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A B S T R A C T

On   Oc tober   22,   1986,   P r esi de nt   Rea ga n   signed   into   law

the   Tax   R e f or m   Act   of   1986   ( T R A )   It   is   the   most

c o m p r e h e n s i v e   tax   ch ange   in   recent   h i s t o r y   and   will   affect  

how   c o r p o r a t i o n s   and   i n d i v id ua ls   conduct   bus in es s   in   the  

f u t u r e .   The   oil   i n d us tr y   re t ai ne d   m a n y   of   the   fav orable  

tax   p r e f e r e n c e   items   from   the   E c on om ic   R e co v e r y   Tax   Act   of  

1981   ( E R T A )   This   was   a c h i ev ed   by   lobby ist s   and

s y m p a t h e t i c   C o n g r e s s i o n a l   l e a d e r s .

In   order   to   a n a ly z e   the   impact   that   the   Tax   R e f o r m   Act  

of   1986   had   on   the   p r o f i t a b i l i t y   of   the   small   oil   p r o j e c t s ,  

a   c a s h   flow   model   was   d e v e l o p e d .   The   model   a n a ly z e d   each  

tax   ch a n g e   individually.   S e n s i t i v i t y   a n al ys es   were  

p e r f o r m e d   to   d e t e r m i n e   w h i c h   had   a   gre at er   impact   on   the  

p r o f i t a b i l i t y   of   small   oil   proj ects,   tax   changes   or   price  

d e c r e a s e s .

The   Act   has   r e p e a l e d   the   investment   tax   credit   ( I T C ),  

m o d i f i e d   the   A c c e l e r a t e d   Cost   R e c o v e r y   S y s t e m   ( A C R S ),   and  

d e c r e a s e d   the   p e r c e n t a g e   of   in ta ng i b l e   d r i l l i n g   costs  

( IDCs)   a l l o w e d   to   be   e x p e n s e d .   These   three   cha ng es   each  

have   had   n e g a t i v e   impacts   on   the   p r o f i t a b i l i t y   of   small   oil  

p r o j e c t s .   The   gre at es t   n e g a t i v e   impact   o c c u r r e d   w i t h   the  

repeal   of   the   I T C ,   fo l l o w e d   by   the   de c r e a s e d   p e r c e n t a g e   of
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IDCs   a l l o w e d   to   be   e x p e n s e d ,   and   finally   the   m o d i f i c a t i o n s  

to   the   A C R S ,

The   Act   re duced   the   c o rp or at e   income   tax   rate   from   46%  

to   34%,   w h i c h   p r o d u c e d   the   o n l y   benefit   to   the   p r o f i t -

a b i l i t y   of   small   oil   p r o j e c t s ,   When   the   de tr i m en ta l   and  

the   b e ne f i ci al   tax   c ha nge s   are   i n c o r p o r a t e d ,   all   sizes   of  

p r o d uc er s   benefit   from   the   tax   c h a n g e s ,   as   long   as   the  

pr ice   of   oil   remains   above   the   br ea k e v e n   pr ice   of   the  

pr oj ect   ( $21. 64   per   b a r r e l — W i l l i s t o n   B as in   proj ect   and  

$20 . 62   per   b a r r e l — P e r m i a n   Ba si n   proj ect)   The   large  

inde pe n d e nt   oil   and   gas   c o m p a n y   e x pe ri en ce   the   most  

p o s i t i v e   impact   upon   pr of it ab il ity ,   fol lo wed   by   the   ma j o rs  

and   the   small   independents.

A   s e n s i t i v i t y   a n a l y s i s   was   p e r f o r m e d   on   the  

s e n s i t i v i t y   of   net   p re se nt   v a l u e   to   ch anges   in   price  

( decr eas es   of   $1   per   barrel   at   4   price   s c e n a r i o s )   and   to  

c ha nge s   in   taxes   ( from   the   E RT A   to   the   i m pl e m e n t a t i o n   of  

the   TRA)   A   price   de cr e a s e   of   $1   per   barrel   a f f ec ts   the  

p r o f i t a b i l i t y   of   the   pr oj e c t s   more   than   the   ne w   tax   a c t ,  

whe n   the   price   of   oil   is   ab ove   the   b r e a k e v e n   price.   When  

the   price   of   oil   is   $3   above   or   be l o w   the   b r e a k e v e n   price,  

the   p r o f i t a b i l i t y   of   the   pr oj e c t s   is   at   its   most   sensitive.  

B e l o w   the   b r e a k e v e n   price,   the   tax   cha nge   aff ects   the  

p r o f i t a b i l i t y   of   the   pr oj e c t s   more   than   a   $1   d e c r e a se   in
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the   price   per   b a r r e l ,   The   small   in dep end en t   oil   and   gas  

c o m p a n y   suffers   the   most   under   the   TRA.

This   result,   c o u p l e d   w i t h   an   i n c r e a s i n g   p e r c e n t a g e   of  

s t ri pp er   well   a b a n d o n m e n t s   be cause   of   d e c r e a s i n g   oil  

prices,   indicates   that   the   TRA   was   not   s y mp at he ti c   to   the  

plight   of   the   small   indepe nd en t   oil   and   gas   company.   In  

1984,   str ip per   well   p r o d u c t i o n   ac c o u n t e d   for   15%   of   the  

total   and   70%   of   the   total   number   of   w el ls   in   the   U n i t ed  

States.   The   in de pe n d e nt s   ( large   and   small)   pr o d u c e d   59. 6%  

of   the   total   str ipp er   well   p r o d u c t i o n   in   1982.   T h e y   also  

d r i l l e d   88 . 4 %   of   the   we l l s   ( e x p lo ra to ry   and   develo pme nt)  

d r i l l e d   d o m e s t i c a l l y   in   1982.   If   the   pr ice   remains   at   a  

$15   per   barrel   level,   a p p r o x i m a t e l y   734   m i l l i o n   ba r r e ls   of  

p r o d u c t i o n   will   be   lost.   If   these   res er ve s   are   not  

p r o t e c t e d   by   the   TRA   t h r o u g h   tax   break s   and   the   future  

d r i l l i n g   is   not   p r o t e c t e d   by   the   TRA   on   the   d o wn si de   of  

p r i c e s ,   then   the   Co ng r es s   has   fa iled   to   secure   future  

sup pl ie s   of   oil.   The   Un i t e d   States   has   e x p e r i e n c e d   two   oil  

pr ic e   shocks.
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