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Mr. Chairman and Members of the Subcommittee:

We are pleased to be here to assist the Subcommittee in
carrying out its oversight responsibilities. Our testimony to-
day, which deals with Federal Government efforts to administer
the Crude 0il wWindfall Profit Tax Act of 1980, is based on the
work we have done during the paét 4 months in response to this
subcommittee's request. We have looked into IRS' initial efforts
to deal with the Act at the national, regional, and district of-
fice level. We have aiso analyzed the U.S Geological Survey's
role in computing, collecting, and accounting for (1) royalty
income derived from oil and gas produced on Federal lands and
(2) the windfall profit tax levied on Federal oil royalties.
Further, we discussed the Act's implications with oil industry
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The Crude 0il Windfall Profit Tax Act, one of the most sig-
nificant and complex pieces of tax legislation ever enacted, pre-
sents IRS with a major new tax administration challenge. The Act
will, if preliminary estimates are accurate, raise over $227 bil-
lion in net tax revenues. Its complex requirements placed sub-
stantial administrative burdens on IRS and the oil industry. IRS
must assure compliance with the law although it has received no
supplemental windfall profit tax administration funding. The oil
industry must compute, collect, and pay the tax.
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temporary regulations and initiated an "early presence" examina-
tion program. However, IRS has not yet developed an overall com-
pliance program, integrating all affected Service activities,
primarily because no specific official has had day-to-day author-
ity over and responsibility for ensuring accomplishment of that
task. One result is that design of a windfall profit tax comput-
erized information support system has been slowed.

Although the Act presented IRS with a massive, new tax ad-
ministration problem, the Service is not the only Federal agency
affected. The Interior Department's Geological Survey is respon-
sible for collecting royalties on oil produced from Federal lands
and the related windfall profit tax. Due to serious financial
and other management problems, however, Geological Survey may not
be collecting millions of dollars in royalties owed the Government
These problems carry through to the windfall profit tax and, as a

result, Geological Survey has not been computing or depositing the



tax. Further, until Geological Survey develops significantly bet-
ter financial management capabilities, it will be hard-pressed to
effectively carry out its royalty collection ahd windfall profit
tax duties.

NET RECEIPTS ANTICIPATED
TO EXCEED $227 BILLION

Since 1971, most domestically produced crude o0il has been
subject to mandatory Federal price controls. In 1979, President
Carter instituted a program to gradually decontrol crude oil
prices. Recognizing that removal of price controls would signi-
ficantly increase o0il industry profits, the Congress passed the
Crude 0il Windfall Profit Tax Act of 1980, which the President
signed into law on April 2, 1980.

The Act imposes an excise tax on domestically produced crude
0il removed from the premises after February 1980. The law con-
tains a "sunset" provision in that the tax will expire on September
30, 1993, or when the Government has collected at least §227.3
billion, net of allowable deductions and credits, whichever comes
first.

On February 20, 1981, the staff of the Joiqt Committee on
Taxation issued a revised estimate of anticipated windfall profit
tax revenues. The revision is based on new assumptions about oil
production and on updated o0il price data, including the effects
of President Reagan's January 1981 decision to immediately decon-
trol oil prices. According to the revised estimates, the Govern-
ment will have collected $235.9 billion by the end of calendar

year 1990. Thus, the current estimate coincides well with the



éongressional estimate of recaipﬁs contained in the conference
report on the Act.

According to Treasury Department excise tax statistics is-
sued in March 1981, the oil industry reported deposits of at least
$6.8 billion in windfall profit taﬁes with the Department during
calendar year 1980. Originally, the Congress estimated that gross
collections for calendar year 1980 would total $10.9 billion. At
first glance, there seems to have been a significant shortfall in
windfall profit tax collections. For at least two reasons, however,
the $6.8 billion collection statistic may be inaccurate.

First, IRS has not yet processed all calendar year 1980 ex-
cise tax returns. This is because taxpayers were not required to
file excise tax returns with respect to the quarter ending Decem-
per 31, 1980, until February 28, 1981. Until those returns have
been processed, IRS cannot determine the exact amount of windfall
profit tax deposited with Treasury in 1980. Second, ©¢il purchas-
ers were not required to furnish taxpayers with annual statements
of total windfall profit tax withheld until March 31, 1981. Once
taxpayers have received that information, they may find that the
correct amount of tax was not withheld. Thus, tpey may have to
pay additional tax or file for a refund.

Given the newness and complexity of the law, it seems
reasonable to expect some withholding inaccuracies. Thus, it
is too early to determine the extent of the shortfall, if any.

It is not, however, too early to state that complying with the



complex requirements of the Act has proven burdensome for all
affected parties.
WINDFALL PROFIT TAX ADMINISTRATION

IS BURDENSOME FOR LRS AND THE OIL
INDUSTRY

Chart A, now before you, illuétrates the complexity of the
Act in showing how producers, operators, and withholding agents
must interact with IRS and each other under the windfall profit
tax system. Producers are individuals and business entities who
~own an interest in an oil-producing property. Operators are
those who actually extract the oil from a property. Withholding
agents--generally the first purchasers of cil--compute and with-
hold the windfall profit tax attributable to the sale.

The process begins with the operator of an oil-producing
property. The operator must determine the tier of 0il being
extracted and the kinds of producers who hold interests in the
property. There are 3 different oil tiers, graduated, generally,
on the basis of (1) the "windfall" element and (2) 'an incentive
aspect to encourage new production. Also, there are 4 main kinds
of producers--integrated oil companies, independent producers,
royalty owners, and tax-exempt parties. The windfall profit tax
rate is determined through a matrix of oil tiersuand producers.
The property operator must certify to the withholding agent the
tier of oil being produced and the kinds of producers having ‘in-
terests in the property. Providing the latter information is
not an easy task because hundreds of parties can have fracticonal
interests in a single property. However, unless this information
is made available to the withholding agent and IRS, the highest
possible windfall profit tax rate usually will be applied.
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éenerally, producers use form 6438 to certify their status.
There is no standard form for certifying oil tier.

When oil is actually produced and sold, the withholding
agent receives an invoice from the operator. The withholding
agent must compute and withhold the windfall profit tax, based
on the certified information provided by the operator. Chart B,
now before you, illustrates (1) how a withholding agent computes
the tax and (2) the kinds of informaticn the agent needs to make
an accurate calculation. The chart depicts the windfall profit
tax calculation for one barrel of stripper oil produced by an
integrated oil company. This is, of course, but one example;
many variations of the calculation are possible depending on
the tier of the oil, its removal price, the kind of producer in-
volved, and the State in which the oil is produced.

Having computed the tax, the withholding agent pays the op-
erator for the oil but withholds the tax from that payment. The
operator then redistributes the net check among the various pro-
ducers. Meanwhile, the withholding agent deposits the tax dol-
lars withheld with the Treasury. Integrated oil companies are
required to deposit taxes withheld twice a month; independent
0il companies need only make degbsits every 45 days. Regard-
less of deposit requirements, withholding agents must account
for amounts paid into the Treasury on a quarterly basis via ex-
cise tax return form 72b, together with windfall profit tax ac-
counting form 6047.

Annually, the withholding agent prepares an information re-
turn, form 6248, for each operator, summarizing windfall profit

tax withholdings. The withholding agent sends copies of the
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form 6248 to the operator and IRS. The operator uses this form-
6248 as a means for notifying each producer of the windfall
profit tax amount that has been withheld. The operator does s0
by preparing individual form 6248s for each prdducer and sending
copies of each form to IRS.

The tax withheld may exceed the actual liability because the
law includes a provision to ensure that the tax does not render
oil production unprofitable. That provision is referred to as
the net income limitation. Basically, the windfall profit on a
barrel of crude oil is limited, by law, to 90 percent of the net
income attributable to that barrel. For this reason, a year-end
refund may be due.

To illustrate, chart C recomputes the actual windfall profit
tax liability on the barrel of oil depicted earlier in chart B.
As shown, given that préduction costs were $30, the producer's
actual tax liability is $5.40, rather than the $10.80 withheld by
the agent. To retrieve the difference, the producer must file
with IRS for a refund. Similarly, if the purchaser has under-
withheld the tax, the producer must file an excise tax return and
pay the difference between the amount withheld and the actual lia-
bility. |

Producers should compute their windfall profit tax liability
before filing an income tax return. This is because the windfall
profit tax is deductibie on individual and corporate income tax
returns and thus reduces the producer's income tax liability.
Also, royalty owners presently are entitled to claim a windfall
profit tax credit of up to $1,000 against their income tax lia-

bility.



We think the chafts before you clearly demonstrate the com-
plexity of this tax. The charts also indicate the unique nature
of the tax and give some insight into the problems IRS faces in
administering it. These problems have been compounded by the
fact that IRS has received no supplemental funding for windfall
profit tax administration. thwithstanding the lack of funding,
IRS has decided to pursue windfall profit tax administration vig-
ocrously. In light of the potential revenues involved, that deci-
sion is appropriate. On the other hand, that decision has impli-
cations for other IRS programs. In February 1981, IRS estimated.
that it would spend 877 staff years and $20 million in fiscal
vear 1981, and 1,056 staff years and $24 million in fiscal year
1982, to administer the tax. These resources must be diverted
from other IRS programs and, as a result, other programs will
suffer. The diverted staff years themselves, while significant
in number, understate if anything the impact of the reassignménts
on IRS' other programs since it will be drawing on its more ex-
perienced and skilled employees to deal with these complex matters.

Moveover, the need to carry out many windfall profit tax
return examinations will accelerate the trend toward a lower au-
dit coverage level. 1In fiscal year 1976, IRS audited 2.59 per-
cent of returns filed. By fiscal year 1980, audik coverage was
down to 2.12 percent of returns filed. In fiscal year 1982, IRS
expects'to be able to audit only 1.83 percent of returns. To
partially remedy that decline, however, the Secretary of the
Treasury recently announced that some existing IRS rescurces may
be shifted from other IRS activities, such as Taxpayer Service,
to compliance activities, such as examinations. While this might
alleviate some of the anticipated effects of windfall profit tax
administration, it will produce other effects, namely a decline
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in IRS' ability to assist taxpayers who seek to comply with the
tax laws. |

e understand the importance of ongoing efforts to balance
the Federal budget. However, the lack of supplemental funding
for windfall profit tax administrgtion will inevitably affect
other compliance programs. This is of particular concern in
light of the precarious nature of our voluntary compliance tax
system, as evidenced by IRS' 1979 report on unreported income,
extensive hearings on the subterranean economy held by this sub-
committee, and recent, heavily publicized tax protester activ-
ities. Those activities are the subject of hearings to be held
by this subcommittee in the near future.

In any case, despite the lack of supplemental funds, IRS
has made some progress toward developing a windfall profit tax
compliance program. ’
IRS HAS ESTABLISHED AN EARLY

COMPLIANCE PRESENCE THROUGH
ITS EXAMINATION PROGRAM

Once the law was enacted, IRS quickly began various activi-
ties. Recognizing at the outset that windfall profit tax admin-
igstration would differ significantly from existing programs, IRS’

--igsued initial regulatiods and has since ,revised and
supplemented them several times,

--initiated an extensive windfall profit tax training
program based in part on experience gained from 7 test
audits, and

--developed and has begun implementing a plan for select-

ing and examining windfall profit tax returns, with a



view toward establishing an early IRS enforcement
presence.

On April 4, 1980, two days after the Act became law, IRS
issued temporary regulations providing compliahce guidelines to
producers, operators, and purchasérs of domestic crude oil. 1IRS
received hundreds of pages of comments on the regulations, eval-
uated those comments, and has since amended and supplemented the
requlations several times.

In doing so, IRS opened and has maintained an active dia-
logue with the oil industry. For example, many oil company re-
presentatives told IRS that the regulations' initial definition
of a "first purchaser" was too narrow, unclear, and did not
always mesh with standard industry practice. IRS evaluated those
complaints and found that many first purchasers did not always
have the information needed to accurately compute the ‘tax. 1IRS
then broadened the definitiqn——to allow industry greater flexi-
bility in deciding who could-act as the tax withholding agent--
thus easing the administrative burden on industry while also
enhancing voluntary compliance with the law.

Maintaining effective communication with oil industry repre-

sentatives may prove crucially impertant to IRS." The Service had

T
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to adopt, on a wholesale basis, many Department of Energy regula-
tions in order to quickly begin its windfall profit tax adminis-
tration system. Unfortﬁnately, man§ of the basic definitions
contained in the Department of Energy regulations have Dbeen chal-
lenged in court. Depending on how these lawsuits are resolved,
they could affect IRS' tax administration program, as discussed

in our report entitled "Department of Energy Needs to Resolve
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Billions in Alleged Oil Pricing Violations“ (EMD-81-45, Mar. 31,
1981). 1In that report, we recommended that the Commissioner of
Internal Revenue evaluate the potential effects of these lawsuits
on IRS' program, with a view toward taking quick corrective action
as necessary. This is but cne example of the unique problems

IRS faces in seeking to administer:the new law.

Although the windfall profit tax is by definition an excise
tax, its structure and computation more closely resemble an in-
come tax. IRS has recognized that traditional excise and income
tax procedures will not be adequate for administering the windfall
profit tax because of the unique way in which the tax is imposed
upon the petroleum industry.

Most excise taxes are computed on the basis of a flat per-
centage or monetary rate, which is applied to verifiable produc-
tion or sales units. The windfall profit tax, on the other hand,
although applicable to verifiable éroduction units is not flat, but
is computed on a property-by-property basis and involve; numerous
variables. 1Its complexity rules out use of traditional excise
tax return compliance procedures. Similarly, traditional income
tax return compliance procedures cannot be applied wholesale to
windfall profit tax administration, for various reasons. For ex-
ample, the parties responsible for paying the ta%-~producers—~
often may not have to file excise tax returns with respect to
the windfall profit tax. Moreover, producers do not generally
maintain the records needed to determine their tax liability.
Rather, operators maintain those records and, in some instances,
actually file returns. In other instances, however, operators
provide information to first purchasers who, in turn, file tax
returns with respect to producers' tax liability.
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IRS has found it necessary to focus its examinations on
withholding agents and operators. During these examinations,

IRS plans to identify producers who own an interest in a pro-
perty, but who have not filed returns. fhis strategy requires
that IRS deal primarily with sophisticated taxpayers in an
industry having specialized operating and accounting practices.
IRS, therefore, has decided that it can use only experienced
revenue agents, engineers, and computer audit specialists in
conducting windfall profit tax examinations. Having made that
decision, IRS recognized the need to develop and deliver special-
ized windfall profit tax training programs.

Fortunately, IRS' Southwest Region began to formally develcp
petroleum industry expertise (for income tax examinations) about
'two years beforé enactment of the windfall profit tax. Specifi-
cally, in late 1978, the Service oréanized the Petroleum Industry
Program in the Southwest Region. The program was designed to
give special attention to the tax implications of the structuring
and restructuring of the petroleum industry. Due to the exper-
tise gained through that program, IRS' Southwest Region was dele-
gated much of the early responsibiiity for developing plans for
implementing a windfall profit tax compliance program.

The region's traiping package was completed in June 1980.
Since then, the region has trained approximately 475 of its em-
ployees. Of these 475 employees, about 400 were revenue agents
with the balance composed of empleyees from other IRS program
areas such as collections, appeals, and criminal investigations.

IRS then had to implement its "early presence” theory by working
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trained agents into windfall profit tax examinations as gquickly
as possible.

In September 1980, IRS began examiniang 7 first purchasers'
quarterly returns--all within the ‘Southwest Region. These "test”
examinations were begun to establish an initial IRS presence and
to provide experience for use in refining training materials
and developing examination guidelines. Until recently, these
test cases were the only windfall profit tax examinations begun
by the Service, primarily because the bulk of IRS' training ef-
fort was concentrated in the first two months of calendar vear
1981. Since then, the volume of open cases increased signifi-
cantly. As of early March 1981, the region had begun examining
the returns of over 100, or 20 percent, of the Nation's estimated
500 first purchasers. .

On the otheé hand, with few exceptions, examinations direc-
ted at the Nation's estimated 16,000 oil property operators have
yet to begin. These examinations--to be selected based largely
on information obtained during first purchaser audits--are tenta-
tively scheduled to begin this month. Operator-level examina-
tions will be a critical part of‘the Service's examination pro-
gram, because the operator is the one who must certify the key
tax determination elements--pbase price, oil tier, and the prop-
erty description.

In total, IRS plans to initiate some 1,950 audits in fiscal
year 1981 involving 265 first purchasers and 1,685 operators.
These statistics equate to approximate audit coverage levels of

50 percent for first purchasers and 10 percent for operators.
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IRS' Southwest Region--which consists of 8 States--will have
by far the most significant windfall profit tax administration
role. Texas, Oklahoma, and Louisiana alone acéount for over 50
percent of the Nation's domestic oil production. Further, based
on Department of Energy data, approximately 82 percent of the
Nation's petroleum operators and 37 percent of the oil purchasers
are located in the Southwest Region.

The Service also expects to audit about 3 percent of the
producer universe in fiscal year 1981. However, more experience
is necessary to determine the actual number of producers. IRS
estimates there are some 1.1 million producers who, because of
sales to multiple first purchasers, will receive some 4 million
annual withholding information forms. Other estimates have
ragged considerably higher.

Additionally, IRS estimates that some 600,000 royalty owners
will be eligible for the one-time tax credit (up to $1,000 each)
provided by the Revenue Adjustment Act of 1980. The Service
plans to review some returns containing that credit. Finally,
the Service plans to select
tifications for detailed review. .

IRS believes these first year coverage levels will be neces-
sary to effectively promote voluntary compliance with the law.

It has made progress in'examining first purchasers' returns.
But, other equally critical examinations=--that is, those at the
0oil property operator level--have not yet been initiated. More-
over, there is a need for an integrated compliance program. De-
veloping and implementing an overall compliance strategy, which

integrates all the Service's functions, is a formidable task.



IRS NEEDS TO QUICKLY DEVELOP A
COMPREHENSIVE WINDFALL PROFIT

TAX COMPLIANCE STRATEGY

Although IRS has made progress, it still faces many prob-
lems. Through its "early presence” examination program, IRS has
gained a toehold on effective winéfall profit tax compliance.
Examinations, however, comprise but one aspect of a compliance
program. It is imperative that IRS quickly develop and imple-
ment a comprehensive strategy. Thus, beyond examinations, IRS
needs to concern itself with other compliance activities such
as collections, criminal investigations, and appeals. It has
not yet done so, primarily because no specific official has had
the day-to-day authority over and responsibility for ensuring
accomplishment of that task. One result is that the design
of a computerized windfall profit tax information system has
peen slowed. A possible means for resolving this problem
would involve appointing a project manager to develop and
implement a comprehensive windfall profit tax compliance
strategy.

In April 1980, when the law was passed, IRS established a
multifunctional national office task force headed by a project
manager detailed from its Southwest region. Thé‘task force
quickly conceptualized an interim compliance plan approach and
outlined in very broad terms a recommended strateqy for dealing
with this new tax administration challenge. The task force sub-
mitted its report in September 1980 and, in accordance with IRS
plans, the project manager gradually began relinguishing his spe-

cial responsibilities. Basically, IRS wanted to begin using its
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existing organizational structure to implement the task force
recommendations. Since then, however, progress has been slow.

The task force recommended that various IRS functions carry
out numerous tasks. For example,'the task force noted that the
Examination Division needed to determine how to select returns
for audit; the Collection Division needed to determine how to
detect non-filers; and the Appeals Division needed to determine
how its processes could be applied to multiple producers having.
interests in a single property.

Since September 1980, however, no specific IRS official has
had day-to-day authority over and responsibility for ensuring
that (1) tasks were carried out and (2) an effectively coordi-
nated compliance strategy was developed. True, IRS' Assistant
Commissioner for Compliance chaired a control group, composed of
senior IRS managers, whose responsibility included assuring
development of an overall compliance strategy. These top mana-
gers, however, have multiple responsibilities and could not be
expected to personally direct the project on a daily basis.

Instead, each function has been expected to carry out its
assigned tasks under normal managerial and supeévisory controls.
Implementing the task force plan, however, inyolves many func-
tionally interdependent tasks. Unfortunately, accomplishment of
a task by one IRS function has sometimes been hampered or pre-
vented pending decisions from other IRS functional areas or other
groups in the same functional area. These problems are best il-
lustrated by the difficulties IRS has faced in seeking to define
requirements for a windfall profit tax computerized information
system.
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To effectively manage a windfall profit tax compliance pro-
gram, IRS will need a computerized information}system that can
provide the data needed by each of IRS' functional activities.
IRS recognized that fact early-on, yet there have been signifi-
cant delays in defining system requirements. This problem is
compounded by the long lead time required to develop and imple-
ment an information processing system. The longer IRS takes to
make key decisions, the longer it will go without vital computer
support.

Current IRS plans call for development of a computerized in-
formation system in two phases--interim and permanent. The in-
terim system, a stopgap measure, will not be fully operative un-
til late 1981. The permanent system will not be operative until
1983, at the earliest.

The interim system is being designed by IRS personnel and
will be operated on existing°IRS computers. That system will
accumulate, maintain, and print out limited data in support of
certain windfall profit tax compliance activities. For the most
part, outputs from the interim system will consist of listings
from the various forms discussed‘earlier. Specifically, the sys-
tem is expected to

--consoclidate rel;teé cases thus enabling IRS to avoid

premature issuance of statutory notices of deficiency,

--consolidate and print out information from annual wind-

fall profit tax withholding documents on an individual

producer basis,
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--consolidate and print out windfall profit tax refund

claim information,

--check the validity of some ¢of the certifications filed,

and

--help IRS identify some non-filers.

The final form of the interim system remains unknown, how-
ever, because certain IRS user groups have not defined their
specific requirements. This in turn has prevented IRS from in-
tegrating various user needs into a single system.

For example, a January 1981 Examination Division request
for extracts of data from other automated IRS files lacked clear
descriptions of information processing requirements. The request
must be clarified before IRS' Data Services Division can take
action. Also, the Collection Division requested that Data
Services develop a matching process for certification forms and
excise tax returns. Data Services rejected that request because,
due to other priorities, it could not provide the needed program-
ming support for the proposal. Moreover, in November 1980, IRS'
Taxpayer Service Division requested that Data Segvices design a
method for transcribing information contained on annual withhold-
ing documents. As of March 1981, however, other users of the
data to be transcribed, such as IRS' Statistics Division, had
not told Data Services how to format printouts of the informa-
tion.

IRS faces even greater technical problems in seeking to de-

fine requirements for the more sophisticated permanent system.



Specifying the content of the system and the relationships be-
tween various pieces of data requires even more extensive co-
ordination and communication among various IRS user groups.
Many key decisions have not been made and, as a result, the
system will not soon be operative. Thus, IRS will have to de—-
pend oﬁ its stopgap system longer than it would like.

IRS has outlined the general characteristics and capabili-
ties that need to be included in the permanent system. For
example, the system is expected to

--accumulate, consolidate, and process windfall profit tax

data, and provide output to be used by IRS' various
functions;

--incorporate both excise and income tax return information;

--include a document matching capability with respect

to various windfall profit tax returns and forms as
well as certain related forms;

--provide IRS with a statistical research capability.

Before IRS contracts for the permanent system, however, it
needs to determine (1) what pieces of data to transcribe from the
various tax forms, (2) how varidus pieces of data will be linked
together, (3) which information to consolidate, match, compare,
list, etc., (4) how to number oil properties for control pur-
poses, (5) how to control partnership returns, and (6) the for-
mat of specific system outputs. These are but a few examples of
decisions that need to be made.

Significantly, however, such key decisions have not been
made. That is the reason why the permanent system cannot be op-
erative until mid-1983 at the earliest. And, unless some hard
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decisions are made soon, the system may not be operative then.
Originally, IRS hoped to issue a "request for proposal" for de-
velopment of the hardware and software componehts of the perma-
nent system in January 1981. 1In early March 1981, IRS' Assistant
Commissioner for Data Services told us that the Service hoped to
get the request out by June. On April 6, 1981, however, a spe-
cial assistant to IRS' Assistant Commissioner for Compliance told
us that IRS was reconsidering the need for the permanent system.
The special assistant said that he plans to present another al-
ternative proposal--which involves expanding the interim system--
to the control group in the near future. The special assistant
said that the revised system under consideration could be opera-
tional late this calendar year.

‘In any case, more than a year after passage of the Act, IRS
is still trying to finali%e the scope of the computerized wind-
fall profit tax information support system. Until that decision
is made, other key decisions must be put off. For example, IRS
has to

--decide what data to capture from the various forms;

--decide how pieces of data-can best be limked together and
what technical linkage mechanism ought to be used;

-~-determine what data it will consolidate, match, compare,
and/or list to Sest meet users' needs;

--decide how the system will contreol data on a property-by-
property basis;

--determine how the system can best control cases, espe-

cially for partnership returns; and
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--specify the format of system outputs so that they provide

meaningful assistance to various user functions.

The difficulties IRS has faced in seeking to develop a
system are understandable. IRS has had to deal with a new and
complex program affecting all parts of the organization. We
have noted similar problems in the past with respect to other
systems development efforts.

In our June 1979 report, entitled "IRS Can Better Plan For
And Control Its ADP Resources" (GGD-79-48, June 18, 1979), we
suggested that IRS consider adopting a project manager approach
to major systems development efforts. IRS' Internal Audit Divi-
sion made a similar recommendation that same year. A project
manager with the requisite authority over and responsibility for
systems development could make key decisions, develop and carry\
out plans, and provide day-to-day direction, coordination, and
control over the project. 1In sum, we stated in our earlier re-
port that the project manager concept is a "sound management
practice that would improve control and accountability during
the systems development process.” To be effective, a project
manager within IRS would need (1) authority to étoss functional
lines, (2) a separate budget for the task at hand, and (3) ready
access to the Commissioner or Deputy Commissioner.

Although our earlier report dealt primarily with computer
systems development projects, it is relevant to the windfall
profit tax compliance program in general. Developing an over-
all compliance program requires identifying, consolidating, and

implementing distinct but interrelated IRS user needs. This
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formidable task, however, requires management skills as op-

posed to purely technical, computer-oriented skills. A man-

ager charged with this responsibility would, of course, need
support from expert computer-oriented employees. The manager's
primary responsibility would, however, center on coordinating

and controlling the activities of many different functional spe-
cialists with a view toward (1) developing an overall windfall
profit tax compliance strategy and (2) defining the specific re-
quirements of the essential computer support system for that prd«
gram.
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program, and the clear need for quick development and implementa-
tion of an overall compliance proéram with sophisticated computer
system support, IRS should consider appointing a project manager
for windfall profit tax administration matters. The project man-
ager, given appropriate authority, could serve as a catalyst for
actions needed to further IRS' windfall profit tax compliance
efforts.

Clearly, IRS faces extraor inary problems in seeking to ad-
minister the Crude 0Oil Windfall Profit Tax Act. IRS, however, is
not the only Federal agency that has had to deal with the new law.
The Interior Departmenﬁ's Geological Survey, which is responsible

for collecting the windfall profit tax on oil produced from Fed-

eral lands, also faces problems.



U.S. GEOLOGICAL SURVEY IS ILL-EQUIPPED
TO COLLECT FEDERAL ROYALTIES AND THE
RELATED WINDFALL PROFIT TAX

The U.S. Geclogical Survey is responsible for collecting the
royalty income the Federal Government derives from oil and gas
produced on Federal and Indian lands. Since April 1980, it also
has had responsibility for computing and depositing a part of the
windfall profit tax levied against oil produced on Federal lands;
0il produced on Indian lands is exempt from the windfall profit
tax.

In our 1979 report entitled "Oil and Gas Royalty Collections--
Serious Financial Management Problems Need Congressional Attention"
(FGMSD~79-24, Apr. 13, 1979), we pointed out that Geological Sur-
vey was having great difficulty in accounting for and collecting
Federal royalty income. On the basis of more recent work, we
have determined that these problems not only persist, but have
been compounded by an increasing workload including the added
administrative burden associated with the windfall profit tax.

Geological Survey is not collecting all oil and gas royal-
ties and, as a result, hundreds of millions of dollars owed the
Government may be going uncollected each year. Moreover, mil-
lions of dollars in royalty income are not collected when due,
thus increasing the Government's interest costs. Geological
Survey's inability to accurately assess and collect Federal roy-
alties also affects collection of the windfall profit tax associ- ‘
ated with those royalties. 1In order to accurately compute and
deposit that tax, royalties must first be accurately ccmputed

and collected. Until Geological Survey improves its financial
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and other management capabilities, there can be little assurance
that the Government is receiving all the royalty income and tax
revenues due from Federal lands. This deficiency is especially
significant in view of Geological Survey's increased windfall
profit tax responsibilities. '

We recognize that Geological Survey's task is complex and
that it has had to deal with many factors beyond its control
such as the proliferation of lease interests, varying royalty
rates, and complex o0il and gas valuation factors. Moreover,
the monetary amounts Geological Survey is responsible for
have grown tremendously in recent years, primarily due to
rising prices. For example, in calendar year 1977, Geological
Survey collected about $1.2 billion in toyalties. In fiscal
. year 1984, Geological Survey estimates that it will collect
about $11 billion. '

& Geological Survey is seeking to improve its financial man-
agement capabilities by developing a more sophisticated computer
system. That system, however, will not help the agency determine
and collect previously uncollected royalties and determine the
windfall profit tax due on those royalties. Geological Survey
needs to develop a separate plan to deal with that problem.

Geological Survey has not computed
or deposited the windfall profit tax

Geological Survey had limited responsibilities for computing
and depositing the windfall profit tax on oil royalties generated
from Federal lands from March 1, 1980, to March 31, 1981. At its
own request, it was given even more significant responsibilities

beginning April 1, 1981. 1In light of its longstanding problems
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in collecting royalties, Geological Survey may not soon be able
to carry out its expanded duties.

Federal and Indian lands account for a substantial portion
of the Nation's oil aﬁd natural gas reserves. In fiscal year
1980, 14 percent of the Nation's domestic crude oil and 29 per-
cent of the natural gas were produced on Federal or Indian lands.
That production was valued at $17.6 billion and it generated
about $2.7 billion in Government and Indian royalties.

The Federal Government usually receives one-eighth of the
revenues generated from the sale of oil produced from onshore
Federal lands in the form of royalty payments; it usually re-
ceives one-sixth of ﬁhe revenues generated from the sale of oil
produced offshore. The Federal Government shares its onshore
royalty income with the States; it doés not share offshore roy-
alty income. The windfall profit tax levied against the Federal
Government is deducted from Federal royalty revenues.

Temporary IRS regulations, issued on April 4, 1980, charged
Geological Survey with responsibility for computing and deposit-
ing the windfall profit tax applicable to royalty revenues for
0il produced on Federal lands an& removed from the lease premises
prior to sale. Geological Survey was not responsible for collecting
the windfall profit tax_owed by leaseholders and others holding an
interest in the leaseholds of Federal lands, nor for the windfall
profit tax applicable to royalty revenues where this oil was sold
prior to removal from the premises. Thus, Geological Survey had

to deal with only a small portion of the total windfall profit tax
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attributable to oil produced on Federal lands; non-governmental

withholding agents handled the rest, as presented earlier in

mated that the windfall profi
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able on the Govermment's royalty income from oil produced dn
Federal lands, during the six months ending September 30, 1980,
totaled $221 million. The accuracy of that estimate, however, is
unknown because it was based on limited data supplied by oil com-
panies.

Regardless of the accuracy of the $221 million estimate,
Geological Survey has not computed or deposited the windfall
profit tax. To compute the tax, Geological Survey needs certain
data from the oil companies, such as oil tier category and base
price information. It has asked for, but has not yet received,
all the necessary data from the oil companies.

Revised IRS regulations, issued in January 1981, charged
Geological Survey with the additional responsibility of computing
and paying the windfall profit tax applicable to all royalties paid
the Federal Government. Geological Survey has estimated that it wil
need an additional 100 employees to handle its expanded windfall

profit tax responsibilities. Meanwhile, in an attempt to deal



with these responsibilities, Geological Survey planned to take the
following actionsf

--Beginning in April 1981, from 45 to 50 percent of Federal
royalties collected will be deposited into a Treasury sus-
pense account. The suspenée aécount will be cleared when
the quarterly form 720 is filed with IRS.

--By June 30, 1981, Geological Survey hopes to have calcu=-
lated and deposited with Treasury all windfall profit tax
not yet paid on fiscal year 1980 royalties.

These steps, while positive, will not completely solve Geo-
logical Survey's problems in dealing with its windfall profit
tax responsibilities. OQf more fundamental concern, however, is
Geological Survey's ability to even assure that royalties due are
actually paid.

L

Persistent management Eroblems prevent
accurate computation and collection
of o1l and gas rovalties

Since 1972, numerous General Accounting Office and Depart-
ment of Interior audit reports have pointed out the need for
improved management of Geological Survey's royalty collection
system. These reports have pointed up the possibility that
hundreds of millions of dollars are not being collected. For
example, in our April 1979 report, we noted that Geological
Survey was not collecting all the oil and gas royalty income due
the Federal Government because

--lease account records contained numerous errors

and omissions,
-—unverified data was used to compute royalties, and
--collection procedures were inadeguate.
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Although Geological Survey has sought to fespond to some of the
recommendations contained in ourJreport, management problems per-
sist. Accurate computation of the windfall profit tax due on oil
royalties depends on the accuracy of royalty computations.

In our 1979 report, we stated that Geological Survey's lease
account records contained numerous errors and data omissions and
could not be relied on to determine the accuracy of royalty col-
lections. As a result, the Survey and the oil and gas industry
cannot use these records to determine if royalties were properly
computed and paid.

The Geological Survey maintains lease account records for
oil and gas leases on Federal and Indian lands. Royalties earned
and payments made are recorded in the lease accounts maintained
by the Survey's computer using data reported by the oil and gas
companies. If the recorded amounts due the Government and the
royalties paid do not agree with each other, the computer, rather
than clearing the account, will show a balance. Account balances
normally result when the companies

--make an error in computing the amount of royalties owed

or amounts paid,

--make an error in reports submitted and used to compute

royalties owed or in paying royalties due,

--fail to pay royalties owed, or

--fail to report the data used to compute and record royal-

ties owed or paid.
However, the Geological Survey can also create erroneous account
balances by recording charges or payments in the wrong account

and by making other clerical errors.
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On July 31, 1978, the Geological Survey maintained 22,735
lease accounts. Of these accounts, only 6,569 did not have a
balance. Of the accounts with a balance, 9,497 indicated that
the amount paid was greater than the royalties due the Govern-
’ment. Although this condition can result from overpayments to
the Government by the o0il and gas companies, it occurred more
frequently because royalties due the Government were understated
when company reports were not received and charges were not prop-
erly entered in the accounts. The balance of these 9,497 ac-
counts was $49.8 million. The remaining 6,669 accounts indica-
ted that royalties of $38.8 million were due because the amount
collected was less than the amount computed as due.

To determine the accuracy of these accounts, we reviewed 714
randomly selected lease accounts for June, July, and August 1977.
We noted the following deficiencies which contributed to the in-
accuracy of these basic accounting records.

--In 137 cases, royalty payments totaling $258,000 were
recorded in the accounts without corresponding amounts
being recorded as due.

--In 245 cases, royalties totaling $471,000 were recorded as
due without correspcnding‘royalty payments being recorded.

--In 469 cases, the royalties due did not equal the royalties
paid. Royalties paid exceeded the amounts recorded as due
by $122,000.

On the basis of more recent follow-up work, we determined

that lease accounts still are inaccurate. As of September 1930,
19,487 or 73 percent, of Geological Survey's 26,769 lease ac-
counts had a balance. Of these, 9,962 accounts indicated that
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Geological Survey had been undet?éid by $134 million; the
remaining 9,525 accounté indicated, for the most part errone-
ously, that Geological Survey had been overpaid by $153 miliion.

Qur follow-up analysis of 280 of the 714 lease accounts we
had previously analyzed, for the éhrae months ending June 30,
1980, showed that

--In 115 cases, royalty payments totaling $125,336 were
recorded in the accounts without corresponding amounts
being recorded as ¢ue.

-~In 97 cases, royalties totaling $276,569 were recorded
as due without corresponding royalty payments being
recorded.

--In 174 cases, the royalties due did not equal the
royalties paid. Royalties paid gxceeded the amounts
recorded as due by $119,226.

Becéuse of the incomplete and inaccurate data entered in
these accounts concerning royalties paid and royalties due, these
account statements could not be used to adequately manage royal-
ty collection activities. Moreover, Geological Survey relied al-
most entirely on unverified data in seeking to calculate royalty
amounts due.

Geological Survey relies almost entirely on production and
sales data reported by oil and gas companies to compute royalty
payments due. It makes little effort to verify the accuracy of
the data supplied. 1In fiscal year 1980, Geological Survey audi-
ted only 5 percent of its lease accounts although past audits

have proven cost-effective. For example, as discussed in our
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1979 report, Geological Survey's Metarie, Louisiana office com~
pleted eight audits during the 9-month period ending September 30,
1978. Those audits yielded $7.5 million in additional Federal
royalty income.

Géological Survey could reduce its reliance on unverified
data by matching reported production data against reported sales
data. By doing so, Geological Survey could identify potentially
serious data inconsistencies which indicate possible rovyalty
payment shortfalls. Moreover, this approach could be further
refined by having Geological Survey personnel, on pericdically |
inséect well sites, verify reported producticn data. However,
better data verification procedures alone will not resclve all
of Geological Survey's financial management problems. It also
needs to improve its royalty collection technigues.

In our prior report, we noted that, in 1977, Geological
Survey did not collect about $359 million in royalty payments
when they were due. Payments were not received within the time-
frames specified in leases because Geclogical Survey

~-~did not adequately enforce lease provisions calling for

timely payment of royalties, and

--did not impose appropriaté administrative . fees or interest

charges on those making late payments.

Based on our analysis of 280 lease accounts for the three
months ending June 30, i980, we project that, for the universe
of lease accounts, late payments totaled §102 million for that
quarter alone. Had these delinquent payers been assessed interest
charges equal to the cost of Federal borrowing, they would have
owed an additional $400,000 for the 3-month period alone. Un-
fortunately, Geological Survey did not take timely action on this
problem, despite our earlier report.
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In our prior report, we recommended that procedures be estab—
lished to charge interest on late payments. Geological Survey,
however, has been slow in implementing this recommehdation. In-
terest was not charged on late payments applicable to offshore
leases until September 198GC. Furéher, procedures for charging
interest on late payments made by onshore lease holders were not
issued until December 1980, with an effective date of February
1981. However, because of the existing freeze on new regulations,
implementation of the procedures has been delayed. Recently,
Geological Survey requested and received an exemption from the
freeze. It now plans to assess interest on all late payments
received after March 31, 1981.

Geological Survey 1s making an

effort to correct its financial
management proolems

In our 1979 report, we cited evidence indicating that Geo-

logical Survey may not have been collecting as much as 7 to 10
percent of the royalty amounts owed the Federal Government.
Currently, Geological Survey, by its own admission is not col-
lecting over $1 million per day in royalties.

Geological Survey, recognizing that its accounting system
was inadequate, formed a task force in October i§78 to recommend
system improvements. In December 1978, the task force recommended
that a new royalty accounting system be designeﬁ and implemented.
That system is not yet operational and will not be fully opera-
tional for several years.

Geological Survey completed a feasibility study and cost/

benefit analysis for a new system in March 198l1. It plans to
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award a contract for the new system in September 1981. The sys-
tem will be implemented in threeﬁphases over a S5-year pericd.
The three phases consist of (1) the royalty accounting phase, (2)
the production phase, which will permit the matching of production
and sales data, and (3) the enhanged management phase which cen-
ters on development of cost accounting and quality review data.

Geological Survey currently estimates that the royalty ac-
counting phase will be fully implemented in fiscal year 1983,
and the production phase by 1985. If the system is effective,
Geological Survey should be able to better compute royalty pay-
ments due. Further, the system should enable Geological Survey
to accurately compute and deposit the windfall profit tax on
Federal royalty payments. Until then, however, it seems that
Geological Survey will be hard-pressed to carry out its various
responsibilities. Moreover, the new system, when implemented,
will do little to help Geological Survey address the reconcilia-
tion of existing lease account balances which have been steadily
increasing and the problem of uncollected royalties. Geological
Survey does not plan to transfer existing account balances into
the new royalty accounting system. Thus, besides actively work-
ing to develop the new system, Geological Survey also has to
develop a plan for reconciling old accounts and identifying and
collecting previously uncollected royalties.

Specifically, Geological Survey needs to determine how it
can most effectively and efficiently accomplish these tasks.
This determination should also address the resources that will

be needed and it must establish milestones for completion of the
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tasks. Accountability is needed because previous progress has
been slow. Based on this analysis, Geological sur¢éy,
Interior Department, should submit an appropriate budget proposa
to the Office of Management and Budget for consideration. 1In
light of Geological Survey's statutory responsibilities and the
potential revenues involved, Geological Survey ought to be able
to adequately justify a request for additional staff and funds
for this project.

Moreover, Geological Survey has indicated in the past that
staffing and budget shortages have contributed to its financial
management difficulties. For example, the agency has stated
that it needs authority to hire more auditors. The evidence
tends to support that contention. The agency, however, has not
been able to convincingly demonstrate its specific additional
resource requirements. To do this, it must define more explic-
itly what needs to be done that cannot be done with its existing
resources.

This concludes my prepared statement. We would be happy to

respond to any guestions.



THE WINDFALL PROFIT TAX PROCESS
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Chart B

 WINDFALL PROFIT TAX
WITHHOLDING
COMPUTATION

REMOVAL PRICE ¥_$40.00
LESS: |

ADJUSTED
BASE PRicez_$20.00

STATE
SEVERANCE

AbSustmenTy 2.00 22.00
WINDFALL PROFIT . 18.00

WINDFALL PROFIT
TAX RATEY . 60%

WINDFALL PROFIT -
TAX WITHHELD . $10.80

NOTES
¥ YUSUALLY EQUIVALENT TO THE SELLING PRICE

2 THE ADJUSTED BASE PRICE IS THE UNCONTROLLED BASE PERIOD PRICE
MULTIPLIED BY THE APPLICABLE TIER MULTIPLIER AND ADJUSTED BY THE
QUARTERLY INFLATION FACTOR

¥ ASSUMES A 10 PERCENT SEVERANCE TAX RATE, WHICH IS APPLIED TO
THE DIFFERENCE BETWEEN THE REMOVAL PRICE AND THE
ADJUSTED BASE PRICE

& VARIES DEPENDING ON THE OIL TIER AND THE PRODUCERS’ STATUS




Chart c

" NET INCOME LIMITATION
COMPUTATION

REMOVAL PRICE _ $40.00

LESS: PRODUCTION |
COSTS vV 30.00

TAXABLE INCOME $10.00
NET INCOME

LIMITATION . 90%
NET INCOME
LIMITATION

PER BARREL . $9.00
WINDFALL PROFIT

TAX RATE . 60%
WINDFALL PROFIT

TAX LIABILITY $5.40

NOTES

Y VARIOUS EXPENSES MAY BE TAKEN INTO ACCOUNT IN DETERMINING
THESE COSTS

¥ AS SPECIFIED BY LAW





