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Stanford G. Ross**

I INTRODUCTION

(il and . gas operations are the single most important activity car--
ried on by American multinational corporations. Five of the largest ten
11.8. multinational corporations are international oil companies. The
hook value of U8, investment abroad in petroleum approached $25
hillion in 1971 and represented almost 30 percent of total U.S. du‘ect'
investments abroad.

Despite its great importance, there is almost a complete dearth of
information on the subject of U.8. and foreign taxation of these interna-
-tional oil operations. There has never been a comprehensive study pub-
lished by -either a government or private body. It is hard to find even
partial data necessary to an analysis of the tex situation of the major
‘companies, While there is a vast general literature on the tax laws:
-applicable to foreign income, the particular application of this law to the
ail industry is sy sparse that one can count on the fingers of one hand
the number of sxgmﬁ(.ant articles that have dealt apemﬁcaliy mth thls-
subject.

What information there is indicates that U.8. oil corporatmns pay.
very low taxes to.the United States, Thus, one estimate is that in 1972 -
the 19 leading oil companies paid about $700 million in federal income =
taxes on & net income of about $11.5 billion or an overall effective U.5.
rate of about 6 percent. In contrast, these companies paid about $5.1
-billion to foreign governments. If it iz assumed that about one-half of

- the net income of these companies was domestic and about one-half was
foreign, and that a sufficient part of the $5.1 hillion of foreign taxes was
used as credits to offset residual U.S. taxes on the foreign income, it
would mean an effective U.S. tax rate on domestic income of between
10 and 20 percent and an effective U.8, tax rate on foreign income of -

*This paper is largely based.on testimony presented by the auther to the Subcommit-
‘tee on Muhtinational Corporations, Committee on Foreign Relations, United States Sen-
ste, on January 30, 1974, For 2 more detailed légal analysis of the provisions discussed
see Rogs, Structuring for International (4 gnd Gas FExploration, 2518 ANN. INSTITUTE ON
O & Gias Law (Scuthwestern Legal Foondation, Feb., 194)..
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Adjunct Professor of Law, New York University School of Law. Vice President and Mem-
ber of Counci!, International Fiscal Association: and a member of the District of Colum-
hia, New York, and California Bara.
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close to zero, Of course, 1972-was a low income year for oil companies,
particularly as compared to 1973, and the assumptions here are very
rough. However, if not precisely accurate, these estimates are sufficient:.
to suggest the problem. We: are basically dealing with a major U.S,
industry that eperates without pa} ment of significant 1.5, taxes, This::
raises four basic questions; - '

1. How dio American international oil companies achieve this highly
favorable U.5. tax treatment? What sre the key tax previsions and how -
-t they operate to praduge this virtual exemption from 1.5, tax on: .
foreign income? S
2. What is.the rationale for these key tax provisions? How did these
key provisions of our tax laws develop historically?

3. What proposals for referm of taxation in this area have been macie T

“What changes would be needed to preduce s more substauntial fax’
~contribution from international oil pperations?

4. What are the likely effects. of proposed tax reforms as compared

" with the present system? What would be the ultimate wnsequem,es of.

iax changes affecting the oil and gas industry?

Having raised these four questions, let me hasten to say that I.
.cannot hope to set forth complete or definitive answers, The most that
¥ van dois to, prcwde such thoughts as I have that may be relevant to:
the answers..

1. NA TURE OF THE ACTIVITIES OF INTERNATIONAL OIL-
COMPANIES

" Two complex areas of the tax law are applicable to the activities of.
418,08l companies, namely, that dealing with natural resources and
- ‘that dealing with foreign income. The interaction of the rules in these
“two areas raises a host-of difficult issues at-both the technical and policy
Jevels, For example, the question of the U.S. credit given for the taxes
imposed by Saudi Arabia raises the technical issue of whether they are .
Hincome taxes” and the policy issue-of whether, however they are ¢lassi-

‘fied technically, they should be fully credited. Before dealing with the -

major technical provisions and the policy isaues they raise, however, it
is necessary to briefly classify the operatiogs of international il compa :
‘nies in a way that permits analysis for U.8. tax purposes.

" First, there are those activities which are the core activities of oil -
-and gas companies, These involve, first, exploration for cii and gas;.

next, develapment of ol and gas properties once found to a point where -

they are ready to produce oil and gas; and, third, production of oil and.
gas, the actual lifting of oil and gas out of the developed-wells, _
Second, there are those activities. which are closely related to the
core activities. These inciude storage of oil and gas once taken from the-
ground; transportation, usually by shipping in tankers or through pipe-
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:lines; financing the basiv and related operations; and ancillary service . -
activities such as insurance and administration. Also in.this category-
one might include marketing of the crude ail or refining, since most’
major oil companies are integrated- operatmns which carry on these ac-:
tivities as 3 normal matter,.

Finally, there are those activities which are essentially unrelated to
‘the. basic activities. These cecur, for example, when an international ofl
company invests in a petrochemical complex to utilize certain of the .
-produets of its refinery or sets up its own controlled retail operations or.
‘invests. its income in real estate. While many oil companies carry on -
these activities, they are not necessarily required by the core oil busi-
ness. ' :
With this categorization of activities as a framework, { turn to an -
analysis of the federal income tax treatment of these companies.

HIL° KEY TAX PROVISIONS UTILIZED BY OIL COMPANIES.

_ There aré at least eight key aspects of U.S. tax law which must be
-undersiood in order to have an apprecigtion of the tax treatment, of
internatmnal oil companies. : :

A__.' . 'Expéns_ing Intangible Dr.ii_iin-g and Development Costs

- Expensea incurred during exploration and development may he
..written off immediately in full under the tax’laws. This applies to ex-
- ‘penditures made both abroad and in the United States. Expenditures -

‘made abread must be made through domestic subsidiary corporations, .
but this-is a formal requirement that generally presents no practical .
‘problems, Even if a foreign country requires use of a local {foreign) -
-corporation to explore and develop il and gas properties, agreements -

- between the requsired foreign corporation and a domestic subsidiary cor- ..

--poration can make the domestic corporation the entity holding the eco-
-nomic interest and entitied to receive the U.8. tax deductichs,

These deductions incurred in exploration, even those incurred -
‘abroad, can immediately offset U.S, income. This 1.8, income can be-
‘from any source, such as domestic retail operations or even real estate

- ventures, Assuming the company has sufficient. income to use the de-

~ ductions, the U.S. Government in effect is absorbing about 48 percent -
of the expenses incurred by oil companies in the expimatmn and devel- .
-ppment of new cil and gas properties. .

The tax treatment here can be contrasted with that applicable to -
manufacturing industries generally. With respect to manufacturing in-.
-dustries, amounts spent to secure a new plant are allowed an investment -
tax credit and depreciation. The investment tax credit provides for an -
immediate write-off that is an extracrdinery allowance. But while accel-
-erated methods are available, depreciation basically must be taken over-
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the useful life of the property. Thus, the tax treatment of oil and gagis ~
significantly more favorable than that of manufacturing gene:aily in.
‘terms of the immediate deductibility of capltal costs,

B. . Percentage Depletion Allowances-

~ The removal of a mineral from its natural reservoir during produe-
“tion diminishes the guantity remaining until eventually the recoverable
supply is exhausted. The exhaustion of a wasting asset iz considered to:
‘be depletion for which the tax laws must take account.

"There are basicaily two types of depletion. Cost deplet;on repre*
sents a write-off during removal on some appropriate basis of the actual
costs expended to.acquire the resource. Percentage depletion is an artifi-
cial allowance based on an arbitrery smount of the income received from .
“the removal of the oil and gas from the property. The current rate of
depletion for oil and gas is 22 percent, Because it is an artificial allow-
-ance, it is not limited to the costs incurred, which, as noted above, are
generally already expensed as intangible drilling and development costs. -

‘Btudies indicate that, generaily, percentage depletion allowances may -

" _provide tax deductions which over the life of a productive property re-

cover 10 tp 20 times its cost. The major lHimitation is that. percentage-- :

depletion cannot exceed 50 percent of the i income. from the property in
ANy one year, .
Again, percentage depletion is available with respect to production
activities abroad as well as in the United States. As will be seen below,
when taken on foreign income it has an 1mportant interrelationship with
the foreign tax credit. '
Certain other mineral properties also receive depletion allowances,
although generally at a lower rate. Qil and gas are not unique here, ex-
cept to the extent that the allowance is more generous and that one of
the reasons other mineral properties receive this allowance is hecause of
ansalogy to the oil and gas provisions, There is nothing comparable in
the case of manufacturing industries. The investment tax eredit is an
extraordinary allowance, but it represents a one time incentive designed -
to induce the initial investment whereas percentage depletion is a con-
tlnuous allowance as Iong as the taxpayer denvea income from- the prop« .
ert’y ' :

" Foreign Tox Credits

“The United States generally aliows a credit against U S, tax’ for :
taxes paid to a foreign govemment on income earned abroad. There is
a direct credit for income taxes imposed directly on a U.8. taxpayer angd -
an indirect foreign tax credit for income taxes paid by foreign subsidiar-
ies of American companies. There are various qualifications and limita-
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‘tions on the foreign tax credit, the most important of which is that the
- {axpayer is required to elect between a per-country or overall limitation.
FThe per-country limitation generally is more favorable from the.
standpuoint of the taxpayer when losses are incurred in one foreign coun-
{ry and there is income and foreign tax credits in other foreign countries,
In this case the losses will not operate to reduce the foreign tax credits
“-available from the income-producing operatmm in foreign countries. |
The overall limitation generally is more favorable when there are
significant variations in foreign effective rates, and maximum foreign
tax credits can be achieved from an averaging of the various foreign .
-pffective rates. ' ' '
© Most major oil companies apparently use the per-country limita-
© tion, although at least some use the overall limitation. Regardless, singe
interpational oil companies pay high foreign taxes in countries where
:they own production facilities, the foreign tax credit permits the repatri-
-ation of earnings with little or no residusl U.S. taxes. Further, these
foreign taxes in appropriate circumstances can shelter low tax foreign
-income derived from non-production activities. As discussed below, the
Issue raised by these high foreign taxes on production income is whether -
the forelgn tax credit &llowance is proper,

o Deferral of Tax on Foreign Incame '

Foreign corporatmns owned and controlied. hy Amencans generally -
“are not subject to current U.8. income tax on their foreign incoms. All
- American taxpayers have this privilege of avoiding current taxation on
foreign income by the simple act of directing it into foreign corporations,
but few outside of the largest corporations make extensive use of the
privilege.
" In the case of mtematmnal oil activities, deferral has several as-
-pects, With respect to some activities which are generally taxed at a low -
. or zero raie abroad, like transportation (shlppmg} or finance, it effec-
-tively avoids any U.8. tax at the time income is earned. With respect
to activities abroad that generally produce high foreign taxes, such as
. the production of oil and gas, deferral itself does not reduce 1.5, taxes -
-since foreign tex credits generally would eliminate gny residuai U.S. tax
_anyway. Deferral does, howeverz, allow the taxpayer to time the distribu-
tions from foreign corporations to U.S. corporations so asg to achieve
- maximum forelgn tax credits and, therebv, to reduce or ellmmate resi-
dual 1.5, taxes.. e

E.'M _i_nimum _D_istrz' butions Election

-In reforming taxation of foreign income, Congress has enacted pro-
visions intended to limit the deferral privilege. Thus, the Revenue Act
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-of 1962 enacted Subpart F and related provisions designed to curb “tax.
haven activities, Subpart ¥ would impose current taxstion en such

foreign-based activities of international vil companies as'sales torelated

parties, services rendered for related parties, and finance that gives rige
to passive income. However, a safety valve provision, the minimum
distributions election, was inserted in the law,

The basic concept of minimem distributions is that foreign taxes
‘and U.S.-taxes on distributions must produce an overall effective tax
rate of 43 percent or more, roughly within 10 percent of the U.S. corpo-
rate tax rate. Where the foreipn effective rate is itself 43 percent.or more, -
no distribution is required, but complete relief from Subpart F is pro-

~yided.

‘The minimum distributions provision may be elected on a consch—
dated basis in which 8 domestic parent and its demestic affiliates make -
‘the election with respect to all of their foreign subsidiaries. Moreover,
‘hranches of domestic corporations may be treated as foreign subsidiaries

~swhich have distributed all of their garnings. Thus, branches incurring -
intangible drilling and development cost deductions which are allowed
4o -directiy offset U.S. income are also taken account of in meeting
minimum distributions requirements. This means that they reduce or.
eliminate any required distributions called for by this election.

For those international oil eompanies incurring high rates of foreign
tax on production ineome the minimum distributions requirement is
met almost automatically. Thus, international oil companies may effec-
tively maintain tax haven activities and are indeed encouraged to find -
low tax activities to av:arage uut the high foreign taxes, pa;d to producmg_- _
muntrles

B Western Hemisphere Trade Corporation Provisions

Domestic. corporastions gualifyving as Western Hemisphere Trade.
Lorporations are permitted roughly & 14 percentage point reduction in
tax. With respect to mineral activities conducted in Latin ‘America,
‘Venezuela, or in Canada, for example, the use of Western Hemisphere
"Trade Corporations can reduce the effective U.S. rate to 34 percent.-
Then foreign tax credit allowances can wipe cut the residual 1.8, tax
-computed at the reduced rate. Again, during exploration and develop- -
ment, these domestic corporations can 1mmed1ately wr:te off ai] 0f theu‘- .
mtang;ble dnllmg and development costs. - '

7. Mumpfe Entities and Complexity

Separate rorporations, domestic and forelgn, are generaliv used for
various activities, This use of multiple corporations also provides flexi-
bility to achieve optimum tax rates in each foreign country of operation.
Furthermore, the ability to file in the United States-a consolidated. -
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federal income: tax return and to make a consolidated minimum digtri-
hutions election, allows international oil companies to achieve maxi-
mum results in the United States despite the use of separate corpora-~
tmnﬁ

LComplex. arrangements are often needed between the various enti-
ties in the corporate group. Intercompany financiagl and contractual
arrangements are often reguired so as to maxiniize resuits, U8, tax laws
.generally allow the taxpayer to structure his affairs in a way which
permits this use of multiple entities ang intercompany arrengements.
The resulting complexity generally helps the companies since it is more
difficult for the Internal Revenue Service {0 sudit and verify compli-
-ance. The Treasury Department's difficulty in accurately compiling to-
tais for the intangible deductions, percentage depletion allowances, and
foreign tax credit benefits utilized by magor 01l compames further com-
plicates this situation. -~

:H. Revenue Safeguards

The cour{s and the Internal Revenune Service have traditionaily
‘utilized wvarious provisions to attempt to restrsin tax avoidance and
‘prevent tax evasion. Thus, there are section 482 provisions dealing with
~the sliocation of income and deductions, including those dealing with
-pricing relations between related entities. There are also “substance
over form,” “bhusiness purpose,” and “general tax avoidance” doctrines.

‘These traditional governmental tools have been of limited assistance in
- policing the activities of internationaj oil companies, While the Interna}
‘Revenue Service, during the 1960's, attempted 1o audit pricing arrange-
- ments, the results were apparently mixed. Onpe reason is that the com-
.-plexity and size of the taxpayers and the ornate and secret quality of
-many of the busmess arrangements made effective tax enforcement
extremely dxfﬁcult : :

1V: RATIONALE FOR KEY TAX PRG VIMGNS

The next guestion to be dealt with is a brief summary of the ration.
.Rle for ‘the key aspects of the tax laws described above. These. wﬂ} be_.-
iaken up in the same order as the provisions themseives '

A. Expensing of Intangible Drilling and .'_Deuelopmen_t Costs

The basic rationale hereis that the exploration for oll and gasisa -

- high risk type of business. The thought is that unless-there are adequate -
tax incentives this kind of high risk activity will not be undertaken,
A question here is whether the same incentive should be provided -
for foreign exploration and development as is provided for domestic.
Recent international events make this a doubtful matter. From the
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i standpoint of the national interest of the United States, properties dis-
‘covered abroad do not necessarily have the same benefits as thu_ae dig.

- govered domestically. A guestion can be raised as to why any tax incen--
tives should be given to Americans to discover foreign oil and gas.

‘B, Percentage Depletion Allowarces-

Even most of its proponents readily admit that percentage deple-
“tion is an artificial allowance. The rationale is that this allowance is

justified by important public policy considerations, primarily national '

- security. In the past, proponents have also maintained that the benefits.
-of special tax allowances were largely passed aicng 1o consumers in the
- form of lower prices.
We now seem to be in 8 new era where the price of gnergy is to rise,
:“hoth to encourage conservation by consumers and to ingrease produc-
tion by suppliers. The question then becomes whether tax incentives -
that might artificially hold down prices are appropriate. Another essen-
-tial question is whether the allowance does not result in an over-alloca-

“tion of capital investment to discovery of this resource, It is no answer. - '

to'say that we need all the energy resources discoverabie, for there can .
< 'be misaliccation within the energy area, Percentage depletion, in effect,

- provides tax incentives for undertaking oil and gas activities as opposed -
to undertaking research and development o develop alternative energv
sources angd reduce consumption. - _

“‘There is also a question of how much incentive is needed, For vears
the rate was 27.5 percent. It is currently 22 percent. In view of the prices -

- oif and gas presently command, would oil and gas invesiment decrease .

at all if the allowance went down to 15 percent? How much less invest--
“ment would be made in oil and gas if percentage depletmn Were re-:
pealed?

_ ‘Regardiess of its justification for domestic wells, percentage deple--
“tiom for foreign properties is questionable, As with the intangible drilling .

~‘cost deduction, foreign properties are not the same as domestic ones
‘from the standpoint of the national interest of the United States.

" Finally, I would point out that in the Estimates of Federal Tax -

“Expenditures for 1972, prepared by the Staffs of the Treasury. Depart-
‘ment and Joint Commitiee on Internal Bevenue Taxation, the expen--
-sing of exploration and development costs was estimated to be $650¢

million and the excess of percentage over.cost depletion was estimated - '

at $1,700 million, for a total tax subsidy of $2.35 billion. Undoubtedly -
the 1973 figures will be significantly higher. These amounts loom, I
assume, very large compared to any amounts the Government might
realistically provide for direct subsidies te develop or encourage addi-
tional energy supply, '
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L. Foreign Tax Credits -

While the rationae for the expensing of intangible drilling costs and
-percentage depletion is essentially rooted in tax subsidy concepts, the -

allowance of the foreign tax cradit is basically rooted in concepts of tax

~equity, The fundamental tax problem raised by international transac-
tions is that they generally involve the taxing jurisdictions of two or
-more independent countries. Foreign countries often impose tax burdens
“comparable to those that prevail in the United States, If both countries -
‘with & claim for taxing a particular international transaction were to .
impose their tax without regard o the other, the result would be doubie

taxation with tax burdens that would deter or prevent international
business. Indeed, it would be possible in the absence of accommedation
‘mechanisms for tax burdens to exceed 100 percent of the income earned.

The foreign tax credit is the basic mechanism by which the United
States accommodates its tax system to that of foreign jurisdictions. It -
.allows the source country totax in the first instance, but the country of

nationality then ;mposes its tax- tu the extent it exceeds that. of the
source country, .

The foreign tax credit is a partiguiariy equitable method of accom-
modating conflicting jurisdictional claims, It is used by many countries,

1t recognizes both the primary rights.of the source country of income and =
-the residual rights of the country of nationaiity. It provides an alterna- -
tive to an. exemption method, used by some countries, under which the
country of nationality would never impose tax on foreign income, and a -
deduction method, which basically invelves an under-allowance of the -

claims of the source counfry.

If there were no foreign tax credit, American companies in many - -
- instances would have no practical alternative to divesting themselves of -
their foreign operations. Repeal of the foreign tax credit would be logical
‘only if Congress decided to penalize foreign investment, just as adoption
-of an exemption method would be a decision to give & tax subsidy o

h_)relgn investment.

On the other hand, there could be significant reforms of the foreign -

tax credit to make it pperate more equitably. Thus, the present Hmita-

tions on its use are in need of review. There is little justification, for .

example, in allowing the taxpayer an glection between the per-country
and overall limitations.

I the case of international oil, some unique questmns are raised by

the foreign tax credit mechanism. First is the question of whether the
taxes imposed by producing countries are truly foreign income taxes,

These. countries have few activities to which their income taxes apply -

apart from oif production. The tax is imposed on an artificially created
nrice and does not necessarily relate to the true income of the texpayer,
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* Furthermere, the government is also the owner of the property and is

. presumably indifferent whether it receives royalties or taxes, as long as -
:it is satisfied with the total amount of payments. Fmally, the foreign tax:
¢redit applies to offset & L1.S. tax liability on & net income already -

sharply reduced by intangible drilling deductiens and percentage deple-
- tion allowances, so it seems to be the final step towards tax avoidance.

From a technical standpoint, it seems unclear to me that under

~current conditions the foreign taxes imposed on oil production are in-
- come taxes of the kind that should be allowed as a credit against U,S.

tax Hability, Under current law it seerns that these foreign taxes either - -

-&re or are not creditable, and it would be difficut in principle to aliow

-g credit for only a portion of them. Most importantly, even those who -
.. generally advocate the foreign tax credit mechanism must ask the gues-
tion whether these particular foreign taxes should as 8 pohcv matter, -

be creditable,
B Deferral of Income 'fbr Foreign Corporations.

"The basic notion here is that foreign corporations, even those owned

by Americans, compete abroad with other foreign corporations and
therefore should have to pay currently no meore taxes than are paid-

abroad by their competitors. In the case of the American international

-pil companies, their principal competitors, such as those incorporated -

in the United Kingdom, the Netherlands, France, Italy or Japan, gener-
.ally are sllowed deferral. All of these foreign oil companies probably

achieve low effeciive tax rates. if deferral were eliminated by the United

States, and the result were to impose substantial taxes, the argument

‘would be that this would put the American companies at 8 competitive

-disadvantage.

(On the other hand, proponents of the elimination of deferral point
-put that U,S. taxpayers operating domestically have to pay substantial
‘taxes and that American-owned corporations operating abroad should
pay equal taxes, A difficulty with this argument in the case of interna- -

tional cil companies is that their domestic tax rates are also very low,
so that in applying a domestic standard it may be necessary to ook to

domestic taxpayers outside the oil and gas industry. This may suggest -

that reform in this area probably cannot, and should not, beé focused
solely, or even primarily, on the foreign activities of the oil companies,
but should be focused on their overall activities, both domestic and
foreign, so as o achieve.an appreprmte tax reglme mth respect. 1o their
worldwide income. '

E Mmzmum Distributions

The minimum distributions concept prmldes & comparison be-
tween the overall effective rate of consolidated overseas activities and
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the 1.8, tax rate. Based on this comparison, an abuse of the deferral
privilege can be gdiscovered, In contrast, it may be argued that income
from particulartax haven transactions should be taxed by the United
‘States regardless of the overall situation of the multinational company
conducting the transactions, Those who fayor the overall limitation on
the foreign tax credit tend to favor the minimum distributiens concept,
while those whe favor the per-country: hnntatlon are more likely to find
iz_sult, with the concept.

Even if the minimum distributions prcvxsmn is sound, however,
there could well be rhanges to make it :work more equitably, Perhaps
the overall effeciive rate should be equal to the U.S. rate, L.e., 48 per-

cent. Also, the ability to treat branches (where the deductions are .
taken currently as domestic- deductions} the same as foreign corpora-
‘tions could be reconsidered. The approach taken would likely depend . .

on whether deferral was being sliminated generally or whether an at-

‘tempt was being made to- bpeuf;callv deter only forexgn tax haven -

actmtxes

F.  Western Hemisphere Trade Corporations

The Western Hemisphere Trade Corporation provisions were en- -
acted in 1942, Congress apparently was concerned shout encouraging -

American multinational corporations to operate in Latin America and
it desired to provide some tax incentive to this end. However, after some

30 years in the Code, there has been no demonstration of the benefits -

or, indeed, who it is that is benefiting, Exporters have reaped benefits,

as well as oil companies and others operatmg in Canada or Latin Amer-.
ica. Justification for these provisions in terms of the nati{m&l mterest

SEBIRS absent,

(. - Multiple Entities and Complexity

The tax laws generally permit taxpayers to arrange tz'heir affairs so-

as 1o minimize income iaxes, There is nothing peculiar.or improper in
the use of muliiple corporations by U.S. oil companies, except that by
yirtue of the various other provisions discussed above and their sheer

size and complexity, they are able to achieve an overall tax regime that -

provides virtual exemption from tax on foreign income: and a particu-
larly low effective rate on domeqnc income.

H.  Revenue Safeguards

Here again, there is nothing peculiar oy improper about interna-

tional oil operations, except that because of their sheer size and com--
plexity and the interplay of so many favorable provisions, it is difficult -

for the traditional safeguards used by the Government to be effectively
brought to bear. Further, the absence of public disciosure as to the
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administrative application of the tax law to large oil companies makes

it, 'difﬁcult for the American taxpayer tu-know whether the Interngl -

V. INTERACTIQN OF KEY TAX PROWSIONS'

1t should be peinted vut that these key aspects of the 11.S. tax law-

- are inter-related. Any proposed changes in the law must take account

_-.oi the complex and, sometimes, surprising interactions hetween provl--.-

‘sions,
For example, the following illustration is an attempt to show in

simplified fashion how the change from treating payments to a foreign -
_government as a tax to a royaity would operate, The assumptions in the .

illustration are that a domestic company has gross receipts from the

production of nil of $1,000; recoupable exploration and development .

.expendltures of $250; operatmg expenses of $100; and other costs of $60.

: : Sy B &1 . {4}
{ross Heceipty . HEE 1060 B 1Y.1.4) . 1K)
eag: Hoyslty . 300 - NI 5o - il
Gross Incame : LT 000 - . 850 ']7u3
..LE{!;}: Percentage depletion "’J‘x? 153* ' H2 . oL a7 - N 170
“Intangible drilling rosts -~ 250 250 250 250
~Operating tosts. - {7 I 10 10 100
©Diler costs L oAb 80 Al
: BT R SR T
" “Faxable Incame Jal ey - 20
Teptative U8, Income Tux (48%) P “lH2 1EE - G
Less: Forelgn tax credit ) (}. : .3‘){\ L 'lﬁ[l._ i 7
Net 115, tax lahility - w5 g e 2.
Eacess fureign 1ax credit — {HIBY R <} -
Net alter tax Teturn Lo company:
"Gross receipts ~ 100 L LN {1 A jaan
Tiess: Costs other than percentage BERE B .
) depletinn A SN . e ] 400
s Liewss Payments Lo foreign olntry. o MK 00 . AR : 3040 -
Less: PoymentstoU0%. & . 1m0 s b 23
SB35 i Ri.T iy

T ——r—rrerE—

*  50% Hmitstion applicable.

{1} Company pays 509 of net profits in firm of royaity to lessor country. -

{2} Corppany pays no roysity, hut 50% income lax to lessor country.

(3) Company pays 25% of net profit #s a rovalty 4and an income m:ﬂ suflicient m hring
-to 309 the total pryments to lessor sountry. )

{4} Hasif of tax in Colomn 3 treated a5 a royalty (ie, 12.5%) snd a rovaly sufficient
tn bring 1o 504 the lotal payments Lo lessor country,
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Column one éhows the 1.8, tax result if the company pays b0 percent. -
of the net profits, f.e., $600 ($1,000 less $250, $100, and $50) to the lessor-

country in the form of a royalty. In this case, the I, S tax is $75, and
the company’s net after tax return is $225,

Column two shows the U.S. tax result if the company pays ng
-royalty but a 50 percent income tax to the lessor country. In this case
the U8, tax is zero, In fact, there gre $118 of excess foreign tax eredits
te he used; and the company’s net after tax return rises to $300,

Column three shows the 1J.5. tax resuit if the company pays 25
percent of the net profits as a royalty and an income tax sufficient to.
bring to 50 percent the total payments to the lessor country. In this case, -
the U.8. tax is still zero. In fact, there are $24 of excess foreign tax:
credits to be used, and the company’s net after tax return remains at -

$300. In gll three cases, the lessor country has received $300.

‘Fuarther, the llustration shows that the ampunt of percentage de- -
pletion allowed is affected by whether a royalty or tax is paid. Payment -
of a tax rather than a royaity increases. the amount of the depletmn L

allowance,
‘It might also be noted that even if the percentage depletion allow-
ance were not available, there would still be no U.8. tax in the column

two case (50 percent foreign tax) because the foreign tax credits wounid - -

still be sufficient to offset the tentative U.8, tax. Further, if in the
column two case, the United States were by law to. treat half of the

foreign tax as a royalty, the result would be that of the column three

case, where the company still paid no U,8. tax, On the other hand, if

‘half of the tax in the column three case were treated as a royalty, the.
result would be, as shown in column four, that the United States would.

collect a residual tax of $23 and the company’s net after tax return

would be decreased by that mtuch. Tha foreign govemment woudd still "

-receive $300.

The illustration ‘can also be uged to show that at some point & -
proper mix of royelties (deductions} and taxes {credits} can achieve

better results than just taxes (credits) and that converting part, or even
all, of a foreign tax into a royalty can actually reduce U.8. taxes. Sup-
pose in the column. two case the company incurred $38¢ of additional

intangible driliing costs on another property in the lessor country and.

‘also.realized $200 of U.S. source income. The additional $380 of dednc-

tions would wipe out. the taxable income from the lessor country; the .
entire $300 of foreign tax credits would be an excess to be carried over;
2nd the company would pay a U.3. tax of §96 (48%). on its $200 of

domestic income,

On the other hand, if the United States were by law to treat haif of *
‘the foreign tax as a royalty, as shown in column three, the result would

be that the company would have a net loss in the lessor country of $117,
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'- which could offset domestic inco;me;'ihe %96 of potential .S, tax on its

$200 domestic income would be reduced to $40; and the remaining $150 -
of foreign tax credits would be an excess to he carried over, The $150 of
disallowed excess foreign tax credits would have, in effect, offset 117

of domestic income. The change in U.5. law would have saved the
company $58. '

Indeed, if three-quarters of the payments fo the lessor-country were -

trealed as a rovalty, as shown in column four, the $96 of potential U. 8.

~tax on the $200 of domestic income would be reduced to $12, and the -

~ change in the U.8, law would have saved the company $84, Finally, I

would note that if all of the foreign tax were treated as a royalty, as -

- shown in column one, the §200 of domestic taxable income of the com-
-pany would be entirely offset, and the company would pay no U.S. taxes

-at all; indeed, it would have & net operating loss carryover of $30 to use -

~in later vears..

 Additional and more complex examples wc_uld be necessary to even
“hegin to do justice to the subtleties involved in the interaction of the key :
‘tax provisions described above, Major oil companies themselves, as 1
‘undersiand it, have large numbers of accountants and analysts *

equipped with computers and advanced methodology to do the various
valculations necessary for tax planning, Suffice i to say that considera-
“ble data relevant to tax analysis broken down by companies and careful
-study by experts are-a prerequisite to any attempt to predict the actual

results of changing one or more aspects. of the tax. iaw applicable 0.

‘international oil operations.

VI HISTORY OF FOREIGN TAX RULES

Alook at the historical development of some of the principal foreign
tax rules applicabie to international oil activities is helpful to provide a

perspective on current problems. Current deduction for intangible drill- ~

“ing and development costs goes back to the very beginnings of the med-
- ern income tax in 1917, Percentage depletion was enacted in the Reve-
- nue Act of 1926 effective retrospectively to 1925, Liftle consideration

was given over the years to whether these special allowances should.

apply only to domestic as opposed to foreign activities, Foreign corpora-
tions owned and controlied by Americans have had deferral on foreign

earnings going back to the beginning of the modern income tax in 1913, -

The foreign tax credit was also intreduced at an early stage in 1918,

‘The taxation of foreign income was reformed by the Revenue Act -

of 1962, While there hagd been piecemeal changes in the rules over the

vears, this was the frst major reform of this area of the tax law. The .

debates during 1961 and 1962 covered a wide range of issues. Even then,
however, little special atiention was given to international oil compa-
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nies, which were larveiy treated the same as all other muitmat:onal.

companies.

In 1963, Premdent-}{ennedy recommended in his tax message that
measures be adopted to prevent U8, companies from using deduetions
‘for the development of mineral resources in foreign countries to reduce
their U.8, tax on income earmed in the United States. He alsc recom-

mended. that consideration be given to preventing excess foreign tax

credits on mineral income from offsetting U.S. taxes on other non-
mineral foreign income. These excess foreign credits arise from the al-
‘Jowance of peréentage depletion and the deduction of development costs
on foreign mineral operations, The Treasury explanation of these recom-
mendations pointed out that the tax laws created a strong incentive to
~develop foreign natural resources since part of the cost of undertaking
‘the development program: is borne by taxes which would otherwise be

.paid on domestic income. This proposal did not meet with success, but
‘it did, for the first time, raise publicly the issue of whether there were.

‘not special characteristics of international oi} operations that required

_rules different from those generally governing foreign operations of -

“American multinational companies.
In 1969 the House Ways and Means Committee again directed at-
‘tention to some of the international tax aspects of foreign oil operations,
and the Heuse version of the Revenue Act of 1969 contained several

‘provisions designed to deal with this subject. First, it was provided that:

a taxpayer who reduces his 1, S. tax on domestic income by means of a

Joss from a foreign country would have this tax benefit recaptured by

-the United States when income subseguently is derived from the coun-

try. The mechanism for recapture would be a disallowance of the foreign. -

tax. credit in an amount sufficient to prevent a double tax benefit.

A second provision provided for a separate foreign tax credit limita-
tion on foreign taxes paid with respect to income derived from foreign
- mineral production. Such a foreign-tax credit limitation would preciude
‘excess foreign tax credits, which arise from foreign mineral production,

from being used to offset what: would be the LI.8. tax on other foreign
income in the same -or other countries. The House Ways and Means

Committee report. justified this separate treatment of income taxes on .
production income on the grounds of the difficulty of distinguishing a

royalty payment from a tax payment where the forelgn tax authority is
also the owner of the mineral rights,

Finally, the House bill eliminated percentage depletion with re-
spect to foreign source income, largely on the ground that it was not-a
necessary or appropriate incentive. :

Strong objections were made to these House provisions and ultl-
mately the Revenue Act of 1969 contained only & provision that excess
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foreign tax credits attributable io percentage depletion could not offset

tax on nen-mineral income. However, the definition of “mineral in-

come’” was sulficiently broad so as to include substantial low-tax foreign
income, such.as that {rom shipping, thereby enabling the oll companies

1o use much of the credits from production income against other types

“of foreign income. In short, the action that was taken did not signifi-

_‘,am]y affect the highly favorable tax treatment accorded the nil compa-
!1iEb

In 1973 the Burke-Hartke bill was introduced. Persistent and actwe :

support of this legislation by organized labor concerned with the effect

of American multinatiopal corperations on domestic employment had -

generated considerable support in the Congress for reform of the taxa-

tion of foreign income. The tax provisions of Burke-Hartke itself would -

have eliminated deferral for all foreign subsidiaries, converted the for-
eign tax credit into & deduction, and made other extensive changes,
‘While relatively few Congressmen were prepared to support Burke-

Hartke in all respects, there seemed to be substantial support for some -

sort of tax reform which would move in the direction nutlined in the bill.
‘In holding hearings on general tax reform in early 1973, the Ways

ang Means Commitiee put-on its agenda various items under taxation -

-of foreign income. The record developed was by far the most extensive

since the enactment of the Revenue Act of 1862, The Treasury Depart--

‘ment, however, took no position until the public hearings were over.
Then, on April 30, 1973, the Treasury Department made important

legislative proposais affecting the foreign area as part of its proposed tax.

reform package.
The Treasury proposed that certain losses incurred in foreign opera-
tions and deducted against domestic income would reduce foreign tax

credits when the taxpayer earned profits from those operations, A sec-

-ond reform proposed by the Treasury was to eliminate deferral for con.-
trolled foreign manufacturing corporations which either benefit from a

‘tax holiday or similar tax incentive or which manufacture abroad for -

- sale to the United States and bhenefit from significantly lower foreign

income taxes. Tax holidays were defined to include not only partial or - '
‘complete exemptions from taxes, but such nems as accelerated depre-

ciation or remvesiment Teserves,

The President also announced that he had m_structed the Depart--
-ment of the Treasury, in conjupction with the Department of Justice,.

-to institute procedures involving mineral importing companies, which

import from their forelgn affiliates, to determine intercompany selling -
price and tax payments in advance. The purpose of this reform was to -
expedite the determination and payment of their taxes. This announce--

ment apparently was made to-indicate the Government’s frustration
with certain mineral pricing practices and the delay in securing reve-
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nues in subsequent years from section 482 allocations of previous years.

- Dispute over what constituted appropriate foreign income reform -

‘prevented the inclusion of tax provisions in the Foreign Trade Bill pre-
pared by the House Ways and Means Commitiee and ultimately en-

acted by the House in December 1973, Instead, it was announced that .

“the House Ways and Means Committee would undertake general tax

-reform in 1874 and that reform of the taxation of foreign income would .

be one of the items dealt with at that time.

‘Maore recently, in February 1974, the Treasury made two new.pro--
‘posals and reemphasized one old proposal.{from April 30, 1973) with
respect to foreign oil operations, The first new proposal is for the elimi-
nation of percentage depletion for foreign oil production. This is a pro-

‘posal which was incorporated in the House Bill version of the 1968 Tax

Reform Act but which was deleted in conference after the Senate did.”
not pass a comparable provision, The second new Treasury proposal
relates to the foreign tax credit on preduction inecome. The proposal’
would Yimit the amount of foreign tax treated as a creditable tax fo 48

-percent of taxable income from the foreign oil and gas property. The
non-credited amount of foreign tax would be treated as 2 royalty deduc-
tion, which means that a complicated mathematical formula is neces-
sary in order to determine the breaking peint for the amount of foreign
tax which is treated as a deduction and the amount which is allowed as
a creditable tax. This new limitation appears to be a per-item type of
Jlimitation which is applicable whether the taxpayer is on the per-
gpuntry or overall limitation. The Treasury also reemphasized its April
“30, 1973 proposal to recover losses previously allowed in the United
States by disallowance of foreign tax credits, This proposal may have
-been inserted out of necessity. Otherwise the conversion of foreign tax
-eredits, which are largely excess in many cases, to deductions could well
“have improved the tax position of some taxpayers by throwing them into

an overall or per-country loss position, which loss could then have offset’

demestic income. :
The history of the foreign tax credit available to oil companies is
largely an administrative rather than a legislative history. Following
World War H, U.S. oil companies began to conduct extensive explora-

tion and development ventures in the Middle East. In late 1950, appar- )
ently hy arrangement with the companies and with the participation of

the Btate Department, Saudi Arabia adopted income tax provisions
which required the companies 1o pay a 50 percent tax based on trading
rompanies taking oil from production companies at a posted price, Prior
tp 1950, the companies paid royaities, but no substantial income taxes,
to Saudi Arabia, While some may say that the United States Govern-
ment suggested this new arrangement, I know of nothing published that
clarifies what the exact yoles of the particular parties were. The Ameri-
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can companies that were part of the _Arab.ian American 0it Company
began Lo elaim substantial foreign tax credits beginning around 1951 1 -
1is not. clear that there was any challenge by the Treasury Department © -

to this claim that the Saudi Arabian tax was an income tax, However,

given the magnitudes of money involved and the obvious sensitivity of -
‘the problem, it seems clear that beginning in the latter part of the :
Truman Administration and continuing on through the Bisenhower
Administration an important pending issue was whether the Saudi Ara-.
“bian tax was.an income tax {or foreign tax credit purposes. Eventually, -
'_pmbahi_y aronnd 1863 or 1954, the Treasury Department decided that

it was an income tax and issued private rulings to.this effect. Subse--
quently, in 1955 this ruling was published as Rev: Rul. 286, 1355-1 -

Cum. Bull. 386,

" While the status of the Saudi Arabian tax was under consideration
in the early 1950's, the problem -of Iran erupted. When a consortium
“including American companies was worked out to gain Iranian conces-

‘sions, it was part of the arrangement that Tran would adopt provisions -
te secure a 50 percent tax based on the posted price, Since there was no -

. prior history of royaities in this case, the issue here was somewhat differ-
_ent than with Saudi Arabia. Thus, it may actually have happened that
the Iranian tax, rather than the Saudi Arabian tax, was the first Middie -

Eastern tax to be ruled ap income tax.

The extent of Congressional invelvement in the decisions with re--

‘speet to the foreign tax credit is'not clear. 1t would seem likely that

leading members of the House Ways and Means Committee and Senate - -

Finance Committee had some knowledge of what was taking place ad-

ministratively, Further, my understanding is that in 1958, the Senate -

Finance Committee requested that the Staff of the Joint Commitiee on
Internal Revenye TFaxation undertake to determine the background and

reasons that the Arabian American 0il Company, & 11.8, corporation, -
had been given a tax credit which essentially moved it {rom a taxpaying .

to a non-taxpaying status with respect {o the United States. I under-
stand that a thorough study was done and printed by the Government

Printing Office but ultimately was not made public by instruction of the -

‘Committee, This study did, however, undoubtedly make at ieast one of

the two chief tax-writing committees of Congress formally and fully . |

aware of the situation.

- During the 196(’s there were administrative challenges by the Inter-
nal Revenue Service to the tax return positions heing taken by U.8. oil
companies, There were audits, as I understand it, several times during
the 1960°s which focused primarily on guestions of intercompany prices,
t.e., whether the posted price at which production companies sold to
trading companies were arms-length prices. Apparently there were sgb-
stantial arguments during the early 195(Ys, at the time the foreign tax
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eredit issue first arose, that the posted price was an arms-length price.

However, by the late 1850's, afier the advent of the U.8. oil import
.program and other events, the posted price was less likely to be a true

market price. Public information on these audits is not available, but -

it is. my understanding that compromises were reached with the il

pompanies and substantial payments were made to the Treasury. As far
as I know, the issue of whether the taxes were. mcome taxES was nnt.__.

reopened during the 1960's.
VII '.{?URBEN T REFORM PRUOPOSALS

There are several varieties of reform proposals currently being -
‘hroached before Congress. First, there are what can bhe called -

emergency-type proposals. Thus, the proposal for a windfall profits tax
-as a temporary measure to take away much of the profits attributable
to recent price rises is intended as a temporary measure. It would hope-
fully only be imposed for a short period and would be used as a kind of

“regulatory topl, perhaps with & trust fund and a plow back feature to - )

turn earnings of oil companies into developing additional domestic re-

"serves or other sources of domestic energy supply. Several versions of

- this tax have been suggested by the Administration and others.

Ciosely related to the windfall profits tax proposal are excess profits

tax proposals. As experience with excess profits taxes during World War
1, World War I}, and the Korean War has shown, such taxes are jinher-
ently inequitable and unadministrable. They are repealed within a rela-
“tively short time of the end of emergency conditions. Whether they are

an appropriate response to current conditions is not clear either from the. -

- standpoint of the emergency at hand or the goals. sought to be accom-
plished.

: Emergency-type measures involve a layvering of the tax system.
They build on existing tax rules without determining whether that foun-

‘dation is strong or weak. Perhaps this is necessary, but to professional

tax experts it generally seems undesirable. Generally speaking, tax ex-

perts would favor the use of direct controls or other kinds of regulation .
to accomplish goals that largely do not relate to tax or fiscal policy, The -
‘tax laws often are not an adeguate regulatory tool, and in making tax =~
changes it is often better to accomplish those goals which are mare -

specifically part of the tax system.

A second kind of response is offered by spokesmen for energy com-.
panies who want tc keep all existing tax provisions as they are. More- .

over, some believe the energy crisis would justify additional tax incen-

‘tives, such as a return of percentage depletion to 27.5 percent or invest- -
ment credits for new drilling, At the other extreme are those whe would -

use the energy crisis to call for an immediate repeal of percentage de-
pletion, a capitalization of intangible drilling costs, and a conversion of
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all iarmgn tax credits into rovalmes There are also aLi shades of opinion.

“in between.

What I believe is needed is a thorough review and studv of how the .

. present law is operating and what impact there would be, in the lght
of recent price rises and prospective energy conditions, of various modi-
“feations of the existing tax regime. Whatever changes are made, they
-should be well thought out and the consequences caleulated. Hopefully,
~-a long range program could be developed that is both fair 10 oil com-
“panies and in the best interests of the country,

The tax-writing committees of Congress, with the assistance of the

‘Statf of the Joint Committee on Internal Revenue Taxation, are now

-undertaking a thorough examination of the present provisions and possi- -
*ble changes in such provisions as well as the adoption of emergency -

measures. The House Ways and Means Committee is at this time in the -

-process of making initial decisions. Thus, it has tentatively indicated =

that it favors a phase-out of the. percentage depletion allowance for

-domestic operations. It also seems to favor some form of windfail profits - '
- or excess profits tax with a plowhack feature. With respect to foreipn -

-operations, it favors an elimination of percentage depletion, a repeal of

the per-country limitation, and an additional limitation on the foreign -
1ax credit which would restrict the extent to which foreign taxes paid
on crude oil production could offset tax on income from other foreign -

.a{,tmtxes

“The House Ways and Means Committiee can be expected to make .

‘final decisions and report g Bill within the next few weeks. Next, the

House itself will take action, and depending upon what the Ways ang -
‘Means Committee has decided, the full House may or may not reguire .
changes. After the House completes its action,-the Bill will go to the -
‘Benate Finance Committee for hearings and action and finally the full .
‘Senate will take up the subject. If the House and Senate versions differ, -
-a conference will be required, (Given the highly controversial nature-of - -
the subject matter, it seems likely that there will be large areas of -
-dispute and the whole process could well be time-consuming. It could .
he that any-legislation will not be-enacted until near the end of the'

present, sm,smn Di Cﬂngress

VL. OBSERVATIONS

Without attempting to prejudge the results of careiul study and
‘considered action, there are two conchuding observations T wouid make.

First, there are no simple and correct answers to what constitutes appro- -
priate tax treatment for internatiopal oil companies, A balancing of -

interests and considered judgments on difficult issues is inevitably re-

guired. For-example, in evaluating the present rules governing foreign - '
‘pi} activities, it is clear that in terms of equitable tax principles, the.-

strongest case can be made for the allowance of foreign tax credits.to
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the extent that the payments are truly "i_nc:ome taxes and not royalties,
- At the other extreme, the percentage depletion allowance is unguestion-
-ably an artificial tax incentive device which -can only be justified on

strong policy grounds that do not appear present with foreign oil. The -

current deduction for intangible drilling and development losses is

somewhere in between. As an incentive device, it is less objectionable -

‘than percentage depletion because it affects the timing of deductions

‘but. does not provide additional artificial allowances unrelated to actual.

.capital costs. Even here, however, justification on pelicy grounds must

be shown, or else normal tax principles would call for capitalization of

these costs and a write-off over the period of produetion.

Further, it is important {o understand that a mere tinkering with -

one aspect of the overall regime of tax rules is not likely to be construe-

tive from anyone's standpoint. For example, furning part of the foreign .
fax credit into a royalty deduction would probably nof change much -
from the standpeint of the major companies, In fact, splitting the for-

-gign tax into inpome tax and royalty without more could even be helpful

10 some-oil companies; most have excess credits in abundance and could -

in some circumstances derive 11,S. tax benefits from additional deduc-
tinns. Alternatively, repealing percentage depletion for foreign opera-
_tions.in combination with converting all of the foreign tax into a royalty

-might produce U.8, tax, and doing both of these things and requiringa . -

capitalization of uuangxble drilling costs would be likely to result in
residual U.5, taxes.

On the other hand, it is not clear that such a tax regime would be
equitable, ‘01l companies as well as manufacturing and other multina-

tional companies shouid expect to pay some reasongble amount of in-
come taxes to host or source countries, and, in fairness, only a part of -
‘what is paid to-the Middle Eastern countries could equitably be treated -

-as a rovalty.

Whether repealing of percentage -depletion and converting part of -~

the foreign tax into a royalty, as recently proposed by the Nixon

Administration, would significantly change things is doubiful. Restdual -

D.8. taxes would probably continue to be wiped olit by the remaining
{oreign tax credits,

1t is difficult to evaluate most of the specific proposals made to -

date. Instead of focusing 50 heavily on the particular tax provisions,

‘which are highly compiex, it would be helpful to focus more heavily on -

the specific goals to be accomplished. The ultimate guestion is really

what is the proper level of U.B. taxes that should be paid by U.S. oi} -

companies? What will the economic and. poelitical consequences of such
taxes likely be?
“Tventure to say that if the Congress could reach agreement on goals,

“the tax experts on the Staff of the Joint Committee on Tnternal Revenue
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Taxation could readily produce the technical provisions required to

implement the decision. If & proper assortment of amendments 1o the :
foreign tax credit, percentage depletion, intangible drilling costs and -

other existing provisions could not be found, it would be possible to
ponstruct-a minimum tax mechanism that simply required a payment
to the United States of, say, 10 percent, on some appropriate £CONDMmMIC
net income concept.

As prior discussion has shown, many of the key guestions are essen-

tially political questions disguised as technical tax questions, For exam-.
ple, does it make a difference in our foreipn relationships that American -

‘muitinationals are deeply involved in international 0il? Are these differ-

gnces helpful or harmful to our national interests? Would the United - -
States be better or worse off if the American oil companies were:not -

deeply engaged in the Middle East?

‘Foreign governments often own part of, -or are closely tied to, their

it campanies. Most countries do not tax their international oil compa-
nies on foreign operations whether through the vehicle of simple exemp-

tion or allowing foreign tax credits or granting reduced rates of tax or
otherwise. Is it important for the United States to provide a comparable -
low tax tegime for its companies? If so, should the United States simply .
begin to regulate and direct its oil companies more specificaliy? What.

Jevel of U.S, taxes would be possible before American companies be-

¢ame - burdened with a competitive disadvantage? If this level is

exceeded, what difference would # make if Ammerican companies could
not be pompetitive with foreign companies in terms of conducting for-
eign oil operations? Is this resource so special that at an international
level it should largely be a tax exempt industry? Might other govern-
‘ments, if the United States took the jead, also impose tax burdens on
-their companies?

© 1 point out these considerations because tax reform ultimately de-

-pends on political judgments. International political considerstions are-
vital to correct determinations of what the federal income tax treatment.

-of the foreign earnings of oil companies shouid be,

My second observation relates to procedural issues. In view of re-

cent events, it seems clear that a reopening of the foreign tax credit issue

is justified. The Middle Eastern countries, indeed all oil exporting coun-:

iries, no longer even try to maintain a facade that a so-called posted or
tax reference price is a market. price. Prices. used for tax purposes are

‘pbviously no more than a price set in order to produce the so-called tax.

that the traflic will bear. Since the 1950°s when the Internal Revenue
‘Service rulings were Arst issued treating Middle Eastern taxes as income

taxes, there have been many other changes in facts, additional cases as-

to what constitutes an income tax, and generally greater sophistication
in.the tax laws as to foreign tax matters. In short, the context and
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_.'jl'.__nri_sprudence. relevant to this issue have dramatically changed,

"It does not seem to me to be worthwhile to debate whether the =

-decision in the 195(0°s to treat the Saudi Arabian and Iranian taxes as

.income taxes was correct. Substantial arguments could undoubtiedly be. -
made that they were true income taxes or that at least in substantial -
part they were true income taxes, However, the procedure by which this -
decision was made by our Government can be questioned. Rulings are .
often issued on the creditability of foreign tazes when the issues are
‘technical. However, it-is highly doubtfu] that the ruling process was a -
correct procedure for dealing with such a large and politically sensitive -~
issue of iax policy as was involved in the Middle Eastern szmation of - -

“the early 1950's,

An obvious course wauid have heen for the Executive Branch to

-request the Congress to pass legislation on the subject. Both tax-writing

committees could then have considered the issue in depth; the public - -
gould have been heard; and both the House and Senate would have
-acted in open fashion. This, to me, would have been the best way to
- make such a momentous decismn ohe-whose eﬁ”ects are still with us 20

years later.

Alternatively, the mechanism of international tax treaties muld :

have been used. The United Ststes now has some 30 international tax

sgreements, most of which were negotiated after World War I, In var- -
jous circumstances, international tax agreements have dealt with im-

portant jssues such-as whether certain taxes gualify as income taxes.

Our Government has attempted to use these treaties in order to provide ©
tax incentives to investment In less developed countries, Thus, during -
the 1950s, when the Fisenhower Administration sought to encourage -
invesiment by granting credits for taxes foregone by foreign countries,

they negotiated several so-called tax-sparing treaties. In the 1960's,
when investment tax credits were to be given for designated new invest-
ments in underdeveloped countries, several tax treaties were also negoti-

ated. While none of these treatigs was ever effectuated, it was because - -
after full public disclosure and debate in open hearings, the Senste -
Foreign Relations Committee did not act affirmatively. No one would - -
elaim, T trust, that the United States would have been hetter off if the .

Treasury had simply acted by administrative ruling to grant such tax
ingentives. _ '

Recently, when the Nixon Administration has sought to expand
economic relationships with the Soviet Union and Eastern European
countries, international tax agreements have been negotiated with these
countries. ‘These agreements are pending before the Senate Foreign Re-

iations Committee, If the commitiee disagrees with the concepts, this -

witl be known, If it agrees, proper constitutiona) procedures will have
‘been adhered to. How different is the decision in this situation from that
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which was made in the Executive Branch alone in the .1950’5?

A principal advantage of the international tax agreement approach -

is that tax relationships as an important international economic rela-

tionship are negotiated between governments. If the United States is -

‘making concessions, it does so with the other government directly and
in a conspicuous public format, Further, the treaty then goes before the
Senate Foreign Relations Committee apnd ultimately the Senase for

—approval. Thas, the political wisdom of a coordinant branch is brought -
to bear. The obligations being undertaken reflect, hopefully, a broad,

national political consensus.

Moreover, employing appropriate constitutional procedure isinthe

best interests of the other government, Saudi Arabia, Iran, and other

OPEC countries would have been, and presently would be, far hetter off-

if international tax treaties had been entered into in the 1950%s,

Such treaties would have provided for many other advantageous tax

relationships. For example, students and professors might have entered

the United States in a preferred tax status. Dividends and interest-

remittances from 1.8, investments could have passed preferentially

without the need to incur the expense and burden of intermediaries in -

Switzerland and elsewhere, Perhaps, most imporiantly, tax agreements
geperally provide for administrative: assistance, exchange of informa-
tion, and mutual eooperation. Would it not have been over the past 20
years, and is it not now, in the best interests of the Middle Eastern
~eountries, as well as the United States, to have a full exchange of data

‘on the income, deductions, and other economic relationships relevant to-

~taxes of the international oil. companies? Who has benefited, or is bene-

“Hting, from the affecied and interested governments being without offi-

_f__:__i_a_l and regularized channels of commaunication on tax matters?
Jt would be entirely permissible at this peint in time for the Treas-
. ury to announce that it was withdrawing prospectively the rulings that

“{reat the taxes of Saudi Arabia, Iran, and other OPEC countries as-
'Ineome taxes, and that it would proceed to negotiate international tax .

‘agreements with these countries, If these countries still desire American
i} companies to engage in business in their countries, they will un-
-doubtedly negotiate tax agreements with the United States. If American

oil companies are no longer welcome in these gountries, then no tax

-agreements will be negotiated and companies of cther countries will
-enter instead. T am assuming here, as seems likely, that it would not be
economically feasible for American companies to engage in the oil busi-
‘ness in these countries without treating some substantial part of their
‘taxes as income taxes for-U.S. foreign tax credit purposes. 1 am also
assuming that the Middle Eastern countries will continue to be willing
to deal with American. companies who are willing to pay current, and
higher prices for oil. Somehow the relationships of the governments and
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‘the taxpayers involved in international oil transactions should be

brought into proper legal perspective, and international tax agreements:

wonid be one way to accomplish this,

Finally, it may well be that under current circumstances interna- .
“ticnal oil companies are so large and so complex that they are bevond
the powers of any single government or even pairs of governments to

-effectively dea! with them for tax purposes. For example, the oil compa-

nies” pricing decisions affect the taxes of not-only one or two countries,

but many countries. It could well be that rapid; unilateral action by the
Vnited States on oil company fax matters is not in our own best. inter-

-ests and that the interests of other countries, if properly assessed, would .

-lead the United States to a different position than if it were acting
“entirely on its own. In short, we are net dealing with just a U.S, tax
problem of American companies, although that is a major aspect—we
are also dealing with international tax proh}ems of multinational com-
‘panies that affect many countries.

It may well be that some sort of multinational tax agreement be- o

tween leading industrial countries such as the United States, the United

~Kingdom, France, Germany, the other Common Market countries, and-

Japan, as well as the leading oil exporting countries such as those in-
volved in OPEC, is necessary 1o establish an equitable international tax
regime.

Regardless of whether unilateral, bilateral, or multlnatmnal soly-

tions are sought, two things seem clear;
1. Far more specific data relative to tax issues must be developed

in the hest interests of all countries, oil importing and oil exporting; and

"2, An overall and deep ‘view taking account of Jong term factors
must be dang. Overreaction to immediate circumstances and hasty solu-
tions to complex international tax problems would be a great mistake,

Just as the energy crisis is 2 long term problem, current interna-

tional tax rules should be set, if possible, for the longer term. Hard work,
careful consideration and cooperation by all affected parties are ulti-
mately necessary.
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