive is nearly dead ; the WPT is programmed to self

destruct in a few years ; and all three branches now in

Washington are more pro- oil than in a long time .

Royalty owners and strippers have already been relieved
of 4

Twentyby WPT, and WPT on new oil reduced,20 major oil firms

set
with 188 million acres under lease are well positioned

to gain from all this . Fifty lesser firms and a few

thousand individuals , families , trusts , parternships ,

estates , institutions , local governments and so on

doubtless swell that acreage figure much if we had the

data . We never will , but it is clear that capital

gains for oil is a large matter . Long lost in the

shadow of percentage depletion , it should now be
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spotlighted . As Stephen McDonald predicted in 1967,
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eliminating percentage depletion would have little

effect on oil incomes unless capital gains , which is

"a close substitute for percentage depletion , " were

(44)
modified too .

Interest

X₂

Interest is always expensed , even though borrowed

funds go to acquire " capital " assets like leaseholds

whose gains are mainly tax-exempt when
mpty they

appreciate .

While this is a general loophole for all landowners ,

it is of greater consequence in oil because the nature

of the major assets is to appreciate in situy as old

oil is exhausted . The preference involved in deduct

ing interest is compounded because borrowing on

appreciated leaseholds is a way of realizing gains in

cash without recognizing any taxable income . In

contrast , pity the poor working girl . She reports and

pays current income taxes on a big chunk of supposed

income which she hasn't received because it was
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withheld for FICA . Some other pension withholdings

- 28 .

have the same effect . But pension rights are not

tax.

-

bankable , as appreciated leaseholds are. So the worker

withoutwithout
gets a tax and no cash ; the oil firm gets cash and no^

Borrowed funds are also used to explore and

develop leaseholds . The proved developed property ,

increased in value , may then be sold as capital gain ,

principal ) .

with the interest expensed ( along with most of the

C.C. Invisible Loopholes

Several loopholes go virtually unrecognized , even in

the reform literature . Yet they are in plain sight . It

is rather a trick of intellectual camouflage . They blend

S
in with a background of assumption tailored to the attitudes

of a dominant group , and so escape notice . Even the

beneficiaries are likely unaware of them , but regard them

as the natural order of things . They may be exposed not

any

so much by sleuthing as simply by taking thought .
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Leasehold Abandonment

In the nature of exploration , several leases are

taken for each that proves productive. It is a

screening process . Something like fourth -fifths are

culled out and then abandoned . A reasonable person

would construe the cost of the four culls as part of

the cost of acquiring the one producer , and this is

the industry position when explaining the high returns

on the producing leases . At Prudhoe Bay the lucky

$50 Billions
winners got some $100 worth of oil on leases costing

only 6 Millions,(45)
a few million only , and reams have been written justify

ing this by the costs of acquiring and sifting through

other leaseholds , which were abandoned .

Now if the cost of abandoned leaseholds is part

of the real cost of acquiring producing ones , then it

should be treated the same , tax -wise. But instead ,

abandonments are expensed. The only outlay capitalized

is that for the specific lease that produces . Thus ,

some 80% of the de facto cost of land acquisition is
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expensed at an early date . Disappointing leaseholds
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are abandoned regularly , as in Baltimore Canyon

tax reasons givenrecently, with

On top of the benefits for lessees , lessors de

as the motive.
also

gain from abandonments . There is a formula for diluting

a lessor's cost basis by the amount of expected

royalties , and abandonment reduces the diluting factor

47.
to zero. A lessor who gets bonuses on five tracts to

on the producer.

get one producery can deduct 80% of his cost(on the

four abandonments, however large the royalties expected

Few other businesses have this avoidance avenue

open to them on such a scale because abandonment of

land is not routine in other businesses. A comparable

privilege is enjoyed by orchardists who write off

their early thinnings as abandonments and thus take

off
of three-fourths of the capital cost before a grove

(46)

(48)
is even mature. One writes off the abandoned trees

pro rata , but as the others grow into the space thus
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opened , no offsetting appreciation is recognized .

But on the whole , this ranks as an extraordinary

privilege , open to few .

Abandonment is much better than a capital loss.

It is an ordinary loss deduction , even though the

producing leases are "capital " assets when sold . The

basis for abandonment loss is leasehold cost , plus any

(49
unrecovered capital allocated to the lease. Most of

this unrecovered capital is exploration cost allocated

to the lease , for exploration must be capitalized

until lease surrender . One may also pick up a good

deal of miscellany not otherwise expensed , like

allocated overhead . And there is no limit . There is

no requirement to offset losses first against capital

gains : the gross amount is an ordinary loss . There

is no $3,000 limit , as under § 1211 for net capital

losses. There is no recapture , as with § 1231 assets .

As to timing , one can regulate this entirely for tax

advantage because no sale is involved .

50
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"3"

Putting it all together , the package of benefits

is extraordinary : capital gains for winners , ordinary

loss deduction for losers , no limits , no pooling , no

recapture , no constraints on timing . To be sure ,

§ 1231 assets enjoy a small taste of the same

advantage : they , too , get capital gains when they

rise , and unlimited ordinary loss deduction . But the

restrictions are much tighter . The class of assets

excludes inventories held for sale to customers (oil

deposits are certainly that ) . Gain and loss are

recognized on a net basis only , not a gross basis .

#TThe net basis means that to take an ordinary loss , you

ncome-must first report all your gains as ordinary income

quite a difference .e.] And excess depreciation is
51

comes at the front end :

recaptured . More fundamentally , the abandonment "loss "

is really part of the cost

of acquiring assets , rather than a loss on selling

them. The comparable provision in other businesses.

would be to allow expensing 80% of capital and land
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literature neglects abandonments entirely , so far as I

know. It is a gross oversight , especially now that

lease acquisition has become the largest single outlay

of oil firms .

2. Scouting

A large share of exploration cost is expensed , or

virtually so. Technically the cost is capitalized ,

and then deducted upon " abandoning the exploration

project or the property . Most preleasing explora

tion passes over vast properties before a lease is

taken , and we may surmise that most is soon deducted ,

under the favorable treatment of abandonment . The

position that is allocated to a lease is either deducted

on lease surrender , or under cost depletion .

Other established businesses may fare as well ,(55)
when seeking property to expand , but not routinely , on

such a scale . New businesses must generally capitalize

costs of successful search , and forget the costs of



unsuccessful search . Costs of job- search are , with

- 34

small exceptions , not deductible . Oil search gets a

much better break than job search , even though

conservative economists now attribute most what we used

high
others call the problem of unemployment, to the cost of

to consider the number one social- economic problem,

job search .

Expensing of early scouting forays is away up

front in time , and therefore much weightier than the

simple numbers reveal . Other businesses , too , succeed

in expensing this or that which are really capital

outlays that build up assets , but not on such a scale ,

so explicitly , or so many decades before taxable income

results .

Substantial sums are involved . Seismology used

in exploring is the second largest user of computers ,

after the federal government , and growing fast , for

three-dimensional imaging of the underground , and

sat 156.
interpreting data from Landfa , Geosat , Magsat et al .

development,Exploration ranks after lease acquisition, and1

•
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firms .

a

production expense as one of the major outlays of oil

57

Post- leasing exploration means drilling , mainly ,

and dry holes are expensed , even on productive lease

holds . Dry holes are an integral part of lease improve

In other businesses,
ment , as noted above . Normally , such things must be

capitalized for the term of the lease. Other post

leasing exploration is capitalized and recovered

through abandonment or--finally--production. But

overall , the larger share of exploration is written

off before production begins .

m
Inputed Income

m
Leaseholds generate substantial ipputed income .

m
Most inputed land income in all industries escapes

taxation . What is peculilar to oil is the vast area-

20
we have cited 188 million acres held by 50 firms.
alone--and the information monopoly at the lease lines .

The oil lease gives exclusive rights to drill .

Information gained is proprietary , and usually not
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even shared with the landowner , e.g. the U.S. Govern

ment . So-called dry holes (all expensable and non

recapturable ) may be at the lease edge , giving the

driller who keeps a " tight " ( secret ) hole a monopoly

158
of data needed to bid on the adjacent tract. This

valuable product ( or sometimes by-product ) is not

taxable income . The extra security costs of guarding

these valuable secrets are expensable , and they are

treated like the Crown Jewels . Exploration data may

also lead to finding other valuable minerals , as Exxon

has found copper in Wisconsin .

There is also a free - riding motive . Finds and

production on other tracts may raise the value of

unexplored leaseholds . A steady stream of new explora

tion technology may enhance the value of any leasehold .

Revolutionary advances in satellate seamuing (over)
New pipelines and other infrastructure may do the

also give lessees a free vide
same . Larger firms that can afford to wait like to

take positions in many fields in many countries and

regions , maximizing the probabilities of getting the



have created new incentives to get more land to lift
a coarse screen, instead of lifting lessthetight through

land through a fine screen . Farnable tax treatment

of abandouments further encourages this. This is a

new kind of wildcatting, with white collars and

dry feet.
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free ride . Each added tract leased raises the system

diversity , lowers the aggregate uncertainty , and gives

one another option . This benefit is universally

recognized , but never recognized as taxable income .

For these benefits it may even pay one to buy and

hold a lease and finally abandon it undrilled . Better

is to hold it as long as the landowner allows , then

(59
drill at the last moment . Major lessees today have

acquired acreage well in excess of their drilling

capacity , and we may reasonably infer that holding

leases for the pure gains of holding has become a

160
major element in the business.

>
In some areas , the monopoly factor may also rear

its head . Precluding unwanted interlopers can be an

advantage , where a few comradely firms have things
W

under control . Sefying up the leases is a good way to

keep newcomers from getting established .
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Field Use of Crude Oil and Gas

It takes energy to extract energy . The share

used in the field is surprisingly high , and growing

natural gas liquids,
Steamhigher as we get into heavy crudes , and so on .

2
injection can consume one -third of the oil produced.

Gas is often reinjected to maintain pressure drive .

In Alaska's Kuparuk field , 71 % of the gas will be

63
reinjected ; 29% will serve the field's own fuel needs .

Field oil and gas are not taxable until sold .

the other hand , field use is not deductible either ,

an excess , normally

but this is not quite a wash . For one thing , there is

large
a

thus escapes tax . For another , field consumption

(62

of value over cost , which

speeds depletion , thus increasing the annual depletion

tion between field use and hardware items , but the

On

allowance . We may assume there is scopfe for substitu

latter are tangible and must be capitablized , thus

creating a tax motive to prefer burning field crude

and gas , adding to our dependence on OPEC .
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5. Cost Depletion
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By the time we get to production , not much cost

remains
to recover , but there is the bonus , and any

exploration allocated to the producing lease . As for

tangible well costs , and leasehold equipment after the

"Christmas tree " (casinghead control ) , these are

recovered separately through depreciation and will not

concern us further .

The taxpayer solution is to establish a new basis.

by sale. No prior ordinary deductions are recapturable

save intangibles . The buyer gets a new cost to recover

from production . It would seem logical to transfer

leaseholds just before production , and this does seem

to occur regularly. I have not examined to what extent

subsidiaries can sell to parents , to what extent prices.

can be fudged , etc. , but the situation invites avoidance

several
on a grand scale and may be one reason the IRS is ten

64
years behind in auditing oil firms .
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The oil owner's next move is to accelerate

depletion . Building owners may accelerate deprecia

tion , too , but accelerated depreciation is recaptured

on sale , unlike depletion . Now that buildings get 15

year life anyway , without acceleration and recapture ,

oil's relative advantage is not what it was . But the

absolute advantage is still there , and worth a look .

term,
With ordinary leases there is a definite turn ,

and a bonus paid is deducted pro rata over the term of

the lease. With oil leases the term is indefinite and

ends only when commercial production ends . The bonus

r
on other cost is deducted per unit of production , so

one begins by estimating the number of units in place.

To get in the fast lane for depletion , one low -balls

the reserves , so each unit is a higher percentage of

the "total . " IRS lacks the expertise to challenge
consultants

estimates by the industry and its -̂
there you are. Industry practice is to define

> SO
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65
" reserves " in the narrowest ways anyway , so there is

little resistence to acceleration at this point .

After a few years of this , we have an interesting

problem when it becomes evident that the original

estimate was low . One runs out of depletion units ,

but the wells still flow. At this point one might

expect a recapture of prior excess depletion , but

there is no provision for this .

There is , on the contrary , a chance for double

depletion , when a flowing lease is sold in mid -life.

The buyer's basis is his cost , less prior depletion

allowed , which sounds reasonable on the surface . But

prior depletion is figured on a cash basis , not a

66.
physical basis. In a rising market the prior deple

tion allowed shrinks as a percentage of the new basis .

For example , owner A has a bsis of $ 10,000 . He takes

depletion of $5,000 , then sells to B for $40,000 .

B's new basis is $ 35,000 instead of the $20,000 that



would obtain if we figure that A used up half the

- 42 -A

cost depletion units .

Another route to low - balling reserves could be

factitious subdivision of tracts . One might plan to

develop a field sequentially , divide it into tracts 1 ,

2 and 3 , and declare only the reserves in tract #1 . I

have not determined how common this is , but the

regulations seem to invite it . "Various special rules

(67)let you... treat such properties as separate . '

Vast interesting possibilities were opened up

(68)
after 1956 by the Southwest Exploration Company case.
1000 0.5. 500 , 1900. Here , owners of land without

oil in it were allowed a depletion deduction because

(69the access to other s'oil was through their land .

Creative taxmen have presumably pursued this invita

tion since then .

6. Miscellany

For completeness , here are two more special

benefits ; for brevity , I say little more .
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Research related spending gets a 25% tax credit

in the new tax bill . It remains expensable . Research

in exploration and recovery from marginal sources is a

growing factor in oil and gas .

WPT is deductible from taxable income . Indivi

duals cannot deduct federal payroll or excise taxes

from their taxable income .
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