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The Honorable Donald M. Fraser
House of Representatives

Dear Mr. Fraser:

As you requested on January 15, 1974, we reviewed the petroleum
pricing policy over the past year as {mpiemented by the Cost of
Living Council and the Federal Energy Office. Currently, responsi-
biifty for the administration of petroleum pricing policy rests with _
the Federal Energy Adminisiration, which was created by legisiation, 7°

~ effective June 27, 1574. Before the creation of the Federal Energy

Administration, the Federal Energy Office was responsible for petro-
Teum pricing policies, such responsibility having been transferred
from the Cost of Living Council on December 25, 1973.

In accondance with our understanding of your specific areas of
interest, we obtained infurmation on

--new 0f1 producticn and costs,
--comparisor of sales of new aru old oil,

--the potential for withholding production and indicators that
production is being withheld,

--Justification for tha December 1973 dollar jncrease in the
price of old 911,

--the relationship of price increases to increased production
¢cnsts, and

--the effects of the price increase.

We briefed you and your staff on the results of our work on
June 11, 1974. On June 17, 1974, you requested additional informa-
tion, and we expanded the report to include (1) ofl production
statistics for 1970-71 and (2) data orn production decline rates.

Our work--performed principally at Federal agencies in Washington,
D.C.--included a review of Federal records and interviews with officials
of seven Federal agéncies that we believed could provide useful infor-
mation on petroleum pricing policy. We also irterviewed fndivicuals
and representatives of consumer affairs groups, trade press, refirery
assocfations, and State of] and gas regulatory agencies in Texas,
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Oklahoma, and Louisiena. In addition, information was obtzined by
questionnaire from seven major ofl companiec =xxon, Texace, Atlantic
Richfield, Gulf, Shell, Standard Qi1 of Cai:fornifa, and Standard 011
of Indiana. One o1l company, 1n agreeing to furnish data, requested
that we not disclose its name. Consegquantly, we have not identified
individual company data in our report.

The information presented at the June 11, 1974, briefing is
summarized below and discussed in detail in the appendix containing
background informaticn on petroleum pricing and our responses to the
questions you asked.

--New 011 production costs are not separately maintained by the
major uvil companies, consequently thay were unable to provide
us this information.

--Rapid changes in petroleum pricing policies made it difficult
to single out the effects of the policies on oil production.

--There are no {ndications that ofl companies are withholding
production of ofl,

With regard to the justification for the December 1973 dollar
increase in the price of old 0il, we found that the fncrease was not
tied to increased costs of production and that no detailed studies or
analyses were made to justify the increase. Primary reasons for the
increase as supported by our review of available documentation and
discussions with a key official {nvolved in deliberations cver ths
increase were to (1) reduce the gap between domestic and the higher
v rld o0il prices and (2) stimulate increased prosuction through
secondary and tertfary recovery methods. The official confirmec
that documentation in support of the aecision was not complete and
that, in particular, it would have been preferable to have had de-
tailed analytic studfes on costs, ylelds, and methods of secondary
and tertiary recovery as well as overall cost information.

As you are aware, the Chairman, Senate Comittee on Interior and Svolze?
Insular Affairs, and Congressman Charles A. Yanik requested information
non o1l production and pricing. As agreed with your office, we are pro-
viding them with copies of this report.

We have informally discussed the information in the appendix to
this Jetter with FEA offictals. We do rot plan to distribute this
report further unless you agree or publicly annource its contents.

Sincerely yours,
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PETROLEUM PRICING POLICY AS
IMPLEHENTED BY TPE COST OF LIVING
COTTCTL 24D THE FEDERAL ENEPGY OFFICE!

On January 15, 1974, Congressman Fraser requested that GAQ
review petroleum pricina policy over the last year as implemented by
the Cost of Living Courcil (CLC) and the Federal Energy Offi.. (FEO).
Six questions were asked regarding petroleum pricing and related oil
prodiction. These questions and the GAD responses, along with certain
backaround information, are set forth below.

In August 1973, to stimulate increased production through price
incentive, CLC established a two-tier price structure for crude oil.
The structure placed a ceiling price on domesticaliy produced crude
0i1 which equaled production in the same month of 1972, the base year.
When production exceeds that of the base period, the so-called new
0i1 and an equivalent amount of old oil could be sold at prices above
the ceiling. CLC publicly stated its policy to continue monitoring
the ceiling price of domestic crude 01l and 1ts intention to make
periodic adjustments in the ceiling price toward the higher world
price for crude oil. In August 1973 the average ceiling price for
domestic crude oil was established at :he May 15, 1973, posted price
plus 35 cents a barrel, or a total of $4.25 a barrel. Important terms
in tha two-tier pricing system are old oil, new 0il, release oil, and
stripper 011, which are defined below.

--01d oil1 is the amount of 011 produced on a given oil property
in each month which does not exceed production in the same
month of 1972--the base year. 01d o011 is subject to price
controls,

--New 0il1 is the amount of oil produced in each month on a given
property which exceeds production in the same month ot 1972
the base year. New ofl is not subject to price controls.

]Responsibi]ity for the administration of the petroleum pricing re-
gulations was transferred frem the CLC to the FEQO on Dec. 26, 1973.
On Apr. 30, 1974, the CLC atatutory authority expired, but the agency
was extended by Executive order to June 30, 1574. On June 27, 1974,
legislation establishing the FEA--FEQ's successor agency--became
effective. Accordingly, we have ysed the abbreviation FEA in this
report.
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--Release 0il 1s old 011 that 1s released from price controls.
For each harrel of new 0f1 that {is produced in a given month
a like amcunt of the old oi! production for the month is re-
leased from price controls.

--Stripper of1 is cil from a well which produces 10 barrels or
less a day. The Emergency Petroleum Allocation Act of 1973
exempted stripper o1l from price controls.

In December 1973, CLC, in furtherance of its statad psiicy an-
nounced in August 1973 when the two-tier price system was established,
incressed the ceiling price for domestically produced oid oil by a
dollar a barrel from $4.25 to $5.25. On the same day that the price
increase was granted, the President announced his decision to recom-
mend to the Congress a windfall profits tax on excess profits of oil
companies. Windfall profits tax legislation was introduced on Aprii
30, 1974, and is currently being considered by the House Committee
on Ways and Maans.
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The following table shows new oi1 production, the percentage of
new ofl production to total crude oil producticn, the average price of
new o1l production, and the average price for both old and new oil pro-
duction of the seven mazjor oi1 companies for the 7-month pariod from
September 1973 to March 1974, In some cases, the oil companies were
not responsive to GAQ's request for production and average price data.

New 011 Production and Average Price
s¢plember 1875 to Harch 1574

Average
price old
and new
New o1l (March 1974)
Production Percent of Average
011 compcny (thousands bbls.) total production price
A 11,389 15.9 10.05 6.80
B 24,618 18.5 10.06 7.35.
c 14,139 14.1 5.84 6.84
D (note b) - - - -
E 7,818 8.7 9.41 6.52
F - - 2. 9-49 6.33
G 22,900 14.7 10.11 6.88

3First quarter 1974,

bCompany reported a production figure of 38 mil1lion barrels for new,
release, and stripper 011 from Sept. 1973 through Feb. 1974.

CJun. and Feb. 1974.



Copy microtilmed

was of poor quality,

APPENDIX

Our questionnaire, sent to the o1l companies, requested the average
production costs of new oil, ¢1d ¢il, and stripper oil; but we received
no cost informatfon. Although not refusing to provide cost data, t'e
companies maintained that average costs were elther too difficult to
calculate or not available. For example, five companies informed us
that their accounting systems are not programed to break out these
average costs. Another company stated that this information was very
difficult to calculate because of the consideration given to allocated
costs of operation and overhesd.

HOW DO FIGURES FOR SALES OF OLD AND NEW OIL BY A SINGLE COMPANY

b= h E

The two-tier price system became effective in September 1973.
Previously, a new oil c assification did not exist. We obtained sta-
tistics on total crude 0.1 production from sever major oil companies
for 1972, 1973, and the first quarter of 1974,

Total crude oil production
1574
1972 1973 (1st quarter)

Compary {mi1ifon barrels)

A 138.3 124.0  31.0
B 219.4 227.9  56.5
c 180.9 174.7 . 42.3
D a308.3 a298.2 P45 8
£ 174.4 160.5  37.7
F 239.3 236.5  56.7
G

296.8 28C.2 65.3
Total 1,557.4 1702.0

3GA0 estimate based on reported average daily production.

bJan. and Feb. 1974 only.

As shown above crude 011 production for six of the seven companies
was less in 1973 than 1972. {verall, the decrease was about 3.6 per-
cent, compared with & 2.7-percent decrease in total U.S. production.

In addition to the yearly production figures, we charted monthly
producticn for six companies which provided such data as shown on
page 6. The graph shows noticeable monthly fluctuations and similar
trends for the o1l companies. HNone of the companies showed a steep
decrease in crude oil production.
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ARE OIL COMPANIES HOLDING BACK SUPPLY IN ANTICIPATION OF HIGHER
PRICE§ WHILE MANTPULATING PRODUCTION SO THAT WORE OIL FELL UNDER THE

CATEGGRY OF "NEW™ wHERE TT WOULD HOT BE SURJECT 10 CONTROLS?

We approached this guestion by (1) examining production statistics
to determine {f substantial declines were avident, (2) discussing pro-
duction withholding with State ¢il and gas regulator; agencies, and
(3) discussing ways in which preduction could be manipulated with the
major oil companies and trade assocfations. Although we arrived at
no conclusion on production withholding and manfpulation, we were able
to identify ways in which production could be manipulated to result in
more uil being classified as new. Crude of] statistics and manipula-
tion are discussed in more detail below.

10T and 1QTA e ‘} 1 n e e T

Between 1961 and 1970, _yt:a.‘_y cru production increased. Ir
November 1970, production peaked at si ghtly over 10 million barrels a
day, as shown {n the grapn on page 8. Sfince 1970, despite month-io-
month upward fluctuation, producticn has slowly dec?fned reaching a
jow of 8.9 million tarrels a day {n January 1974. In April 1974 pro-
duction was 3 million barrels a day which represented a decline of about
10 percent from the November 1970 high.

(4]

d
i

The bar chart on page 9 shows the annual percentage change in
average daily crude o1l production from 1961 to the first 4 months of
1974, Between 1961 and 1970, the greatest percentage increases in pro-
duction occurred in 1966 and 1967 when production rose by over 6 percent
in each year. During this 10-year period, production fncreased at an
average annual rate of 3.2 percert. Since 1970, average daily produc-
tion has declined by 6.5 parcent, an average annual rate of decline of
1.95 percent. Although productisn fn 1673 dropped by 2.7 percent from
that of 1272, through the first 4 months of 1974, production decreased
by only 1.9 parcent.

Average daily Percent of change from Percent of change

Year production preceding year from 1970
1970 9,637,000 - -
1971 9,463,000 -1.8 -1.8
1972 9,441,000 - .2 -2.0
1973 9,188,000 -2.7 -4,7
1974 (4 mos.) 9,013,000 -1.9 -6.5

The decline in production between 1973 and 1974 would not in itself
indicate that production was being withheld. Since 1970, average daily
production has declined. Moranver, the rate of decline between 1973 and
1974 appeared to e decreasing. Industry and trade representatives and
officlals of State regulatory agencies cited the following disincentives
for withholding proiuction.

--New 011 produciisn selling at uncontrolled prices.

--The practice of common drilling in fields would make it disad-
vantageous for one producer to withhold production since other
producers could increase their production at his expense.

7
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On the other hand, ways were suggested “c¢r manipulating productior
to result in more oil being classified as new 0i1. No specific evidence
was provided to support that withholding was taking place.

fine major ofl company responded by commenting on three ways in
which o1 production could be classified as new 011, These ways were
catejorized as legal, 11lagal, and questionable. Although the company
chose to comment on the 1ilegal and questionable means, 1t erphatically
stated that it had used only the legal means and would continue tc use
the legal means to have ofl classified as new oil.

The legal means involves {increzsing production through stimulation
techniques. Any increase in production over the base period results
in the additional production being classed as new 0il. The stimulation
techniques referred to include secondary or tertiary recovery, infield
drilling. and reworking o7 existing wells.

The 11legal mears of manipulating production relates to falsifying
producer certifications. FEA reglations require each producer of
domestic crude ofl to certify in w iting to the purchaser the zmount cf
new o1l produced. According to the oi1 company, in many instances, es-
pecially when tkere are multiple buyers in the same field or there have
been changes in marketing arrangements since tne base perjod, it is not
poscible for the buyers to determire the volume of new otl except by
reliance cn seller certifications. Consecuently, the ol! company szid,
tnere 1s tncentive and opportunity for improper certifications by pro-
ducer- =z11ers,

“he questionable means of manipulating producticn would involve
selective ownership changes which in turn would ailow redefinitior
of what quzlifies as old and new 0il. FEA regulations requira that
new oil determinations be made on the basis of an individual owner-
su:n right to produce rather than for fields, wells, or leases.

Mult ‘e ownership of leases and wells in varying percentages has
treated a huge number of ownership interests. There is the potential
that changes in ownership interests through sales, purchases, or
mergers could affect base volume determinations which in turn could
affect the volune of production from a lease or well classified as
new ofl,

We did not evaluate the merits of the 1llegal or questionable
mears advanced. We did howsver, discuss these matters with tha FEA
staff. They informed us that they were nct aware of any cases involving
the use of these methods for getting more o011 classified as new oil.
They monitor the figures reparted as new oil and are alert to any un-
usual changes in the amounts reported. In addition, they poirted cut
that the regulations provide for civil ard criminal penalties for viola-
ting the regulations.

Another way in which more oil can be classified as rew 011 15 to
manipulate production from marginal wells so that they fall urder the
clas~ification of stripper wells. A stripper well is defined by law as
a well which has averaged, over the past year, production of 1J barrels

10
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or less a day. While no evidence was advanced to show that this was
occurring, 0il companies or individual owners would have to restrict
production to 10 barrels or less for a full year to obtain a stripper
well classification. Further, in reaching a decision to restrict pro-
duction, oil companies or indivddual owners would have to make assump-
tions regarding (1) how leng the two-tiei price structure for oil will
be maintained and (2) the 1ikely market price for crude cil. Alse,
there 1s a potential that restrictions on production could affect re-
covery over te long term due to cil reservoir damage Assuming that
the orice of new 611 remains at $10 a barrel--the price estimated by
FEA in 1ts May 31, 1974, Petrnleum Industry Monitoring System Monthly
Petraleum Report--and the two-tier price system is continued, we es-
timate that over & 2-year period, for wells producing 14.3 barre]s or
less a day, there is an economic incentiva for of! companies or irdi-
¥;dua? owners to restrict production to obtain = stripper well classi-
cation.

We derived the break-even point of 14,3 barrels a day by considering
the orofit to be gained from restricting production to 10 barrels a day.
This yields future sales at the "new" oil price, but results in a loss
of earnings due to restricting production. A decfsion to restrict pro-
duction depends on the present worth! of the increased revenues at the
“new” price less the revemues lost from not producing in excess of 10
barrels a day.

WHAT ARE THE DETAILS OF THE IMDEPENDENT OIL-ENGINEERING CONSULTANTS®

R-EFKJR]S 5!1 ggt. 2 LErwlh v " AL NCA [ L JLLEL LR

PUR‘D)E AT _HANDY

We approached this question by requesting officials of CLC to pro-
vide us with all data in support of the decision for the dollar increase.
We were provided with four memorandums and two fssue papers prepared
befcre or on December 19, 1973--the date of the dollar increase--which
the Director, CLC stated had a direct bearing on the decision. These
papers deal with such subjects as the longrun supply price for petro-
leur, old o011 ceiling prices, petroleum supply and demand elasticities,
crude oll, and the pricing of domee*!s crude 0il. The documentation,
for the most part, was informal an. .. ®icifal. Five of the papers
were not addressed, two were undate~, - one had the date written in.

By way of background, the Dir i~ of CLC has stated that the de-
cision to raise the ceiling orice for old oil was made by the Secretary
of the Treasury as Chajrman of CLC after consulting with several adminis-
traticn officials including, in addition to the Director of CLC, the
Administrator of FEA and the Chairman of the Council of Economic Advisors.

n meking our calculations, we used a discount rate of 10 percent.

N
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Accurding to the Director, the critical discussfon preceding the decision
toor place in the Office of the Secretary of the Treasury at 7:00 p.m.

on fecerber 18, 1973, where the Icngrun suppiy price for petroleum and
appropriate tax pelicies, including an excess profits tax on the oil
companies, were discussed. :

Before discussing the detalls of the data in support of the increase,
it would be helpful to outline a few important points.

--As far as we can determine, only one cutside consultant was used
in support of the decision to raise the price of oil by one dollar.

~--The decision wes made by principal officials of the Depart-
ment of the Treasury, CLC, Council o7 Economic Advisors, and
FEA.

--In addition to the consultant's repcrt, data in support of the
decision came from CLC, FEA and Treasury staff papers prepared
for the occasion.

We were advised by FEA officials on August 16, 1974, that anothar
important point was that the decisfion was mace with the knowledge that
a wndfall profits tax was being proposed by the President. FEA in-
formed us that the decision was made in conte—plation of this proposal
and the announcement of the price increase was intentionally made on
the same day to emphasize the relationship between these two policies.

Consultant's report

The consultant's repy-t was in the form of an issue. paper ertitled
"Crude 011" and dated December 18, 1973. The consultant was Stanford
Research Institute (SRI). .’ were informed by the Executive Assistent
to the Director, CLC, that CLC had an open contract with SRI which
permitted certain individuals of the CLC staff to make requests for
studies and analyses. OQur understanding is that the request for the
analysis of the issue "What should be the near term pricing policy for
gg?estic crude ofl1" was made orally by a CLC official late in November
1973.

We discussed this contract with officials of SRI 1n Menlo Park,
California, and Arlington, Ya. We were told trat in 1971 the Price
Commission, CLC's predecessor agency, entered into a general support
contract with SRI which provided fcr three general areas of assistance--
quick rasponse, long-range studies, and input and data on specific
questions. The Issue paper prepared on pricing was under the quick
response category. One officifal pofnted out trat SRI had the right to
refuse any request that 1t considered ocutside i:ts area of competence.
Since 1971, the officfal advised us that SRI has prepared some 400 issue
papers for the Price Commission and CLC.

12
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In {ts paper, SRI listed a number of reasons for considerding the
ne=d for, and tne effects of, continuing or adjusting the price of
domestically produced old 011 and discussed in detzil 2 number of the
ressons. Also discussed were alternative means of addrassing the price
ad justment probiem-~-their implications, advantages, and disadvantages.

Four of the reagans which SRI described as desirable effects of an
increase were to (1) reduce demand for crude oil or its products, {2)
Increase supply by providing an incentive to encourage additional produc-
tion, exploration, and development, (3) discourage exports by pricing
nearer the world price, and (4) provide o1 producers a more egquitable
sharz of petroleum profits.

Overall, SRI concliuded that, aithough the objective of reducing
der:and would be supported by increases in the ceiling price, 1t was not
clear that such increases were sufficient or even necessary to accomplish
this end. Other conclusions were.

~-~Though it would be reasonable to allow some increases in the
light of earlier comitments to move toward domestic-foreign
crude price parity, it was Tikely that more modest allowances
would suffice and gvoid windfalls, excess profits, and other
attendant problems.

--It was by no means certzin that substantially higher prices would
stimulate more nsw preduction in the short and long run; equip-
ment shortages woylé in any casa, iimit short-run potential.

SRI stated that a more direct and acceptable solution would be to
increase prices through & public mechanfsm, such as taxation and pricing

rules.

The Arlington, Va., SRI official stated that SRI's paper was pre-
pared independently from industry influence but that it did heavily re-
flect input from CLC. He stated alsc that, during the pericd in which
the paper was prepared, certain SRI staff members were physically
Jocated onsite at CLC offices in Washington, D.C., and that they worked
with the CLC staff in preparing the paper. He pointed out, however,
that this was normal under thefr contractual relationship. He considered
the paper that was prepared a draft and incomplete and informed us that
SRI was not given time to obtain comments and refine the issues as it
nornally would. The apparent reason for this was the pressure within
CLC being generated to move rapidly toward a decision on the price in-

D -? creasa,
E3
57 Other documentation in
_g g suppcrt of the Tncrease
- o
y > The other documentation, having a direct bearing en the decision
K] § to raise the price of crude oil by one dollar included:

13
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--Undated memorandum prepared by the Energy Division, Cost of
Living Council, and sent to the Director, Cost of Living
Council in December 1973 on the longrun supply price for petro-
Teunm.

--Issue Paper date! December 7, 1973, entitled "01d 0il Ceiling
Prices," prepared by the Energy Division, Cost of Living Council.

--Fermorandum dated December 18, 1973, prepared by the Energy
Division, Cost of Living Council, on petroleum supply and demand
elasticities.

~-Administratively Confidential Memorandum on "Notes on the 9:00
a.m. Meeting, Tuesday, December 18, 1973, Concerning the Price
of Domestic Crude 011," prepared by General Counsel, Cost of
Living Council.

--Memorandum dated December 19, 1973, on “The Pricing of Domestic
Crude 0i1," prepared by the Director, Cost of Living Council,
for the Secretary of the Treasury.

Although the issues of the need for an increase ana the specific
amount of an increase were explored, we were provided witt n) detailed
studies to support either issue.

Reasons for the dollar increase

There were two primary reasons for the price increase. One reason
was that CLC was acting to implement its announced policy to continue
monitoring the ceiling price of domestic crude oil and its intention to
make periodic adjustrents in the ceilir price toward the higher world
prices for crude oil. The second reaso.: was that CLC wanted to stimu-
?ite increased production through secendary and tertiary recovery me-
thods.

He discussed the supporcing documentation with the Deputy Assis-
tant Administrator, Policy, Planning and Regulation, FEA, who reguested
the SRI study and was the key individual in putting together the
support for the decision. He confirmed the reasons for the price in-
crease, stressed the haste with which the documentation was prepared in
view of internally generated pressure, acknowledced that the SRI paper
was a joint effort,.and pointed out that the documentation presented
in support of the decision was not complete. He stated that it would
have been preferable to have had detailed analytic studies on the costs,
yields, and methods of secondary and tertiary recovery as well as over-
all cost information. Y said, nevertheless, that, in his opirion, the
decision was sound but the ceiling price should have been $5.00 rather
than $5.25. He offered no evidence to support the $5.00 ceiling price
except that he felt it was adequate to encsurage increased exploration
and drilling. The documentation furnished us indicated that several
ceiling prices were advanced by principal officials involved in the
decisionmaking process, ranging vp to $12.00 a barrel.

14
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DO PAST PRICE INCREASES ACCURATELY REFLECT

TRz

The December 1973 dollar increase in the price of crude o0il was
not based on any analysis of costs of production. The December 7, 1973,
{ssue paper on "“01d 011 Ceiling Prices” prepared by the Energy Division,
CLC, in addressing the {ssue "If crude price ceflings are raised, by
what amount should the price be increased?" contained the following
statement.

"As no additionel costs are involved and a cei{ling increase
in the price of crude would be based on other factors such
as world market prices and the desire to increase domestic
prices of products to deter demand, this 1s an arbitrary
decision.’

The general opinion of the major o1l companies {s that the price
increase will not have an immediate impact on procuction. There seems
to be no question that {ndustry profits have been increased as a result
of the increase 1in the price of old oil.

Effects of price increase
on o1l production

It was difficult to single out the effects of the various Federal
actions--two-tier price structure, st pper well exemption, and dollar
increase--on crude 011 production. Ve obtained information, however,
from the seven major oil companies on e affect that th: dollar in-
crease had on their production activity, particularly secondary and ter-
tiary activity. In addition, we developed some Informetion which indi-
cates that the increase achieved some favorable results.

Secondary and tertiary activities

Overall, on the basis of the o1 companies respcnses to our
ciestionnaire, a significant amount of their domestic crude prcduc-
tion has resultea from secondary recovery techniques. On the other
hand, production from tertfary recovery was reported as insignificant.

Generally, the rajor oi1 companies stated that the increase in the
price of crude oil stimulated additional secondary 2nu tertiary acti-
vity. WKe asked the major ofl companies for their secondary and tertiary
treatment costs, and in essence the replies were that this information-
was not available. Reasons given included accounting systems not
differentiating between the costs of secondary and tertiary treatrent
and the lack of tertiary treatment activity. We were, however, able
to obtain data from another source which rela%ed price to production.

A backqround survey of major ofl companies meje by the Energy Poiicy

15

BEST DOCUMENT AVAILABLE




APPENDIX

Project of the Ford Foundation immediately preceding the major increases
in world ofl prices, compared the amount of oil recovery using secondary
and tertiary recovery methods to various wellhead prices of crude oll.
This dats indicates the potential focr incressed production from {m-
proved recovery techniques at various prices, which is shown on the
graph on page 17.

As shown on the graph, the present rate of oil recovery using
existing secondary and tertiary technology is estimated at 31.4 percent.
Using this as a starting point, we plotted three lines representing in-
dustry's response. The left-hand 1ine represents the midrange estimates
for oil recovery by 1978 with no improvement in technology. The middle
1ine shows midrange estimates for oil recovery with improvements in
technology to 1985. The right-hand 1ine represents the highest estimate
submitted for oil recovery through secondary and tertiary techniques
to 1985. Applying thf maximum projections at $8 a barrel to the esti-
mates of oil in place! as of January 1971 (latest data available), by
the National Petroleum Council {NPC), it becomes apparent that secondary
and tertiary techniques offer potential for fncreased o1l recovery.

This is shown in the lower right-hand portion of the graph.

Other production activity

From available statistical data on drilling activity, discussions
with officials of trade assocfations and State regulatory agencies, and
information received from the seven major ofl companies, we obtained the
foll?wing indications that the price Increase achieved some favorable
results.

--In 1974 average drilling rigs are estimated to be 1,390, up 15
percent from 1973, Not since 1965 have there been an average of
over 1,300 rigs drilling. This is shown on the graph on page 18.

--In Texas, new drilling applications have increased 49 percent
between the first quarter of 1973 and the first quarter of 1974.

--The President of the Oklahoma Independent Petroleum Association
informed us that at least 25 percent of the operating stripper
wells in Oklahoma would have been plugged in the last 6 months
if 1t were not for the price i{ncrease. He stated that befare
the price increase, it was more profitable for stripper well
operators to pull the pipe and casing and sell it or use it
for new drilling operations.

--A major o1l company informed us that a direct result of the
economic incentive provided by the two-tier system and the dollar
increase was that, through April 1974, 344 previously shut-in
wells had been returned to production with a gain of 2,126 barrels
of o1l a day. Also, the company is reviewing all of its shut-in
wells to determine whether they can be returned to production.

Copy microfilmed
was of poor quality.

1The estimated number of barrels of crude oil in known reservairs

prior to production.
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APPENDIX

--Ancther major oi1 company {nformed us that estimates for 1974
showed the company would experience & 20-percent decline in oil
production, but as & rasult of the dollar increase this estimate
has been revised to 7 percent.

" Effects of price increase
on industry profits

CLC did not make any estimates of the impact that the dollar in-
crease would have on industry profits, although some of the documentation
prepared in support of the {ncrease acknowledged that the increase would
add to indestry profits.

The December 7, 1973, issue paper on "01d 011 Ceiling Prices,” pre-
pared by the Energy Division of CLC addressed the question of industry
profits. One of the arguments listed in the paper against a price in-
crease was that a substantial increase in crude o0il prices which is not
based on cost increases would mean increased profits for ofl producers.
In addition, the paper discussed four options dealing with the require-
ments or restraints that should be corsidered cn the profits associated
with the increase. These options were (1) allow producers to reap the
additional profits, (2) require that only a portion of the additional
costs b2 passed through by refiners to consumers, (3) require that pro-
fits in whole or in part be used for exploration, secondary ofl recovery,
addiftional refinery capacity, or research and development of other energy
sources, and (4) racoup profits by an excess profits tax or decreased
depletion alliwance. The Birector, CLC, stated that an excess profits
ta: «sas discussed in the December 18, 1973, meeting of principal Federal
agenzy officials the day before the price increase was announced.

The SRT in its {ssue paper prepared at the request of CLC on oil
pricing policy aliso addressed the question of profits. The SRI listed
as a» inpact of a:price fncrease the creation of sizable windfall profits
to oll producers. It commented that these profits would be hard to
Justify unless some means were found to recapture them throtgh either
taxes or a requirement that the profits be used for exploration and
development.

On August 16, 1974, FEA officfals informed us that the President’s
windfall profits .ax propesal was specifically discussed at the December
18 meeting. They advised that this proposal was deemed imrortant
since 1t would have the effect of depriving producers of excess prof?ts,
thus mitigating possible adverse consequences of gradual increases in
the celling price of old oil. Thus, they stated CLC was sensitive to
the possitle excess profits problem and was aware that efforts were
underway to deal with the problen.
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