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WINDFALL PROFITS TAX 

General Explan~tion. 

1. SumrnJ:lry of Proposal. 

A Windfall Profits Tax at rates graduated from 15 percent 
to 90 percent will be imposed on that· portion of the price per 
barrel that exceeds the producer's adjusted base price and there
fore represents a windfall profit. The windfall profit subject 
to tax may not, in any event, exceed 75 percent of the net income 
attributable to the barrel of oil. The initial "adjusted base 
price" will be the producer~s ceiling price per barrel on 
December 1, 1973, plus 95 cents to adjust for subsequent in
creased costs and higher price levels generally. Each month 
the base will be adjusted upward on a specified schedule, which 
will gradually raise the adjusted base price to reflect long-
run supply conditions a.nd provide the incentive for investment 
in petroleum exploration and development as well as secondary 
and tertiary recovering methods. Percentage depletion will not 
be allowed on the gross income attributable to the portion of 
the price represented by the windfall profits tax liability. 
The tax will be retroactive to January 1, 1975_~:' 

2. Purpose and Effect of Prop~sal. 

During 1974, world petroleum prices increased dramatically 
due to the actions of the OPEC cartel in raising prices and 
cutting back production. These conditions have driven up the 
market price of uncontrolled domestic crude. As a result, 
domestic producers, whose exploration and operating costs have 
generally not increased as much as oil prices, have realized 
windfall profits. Decontrol of oil prices will increase these 
prices and, for many producers, further windfall profits may 
result. 

The purpose of the Windfall Profits Tax is to ensure that 
the rise in international oil prices and the end of controls on 
domestic prices does not result in one sector of the economy 
benefiting unfairly at the expense of other sectors. This tax 
does not itself cause price increases, but simply recaptures 
the profits from price increases otherwise induced. The es
timated gross liability of all producers for the Windfall Profits 
Tax for calendar year 1975 is $14 billion. Thus, in aggregate, 
the Windfall Profits Tax for 1975 is sufficient to absorb an 
amount eqU;al to the increased gross income·of $11 billion that 
would otherwise flow from decontrolling oil prices, plus an 
additional $3 billion. · 
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3. Background. 

On December 19, 1973, the Administrati~n proposed a similar 
tax. On November 21, 1974, the Committee on Ways and Means 
ordered reported H. R. 17488 (the Energy Tax and Individual 
Relief Act of 1974) which included a similar tax. Four essential 
differences between H. R. 17488 and this proposal are: 

(1) H. R. 17488 included a "plowback" provi
sion which forgave the tax if the windfall profits 
were reinvested in certain energy producing activ
ities .. This necessitated a recomputation of the 
tax on a cumulative basis. This proposal does not 
have a plowback provision. The only recomputation 
aspect of this proposal is that which is necessi
tated by a 75 percent net income limitation which 
is invoked by the taxpayer after .the purchaser 
collects the tax. 

(2) This proposal increases the range of rates 
from 15% to 90%. Rates ranged from 10% to 85% 
under J:!.. R. 17488. ('( 

(3) This proposal has a higher initial"tax
free level, but a considerably slower phase-out 
of the tax than under H. R. 17488. 

(4) This proposal provides for monthly pay
ment of the tax as compared to the annual tax 
under H. R. 17488. 

Technical Explanation. 

1. Imposition of Excise Tax. 

Under the proposal, an excise tax is imposed on the wind
fall profit portion of the price of each barrel of crude oil. 
Since the tax "is measured in part by the price per barrel of 
oil, it is imposed as an excise tax, even though it has fea
tures similar to our income tax (such as graduated rates) and 
it is never imposed on an amount in excess of 75% of the net 
income attributable to such barrel. 

. J.-: • 
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The tax is imposed.only on crude oil produced from an oil 
or gas well located in the United States or in a possession of 
the United States, including oil derived from exploitation of 
the continental shelf ·(as defined in section 638). The term 
"crude oil" for this purpose includes all l:(quid hydrocarbons 
which are sold or transported as oil at the cutoff point for 
depletion purposes, that is, sold in the immediate vicinity 
of the well (See Treas. Reg. §1.613-3(a)). Thus, the term 
includes so-called natural gas liquids produced from a gas well 
which are separated from natural gas before the cutoff point in 
lease separators or similar field facilities (that is, lease 
condensates). However, the term does not include gasoline or 
other liquefied petroleum gases produced in··gasoline plants or 
gas processing plants (since this process for depletion pu~~oses 
is considered as manufacturing). Finally, the tax is imposed on 
a standard "barrel" which means 42 United States gallons. 

Under the proposal, the person who takes the depletion 
deduction with respect to the oil is liable for the tax. In 
the case of a partnership, or of a trust or estate, tentative 
taX liability on oil in which the partnership, estate or trust 
owns an interest must be allocated among the partners, or among 
the trust or estate and its beneficiaries, as the case may be. 
In the case of partnerships, this allocation will be made in . 
the same manner as the income subject to depletion is allocated 
under the existing law. Similar allocation rules will be pro
vided by regulations for trusts and estates. 

2. Computation of l.Jindfall Profits Tax Liability. 

Under the proposal, the amount of Windfall Profits Tax 
liability is to be computed according to a graduated rate 
schedule on the windfall profit portion of the price received, 
actually or constructively (the "removal price"), for each 
barrel of oil. The windfall profit is the excess of the re
moval price over the base price, adjusted as explained below. 
The base price will differ depending upon the type, grade, 
and location of the oil involved. 

The amount subject to tax will not exceed 75% of the net 
income attributable to the barrel of oil. Net income attri
butable to the barrel will be the same as taxable income from 
the property for purposes of the SO% limitation under section 
613(a) divided by the number of barrels produced from the 
property, with certain modifications. Net income will be 
computed without regard to the percentage depletion allowance 
(but cost depletion wi l.l be allowable), the deduction for the 
Windfall Profits Tax, and any intangible. drilling costs deduc
tible under section 263(c). Expenditures otherwise deductible 
under section 263(c) are not deductible except through cost 
depletion because they are expendi~ures which are capit~l in 
nature. 
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Since the Windfall Profits Tax is imposed at graduated. 
rates, and since the prices for oil vary depending on type, 
grade, and location, a taxpayer's liability must be computed 
on a barrel-by-barrel basis. · 

The "removal" price is generally the actual sales price 
for each barrel of oil sold. There i-s seldom a case where 
the producer, the ptpeline or gathering company, and the re
finer are not separate entities between which there will be 
at least a paper transaction. However, it is not uncommon 
for the producer and the purchaser to be related. In cases 
of sales between related persons, or where the oil is trans
ported from the premises by an integrated producer-refiner 
before sale or refining begins, the "removal" price is a con
structive sales price determined in the same manner as is the 
"representative market or field price" under Treasury Regula
tions §1.613-3. Under these regulations, ~he constructive 
sales price is determined on the basis of actual prices re
ceived in a competitive market for similar quantities and 
types of oil in the same locations. For this purpose, the 
term "related persons" has the same meaning as .it does under 
section 103(c) (6) for purposes of the small issue exemption 
from the limitation on the issuance of tax-exerript industrial 
revenue bonds. 

The base price will be. established under the rules con
tained in the regulations of the Cost of Living Council pre
scribing the method for setting the ceiling price on domestic
ally produced oil, as those regulations were in effect on 
December 1, 1973 (CLC Reg. §150.353). Under those regulations, 
the ceiling price was the posted field price on May 15, 1973, 
for the particular type and grade of oil in the particular 
location, plus 35¢ per barrel. The ceiling price varied as 
the type and grade or oil varied. With respect to "new" oil 
which is exempt from price controls and does not have a ceiling 
price, a base price will be constructed by comparison of prices 
of similar types, grades, and locality. 

The base price so determined will be adjusted up\-7ard 
each month. The base price adjustment for each month \vill 
be set out in the following table covering the number of 
montbs for which the tax is effective. 

.\ 



MEWO:a.ANDt1M roa: JACK MARSH 

CH.ARLI:S Ll&PPDT, JB. 

stataa eiWm.tfaJl P7ofth Tax Leaulatt.oa 
mtMHeue 

A a of A ... 1. 1915,. ao '-lt.lat\AQ or btU baa emei'JM hom ta. Houae 
Committee• pzovtdtaa fo• a tax oa wiadlaU proflta nlated to clecoaVol of old 
oU. 

The Abject of neil wbdf•U p2'ofila lealalat!• a.. arl8ea iA both lb. Hoa•• 
Commit*••• oa X..~.tate aDrl For.ip Commuc:e aa4 Wa~ &JIG W.au.. 'l'htt 
Hou• Way• aJitd .Weau c~ allriJIS lta eoaaiAientioa of H. a. 6860: .. the 
~C...~ aSid CoavPalGA Act of 1975_ ceaalderea th. 1acluatoa ol. 
a wiYMifaJI prollta tax pz'OYI.toa at ._ usm. of tlM llepablle&A committee 
memMI-a but tM .Uori wu d-..te&t aad aot lnchadecl ba the bUl that paa..t 
th41H--. 

TW. Houe bWl~nata aD4 Fonip Cornmerc. ComDdtte• cUd not l.Dclaae a 
whuiiaU proflta p~vl•loa Ia H..R. 7014. tM ~ Couu.atioa aDd 011 Polley 
A~t of 1975. Ho..,.er. the~-Amerldmet to H.R. 7014 oa oU prld.Jal. 
did pz-ovid41 fo1" a.Welbaea for a wiadlaU prof1U tax. T• Kro&e:r amecdmeat 
waa DOl adopt.C ill tM How• att aa am.admat to H. a. 701-t. 

R.,_ Joe Wata-..r iaforma a:r.Mt that til-a r.actl• he leU ia the Houe to the 
windfall preltta taa J.eailllatloll r~tM Ia tiM SeDate b DOt favonbt.. WagoaMr 
say• t1w plowbac:k ,.~ 1a ._ S..te WI1 "ue ,.,. .. thala DOaW at all." 

WagoaMJr alM •Y• tile Houe will :Dol accept tta. Seaate bill but wU1 take aa 
active pan 1a 'tn"Wq aay ndlleatalatloa to be ....a to the PreaiAlaat. 

!! th• Pl'••id•t wtoea ~ 6 moath exteaaioa of the E'Nn"leJlCY P.aole\Ul\ 
AUocatkla Act. Wanoma..- etak• that the Howle Waya aacl Meaaa Committe• 
will lmm.Ola~y opoD tl\eu retui'Jl b.ala wrltbll a wiadfall profit. tax bill. 
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