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CRUDE OIL PRICING COMPLIANCE PROBLEMS

THURSDAY, NOVEMBER 11, 1876

HoustE oF REPRESENTATIVES,
CoMyTTEE 0N INTERSTATE AND FoOREIGN COMDMERCE,
SUBCOMMITTEE ON ENERGY AND POWER,
Washington, D.C.

The subcommittee met, pursnant to notice, at 10 a.m., in room 2123,
Rayburn House Office Building, Hon. John D. Dingell, chairman,
presiding.

Mr. Dineerr. The subcommittee will come to order.

Today the subcommittee will examine actions taken by the Federal
Energy Administration to implement the pricing requirements of the
Energy Policy and Conservation Act (EPCA) as part of its continu-
ing oversight on matters under its jurisdiction. In its essential terms,
that act provided a 40 month program which gave recognition to the
justification and need for future price increases tempered by a proce-
dure which allows these increases to be absorbed by the economy with-
out undue economic disruption.

The underlying policy was to provide a means of weaning the Na-
tion from a low cost energy based economy to one based upon sub-
stantially higher cost energy. The mechanism selected was to estab-
lish as the benchmark for regulatory purposes a “weighted average”’
or “composite” price initially set at $7.66 per barrel for domestic oil
production.

The President was authorized, within certain limits, to increase the
composite price to account for inflation—and thereby maintain the
composite price in real dollar terms—and to provide an incentive to
increase production. Within that framework, the President was to
have regulatory flexibility to eraft and administer a price regulatory
program which optimizes the incentives for investment in domestic
production within the constraints of the composite limitations. Our
hope was that a stable regulatory structure would evolve upon which
both producers and consumers could rely and employ as a basis for
economic planning.

The pricing regimen of EPCA has now been in effect for roughly
three calendar quarters. In general, T believe the act has worked well
to retard the inflationary spiral which had beset the economy in 1975
and had been a considerable canse of the recession. Prices of energy
and other consumer goods began to stabilize during the first quarter
of 1976. Correspondingly. the gross national product rose at an annual
rate of 7.2 percent, evidencing broad-based economic recovery.

While many factors contributed to the improvement in our economic
circumstance. it is abundantly clear that the stabilization of domestic
crude oil prices played a major role in helping to restore this Nation’s
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economic health. That this was accomplished without retarding domes-
tic production, drilling activity or exploratory development evidences
the merit of the program. 0 -

Nonetheless, although the basic objectives of the oil pricing policies
of EPCA appear to have been accomplished, that is not to say that
the program has proceeded without diffienlty. As the testimony we
hear today will indicate, significant problems have evolved. The Fed-
eral Energy Administration badly missed the initial composite re-
quirement of $7.66 a barrel, and to repair the mistakes of the first
several months of the program FEA has imposed a freeze on the up-
ward adjustment of domestic oil prices since June of this year. ‘

Current estimates indicate that the freeze will be required to remain
in effect at least until February of next year to recover fully the over-
charges which occurred in the first 6 months of the program. More-
over, regulatory actions taken in August have exacerbated the com-
pliance problem and may compel the continuance of a freeze on prices
until October of 1977.

Alternatively, FEA has told us that a price rollback in upper tier
oil may be required to restore the regulatory program to compliance
with the statutory requirements of EPCA. Significantly, we are also
told that the data upon which such a decision must be based will not
be complete until the end of this calendar year. Thus, the decision of
what corrective action is to be taken will pass to the new administra-
tion.

The Chair is very much concerned that. by that date, the data will
show that the program is <o far out of compliance that only Hobson’s
choices are available and congressional relief may be necessary. T am
concerned that the new administration will inherit a compliance pro-
gram badly in need of repair.

FEA has only begun to inquire into producer compliance with price
regulations, after over 3 years of price controls. If the preliminary
indications reflect the norm, violations appear to be pervasive and the
ageregate amount of overcharges which have oceurred may be meas-
ured in the hundreds of millions or even billions of dollars.

Let me add parenthetically that T do not. wish to start this hearing
on a contentious note. I fully appreciate that this industry is complex
and dynamic. Any regulatory program will encounter significant
problems. Our effort today is not to place blame or find fault; rather
it is to fully set out on the record the steps which have been taken by
FEA and their effects as a means of gaining from their experience
a measure of the legacy which this administration will pass on to the
next.

Now T am pleased to recognize Mr. John Hill. Deputy Administra-
tor of FEA, to proceed with his testimony. I welcome those who ac-
company him at the witness table.

Mr. Hill, if you would identify yourself and your associates for
purposes of the record, we will be most pleased to receive your state-
ment.
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STATEMENT OF HON. JOHN A. HILL, DEPUTY ADMINISTRATOR,
FEDERAL ENERGY ADMINISTRATIOR, ACCOMPANIED BY JOHN
D. CHRISTIE, ASSISTANT ADMINISTRATOR, OFFICE OF ENERGY
INFORMATION AND ANALYSIS; GORMAN C. SMITH, ASSISTANT
ADMINISTRATOR, OFFICE OF REGULATORY PROGRAMS; AND
DAVID G. WILSON, DEPUTY GENERAL COUNSEL

Mr. Hirr. Thank you, Mr. Chairman.

On my left is John Christie, Assistant Administrator, Office of
Energy Information and Analysis. On my immediate right is Gor-
man Smith. Assistant Administrator for Regulatory Programs and
on his right is Mr. David Wilson, Deputy General Counsel of FEA
for Regulatory Programs.

We appreciate the opportunity, Mr. Chairman, to appear before the
subcommittee today to review for the subcommittee FEA’s implemen-
tation of the Energy Policy and Conservation Act and the Energy
Conservation and Production Act crude oil pricing provisions. In my
brief statement I will describe our initial implementation of the EPCA
pricing provisions, the results of that initial implementation, the effects
of the provisions mandated by the ECPA enacted in August, our cur-
rent, projections as to the extent of compliance with EPCA provisions
as of January 31, 1977, and our options with respect to the compliance
issue.

Before T read my statement, Mr. Chairman, I would like the record
to show my resignation from FEA has been announced effective tomor-
row and I have discussed my appearance before this committee with
our General Counsel and with you and it was agreed that my departure
from FEA would not in any way bear on either the quality of my
comments or the sense in which they are taken. I would like for the
record to show that.

Mr. Dixcers. I would like to join you in having the record demon-
strate that. We have had a lengthy discussion on the matter and at no
time did T indicate other than full approval of your appearance here.
As a matter of fact, I am satisfied that you are a man of sufficient
integrity that questions of conflict of interest would not in any event
arise. 3

T might also add that it is with a measure of sorrow that as your
friend and admirer I see you leaving government service. I must con-
fess that, given all the circumstances that afflict those who serve in
government today, I can well understand your departure and I only
express to you my warm personal good wishes as you go into employ-
ment in the private sector. I wish you success.

Mr. Hive. Thank you, Mr. Chairman,

Mr. Chairman, you will recall that during the deliberations of the
Conference Committee that led up to enactment of the EPCA there
was extensive consideration of the data on which FEA estimates of
erude oil prices and production were based. The statutory composite
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price was, in fact, ultimately derived from such estimates. The sources
of the data, the assumptions used in the caleulations, the basis for those
assumptions, and the resulting estimates were described in detail in a
series of letters to the appropriate committee chairman.

In particular three letters treated these issues in substantial detail.
They were a letter of November 18, 1975, from Administrator Zarb to
Chairman Staggers and Vice Chairman Jackson of the Conference
Committee, and two letters from Administrator Zarb to the Chair-
man of the Senate Committee on Interior and Insular Affairs dated
December 6 and December 15, 1975, responding to letters from the
Chairman dated November 24 and December 8. 1975. respectively.
Copies of these letters have been provided separately to the committee
and with your permission could be included in the record at this point.

Mr, Dineerr. I think that is entirely appropriate and without objec-
tion the documents referred to will appear in the record following your
statement [see p. 13].

Mr. Hirr. In summary, Mr. Chairman, this correspondence stated
FEA’s best estimate that the composite price of domestically produced
crude oil under regulations in effect prior to implementation of the
EPCA in January 1976 would be $8.75 per barrel. This estimate was
derived from four other estimates :

First, 60 percent of domestic production was at that time subject to
price controls at the $5.25 level :

Second, price controlled erude oil sold for an average price of $5.25
per barrel ;

Third, the remaining 40 percent of domestic production was not then
subject to price controls: and

Fourth, uncontrolled domestic production would have sold for an
average price of about $14 per barrel in January 1976,

It was also pointed out that :

First, prior to enactment of the EPCA, FEA collected data on its
form 90 only from producers of new and released erude ol :

Second, prices for this production were not subject to controls and
were rising during the period in question in response to the imposi-
tion of the import fees and OPEC price increases :

Third, there were significant lag time in collecting and evaluating
the data ; and

Fourth, while estimates of January 1976 uncontrolled prices were
necessarily based on projections of frends and could not have been
expected to be precise, nevertheless these estimates were the best avail-
able at the time,

FEA’s implementation of the EPCA pricing provisions was ap-
proached in three stages from this data base. The first stage, effective
February 1, 1976, as required by the EPCA, was to establish price
controls on all domestic production in a manner that was intended
to result in a weighted average first sale price composite price—for
February 1976 of $7.66 per barrel nationally. The second stage pro-
vided for escalation of that composite price beginning in March 1976
according to the applicable EPCA provisions. The regulatory pro-
visions adopted in both of these stages were applicable to all domestic
crude oil production. The third stage was intended to consider the need
for additional production incentives for certain unusually high-cost
domestic production such as that from tertiary recovery, deep horizons,
offshore leases and the like.
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After publication of a proposed rulemaking and extensive evalua-
tion of the comments received on that proposal, FEA adopted a two
tier erude oil pricing system applicable to all first sales of domestic
crude oil, designed to achieve a weighted average first sale price of
$7.66 per barrel in February 1976. This action was known as the first
stage and became effective Febrnary 1, 1976. Lower tier crude
oil was comprised of what had been previously price-cont rolled do-
mestic production—old crude oil—and was estimated to be 60 per-
cent of all domestic production. The February 1976 prices for the
lower tier were continued at their January 1976 levels, then estimated
by FEA to average $5.25 per barrel nationally.

Upper tier crude oil was comprised of domestic product ion that had
been free of price controls prior to February 1, 1976—new, released,
and stripper well crude oil—and was estimated at that time to nccount
for 40 percent of total domestic production. To achieve compliance
with the statutory composite price of $7.66 per barrel in February
1976, FEA adopted a pricing mechanism designed to result in an
average upper tier price in February of $11.28 per barrel nat ionally.
To establish the upper tier price in a manner that permitted easy
reference to publicly available data so as to facilitate both voluntary
compliance and FEA audits, we decided that the p: ice should be set
with reference to the highest posted price in the applicable field as of
September 30, 1975.

FEA did not have available direct information on the highest posted
price in each field and the associated volumes of upper tier erude oil
from each field that would have been required to calculate the neces-
sary adjustment with any precision. Therefore, FEA estimated the
average of the highest postings in each field by computing the arith-
metic mean of actual transaction prices for uncontrolled crude oil for
the months of September and October 1975. As pointed out earlier,
prices for nuncontrolled domestic production were rising during this
period and the procedure described was deemed the best available to
estimate the average of the highest postings in each field on Septem-
hl*!' ol 1{.1-1-:';_

The average of actual transactions for September and October 1975
for new and released oil as reported to FEA on its form 90 was $12.60
per barrel. Thus, the price of upper tier crude oil for February 1976
was established by regulation as the highest posted price in the field
on September 30, 1975, minus $1.32 per barrel as a means of achieving
an average upper tier first sale price of $11.28 for February 1976.

In sum, FEA used the best estimates available to it at the time and
the same ones used in the Conference Committee deliberations to try
to achieve an actual composite price for the first sale of domestic
crude oil in February 1976 of $7.66 per barrel.

In its second stage rulemaking, effective March 1, 1976, FEA applied
the maximum escalator available under the EPCA provisions equally
to both upper and lower tiers, again after publication of a proposed
rulemaking and evaluation of all the comments recerved thereon. In
conjunction with this rulemaking FIEA published a schedule of pro-
jected inerements to upper and lower tier ceiling prices established
in the first stage rulemaking. Again, the estimates of 60 percent lower
tier and 40 percent upper tier ratios for total domestic |r1'(n{11s.'lii)tl
were used in the computation of this schedule.
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The implementation of the EPCA pricing provisions required for
the first time that FEA collect and maintain precise first sale data
for all volumes and prices of domestic erude oil production. Aeccord-
ingly, FEA developed and promulgated form P-124-M-0 and began
to collect data from the first purchasers of crude oil on the quantities
sold and prices paid for the first sale of domestic production. Data
from this system gave FEA for the first time the capability to measure
rather than to estimate the quantities sold and prices paid so that FEA
could fully comply with the EPCA crude oil pricing requirements.

There is, however, a 90 day lag involved in the collection. analysis,
and final certification of the data. Sixty days of this lag are for the
certification of quantities and prices of crude oil as upper tier or
stripper well oil as allowed for in FEA regulations. This delay enables
first purchasers to accumulate information on all of their transac-
tions for the month of measurement with sufficient precision to be
able to certify accurately the necessary data to FEA. The remainder of
the time or 30 days is consumed in collecting and processing the data.

In early June preliminary data for February disclosed actual share
of lower and upper tier domestic production and actual prices for both
lower and upper tier production that differed from the estimates used
in establishing the lower and upper tier ceiling prices in the first stage
rulemaking. The specifics of these variations are set out in my letter
of June 16, 1976, to you, Mr. Chairman. With your permission I would
also like to include a copy of that letter in the record.

Mr. Drxeerr. Without objection, so ordered [see p. 68].

Mr. Hirr. These preliminary data disclosed that the actual first
sale price for domestic crude oil for January 1976 prior to the im-
plementation of EPCA regulations had been $8.63 per barrel and
the February 1976 composite price for domestic production was $7.80
per barrel, or 14 cents per barrel higher than the target of $7.66 in-
tended by the new regulations. Actual prices were $5.07 per barrel for
lower tier domestic production—as opposed to the earlier estimate
of $5.25—and were $11.47 per barrel for upper tier production—
rather than the estimated $11.28. Also, the share of lower tier domestic
production was actually 57.1 percent in February rather than the
estimated 60 percent, while the share of upper tier production was
42.9 percent instead of the estimated 40 percent.

The combination of these variations resulted in an actual composite
price for February that exceeded the statutory composite price of
$7.66. In my June 16 letter I stated that we would make compensating
adjustments for this overage as required by the EPCA but that we
were reluctant to do so on the basis of a single month’s data. especially
since our early experience pointed to the possibility of significant
variations in the relative shares of lower and upper tier volumes from
month to month.

Later in June, after more complete data for February were available,
FEA learned that the actual composite price for February 1976 had
been $7.87. Also in late June preliminary data for March became
available. These indicated a decline in the composite price to $7.79
per barrel but also made it clear that corrective action had become
necessary to assure compliance with the EPCA provisions.

(‘nnsomloml_\‘. effective July 1, 1976, FEA froze prices at their June
1976 levels for the months of July and August. Our intention was to
collect additional data during those months before making a decision
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on whether a continuation of the price freeze would be sufficient to
assure compliance with EPCA or whether a price rollback would
be required. \E

In August 1976, after collecting and evaluating the additional data
for April and May, FEA extended the crude oil price freeze through
November 30, 1976. Before discussing that extension, though, 1 would
like to point out some other factors which have recently affected the
composite price. In August the Energy Conservation and Production
Act (ECPA) became law. With respect to crude oil pricing the ECPA
exempted stripper well production from price controls and called
for an imputed price for stripper well production of $11.63 per barrel—
escalated of course according to explicit provisions in ECPA—to be
used in computing the actual composite price.

The ECPA also provided FEA with the authority to escalate the
composite price at a full 10 percent per year, regardless of the actual
value of the GNP deflator. This provision was included to give FEA
the flexibility to deal with certain crude oil pricing issues—for
example, certain low-gravity crude oil and certain high-cost crude
oil—that had been contemplated in FEA’s third stage rulemaking.
Accordingly, effective September 1, 1976, FEA exempted stripper well
production from price controls and. effective October 1, 1976, FIEA
adopted upward adjustments in the gravity price differentials for
certain heavy crude oils.

The ECPA also changed the basis for qualification as a stripper
well property from the preceding calendar year to the preceding
12 months. This resulted in an immediate one time shift from lower
tier to exempt status for a number of properties for which the 12-
month period had expired during the first 9 months of 1976. Under
the previous law all of these properties would have been required
to wait until January 1977 to qualify for stripper well status. More-
over, a number of other properties qualified effective September 1
that had maintained marginal production levels during consecutive
12-month periods that did not happen to correspond to a calendar
year.

Finally, on August 20, 1976, the FEA issued a Notice entitled
“Clarifications to Mandatory Petroleum Price Regulations Appli-
cable to Domestic Crude Oil” setting forth FEA’s conclusions with
respect to a number of issues that had arisen in connection with our
implementation of the crude oil pricing policy of the EPCA.

Perhaps the most significant issue which FEA sought to resolve
was the proper application of the definition of property which, for
purposes of FEA price regulations, is the basic building block of the
two tier price system. As conceived by the Cost of Living Council
(CLC) in August 1973 and carried forward by FEO and FEA, the
two tier price system is designed to reward producers that increased
production levels over base period volumes with higher price levels
for incremental production.

Determinations of incremental production are made on a property
by property basis. Thus, for example, if a producer has a property
which produces 500 barrels of crude oil in the current month and if
that property produced and sold 350 barrels of crude oil in the base
period, the producer may sell in the current month 150 barrels of
erude oil as new crude oil at a price not to exceed the upper tier ceiling
price.
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Depending upon what is determined to be the property, the volume
of inereased production from that property might vary significantly.
It is imperative, of course. to use the same concept of property for
both the base period and the eurrent period in order to measure accu-
rately increased production levels,

Since the definition of property was first adopted by CLC in August
1973, it has provided that property is the right which arises from a
lease or from a fee interest to produce domestic erude oil. This defini-
tion remains substantively unchanged today. However, in the rule-
making proceeding which culminated in the Angust 20 notice, FEA
attempted to accomplish basically two objectives.

First, FEA sought to clarify for producers what the proper inter-
pretation of the definition should have been for the past 3 vears.
Second, FEA sought to reevaluate the definition itself in order to
insure that the incentives intended under the two tier pricing system
operate more effectively during the remainder of the program man-
dated by EPCA. Let me be a little bit more specific about these two
objectives of the rulemaking,

FEA believes that the property definition needed clarification be-
cause it became apparent in the implementation of the EPCA that
producers had adopted many differing interpretations of the defini-
tion. This is probably due in our mind primarily to the extremely
complex nature of the interests under which oil and gas have tradi-
tionally been produced. Accordingly, when producers were required in
a short period of time in August 1973 to make property determina-
tions in order to adapt to the then unfamiliar two tier price system,
it is not surprising that many producers made those determinations
according to systems that closely fit their historical and traditional
methods of accounting, or 1 might add methods that corresponded
to State regulatory requirements.

In setting forth the clarifications. FEA sought to arrive at the
most reasonable interpretation that did not frustrate or take advan-
tage of the incentives of the two tier system and in a manner that
FEA believes was equitable to as many as possible of those concerned.
Moreover, the clarifications of past interpretations are limited only
to those classifications made by producers on a traditional and his-
torical basis—no others. Since these clarifications concern historical
treatment of properties for purposes of determining new and old
crude oil. the effect of these clarifications on the composite price was
expected to be minimal,

On the other hand, had FEA insisted upon a very striet, mechanical
interpretation of the definition with regard to historical industry
practice and to the primary purpose of the definition as the foundation
of the two tier price incentive system, it is certain that recaleulations
by o many producers would have undermined the basie assumptions
of the composite price structure itself. For example, the preliminary
estimates of 60 percent old ernde oil were based. of course. upon FEA
reports from property classifieations made. for the most part, upon
the historical methods approved by the clarifications.

With respect to the amendments to the property definition which
became effective September 1, 1976, FEA conclnded that while the
concept employed by the Cost of Living Couneil may have been well
suited to achieve the incentives offered under that temporary program,
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the longer term prograin contemplated under EPCA called for a
reevaluation of the CLC incentive system. Specifically, the natural
-ates of reservoir decline make it difficult over the long term to provide
adequate incentives unless production increases, like cconomic deci-
sions, can be measured on a reservoir-by-reservoir basis.

In sum. FEA endeavored by this action to clarify a definition
which. because of the complexity of the situation it was intended
to address, had become confused and was difficult to apply, let alone
enforce. without further clarification. This was done, we believe, 1n
the most equitable manner possible under the circumstances. At the
same time, effective prospectively from September 1, 1976, F EA pro-
vided an optional method for making property determinations to
insure that the maximum incentives to domestic production would
be preserved throughout the remainder of crude oil price controls.

As I have said, Mr. Chairman, in late August FEA had available
data on actual production and prices through May 1976 from 1ts new
reporting system. These data disclosed that the actual composite price
for April had been $7.86 per barrel and for May and had been $7.89
per barrel. They also disclosed an unexpected decline in the p oduction
of upper tier crude oil and a larger than expected decline in the pro-
duction of lower tier crude oil. These figures varied from month to
month by amounts that precluded the identification of any reliable
trends. Moreover, as they covered only the first 4 months of the pro-
gram, they were insufficient as a basis for reliable projections of future
changes in the ratio of npper and lower t ier production.

Accordingly, based on the best ostimates we could make with the
available data, FEA projected that cont inuation of the freeze on crude
oil prices at least through November was vequired. In fact, while pro-
jections at that time indicated that excess receipts could have been elim-
inated by December, the variability in the data was such that the
recovery could have occurred one month earlier or some months later.
Thus, given the status of the information available, there was not a
firm basis at that time for extending the freeze through December 1976.

Accordingly, on August 31, FEA extended the freeze on domestic
crude oil prices throngh November 30, 1976, at which time data
through September would be available to provide the basis for deci-
sion as to what further action, if any, would be required to assure corm-
pliance with the EPCA.

At present we have available only preliminary data for September
1976. Complete data for September will not be available until later this
month, and reporting first purchasers have until the end of December
to make final adjustments to it before they certify it. Thus, final Sep-
tember data will not be available for more than a month from now.
Based on our experience to date, final price data for a month can vary
from preliminary results by several cents per barrel.

The preliminary September data disclose that the combined effects
of the change in stripper well qualification included in the ECPA and
the change in the property defination issued bq FEA on August 20,
1976. are on the order of a 2.3 percentage point shift from lower tier
to upper tier and stripper procuction. The share of upper tier crude
ui! I‘- 1.2 percentage points higher and the share of stripper well crude
oil is 1.1 percentage points higher than it was for August.
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It also appears, based upon a preliminary review of historical data,
that 0.5 to 1 percentage point of the total shift may be attributed to the
reclassification to stripper oil and about 0.2 percentage point to the
normal decline in production of old oil. Thus. about 1 to 1.5 percentage
points may be attributable to the redefinition of property in terms of
the shift from lower to upper tier oil.

I must emphasize that we are not yet in a position to conclude that
this will be the final magnitude involved and that we will not know
for sure what the exact shift was for September until sometime in late
December. Thus, extreme caution should be used in drawing any con-
clusions from such preliminary data. _

Our current projections, subject to revision as more data are avail-
able, disclose that if the 2.3 percentage point shift from lower tier to
upper tier production occurs and the existing price freeze is continued,
estimated cumulative excess receipts as of January 31, 1977, would
approximate $230 million which is less than 1 percent of the total
dollar volume of transactions involved in the first sale of crude oil
during the period since February 1, 1976.

We do have available to us three principal options which we believe
may be appropriate to deal wth this issue of excess receipts. First, we
could impose a price rollback of the required amount, estimated on the
basis of 1 month’s data that are not yet final, on upper tier production
for the months of December and January to eliminate excess receipts
by January 31. The rollback would probably most appropriately be
imposed on upper tier prices because producers of upper tier erude oil
have been the recipients of the excess receipts. Equity considerations
argue against taking revenues from lower tier producers to eliminate
excess receipts that have gone to upper tier producers.

ven if there were no decline in upper tier production as a conse-
quence of the price rollback, the rollback would have to be about $1.40
per barrel for this two month period. In fact, since this rollback would
represent about 15 percent of the revenues of the producers affected
during that period, the most likely consequence would be a substantial
decline in production as producers waited for the price freeze to expire
and for price escalations to resume with February 1977 production.

Moreover, the larger the rollback imposed, the greater is the incen-
tive to withold production for the rollback period, and the more dis-
ruption would occur in domestic production activities. For example, if
upper tier production were to decline 10 percent in response to such a
rollback, the amount of reduced production would be about 270,000
barrels per day for the 2 months involved. We are, of course, relue-
tant to take such drastic action on the basis of preliminary and incom-
plete information, especially in view of the fact that any decline in
domestic production would be made up by increased imports at sub-
stantially higher prices.

A second alternative is to propose to the Congress an energy action
under the provisions of the EPCA that would grant a one-time increase
in the composite price for January 1977 sufficient to account for the
axcess receipts projected to exist at that time and to continue the
freeze on actual prices through the end of January. This would amount
to requesting a one-time increase in the legal composite price for Jan-
uary 1977 onlv of about 90 cents per barrel.

Dealing with unforeseen developments of this sort was one of the

principal reasons as you will recall, Mr. Chairman, for including in the
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EPCA the authority for the FEA Administrator to propose to the
Congress changes in the escalator provisions every 90 days. During the
Conference Committee deliberations, there were extensive discussions
concerning the need for such flexibility in trying to administer a com-
plicated regulatory program of the magnitude involved in the EPCA.
This approach would have the advantage of avoiding any disruption
to domestic production but would also prevent consumers from gaining
the benefits afforded by recovery of the excess receipts.

A third option would be to extend the current price freeze through
December 1976 to accumulate as much actual data as possible on the
qualities involved and then to impose whatever rollback on upper tier
prices would be required for the period January 1977 through July
1977 to assure the recovery no later than July 31. 1977, of all excess
receipts. At present it would appearno such roilback would be required
if the preliminary September results are confirmed by later data.
Under these conditions, a continuation of the freeze through January
1977 should result in the recovery of some $70 million more than excess
receipts after accounting for the impact on the composite price of the
stripper well exemption and the October 1, 1976, adjustments to heavy
crude oil gravity differentials.

However, it would be extremely unwise to make a decision now on
the basis of preliminary results for 1 month. More complete data for
September and data for subsequent months could well show that a
rollback over the period in question would be required.

In any event, this approach would have the advantage of assuring
collection of excess receipts as contemplated in the EPCA and would
avoid any disruptive effect on domestic crude oil production. The sole
disadvantage would be the delay of some 4 months beyond January
1977 in recovering all of the $152 million of excess receipts accumu-
Jated during the period February through July 1976 and a delay until
June or July 1977 in the recovery of those excess receipts accumulated
during the period August 1976 through January 1977. This delay could
be accepted, however, in recognition of the:

Small magnitude of the excess receipts currently projected to exist
on January 31, 1977, compared to the total volume of transactions
involved (less than 1 percent) :

The difficulty involved in projecting the numerous quantities that
affect this magnitude with precision:

The intent of the EPCA pricing provisions; and

The benefits of avoiding the disruptive effects of a large, temporary
price rollback.

Any excess receipts accumulated during the period since July 1976
would be fully eliminated in the next corresponding 6 month period as
required by the EPCA were this approach to be selected.

One other consideration, Mr. Chairman, is that even with no action
the projected excess receipts as of January 31, 1977, are less than half
of the projected refunds expected from crude oil producers for the year
ending on that date. Based on our experience to date in audits of crude
oil producers, we expect to recover over $500 million in overcharges for
the period in question. We have been unable to complete many of these
audits pending the clarification of the property definition, but they
are NOW in process.
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While this amount represents only about 2 percent of the volume of
transactions involved, it is nonetheless greater than the projected
amount of excess receipts as of January 31, 1977. Thus. one could argne
that the appropriate wav to protect consumers’ interests is to get re-

ations, Ift 1:1‘_\'

funds from those producers who have violated the reen

had not violated the regulations, we would not be out of syne with the
composite pr While it still will be some time before the amounts
mvolved are collected, our remedies include refunding not only the

amount of the violation but interest thereon for the period in question,
Thus, consumers’ interests would be protected by this approach,

It is our current intention to review later this month the most recent
data available to us and to make at that time a decision on the appro-
priate course of action.

Mr. Chairman, this concludes my formal statement. My colleagnes
and I would be pleased to answer any questions that the subcommitfee
may have

[ Testimony resumes on p. 73.]

[ The letters and attachments referred to follow :]
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"V1. cConsumcr benefit of a rollback in crude oil prices"
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OF DOMESTIC CKRVDFE OIlL PRODUCTION
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December 15, 1975

Honor;lh] e

Dear Mr.

This is in re se to yo et of December concerning
my letter to Jece n the 011 price

supplied by the Federal E tration to ti
Committee

Act."

You have
first rai
December
answered.
set fqrth

prices of

As you know, j ale price or "old" crud
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that gra rude oil & field, plus

The range of } s is from about $3.50
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series ar

As noted ir ccember 6 | there has never been ar
legal, reg -larcrv, policy, 1

an exact measurement of the

price-cont 'fal‘cv crude oil, and tnn FEA has collected such




data only on Forms CLC-90 and FEA-90 incidental to data
collected for properties that also produce new and released
oil. The "old" oil data S0 collected represents about 60
percent of total old oil production, and thus does not

| inclu out two million barre 2r day. As I indicated
lin my previous letter to you, * reliability of this
information has never been verified and, for the reasons set
| forth below, is subject to question. Therefore, this
Iinformation has never been used by FEA for any purpose,

In view of the questions You raised concerning old crude oil
Prices in your letter of November 24, FEA data analysts have
been examining carefully the data that has been collected on
those prices by Form FEA-90, in.an effort to determine
whether that data could be used to provide an estimate of
actual recent and current Prices for all old crude oil.
Although this analysis is still incomplete, it does not
appear that the current Form Fgp 90 data provides accurate
information on old crude oil pPrices. I would like to outline
briefly the problems we have encountered with this data.

Data on crude production and prices was first collected on
the Cost of Living Council Form-90 issued in August 1973.
subsequent changes i; the crude oil price regulations
and certain technical deficiencies in the form, the data
obtained from this form on old oil prices was never considered
reliable nor used for anv PUrpose. In recognition of
technical problems associated with Form CLC-90,
and reissued -this form as Form FEA-90. This revised form
has been in use since January 1975, but it still does not
have to be submitted by producers which produce only old
oil.

need to compile the data on old
2 CLC-90 and FEA-90 and because
5 data was known to t ntially incomplete in any

event, this information w not a high priority item for
computer processing. As of this date, therefore, the only
old crude oil price data collected on Form FEAR-90 which has
been processed by computer is the data for January, 1975,
and even that Processing was completed after receipt of your
November 24 letter. The data for February, 1975 is just now
being entered into the computer for the first time. Since
each monthly report involves some 30,000 separate leases,
-the data is too voluminous for manual processing.
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old oil: price data at the "wellhead." In connection with

the crude oil entitlements program, FEAR does collect price
data for controlled old crude oil at the refinery gate

(which includes transportation costs in undetermined amounts) .
The reported refiner acquisition costs, however, have varied
by $.19 per barrel during the last year, ranging from $5.31
to $5.50 per barrel. This data is set forth in Enclosure 2
at Tab B. As noted in Enclosure 2 of my letter of December 6
fluctuations in actual average old crude oil prices are to

be expected from month to month as a function of changes in
the mix of types of crude o0il selling at old oil Prices.

It is clear that if the Energy Policy and Conservation Act
becomes law, its implementation will require considerably
different data collection and validation procedures. Until

a8 new, reliable crude o0il price data system is implemented
(which will take at least until the middle of 1976) it is

our intention to continue utilizing the figure of $5.25 per
barrel as the best estimate of the weighted average old

crude oil price, for purposes of devising a new crude oil
price regulatory sch which complies with the $7.66 per
barrel maximum welghted average first sale price ceiling
established in the Energy Policy and Conservation Act. We
also intend to utilize the estimated 60/40 ratio of controlled
to presently uncontrolled domestic crude oil for this purpose.
Therefore, until our new data collection system is operative
in mid-1976, no new FEA crude oil price regulatory scheme
would allow a weighted average price for the presently
uncontrolled domestic crude 0il to exceed $11.28 per barrel,
except as allowed to be adjusted in accordance with the
adjustment provisions of that Act.

As you have been careful to point out in your letters, and
as I am well aware, the conferees arrived at the composite
domestic crude oil price on precisely these assumptions

i.e., 60 percent of domestic crude oil to be sold at an

average price of $5.25 per barrel and 40 percent of domestic
crude oil to be sold at an average price of $11.28 per

barrel. I want to emphasize again that I believe the

estimate of 60 percent controlled domestic ecrude oil production
at an average price of $5.325 per barrel was arrived at in a
reasonable manner and yields a conservative result for

planning purposes.
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understand,*these estimates are closely
extent to which either estimate may prove
would have equally significant effects on
ice of all domestic crude oil. And, if I
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the price and ratio of
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As you know, we used 60 percent as the estimate of the old
crude oil ratio in our analysis. As set forth in my letter
of December 6, at Pages 4-6 and in Enclosure 1, we indicated
that the 60 percent figure was "approximately the median
within [the actual] month-to-month variability," and that

“this 60 percent figure would most likely prove to be a
conservatively high estimate of what .the percentage of
Price controlled crude oil will be in January or
February of 1976 . . . because during the first quarter
of 1972 there existed certain production constraints in
major producing fields which were removed during the
second gquarter of that year and which resulted ip
aignificantly higher production for the balance of the
year."

We therefore stated that

“the percentage of old o0il during the first

guarter of the next two Years can be expected to
average between four to six percentage points below
the percentage of old 0il produced during the last
quarter of the preceding year,"

Since my letter of December 6, we have received data in
connection with the entitlements program which shows that
the actual old ecrude 0il ratio for Oct 8r, 1975, is B1.0%.
As discussed more fully below in Tesponse to paragraph 2 of
your letter, “this leads us to believe that the old crude oil
ratio for November and December of this year will be in the
range of 61 to 62 percent, and, if the present crude oil
Price regulations remain in effect, the ratio in the first
quarter of 1976 may therefore be significantiy less than 60
Percent. Indeed, it could well be, in light of this later
information, that the ratio of old crude 0il may never again
be as high as our 60 percent planning figure after Dec mber
of this year, since the decline in that ratio in the past
few months appears to have been more significant than we
anticipated. The data on which these conclusions are based
is summarized for your convenience in Enclosure 3 at Tab C.

The point is simply that, even if the actual weighted average

price of old crude oil is somewhat less than §5.25 in January
1976, it will be more than offset by the Probability that

the old oil ratio will be less than 60%. Thus, I am cdnfident
"that, when the combined effect of the old oil price and
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This estimate is based on (1) the fact that the percentage
of old oil has been : oroximately 61 percent for the four
months of July through October, 1975; (2) the fact that the
percentage dete hrough For \-P-102 has generally
parallelled that obt ination of sources
and published in the FEA's Y Review, as set
forth in E re 1 of my letter; and (3) that
although Form FEA-P-102 4 not available for the

period of July through Dece 1974, the data published in
the Monthly Energy Review indicates that during that period,
the level of old oil production remained relatively stable
(an average of 66 percent). (See Enclosure 3 at Tab C.)

Accordingly, we would not expect the figures for November
9iY¥, I Lig 2
and December icantly from the figures

r of 1975 to depart si
for the preceding four months, e t that the Form FEA-P-
2r figure may be somewhat

102 data indicates that the Dec
higher than the November figure

Our estimate of refiner acquisition costs for November and
December are as follows:

sition cost of domestic crude
8.69/bbl

Estimated r
£ 3
(December, 1975): $8.85/bbl

oil

Estimated refiner acquisition cost of imported
crude oil (November, 1975): $14.99/bbl
(December, 1975): $14.99/bbl

Estimated refiner acquisition cost of all crude
0il (November, 1975): $10.67/bbl
(December, 1975): $10.78/bbl

These estimate
forth in Enclo

from timates set

1 6 letter wit respect to
estimated first sale or prices mestic crude
0il and the estimated landed cost of imported crude oil for
September 1975 through January 1976, which were as follows:

Domestic Wellhead Import Composite
September 8:17 14.18 10.06
October B.37 14.99 10.42
November 8.47 14.99 10.52
December B.63 - 14.99 10.63

January B.78 14.99 10.73
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Although the e ited first sale prices of do
oil are’ = of s poration, e estima

] sale pric uld also
in higher re : 3 ISES.

monthly

Accordingly,
October
to Decem

£ tlon COS
refiner
$8.69
costs of
montk
data
conti

docume
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Uncontrolled domestic
1

- W B e I . $14.00
- End of 1976. . . 5 . $15.42
- End of 1977. . . . . « 516.15
- End of 1978. . . $17.70
- End of 40 months $1B8.08

Imported crude oil prices begin at $15.00 per barrel
including the suppl ntal fee, and increase by
approximately seven percentage points per year.

For Immediate Decontrol

© All domestic cru¢ roduction permitted to be
sold at free ma oT which were estimated to
begin at $12.00 pe el and increase by approxi
seven percentage ints

Assumes immediate removal of supplemental fees.
PP

Data series F i s 1 administer The

The impl ntation of t 2rgy Po and Conservation
Act, if it becomes law, w juire a completely n data
collection and reportinc = this point, we are
still evaluating alte tiv 5 collect the data, with
the major alternative oducer reporting, purchaser
reporting, a finery acquisition cost and transportati

i my letter of Dec :
However, I have not review 2 detailed prop
made no decision 1 ¥, we will chose
method is both administratively feasible and compli
with the reguireme of the Act that we rely on "w
reliable information."

Se Sampling of data for September-November.
) : B

FEA's experience under the E Y Petroleum Allocation
Act has been that lings of product cost data which are
not verified as representative A ended to be only rough
reflections of what wa - y :ained in later
During the Conference mittee deliberations on S. 622,
used $14.00 as the average uncontrolled oil price for purposes
of estimating the domestic composite price and for evaluating




alternative proposals. The methodology used in these

calculatio t ous letter. FEA staff

has recently made random tel > inguiries concerning the
red

)
uncontrelled price, but thes ng es were not ructure
in any s and no con T be drawn fr them

other than that pric

from the Conference
jyact of ario

cember 6 letter, our estimate
that would have obtained
ntrols, domestic crude oil
prices will b 3 1 per barrel to $7.66
barrel -- a rec ion of $1.09 per barrel, and that o
crude oil prices ill be iuced from $10.72 per barrel to
per ba : 2duction of $1.38 per barrel.

anner described in my

\ 5 letter : 118 wil ranslate into price
reductio at (- 2 r 2vel f from 1.0 to 2.5 cents
per gallon.

As we have indicate predicted level of domestic crude
0il prices is a function of ree variables:

o the price of old crude oil, which we have estimated
to be § 5/ bl

the price of ly uncontrolled domestic

crude oil, which we have estimated to be $14.00/bbl.

the percentage of domestic crude oil which is
old crude oil, whicl e have estimated to be 60%.

ite price ic crude oil is set at
the oil p 19 policy adopted by the Conference
1ffering assumptions with respect
: > is simply that a price so vhat
different S ) barrel would obtain for domestic
crude oil, were the present system of controls to be éontinued.
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I believe it is reasonab that the actual price
of old crude o0il could y by a as $.25 per barrel
less than the ecstimated price of §5.25 per barrel; that the
actual price of uncontrolled crude oil could va )y as much
as $.50 per barrel higher or lower than the es s price
of $14.00 per barrel; the ratio of old cru
could vary by as much as 5 percentage points lower than the
60 percent.

Using these marg C T inty he price of
crude oil which ; 2 present syst
were to be continued, wi I > esti ed as
barrel, could vary from

of $B.40 per barrel, as calculated below.

A comparative analy
of ¢

variable, d ass

$.50 per barrel hic

$15.00 per barrel.

price of c oil

barrel, could x

barrel. Ot u

variables

side of

estimat

$10.72 per

analyses use

January 1976 25 ate ntained in
December &, 1975

- If old oil price is $5.00 instead of $5.25

- If $13.50
domestic

+20




contained

) K1

= If $14.50 is used as the price for imported
crude oil




Lowest estimated price for all crude oil

in January 1976

The complete formula would be:
3.00 (8.5 X .6) + 13.50 (B.5 X

. &N
12.4

= January 1976 price estimate contained in
December 6, 1975 letter

~ If 55% old oil ratio used instead of 60%

PN ¥ L ]
(8.5 X .05). (= ST =
- If $14.50 is used as
uncontrol oil
2 (==
= If $15.50 sor ted
crude oil

g
24 = $.157

Highest estimated
in January 1976

price for all crude oil

The complete for a woul

«55) 4 4.50 (8 X .45 {3

The effec f i
would be tc » the

currently uncontrolled




composite all crude, the impact would be measured
as follo

; r 3.5
2.00 + 2.00 t'jz.-. = $1.18 per barrel
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To the extent that i

Pressure in the marketpla it is reasonable to co
that current margin contr 3 at the retail gasoline
are having very little effect, 1se of the overr
effects of price competition. believ - is a
case for m categories with
pos 2xcepti of aviatic fuel, of which only
portion is not sold directly bj ners. The >
this situation on the question of how fast the
crude oil prices will flow through t e ultima

is identical to the impact of "banked costs" on t
which is discussed in pages 13-14 of my December &

(a)

Except for anticipate »ossible spo shortages of p
current estimates proje ad te supplies of
petroleum

of product

continue ¢

reduced cru
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We understand this provision to be essentially the obverse
of section 4(b)(2) (A) of the current Act, as amended by
section'402(a) of the conference substitute, which provides
in very similar language for a dollar-for-dollar passthrough
of crude oil and product price increases. We have interpreted
the latter provision in the past as requiring the FEA to
permit sellers at least the opportunity to pass through all
of their increases in the cost of crude oil or products
incurred since the base date of May 15, 1973, even though
market conditions may as a practical matter prevent the full
passthrough of such increases. The courts have upheld this
interpretation in several different cases. By the same
token, we believe the new section 9 will require the FEA to
force commensurate reductions in a.seller's maximum lawful
selling prices if he enjoys a reduction in his crude oil or
product costs.

Thus, for example, section 4 (b).{2) (A) requires the FEA to
structure its pricing regulations so as to permit a seller
who had a maximum lawful selling price of $.50 per gallon
and who incurred an increased product cost of $.05 cents per
gallon to increase his maximum lawful selling price to $.55.
As a practical matter, however, the seller may in fact be
able to increase his actual selling price only from $.50 to,
say, $.53 if he wants to remain competitive. Similarly, the
new section 9 would reguire a seller who had a maximum
lawful selling price of $.50 and a price decrease of 5.05
cents to reduce his maximum unlawful selling price to $.45.
However, an actual price reduction of $.05 may not result
if, for example, the seller was previously selling at §$.48
cents per gallon, despite a maximum lawful selling price of
$.50, because of competitive conditions. The actual price
reduction mandated by section 2 in such a situation would
then be only $.03.

In addition, we do not interpret the new section 9 as
prohibiting the passthrough of existing "banked costs"
during the period that the conference substitute would
require crude oil costs to be rolled back below existing
levels. This is so because the conferees, in addition to
adopting the Hartke amendment, adopted amendments to existing
section 4(b) (2) which expressly recognize the right of
sellers to pass through existing banked costs, subject to
the limitation in the case of refiners that not more than 10
percent of the amount of banked costs in existence as of
January 31, 1976 can be passed through in any one month.

.
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Mr. DrxeeLL. The subcommittee thanks you for your statement and
your assistance this morning.

" The Chair recognizes the gentleman from Texas, Mr. Eckhardt, for
questions.

Mr. Ecxraror. Mr. Hill, T would like first to get back to what you
did in the very beginning in February after the act was passed. On
page 6 you say that you had estimated the average price of new oil
at that time was $12.60 per barrel and in order to achieve the $11.28
figure you needed a rollback of $1.32 per barrel. Am I correct on that?

Mr. Hir. We had estimated from our data that the September—
October 1975 price was $12.60 per barrel.

Mr. Eckuaror. That is September-October?

Mr. Hiur. 1975,

Mr. Eckuaror. 1975.

Mr. Syorre. Mr. Eckhardt, if T could add a clarification, that $12.60
was an average of the actual transaction prices.

Mr. Eckmaror. The average of actual transactions for September
and October 1975 for new and released oil as reported to FEA on its
form 90 was $12.60 per barrel.

Mr. Syora. Yes, sir.

Mr. Hinr. Yes, sir.

Mr. Eckmaror. So in order to achieve the $11.28 figure which you
at that time thought was your goal since you were assuming 40 per-
cent new oil and 60 percent old, your $11.28 figure in order to be
achieved based on September and October 1975 information was $1.32.

Mr. Hiur. That is correct.

Mr. Eckmaror. But when you applied that you came out with the
$11.47 figure instead of the $11.28 figure. In other words, in view of
enlightened hindsight you might assume that there had been an
increase in the price of the average transaction from September and
October of 1975 to the time you applied it of approximately 19 cents.

Mr. Syara. No, sir.

Mr. Ecgaarpr. Tell me why not.

Mr. Syra. All right, sir. The regulation for the maximum price
on what was then upper tier oil was established with respect to the
highest posted price in any field for that quality of oil that existed
on September 30, 1975, and it was not established with respect to actual
prices paid during that period. Now the reason for that was that in-
formation on actual prices paid is available only to the parties to the
transaction and sometime later to FEA so that everybody:

Mr. Ecknaror, If you will pardon me for a moment, I am not try-
ing to cast any blame on you for your calculations but let me ask you
this simple question.

T am not saying you had the information to do so, but if you had
applied a corrected figure of $1.51—in other words, if you had rolled
back the price of new oil by $1.51—you would have come out with
$11.28,

Mr. Syara. That is correct.

Mr, Eckmaror. Now there were several reasons why you didn’t do
that. i

Mr. Syira. Yes.

Mr. Eckrarpr. One is that there was some change which you could
not altogether estimate between September and October 1975 and the
time you applied it. I guess that is the main reason, isn’t it?
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Mr. Syrra. No, sir. The principal difference, Mr. Eckhardt, is that
during the period in question, September and October. prices were
rising for the oil that was then uncontrolled in response to the imposi-
tion of the additional fees and it took a while for the actual domestic
prices to rise up to those fee levels. Therefore, the postings in the fields
were being changed from time to time and the average of the highest
posted prices in the field on September 30 were in fact 19 cents more
than the average of the transactions for 2 months.

We were using the average of the transactions. the $12.60 figure,
to try to make the best estimate we could of what the highest posted
price in the field was on September 30. The difference between those
actual transaction averages and what turned out to be the average of
the highest postings was 19 cents a barrel.

Mr. Ecknaror. I see.

Mr. Hiir. We had to use the postings, Mr. Eckhardt. so that pro-
ducers would have an easily accessible reference point in terms of how
to produce their crude since they didn’t have full knowledge of the
transaction prices nor did the FIXA for several months. It was really
the difference between the posting price and the actual transaction
prices which led to that differential.

Mr. Eckraror. How long did it take you then to find out ?

Mr. DixeeLL. Would the gentleman from Texas yield for a ques-
tion?

Mr. Eckaaror. Yes.

Mr. Divgerr. The Chair would like counsel to ask a question at
this particular point. Would the gentleman yield, please

Mr. Eckuarpr. Yes.

Mr. Curris. Just on this point, I understand the regulation as orig-
nally proposed to take effect in Februa ry used a formula based upon
actual prices with the subtraction of the $1.32 and when finally
adopted it would bend that to go for the posted prices with the ex-
planation that you wanted to rely on that formula for those fields
for which there were not transactions occurring as I understand it.

Mr. Syrra. That was one reason. Mr. Curtis; there were three
others. One was we wanted the regulation written with respect. to
prices that were generally available to everybody so that they would
know what they were. In other words. the actual posted prices in the
field were available publicly and producers had knowledge of those
and had easy access to those figures so they would know how to figure
their price,

Second, we wanted to assure that the same grade of oil, the same
quality of oil from the same field sold for the same prices and the
only way to do that was to write the regulation with respect to the
highest posted price in the field becanse in fact during that period
of time the transaction prices could have differed between different
parties in the same field,

Finally, we wanted to peg the regulation to the posted price that was
publicly available to facilitate our compliance actions because it is
much easier to take a publicly available figure that everybody knows
and a single figure for the field than it is to have to work a compliance
case brand new by reference to the transactions of the parties involved
during the period in question.

So all four of those reasons cont ributed to the change,
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Mr. Cortis. You also found it necessary to define what was to be
the highest posted price in the field for regulatory purposes in August
of this year, roughly 6 months after the program was in effect, on
the basis that there was not general industry knowledge as to what
would be the standard of measure of posted prices upon which they
were to make their substractions to judge the permissible price.

Mr. Wisox. We had clarifications with respect to what a posting
actually was, that is correct. One of the problems with the original
proposals, how to set the upper tier prices, was that we originally
were under the impression that there were not postings in many of
these fields for some of these prices. We were subsequently informed
that there were and more or less were informed of the inequities that
would occur with two producers producing from two reservoirs receiv-
ing different prices and we ought to go to a uniform rate as long as
it is in the same field. That is what we attempted to do. Subsequent
questions came up as to exactly how the rules were applied. We col-
lected these from a number of parties, analyzed these and tried to
clarify these in the August rulemaking.

Mr. Curris. Well, was it your impression that the clarification was
necessary because producers did not have a reliable and readily rec-
ognizable base upon which to evaluate the permissible price for upper
tier oil

Mr. Winson. It was necessary to evaluate exactly how our regula-
tions applied to postings. Postings are set forth in different manners.
Sometimes there will be a general posting that covers an entire field,
sometimes there will be a separate posting within that field
that covers a certain specific area and you have to determine which
reference point you go to in looking to the highest posting and how
this covers. There are a number of very detailed questions of that
sort that arose that we obviously did not anticipate when we initially
promulgated the regulations which we had to clarify to make certain
that the system was working. I suspect more will be coming up in the
future.

Mr. Corris. The only point T wanted to make is that your original
formula is based on actual prices with the subtraction of $1.32. As
I understand it. when you actually promulgated the regulation you
shifted the base to the highest posted price in the field and that formula
states that if there is no posting then it is the highest posted price in
the nearest field for the same quality and grade of oil.

Mr. Wirsox. That is correct.

Mr. Curris. Because you were going to the highest posted price,
was it not predictable that that would bias the prices all upward?

Mr. Wirson. That is why we took the average. The only data we
had was with respect to actual transactions in the months. Since we
were using September 30 for the transaction data and we were moving
to the highest price in the field, we knew that the transaction data
for September would be low and therefore the only estimate that we
thought we could make of this was to try to do an average on the
theory that prices were moving up between September and October
and therefore we would take an average of the actual transaction prices
for September and October. When we did that we always assumed
that we would be off to a certain extent.
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I should note that actually there is some anomaly in the February
data that came in that showed a 19 cent discrepancy as the March
data subsequently showed. The March data went down very signifi-
cantly for upper tier prices which indicated that there may be certain
data collection problems there which indicated we were much closer
probably with the February data.

Mr. Curris: Thank you, Mr. Eckhardt.

Mr. Eckuaror. Then whether there was fault involved or not, the
calculation of how much to roll back, the price turned out to be 19 cents
short of the amount necessary to come to the $11.28 price assuming
that the 6040 ratio existed, is that correct ?

Mr. Hrvr. That is right, sir.

Mr. Ecknaror. Now there is another thing that you discovered some-
where down the line and that is that, at least according to the data that
you had available to you from the producers and from their organiza-
tions, the mix was different which of course would tend to bring down
the price of new oil assuming a fixed price of old oil in order to ac-
complish the final composite price of $7.66. Is that correct?

Mr. Hir. Would you repeat the latter part of your question, Mr.
Eckhardt?

Mr. Eckuaror. Well, let me just put it simply that you found that
lower tier domestic production was actually 57.1 percent in February
rather than the estimated 60 percent while the share of upper tier
production was 42.9 percent instead of the estimated 40 percent from
the information that you then had from the industry.

Mr. Hivr. That is correct, and the effect of that was to make the
composite price higher than it would have been if the 60—40 had been
achieved.

Mr. Ecknaror. That is right. To put it another way, you would
have had to reduce the price of upper tier oil in order to come
within the maximum composite price of $7.66.

Mr. Hivr. That is correet.

Mr. Eckuaror. And you also found another thing that apparently
had been inaccurate in your estimates when you multiplied 40 percent
times $11.28 and 60 percent times $5.25, and that is that your actual
average price of old oil was $5.05 instead of $5.25, is that right ?

Mr. Hirw, $5.07.

Mr. Eckuaror. $5.07, is that correct ?

Mr. Sarrrn. No, sir. You are right in that the preliminary was $5.05
and later corrected to $5.07.

Mr. Eckuaror. So $5.07 is the actual correction.

Mr. Dincerr. Would the gentleman yield ?

Would I be correct in assuming it would be the other way around ?

Mr. Hiwe. That is right. The preliminary data indicated $5.07: it
turned out to be $5.05.

Mr. Ecxnaror. I see. Well, we will get this right finally. I thought
it was $5.05. That is what it actually is,

So again not attempting to attribute blame, there were three sliding
figures that ultimately resulted in a wrong composite under the
standards of the act.

Mr. Hivr, That is correct.

Mr. Eckuaror. One had to do with the estimate of the actual price
of new oil and the level to which it had to be reduced in order to
come to the result of $11.28 if that had been the correct result. Two,
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the old oil mix was less than had been anticipated which of course
would tend to bias the price upward due to the mistake. Three, the
price of old oil was actually lower than you had thought which would
tend to bias the figure downward. Those would be somewhat offsetting
but the latter was not in as great a magnitude as the second factor.

Now I note in your testimony that in early June you found out
that you probably were using data respecting the mix which may not
have been true data; that is, that is the time when you were shaken
on the 6040 question, That was June of ——

Mr. Hire. 1976.

Mr, EckrArpT. 1976, this last June.

Mr. Hirr, Yes.

Mr. Eckuaarpr. At the time the act was being drafted around
November of the previous year 1975 I seem to remember rumblings
that the 60-40 ratio was not correct. Did you hear anything concern-
ing that at that time?

Mr. Hir. There was some discussion as to whether or not the
60—40 was a precise number.

Mr. Eckaaror. By the beginning of the year 1976 1 seem to remem-
ber the oil industry saying that there was a considerably greater
amount of new oil than the 40 pvrcwnt Do you remember any in-
dications from the industry at that time?

Mr. Hivr. We had some indications, Mr, Eckhardt, from the industry
that they thought that the old oil mix was lower than what we were
estimating. At that point no one had precise data. I think it was largely
a few large producers who, on the basis of their experience, thought
that our old oil mix should be lower but there was also, I think, com-
plete agreement that that ratio was subject to wide degrees of fluctua-
tion on a month-to-month basis,

Mr. Ecknaror. And that was also subject to fluctuation with respsect
to how the oil company reporting treated its properties and that which
was old or new oil from given properties, is that not correct !

Mr. Hiun. I don’t think there was much fluctuation in terms of how

each company defined property during that period. I think they all
adopted an interpretation of property in August of 1973 and pretty
much stayed with it. That was not, in our mind, the reason for the
fluctuation in the percentage volume of old as compared to new oil.

Mr. Ecknaror. Now with respect to the major companies oper -ating
in the United States—companies like, for instance : Exxon, Gulf, Tex-
aco, Mobil, et cetera—I would assume that those companies were com-
peting with each other and were attempting to bring in new oil at about
the same rate. They owned old oil properties and they were bringing
in new oil properties, so some sort of estimate of that mix might be
arrived at by those companies’ own estimates of their old and new oil.
Would that not be a reasonable assumption ?

Mr. Hivr. I think so.

Mr. Ecknaror. Is there any reason why Gulf should be different in
its ratio of old and new o1l than the other companies?

Mr. Hivrr. I think so.

Mr. Eckuaror. Has it been more lackadaisical in producing new
fields or did it have a greater bonanza of old oil prior to the enactment
of regulation or was there any real difference in its structure and own-
ers}up of oil production ?
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Mr. Hivr. T think, Mr. Eckhardt, if yon look at the oil companies,
the majors or the medium sized companies, you will see quite a diverse
pattern of old and new oil that reflects historical business judgments
about where to produce. It reflects those, either domestically or abroad
and it reflects the capability of the firm to lease on the OCS some of
their drilling capabilities, plus their ability to put up the large bids.
It reflects to some degree Inck and chance.

Mr. Eckraror. I think we can pretty well assume that that is true
because you have got several companies that developed differently with
a different mix of production of OCS oil and overseas oil, et cetera. But
it is true, is it not, that Gulf under its calculations as to what was old
and new oil in its production calculated about 20 percent new oil, and
presently does, as opposed to about 80 percent old oil ?

Mr. Hitn. T would have to check that exact number but I think
that is approximately correct.

Mr. Ecknaror. Have you checked with any of the companies with
respect to their calculations respecting old and new oil? It would seem
to me that you would want to make some of those checks as sort of a
test against industry’s general statements about the mix.

Mr. Hite. T think we have fairly good information on most of
the companies although our data on the mix comes from the first
purchasers of crude oil.

Mr. Eckmaror. Essentially on the basis of fields, T assume.

Mr. Hivur. That is correct.

Mr. Eckmarpr. Rather than on the basis of companies.

Mr. Hinw, Yes.

Mr. Eckmaror. Because you may have several companies in a given
field.

Mr. Hirr. Yes. You may have some companies selling some to the
majors, some to the independents. You are going to have variations.
Our data is based on the information from the first purchaser.

Mr, Eckmaror. But if we should find that Gulf has a certain mix
at say around 20-80 new to old and if we should make a check of
other companies and we find that their mix is somewhat in accord
with that, we would ultimately perhaps develop some skepticism about
the oil companies’ reports as respects old and new oil or we would
develop some skepticism as to how they are applying the rule with
respect to properties, would we not ?

Mr. Hivr. I think, Mr. Eckhardt, that our experience on the relative
share of old and new oil would just simply indicate a lot of month-to-
month variability. Tt would indicate the difficulty of trying to estab-
lish either a precise ratio or to project that ratio over time.

Mr. Ecknaror. But you don’t take their reports with respect to
the mixture of old and new oil with respect to various properties on
face value ; you check those, do you not

Mr. Hiwr. That is correct. Onir audit program will certainly find
if someone is reporting old oil as new and charging accordingly. Tt
will also find the reverse if they have new oil and are reporting it
as lower tier.

Mr. Eckmaror. Is it true that your audit system has revealed that in
approximately 50 percent of the audits there have been variances
in favor of the oil companies that is in favor of the higher priced
as opposed to the lower?
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Mr. Syrrrm, In terms of the audits of the erude producers completed
to date, that is about right, Mr. Eckhardt. Forty-nine percent has
been the violation rate to date but that needs to be qualified in two
respects: First because of the complexities outside and second with
respect to the property definition. As to the complex production
patterns that are found in most major oil companies, we have been
unable until the issuance of the clarifications to complete the crude
production audit at any major oil company. We have been hung
up on the issues.

Mr. Eckaaror. In any case?

Mr. S»xrre. In any major oil company, that is right. The 49 percent
therefore applies only to the smaller segment of independent crude
producers where we have been able to complete our audits under
the previous rule.

Mr. Eckuaror. You have completed audits with respect to inde-
pendents but not with respect to any major at the present time?

Mr. Sanrre. And not with respect to large independents whose
production patterns run into the same kinds of interpretation diffi-
culties as those of the majors, that is right, sir.

The second qualification is that that 49 percent figure must be taken
in the context that some of it was very minor. We have had cases
where several million dollars of transactions had occurred and we
had $800 or $1,000 violations. Others have been very substantial in
terms of several hundred thousand dollars, but overall in the inde-
pendent crude producers we have finished the rate of violations with
respect to the transactions has run about 114 percent.

Mr. Dixeerr. Would the gentleman yield?

Mr. EckrarpT. Surely.

Mr. Diveernn. You have used a word that has different meanings
in different contexts. You said “in the independent erude producers.”
For the purposes of our discussion here, could you define those inde-
pendent crude producers, please. For the second part, could you also
tell us what you found with regard to those who are not independent
erude producers?

Mr. Sarri. Yes, sir. An independent crude producer, Mr. Chair-
man, is a producer of erude oil, the operator of a lease who is not
affiliated with any refiner and therefore the oil moves from that
production in at least oné arm’s length transaction before it gets to a
refiner.

Mr. Dixeern. With regard to those who do not fall within the
universe just mentioned—in other words, those who are affiliated
with the refiner—ecan you tell us what your findings are?

Mr. Sarrrr. We have no findings based on cnmp!otod audits, but
based on audits in process, the estimate is that from that group even
after adjusting, now that we can adjust for the interpretations issued
in August, we expect to collect in excess of $500 million in terms of
refunds on the elassification of what will turn out to be old oil that
has been classified and sold as new oil.

Mr. DixgeLL. Thank you.

Mr. Syara. Yes, sir.

Mr. Dingern. I thank the gentleman for yielding.
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Mr. Eckraror. Now what do You intend to do, Mr. Hill, with
respect to retrieving the excessive cost figures that have resulted from
the wrongful reporting, if anything?

Mr. Hirr. What do you mean by wrongful reporting?

Mr. Syrri. You mean in violation of the regulation ¢

Mr. Eckuaror, Yes,

Mr. Dixgerr. If the gentleman will yield, the Chair does obserye
that there are some small problems. Mr. Hill is leaving tomorrow
and I am not sure that he can fairly give us an answer.,

Mr. Ecknaror. T am sure that is true. I am not asking Mr, Hill,
I am really asking what is the policy of the agency with respeet to this
question at the present time, It may change very drastically in a short
period of time,

Mr. DiNgeLL. That is true. We will need to have further inquiry into
this matter in order to &Zet a more precise answer. Now within those
bounds the gentleman is of course free to ask the question, but T think
that that question might best be definitively answered at some time in
the future,

Mr. EckaArpT, Well, T think that is true. Mr. Chairman. T am
simply trying to raise this point. It seems to me that if there have been
violations, the violations have been to the injury of other producers
and to the advantage of a producer who is both in competition and
who affects the average.

So to permit this to stand without some recertification it seems to me
would create enormous inequity in the industry and I would assume
that the agency, whoever it is headed by, will attempt to retrieve
totally the amount of money that was wrongfully paid. For instance.
it could do it by simply treating certain of the new oil as old oil by a
given producer who had wrongfully reported over an equal period to
the time that an equal quantity with respect to the wrongful reporting
in the past and I would assume that that would be within the authority
of the agency without stat ntory change.

Mr. Hire. That is correct. T think we have to break your question
down or the possible actions into a range of categories. We have no
evidence to this date of wrongful reporting. We do have evidence of
wrongful or erroneous classification of oil as lower tier or upper tier,

Mr. Ecknaror. I understand,

Mr. Hiw. The indications are that when the data is reported, it is
accurate in terms of what happened. Now what happened may have
been in error. Our compliance program, Mr. Eckhardt, is actively en-
gaged in auditing all of the producers to make sure that they properly
followed the regulations. As Mr. Smith has indicated, from the audits
that are underway to date we probably are going to find something in
the range of $500 million.

Mr. Ecknaror. How much ?

Mr. Hie. $500 million of overcharges which will be returned back
to the marketplace with interest.

Mr. Eckuaror. Is that only with respect to these independents in
which the audit has been completed and would there be the possibility
of an additional amount with respect to other audits in the majors?

Mr. Hiu. This is just simply a projection we made based on the
results of both the completed and preliminary audits to date. It won't
be any lower than that, and it could turn out to be higher. T might
also add that it does include the majors. Besides individual producers
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being in compliance with the regulations, which problems will be
resolved through a refund of any overcharges plus interest, there is
also a secondary problem of the producer whe appropriately or cor-
rectly reduced his sale price but he sold against an FEA reference
point that turned out to be in error vis-a-vis the composite price. The
latter part of my testimony weighs out the several options that the
agency is considering to correct that particular problem. You have to
treat separately the producer in violation and the producer who is not
in violation but is using reference points which have turned out to be
about a percentage point off.

Mr. DineerL. Would the gentleman yield at this point ?

Mr. Eckuaror. Yes.

Mr. Dixgern. I have some curiosity. Is there any question with
regard to the fundamental responsibility of the individual to comply
with the law as opposed to the question of assessment of interest or
penalties?

Mr. Hivrr. There is no question, Mr. Chairman, about the individual’s
responsibility to comply with the law nor is there any question about
FEA’s responsibility to comply with the law in terms of designing a
program that achieves the composite price and corrects more over time,
either overcharges or undercharges, against that composite price.
There are two compliance parts to this program and there is no doubt
in our mind that both parts have to be complied with.

Mr. DinGELL. I am sure we are in agreement.

One point that troubles me is that we might have to distinquish in
the instance of the producer functioning against guidelines that have
been incorrectly conceived or drafted by FEA. We might have to dis-
cuss the question of penalties but I don’t think there is any question of
the responsibility, philosophically speaking, of the producer to the
public. Nor is there any question, I think, with regard to the fact that
fairness to all producers requires the law to be uniformly applied.

Mr. Hiuw. T think that is correct and that it be so applied with some
degree of speed and efficiency because the longer these violations go on
the more people in compliance are affected.

Mr. Sarrra. Mr. Chairman, T think that is the key. You have identi-
fied the key issue with respect to these proceedings. Based on
the information available to us, had all producers complied with
the interpretation of the regulations, we would not be now rojecting
any excess receipts as of January. In fact we would have been
recovered some time significantly earlier, and we would be in a position
to resume the escalation of the composite price under the provisions of
the act probably before January. Based on the estimates available, we
could have done it some time this month, given the magnitude, or cer-
tainly during December. '

One of the principal considerations in fashioning the appropriate
remedy at this point is one of equity. Should one roll back prices for
those producers who have complied with the regulation or should one
protect the consumers’ interest by requiring refunds plus interest on
the amount of the overcharge for the period in question. The latter
approach would assure compliance not only with the regulations them-
selves, but at the same time achieve overall compliance with the com-
posite price limitation. Our data show that the composite price rules,
for all of their overshooting in the first of the year, given the freeze,
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would have brought us inte compliance with the overall EPCA pro-
visions had every individual producer complied with the regulations,
The immediate thing that has to be done, without regard to a price roll-
back or something else, is to complete the crude producer audits and
require the appropriate restitution for any who have misclassified the
crude oil they have sold.

Mr. Dixcern. Giving due consideration to whether the penalty
should be applied to willfulness or negligence or innocent misreading
of the regulations?

Mr. Sarrra. That is right. The issue of penalties is separate from
rollbacks and interest on the amount of refund.

Mr. DixgeLL. Rollbacks and/or freezes?

Mr. Syrra. I am sorry.

Mr. DincerL. Rollbacks and/or freezes depending on the poliey ?

Mr. Sarra. No, sir. I am speaking of the compliance policy with
respect to an individual producer who if he has the financial resources
is required to write a check to the appropriate party for the amount of
overcharges. As Mr. Eckhardt indicated, in the case of some of the
smaller producers who don’t have the financial resources, the remedy
is to require them to charge a lower price for the appropriate period
in question so that on balance they make up the amount of the over-
charge plus the interest on that amount during the period. There is
not any room for negotiation or adjustment, if you will, with respect
to that part of the remedy. If the consumer has been charged too much,
he gets every dime of it back plus interest for the period the producer
had it.

The question of penalities is a separate issue, judged on a case by
case basis as to whether there is any appearance of undue laxity with
respect to complying with the regulations. Any evidence of willful
intent to fail to comply with the regulations is investigated in detail
and pursued with the Justice Department as a potential criminal
action.

Mr. Dincerr. I think that two questions will arise at some future
time to which your agency should be prepared to address itself. The
first concerns the level of personnel that you have to carry out these
functions. The second concerns the laying down of clear guidanee on
the points that we have just been discussing so that all may know what
the situation is. I am not prepared to deal with them on Mr. Eckhardt’s
time but T would like you to be prepared to address them in future
responses to the Chair.

The Chair will transgress further on the time of the gentleman from
Texas to yield to counsel for some questions here at this time.

Mzr. CurTis. Thank you, Mr. Chairman.

I would like to explore for a while questions related to the com-
pliance program. First, are the audits that you referred to conducted
for the full range of properties produced by a single producer or do
you do it on a property by property basis?

Mr. Sarrra. In most cases they are conducted on the range of proper-
ties managed by that individual producer, but if a producer operates a
substantial number of properties, the audit may be conducted on some
of those individual properties. In other words, we may close out the
results for some subset of that producer’s properties in one action and
then come back and get the other properties in a separate action, but
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the majority of the cases involve all of the properties of a particular
producer.

Mr. Curtis. The price control mechanism as applied to old oil
derives from Cost of Living Council regulations which were incor-
porated by FEO, later to become FEA, and have been in effect roughly
since August of 1973. Those have remained substantially unchanged
except as they may have varied by the new property definition adopted
by FEA in August as I understand it.

Mr. Syrra. One other change was adopted in conjunction with the
first stage rulemaking effective February 1, 1976, having to do with a
modification of the specific mechanism for computing the base produc-
tion control level and a provision for the adjustment of the base pro-
duction control level on a 6 month period, but with that exception

Mr. Curtris, That change also eliminated the release barrel concept.

Mr. Sarra. Yes; but that has to do simply with the definition of how
much is old oil. Once it is old oil your statement is correct that it is still
CLC regulation.

Mr. Curris. For record purposes would you describe what com-
pliance activities were engaged in for the 1973 period by CL.C or FEO
in determining compliance with the old oil price requirements?

Mr. Syrru. I would have to do some research and find that out for
you, Mr. Curtis. I would be glad to do that and submit it for the record.
I am not personally familiar with it. I can tell you about FEO.

Mr. Curris. Let’s take calendar year 1974. Can you tell us the num-
ber of—first of all, what is the universe of producers?

Mr. Saorri. There are approximately 15,000 independent crude
producers. Then of course there are 110 or so refiners many of whom
have some crude production. So the universe is of the refiners who
have some crude production of something like 85 and I will get you
an exact number for the record and some 15,000 independent crude
producers.

Mr. Curris. But you have over 15,000 erude producers. Can you
tell us for calendar year 1974 what number of audits were initiated by
FEA?

Mr. Sarri. I would like the opportunity to clarify this for the
record, but to my knowledge none was completed during calendar
year 1974.

Mr. Curris. How many were initiated in calendar year 197417

Mr. Syith. I believe we got a few started in December, but not
more than a half a dozen or so in October 1974 or September 1974.
When I assumed my present position on an acting basis, one of the
first actions I took was a redirection of what was then FEA’s com-
pliance program inherited from the IRS and part of it from FEO.

Myr. Curris. What was the effect of that redirection in calendar year
19757 Just half a dozen or so audits initiated in calendar year 1974
of the in excess of 15,000 producers. In 1975 how many audits were
initiated ? ’

Mr. Syxri. Again I will get you the specific figure in 1975. To date
as of the first of November we have closed 1.397.

Mr. Corrs. That is the first of November of 19767

Mr. Syrra. 1976, that is correct. We have completed and closed
cases involving 1,397 producers and we now have 594 crude producer
cases open and working. A number of those, as I indicated, have been
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held up pending the clarifications of the regulations with respect
to the 1ssues involved in their application to circumstances that were
not foreseen.

Mr. Curris. Just so we avoid mixing the calendar years, is it your
response that you do not have the figures for the number of audits
which were initiated in calendar year 1975¢

Mr. Syrra. I don’t have them available to me right now. I have
them available in our system and will certainly provide them for
the record.

Mr. Curris. Mr. Chairman, I wonder if the record can be reserved
for a breakdown for each of the calendar years 1973, 1974, 1975, and
1976—the number of audits which were initiated, the number of audits
completed and the findings for the completed audits.

Mr. DingeLL. I think that would be very helpful. Without objection,
so ordered.

[ The following information was received for the record :]

Avpits OPENED AND CrosEp DuriNe 1974-1976

Responses to items a, b and d include only information pertaining to independ-
ent crude oil producers.,

(a) Number of audits opened—1,894 : January through December 1974, 119;

January through December 1975, 761; and January through September 1976,
1,014,
(b) Number of audits closed—1,283: January through December 1974, 24;

January through December 1975, 444; and January through September 1976,
815.

(e) Approximate size of producers in cases closed to date: The information
provided below is based upon a project conducted August 10, 1976, in which
1974 Oil and Gas Reserves Survey volume data was made available for crude
producer cases initiated after July 1, 1974. The following information pertains
to only closed producer audits during this period with reported volumes (501).

Selected producer audits closed during July 1, 197} through August 10, 1976,
classified by annual crude oil production

Annual production—volume, in barrels:
1-10.000 144
“ 142
50,000-100,000 74
100,000-500,000 99
500,000-over 42

(d) Amount of settlements—3$13,986,598: January through December 1974,
$48,815; January through December 1975, $4,246,688; and January through
September 1976, $£9,691,005.

Mr. Dixcerr. After further serutiny of the record and particularly
of the response of FEA to the question of counsel, the Chair may wish
to ask some additional questions for some further information. I
think it would be helpful to know the amounts recovered, the penal-
ties and so forth. I would like to have some appreciation as to the
size of the companies involved, the number of majors, and how many
were just independent producers with out refining capabilities.

The Chair recognizes the gentleman.

Mr. Hrr. Mr. Chairman, if T may, I also would like to provide
for the record a narrative regarding the history of the compliance
program. Early in 1974 when FEO was using the Internal Revenue
Service primarily during the embargo period, the principal focus
of the compliance people in the field was essentially gasoline retailers
and heating oil dealers, because of the tremendous difficulties that
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were being experienced by our consumers both on the price side and
on the allocation side. In late 1974 and 1975, the program began to
shift to the large resellers, particularly of fuels to utilities and large
resellers of propane and heating oil, moving somewhat away from
the retail sector.

By late 1975, I think a very robust compliance program had evolved
covering all the sectors of the petroleum industry in varying propor-
tions. We discussed that somewhat with you last year, but we would
like to put that as a part of the record, too, to show this shift and to
give some indication as to how we are moving into the areas now that
we had not done before just from a resource management point of
view.,

Mr. DingeLr. Mr. Hill, T think that would be helpful in terms
of giving us perspective and giving the agency an opportunity to
have a fair input into the hearing.

[The following statement was received for the record :]

HisToRY OF COMPLIANCE PROGRAM

Crude oil pricing controls were introduced in 1973 with the passage of the
Emergency Petroleum Allocation Act (EPAA). The Federal Energy Administra-
iton (FEA) is responsible for both administering and enforcing the provisions
of this Act, as well as the Energy Policy and Conservation Act (EPCA) of
1975 and the Energy Conservation and Production Act (ECPA) of 1976. The
underlying intent of these acts is to monitor and control erude oil pricing while
still encouraging increased domestic erude oil production. The FIEA has developed
a set of regulations which implement the basie petroleum pricing and alloca-
tion reguirements of these Acts.

Beginning with regulations established as a result of the Economic Stabiliza-
tion Act (ESA) of 1970, as amended, and earried forward pursuant to the EPAA
of 1973, crude oil price rules have employed the concept of a “two-tier” price
system. This system provided for a ceiling price on “old” oil (1972 production
levels), but allowed *“new"” oil (that portion of total production exceeding
old oil levels) to be sold at free market prices. In addition, “released” oil could
also be sold at free market prices. “Released” oil is defined as a barrel of old
oil from a certain property that is released from the ceiling price rule due to a
new barrel of oil being produced from the same property.

On December 22, 1975, the President signed the EPCA which both extended and
significantly amended the pricing regulations of the EPAA. The EPCA provides
for a 40-month pricing program beginning February 1, 1976, with controls on all
domestic erude oil production.

The previously price-controlled “old” crude oil, estimated to comprise 60 per-
cent of all domestic produection, was termed “lower-tier” oil. “New” oil was
referred to as “upper tier” oil. FEA’s implementation of the EPCA pricing pro-
visions was approached in three stages.

The first stage, which became effective February 1, 1976, was intended to result
in a maximum weighted average first-sale price (“composite price”) of §7.66 per
barrel for domestic erude oil.

The second stage, which became effective March 1, 1976, implemented regula-
tions for upward adjustment of the composite price. The regulatory provisions
adopted in both these stages were applicable to all domestic crude oil production.

In the third stage, which is presently being planned, FEA will submit to
Congress justification for increases in the eomposite price escalators. The third
stage will alzo consider the need for additional incentives for usually high-cost
domestic production methods such as tertiary recovery, deep horizons, and off-
shore leases.

Prior to the completion of action on the third stage implementation of the
EPCA, Congress enacted the Energy Conservation and Production Act (ECPA)
on August 14, 1976. The ECPA gives high priority to the implementation of
incentives for the application of “tertiary enhanced recovery techniques” by
removing the former three percent limitation upon the production incentive
adjustment. An additional feature of the ECPA is that “stripper well” oil is again
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released from price controls. “Stripper well” ofl had not been regulated under
!]‘;l'_EP.'\.-\ of 1973, but had been controlled at the upper tier under the EPCA of
1975.

In the early days of the Program under IRS, compliance efforts focused on
violations which were readily apparent, easily remedied, and most often the sub-
Ject of consumer complaint. In other words, most of the effort was concentrated
at the retail and wholesale levels.

In late 1974, the FEA instituted a substantial reordering of priorities in its
compliance program. Efforts were redirected away from the retail level and
towards refiners and erude producers.

This redirection is demonstrated by the following statistics. RARP staffing has
increased from 64 on-site auditors at the inception of FEA, June 26, 1974, to a
presently authorized ceiling of 203 resident auditors. Staffing in the Crude Pro-
ducer program has also increased from close to zero to almost 200 positions. In
addition, the number of audits opened in the Crude Producer Program has in-
creased from 119 in 1974 to 1,014 in 1976.

Mr. Corris. Let me return now to the current calendar year. Mr.
Smith, you indicated you have completed 1,397 audits as I under-
stood the figure. Now these aundits that have been completed were,
as indicated in the previous response to Mr. Eckhardt, generally
speaking small and independent producers as distinguished from
large independent producers and it is in these cases that you found
roughly a 49 percent noncompliance. I understand that the range
is significant. What is the cumulative dollar amount of overcharges
involved in this noncompliance ?

Mr. Syarn. The amount of the overcharges discovered in those
cases is $12.5 million and that represents 114 percent of the total dollar
volume of the transactions involved in those same audits.

Mr. Curris. You have remaining open and not completed 594 audits.
I take it that within this grouping are the audits of all the major
oil companies,

Mr. Sxrrrs, Yes.

Mr. Curris. Which I understand no one of which has been com-
pleted.

Mr. Syrrn. Yes; and neither have the lareg independent producers.
Mr. Curtis, if T could elaborate just a minute, our overall strat-
egy for crude oil compliance is to get the biggest producers first
because they account for most of the oil. In moving into the program,
we ran into a number of the issues that had to await regulatory resolu-
tion and so were able to apply the existing regulations only in the
case of the smaller producers. We continued the program by getting
the largest of the smalls, if you will, by trying to find ‘as many
as we could to whom we could apply the existing regulations. That is
why the disparity between the results to date and what we expect to
find when we get into the big volume producers.

Mr. Curris. Well, T take it the numbers are that you have got. audits
either completed or outstanding on roughly 10 percent of the numbers
of producers but a much more significant proportion of the oil in
production.

Mr. Syrrr. Exactly.

Mr. DingELL. I recognize the gentleman from Texas.

Mr. Ecknaror. I just wanted to clear this up. I assume that these
results you have got from the limited number of the audits projected
out would give the $500 million in overcharges for the period in ques-
tion that Mr. Hill has referred to on page 22 of his testimony and
I believe also Mr. Smith used that figure a moment ago in discussion
with me.
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Mr. Sarrrs. Yes, sir.

Mr. Eckuaror. I guess it was Mr. Hill and T think Mr. Smith made
it clear that that applied to both large and small companies, it is
a projection of the whole field.

Mr. Sarrrir. Yes, sir, and the projection on the large ones is based
on the results of preliminary audits to date. It is more than just a
mathematical projection of the $12.5 million so far across the total
industry.

Mr. Curris. Let me ask a few questions on that. You mentioned in
response to an earlier question that with respect to producers who
produce from a number of properties and especially n cases whole
those properties are widely scattered throughout the country that
you made complete audits in part. Do you have partial completions
of the number of the remaining 594 and is that the basis for your
estimate of $500 million in overcharges?

Mr. Sarra. That is right, Mr. Curtis.

Mr. Curris. These are partial completions?

Mr. Syrra. I am sorry. When I say partial completions I don’t
mean we have completed part of their properties. What I mean is
that we have done a substantial amount of audit work, identified
substantial divergencies in classification, and have adjusted for the
resolution of the outstanding issues in making this estimate. Based
on the work done on those cases to date, our estimate is that we
are going to get something in excess of $500 million. Frankly, the
estimate by the auditors is substantially larger than that. I have been
burned often enough by that. Auditors tend to get optimistic about
the extent of the refund and I have reduced that.

Mr. Curris. What is the estimate ?

Mr. Syrri. They come a lot closer to $700 million, but T am only
saying over $500 million.

Mr. Curtis. Are you reasonably confident that there is at least 8500
million ¢

Mr. Sarrra. Yes; I am. I am confident there is more than that
out there but I am not willing to go on the line as to exactly how
much more at this point. I am confident that there is at least that
much and some more.

Mr. Curris. Can you give us some estimate of whether the per-
centage of violations—that is, 49 percent violations which you found
with the small independent producers—is characteristic of the ongoing
audits? Are you finding violations in 50 percent of the cases?

Myr. Sarrra. In the 594 open cases?

Mr. Curris. Yes.

Mr. Sarrra. Well, all 594—no, that is an overstatement. The vast
majority of the 594 are potential violations which is why they are
still open and have been held up. If they had found out that there
were not any violations, they would have been closed.

Mr. Curris. So you have completed audits of 1,397.

Mr. Sarrrr. That is right.

Mr. Curris. Half of those have closed out with no violations shown.

Mr. Sarra. That is right.

Mr. Curris. Half have shown violations.

Mr. Saaara. That is right.
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Mr. Cuormis. In the aggregate amount of $12 million, but as you
point out between 1 and 2 percent of the receipts collected by the
producers.

Mr. Sarra. Yes.

Mr. Curris. In this universe.

Mr. Syrri. Yes.

Mr. Curris. And the second universe outstanding which is 594,
the reason for their noncompletion at this date is that the vast
majority then have shown compliance problems.

Mr. Sarra. That is right.

Mr. Curris. And that their noncompletion relates to a noncompliance
so that you might expect upwards of 70 or 80 percent of those will
test out as noncompliance.

Mr, Syrra. Exactly. That is exactly right.

Mr, DingeLL. I am curious.

Mr. Curris. Which means of the 10 percent of producers that you
are auditing you found much more than 50 percent in violation?

Mr. Symrrn. Yes,

Mr. Corris. Mr. Hill in response to the reflective concern of the
chairman of the committee on the need to pursue with alacrity the
compliance program mentioned that it must be applied with speed
and efficiency because these are long-standing violations and the longer
they exist it becomes much more difficult to recoup the amount of the
overcharge because of cash flow problems, reinvestment, et cetera. Now
that the so-called property definitional problems have been dealt with
in the administrative finality, can you give the committee a date
when these outstanding audits may be completed? Is it within the
next couple months?

Mr. Saara. Noj it is not within the next couple months. We are
talking about 6 to 9 months.

Mr. Curris. When is the first audit likely to be completed of a
major oil company ?

Mr. Syrra. I would prefer, Mr. Curtis, to provide the answer
for the record after consulting in more detail with my people on
the individual status of the audits.

Mr. Curris. Mr. Chairman, I wonder if the record might be
reserved at this point for the status report that Mr. Smith just
described on each of the audits with a projected completion date.

Mr. DixgerL. I think that would be very helpful.

[The following information was received for the record:]

STATUS REPORT ON AUDITS

Compliance has given top priority to completing the open crude producer
aundits of the 20 major oil companies. These companies account for approximately
70 percent of total domestic production. These audits were based on a sample of
the companies leases and cover the period from September 1973 to September
1975. Much of the audit work at the major refiners is complete but the audit re-
sults must be reevaluated in light of the property definition clarification issued
August 26, 1976. One must understand that crude production aundits at the majors
are extremely difficult because of their size. For example, the largest number of
leases operated by a major is over 8,000 whereas most independent crude pro-
ducers have less than two hundred lease holdings. Until this first phase of audits
is completed and future audit requirements can be determined, it will not be
possible to project a completion date of the audits of ernde holdings of the major
oil companies.
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Mr. Dixcern. I am rather concerned about audits prepared with re-
spect to the majors because, as I gather it, the audits are not all going
forward.

Mr. Syrri. They are now, Mr. Chairman. They are now in progress
because we have been able to resume them since the issuance of the
property definition in August.

Mr. Dixcere. I think that would be very helpful for us to receive.

Mr. Syrra. Mr. Chairman, I think to give a balanced picture I
should elaborate on my earlier response to Mr. Curtis’ question about
finding more than half of those we opened audits on in violation. The
reason for that is that we have tried to carefully target the selection of
people for audit based on the reports available to us; for example, an
analysis of the FEA form 90’s for people who show higher proportions
of new oil and any other indications we can find. We have tried to
target our audits on those people who appear to be most likely in
violation. It would be misleading in the extreme to generalize from the
experience of these carefully targeted audits to arrive at a conclusion
that well over half of the 15,000 crude oil producers have in fact been
in violation of the regulations. There is simply no basis for that kind
of a conclusion.

Mr. Currs. Your targeted group shows much more than half in
violation.

Mr. Sarrr. Yes. The point is though the people we select are those
who appear to be most likely the violators so we have taken a very
unrepresentative sample of the universe of 15,000 crude producers.
We have looked at many more who showed no evidence at a very
arly pass that there would be any reason to suspect a violation at
this time and never even considered them. The only point I want
to make is that there is no basis whatsoever for coming to a con-
clusion that half or more than half of all the erude producers in the
country have violated FEA’s regulations. We have selected here a
sample of a little less than 10 percent of them, and that has been a
sample that has been carefully selected based on what we can know
about the likelihood of a possible violation. We found more than
half of that sample in violation which simply says we have had a
reasonably good system for targeting crude producer audits.

Mr. Dixcerr. T applaud that. You have indicated then that your
unrepresentative sample indicates that you have violation of 1 in 2
or 50 percent. T am advised here by Mr. Curtis that it is better than 50
percent.

Mr. S»xrrH. Yes.

Mr. Hirr. To elaborate a little bit more we have an internal system
in FEA where we take our past experience and look at situations
which seem to lead to violations of the regulations. We take our data
from the form 90 and determine that certain kinds of data images
or reflections in the data also can lead to instances of higher violation
in certain situations. We have done that examination and picked
those from this computer profile which indicate the most likelihood
of violations. It is like the TRS system.

Mr. Sarra. Mr. Chairman, if our targeting system were good
enough, we would show 100 percent violation or nearly 100 percent in
those people selected for audit.
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Mr. DineerL. T appreciate that. What we are really talking about
then is the level of something on the order of 65 percent of your
10 percent sample,

Mr. Syrra. That is right. That should be taken as a confirmation
that our targeting system is working and helping us improve the
efficiency of the program. It should not be taken as a conclusion by
any means that anything like that percentage of crude oil producers
has in fact been violating FEA regulations.

Mr. Dineerr. I am not drawing that inference. As a matter of fact.
the next question I propose to ask is what can you tell us about the
90-plus percent that you have not begun audit on? Where do they
fall as far as violation? Can you give us any appreciation on that ?

Mr. Sxrra. No, sir, T can’t. All T can tell you is—

Mr. DixeeLr. You have made some projections of approximately
$500 million in violations. Now is that just with regard to the 10
percent you have andited ?

Mr. Syrra. Yes, sir.

Mr. Dineerr. Or with regard to the industry as a whole?

Mr. Syrra. That is the 10 percent, by the evidence available to us.
which appear to be most likely in violation. I cannot tell you anything
based on statistical results about the vest of the industry. I can tell
you that a substantial number of the remainder have gone through
that target sereening system and have not vet been selected because
there was no evidence to lead us to think they would be high proba-
bility violators. That does not mean we can

Mr. DivcerLr. What was the number of those that have gone through
your screening system ?

Mr. Syrra. I will have to get that for the record.

Mr. Di~aeLL. Would you, please.

Mr. Syrra. Yes.

Mr. Dingerr. Now, you have $500 million in violations with less
than 10 percent of the industry involved. Admittedly, we are agreed
that this is a high 10 percent or a 10 percent by reason of your pre-
liminary screening. What can you tell us about the other 90-plus per-
cent? Where do they fall and how much money is involved in the
balance of the industry ?

Mr. Syrri. The answer is, Mr. Chairman, we cannot tell you any-
thing with certainty about the remainder of the industry except that
we can say that the probability that the remainder of the industry
would be in violation to this same extent is virtually zero.

Mr. DingEerr. Virtually zero.

Mr. Syrra. To the same extent. T grabbed the best targets, picked
the cream off the top. went to work on them, and found that about 65
percent of them are in violation. Now I simply can’t tel] you anything
with certainty about the remainder except that they present a less
likely opportunity for violations than the ones we did pick.

Mr. Dincern. As a matter of fairness to those in the 10-pereent
sample you are looking at, why don’t you go after the rest of the
industry ¢

Mr. Hrvw. Let me take that.

Mr. DixeeLr. You ought to figure out what their level of viola-
tion is,

Mr. Hirr. Mr. Chairman, when we submitted our budget last year
we laid out to the appropriations committees the overall audit program
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indicating 10 categories, among them crude producers, refiners, and
resellers. and the level of frequency on which audits would be per-
formed. I would be glad to provide that to you and your staff for
vour information. It is confidential information, but I think you
will see that throughout the course of the program every crude
producer will be audited. Some will be audited more frequently than
others. but that was all laid out in our budget justification.

Mr. Crrrs. I do not understand that every producer will in fact
be audited, is that correct !

Mr. Hirr. What is the frequency variations?

Mr. Sarri. I will have to provide for the record the percentage
of the total coverage involved. The concept, Mr. Chairman, was
to first audit all refiner producers, both major and small refiners.
All of them would be audited. That accounts for about 65 percent of
the total production. Then for the remaining 35 percent of the total
crude produced in the country, select 20 percent of the independent
producers who accounted for the majority of the volume. This 20
percent accounts for about 85 percent of that volume produced in
the independent sector. Thousands of little guys account for the rest
of it. The plan is to audit all of the 20 percent during the life of the
regulatory program and then screen the remaining 12,000 or 13,000
little ones through the targeting system and audit as many of those
who looked like potential violators as we could with the resources
available.

Mr. Dineerr. Can you tell us how many you requested in terms of
numbers of auditors and how many you got !

Mr. Syrrn. Yes,sir.

Mr. DingeLL. Can you tell us how many? Can you also tell us the
frequency of audit? Furthermore, I would like to know the difference
between the numbers of audits you could have carried out with the
personnel you requested and the number of audits you are carrying
out with the number of auditors you actually got.

Mr. DingeLe. Can you give us some appreciation of that now and
a more definitive statement for the record ?

Mr. Sarri. The President’s budget, Mr. Chairman, contained a
request for 1,326 personnel in the compliance program, an increase
of 263 over its authorized base staffing of the previous fiscal year.
That was for fiscal year 1977.

Mr. DincerL, That is what you requested

Mr. Sarrra. Yes, sir.

Mzr. DixceLL. 263 more.

Mr. Syurh. Yes.

Mr. DixceLr. What was the number you had last year?

Mr. Syrri. The appropriations committees and the appropriations
bill approved that staffing level for the program, sir.

Mr. DingeLL. They approved 265 %

Mr. Sarra. They approved 263 more for a total staff of 1,326.

Mr. Dixcerr. Of auditors?

Mr. Sarrri. That is total staff in the compliance program ; auditors,
managers.

Mr. DingerL. Secretaries, custodial employees, and that sort of
thing ? ’

Mr. Syrra. Yes,
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Mr. DineeLL. In terms of enforcement they may be useful but

Mr. Sxrru. They are necessary to support the auditors, Mr, Chair-
man.

Mr. Hiue. That is fiscal year 1977,

Mr. DiNgerL. Sir?

Mr. Hirw. That is fiscal year 1977,

Mr. DingeLn. Can you give us some appreciation of your request
for 19787

Mr. Hir. I cannot at this point, Mr. Chairman.

Mr. Dingerr. I think that would be helpful. Is it too early to give
it?

Mr. Hrvw. Yes, sir.

Mr. Syrra. The President has not yet made a decision on the budget
levels to request for 1978, Mr. Chairman.

Mr. DivgeLr, Can you give us some appreciation of how many
of the personnel you have outlined to us are in fact involved in crude
oil pricing and the crude oil pricing audit ?

Mr. Syara. Yes, sir. In the material that we will submit in response
to the earlier question by Mr. Curtis we will outline and give you a
summary of the distribution of those personnel across all 10 of the
compliance programs that we are operating and outline explicitly
the total number of personnel devoted to the crude producing area.

Mr. DiNGELL. (‘null(i you give us also a horseback estimate right
now ?

Mr. Syara. Mr. Chairman, it is on the order of some 350. That is to
the best of my recollection, sir. That is in the independent crude pro-
ducer area. The majors that account for most of the production, the
audit of crude production in the majors is incorporated as part of the
ongoing refinery audit program and there are no specific numbers of
people devoted to this. That is simply a question of directing the efforts
of the resident teams in the major refiners to that particular area.

Mr. DingeLL. As opposed to major oil refiners?

Mr. S»rra. Yes.

Mr. Dineer. We want to keep that straight because we sometimes
use the words differently at different times,

The Chair is going to yield back to counsel.

Mr. Syrra. That material will be provided in detail for the record,
Mr. Chairman.

[The following information was received for the record :]

Compliance staffing—fiscal year 1977 authorization
Program :
Importers
Crude oil resellers________
Independent erude produce

Small refiners_

Propane resellers
Propane retailers
Resellers—Other
Retailers—Other

Mr. Curris. Just to summarize, Mr. Smith, of the 10 percent targeted
audits, as I understand it the producer subject to those audits accounts
for some 80 percent of domestic production.
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Mr. Sarrra. That is right.

Mr. Curris. You believe that you have violations of that targeted
group in excess of 50 percent. you don’t know how much, and that the
dollar amounts involved are ranging between your certain or confident
estimate of $500 million—that is, in addition to the $12 million of those
already completed—and could range as high, based upon your audi-
tors’ estimates, as $700 million, the bulk of the money is involved in the
594 cases which are yet to be completed and that you are looking for-
ward to a completion date of roughly between the next 6 to 9 months
for this universe of uncompleted audits. If your audits are not com-
pleted for the remaining 6 to 9 months, how can you take action per-
spectively with respect to these producers which would recover the
amount of the overage in the program which was suggested in Mr.
Hill's statement anywhere in the near term? Does that mean that the
recovery to the extent that it exists will be deferred until the end of
1977 through 19787

Mr. Sarrri. The recovery from any individual producer, Mr. Curtis,
has to be deferred of course until the audit is complete and the remedial
order is issued.

Mr. Curris. Then T take it that there could be an appeal from the
remedial order both in internal review within FEA and then court
appeal ?

Mr. Syrra. Yes; those are possible.

Mr. Curmis. Is it conceivable that that machinery could get us
beyond the 40-month control period which would terminate in May of
1979¢

Mr. Syrrrn. I don't think so. I don't see that it conld be that way. It
is conceivable if we went into litigation on some of the points. Mr.
Wilson advises me that the litigation could well extend beyond that
period.

Mr. Curris. Isn’t there an incentive on the part of producers to in
fact litigate necessary matters beyond the control period?

Mr. Syrra. I am not sure because FEA has the authority to fashion
the appropriate remedy even beyond the controlled period. This is
incorporated in the Jaw itself in the EPAA.

Mr. Curtis. The EPAA would do that with respect to these pro-
ducers for a period beyond the control period ?

Mr. Syrrm. If it needed to, yes.

Mr. Currrs. Both necessitating a blanket extension of that control
program beyond the period, is that correct ?

Mr. Sarra. Yes.

Mr. WiLsox. Yes: our savings clause expressly allows that.

Mr. Curmis. That recovery would be in some period in 1979 or 1980.

Mr. Wisox. Of course you would have enormous mechanical prob-
lems such as everybody is selling crude oil at the market price and some
people selling below that. You would almost have to continue an
entitlements program or something of that sort.

Mr. Curris. The redeeming grace of the current program is if you
compel some producer to classify his old oil in proportion to the
amount of the past violations that the entitlements program equalizes
the refinery level so that you don’t get a preferred customer problem,
is that correct ?

Mr. Wirsox. That is right.
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Mr. DinceLn. Am I fair in inferring that the standard period for
audit, correction, and penalties, et cetera, for those in violation of the
regulations will be 6 to 9 months?

Mr. Syrru. No, sir.

Mr. DivgeLL. You have indicated that that would be the case in con-
nection with these approximately 10 percent.

Mr. Syrra. That is right. That is the case with these open cases
because these are the largest and most complex of the entire set of
cases, Mr. Chairman. That is the reason it is going to take a substantial
amount of time to complete them even though we have done all the
work we could do up to this point on them.

Mr. DingeLL. You say the largest and most complex. Then, you are
talking about the largest of your producers or

Mr. Sxyrra. Both. Both the largest producers and the largest dollar
amounts involved, yes,

Mr. Hiww. They will vary, Mr. Chairman, from case to case. Some of
these 590 cases may be closed in the next several weeks, some of them
may not be closed for 6 months, some 9 months. Some will be litigated,
some will not be litigated. They will vary internally.

Mr. Sxrrrn. The 6 to 9 months referred to my estimate to wrap all of
those up that turn out to have violations, Mr. Chairman.

Mr. DingeLr. Mr. Curtis has asked you for your comments with
respect to these violations overlapping the end of the period for control
set out in EPCA. T am troubled about this. Are you prepared at this
time to make any recommendations about what we are to do if such an
overlap does oceur? It would seem to be pretty obvious what the legis-
lative intent was with regard to such violations. Maybe you would want
to think about that and give us some suggestions or comments.

Mr. Syara. T would prefer to have a chance to study that a little
bit before we give you an answer.

Mr. Dixgerr. I think that would be fair to all of us.

[ The following information was received for the record :]

STATUTES UNpER WHIcH FEA’s OFFICE oF COMPLIANCE ENFORCES PRICING,
AvrrocarioN, Recorp KEEPING AND REPORTING RULES

The FEA’s Office of Compliance presently enforces pricing, allocation, record
keeping and reporting rules which have their authorization in a number of
statutes :

(1) Energy Conservation and Production Act ( P.L. 94-385. 8-14 -T6).

(2) Federal Energy Administration Aect of 1974 (P.L. 93-275, 5-T-74 as
amended by P.L. 94-332, 6-30-76 and P.L. 94-385. 5-14-T6).

(3) Emergency Petroleum Allocation Act of 1973 (P.L. 93-159, 11-27-73, as
amended by P.L. 93-511, P.L. 4-99, P.L. 94-133, P.L. 94-163 and P.L. 94-385).

(4) Emergency Petroleum Allocation Act of 1975 (P.L. 94-99, 9-29-75 as
amended by P.L. 94-163).

(5) Economic Stabilization Act of 1970 (P.L. 91-379 as amended by P.L, 93-28
and P.L. 92-210)—incorporated, in part, by reference in numbers 1. 8 and 4
above and by incorporation of rules issued pursuant to the ESA,

(6) Energy Policy and Conservation Act (P.L. 94-163, 12-22-75 as amended
by P.L. 94-385).

Mr. Dixcerr. Now T have a further question. We have been address-
ing ourselves to the 10 percent being audited. What will transpire
with regard to the other 90-plus percent of the producers? How are
you going to assure that there are no violations in these instances
1f you are not auditing ?
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Mr. Sarrre. We use the same approach the Internal Revenue Service
uses. Mr. Chairman, and without going into too much detail that is
how we developed the approach. A number of our people have come
from the Internal Revenue Service plus we have worked with them
in developing the approach to this program and the approach to
the remainder of the universe. As to the large number of small pro-
ducers who account for a small part of the production, the procedure
will be to continue to screen the reporting forms,

For example, on the P-124 that was instituted in conjunction with
the first stage rulemaking to get the pricing data, we have devised
a second stage of that form requiring more detailed reporting by the
first purchaser on a property by property basis from the people from
whom he buys crude oil explicitly as an input to the compliance target
selection program for crude oil producers. In effect it will be used
the same way as the 1040 is used by the IRS. We will collect this data
monthly and screen it, and when we see the right kinds of variations or
the right kinds of indicators we will select that particular small pro-
ducer for an audit.

Mr. Dingenr. Am I fair in saying that you propose to go through
a pattern of screening through smaller and smaller mesh to try and
catch the violations in terms of descending order of probabilities, of
magnitude of money involved and of size of producers involved?

Mr. Sarrr. Well, the magnitude of the transactions involved, Mr.
Chairman. In other words, there are two components to the program.
The first is to assure compliance on a universe basis by that fraction
of the universe including the major refiners and the large crude pro-
ducers who account for the majority of the produetion, and then
to screen the remainder of the producers and devote the available
resources to those who appear most likely to be in violation.

Mr. Dinagere. Can you give us some appreciation of how long the
sereening will take?

Mr. Syrra. Well, it will be a continuous process, Mr. Chairman, in
the sense that the screening will go on continuously. We don’t ever
expect to audit every crude producer if that is the sense of the chair-
man’s question. We don’t expect to audit each of these 15,000 people
nor do we deem it necessary to do so, gir.

Mr. Dixcerr. I am only trying to figure out how fast you are going
to get down toward the bottom and where you think the bottom
is in terms of cost-effective auditing. Also, what will the unaudited
residue be and why? T am not sure that I have gotten answers on
this matter.

Mr. Sarrrir. Yes, sir. T think the only thing T ean tell you, sir. is that
we will go as far as we can with the resources available and apply
those resources to the producers who account for the largest amount
of the volume. Given the ability to conduct so many man-years of
audits, we will see that those man-years go to those areas where it
appears that the consumer may have been overcharged the largest
amount. That is the first criterion.

The second criterion which is the judgment of how far one should
go in a compliance program, is one that is resolved in the budget
preparation and appropriations process. I can only assure the chair-
man that I have always gone into that process on the high end of
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the scale and will continue to do so as long as T have the responsibility
for submitting budgets.

In principle it would seem to me that the easy criterion would be
that as long as the program is at least paying for itself in terms of
refunds to consumers, it is a program tllmt is worth its effort. Right
now we have about a 5 to 1 ratio. We are getting back not just in
this program but in all 10 of our compliance programs, something
close to $5 in terms of refunds, rollbacks and avoidance of potential
overcharges to consumers. We are getting about $5 for every dollar
that we are spending on the program. Now unfortunately those don’t
show up in an actual budget offset so it is easier to convinece some
people that that is a good ratio than it is others.

Mr. Di~vgerr. Thank you.

Mr. Curtis.

Mr. Currrs. Thank you, Mr, Chairman.

I would like to shift to another aspect of the administration of
EPCA pricing requirements. Just to summarize the scenario of experi-
ence in administering that program, the initial price regulations as
Mr. Eckhardt pointed out missed the estimate of mix and missed the
estimate of price on both the lower tier of oil and the upper tier of
oil creating a composite which was in excess of the statutory limit,
that when that data firmed up for you in June and FEA made the
determination of the freeze which took effect July 1 and was as ini-
tially proposed to remain in effect for 3 months and that had subse-
quently been extended for 3 additional months or 2 months,

Mr. Sarra, July and August and then that was extended an addi-
tional 3 months,

Mr. Curris. At the time that FEA promulgated its regulations
addressing the property definition problem as well as the posted price
clarification, et cetera, vou had approximately $160 million in enmula-
tive overcharges resulting from the mix in the initial regulation, is
that correct?

Mr. Syrra. This is as of August ?

Mr. Curris. In August when the regulation was promuleated, an
overcharge that you were attempting to address by freezing the adjust-
ment on both lower and upper tier prices and letting the composite
catch up which was moving by 10 percent.

Mr. Caristie. The end of August the figure is about $160 million.
In August, let me check and see what our projection was at that point
in time.

Mr. Corris. Well, in your September 28 letter to the committee
you were showing preliminary data estimating $160 million in August.

Mr. Curistie. That was a projection, right.

Mr. Sarrra. It turned out to be $164 million on the basis of later
data.

Mr. Cormis. As T understand it the prospective change in the prop-
erty definition which allows a caleulation of the base period control
level volumes to treat separate reservoirs within the same property
for the first time in your regulatory history, your preliminary data
show that that accounts for approximately a1 to 1.5 percent shift
from lower tier to upper tier, is that correct ?

Mr. Sarrra. That 1s correct.

Mr. Curris. A summary of your statement, Mr. Hill.
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dollar terms?

Mr. Caristie. You mean the difference?

Mr. Curris. How much is it valued at? If you get a 1 to 1.5 percent
shift from lower tier to upper tier, how much further out of compliance
with the composite does that make you if that holds?

Mr. Crristie. Let me give you the answer. The difference between
a 1 percent shift and a 2 percent shift in terms of excess receipts at
the end of January 1977 might be of the order of $80 million—between
$70 million and $80 million difference at the end of January. Now
it will vary from month to month.

Mr. Curris. That is $80 million a month ?

Mr. Curistie. No: that is total cumulative by January of 1977.

Mr. Curris. By January ¢

Mr. Curistre. That is right ?

Mr. Corrs. Can you tell us what figures you had to estimate the
impact of the shift of lower tier to upper tier oil which would result
from the change in property definition at the time you promulgated
it in August?

Mr. Sarrri. I certainly can, Mr, Curtis. We had estimates from as
many people as thought they knew how to address the issue but we
didn’t have any specific information.

Mr. Curtis. You basically had no information, yet you knew it
would bias the composite?

Mr. Sarirn. The direction was clear, that is right.

Mr. Curris. Now in February of 1976 in implementing the first
stage FEA also considered at that time a redefinition of property and
made the following statement :

After consideration of all the written and oral comments submitted in con-
nection with the first stage proceeding FEA determined that it was not possible
at that time to evaluate with any degree of certainty the effect on the propor-
tions of old, new and stripper well release crude oil that would result from
a change in the basic property concept; accordingly, the reservoir concept was
not added to the definition of property.

Apparently in August of this year you still had no means of
evaluating the shift that would occur and yet you proceeded to
promulgate it and this was done at a time when you were known
to be cumulately $160 million out of compliance. Can you supply for
the committee the rationale for taking that step in the absence of in-
formation dissuaded you from taking that step?

Mr. Hicn, Mr. Curtis, let me break that into several parts. I think
you have to recognize first that the whole property definition issue
was a question that took a little over a year to evaluate. We started
that evaluation early or about mi-1975 and completed that effort in
August of this year.

The principal focus of that evaluation was to try to determine
p!‘qblem:ﬁ with past interpretations of the property definition or appli-
cations in terms of their impaect on production and incentives for
production and the ease of administering the regulatory compliance
program. We tried to develop a property definition which would be
not only easily applied by those in the field and by FEA auditors,
but also one that would provide within the context of the composite
price a maximum incentive for production.
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The focus was on the theoretical side. We were unable thronghout
that period to determine or to collect data on exactly how much the
shift from lower tier to upper tier might be. It has been our experience
that it is very hard to predict those kinds of things in advance so
you have to set up the regulatory program in terms of certain objec-
tives, in this case being to maximize production consistent with the
composite price, then to collect the Juru once those interpretations
are put into the effect and to make any adjustments that are necessury
once you have enough data. It is very hard to do that in advance.
The objective here again was to maximize production, not to change
the ratio. We did have information that the shift would be from
lower to upper tier. That was theoretical information and not hard
data.

Mr. Curmis. Is it correct, Mr. Hill, that had the property redefini-
tion not been promulgated that you would have recovered the overage
by maintaining the freeze through the second 6 months had the overage
occurred in the first 6 months?

Mr. Hicr. That was our projection, Mr, Curtis. At the same time
I think —

Mr, Curris. Which is the statutory requirement, is it not ?

Mr. Hirn, Correct, but it was also our feeling that given some of
the perverse incentives of the property defimition as it had been
promulgated in August of 1973, it was more important, since the
property definition is really the building block of the whole two tier
regulatory program to establish an adequate property definition and
then to make whatever corrections were necessary to account for any
excess receipts which resulted from that. In our minds, it would have
been very detrimental to the long-term program in crude production
to have avoided changing or improving the property definition solely
because of excess receipts.

Mr. Sarrri. Let me also add

Mr, Curtis. Just one moment, Mr. Smith. Let me ask this.

If you are evaluating the effects after the ocenrrence of the change
in regulation, looking forward to making in the future whatever
adjustment proves to be necessary, don’t you introduce an element
of uncertainty in the regulations? Indeed, aren’t we speculating now
that we will either need a legislative change adding 90 cents to the
composite or effect a rollback in order to recover the overages in the
beginning of next year? How does that fit with the objective of the
act to set out a stabilized price structure over the 40-month period
upon which producers may plan their investment positions and con-
sumers may evaluate their consumption patterns ?

Mr. Hir. I think there is a great deal of uncertainty associated
with the whole composite price concept and its implementation un-
fortunately, but I think at the same time we have (o recognize the
tremendous importance, at least in terms of the overall regulatory
program of having a robust and vigorous and good property defini-
tion. If we would have tried in August or September to estimate what
the impact might be, it is likely we would have been wrong so we
would have made some prior adjustment at the time we were making
the change but then we would have had to come back again several
months later and make a further adjustment. It was our feeling that
It was better to have a one time adjustment, collect the data, feel
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confident about the impact and make the adjustment once instead
of trying to predict it and then having to adjust again several months
later to correct the error. So it was a matter of minimizing uncertainty
in a situation we knew was going to be uncertain,

Mr, Corris. In ruling 1975-15 the Federal Energy Administration
attempted to lay to rest, as I understand it, the various interpretative
yroblems that may have arisen in connection with the property de-
}initinu. In August of this year the regulation did two things: One,
it made a perspective change in property definition to incorporate a
reservoir concept and, two, it reinterpreted the property definition
giving administrative finality to these interpretations through the
control period. Was the reinterpretation labeled “administrative
finality” an overruling of the ruling of 1975-15 at least in part?

Mr, Wirsox. Possibly in part. Let me try to explain the process that
we go through in one of these regulations. Essentially you start with a
general regulation which is developed in the broadest sort of concep-
tual terms which is usually done on economic theory and unfortunately
at the time the Cost of Living Council was deing many of these without
a great deal of expertise in the industry. You then go ahead and try to
apply that regulation and you soon find that people come in and ask
for guidance which means that you have to start issuing various rulings
and the like which in the producer area I would say the first rulings
that we came out with were rulings concerning stripper well leases.

We also would run into other problems as the compliance effort
would start taking effect. The other area in which we had a great degree
of difficulty was with the natural gas liquids where the same producers
were producing condensate and natural gas liquids and were inquiring
exactly how that was treated. Since we had not specifically set forth
detailed regulations in that regard, we had to address that.

We had a series of other rulings dealing with various aspects of
stripper well production and other aspects of crude production. As the
compliance effort proceeded and more people came in, more questions
were raised. We began to see broader issues that were common to a
great number of people and this finally culminated in August 1975 by
1ssuing ruling 1975-15 which dealt with a large number of basic issues
with respect to the property definition.

Once you do something like this it in turn raises new issues, it brings
new people in to see you, it communicates to you more information
about the industry, it tells you how people have been operating, how
they have been interpreting it. With respect to many of our rulings, we
get subsequent comment on those rulings. We go back and we readdress
them. Sometimes after reconsidering we determine that the first ruling
was not legally sufficient and we either rescind portions of that ruling
or make changes. Generally we have not done this. Usually rulings
really are addressing new fields.

With respect to the occurrences after we issued ruling 1975-15, we
had a number of people who came in and told us that really they had
been interpreting the definition of property to mean that they could
use a reservoir basis and they urged us to adopt that definition of prop-
erty. We considered this in the first stage rulemaking and decided to
reject it at that time because we were not certain what the implications
would be.
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However, we continued to address the issues that had come up after
that and this again culminated in a second interpretative ruling which
was in the preamble of the property definition rulemaking on August
20, 1976. This interpretative ruling basically addressed new issues, new
areas which had not been addressed in ruling 1975-15. It also prospec-
tively amended the definition of property to now state that you could
use a reservoir basis for this definition but that retroactively you could
not do that although in certain instances yon could use things other
than a strict interpretation which would limit it solely to a lease. Since
that time we have received additional comment.

We are now in the process of coming out with a further proposed
rulemaking to address additional areas in this field and I anticipate as
the compliance effort proceeds and we cover sets of new problem areas
we will have a series of rulings which will have to continue to interpret
these. What you do is sort of move from one level to the next. You take
the broadest issues first and then after you cover those you move down
to the next level. You may try to give some clarifications with respect
to how you dealt with the issues on the first level over the second level,
the second level over the third level. We are on about the third level
now and I am sure we will go on until such time as we have addressed
many more either in terms of rulings which are generally applicable
or in compliance cases where we just make a determination with respect
to an individual who may have a unique problem.

Mr. Curris. T would like to ask a series of questions on action taken
in August of this year which I do for the purpose of eliciting record
statements, not to imply criticism or quibbling with the action taken.

The 594 ongoing audits yet to be completed you indicated in an
earlier response, Mr. Smith, that in essence these were held in abeyance
pending the further definition of the property concept to assist the
auditors in proceeding with the audit and in that sense this has now
been accomplished, that those andits will now proceed to completion,
is that correct?

Mr. Syrra. That applied to the substantial number of 594, not neces-
sarily to all of them.

Mr. Curris. Now Mr. Wilson has just notified us that you intend vet
a further redefinition of property as a proposed rulemaking. Will
that——

Mr. Witson. Excuse me. It is not a redefinition, Mr. Curtis. It is a
ruling as to the correct application of the definition as it was issued in
August 1973.

Mr. Corris. Well, when it is supplied retroactively I take it it has
the same effect as a redefinition.

Mr. Wrson. We basically have to describe what that definition
means, whether it is a very broad one sentence definition. There are a
very great many factual definitions.

Mr. Curris. Would the 1974 audits be suspended yet anew on this?

Mr. Wirsox~. No.

Mr. Syrra. No. The work that is underway now is work that can
proceed on some of the issues that were resolved by the August 19
rulemaking proceeding and some of those will be able to be completed
without any further reference to regulatory issues. Others involve the
kinds of regulatory issues Mr. Wilson described. and for ones affected
by those, the work will proceed as far as it can. That is why we are try-
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ing to get the kind of additional information that Mr. Wilson referred
to.

Some of those have been generated by comments from the industry,
others have been generated by our compliance program. When we and
they participated in the review of the August 19 rulemaking, there
were still unanswered questions, which we must have a ruling on or at
least a determination on a case-by-case basis.

Mr. Curris. Now your estimate of between $500 million to $700 mil-
lion in noncompliance in the remaining 594 audits, how was that
affected by the clarification ruling of the applicability of the property
concept ! Does that wipe any portion of that out or i1s that a measure
of violation over and above what may have been involved in those
applications of the property definition?

Mr. Sxrrw. It is the latter.

Mr. Corris. Do you have any estimate as to the value in dollars of
noncompliance which would have been occasioned by a strict or literal
interpretation application of the property definition had you not made
the clarification adjustments contained in your August release and
applied those with administrative finality ?

Mr. Satrrn. Noj; I don’t have one, Mr., Curtis.

Mr. Curtis. Do you have an appreciation that they may be
substantial?

Mr. Sarrri. I would have to get the auditors to review the individual
cases to find out. I really would not want to give an answer since we
did not permit the interpretation to apply to reservations that
accounted for the biggest part of the elements involved. In other words,
had the interpretation permitted an application of the reservoir con-
cepts under the original regulation, that would have accounted for a
big chunk of the estimate that is still there and I just don’t have an
estimate as to what the other provisions did.

Mr. Curris, Your release seems to indicate that substantial dollars
are involved by your statement that your failure to do so could occasion
enormous cash flow problems and disruptive effects in recovering the
amounts,

Mr. Syrri, The most rigid possible interpretation of the regulation
that existed prior to September 1 would have occasioned the reclassifi-
cation of substantial volumes of new oil and therefore would have
involved a lot of money. That is true by definition but how much that
was I have no estimate of. As Mr. Wilson indicated, the requirement to
adhere to that kind of a definition that would have required a substan-
tial change in the accounting practices used by the industry would have
been hard to justify on any grounds—equity, administrative feasibility
and particularly in terms of its effect on production and those kinds of
things.

Mr. Courris. You say in the preamble of that release that FEA recog-
nizes the substantial reliance that has been placed on these determina-
tions by numerous parties, that there is no basis for conclusion in
general that such determinations were other than good faith attempts
to comply with the regulation and that there is subsantial need for a
measure of administrative finality to attach to as many of these deter-
minations as possible so as to avoid subsequently disruptive retroactive
adjustments,
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Now in previous discussions with the committee and specifically in
a letter of September 23, 1976, to Chairman Dingell, Mr. Zarb stated
that:

FEA has never—and never shall as long as I am Administrator—permitted any
firms to be excused from compliance with our regulations merely on the basis that
a misinterpretation of the regulations was made in good faith.

Indeed there have been several cases in which FEA has rejected as
a means of granting exceptions relief the mere showing that there was
substantial reliance or indeed good faith interpretation requiring
adherence to the correct literal meaning of the resolution. Does your
action giving administrative finality here conflict with that previous
notion that the mere showing of good faith or indeed as you say here
the absence of showing that it was otherwise than taken in good faith
validate the failure to comply ?

Mr. WiLson. Let me see if I could address that one, Mr. Curtis.
Basically, with respect to rulings, what we are doing is trying to go
back and interpret existing regulations. When we do this we, of course,
have to do this with full disclosure of our litigation posture as to what
sort of interpretation we defend in court realizing that many parties
may be interested in litigating this sort of matter. The producers may
be interested in litigating to the extent to which we try to enforce an
interpretation which they think is not lawful. Consumers that ave pur-
chasers purchasing crude oil may wish to litigate to the extent they
think we are adopting an interpretation which is not supported by law.

So we have to walk a tightrope there and make sure we come up with
something that we can subsequently defend. When we do this we
basically go back and try to say how would a reasonable man—given
the circumstances and what we had issued and said about this regula-
tion and the purposes and intent for which it was adopted—have inter-
preted the regulation. That is the test we apply with regard to the
proper definition,

We look back at the period of time in August 1973 when the defini-
tion was first promulgated, the fact that it was a very short definition
and it was not articulated or explained in greater detail except to have
explained that it was the basic building block for the incentive system,
second, that it was part of a temporary economie stabilization program
in which the industry that was regulated was not expected to drasti-
cally have to change its method of recordkeeping. and third. that it was
premised upon a compliance effort by the Cost of Living Council to be
able to look to records that the producers would keep themselves such
that we could go in and audit the entire system.

When we did all this and when we looked at the numerous factual
situations that had arisen and listened to the justifications that the
various members of the industry and the various producers had put
forward as to why they had interpreted the definition in various man-
ners, we came up with the final clarifications in August of this year.

With respect to our statement about administrative finality, what we
were talking about in that regard is the fact that we have producers
out there that are doing everything across the spectrum. When we came
up with our clarifications, we discovered some were still not in com-
pliance. Even under those clarifications, basically producers had been
using a reservoir definition all along.,

There were some other companies which had interpreted the defini-
tion more strictly and had stricter compliance. With respect to those
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companies we said we were not going to allow these companies to
go back and readjust their billings. We are saying we are not going
to do that because it would confuse the system too much and to that
extent we thought there was a need for administrative finality. Some
people operate in a manner that complies even more strictly with
the regulations than subsequently is determined that it was necessary.

Mr. Hirr. Let me add to that, Mr. Curtis, in Mr. Zarb’s comment
there I think you have to distinguish between situations where FEA
determines that the regulation was clear and that certain misinterpre-
tations of the regulation were just improper because of the guidance
that FEA had given. That happens to be the case in the question
of the nonproduct cost pass through sequence. It was our own determi-
nation from public comments that in spite of the fact that people
had used different methods, our regulations had been clear and precise
during that period.

They may have been bad regulations, but nevertheless they were
clear and precise and hence no one, even if it were a bad regulation,
could be allowed to be relieved of any compliance obligations; whereas
in this case, the public hearing and the comments, we think, clearly
indicate that the initial interpretation was very broad and there was
a substantial difficulty in applying that to thousands and thousands
of very unique situations. It was not clear throughout that period
exactly what the regulation meant; it was not even clear to the regu-
latory agency itself, So we frankly see those as two very separate
categories, It has an awful lot to do with the quality of our instrue-
tions and guideline consistency as carried out in our compliance
program.

Mr. Curris. Mr. Hill, this sounds like a quarrelsome question and
perhaps it is but the definition of property, as you pointed out, clearly
is the most fundamental aspect of the two tier pricing mechanism
which has been in effect since August 1973. Isn’t it a little disturbing
that that definition was not clear and precise to even FEA as you
indicate in August 1976, 3 years after the program has been in
effect ?

Mr. Hivrn. Absolutely, Mr. Curtis. When we started the full scale
examination of the property question we never thought it would
take a year to explore it, to understand it and to promulgate some
final interpretations. The issues just turned out to be exceedingly
complex, staff resources limited, and it just took that long. That
was a matter of great concern to us. We didn’t feel like it was fair
to regulated entities, nor to consumers or anyone else when you had
this degree of uncertainty.

Some of these issues are just so complex that you can’t resolve
them overnight. We tend to think we can when we start, but they fre-
quently turn out not to be that way. We have had other cases. Under
our reseller rules we have been working on those for several years
and you just can’t establish these things with any degree of precision
very quickly, at least in the complex cases. This is very troublesome
to FEA.

Mr. Curtis. It appeared to me in reading ruling 1975-15 that FEA
at least in 1975 was under the impression that the use of the term
“property” to describe the lease or fee interest from which the right
to produce arises was a readily understandable term upon which
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records are kept and that it was for that very reason that it was used
in order to be an auditable and enforcible standard.

Mr. Hive. I think to some extent that is true but again we started
with a very broad and simple definition, but then you find that when
you try to apply these things in these complex cases, tremendous
inequities arise,

Mr. Curtis. Let me try to define it.

Mr. Hrvr. Then you start to try to have rulings and interpretations
to insure that people are treated fairly and equally under the
regulations.

Mr. Curris. Let me try and define it. Was the problem that the
standard in general was working considerable inequities because of
the vagaries of the various complicated producing interests or was it
in fact understandable ?

Mr. Hirw. T think it was fairly understandable, the problem being
that when it was applied to the vast matrix of crude oil property it
was highly inequitable. Then I think the fact of that inequity began
to work back and make the original definition not very clear—that
is, exactly what do you mean? Surely, the questions began to come.
Is this the result you want when you have a 55,000 or 60.000 acre lease
in Louisiana? That is the most absurd thing in the world. It is then
those questions of inequity which begin to make your original defini-
tion very vague and less acceptable and you need more language
and clarfication,

Mr. Curris. The action taken in August to give administrative
finality to your clarification rulings was to deal with the inequities
as occurred from the application of the standard,

Mr. Hrrr. No, sir.

Mr. Corris. Or was it to deal with a misunderstanding as to what
the standard was in the first place?

Mr. Hrur. T think it was a combination of both, but there were
some inequities which led to the lack of understanding and the need
for clarification which became apparent as we tried to apply a very
broad and general definition of property to a situation that just
did not fit.

Mr. Curris, To the extent that it is based on inequities, doesn’t that
have a classic exceptions type of approach ?

Mr. WiLson. Mr. Curtis, I think it is much better to view what was
done in August of this year, in contrast with ruling 1975-15, as just
building upon that earlier ruling and addressing areas that were not
addressed by the earlier ruling in light of information and further data
that we obtained about how the industry operated. It did not reverse
the ruling of 1975-15; it basically addressed different areas that subse-
quently came to our attention as demanding clarification before our
compliance effort could proceed.

The same thing has happened again since we issued that clarification
in August. We have now had new questions come in as to what does this
mean ; statements such as we don’t think you were aware of this ad-
ditional situation at the time you adopted the change in August.
Therefore, we are going to have to come out with further rulings to
address those issues and this will continue for some time until we have
cleared up most of the major areas. I think we are getting very close to
that but it is a very, very complicated area to deal with.
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Mr. Dixcerr. T understand what you are saying but T don’t get the
impression, Mr. Wilson, that you are responding to the question.

Mzr. Curtis’ question is, does this constitute essentially an exception?

Mr. Wirson. No, sir.

What we are doing——

Mr. DinceLL. I don’t see how you can say it is not.

Mr. WiLsox. What we are trying to do technically is state what the
regulation has meant from the inception. We are not trying to say the
regulation meant a different thing and we are going back to retro-
actively change it in a manner of class exception, nor are we saying that
although it meant that, we are not going to enforce compliance with it
which is what a class exception is.

Mr. Hrrr. An exception is when the FEA determines that the regu-
lation is valid, but that the application of that particular regulation
in an individual circumstance creates an undue hardship or cata-
strophic situation and the circumstances are such that there is some re-
lief from that particular regulation demanded because of the fairness
provisions of the EPCA and the FEAA.

Mr. DixcerL. Are you then considering hardships in the ruling of
August as opposed to your prior statute !

Mr. Hiww. No, sir, Mr. Chairman. What we are trying to do is to
provide further interpretation and clarification to what the property
definition meant.

Mr. Dixgerr. Maybe we can find out how that worked by inquiring.
The first regulation treated properties, is that right? All oil produced
on the property, is that correct ?

Mr. Hriur. Yes.

Mr. DinceLr. And the second one broke it down and treated different
reservoirs on the property, is that right?

Mr. Witson. That 1s a prospective change.

Mr. DixeeLL. Pardon ? '

Mr. Wirsox. We redefine the definition prospectively starting Sep-
tember 1, 1976, which accounts for the shift in proportionate mix of
old and new oil. Before that time we had not adopted a reservoir
definition of property, all we had done was maintain the same def-
inition that was on the books since August 1973 and had gone into
greater and greater detail as to exactly what that means as applied
to the specific factual situations.

Mr. Dixeerr. I want to pursue this further but T will yield back
to Mr. Curtis.

Mr. Currs. T think it was Mr. Hill’s response which suggested that
what you are attempting to do is to correct certain inequities in the
application of the property definition upon which people evidence
some good faith or at least there is no evidence that they had not
exercised good faith rather than as Mr. Wilson is indicating giving
flesh to the original terms of the property definition and to state
its specific application as a matter of intent of the original regula-
tion rather than attempting to balance equities or inequities involved.

Mr. Wirsox. If I can respond to that, I think what Mr. Hill is
trying to indicate about the equities of the situation is that 3 years
down the road when you are trying to interpret a definition, you must
apply basically a reasonable test. You must look back and say how
would a reasonable individual who is subject to those regulations have
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acted. This is the same test a court would apply in determining
whether you are practically enforcing compliance for a certain
interpretation.

If you had interpreted that regulation within a week after the
regulation was issued, you might have come up with an entirely
different interpretation because you would not have had certain prob-
lems until the passage of time. You basically have to look to all the
factors that a court would look to such as, is this a reasonable inter-
pretation of the agency now enforced upon this individual.

Mr. Hre. T was not meaning to imply inequities as we use it in our
exceptions process but was merely trying to elaborate on the fact that
as you go down the road of granting further and further interpretation
and clarifieation you are trying to treat like situations alike which is
the basic definition of equity .In the exceptions process you are trying
to accommodate the different situations and not the like situations and
that is a hardship kind of problem whereas this was not.

Mr. Dixgerr. Am I coming to the wrong conclusion here? I gather
from Mr. Wilson's comments that the interpretation of August was
rather different from the interpretation that FEA put out in January.
Now, am I correct or incorrect on that ?

Mr. Hrr. The basic property definition has not changed, Mr. Chair-
man. We have just expanded and clarified the meaning. We have
expanded the interpretation to take account of situations that we had
to take account of. If we had had perfect knowledge in August of
1975 and could have written the complete rule, we would have done
it but we had to start and then get more specific.

Mr. DivgeLL. Aren’t you in fact agreeing with me though? You
seem to be going the long way around but I gather that you are
agreeing with me,

Mr. Hre. 1 am not sure what T am agreeing to, Mr. Chairman.

I think this is generally the case in lots of regulatory situations
including the IRS where they are continually putting out interpreta-
tions regarding some rule established 3 and 4 years ago on how it is
to be treated.

Mr. DixgerL. The IRS does most curious things from time to time.
but we are not dealing with the IRS.

Mr. Curtis.

Mr. Curris. Although the body of FEA regulations is rapidly
approaching the Treasury regulations.

Mr. Hrin. T think I started to use another example of the Federal
Election Commission which started out with the separate regulations
and they seem to expand and be more clear over time.

Mr. Currrs. Let me ask about your prospective change in the proper-
ty definition. Again in our ruling 1975-15 FEA makes this statement :

While the FEA recognizes that various state and other Federal regulatory
authorities may, for other purposes, have monitored production levels on other
bases (e.g., by physical boundaries or by producing formations or reservoirs),
it is necessary that the price regulations embody a uniform comeept, the parameter
of which can be readily applied to all domestic production, regardless of varying
state classifications. For this reason, FEA regulations utilize as a reference
4 property concept hased upon the right to produce crude oil that can be

readily identified for all producers.

It was thought at that time that it would be fundamental to your
compliance program. In Aungust of this year you changed the defini-
tion to resort to a reservoir definition which indeed incorporates the
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State regulatory standards or records kept for tax purposes or what-
ever. Can vou tell us why the shift in position and what implications
does it hold for your ability in the future to determine compliance
with the regulation which in 1975 you thought would make impossible
your comphanee ¢ , ;

Mr. Sarri. The principal reason for the shift, Mr. Curtis, was
to create the maximum possible incentive under the limitations of
the EPCA pricing provisions for the production of domestic crude
oil.

Mr. Curms. Excuse me, Mr. Smith. Just allow me a preference.
I don’t quarrel in any way with moving to the reservoir concept, indeed
when this committee was involved in an attempt to fashion a statutory
price regulation there was a lot of interest and moving to a reservoir
concept as one which provides more finely targeted incentives to
production and makes more sense considering the realities of how
oil is produced. This committee, like FEA in 1975, was dissuaded
from llloing that because of the administrative complexity.

What I would like you to address is have you introduced ad-
ministrative complexity which in 1975 you felt would undercut your
compliance effort and make unenforcible the regulation

Mr. Syra. We have introduced additional administrative com-
plexity after a judgment that based on the historical accounting prac-
tices because of the State regulatory provisions we could minimize
the additional administrative complexity; that is, we could still have
a program that was enforcible and we were willing to trade off the
increased burden of determining compliance in order to get the produc-
tion incentive impact of that . In 1975 we simply did not know as
much as we had learned by August of 1976 about the ability to distin-
guish among reservoirs under the same piece of surface land.

In the process of working this property definition issue through
this period, we learned more about how to make those distinctions
and were persuaded that although there will be difficulties with them,
there will be more sets of individual circumstances where the tradeoff
in terms of the ability to assure compliance with the program was
worth the added production incentive that would be generated by it.
We learned this additional information through the process of two
rule makings in which public hearings were held and comments and
testimony were received and through additional research on the part of
our own people. We just knew more in August 1976 than we did this
earlier discussion was held in 1975.

Mr. Curris. If T understood you when you were talking about the
tradeoff, your new standard introduces vagaries that weaken the
compliance program but you felt that whatever loss of compliance
value was justified by the production in incentive that you would obtain
by making the change in definition, is that correct ?

Mr. Syra. I would not like to accept the word “weaken,” but I
would substitute “complicate.” '

Mr. Dingerr. 1 would like to interject. You made a point of the
complicated program that you already have resources to administer
and in which you are now, according to the testimony earlier received,
significantly behind. Now in the light of those comments, how am I
to interpret the judicial complexities being any different than weak-
ening?
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Mr. Sayorri. T think the additional complexity is an argument for
additional resources to the program, not an argument for postponing
the maximization of production, Mr, Chairman.

Mr. Dingerr. T have a few comments on the point you just made,
Mr. Smith. I have always been in sympathy with your getting the
moneys that you need for this undertaking. Have you asked for addi-
tional personnel to carry out this additional administrative burden
and, if so, how many for your forthcoming budget year?

Mr. Syrrm. T am not at liberty to disclose at this time, Mr. Chair-
man, the specific additional request but the answer to your question
is “Yes,” we have asked for additional people in the compliance
program in the 1978 budget and we have proposed a supplemental
in the compliance program.

Mr. DiNceLr. Have you requested a supplemental ?

Mr. Syrra. We have proposed one to the Office of Management
and Budget for our 1977 compliance efforts, Mr. Chairman.

Mr. Dincerr. It would be most helpful to have these figures for
the record because I think this very directly impinges upon the
questions that Mr. Curtis has been asking. Is there any way they
could be made available?

Mr. Hite. Mr. Chairman, under the Budget Reform Act of 1974
there was an agreement between the Congress and the President that
this information would not be made available until the President’s
budget had been submitted to the ( ‘ongress.

Mr. DixceLL. That is statutory ?

Mr. Hirw. This was part of the Budget Reform Act to my knowledge.

Mr. Dingerr. I am going to direct counsel to find out if there is any
way we could review that material.

Mr. HiLr.We will be glad to explore that ourselves.

Mr. Sarrra. Mr. Chairman, I don’t want to leave an impression that
we have seriously changed the work to be done in adopting the new
definition because it is keyed to the historical practices in the industry;
in fact, that is where we got into a lot of trouble in the first part of the
program, by saying that the records were kept on the accounting prac-
tices of the industry and in conformance to state regulations which did
not coincide with our initial shot at the program. In many respects the
records will be segregated. The clarification will preclude our auditors
from having to amalgamate a record from a number of different places
to conform to our overall,

Mr. Dingerr. Mr. Smith, that appears to be the controversy to which
Mr. Curtis was alluding.

Mr. Curtis. '

Mr. Curais. Thank you, Mr. Chairman.

I would like to switch to a different subject now and T will be brief.
You have indicated, as T understand it, that you might seek a 90 cent
addition to the composite to correct the overage and allow the program
to get back on plan. This would be a one time adjustment. Is that a
correct figure?

Mr. Hirr. That is correct approximately.

Mr. Curris. Now a 90 cent addition to the composite that would
occur as would be calculated for January, as T understand, is roughly
11 percent addition. Ninety cents is 11 percent of that composite figure.

Mvr. Hive. That is right.
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Mr. Curris. Then if the composite were to continue to increase by the
new composite, were to increase by 10 percent for 1977, can you give us
an idea of how much the overall increase is valued through the year?

Mr. Curistie. That request would be for only 1 month as I under-
stand it, for January, if it was a proposed request for an increase in the
composite for 1 month. It is the legal limit composite only and there
would be no——

Mr. Hirr. The return to the original schedule in February with 90
cents over whatever the number turned out to be. If that were the ap-
proach we were taking, it would be simply for 1 month.

Mr. Curris. Then it becomes kind of a fictional value, does it not?
It is a fictional value?

Mr. Hiun, Yes.

Mr. Curris. As I understand the terms of the Emergency Petroleum
Allocation Act, as amended by EPCA, there is authority to seek an
adjustment to the composite by increasing it in an amount greater
than 10 percent but there is no authority by submission of an energy
action to obtain an addition to the composite, be it for 1 month or
some longer period of time. That would require a legislative change.
I wonder if your testimony seemed to apply that you could submit
an energy action for that purpose.

Mr. Wisox. Mr. Curtis, technically what I think is under con-
sideration if an energy action is to be submitted would be to calculate
the extent to which the combined adjustment limitation would have
to be raised for, say. a I-month period and then come in and say that
we propose and we have increased the 10 percent combined adjust-
ment limitation to 95 percent or something like that for the month of
January only, whatever the amount is. That ends up giving you
enough’ even when you continue to freeze during that month such
as you then offset the overage that you had in the previous time.
Mechanically that would be the way you would accomplish that if
you were to do it. We agree there is no way we can come up and raise
the composite price itself.

Mr. Curris. Right. Then what you would be requesting is a per-
centage increase to be in effect for 1 month and you estimate—or what
other period. If you did it in 1 month, you would estimate that you
would need a 95 percent——

Mr. Curistie, It would be larger than that.

Mr. Corris. Larger than 95. It is 104 percent. Don’t you think that is
going to be difficult to explain?

Thank you, Mr. Chairman. T have no further questions.

Mr. DingeLr. The Chair recognizes the gentleman from Texas, Mr.
Eckhardt.

Mr. Eckmaror. T would like to ask a few questions about this change
of property definition in 1976 and its effect and about the only way
I can do it is by sort of illustrating it.

Mr. Dixgert. If the Chair may interrupt the gentleman from Texas,
the Chair has got to ask this. Are we going to get this for the record?

Mr. Eckmaror. I understand before the change a property was
generally a geographical area in which production existed and in
which production existed in the year 1972.

Mr. Wirson. This was the issue at hand, Mr. Eckhardt. This is what
we resolved in the ruling that came out in August.
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Mr. Eckmaror. For instance, if you had a well in this property
[see fig. 1, well No. 1] that was tapping this formation [see fig. 1,
formation A] at, say, 9,000 feet and if the base period control volume
was 350 barrels per day and if this well were producing at this
time at 175 barrels per day, of course all that would be old oil, would
it not ?

Now suppose there is also determined to be another geologic strata
in this area [see fig. 1, formation B] and under your old rule you
would have a well that was built after 1972 but in the same property
[see fig. 1, well No. 2] and that well is produeing another 175 barrels.
Now that would also be at the old oil price, would it not?

Mr. S»rrra. That is right, sir.

’ 2

are considered
ducing from the same

Well 1:
175 Bbl. @ $5.15/Bbl.= $901.25

$5.15/Bbl., = 901.25

A TOTAL $1,802.50

If well 2 is considered as producing

from ano proper ause the
9,000 £t. s

TOTAL

FIGURE
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Mr. Eckmaror. Now say this is at around 5,000 feet. Now under
the new rule this could be treated as new oil, could it not?

Mr. Dixcerr. Would the gentleman yield ¢

Depending on the date the new well went in.

Mr. Eckmarpr. No. I am asking suppose it goes in at some time after
1972,

Mr. Wirsox. It depends on more complex factual circumstances,
Mr. Eckhardt. If that situation is one such as they had in Louisiana
where they had very large tracts and they had separate formations
that were developed at separate times although within each of those
formations there were then any number of separate reservoirs such
as you have—I am not sure whether you are drawing a formation or
a reservoir up there, but in that situation we said we would treat the
formation as being the right to produce which arises from the lease.

Mr. Eckmarpr. But prior to the change it would have been limited
to the old rate, would it not ?

Mr. Winson. We had not addressed these specific issues prior to
the clarifications issued in August. It was not a change, it was a dif-
ferent interpretation.

Mr. Eckmaror. Before that,

Mr. Wirsox. People reported it in all different manners which was
the problem because they were interpreting it many different ways.
Many people were interpreting it the way you are stating, others
were interpreting them totally differently.

Mr. Eckmarpr. You had no definite rule, they could report it either
way and you would accept that as valid either way they reported it?

Mr. DixcerL. Would the gentleman yield? I think the gentleman
is making an assumption. How would you have accepted it prior
to the August 15 change? I think that is the proper question.

Mr. Eckmarpr. Which would you have considered correct
reporting ?

Mr. Wirsox. If there is a surface property lease there, the August
change would have made no difference at all. Prospectively you could
separate those two.

Mr. Eckmaror. I am not asking that. T am asking if they are sepa-
rate formations, how would you the proper formation

Mr. Wirsox. If they are separate formations—and the formations
have historically been—the August clarification said you could treat
those formations as separate properties, that is correct.

Mr. Ecgnaror. Prior to the August determination what was your
rule 2 What would you accept as proper reporting ¢

Mr. Wirsox. We had bumped into those cases in the compliance
effort and that had stopped the compliance people from proceeding.

Mr. Eckmaror. You had accepted either kind of reporting?

Mr. WiLsox. We had not accepted or denied it. Basically they had
come up and said, “We cannot continue and complete this compliance
case until such time as you give us an interpretation.”

Mr. Ecknaror. But assuming that the producer in this property
treated this as a separate formation [fig. 1] and therefore claimed the

 price of new oil, he would be making for the 175 barrels here [fig. 1,
well No. 1] $5.15 per barrel at about August and $11.60 here [fig. 1,
well No. 2]. Now I figure that would be a total of $2,931.25. On the
other hand. if he treated this as a single property and felt that the law
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so compelled him to do, he would be selling his oil for $1.802. So you
let him do it either way and either way was in compliance before the
change?

Mr. Wirsox. No.

Mr. Hirr. No. We had not determined what compliance was. They
were actually interpreting it themselves different ways but we had not
determined what the proper interpretation was and there were some
people who——

Mr. Eckuaror. Suppose Company A had interpreted the rule in
such a way that he charged for the oil a total of $2.931.25 and Company
B charged $1,802.50. Subsequent to the definition, the $2,931.25 would
be proper. Are you not going to go back and recover from that partie-
ular producer the difference between the two figures because you at that
time also established, did you not, a provision called administrative
finality which would prevent you from going behind that date in order
to collect the difference between $2,931.25 and $1.802.507

Mr. Winsox. Mr. Eckhardt, what we said was compliance cases come
to us and they said, “We have this legal problem as to how we should be
interpreting this.” The companies are arguing and making the case
they have correctly applied the definition, and we are not certain
whether they did. 'We made the determination which was issued in
August and that if those were separate formations—such as large lease
in Louisiana that you could treat those as separate properties. If
there were a company that had not been treating those as separate
properties prior to that, the administrative finality provision said that
that company cannot go back and bill the purchasers that take crude oil
at a different price because he was not charging the full price that he
would have been allowed to under the interpretation of the rules that
were adopted in August.

Mr. Eckuaror. And as a corollary to that you would not go back
against the company that did treat those as separate properties and
require them to treat that as an overpayment and out of compliance?

Mr. WiLsox. No, because we said that was the correct interpretation
of the definition.

Mr. Eckmaror. But at the earlier time, as T understand. you had
determined that such complexity of determining that these are sep-
arate formations was not practical from an administrative enforcement
standard so you had generally treated this exception—at least you had
not agreed that it was admissible.

Mr. Wirsox. Sir, that is the distinction between a formation and a
reservoir within a formation. A formation may be an entire field which
may have different reservoirs,

Mr. Eckraror. You say you just had none prior to the time August
of 19767

Mr. Wisox. We had not spoken as an agency and explained exactly
what was supposed to be done because we were in the process of acquir-
ing knowledge as to exactly the types of factual situations that
operated out there, how the people treated these properties,

Mr. Ecknaror. You were telling companies that they could operate
either way and you would later make a determination of whether they
acted rightfully.
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Mr. Wirson. Sir, that is true of many of our regulations unfortu-
nately because it is a very complicated area. You put forth general
regulations, you subsequently learn that there are involved factual
situations which you then must interpret as to how those fall within
the regulations.

Mr. Eckrarpr. But the company that operated under what they
considered to be the literal regulation at the time and therefore only
collected the smaller amount. as vou say, could not come back and
make any kind of adjustment to collect the additional amount; the
company that had collected the larger amount could keep its gains.
Now it strikes me that that is enormously inequitable l!)ocausa the
companies that were the most scrupulous with respect to determining
that a property is what a property apparently was at the time is simply
out that difference.

Mr. Dixcern. Would the gentleman yield ?

Mr. Eckaarpt. Surely.

Mr. DineeLL. Can you give us any appreciation of how many com-
panies interpreted the ruling one way and how many interpreted it the
other prior to the time of the rules change or prior to the time of the
reinterpretation of the rules?

Mr. WiLson. Generally, we think our clarifications in August basi-
cally accepted what the industry had been doing in general. There were
some companies that were not doing it in that manner. Those compa-
nies we said were not going to be allowed to make an adjustment except
to the extent they come in through the exceptions process and show
that it would be an inequity.

Mr. Dixerrn. How was Gulf dealing with it? As I understand it,
Gulf was taking the interpretation that a property constituted a geo-
graphical tract on the ground as opposed to different reservoirs.

Mr. Wirsox. I am not certain exactly how Gulf was treating its defi-
nition of property. I know that in the comments in the rulemakings
they were concerned about the fact that we had under consideration
possibly going so far as to say that you could use a reservoir as the
property which we did not

Mr. DingeLt, Gulf was?

Mr. Wirsox. Yes; and that was primarily what their comments were
addressed to. They said. “You cannot do that because the rules do not
say that; we have not been doing that.” I do not know how they came
out in relation to the clarifications that were adopted.

Mr. Dingere. Can you submit to us the comments from the proceed-
ings which were adverse to the interpretation that is now in force at
FEA with regard to this particular point, please?

Mr. Wirson. Certainly.

Mr. Dixeerr. Could you also give us your best judgment with
regard to what companies are adversely affected by the change? That
may be rather difficult but we would appreciate if you would do your
best on that.

[ Testimony resumes on p. 1241].

[ The following material was received for the record :]

Using as the criterion of “adversely” affected those firms filing with the Office

of Exceptions and Appeals, eight applications under Section 212.72, regarding the
property clarification, have been received since August 26, 1976.
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Mr. Dingern. Would the gentleman from Texas permit just a fur-
ther intrusion in his time?

Mr. Eckuaror. Yes.

Mr. DingerL. Let me read this. This is dated Thursday, September
4,1975, Federal Register Volume 40, No. 172, Ruling 1975-15.

While the FEA recognizes that various state and other Federal regulatory
authorities may, for other purposes, have monitored production levels on other
bases (e.g., by physical boundaries or by producing formations or reservoirs), it
is necessary that the price regulations embody a uniform concept, the parameter
of which can be readily applied to all domestic production, regardless of varying
state classifications. For this reason, FEA regulations utilize, as a reference, a
property concept, based upon the right to produce crude oil, that can be readily
identified for all producers.

That seems to be rather at variance with the conclusion that you
arrived at later in August of 1976. Can you give us a comment ?

Mr. WiLsox. I think basically the situations that we are addressing
in Ruling 1975-15 varied from the situations that we came across later;
that we were again trying to say that we were not going all the way
down to the reservoir basis; that we had the most producers that can
come in urging that interpretation on us. We had not addressed some
of these other situations such as exactly how the formations of Louisi-
ana had been treated, and once we learned more about those, basically
we felt that they should be treated as separate properties.

Mr. DixgeLr. Well, you even went into the question of unitization
and examples,

Now on the next page you have:

Produetion from more than one reservoir on a single property. Because the
property concept is based upon the right to produce crude oil, whether arising
from a lease or from a fee interest, the existence of two or more separate and
distinet reservoirs will not in itself create two or more separate properties. There-
fore, for purposes of determining BPCL, where a producer holds a single right to
produce crude oil from two or more reservoirs, together the two or more reser-
voirs constitute a single property ; where there are separate and distinet rights
to produce ernde oil from each reservoir, each reservoir accordingly represents
a different property.

So you did make a significant change in your regulation, did you
not.?

Mr. Wirsox. No, sir. Basically we said that the main right to pro-
duce is usually the operating interest that arises out of the lease that
is granted in a legal context.

Mr. DinceLr, What you came out with is strikingly different than
the language I just read. Earlier you said that if you got a right to pro-
duce out of one reservoir——

Mr. Wirsox. That is prospectively.

Mr. DixcerL. There are two properties.

Mr. Hirr. That is a change, Mr. Chairman. but that is only a pros-
pective change looking forward from the August ruling and not back-
wards,

Mr. Dingerr. Well, T hear what you say, but T find myself hard
put to be convinced.

I thank the gentleman for the transgression on his time.

Mr. Eckuagpr. I will ask a question about a slightly different situa-
tion. Let’s suppose you have a property with a well on it which
was operating in 1972, The base control period volume was 350
barrels. The well runs through a formation to a deeper formation,




again let’s say 5,000 feet and 9,000 feet [see fig. 2, well No. 1]. Now
under vour regulations which existed prior to August if this well
is producing, say, 175 barrels from this formation, this would be
at the old oil price, would it not ¢

I 2

Producing only from
~om 5,000
this is con-

new formation-

$11.60/Bbl.

Producing from well no. from
9,000 ft. strata only-

175 Bbl. @ $5.15/Bbl. e e 990LG2D
Producing from well no. 2 from

the 5,000 ft. strata T 5901.25

Total from wells 1 & 2 if
considered reservoirs in
the same fOormation .....esse-sss-2- $1,802.50

F1oure 2

Mr. Wirso~. Yes.

Mr. Eckuaror. Now under the regulation prior to August, suppose
this is cut off [see fig. 2, point x] so as to draw from this formation
[fig. 2, formation A] at 175 barrels per day. Would that be new or
old o1l under the prior ruling ?

Mr. Wiwson. Both of these are under a single surface lease but
you tell me they are separate reservoirs.
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Mr. Eckaaror. Separate formations.

Mr. Wirson. I don’t believe so. I am not a geologist but I think
formations are large enough that they are entire fields. You don't
really have one field on top of another field. You have reservoirs
on top of each other.,

Mr. Ecknaror. You never have one formation on top of another
as, for instance, the formation that extends in like this [fig. 2, forma-
tion A] and another one that extends in like that [fig. 2, format ion B]?

Mr. Wisox. The factual situations involved in these things are
extremely complicated, I agree, in the legal relationships of these
things. Thisis why we have had so much difficulty.

Mr. Ecknaror. There may be some difficulty in determining what
is a formation and what is a reservoir, is that correct ¢

Mr. Wisson. That is correct, sir.

Mr. Ecknaror. And that is the reason originally you didn’t pay
much attention to this distinction, you simply said if it is a property
in production in 1972 and if it covers a certain geographic territory,
any production out of that property, regardless of what formation
it goes into, will be considered under the basic control period figure,
Isn’t that essentially what you did prior to August ?

Mr. Wirsox. We said the right to produce which derives from a
lease or a fee interest. The right to produce may be an operating
interest.

Mr. Eckuaror. I thought I noticed Mr. Smith nodding in assent
to my question but I would like to know what the answer is in simple
terms.

Mr. Divgern. The Chair has observed that nods do not show on
the record.

Mr. Eckuaror. That is the reason I would like to give him an
opportunity to comment.

As I understand, before the August determination you had felt
that it was quite difficult to make this determination with respect to
formations within a given property and generally interpreted the
rule to mean that within a given property whatever formation was
struck the base control period amount would be governing and the
mere assertion that a new formation was drilled into from that proper-
ty would make no difference.

Mr. Wiuson. I believe in the August clarifications the types of
formations that we were addressing were ones that were clearly
separate, they are not smaller formations such as you were talking
about. Obviously one of the things we have to do in further rule-
making is try to separate out some of these as to how large a tract
you have to have, for instance, to gain the benefits.

Mr. Eckuaror. There is a difference between the formation and
a reservoir which has to do with its size. If it is a big reservoir, it
isa formation, is that right ?

Mr. Wirson. The difference between reservoirs and formations is
one of the items we will be addressing in this next rulemaking.

Mr. Ecknaror. Have you decided what the difference is yet?

Mr. Wirson. It is one of the things we will have to collect com-
ments on and get additional information as to how to make these
distinetions.

Mr. Ecknaror. So each producer determines whether he is producing
out of a new formation or producing out of a new reservoir and if
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he decides that he is producing out of a new formation he rhat‘ges
the new oil price and if he decides that he is producing out of a
new reservoir he continues to charge the old oil price ?

Mr. WiLsox. Prospectively, this problem has been eliminated since
we have gone to a reservoir basis. p

Mr. Ecknaror. But you have not determined what is a reservoir
and what isa formation

Mr. Wirsox. The lowest common denominator will be the reservoir.
The formation will be larger than the reservoir and will encompass
a number of reservoirs,

Mr. Ecxrarnr. How much larger?

Mr. Wirson. That is the issue.

Mr. Eckuaror. So he still determine whether it is a _reservoir or
formation and charges in accordance with his determination?

Mr. Syrra. Mr. Eckhardt, I think the key is prospectively. He
does not care any more as long as it is at least a different reservoir.
He can count production from those two separately.

Mr. Eckuaror. I would certainly care in this situation because
if he is producing—I have calculated 175 barrels at $5.15 here (fig.
2, point y) for a total of $901.25 and he can simply plug here (fig. 2,
point x) and produce 175 barrels here (fig. 2, point z) at $11.60, he
gets $2,030, under the present rule if A and B are considered separate
formations. But if these are considered as separate reservoirs, if he
drills another well (fig. 2, well No. 2) and continues to produce the
175 barrels at 9.000 feet and the 175 barrels at 5,000 feet, he only
gets $1,802.20. So he gets more money by plugging this well at this
point if he can call this a formation instead of a reservoir than by
continuing to produce from both if both are considered reservoirs
in the same formation. Now it seems to me it becomes extremely im-
portant to him whether it is a formation or a reservoir.

Mr. Dineerr. Well, if the gentleman will yield, it also becomes
important as to the amount of oil recovered.

Mr. Eckuaror. Sure. If by producing 175 barrels from 5,000 feet
and calling it a new reservoir you make more money than if you
produced 175 barrels from both places making a total of 350 barrels,
you have a strong incentive to plug the lower formation, it would
seem to me.

Mr. Wirsox. The incentives that we are trying to give, Mr. Eckhardt,

are, of course, that you may have a separate reservoir there that
formerly was in the same unit that is defined as the property. If
you had old oil on that property on a cumulative basis and you
had a cumulative deficiency to overcome, there may be no incentive
for drilling a separate well down into that new reservoir. We are
trying to eliminate that and treat the incentives for building that
new well and developing that new reservoir to get extra oil.
_ Mr. Ecknaror. Mr. Chairman, T think this is a rather complicated
issue and I don’t want to further belabor the record but T would like
to ask unanimous consent to be permitted to place some calculations
and illustrations similar to those here presented in the record at the
appropriate point.

Mr. DixgerL. I think that would be entirely appropriate. The Chair
would request that the gentleman do that in the appropriate fashion.
Without objection, so ordered (see pp. 110,125).
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Mr. Wirsox. We would be very happy to sit down with Mr. Eckhardt
at any time and go over this in much greater detail as to the mechanics,

Mr. Ecknaror. Thank you, Mr, Chairman.

Mr. DiNGeLLL. Any question ¢

I am just curious about one phenomenon about which I know only
very little and that is this “behind the pipe” matter. That is some-
thing that comes into play with regard to natural gas, so that if
you drill through two different formations or reservoirs—and you
have not decided whether it is a formation or a reservoir yet—you
have to recover from the bottom one first. Is that correct? I think
the purpose was to get all that you can out of the lower one and
then come up and get the next higher one. Or do you draw from the
higher reservoir and get the lower one later ?

Mr. Wirson. I think the States regulatory agencies may require
that. There is nothing in our regulations that requires that.

Mr. Dixeer. Am I fair in saying that you should withdraw first
from the one that has the greater pressure? It is all a matter of assur-
ing the greater possible ultimate recovery of petroleum from the site.

Mr. Syrra. Mr, Chairman, my understanding is that those processes
are regulated by the State regulatory agencies with a view to maxi-
mum conservation and assuring the maximum production of those. T
am not familiar with the detailed engineering requirements which
of course are based on the geological characteristics of the particular
producing zones in question, but the representations to us in this
rulemaking are that the State regulatory agencies establish the
requirements more of the nature that the chairman has referred to with
a view to maximizing the total recovery of the reserves that are in
place.

Mr. Chairman, may I also add one supplement? You asked me how
many people we had assigned to the independent crude producer
audit program now. I estimated about 350 and the exact number is
336 for fiscal year 1977.

Mr. Dixgerr, That is pretty close.

Any further questions or comments ?

Gentlemen, we thank you. We have had a long and difficult day.
We appreciate your courtesy to the subcommittee.

The subcommittee will stand adjourned.

[Whereupon, at 1:35 p.m., the subcommittee adjourned. ]
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