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Response to Proposals from the Oil and Gas Industry
(Attachmeats to the NEC documents)

There are several falsc and/or misleading statements in the industry-supplied attachments :-
- 1o the NEC document.

Statements in the industry attachments:
1. Although relevant statutes do not require it, damages could include the emotional
losses of peaple who do not use the resources.

mg_amghmmmmm II is not a tu'm uscd in cnhcr thc 011 Polluuon Act [OPA]
or Comprehensive Emergency Response, Conservation and Liability Act [CERCLA]
statutes to describe the measure of natural resource damages. The authors could be -
intending to distinguish "emotional losses" from injuries associated with direct physical
harm or from injuries associated with financial losses — both definitions would rule out
most, if not all, categories of losses claimed in natural resource damage assessment
[NRDA] cascs [following principles established in the statutes, regulations, and judicial - - .
decisions on challenges to the statutes and regulations.] For example; recreational losses, SN
cultural/historical losses, ecological losses, and passive use losses, all involve losses in - -
consumer surplus - the amount of value consumers gain from use of a resource in excess
- of the price they roust pay for its use. A loss ofconsumersm-plusdocs not imply adirect .
(e 1 financial 16ss. In fact, the only category of losses that trustees may claim thit ‘does’ mvolvc
Lo a direct financial loss is lost user fees or lost net income of pubhc u'ustee e.nterpnses the
least frequendy relevant category of losses i :

Y - However, the authors of the proposals may have mtcnded this term as a pejorauvc i s -

e * reference 1o passive uses losses only, since this has been a (the) maJormgetofmdusuym o
the OPA and CERCLA rule-makings. [In contrast to "direct use” values, "passive use" '
values refer to the values individuals place on resources which are not linked to direct - . '
resource use by the individual. Passive use values include: the value of knowing the
resource is available for use of family, friends, or the general public; the value denved o
from protecting the resource for its own sake; and the value of knowmg that futnre L
generations will be able to use the resource.] . cavim T gl Rl T

In the substantive discussion below, I assume that industry is referring toh-"passive use | !
values" when using the term "emotional values”. -
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urrent judici i in i clear 1e that passivi
alucis ac claim R d QP

In the 1980s, the Department of Interior promulgated regulations interpreting the NRDA
provisions of CERCLA, and was sued by a wide range of parties on a wide range of .
issues, including contingent valuation. The D.C. Circuit Court decision in that case

[Ohio v. Department of Interior] clearly indicated that diminution in value is to

encompass both direct use (e.g., commercial and recreational) as well as passive use

values that can be reliably calculated, ie. calculated in a manner that is trustworthy or
wothy of confidence. Further, the Ohio decision found that CV methodology could

be utilized as a "'valid, proven technique when properly structured and -
professionally applied.” [Note: the DC Circuit Court will be the court to hear the [
mcvnablc Challenges to the OPA NRDA nile.] : I

The measure of damages cmd in the Oil Pollution Act, section 1006(d) is: ‘
the costs of restoration, replacement, rehabmtauon. or acquxsmon of the

equivalent of the injured natural resources, plus the diminution in value of
those resources pending recovery.

3

The Conference Report accompanying OPA clearly states that "'[d]iminution = |
in value" refers to the standard for measuring namral resource damages used i
in the recent D.C. Circuit Court decision [Ohw v. Departmem of Inzerior, o
B0RAMEOCCIM). S t ’

2. A panel of economists created by NOAA was unable to conﬁrm that CV was a
reliable methodology . _

In fact the Blue R1bbon Pancl on Commgent Valuation convened by NOAA found that
contingent valuation can produce estimates reliable enough to be presentedina !
judicial or administrative determination of natural resource damages, incuding
passive use value, provided that such studies adhere closely to the guidelines described in
their report. Thus the statement in the NEC document is a false representation of the
unanimous conclusion of the NOAA Panel.

The proposed NOAA regulations follow closely the gmdclmes recommended by the Blue
Ribbon Panel '
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property value with oil and gas extraction. When percentage depletion exceeds cost depletion
the taxpayer may continue percentage depletion, generally at a 15 percent rate, as long as
production continues. This deduction may cumulate to exceed the original cost of the
property i.e., the taxpayer is able to recover as a deduction more than his or her original
costs. Percentage depletion is limited to 365,000 barrels per year per taxpayer, may not
exceed 100 percent of the net income from that property in any year (the "net income
limitation") and may not exceed 65 percent of the taxpayer’s overall taxable income
(determined before such deduction and adjusted for certain loss carrybacks and trust
distributions).? Estimated tax expenditures for percentage depletion total about $7.5 billion
over § years.

Although percentage depletion is considered an incentive to maintain production from
economically marginal wells, it may not be efficient. When operating costs approach the
value of production, the percentage depletion allowed declines to zero, as it is limited to not
exceed the net income from the property. Since percentage depletion is not allowed when
there is no net income, it provides little incentive to produce from wells that are marginal,
despite the substantial cost of percentage depletion to the Federal budget. The net income
limitation, however, was designed to preclude any taxpayer from using percentage depletion
attributable to production from one property to shelter income from another property or to
shelter non-oil or gas-production income.

Non-Conventional Fuels Credit

The “non-conventional” fuels (or Section 29) credit provides a $3 per barrel of oil
equivalent tax credit for gas production from "tight" formations and about a $6 per barrel
credit (due to an inflation adjustment) for other qualified energy production. More
specifically, fuels eligible for the credit are: (1) oil produced from shale and tar sands; (2)
gas produced from tight formations, Devonian shale, coal seams, geopressured brine, and
biomass; and (3) liquid, gaseous or solid synthetic fuels produced from coal. The credit
generally applies to wells drilled before 1993, and credits extend for production through
2002. [Certain facilities qualify through 2007.] Qualifying gas well drilling grew rapidly in
the last few years, particularly in 1992, to beat the 1993 deadline. The estimated tax
expenditure for the Section 29 credit is about $6.7 billion over 5 years.

- The Section 29 credit was effective in encouraging drilling and production in these
formations. However, the size of the credit is sufficiently large that it likely reduced gas
prices and harmed gas drilling and production from formations that do not qualify for the
credit. Partly due to controversy in the industry about the wisdom of this provision and
partly due to the cost, the credit was not extended for new wells drilled after 1992.

2 Amounts disallowed as & reeult of this rule (55 percent of taxable income) may be carried forward
and deducted in subsequent taxable years subject to the 6S-percent taxsble incoms limitation for those years.
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Alternative Minimum Tax Relief

Oil and gas activities have largely been eliminated from the alternative minimum tax®
(AMT), which was significantly strengthened in 1987. The Energy Policy Act of 1992
removed oil and gas percentage depletion and intangible drilling and development cost (IDC)
expensing as preferences in the taxpayer’s calculation of AMT beginning in years after 1992.
Therefore, the taxpayer’s potential alternative minimum tax is greatly reduced.*

The annual cost of the AMT relief is about $2.5 billion over § years. Little effect on
production is expected (given the relaxation of the AMT for oil and gas), as the alternative
minimum tax affects the timing of regular taxes rather than the total amount of tax eventually
paid. (The AMT was designed to ensure that corporations with economic income would pay
some tax. This may no longer be the case for oil and gas extraction.) The cost to the
Federal budget of AMT relief for oil and gas is the time value of money.

Intangible Drilling and Development Costs

An integrated oil company can expense 70 percent and an independent oil company
can expense 100 percent of intangible drilling and development costs (IDC). Intangible
drilling and development costs are expenditures necessary for the drilling and preparation of
wells for production that have no salvage value. Such expenditures include wages, fuel,
repairs, hauling, supplies, etc. In practice, a number of companies have amortized a
substantial portion of IDCs over § years. For the next five years the tax expenditure for this
provision is expected to total $380 million. Calculated on a present value basis and recent
levels of activity, future tax expenditures from continuing the practice is about three times
this amount ($0.8 billion).

Expensing is equivalent (in the absence of debt financing) to providing an exemption
from tax for the income from the investment. Thus, IDCs provide a substantial incentive for
oil and gas drilling.

Enhanced Oil Recovery Credit

The enhanced oil recovery credit (Code Section 43) provides a 15 percent credit for
qualified tertiary recovery expenditures which generally involve injecting substances into the
reservoir to increase oil production (defined in Code Section 193). The credit was
established in the Omnibus Budget Reconciliation Act of 1990 (OBRA) for expenditures after

3 A taxpayer is subject to an alternative minimum tax to lhe_eilent that the taxpayer’s minimum tax
exceeds the taxpayer’s regular income tax liability,

4 Repeal of the excess IDC preference may not reduce the taxpayer's alternative minimum taxable
income (AMTI) by more than 40 percent (30 percent in 1993) of the amount it would have been if the IDC
preferonce had not been repealed.
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1990. The 1S percent credit provides benefits in excess of expensing, i.c., the benefits are
more favorable than tax exemption. Thus, this credit encourages use of tertiary methods in
situations where it would not be profitable before tax. Based on 1991 corporate data, tax
expenditures are expected to be about $750 million over § years. While the credit provides a
substantial incentive, the expense of tertiary methods is sufficiently high that the increase in
production from the credit is not expected to be substantial.

Increased Percentage Depletion for Stripper Wells

Oil and gas produced from stripper wells, defined as wells producing less than 5,475
barrels of oil per year (15 barrels per day) or producing heavy oil (mostly from California),
are allowed an additional percentage depletion allowance equal to one percentage point for
each whole dollar by which $20 exceeds the reference price for crude oil for the calendar
year preceding the calendar year in which the taxable year begins. This provision was
introduced in OBRA 1990 and it is limited to a 10 percentage point increase in the standard
15 percent percentage depletion rate. The growth in the depletion rate fully maintains
percentage depletion allowances when oil declines in price from 20 to 15 dollars per barrel
(as $20 times 15 percent equals $15 times 20 percent). It also offsets a large portion of
reductions in percentage depletion allowances from oil price declines to $9 per barrel by
raising the percentage depletion allowance by another S percentage points.

Based on 1991, 1992, and 1993 oil prices ($16.50, $15.98, and approximately
$15.40, respectively), this provision gives rise to tax expenditures for 1992, 1993, and 1994.
Qualifying 1992 production received an additional 3 percentage point depletion allowance
over the standard 15 percent. Qualifying 1993 and 1994 production will receive an
additional 4 percentage point depletion allowance (to 19 percent). The associated annual
additional revenue cost will be less than $20 million. The incentive effect on production is
small, as wells without net income are not eligible for percentage depletion’. Also, the one
year lag between oil prices and the subsidy suggests that production may be encouraged in
years of high oil prices and not encouraged in years of low prices. As the Administration
does not forecast current low oil prices to continue, future tax expenditures are uncertain.

Other Provisions

Other recent provisions have affected the oil and gas industry. OBRA 1990 increased
the net income limitation on oil and gas percentage depletion (i.e. the provision that restricts
the percentage depletion allowance to not exceed 50 of net income) to 100 percent of net
income from the property (valued at about $300 million over § years). Also, taxpayers who
have working interests in oil and gas properties (rights to oil or gas income from a property),
were exempted from passive loss limitations ($250 million over S years), and percentage
depletion was allowed on properties transferred from integrated oil companies, which was not

ISee section above on percentage depletion.
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permitted under prior law (valued at about $160 million over § years).
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II. A. Royalty Policies

Rayalty Rateg for Outer Continental Shelf (QCS) Leases

Congress established in 1978 the following guidance for the administration of offshore
Federal oil and gas leases:

- to make resources available to meet the Nauon 8 energy needs as rapidly as
possible;

- to balance orderly development with protection of the environment,
- to insure the public a fuir and equitable return on the OCS resourccs; and
- to preserve and maintain free enterprise competition.

The Department of the Imerior's Minerals Management Service (MMS) sets OCS leasc
terns, including royalty rates, based on this guidance, At the same time, MMS strives to
achieve other Congressionally-set objectives, including meeting national cconomic and energy
goals, assuring national security, reducing dependence on foreign sources, and maintaining a
favorable balance of payments in world trade.!

The OCS Lands Act authorizes the Secretary of the Interior o use various systems for leasing
the rights to develop offshore resources and to cnsurc a fair financial return to the public.
The system MMS uses today consists of sealed-bid auctions of specified offshore tracts.
Before each auction (lease sale), MMS announces the royalty rates that it will apply to
production from those tracts (typically 16.67 percent of gross revenues from tracts in water
depths of 400 meters or less. and 12.5 percent in deeper water or in certain frontier areas).
Companies then bid for the tracts, which are awarded to the highest bidder, subject to a
minimum bid of $25 per acre and a hid review process whereby MMS can reject high bids
that do not meet certain criteria (c.g., level of competition, comparison to MMS' estimate of
value).

MMS may reduce the royalty rate on auy previously-issued lease in order "to promote
increased production from the lease uren.” Relatively few lcssces have ever applied for such
royalty rate reductions. MMS has applied this authority only to leases that are already in
production. MMS has granted reductions to fields wherc a reduction is needed either to:

(1)  sllow for continued production from a lease that is near the end of its
productive life; or

4 OCS Lands Act Amendments of 1978, 43 U.S.C. 1502.

/O
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(2) . make cconomic additional investments that would increase or maintain
production from the lease.

Ay authorized and directed by Congress, MMS has used several other bidding and royalty
systems for offshore leases. The list below shows some of the systems previously tried and
the basic reasons why MMS has opted to use the current system instead of these alternatives:

- variable royalty bidding, with a small fixed bonus payment. This sysiem
brings in minimal revenues to the Government except when and if production
occurs. Turthermore, the high royalty rates that often resulted from such
bidding provided a disincentive for the company to produce any resources
found. '

- cash bonus bidding with relatively high royalty rates (e.g. 33.3 percent). This
system is similar to thc current system, but it results in lower up-front bonus
payment and less intcrest in marginal tracts. Purthermore, higher royalty rates
tend to discourage producers from developing marginal prospects and from
recovering the marginal resources remaining near the end of a field's
productive life.

- cash bonus bidding with ¢ sliding royalty ratc which increases proportional to
the lease production rute. This system has the potential to share risk between
the lessor and lessee more cffoctively than the current system, since it charges
higher royalties for larger discoveries than for smaller ones, The difticulty
with such systems has been to define the sliding scales s that they are actually
effective (particularly given the 12.5 percent statutory minitoum discussed
below) and do not distort lessees' production decisions.

- cash bonus bidding with a fixed share of net profits (typically 50 percent)
assoclated with production from the lease, Net profit share leases have the
advantage of effectively sharing risks betwcen the lessor and lessee. However,
the large sccounting burdens assoclated with determining how much profit is
attributable to a specific leasc -and the difficulties in auditing such
accounting— have discouraged MMS from using this approach.

The OCS Lands Act sets 8 minimum royalty rate of 12.5 percent for all royalty-hased
systems. However, it allows the Secrevary of the Interior ta employ systems otherwise not
allowed hy the Act, provided that the Secretary submits to Congress the planned bidding
systern and neither the Senate nor the House passes 4 resolution disapproving the proposal
within 30 days. Before using any new bidding system, MMS also would have to modify its
regulations. :

lrr
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MMS' goals in designing it's bidding and royalty systems, in conformance with its
Congressional mandate, can be summarized by two basic tules:

- maximize the net social value obtained from developing otfshore leases. This

goal implies letting companies explore and develop leases when and if the
. expected benefits of production (generally expressed by the production quantity

times Its market price) exceed the costs (primarily the exploration,
development, and production costs)®, MMS' bidding and royalty policies
generally are designed to he neutra] with respect to the timing of leasing and
development—companies may bid whenever they think a tract has a positive
net value.

- ensure that the public receives a fair return on the resource. The curremt
system is designed so that, on average, the government should receive a large
portion of the economic "rent” resulting from development of offshorc leases,
while compuanies should be able to earn a reasonable return on their
investment. The system shares much of the risk between the lessor and the
lessce—the up-front bonus payment is risky for the lessee, who often does not
discover sufficient resources to aliow for production, while the relatively low
royalty rate can allow for high rewards to those lessces who discover large,
low-cost oil or gas reserves. (The Federal Government reaps additional
economic benefits from offshore production operations in the form of income
taxes collected on company profits. Higher royalty rates tend (o reduce
income tix collections by discouraging production of some otherwise profitable

- resources and by increasing company costs—royalties are tax-deductible costs—
thereby reducing their profits.)

Changes in the oil and gas industry, such as lower oil prices than previously predicted,
movement into deeper waters of the Gulf of Mexico, and declining discovery sizes, have led
MMS to recvaluate it's current leasing policies. MMS issued a Federat Register notice on
December 7, 1993, requesting input [rum the public on this issue. Based on comments
received und on its own internal analyses, MMS is considering changes to make for its 1995
Gulf of Mexico lease sales, which could involve changing the royalty terms for new leases in
deepwater and for certain types of new lcases in shallow water. MMS also has evaluated and
provided comments on legislative proposals for providing royalty incentives for deepwater
production, and MMS is rcfining jts policies for evaliating lessee's applications for lower
royalty rates on existing leases.

3 These costs and bencfits are adjusted for exteraal considerations not reflecied in the

market system, such as envirommental advantages or disadvantages of developing cerrain leases.

3

/2
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Royalty Rutes for Onshare Federal Leases

Royalty rates for onshore Federal oil and gas leases are sct by the Department of the
Interior's Bureau of Land Mangement (BLM). Prior to the enactment of the Federal Onshore
Oil and Gas Reform Act of 1987, royalty rates runged from 12.5 percent to 25 pereent,
depending on the average production level from the lease. The royalty rate is now 12.5
percewt [ur almost all leases issued after passage of the Act. ‘Ihe royalty rate is 16.67
percent for noncompetitive leases reinstated after & single failure to pay penalty (plus a two
percentage point increasc for cach additional rejnstatement). '

\uthority for Reducing Rovalry Ras-Case-hueC o

The Act of August 8, 1946 amended Section 39 of the Mineral Leasing Act of 1920 (o state,
“The Secretary of Interior, for the purpose of encouraging the greatcst ultimate recovery of
coal, oil, or gas and in the interest of conservation of natural resources, is authorized to
wajve, suspend, or reduce the rental, or minimum royalty, or reduce the royalty on an entire
leaschold, or on-any tract or portion thercof segregated for royalty purposcs, whenever in his
Judgement it is nccessary to do so in order to promote development, or whenever in his
judgement the leases cannot be successfully operated under the terms provided therein. In
the cvent the Secretary of Interior, in the intercst of vonservation, shall direct or shall assent
to the suspension of operations and production under any lease granted under the terms of
this Act, any payment of acreage rental or of minimum royalty prescribed by such lease
likewise shall he suspended during such period of suspension of operations and production;
and the term of such lease shall be extended by adding any such suspension period thereto. "

The regulations implementing these laws are found at 43 CFR 3103.4-1(a), and state, “In
order to encourage the greatest ultimate recovery of oil or gas and in the interest of
conservation, the Secretary, upon a determination that it is necessary to promote development
or that the leases cannot be successfully operated under the terms provided therein may
waive, suspend, or reducc the rental or minimum royalty or reduce the royalty on the entire
leasehold, or any portion thereof.

(b)(1) An application for the above benefits on other than stripper oil well properties shall
he filed in the proper BLM office. It shall contain the serial numbers of the leases, the
names of the record title holders, operating rights owners (sublessee), and operators for each
lcase, the description of the lands by legal subdivision and a description of the relief
requested.

(2) Each application shall show the number, location and status of each well drilled a
tabulated statoment for each month covering a period of not less than 6 months prior to the
date of filing the applicatlon of the aggregate amount of oil or gas subject to royalty,the
number of wells countsd ax producing each month and the average production per well per
day. .

/3
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(3) Every application shall contain a detailed statement of expenses and costs of operation
of the entire lease, the income from the sale of any production and all facts tending to show
Whether the wells can be successfully operated upon the fixed royalty or rental. Where the
application is for & reduction in royalty, full information shall be furnished as to whether
overriding royaldes payments out of production, or similar interests are paid to others than
the United States, the amounts so puid and efforts made to reduce them. The applicant shall
also file agreemens of the holders to a reduction of sli other royalties or similar payments in
excess of one-half the royalties due the United States.

The practical implementation of this reduction for successful operations is quite difficult to
manage as it is designed to be at the judgement of the Authorized Officer to review and
approve these requests on the merit of each individual case. The information required to
conduct an evaluation of economic viability can require a large amount of detailed data from
the operator. It should be noted that under this royalty reduction provision that tn application
from the operator is required before consideration. Approval of a royalty reduction is in
recognition of lessce demonstrating the needs for the reduction in order to continue succcssful
operations.

Stripper Property Rovalry Raie Reduct

In addition to the case-by-case royalty reduction authority discussed above, BLM ulso has
authority for a more automatic reduction for leases with low production rates (stripper
properties). n a final rule published in the Federal Register on August 11, 1992, BLM
amended 43 CFR section 3103.4-1 relating to waiver, suspension, or reduction of rental,
royalty, or minimum royalty, BLM alerted the field offices of these changes in responsibility
through WO IM No. 92-310 dated August 12, 1992. The purpose of the amendment was to
establish conditions under which an operator or an owner of a stripper oil well property can
obtain a reduction in the rayalty rate. This action was necessary in order to encourage
operators of Federal stripper oil properties to place marginal or currently uneconomical shut-
in ofl wells back in production and to provide the economic incentive to increase production
by reworking such wells, drilling new wells, and/or by implementing enhanced oil recovery
projects. The rule contains information and procedures for uperators to follow in
determining whether a property qualifies and in calculating the royalty rate.

Further program guidance tn clarify appeals was forwarded to the field offices in WO ™™

No. 93-55 dated November 13, 1992, Additional guidance concerning well classification,
criticul definitions and determinations were sent to the ficld on November 20, 1992 in WO
IM No. 93-64,

It should also be noted that under this royalty reduction provision that no formal application

is necessary. Royalty reductions are considered on the hasis of promoting development. The
attached Appendix provides more detil on the program.

’Y
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Through reinvestment of the differential savings from royalty reduction numerous valid
industry benefits can occur including:

- Encourage new and continued development of Federal lands
. Improve ultimate recovery of finite resources

- Reduce sbandonment rate for marginally economic wells

- Return shut-in wells 1o production |

- Increase domestic reserve base

- Lessen exposure to foreign imports

- | Help maintain a viable and healthy domestic energy industry
BLM is coordinating with MMS to develop a list of operators taking advantage of royalty
rate reduction, in both hard copy and automated format. BLM will use this list to conduct a

program review by sending a letter to operators evaluating accomplishments and reinvestment
which will help in the S year program review required within the regulation.

%2
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Rayalty Collections

MMS collects royalties and related payments due on production from Federal onshore and
offshore leases and distributes these payments to appropriate accounts in the U.S. Treasury
and to certain states and counties that receive a share of these revenues. In fulfilling this
function, MMS follows the mandates of the various leasing statutes mentioned above as well
as the provisions of the Federal Oil and Gas Royalty Management Act.

MMS' busic policy is that lessees are responsible for:

- measuring the amount of oil and gas they produce from [ederal leases and the
revenues they recejve for this production;

- reporting this information to MMS; and
- paying all royalties and related payments due on such production.

After companies submit their reports and payments, MMS uses compurcrized routines to
properly account for and verify the submissions and follows up with comprebensive audits of
selected leases and time periods. Where MMS finds that lessees have not reported or paid
properly, MMS requires them to correct the reporting problems and pay any additional
royalties due, plus interest (the short-term I'ederal bond rate plus three percentage points—a
rate that is below many companies' cost of borrowing).

MMS has three ways for discouraging companies from inaccurate reporting and paying:

- assessments for filing reports that are late or that have errors. These
assessments ure uet at relatively low amounts intended to cover the additional
costs that MMS incurs as a result of improper reporting.

- civil penalties for “non-intentional" violations of its regulations. Before MMS
can assess such penalties, companies are allowed a 20-day cure period,
allowing them to correct the problem and avoid the penalty.

- civil penalties for "knowing and willful" violations. In these cases, companics

are not allowed a cure period. Ilowever, it is difficult to prove that violations
are "knowing and willful,” so MMS very rarely exercises this authority.

6
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The general policy for royalty collections is to efficiently and sccurataly collect the amount of
revenues properly due under the applicable statutes, regulations, and lease terms. The goal is
1o receive more accuratc payments in the first place and to catwch any problems earlier and
resolve them faster than in the past. MMS tries to encourage timely and accurate reports and
payments through a variety of methods:

- simplifying and clarifying regulations and procedures;

- identifying, resolving, and :mplemenung policy issues so as to provide industry
with timely and clear guidance on how 1o report and pay properly;

- providing comprehensive training to industry; and

- applying incentives to promote accuracy and timeliness, including assessments
for improper reporting.

In response to prior strutegic planning efforts and the National Performance Review process,
MMS has luunched & number of efforts to work with industry and states to simplify reporting
requirements, revise rcgulations to make it easier for companies to determine their royalty
liability, develop systems for MMS to detect problems efficiently and early, resolve policy
issues faster, and ingtitute more meaningful incentives for reporting and paying properly the
firet time (including proposed penalties for substantial underreporting).

‘7
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Appendix
Stripper Program Summary

The definitions for the stripper royalty rate reduction program are:

Stripper Well Property: A Federal loase or portion thereof scgregated for royalty purposes, a
communitizatdon agreement, or a partticipating area of a unit agreement, opcrated by the same
operator, that produces an average of less than 15 barrels of oll per eligible well per well-day
for the qualifying period.

Eligible Well: An eligible well is an oil well that produces or an injection well that injects
and is integral to production for any period of time during the qualifying or subsequent 12-
month period. .

Oil Well: An oil completion from which the energy equivalent of the oil excceds the encrgy
equivalent of the gus produced or any completion producing oil and less than 60 MCF of gas

per day.

Injection Well: An Injection well {s a well that injects a ﬂuid, including gas, for secondary
or enhanced oil recovery, including reservoir pressure mainrenance operations.

Calculation of Average Daily Production: Total oil production for the subject period from

the eligible wells on the property is totaled and then divided by the total number of well
days. Average production is always rounded down 0 the next whole mimber.

Qualifying Periods:
Initial: Avugust 1, 1990 through July 31, 1991

Shut-in for 12 consecutive months: 12-month production period imumediately prior to the
shut-in.

Does not qualify During Initial Period: First 12-month consccutive period beginning after
September 1, 1990.

Qualifying Royalty Rate Calculation:
0.5% + (0.8 x average daily production rate) = royalty rate

Effective Date: First day of the month after the Regulations are effective or after MMS
recelves notification whichever occurs later.
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II. C. Import, Export, and Security Policies

[not yet received)
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II. D. Regulatory Policies: Environmental and Others
EPA
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Domestic Qas and Ol incentives

Seotion i, D
Regulstory Pollcles: Environmental and Other

The Environmental Imperative |

The interrelationship between energy and the environment is complex. The weys in which
natural gas and oil are produced, transported, and consumed help determine our quality
and style of life. Yet we are often reminded that fossil fuel consumption brings its own
problems, sometimes undercutting the quality of life that it has made possible. Energy
production, transportation, and use have significant adverse impacts on air, water, land
use, and larger global environmental systems. Energy-related environmental accidents,
such as of] spills, are notorious and very visible reminders of the potential risks we take to
enjoy the benefits of fossil fuels. Air and water pollution are well known adverse side
effects of fossil fuel use. The land use impacts of energy production, transportation, and
consumption have also become of greater concern in recent years. The potential for
climate change due to heightened concentrations of carbon dioxide has served to renew
and heighten concern regarding energy's pervasive effect on the environment. Energy
production and consumption are responsible for the bulk of sir pollutants that comprise or
cause urban air pollution, acidic deposition, air toxins, end greenhouse gases.

Since enactment of the Clean Alr Act of 1970, increasingly stringent federal and state
regulations have reduced or stabilized emissions of several energy-related pollutants.
Other key pieces of environmental regulations eaacted in the 1970s, 1980s, and 1990s
have helped control the growth ig pollution and produced numerous environmental
success stories: volatile organic compounds end carbon monoxide from mobile sources
have been reduced; lead emissions have been reduced dramatically. However, the rising
awareness of the ubiquity and pemistence of an industrial society's environmental impacts
challenges policy makers to find effective and efficient ways to mitigate adverse
environmental effects. Environmenta! policy makews will increasingly need to examine
alternatives that help ensure that energy is produced and consumed efficiently so as to
minimize adverse environmental impacts. Market-based strategies that create economic
incentives to reduce adverse environmental impacts can help provide society the flexibility
to maximize its diverse goals. In addition, a credible and efficient long-term mitigation
strategy will recognize the importance of regional, state and local action, as well as
promote the economically efEcient goals of sustainability, waste minimization, and
recycling. '

Discussion DRAFT — 3/24/94; 11:07 AM
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Specific Environmental Regulations

A wide range of environmental regulations affect the domestic gas and oil industries.
Epviroamental protection is provided for at all stages: exploration and production,
transportation and transmission, refining and processing, and end use. It is often
convenient to break down s discussion of environmental controls by medium. The
discussion below highlights the key environmental laws and regulations affecting the
domestic gas snd ofl industries.

Souo Wastes: The Resource Conservation and Recovery Act (RCRA) is intended to
provide a cradle-to-grave regulatory framework to monitor and contro) the production,
storage, transportation, and eventual disposal of wastes that pose a risk to health and the
environment. Amendments to RCRA in 1984 added regulation of petroleum and
hazardous wastes stored in underground tanks. However, wastes associated with oil and
gas operations were exempt from Federal regulations pending further review by EPA.
[Discuss current status of proposed changes to definition deflnition of Solid Waste.
Discuss Hazardous Wagte Identification Rule. Discuss Land disposal Restriction
Regulations.] [State regulations of oll and gas wastes.} '

[Discuss Superfund.]

WATER AND WETLANDS: The Pederal Water Pollution Control Act of 1972 and the Clean
Water Act (CWA) of 1977 set as 2 goal “to restore and maintain the chemical, physical,
and biological Integrity of the nation’s waters.” The CWA establishes a system of effluent
standards by industrial category, provides for a permitting system, sets waste water quality
standards, provides for grants for municipal waste treatment, and addresses special {ssues
like toxic wastes and ofl spill. The effluent limitation standards and the Natlonal Pollutant
Discharge Eliminstion System (NPDES) permit program are the primary regulatory tools
under the CWA. Within the domestic gas and ofl sector, CWA requirements primarily
affect offhore drilling and refinery activity.

Section 404 of the CWA provides authority for the protection of wetlands. [Fuller
discussion.]

The Safe Drinking Water Act of 1984 (SDWA) established the Underground Injection
Control (UIC) program to protect drinking water aquifers from contamination by
subsurface injection fluids. SDWA requires EPA to establish minimum requirements for
state programs or for Federal primacy in the absence of state programs. The UIC affect
a1l underground injection associated with ol] and gas exploration and production activities.
A Federal Advisory Committee composed of representatives of the petroleum production
industry, eavironmental groups, states, and Federal agencies issued a final report
recommending a requirement for double containment systems for injected fluids. In

~ sdditlon, surface casing would be required to extend to the base of aquifers containing less
than 3,000 mg/ total dissolved solids and be cemented to the surface. Virtually all wells
drilled by the major oil producers already employ these construction standards. The rule

Discussion DRAFT = 3/24/94; 11:07 AM 2
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would require existing injection wells that do not meet the new construction standards to
be tested more frequently. The frequency of testing would be based on the leve! of
protection offered by these wells.

The Oil Pollution Liability and Compensation Act of 1990 raised liability limits for ol
tankers. The Act allows unlimited liability ageinst tanker owners where gross negligence
or willful misconduct is involved, and does ot preclude states from imposing their own
unlimited liability requirements. In addition to the liability provisions, the Act requires
thet, over a 15 year phase-in period, double hulls be used for all new tankers and for
vesse|s trading with the United Stetes. '

[Discuss Great Lakes Water Quality Initiative.)

Am: The 1970 Clean Air Act (CAA) produced notable eavironmental gains. Two key
parts of the CAA affecting the oil refining industry were related to end-products: the lead
phase-out in gasoline and the requirements for low sulfur distillate and residual fuel use at
electric utllities. The CAA established a schedule for reducing lead additives and required
sutomobile manufactures to design and construct vehicles that could run on low-lead and
unleaded fuel. The legislation required that all gasoline stations of specific sizes offer at
least one grade of unleaded gasoline. The allowable lead In gasoline was reduced to 1.1
grams per gallon in 1982, and a system of waivers was established that allowed refiners to
build up lead credits. Purther reductions {n 1986 brought the allowable lead to a :
maximum of 0.1 grams per gallons. All grades of gasoline must be completely lead-free as
of January 1, 1996. The lead regulstion resulted in a greater than 0% reduction in
airborne lead emissions.

The 1990 Clean Air Act Amendments (CAAA) expanded the effort to reduce harmful
emissions from auto fuels, putting new requirements on refinerles. As of November 1,
1992, the oxygenste fuels program requires that gasoline sold in the 39 areas of the
country designated es carbon monoxide nonattainment areas to contain a minimum of
2.7% oxygen by weight during at least 4 winter months. As of October 1, 1993, the sulfur
content of highway diesel fuel must be reduced from the current maximum of 0.25% to
0.05% by weight. Finally, as of January 1, 1995, reformulated gasoline will be required in
the nine metropolitan areas with the worst ozone problems. The reformulated gasoline
requirements will control VOC and NO, emissions, as well as benzene and other toxic air
pollutants. [Discuss EthanoVETBE mandate for reformulated gasoline.] Barlier
regulations to combat urban smog precursors control the summertime voladlity of motor
gasolines. [Discuss testing of fuels and fuel additives for motor vehicles.]

In addition to eavironmental requirements for products sold by refiners, the refinerles
themselves must meest standards for emissions of VOCs, NO,, and air toxins. [Add
detai] [Discuss Enhanced Monltoring.]

Reporting required by the Superfund Amendments and Reauthorization Act (SARA)
identified spproximately 1.4 million tons of toxic air pollutants released in 1987 by a wide

Discussion DRAFT — 3/24/94; 11:07 AM _. 3
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range of chemical and other manufscturing facilities. EPA estimates that facilities in 37
states, primarily in those states along the Atlantic, Gulf, and Pacific coasts, are associated
with toxic releases that pose high {ndividual cancer risks. Energy-related sources of toxic
air emissions include oil-and coal-fired utllity bollers, petroleum refineries, and oil and gas |
explorstion and production operations. In additios, VOC emissions from the :
transportation sector are among the largest sources of toxic air emissions in many urban
areas. [Discuss MACT for hazardous air pollutants.)

Natural gas and ofl pipelines are subject to CAA requirements for NO, and VOC controls.
New pipeline compressor stations will be required to have the most eficient, clean-
burning prime movers technology svailable, and existing stations my be required to
undergo extensive retrofitting or replacement. In non-attainment aress along with
advanced controls, enhance emissicn offset requirements will be required for permitting of
new or modified facilities. .

LanD Uss luPacTs anp PuBLic LaNDS Acoess: Much of the land within the United States is
public property subject to Federal control. Wilderness areas, parks and monuments, and
some wildlife refuges are not available for oil and gas E&P. National forests and other
public lands, however, may be available. Actions by Federal agencies likely 1o have a
significant environmental impact, such s leasing land or granting right-of-ways, require a
formal Eavironmental Impact Assessment (BIA). States and other levels of government
heve similar requiremeats for BlAs. In sddition, the Endangered Species Act may place
severe constraints on econoniic activity in sensitive areas. These protections can affect
gas and oil E&P and pipeline construction permitting.

OuTeR CONTINENTAL SHELY MoraTori: The Outer Continental Shelf is subject to the
jurisdiction and control of the United Sates by Authority of the OCS Lands Act and the
Submerged Lands Act. The OCS is made svalable for ol and gas E&P through a boaus
bid leasing system. Leasing activity is planned and announced in a S-year OCS leasing
program schedule specifying the proposed size, timing, and location of each lease sale.
Since 1982, Congress has used the sppropriations process to adjust the 5-year program
schedule through “moratoria™ blocking the DOI from conducting lease sales in certain
OCS planning areas. [discuss why) '

Discussion DRAFT — 3/2494; 11:07 AM 4
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Underground Injectien Control--Class IT (0il & Gas) Wells

gtatus |
The preposed rule is currently undergoing final EPA reviev.

Background

Several efforts over the last five years have identitied
deficiencies in the Class II (oil and gas vell) UIC regulations.
EPA formed a FACA advisory coumittee composed of representatives
from environmental groups (Fziends of the Farth, National Audubon
Society), petroleum producing companies (ARCO, Conoco), <trads

agsaociations (Amsrican Petroleum Institute, Independent Petroleum

Asgsociation of Amsrica), and state (Kansas, Oohio, cCalifornla,
Texas) and federal agencies (EPA, DOE, BIM) to develop
recommendations for resvisions to the regulations to correct those
deticiencies. Co

The Advisery Cemmittee issued a final report in March 1992.
All committee members endorsed the final report with the following
caveats: 1) The Independent Petroleun Asscciation and the state
of Ohio did not endorse the provision requiring annual mechanical
integrity testing for injection vells with only one layer of
protection; 2) Ohlio and Kansas reminded EPA of its obligation
under §1425 of the Safe Drinking Water Act (SDWA) to allow states
to attempt to demonstrate the effectiveness of their in-place
program (instead of adopting the regulation virtually verbatim);
and 3) Kansas vanted EPA to interpret the SDWA prohibition against
impeding oil and gas production, unless essential to protaect
underground sources of drinking water (USDW), based on 1local
production impacts, not gerely national impacts; 4) The
Department of Energy expressed concerns that a specified schedule
of mechanical integrity testing may be overly stringent when
fraquent monitoring can be equally protective; and that the
committee’s recommendations provided no incentive for EPA reglions
to establish area of reviev variance prograns in those States whose
programs are administered by EPA.

 Components of tha Rule

The proposed rule reflects the Advisory Committee’s
recommendations and proposes modification to the (Class 1II
regulations in three areas.

a) Construction Staandards: The rule would require double
containment systems for injected fluids. In sddition, it would
requizre that the surface casing be extended to the base of aquifers
containing less than 3,000 mg/l total dissolved solids and be
cementaed to the surface. (Virtually all wells drilled by the major
oil producers already employ these construction standards.)

25
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ps tested noTe troquontlf. The frequency of testing would be pased
on the level of protection afforded bY these vells.

g) Ares of geviews The current regulations require owners or
operators of nev injection vells to assess the potontial gox

(i.8. iupzapo:ly 1ugged abandoned wells) in the vicinity of the
well (area of review). T™he pzopolod rule would reguire owners oY
_ .operators of existing wells to conduct the aana area of review.
Nevw and existing vells eould be exexpted from these requirensnts
through 8 variance procedure proposed {n the rule, pased on the
apsence of rigk to USDWS.

mem

costs! The RIM estinates the total dizect and indirect
conmpliance costas Bt $47.1 million annually £or the first five
years. In addition, the value of the oll that will not be produced
2ag a result of thig rule {g estimated at 640 pillion annually.

pDirest compliance costs fOTr injection vells average $19.3
million annually £fer the first tfive years. Annual indirect
compliance costs foF production wells are estinated at $27.8
pillion. The proposed rule vould {ndairectly affect oil production
sincs wall owners would have to puild prcduction vells to injection
woell gtandards to retain the option of converting the well to an
injection vell at a later data.

The value and percentage of the foregone production is
negligible fron 8 national pcrspeativo. The RIA estinates 3
decline in oil production erom existing projects of up to 0.05
percent to 0.005 percent nationally, dspending on the price of oil.

The propoud rule may severely affect strippe’ production in
gcme states. For exazple, 853% of stripper walls in Xentucky and
2g% of stripper wells in Arkancas would not be arilled. In
contrast, only 7% of the stripper wells in Oklahoms would not be
arilled (97 wolls). EPA is concerned with the potential impact on
small operaters and is therefore requesting comment in the preanble
on possible aitigation 1easLYeSs.

senefitet Injected gluids oan contain mnany difterent chemical
contaninants depending on geoqraphie and geocloglo factors.
primarily the contaninants f£al]l inte three categories--
hydrocarbonl, petals, and radionuclides. The proposed rule focuses
on preventing wvall fallures vhioh can {ntroduce contaninants into

future public nealth and proeocting ecosystens. Because Class I
injection projects rarely feature ground water monitoring systems
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3

and most incidents of USDW contamination occur in rural areas and
are settled directly with the land owner, relatively few documented
cages exist that dirsctly implicate Class 1II injection wells as the
source ©f large-scale USDW contaminatien.

The primary constituents of concern in injected fluids are
chloride and sodium compounds. Their intreduction into a USDW at
high concentrations usually present in oil field brines (up to
141,000 mg/1 Cl) can render it totally unfit for human consunmption.
Treatment costs for chloride removal ars high.

The costs imposed by the rule are likely to ba offset by the
plausible benefit scenarios developed in the RIA. The scenarioe
exanined the potential carcinogenic effacts of three contaminants
in injected fluids--benezene, arsenic, and radium. (The banefits
analysis in the RIA only compared the benefits with the direct
costs on injection wells.) '
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II. E. Direct Expenditures

DOE materials supplemented by Treasury materials
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Oll Technology Program

The Oll Technology Program attempts to counter the forces of premature
abandonment by supporting the development and digsemination of improved and
advanced technology to the industry to faclitate maximum, cost-effective and
environmentally sound production of the domestic cil resources.

Because abandonment of high valus, light oil reservoirs is proceeding at a recent
rate of 3%/year — upwards of 40% of our remaining resources are efectively
abandoned - and the 1894 abandonment rate is projected as high as 5% (if the
$14 to 15 per barrel oll prioes continue) Time is growing short for the program is to
have a meaningful impact. This is the reason behind FE's request for a 42%
increass In Ol Teshnology funds In FY 1885 above FY 1884’'s: $107 million
compared to $76.3 million last year. The Program has four sub-programs: °

] gaearch. About 45% of the Qil
Tochnology fundo In FY 1968 will be dlrootod to the devalopment of improved and
advanoed gecscience and extraction technology (including work with the Nationa!
Labs); the transfer of program as well as non-program improved technology to the
oll producing industry, particularly independents; and field management and
direction of both the supporting research efforts and the figld demonstration
activities. (FY 1894 budget Is $25.3 million; FY 1885 request is $47.9 million)

2. Becovery Field Demonstrations, Forty of the Oll Technelogy FY 1985 budget
will be earmarked to support cost-shared flald demonstrations of improved and
advanced ragervolr characterization techniqueas, oll production metheds, and oil
recovery processes within the various geologic classes of reservoirs. These
demonstrations are designed to further practical transfer of technology to oparators
within the respective reservolr classes, as well as to better define optimum
approaches to seocure addlitional recovery above that obtainable with current
technology. (FY 1984 budget Is $42.0 million; FY 1985 request is $43.1 million)

3. ction Environmental Research. Approximately six
percent of the Oil Technology funds In FY 1885 wiil support development of
accurate environmenta! impact information to support the developmant and
implementation of streamlined, risk-based environmental regulation of our producing
oll industry on the part of federal, state, and local governing bodies. Additional
support i directed fer the development of more cost-effective E&P compliance
technologies. (FY 1994 budget Is $3.7 mlilion; FY 1995 request is $6.0 million)

] §. About nine percent of
the Ol Teehnology funda in FY 1995 w||| suppon moarch directed to more efficlent
and environmentally compliant upgrading and related refining technology needed to
conven our substantial heavy oll reserves (and heavy ends of our lighter, domestic
and imported crudes) to the light, environmentally preferred liquld fuels essential to
our economy. (FY 1994 budget Is $4.3 millilon; FY 1666 request is $10.0 million)
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Natural Gas RD&D Program

o FE's natural gas RD&D program utilizes the "systems approach® and consists of four
program areas: Resource and Extraction; Utilization; Deltvery and Storage; and
Environmenta! Regulatory Impact. Fossil Energy has refocused the supply ares to reflect
nesr and mid-term RD&D needs and to better refiect the requirements of the gas industry.

o The gas program will address oonstraints to efficient use of natural gas exploration,
production, storage, transmission distribution, and end-use. Most imporantly, this new
*systems approach® aliows DOE to evaluate the merits of gas programs based on benefits
10 be realized in achleving energy security, economic efficiency, and environmental quallty.

o DOE's proposed FY 1995 natural ges RD&D budget request is §28% miilion, 8 48%
increase comparsd to FY 1894 appropriations. Fossll Energy's FY 1988 natural gas
RD&D budget request Is $153.4 million, & 80% increase compared to the FY 1884
appropriations and conslsts of $27.8 mililen for Resource and Extraction, $3.4 million for
Delivery and Storage, §116. million for Utliization, and $5.9 miliion for Environmental/
Regulatory impact. Below Is the DOE natura! gas RD&D program trosscut budget for FY
1994 and 1985 by organizations and program Sectors.

Department of Energy Natural Ges RD&D Program Crosscut (8 in millions)

» SROTORS »
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I [T H} ) &ﬁ (%]
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Congressional Dirgctives and NPC Recommendations Satigfied
by the Domestic Natural Gas snd OII-Iannﬂvo :

DNGOI NPC Gas NPC Refining
(section) Laggungc Reoommend | Recommend

1.2 Advanced drilling for | 2018
gas

1.3 Advanced oll resovery | 2011 ¥
| technoiogies

1.6 Research Program for | 2011
small producers

1.7 Technology transier | 2011 XV

2.1 Environmental 2011 . X X
compliance
- teohnologles

2.2 Coordination on | X
envirconmental
research

3.1 Data collection on gas : ' X
production

3.3 Real time monitorin X
for gas -

| 3.4 Natural gas storage | 2014 ¥

3.8 Natural gas storage 2014
and end use

3.6 Demonstrate gas ' 2014
storage optimization

3.7 Improve gas storage | 2014
effectiveness

6.1 Streamiine regulations . X

' & Year Plan Required - Draft to be complsted September 1884,

® 5 Year Plan Required - Delivered to Congress on February 2, 1994.
3 5 Year Plan Required - Natural Gas Strategic Plan to Congress February 1694.

3/
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| ONGOI NPC Refining
' (section) Language | Recommend | Recommend

182 Enhance gevemment X |
1 decision making

| 6.3 Beyond command : X X
1 and control regulation

6.4 industry/govemment/ X X
public partnerships

8.5 Review NPC reflning X
study

7.1 Interagency Energy X
Coordination Group

8.1 Work with states

3z
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II. E. DIRECT EXPENDITURES

The Strategic Petroleum Reserve had stored 575 million barrels of oil by the end of
1992. Assuming a cost of $18 per barrel, this reserve required an expenditure of over $10
billion between 1977 and 1992, The additional demand may have had a small effect in
increasing domestic oil prices and sales benefiting domestic producers. Given that this oil is
available for emergencies, the true cost of the reserve is perhaps better measured by the
interest cost of holding the reserve, rather than the direct expenditure for its purchase (about
$3.1 billion over § years assuming an interest cost of 6 percent to the Treasury).

The low income housing energy assistance program by the Department of Housing
and Urban Development, which totaled $1.1 billion in FY 1992, was the largest direct
federal subsidy for oil and gas products. About 63 percent of this amount is used for winter
heating assistance that would primarily affect gas and oil demand. The total revenue cost is
about $3.6 billion over § years for oil and gas products.

Synthetic fuels grants, which guarantee a minimum price to producers, cost about $70
million a year. While the Synthetic Fuels Corporation was abolished in 1986, two price
guarantees remain in effect. Dow Chemical’s Syngas project, with $622 million in
guarantees expiring in 1997, and the Forest Hills heavy oil project in Texas, with $60
million in price guarantees expiring in 1995, were transferred to Treasury’s “Energy Security
Reserve” account. Treasury outlays for these residual obligations were $72 million in FY
1992, primarily for the production of gas from western coal. The total cost is about $0.3
billion through 1997.

Also, DOE attributes $96 million in R&D expenditures to oil and gas and a further
$307 million for the cost of regulation. Additional amounts could be imputed from the
Tennessee Valley Authority expenditures and DOE Technical Assistance programs but would
be difficult to allocate to oil and gas.
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III. A. Tax Proposals

[43]
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HLR,1024. Andrews, introduced February 3, 1993.
The proposal provides:

For an import fee (excise tax) on all crude oil and refined petroleum products that are
imported into the United States after the date of enactment. The fee on crude oil would be the
excess of $25 over the "energy policy price” per barrel of crude oil. The fee on refined
petroleum products would be the tax on crude oil plus an additional $3 per barrel of product.
The "energy policy price” would be determined weekly by the Secretary of the Treasury, based
on the weighted average international price of a barrel of crude oil for the preceding 4 weeks.
The imported oil tax would be deductible by the taxpayer;

For an increase in percentage depletion for stripper wells, defined as wells producing less
than 15 barrels per day, and for wells producing heavy oil. Under current law, production from
these wells is allowed an additional percentage depletion allowance (normally 15 percent) equal
to one percentage point for each whole dollar by which $20 exceeds that reference price for
crude oil for the calendar year preceding the calendar year in which the taxable year begins, up
to 25 percent. (For example, based on 1993 crude oil prices of approximately $15.40 per
barrel, qualifying 1994 production would receive an additional 4 percentage point depletion
allowance over the standard 15 percent.) The proposal increases 25 percent to 27.5 percent and
$20 to $28, effective for taxable years beginning after December 31, 1992;

For the elimination of the net income limitation on the deduction for percentage depletion
(a percentage of oil and gas revenue), which cannot currently exceed 100 percent of the net
income from a particular property in any year, thus allowing the percentage depletion deduction
for an uneconomic well to offset income from an economic well and income from non-ofl or gas-
production income. This provision would be effective for taxable years beginning after
December 31, 1992;

For a credit equal to the sum of 20 percent of a "qualified investment" that does not
exceed $1,000,000 plus 10 percent of such investment that exceeds $1,000,000 for expenditures
paid or incurred after the date of enactment. A “qualified investment" is defined as an
expenditure for crude oil and natural gas exploration and development, including geological and
geophysical (G&G) costs, well drilling and equipment expenditures, or secondary or tertiary
recovery costs. The credit can be used against the alternative minimum tax and can be carried
forward and back (to offset taxable income in future and previous years);

For a credit equal to 20 percent of the "qualified cost* of each barrel of crude oil or gas
produced from stripper wells, heavy oil wells, and wells using tertiary recovery methods, and
up to 15 percent for harsh environment oil wells (oil produced from a property located north of
the 49th parallel or under at least 400 feet of water). “Qualified cost” is defined as the prorata
share of the lease operating expenses paid or incurred by the producer of such barrels plus the
amount of severance tax paid or incurred with respect to such barrels. The credit can be used
against the alternative minimum tax and can be carried forward and back (to offset taxable
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income in future and previous years). This provision would be effective for expenditures paid
or incurred after the date of enactment;

For an expansion of the enhanced oil recovery credit, which provides a 15 percent credit
for qualified tertiary recovery expenditures (generally injecting substances into the reservoir to
increase oil production), to include a 15 percent credit for "advanced secondary recovery costs.”
"Advance secondary recovery costs” are defined as costs paid or incurred for extraction,
exploration, and drilling methods used other than by conventional or traditional methods. This
provision would be effective for expenditures paid or incurred after the date of enactment;

For an expansion of the definition for stripper well by increasing eligible wells to those
producing 25 barrels per day from 15 barrels per day, effective after the date of enactment;

For the amortization of G&G costs, paid or incurred after the date of enactment, ratably
over a S-year period versus amortized over the life of the well when oil or gas is located;

For the elimination of depreciation adjustments used in computing alternative minimum
taxable income for environmental improvement assets, thereby reducing potential alternative
minimum tax liability. This provision would be effective for property placed in service in
taxable years beginning after December 31, 1992.

S.403. Breaux, introduced February 18 (legislative day, January 5), 1993.

The proposal provides a $5 credit per barrel of qualifying oil or energy-equivalent amount of
gas produced after 1995 from properties that did not produce commercial quantities of oil or gas
before 1993. To qualify, domestic crude oil or domestic natural gas must be produced from a
property a portion of which is located under at least 400 meters of water. The credit can be
used against the alternative minimum tax and can be carried forward but may not be carried
back.

$,1622. Breaux, introduced November 4 (legislative day, November 2), 1993.
H.R.3533. Andrews, introduced November 18, 1993,

The proposal provides that G&G costs, and surface casing costs, paid or incurred after date of
enactment, be treated like intangible drilling and development costs. Under current tax law,
intangible drilling and development costs are generally deductible when incurred, whereas G&G
costs are amortized over the life of the well when oil or gas is located and are "expensed” when
oil or gas is not found. G&G costs include costs incurred for geologists, seismic surveys,
gravity meter surveys, magnetic surveys, and (perhaps) the drilling of core holes. Surface
casing costs are currently capitalized for tax purposes. Surface casing, which is cemented into

- Pplace, is heavy steel pipe that is used to keep the newly drilled well from caving in and to keep
outside and inside fluids from mixing.
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Draft: S'ubjcct to Change and Revision

A Tax Credit to Preserve Marginal Production and to Encourage New Drilling

The pravision will first astablish a tax eredit for exisyney mareinal wells, The
provision will allow a §3 per barrel tax credir for the first 3 barrels of daily
production from an existing marginal oif well and & $0.50 per Mcf wax credit for
the firgt 18 Mcf of daily natural gas production from & matginal well.

* The current definition of margingl wells will be expanded to include a new
category far "high water cut property” ~ producing 25 barrels per day or Jess per
well, with produced waters accounting for 95 percent of total production. In
addition, rechniqucs such as waterflasding and dizposal, cyclic gas fnjection,
horizonta)l drilling, and gravity drainuge should be encouraged (o enable domestic
producers to capture more of the ofl in 8 given marginally economie property.

e The pruvision will ulso include a tax credit for Breducton. from new wells that
have been drillad after June 1, 1994. The provision will sllow & $3 per barra) tax
credit for the flrst 15 barrels of daily production for such oil wells and a $0.50 per
Mef for the first 300 Mef per day for such gas wells.

The tax credit will be phased out in cqual inerements as prices for of and natural
gas rise. The phasenut prices, which are based on BTU equivalence, are as
follows: |
. Oil--phase out between $14 and $20
Gas~phase out betwaen 52.49 and $3.55

The tax credit {s creditable against regular tax and AMT.

Additional Legislative Initiatives

Geologiea]l and Geophysical Costs. We continue to urge tire adminiseration to
SUpport the current expensing of G&G costs. We undersiand that the
administration is studying the tax treatment of G&G costs, and we recognize that
legislalive action muy be required.

Eliminate the Net Income Limitations on Percentage Depletion. Currently, the
depletion deduction cannot exsesd 100% of income from the property, and the
deductions from 3ll properdes cannot exceed 65% of taxable income. Many of
producers have so little income from the property that the net income limitations
further restrict the value of their deductions. We support the repeal of bath these
limitations, .

37



- B3/1AR 24 ’S4 @6:S6PM TREAS 202 622 2599  $en Doren-DC -++ Cong Brewster D@ 351003/004

Limitstion on Exports. We favor abalishing the existing
prohibitions against the export of domestic crude all producdon
provided that full and adequate protections for the domestio
merchant marine industry are assured.

OCS Deepwater and Prontier Ares Production. With domestic reserves
dwindling, areas with potential (or new production are the
deepwatcr of the Outer Condnental Shelf (water depths greater than

' 400 merers) and frontier areas. The costs of finding and producing
most oll and gas in these ateas exceed the current price for that ofl
and gas. We suppon the consideration of & per barrel tax credit to
encourage deepwater and fronticr production.

Administrative/Regulatory Initiatives

Oil Pollution Act of 1990. We believe that the financlal
responsibility provisions of OPA 90 are vocrous and unnecessery,
and we support @ reduction of the dollar limits. In additos, thess
financial responsibility provisions should be made more realistic

in a number of ways. First, OPA must recognize that insurers
function as indemnitors, rather than guarantors, and are thurcfore
not sacondarily liable for all the insured's debts. Second, because
not all claims under OPA are payable on the day of & spill; we
support o thorough examination of resources to jdentify those that
ore available for the immediate clean-up and those that are
availgble in the longer term to pay any damege claims and
restoration costs. Third, we belleve that MMS should structure a
regulation regarding de minimis quantitics. Finally, MMS’

definition of "navigable waters” under OPA 90 should be reasonable
and appropriately narrow in light of Congressional intent o apply . .
OPA '$0 to true "offshare facilities” not facilities onshore. -

@  Royaity Reduction. To remaip ~ompetitive in stracting capital,
U.S. royaity laws should be reassessed. The existing royalty
reduction for marginal ail wells on public lands (cnshere) should be
expanded 1o include marginal natural gas wells. The royslty
reduction for offshore production should be extended for new.
activity, cspecially deep water and other frontier areas, and
marginal properties. Finally, we support legislation thet would
temporar{ly suspend the collection of royalties from wells in deep
water, such as-the bill that was approved by the Senate Energy and
Naturs] Resources Committee.

L Royalty Collection. “Reinventing Government” legislative
proposals establish an unwarkable, unfair penalty regime that will
have particularly adverse affects on nstural gas production. The
Administration should withcraw this proposals and work with
industry to eliminate royalty collection problems. 35
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e Underground Injection Control. The EPA i3 developing revised |
regulations, reportedly deviating from recommendations made by the
Advisory Commirtee on UIC, Indications that the EPA Is cansidering
tightening regulations are disappointing, especially in light of
its report to Congress which found that any problems could be solved
by enforcing existing regulations, rather than adopting new rules.

This proposal could be extremely costly to the industry without
improving environmental protection. We oppose the EPA proposad
revision of exsting UIC reguletions. '

Natural Resources Damage Assessment. The Departments of Interior

and Commerce are developing regulatons to impose Liabllity on

natural resource producers for injuries caused by hazardous :
discharges. Although relevant statutes do not require it, damagez could include
emotional loss of persons who do not suffer from direct consact or use of the natural
resources. ‘The "non-use” dsmage proposal relies on an economic methodology
known as contingent valuation (CV).! However, a panel of economists created
by NOAA was unable to confirm that CV was & seliable methodalogy, We
believe that CV for dumage assessmenus Is seriously flawed and oppose the
inclusion of Yability for non-use value loss In the final regulations.

Ol 2ad Gas Leasing on Public Lands. The Interior Department is conducting an
internal review of leasing to promote s new approach called “ecosystem
management" Current law, the Federa] Land ;ol!cy Management Act (FLMPA),
is based on multiple use, including oil and gas leasing activity. We urgs the
Interior Department to abide by the principle of multiple use.

U An example of CV is as follows: after the Exvon Valdez oil spill, there were some
who claimed 1o have suffered emotional loss due to teports of dying Alaskan wildlife. As
a method to determine Exxon's liability for this emotional loss, the CV process begins
with asking a group of househalds to estimate the monetary value of their indirect
emotional loss. The damages to be paid by Exxon are determined from the data o e
collected in the CV survey. ‘ : 3 /
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HI. A. Tax Proposals DRAFT

0. Introduction

Geological and geophysical (G&G) expenditures include the costs incurred for
geologists, seismic surveys, gravity meter surveys, magnetic surveys, and (perhaps) the
drilling of core holes.

1. Proposal
Immediate expensing of all G&G.

2. Fit with criteria
[to be supplied]

3. Existing policy baseline

G&G expenditures are "expensed” for tax purposes when oil or gas is not found and
amortized over the life of the well when oil or gas is located according to rules set forth in
Rev. Rul. 77-188 and amplified by Rev. Rul. 83-108.

These regulations are somewhat complex and are a source of dispute between the IRS
and the taxpayer as to when expensing is allowed. Generally expenditures may be expensed
when no oil or gas is found and a decision is made to terminate interest in the property.
Gaming the tax system can take place when "areas of interest" are narrowly defined to
increase the proportion of G&G that can be expensed under the regulations.

The DOE Domestic Natural Gas and Oil Initiative calls for DOE and Treasury to
review the tax treatment of certain advanced exploration and production techniques and to
complete a study of this issue in May 1994, 3-D seismic technology for geological and
geophysical exploration, which promotes the finding of oil and gas by providing higher
quality pictures of subsurface geology, has been found to be profitable by oil companies and
has nearly supplantd 2-D seismic for offshore exploration. Although more expensive than 2-
D seismic, 3-D seismic reduces the occurrence of dry holes which justifies the higher cost.
As computation continues to become less expensive, 3-D seismic will make inroads for
onshore exploration, where its use has been hampered by the need for numerous permits, and
the requirement that a sufficient pool of oil must be expected to justify the cost.

Proposals are being analyzed by Treasury for costs and by DOE for benefits.
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4. Possible variations
Several variations of G&G proposals are possible.
5. Pros and Cons of proposal

Pros

Cons
°
°

6. Legislative outlook
[to be supplied)

7. Costs to Federal budget
Revenue

S-year
10-year

Outlay equivalent tax expenditure

S-year
10-year

8. Other Impacts

[to be supplied]
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II. A. Tax Proposals DRAFT
Oil gnd Gas Production Tax Credi
1. Proposal

[Tentative as not determined.] The proposal provides for a $3 credit per barrel of oil
for several categories of wells. The credit applies to the first 15 barrels per day for all new
wellg drilled after June 1, 1994. The credit is phased out over oil prices between $14 and
$20 per barrel. A similar credit applies the first SO barrels equivalent for new gas wells,
Credit and phase out prices are indexed for inflation and creditable against the AMT. A $3
per barre] credit also applies to the first 3 barrels of existing “marginal well* production
(wells producing up to 15 barrels per day plus "heavy" oil producers and & new eatcgory of
"high water cut property” [2S barrels per day or less with produced water accounting for 95
percent of total production]). A similar provision is applied to gas [details as to whether gas
wells have to be marginal wells not clear].

In what appears to be a variation, the $3 credit would apply to the first three barrels
of oil for marginal wells producing § barrels per day or less at depths of less than 4,000 feet
and to marginal wells producing 10 barrels or less per day for other wells.

In addition the definition of marginal wells is expanded to include injection and water
disposal wells in the calculation of whether a property qualifies as marginal,

2. Fit with criteria
[to be supplied]

3. Existing policy baseline

No oil or gas credits are generally available on new primary production of regular oil
and gas. (Credits are available through the year 2002 for the production of qualified non-
conventional fuels from wells drilled before 1993. Tax credits are available for certain
enhanced oil recovery expenditures. See the description of current law oil and gas tax
incentives.)

4, Possible variations
To reduce revenue costs the level of the credit could be reduced, the proposal could

become effective at a later date, qualifying marginal wells could be redefined, or other
restrictions could be placed on the availability of the credit.

%2
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S. Pros and Cons of proposal
Pros
Cons

6. Legislative outlook
[to be supplied]

7. Costs to Federal budget

Revenue cost to be supplied. A preliminary DOE analysis estimates a revenue loss of

over $2 billion per year.
8. Other Impacts
[to be supplied]

%2
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IO A. Tax Proposals | DRAFT

1. Proposal

The proposal (S.403) provides a $5 credit per barrel of qualifying oil or energy
equivalent amount of gas produced after 1995 from properties that did not produce ‘
commercial quantities of oil or gas before 1993. To qualify, domestic crude oil or domestic
natural gas must be produced from a property a portion of which is located under at Jeast 400
meters of water. The credit can be used against the alternative minimum tax and can be
carried forward but may not be carried back (to reduce taxable income in previous years).

2. Rit with criteria
[to be supplied]

3. Existing policy baseline

No oil or gas credits are generally available on new primary production of regular oil
and gas. (Credits are available through the year 2002 for the production of qualified non-
conventional fuels from wells drilled before 1993. Tax credits are available for certain
enhanced oil recovery expenditures. See the description of current law oil and gas tax
incentives.)

4. Possible variations

To reducé revenue costs the level of the credit could be reduced from $5 per barrel,
the credit level could be affected by oil prices, the proposal could become effective at a later
date, or other restrictions could be placed on the availability of the credit.

5. Pros and Cons of proposal
Pros

Cons
°

°
6. Legislative outlook

[to be supplied]
7. Costs to Federal budget

Revenue cost to be supplied. A preliminary (MMS) analysis

Su
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8. Other Impacts
[to be supplied]
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DOMESTIC GAS AND OIL INCENTIVES

Materials received for meeting on Friday, March 25 at 10:00am
Treasury

Outline Sections

II. Current U.8. Policies toward the Gas and 0il Industry
A. Tax Policies
B. Royalty Policies
C. Import, export and security policies
D. Regulatory Policies
E. Direct Expenditures

III. Current Proposals Involving Gas and 0il

A. Tax Proposals
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A. Tax Policies
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II. A. OIL AND GAS TAX INCENTIVES

Introduction

Preferential tax treatment is the principal source of assistance provided by the federal
government to the domestic oil and gas industry. These subsidies, known as "tax
expenditures”, total in excess of $17 billion over S years. Tax expenditures that benefit the
oil and gas industry are considerably larger than direct Federal expenditures. Direct
expenditures are projected to total $7 billion over 5 years.! (To be superceded by DOE’s
direct expenditures information.)

Tax expenditures are intended to encourage the exploration and production of
domestic oil and gas. These incentives are generally justified on the ground that they
increase U.S. energy security by reducing vulnerability to an oil supply disruption through
increases in production, reserves, and exploration and production capacity. However, these
various means of achieving energy security gains are not equally cost effective, nor are the
security and economic considerations relating to oil the same as those relating to natural gas.
For example, in contrast to oil, natural gas production is expected to continue to increase,
gas prices are at their highest levels since 1985, and, in addition, natural gas production will
surpass crude oil in value and energy content within two or three years.

Oll and Gas Tax Expenditures

Under current law, six tax expenditures are specifically targeted for the oil and gas
industry. These are noted below in order of the size of the associated tax expenditure, with
a brief description of the tax provision and its effectiveness. (See attached Schedule 1 of
recent oil and gas tax legislation.)

The tax expenditures discussed below are measured on an "outlay equivalent” basis,
i.e., they show the amount of outlay that would be required to provide taxpayers the same
after-tax income as are received through the tax preference. The outlay equivalence measure
allows a direct comparison of the cost of a tax expenditure and a direct federal outlay.

Percentage Depletion

A taxpayer other than an integrated oil company (an oil company that engages in
substantial refining or marketing) may, as an option under Section 613A (c), deduct from
taxable income a percentage of oil and gas revenue known as "percentage depletion.” The
cost of the property may be first amortized through cost depletion reflecting the decline in

! The largest direct expenditures involve HUD energy assistance outlays projected to be $3.6 billion
over § years and $3.1 billion over § years of forgone interest on purchases of oil for the Strategic Petroleum
Reserve. Figures extrapolated from data in Federal Energy Subsidies: Direct and Indirect Interventions in
Energy Markets, November 1992, EIA Service Report SR'EMEU/92-02.
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MEMORANDUM FOR DISTRIBUTION
FROM: Heather ROSS

SUBJECT: pomestic Gas and 01l Incentives

As previously advised, the working group will meet Friday, March
18. Because of late-arising room availability problems, the
meeting will now occur from 10 am to 12 noon in Room 10-103 NEOB.
1 apologize for any inconvenience this causes.

vesterday's Deputies meeting agreed to consider together all
proposals for assistance to the gas and oil industry and tasked
the working group to do a number of things in preparation for 2a
further Deputies meeting in three weeks time.

1. ldentify the full scope of proposals to wrap into this

process. Those agreed at the meeting are Senator Johnston's

royalty relief bill S318, gsenator Breaux's four proposals in
his March 7 letter to the President, and the proposals under
development by Senator Boren's group.

2. Prepare a legislative analysis considering these proposals
and proponents in the context of other legislative
initiatives.

3. Prepare a paper presenting relevant economic background,

describing existing tax preferences and other pertinent

elements of current policy toward the industry, and
evaluating the current proposals. This will ultimately
accompany a succinct options paper forward in the decision
process.

4. Consider and advise the proper relationship between this

effort and other related activities, including the study of

costs and benefits of oil imports under the Domestic Gas and
0il Initiative.

5. In light of the above, propose 3 schedule for arriving at an

agreed Administration position and strategy on these issues,

including an approach to the President's meeting requested
by Senator Boren et al.

6. Prepare talking points for use while the Administration is

conducting its deliberations. These are intended not to

convey excessive expectations, and any comment outside them
should be agreed first at the Deputies level.

This list of tasks will form our agenda. The major effort will be
item 3; a broad proposed outline to get us started is attached.
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DOMESTIC GAS AND OIL INCENTIVES

I. overview of the Gas and 0il Industry
A. Nature of the Industry

Global and domestic characteristics
Long-‘term trends and recent experience

B. Criteria for Evaluating Government policy
Microeconomic considerations
Macroeconomic considerations
Security considerations
Budgetary considerations
JI. Current U.S. Policies roward the Gas and 0il Industry
A. Tax Policies
B. Royalty Policies

C. Import, export and security policies

p. Regulatory policies: environmental and other

111. Current Proposals involving Gas and Oil
A. Tax Proposals
B. Royalty Proposals
C. Import/Export/Security Proposals

D. Regulatory Proposals

Building blocks for Section 3: paper for each proposal, up to 5
pages in common format.

1. Proposal

2. Fit with criteria

3. Existing policy pbaseline

4. Possible variations

5. Pros and cons

6. Legislative outlook

7. Costs: federal budget; gross and net; 5Y¥T and 10yr
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Minerals Management Service

Facsimile Transmission

FAX Phone
To: Heather Ross
From: Carolita Kallaur (202) 208-7242 (202) 208-3500

COMMENT: Attached are the two papers you requested. Please call if you have
any questions.
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o
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Date: March 14,1994  Number of Pages (including cover): 8
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Revenue Neutrality of Deep-water Incentive Proposals

Congress is considering two bills that ‘would provide incentives to deep-water

potentially high cost in forgone revenues to the Government. Thjs paper
addresses means to reduce the revenue impacts of these bills.--

What is revenue neutrality?

From a budget perspective, revenue neutrality means that any revenues
forgone due to an incentive program must be offset by increased revenues
from other sources, primarily from additiona} production that would not
otherwise occur. Furthermore, budget rules require that a proposal be
Tévenue neutral in each year of the Planning period--five years for

Administration and House bills and ten years for Senate bills. /

program would not meet the requirements of the budget rules, the incentjve
could be viewed as ap investment that pays long term dividends.

What approaches can be used to diminish revenue impacts?

Revenue losses derive from incentives that provide more relief than is
Necessary to stimulate production. These losses take three forms:

o Providing relief to profitable projects that would proceed in the
absence of an incentive,
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The most successful policies to diminish revenue impacts would both prevent
undeserving projects from receiving relief and allow for variation in the
amount of relief. The following policies, listed roughly in descending order
of effectiveness, could reduce revenue impacts.

®  Case-by-case review; Reviewing the economics of each deepwater
project would allow the Dcpartment to determine whether relief is
needed and to fine-tune the sizc of the relief to the specific project.
However, analyses of fields that have not produced are subject to
considerable uncertainties, which could result in determinations that
prove to be wrong, ex-post. In addition, conducting careful analyses
of these projects requires considerable budget and FTE resources.

® ° Limit relief to new leases:. Limiting relief to new leases eliminates near-
term revenue concerns. In deep water, lead times between leasing
and development are long enough to delay actual royalty relief several
years into the future. In addition, bonuses bid on new leases eligible
for financial incentives allow the Government to recapture some of
the value of the incentive.

®  "Pay-back" provisions: The Department of Interior proposed that
incrementally higher royalty rates apply to post-suspension production.
Short term revenue losses would fall to the extent that firms with large
discoveries might prefer current royalty terms over a combination of
the suspension and higher future payments. In the long term, the
Treasury would recover all or part of the forgone royalties from large
discoveries through the higher royalty rate. For the marginal fields to
which incentives should be targeted, post-suspension production would
be too small to recover the forgone royalties. Existing authority to
reduce royalties on producing leases would still allow the Secretary to
grant relief to prevent premature abandonment.

®  Additional screens: In the absence of case-by-case reviews, some
general screens can reduce the likelihood of granting relief to projects
that would proceed anyway. For example, the incentive could apply
only to fields for which no development plan had been filed prior to
enactment, since development plans are a strong indicator of an
intention to proceed. While this would eliminate those existing
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discoveries most likely to proceed in the next few years, other future
discoveries, or existing discoveries that have not yet filed a plan, might
still receive unnecessary relief. Scrcens based on a combination of
other factors, such as field size and water depth, could be used to
cither deny relief or to set the size of relief to be offered.

®  Reduce the incentive} The size of the incentjve could be reduced

screens for eliminating projects that do not require relief or for
including all projects that might benefit from relief.

S. 318 (Royalty Suspension)

The MMS proposal to revise §. 318 would grant a smaller aulomatic
suspension, allow for case-by-case fine-tuning of the suspension size, and
charge a higher royalty rate for post-suspension production. This approach
could result in long-term gains to the Treasury, but there would be near-

term budget impacts unless the Case-by-case review permitted the denial of
suspension.

S. 318, as amended, gives the Secretary 90 days to review applications for
royalty suspension and deny relief to those projects that would be economic
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applications, may preclude the careful evaluation of applications if the 90-
day limit is enacted. This increases the probability that there will be
revenue losses from granting relief to fields where production would occur
anyway.

S. 403 (Tax Credit)

S. 403 provides a tax credit of $5.00 per boe for production in at least 400
meters of water. Preliminary analysis of the tax credit estimated a long-term
revenue loss of over $5 billion from fields that would produce in the absence |
of an incentive. In addition, the tax credit would result in production from
several fields for which development and production costs exceed the
expected market value of the resources. Several limitations were

considered, including a smaller credit, restricting the credit to new leases or,

to a specific volume of production, and limiting the credit so that project
specific taxes-would be no less than zero: {However, in the absence of case-
by-case review, no combination of these limitations would clearly result in j
Ievénue neutrality. ’ '
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Royalty Rate Reduction Program
For Stripper Oil Properties

Background

In an effort to increase domestic oil production, the Bureau of Land
Management (BLM) amended regulations at 43 CFR 3100 (1992) for
stripper oil properties. The final rule, "Promotion of Development,
Reduction of Royalty on Stripper Wells," published August 11, 1992, and
effective September 10, 1992, established the Stripper Program whereby
operators can file for reduced royalty rates on stripper oil properties= A
stripper oil property is classified as one producing less than 15 barrels-of
oil per day, as averaged over a 12-month qualifying period. -Under the
Program the amount of royalty reduction is dependent on the rate of

production. The Federal lease royalty rate can be reduced to as little as
0.5 percent’

The Program is designed to operate for five years. The Program can
terminate prematurely if the oil price, adjusted for inflation, remains on
average above $28 per barrel, based on West Texas Intermediate crude
average posted price for a period of six consecutive months. Under
these circumstances, the benefits of the royalty rate reduction may be
terminated upon six months notice.

The BLM initiated the Stripper Program to encourage operators "to place
marginal or currently uneconomical shut-in oil wells back in production
and to provide the economic incentive to increase production=by
reworking such wells, drilling new wells, and/or by implementing
enhanced oil recovery projects.- A Department of Energy study
concluded that a royalty rate reduction initiative on stripper il properties
could increase annual domestic oil production by 4.7 million barrels.

The Royalty Management Program (RMP) is now administering the
Stripper Program for the Bureau of Land Management (BLM). In
implementing the Program, the RMP issued "Dear Operator" letters on
August 20 and September 2, 1992, describing the Program and providing
instructions on filing the required form. In addition, a number of regional
informational sessions were held in September 1992 to provide operators
with Program details. Every effort was made to notify industry of the
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availability and requirements of the Program.

In administering the Program, the RMP is primarily tasked with verifying
the reduced royalty rates submitted by the operator. Operators of
qualifying properties must notify RMP of the intent to take the reduced
rate via a notification form. Operators are required to calculate the
reduced rate based on their production records for the initial qualifying
base period, which is defined in the regulations. While the notification
form is very simple to complete, the time the operator invests in
calculating the reduced rate can vary depending on the number of wells
involved in the property in question. It is important to emphasize that
one notification will meet the regulatory requirements for a five-year
royalty reduction; submission of an additional notification is needed only
if the operator wants to further reduce their royalty rate based on reduced
production levels.

Ex rin_ nder The Program

The RMP received notification forms on approximately 3,800 properties in
the initial year of the Program; this represents over 60 percent of the
properties anticipated to qualify for a reduced royalty rate. Although
there is not a single explanation for the other properties not coming
under the Program, a number of operators told us they decided against
submitting for the royalty rate reduction because of privately-executed
contracts they had with overriding royalty interests. The contracts
provided that if the lessee received a royalty rate reduction on Federal
royalties, they must pass the windfall on to the overriding royalty interests
thereby negating any economic gain from the royalty rate reduction on
the Federal percentage.

Of the approximately 3500 property notifications that have been reviewed
by RMP to date, 74 % of the notifications resulted in a match between the
royalty rate reduction submitted by the operator and the royalty rate
reduction calculated by RMP. Approximately 7 % of the properties
reviewed were confirmed for a rate lower than the operator calculated
while about 8 % of the properties were confirmed for a higher rate than
what the operator submitted. Only about 6 % of the reviewsd
notifications resulted In a denial of the reduced royalty rate,
Approximately § % of the notifications received were duplicates of
previous submissions.
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Since September 28, 1993, RMP has received notification forms on 780
properties. Of the 780 propertiss, approximately 85 percent are
properties on which operators are submitting for a further reduction of
their first-year reduced royalty rate.

Overall reactions of operators toward the Program have been favorable.
However, several small operators have expressed concerns regarding the
availability of production information. Usually these operators have
encountered problems in obtaining production information on properties
they took aver from other operatars. In these cases, RMP provides the
avallable production history to them. In a few other cases, RMP has
been asked why operators are required to submit a notification form to
qualify for a reduced rate. These operators feel RMP should calculate
the rate on behalf of the operators and not require operators to calculate
the rate themselves. The RMP faels strongly that the obligation should
be with the operator to seek the royalty rate reduction. Individual
operators have also expressed an interest in having the program
extended to gas wells.

Effectiveness Of The Program

The overall feedback that RMP has gained from day-to-day contacts with
the industry is that the Program is well received. The effectiveness of the
Program in terms of accomplishing BLM's overall objectives has not yet
been determined. The BLM is currently conducting a study that is
intended to provide an overall assessment of the Program’s
effectiveness.
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March 14, 1994

MEMORANDUM FOR DISTRIBUTION
FROM: Heather RoOss
SUBJECT: Domestic Gas and Oil Incentives
Attached are materials for the subject NEC Deputies meeting on
Wednesday, March 16, from 8 am to 9 am in Room 180 OEOB.
* Senator Breaux letter
* Senator Boren et al letter
* proposals under development by Boren group
* gummary list of proposals
The purpose of the meeting is to consider these proposals and

agree on a process for establishing an Administration position
and strategy in this area.

Bill White DOE
Roger Altman TRS
Bob Armstrong DOI
Jeff Garten DOC
Bob Sussman EPA
Bill Burton Cof S
Pat Griffin Leg. Aff.
Joe Stiglitz CEA
Alice Rivlin OMB
Bill Galston DPC
Katie McGinty OEP

Bo Cutter NEC
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* LOVIBIANA R
QEDRMIAICAN PLact, Sum 2010

w-BaT0R Rovac LA 70826
MAJORITY - {804) 3833080

oS Bnited States Senate B

SFFRRSOMN SYRURY, ROOM *

:ou:.::c:; ::::‘c:;‘ AND WASHINGTON, DC 20510 aumgf;..l;'mm
— T
SPECIAL COMMITTEE ON AGING March 7, 1994 Mouwae, LA 71200
waniitagton Osricy: ’ ., 0183232320
{202) 2244023 “‘ﬁu:: :B!;;L :uu.:ull
. AEET, SuiT
The Honorable William J. Clinton Lo
President of the United States —
The White House (913) 487-8446

washington, D.C. 20500
Dear ¥r. President:

I appreciate the time and-attention your Administration has
given to the development of an energy policy. Your Domestic
Natural Gas and 0il Initiative (the Initiative) issued in
Dacember of 1993 is an important first step towards developing a
long-term strategic policy for domestic energy security. I have
been meeting with key officials of your Administration on
gsuggestions which I believe will build upen what you have already
started in the Initiative. I am writing to bring these proposals
directly to your attention and urge your suppozt.

Clearly, for the foreseeable future, oil and natural gas
will be the key components of domestic energy supply. However,
with the continuing drop in oil prices and increase in enexgy -
imports, domestic energy security continues to be at risk: Costs
of exploration and production are, in most cases, greater than
the rate of return.. If steps are not taken, this country will
lose valuable energy production, thereby further increasing our
reliance on imports. The following are proposals that, if
adopted, will strengthen domestic energy security.

Expensing of Geological a ophysical cogts. Currently, a
taxpayer can deduct geclogical and geophysical exploration costs
only if the well is dry. In order to make state of the art
technology financially available to all producers and to’
encourage exploration and production, I have introduced
legislation (S. 1622) to provide that these expenses ara
deductible regardless of whether the well is dry oxr producigg.

Deepwater Production Incentiyes. Some of the last remaining
0il and gas reserves are prohibitively expensive to recover. :
In pareti&ylar, an estimated 8 billion barrels of oil equivalent
are located in the deepwater, water dapths of 400 meters or more,
of the Outer Continental Shelf (OCS) in the Gulf of Mexico.

A state of the art rig in deepwater can cost more than $1
pillion, as opposed to $300 million for a conventional fixed leg
platform. Because of the high cost and high risk associated with
deepwater production, most will only occur with a production
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March 7, 1894
Page Two of Two

incentive. Legislation I have introduced, £. 403, would provide,
a 85 per barrel eqQuivalent production tax credit for oll and gas
produced in the deepwater of the 0CS. It is esifmated that this
tax credit proposal will eraate up to 105,000 new jebe in 1598~
and will suetain job creation at a level of up to 80,000 in the
yoar 2017. :

Marsinal Productiog Incentives. The drop in oil prices has,
in many cases, made the coat of production greater than the rate
of return. This situation ie particularly problematic for
marginal and estripper pzoducere Lhat provide 14% of the domestic
enargy supply. ‘Tax rellef for these produccrs in the form of a
production tax crxedit is critical to ensure that the country does
not lose thie wvaluable preduction. :

Envizonmental Eguumlization Fee. Domestic refining capacity
is important to the national gecurity of the United States.
During the 19608, 130 U.S. refinerias clngedeea 42% decrease of
the number ¢f U.5. refineries., There was a corresponding
dacrease of refining capacity of 20%. A private study predicte
that 37 more refineries with a 1.5 million barrels per day '
capacity éo: 10%) of U.S. domestic capacity will be at risk over
the next five years.

Moreover, the productien costs of U.S. reflners are much
higher than those of foreign owned refiners due to important and
stringent environmental laws such as the Clean Air Act. Thare is
a significant cost differential associated with the eanvirovnmental
requiraments. This decline in refining capacity is a threat to
U.S. national secuzity. To guard against loaing ratfining
capacity, a fco on gasoline imperts should be imposed tov
eliminate thae diffarential.

I appreciate your conaideration of these proposals. There
is strong urgency to act now, and I look forward to continuing to
work with you and your Adminislzation on these solutions to
develop & comprehensive and offective encrgy policy that will
help reduce reliance on oil imports and strengthen domestiec

enexgy seocurity.

n Breaux
UNITED STATES SENATOR

cerel

s - - 0 e LA Y et || St e = damm e f——— s cne
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Congress of the Wnited States
Washington, BE 20515

March 10, 1994

The Honorable William J. Clinton
President of the United states
The White Houde

washington, D.C. 20500

Dear Mr. Presldent,

We join in this letter to call your atlLention to the
alarming deterioration of a vital American induatry -- the

domestic oil and natural gas producing industry. 1na collapse of
oil prices that bagan last October has driven U.S. prices below
the cost of much of our domestic production. This gituation has

sent shock waves through the communities we represent as

businesses are forced to close and thousands ol Americans beceome

unemploved.

The statistics speak clearly to the czisis which the
domestic industry and the nation face. 10,500 Amaricans have

jost thelr jobs since October because of the extraordinarily 1low
prices. This job loss is in additioen to the nearly 500,000 jobs

that have been lost in Lhe last decade.

Precious natural resources as well as jobs are at stake.

Low prices also result in lost natural resocurcce. Most of the
nation’s 450,000 marginal ocil wells are unprofitable to proguce
at current prices. If these prices persist for much longer, many
of these wells will be plugyed and abandoned, which mcansg that
Lheir reserves will be lost permanently. It igs estimated that

nearly 50,000 wells will ba abandoned in 1994 if oil pcices

remain at $14 a barrel. We are particularly eoncerncd about this

possibility because marginal wells aceount for 14 percent of

domestic oll production and are an integral part of Lhe domestic

oil business and cur states' econiomies. Many pcople don't

understand that once thcee wallg are plugged., the eil and natural
gas areée lost foraver. cur nation cannot afford to waste these

resources.

production is already declining precipitously. U.S. oil

production averaged only 6.8 million barrele per day in 1993, our
nation's lowest oil production level since 1958. It is almoest’

ecertain that the 13394 production levels will be even lower.

{s particularly disturbing in light of the faect that wa currently

import over 49 percent of U.S. consumptinn of oil. furcher

deterioration of the domestic industry will only incremsse thip
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nation’s dependence on foreign sources of energy. Imported oil
currently accounts for an astonishing § 44.7 billion of our trade
deficit. That represents capital fleeing our nation that leaves
cur economy struggling to find the capital to invest and create

jobs in the United States.

The job loss and resource loss described in this letter
cause real economic dislocation and drain scarce federal, state,
and local resources that could be spent for the education,
infrastructure, and investments neceesary for our nation to
compete in a global market. Many sectore of our national economy
have reaped economic windfalls resulting from extraordinarily low
0il prices. We do not want to impede economic growth in any
sector of the United States’ economy. However, we feel strongly
that it is in the best eccnomic interest of the eantire nation
that our domestic enexgy industry survives and that we obtain the
maximum wvalue from our current investment in the resources
extracted through marginal and stripper wells.

Mr. President, we urgently request a meeting with you at the
earliest possible time to discuss policy options to address this
situation. A prompt and effective response to this crisis is
required. Although the domestic oil and natural gas producing
industry is highly efficient and technologically advanced, unless
U.S. energy and investment policies are made competitive, the
U.S. will remain at great risk of the premature and permanent
loss of vital production.

Sincerely,
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'Letter to President Clinton
on the domestic 0il and gas industry
March 10, 1994

Senators:

Max Baucus (D-MT)

Robert Bennett (R-UT)
Jeff Bingaman (D-NM)
David L. Boren (D-OK)
John B. Breaux (D-lA)
Hank Brown (R-CO)

Dale Bumpers (D-AR)
Conrad Burns (R-MT)

Ben Nighthorse Campbell (D-CO)
Thad Cochran (R-MS)

Kent Conrad (D-ND)

Larry Craig (R-ID)

Bob Dole (R-KS)

Pete V. Domenici (R-NM)
Byron L. Dorgan (D-ND)
Wendell Ford (D-XY)

Phil Gramm (R-7TX)

.Orrin Hatch (R-UT)

Kay Bailey Hutchison (R-TX)
Nancy Landon Kagsebaum (R-KS)
J. Bennett Johnston (D-LA)
Trent Lott (R-MS)

Mitch McConnell (R-KY)
Frank H. Murkowski (R-AK)
Don Nickles (R-OK)

DPavid Pryor (D-AR)
Richard C. Shelby (D-AL)
Paul Simon (D-IL)

Alan K. Simpson (R-WY)
Ted Stevens (R-AK)
Malcolm Wallop (R-WY)
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Representatives:

Wayne Allard (R-CO) (4th]
Bill Archer (R-TX) [7th)
Michael A. Andrews (D-TX) [25th)
Spencer Bachus (R-AL) [6th]
Scotty Baesler (D-KY) (6th]
Joe L. Barton (R-TX) ([6th]
. Tom Bevill (D-AL) [4th]
Henry Bonilla (R-TX) [23rqd).
Bill Brewster (D-OK) [3rd]
John Bryant (D-TX) [S5th]
Jack Brooks (D-TX) [9th]
Sonny Callahan (R-AL) (1st]
Dave Camp (R-MI) [dth] :
Jim Chapman (D-TX) [1st]
Larry Combest (R-TX) {19th)
Gary A. Condit (D-CA) [18th]
Jerry F. Costello (D-IL) [12th)
Cal Dooley (D-CA) ([20nd])
Chet Edwards (D-TX) [l1llth]
Thomas W. Ewing (R-IL) [1S5th]
Jack Fields (R-TX) [8th]
Martin Prost (D-TX) [24th]
Pate Geren (D-TX) [12th]
Dan Glickman (D-XS) [4th]
Henry B. Gonzalez (D-TX) [20th)
Ralph M. Hall (D-TX) [4th]
Jimmy Hayes (D-LA) [7th]
Wally Herger (R-CA) [2nd]
.Joel Hefley (R-CO) [Sth]
Peter Hoagland (D-NE) [2nd)
Amo Houghton (R-NY) (31st])
Earl Hutto (D-FL) [1st]
James M. Inhofe (R-OK) [1st]
Ernest Istock (R-OR) [5th]
‘Wwilliam J. Jefferson (D-lA) [2nd]
Eddie Bernice Johnson (D-TX) [30th]
Scott L. Klug (R-WI) (2nd]
Blanche Lambert (D-AR) ([1st]
Greg Laughlin (D-TX) [14th]
Robert L. Livingston (R-LA) {lst)
Jim McCrery (R-LA) [5th)
Dave McCurdy (D-OK) [4th]
Scott McInnis (R-CO) [3rd] -
Alan B. Mollohan (D-WV) [1st]
G.V. "Sonny" Montgomery (D-MS) [3rd)
Solomon Ortiz (D-TX) [27th]
Michael G. Oxley (R-OH) [4th]
Mike Parker (D-MS) {4th)
.E4 Pastor (D-A2) [2nd)
Collin C. Petersen (D-MN) [7th]
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J.J. Pickle (D-TX) [10th]
Earl Pomeroy (D-ND) [AL]
Glenn Poshard (D-IL) [19th]
Nick J. Rahall II (D-WV) [3rdl]
Bill Richardson (D-NM) [3rd]
Pat Roberts (R-KS) [1st]
Dana Rohrabacher (R-CA) ([45th)
J. Roy Rowland (D-GA) ([8th]
George E. Sangmeister (D-IL)
Rick Santorum (R-PA) [18th]
Bill Sarpalius (D-TX) ([13th]
Patricia Schroeder (D-CO) (1lst]
David E. Skaggs (D-CO) [2nd]
Joe Skeen (R-NM) ([2nd]
Jim Slattery (D-KS) [2nd]
Lamar Smith (R-TX) ([31st]
Charles W. Stenholm (D-TX) [17th)
Mike Synar (D-OX) [2nd]

" W.J. "Billy" Tauzin (D-LA) [3rd)
Frank Tejeda (D-TX) (28th]
Bill Thomas (R-CA) [21st]
Craig Thomas (R-WY) [AL]
Walter R. Tucker IIXI (D-CA) [37th]
Pat williams (D-MT) ([AL]
Charles Wilson (D-TX) [2nd)
Bob Wise (D-WV) [2nd] :
Don Young (R-AK) [AL]
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provide a 33 per barzel tax credit for th:: first 3’ b::.n'els of daily producuon from an '. .
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natvral gas pmducuon. E
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e mclude tn the current Section S13A(e)(6)X(D) deﬁnmnn of "marginal well” 2 new Latcgury
tor "high wuter cat prnperty - produeing 25, barrels per day oOr less per w:ﬂ. with = -
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- ¢  include injection and water dnuasal wells ir th:: calmIa.uon to detc:mme wh;ther a-
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7 increments us prices for ol aad natural gas rise, as tndows -
Oil—plisse qut between $14 and 520 deno
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e Both the tax credit and the pha.sa our prices wuuld be mde:ed £or mﬂaunn

. @ 'The credit must be creditable agamv rrg'tﬂar ax znd Al\ﬂ'_
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' Oil Pollution Act of 1050, We believe: that the financial responsioflity provisions of OFA §0re
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Gealogical and Geophysical Costs. 'We contimue t0 1rge the admi%ﬁs&a'ﬂon 1o suppotl the S
_entrent expensing of G&G costs. We understapd that the administration is studying the &x
treatment, of G&G corts, and we reingnize: thar legislative acton midy be requircd o

. Strategie Privolsum Reserve rsrR)J “The SPR is jutcuded ‘as-g backup of resqures to prevent

* - an mterruption of ol supplics in the U.S. in the oveat of & loss of imported oil. Ofl impors are:
. growing, end the amomnt of oil uceded 10 provide the 90 day cushion has rsep abave the SE0

mm bbls it are encreatly stored To protect domestic COBSUMETS, the US. must résume filling;
‘Uie SPR. “We strangly suggest that ofl purchases for the SPR shauld he targeted atthe most ( _
ranrginal wells (wells osrtified 1 gverage ope or less barrels of praducdon per day) ur wells thet

are gligible to recaive the new well tax ecadiv * Lo e Y

U

YL

13 Vo

' onerous and mmerrsgar.y_? and we supporT 2 reduction DfL’nedoIld.r \aits.

kwélﬁigssl_usﬁoé. To remain aompétiﬁk ‘W witracting capital us. Toyalty laws stould be

reassessed, The exsting ruyully reduction for marginal ol wells ort public lands (emhoge) ...
should be expiunde ta include marginal narural grs wells. The teyalty reduction for affshore- - *

production should be extended for new activity, especially deep ‘Water and gther frontier areas,
and marginal properrica. Finally, we support legisladion that would temporarily suspend thec:
" eollectian af royalties from wells in decp water, such’aé ‘the bill thaT was approved by the Semate
Encregy and Nut'u_:ﬁl P;'e.:zo‘uzcas Committec: "~ . - % KRR Vo e N, T ~;\ y

i 3 . ' . '- -'-",,.,"' ‘." ~_;2. s Timie o, . . x ‘....":.:'—
Réyilsy Callictio) "Reiaventing Qeyprnment 1Egiie proposkls combiih an v NFEHI:
unfair penalty regime thar will have particularly adverse affects on natural gas produeidon The -
Administranan should withdraw this proposals aad work with industry to climinate royalty - ¢
anllaction problems., L S eI e o

- -

.
e, Y
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 Undergronnd Infection Comal The EPA & Geveloping rovised regalations, reporedly” 7
deviatng from recommendations' ade by, the Advisory Committes oz UIC. Indications that =~

'« the EPA is considering tightening rogulatians are disappoiztiag, especially in Light of Ifs repol—

io Congress which found that amy problems could be salved by enforcing exdistmg reguladans, -
rather than adopting new rulez This proposal could be »xrremely “eostly ta the indosoy withaoe -
impraving environmentl protection. We appose the EPA proposed revision of existing ULC 40
regrdaﬁnu‘_ " . - . . : N ‘..'._ - . ;'..':,_' wen . ‘“.-"7"" Coe '.'.'. S . |. Vo

[

Naturnl Resaorces Damage Assessment; The Dcpulmcntsoflntm_mmd ccmmﬂce are -

developing regulations 1o impose Labilily uu natural resouree proditeers for injuries euticed by

* " "hazardous discharges. ( Although relevant stanzes do not require: it; damages ceinld felude/

‘emotional Joss uf parsaus who do not usc the natoral resources.” The "aan-use” damage V-
praposal relies on &n ecanomie methodalogy kadwn us contingent valiation (CV). However, a7l
‘panci of economists ereated by NOAA was unable to copfirm tirat GV was a reliable: A
methodalogy- We believe that CV for damage assessments is seripusly flawed and opoose Lhcy '
inclusion of lisbility far non-use value loss in the final re,gﬁl@libusf . : : S
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-~ @  Oil and Gas Leasing on Public Lands.  The Inrerior Nepartment #§ conducdng an intorual -
review of lepeing tn primnte a2 new upproach called "ecosystem management.” - Cuprent law, the
Federal I and Policy Mzpagement Act (FLMPA), is based on muldple use, inr.lud:':n_g ol and gas
Jéasing activity. We urge the Imtericc Department to abide by the principle of multiple we.,

: ot}wr_chisIaIive and Admin'isbﬂivafk'agﬂalwy ;@pr.aaches |

®  Limitations on Exports. We favar aholishing the existing prohibitions

. agminst the exportof » -
domestie arde nil pradietinn, o ' c

2R
> .

Revised Mureh 7, 1994
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DOMESTIC GAS AND OIL INCENTIVES

Boren Breaux

Tax credit for first x barrels and first y MCF per

v V4 day of production from designated existing and new
wells
v v’ Expensing of geological and geophysical costs

Purchasing of marginal and new well oil for
4 Strategic Petroleum Reserve

v/ Tax credit for deepwater oil and gas production
v Gasoline import fee

v Reduce financial responsibility requirements under
0il Pollution Act of 1990

v/ Reduce federal onshore and offshore royalties
v Eliminate royalty collection problems
v Terminate revision of EPA's existing Underground

Injection Control regulations

Y Exclude liability for non-use value loss from
DOI/DOC regulations on natural resource producers'
liability for hazardous discharges

v Maintain multiple use principle in oil and gas
leasing on public land

v Abolish prohibition against export of domestic
crude o0il production
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DOMESTIC GAS & OIL INCENTIVES WORKING GROUP

WHITE HOUSE/NEC

Kyle Simpson
Rich Rosenzweigq
Elizabeth Wagner
Carolita Kallaur
Joe Yancik

Dick Morgenstern
Bill Burton
Barbara Chow
Mark Mazur

Gary Bennethum
Brian Burke
Wesley Warren
Heather Ross

Following are papers received from OMB.

DOE
DOE
TRS
DOI
DOC
EPA
CofS WHO
Leg. Aff.
CEA
OMB
DPC
OEP
NEC

586-0148
586-7644
622-9260
208-7242
482-0170
260-0780
456-2271
456-2604
395-6809
395-3165
456-7028
456-2710
456-2223

@o01/012
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20603

OMB ENERGY & SCIENCE DIVISION FAX TRANSMISSION (202) 395-3165

March 14, 1994

Please deliver to:
Heather Ross, OPD

Fax was sent from:
Daren Wong (202) 395-3810
Energy Branch

Total transmission: 11 pages

<MESSAGE>

The "Draft Analysis of a Proposal for a National Security Fee on
Imported Gasoline™ Is attached. Please direct any questions or comments to
me. | can be reached on phone 395-3810, or fax 395-3165.
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ANALYSIS

The industry's own recent National Petraleum Councll report (U.S. Petroleum Refining,
August, 1993) and other related analyses raise serious guestions about the Coalition's conclusion
that there Is a natlonal security crises in the domestic refining industry. The Coalition's
arguments simply are not substantiated by the facis. The argument's put forth to justify the

impurted gasoline tax are based on favlty premises.

us ine j s ure dec - -1

Historical data on gasoline and refined product trade do not support the Coalition’s claim
that imports are currently a threat to U.S. domestic production. Based on the data, we find a five
year trend toward decreased dependence on imports. There is no basis to conclude that the U.S.
has increased its dependence on gasoline imports or refined products.

Enecrgy Information Administraton (EIA) volume data for the period 1980 1o 1993
indicates that nect imports of finished gasoline have not increased, and that net imports for alt
refined products fell by 40%. For finished gasoline, nel jmports accounted for 2.1% of U.S.
finished gasoline supply in both 1980 and 1993. Net gasoline imports Tose to 5.4% of U.S.
supply in 1985 and have declined every year since 1989. EIA data shows that total jmports of
finished gasoline rose only 78% from 1980 to 1993, rather than the tripling claimed by the
Coalition. In fact, total gasoline imports have declined 39% since 1988, and in 1993, stood at
their lowest level since 1983.

Net imports of all refined products was 7.8% of U.S. supply (on a volume basis) in 1980,
peaked at 8.6% in 1988, and declined to 4.7% in 1993. Total imports declined 22% from 1988
to 1993, see Figure 1. Also, see Figure 2 which shows that net imports of several refined
products as percent of U.S. supply are actually trending downward since the Jate 1980s.

With regard to future gasoline imports, the industry studies differ markedly with the BIA's
projections. As shown in Figure 3 the NPC's growth and declining demand scenario's prujcu
little or no increase in future gasoline imporis. The NPC projections include the nnpact on

foreign refineries of the availability of foreign capltal and foreign regulatory requirements. Also

2 draft March 14, 1994
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the NPC believes it is important 10 recognize that the U.S. ag¢ cohort that drives vehicles the
most has peaked, that licensed drivers with access 1o vehicles has reached the saturatjon point,

and that vehicle performance improvements will translate to cfficlency savings.

Redygtions in refigery capacity resulted from market pressures and overcapacity - not jmports.

E]A data ate consistent with the Coalition's claim that U.S. rcfining capacity and the
number of operating U.S. refinerics dropped during the period 1980 to 1993. During the period,
operating refinery capacity declined from 17.6 million to 14.8 million barrels/day, while the
pumber of operating U.S. refineries dropped from 311 In 1980 to 175 in 1993. Howecver, refinery
shutdowns occurred because of market pressures 1o reduce excess refining capacity, not because
of product imports or regulatory related costs. From 1980 (o 1984, U.S. refinery utilization rates
ranged from 67% 1o 77%, compared 10 d consistent historical range of 85% to 90%. Markets
adjusted to bring supply in line with demand, as utilization rates reached 85% in 1989, and
surpasscd 90% in 1993. '

While it is true that many, particularly small independent, refinerics have shut down aver
the last decade these closures are largely the result of competitive pressures and the prospect of
the need to make large capital ipvestments. The small, less technologically sophisticated
refineries face a significant disadvantage whenever they are required (o upgrade. Figure 4 shows
the technology gap which exists between the small and large rcfineries. While small, less
efficicnt and technically less complex refineries have had to close, the productivity of the larger
refineries has increased. From 1983 through 1993, the industry operated with a crude oil
throughput capacity in the narrow range of 14.8 10 15.0 million barrels/day, but with 58 fewer
refinerics in 1993 than in 1983. In the last decade, refinery productivity dramatically increascd
due to the use of new technology and improved operational efficiencies.

Finally, with respect 10 the adequacy of existing capacity to refine Strategic Pctrolcum
Reserve (SPR) crude oil in an cmergency, total domestic daily refining capacity is about 15
million barrels per day compared with SPR's maximum daily drawdown rate of 2 million barrels

per day. Clearly, there is sufticient U.S. capacity to refine SPR oil. 1n addition, therc is nothing

3 draft March 14, 1994
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to prevent SPR oil from being refined abroad. Totn] world crude oil refinery capacity is about

73 million barrels per day. About one-fifih is located in the U.S., the largest percentage of any

country.
Refini sts oulsi . are & iy d gios stic_refi ed to
meet the regulatory challenge.

Based on their modeling efforts using E1A product demand data, the Nativnal Petroleum
Council, an industry advisory group 10 the Energy Secretary, concluded that "imports may be
expected to play a diminishing role in U.S. light product supply" in their 1993 refinery study
[NPC, p-26]. Underlying this projection is the NPC assessment (hal current foreign refinery cost
advantages will nol grow, or will diminish in the future. The NPC was explicit in its assessment
that the U.S. market will be a formidable challenge to foreign refincrs given their limited offshore
financial and operating resources;

"First, health, safety, and environmental costs are cxpected to increase in all

foreign locations. Second, product consumption is expected to increase outside the U.S.
and product quality is expected 0 shift toward environmental fuels, making proccssing
costs increase significantly more than in the U.S. Finally, the cost of moving products
from foreign supply points to U.S. demand centers is expected 1o increase.” [NPC, p-203]

The cost of meeting environmen, safety, and health (ES&H) regulations will be 4 major
challenge for the U.S. refining industry. According to the NPC, U.S. refiner capital spending (per
unit of capacity) will be about 17% higher (or $7.3 billion) in the 1990s than the 1980s, but 39%
jower during 2001-2010 than the 1980s. Furthermore, ES&H compliance and reformulated fuels
production cO8ts will also increase refiners operating and maintenance expenses dramatically.

The NPC estmated capital expenditures by U.S. refiness for stationary source regulatory
compliance and product quality, amounting to $37 billion during the 1990s. They projected that
two-thirds of this spending will occur in the period 1991 to 1995. The NPC projects that the
Industry will have to seek external financing to support its cash flow needs and that this will
make It more sensitive 1o upswings In interest rates und downturps in demand. Cash poor
refiners will have 10 decrease COsts, and may have to sell, merge, partner with other firms, or go
out of business. lu particular, small refiners, known to be generally behind in modernizing their

facilities, will carry an extra burden to upgrade their plants.

4 draft March 14, 1994
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Although this Jevel of investment will stress the industry's ebility to finance the needed
changes it will also eventually affect non-domestic refiners as well. Foreign refinerics must also
meet domestic product specifications. And in many countrics, environmental regulatory

requirements are becoming equal to those o the U.s.

fitgbility of do efi i 5

1t is difficult to argue that the state of U.S. refining industry is a natlonal security threat
when many of companies are making good profits on their downstream operations. Refining and
markeling profits for the 19 companies tracked by The Oil Dally increased 64% in 1993 over
1992, while profit margins increased 609%. Profits and profit margins of most of the member
companies of the Independent Refiners Coslition also Increased in 1993. Because of an improved
economic climate encouraging gasoline consumptlon, and prices of crude oil at five-ycar lows,
the 1994 profit picture for refining and marketing continues to lovk favorable. It scems that it
would be difficult for the Administration, in light of the current refinery profit outlook to justify

providing import fee protection.

The Natj ceurit would i viojal ational agrecments.

Unless it is applied tv domestic as well as imported gusoline, the proposed fee on gasoline
would violate the GATT, NAFTA, and the CFTA. If the US. determined that imported gasoline
threatened the nation securlty, a fee could be justified under GATT, NAFTA, and the CFTA.

Undoubtedly, such a fee would be challenged under GATT. Nothing in the GATT
permits the imposition of fees on imports to equalize the economic burden borne by domestic
industry in complying with environmental or other standards that take the form of mandates,
rather than taxes affecting domestic products.

Under the Canada Free Trade Agreement, the U.S. would have to exempt Canada from
the import fee. Because Canada is a primary source of gasoline imports 1o the U.S., exemption
would significantly reduce the intended effect of the fee.

A gasoline import fee of 7 to 13 cents per galion would, of course, raise the prices
consumers, truckers, farmers, other businesses and all gasolines users must pay for fuel. This of

course would adversely affect the international competitiveness of non-refining U.S. industry.

s draft March 14, 1994



*03/15/94 20:086 8202 456 2223

@3/14/94 1658 WHITE HOUSE/NEC

[@oo07/012

The import fee would also have a significant effect on income disttlbution, transfereing billions
of dollars from consumers and business to the domestic gasoline refining industry. Consumers

objected strongly to last year's 4.3¢/gallon gasoline tax.

WMMJMMWW@

U.S. Burcau of Labor Statistics data in 1980 the petrvleun refining industry employed
155,000 workers. By 1992 there was a 25 percent drop in employment (mostly because of
productivity increases) to 116,000 workers. However, the rate of decreasc was substantially lcss
in more recent years declining only 7 percent between 1987 and 1992. The Conlition's argument
that the loss of 10 percent of U.S. refining capacity would result in the Joss of 570,000 jobs when

the industry only employs less than 120,000 is difficult to understand.

Reve § fro se dbet ] b
Levels of finished gasoline imports may be much less than that estimated by the Coalition.
Revenues from the fee may be much lower than the Coalition projects.

. ‘I'ne level of finished gasoline imports assumed by the fee's proponents is about
122 million barrels/year, which js 34 percent higher than the 1993 import fevel of
91 million barrels (11 month estimate annualized). We belicve this places an
upper bound on 1994 revenues at $267 million, $92 million less than the Coalition
estimate.

. The national security fee is & significant percentage of importer's profits. Some
importers may Stop shipments to the U.S. totally, and others may curtail imports
pecause of reduced demand. lmports may drop beyond 1994 because the fee
escalates through 1994. Revenues muy be far below the upper bounds we

calculated above.
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Figure 1. Reduced debendence on lmpqns of refined products.
Net Imports of Refined Products
as a Percent of U.S. Supply
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Souree: Energy Information Administration,

Monthly Energy Review, January 1804, Tables 3.4-3.10.
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while it Is true U.S. refinars have shutdown many refineriss over the past years, increased

productivity and output at operating refinaries

have kept pace with overall domaestic demand.

Figure 1 shows 8 trend toward decreased dependence on imported refined products. Net imports,

as a proportion of total supply dropped by over 60 percent in the last

classes of products tracked by the ElA.

decade. This is trua for most




" 03/15/94 20:086 202 456 2223 WHITE HOUSE/NEC

@3/14/94 16356 (d009/012
Figure 2. Import dependence for a variety of refined products, including gasoline.
Net Imports of Refined Products
" as a Percent of U.S. Supply
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Figure 3.

Forecasts of Net Imports of Gasoline
EIA and NPC Results
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Figure 4. Technologies implemented at small and large refining companiles.

On Crude Technology Comparison
Small vs. Large Refining Companies 1994
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&= Large Refiners Small Refiners

Compsnies capable of refining more than 200,000 b/d of crude oll utilize sophisticated refining
technologies at u much higher levs! than small refiners.

The 87 refineries owned by large refiners have an average capacity of 137,670 b/d of crude,
compared to an average of 34,772 b/d for the 91 retinerles owned by small refiners.



" 03/15/94 20:07 202 456 2223 WHITE HOUSE/NEC do12/012
@3/157/94 16: 3>

U S. Finished Motor Gasoline

Production, Imports and Expors

8000

7000 — — B

6000 41T+ 1111

S0004—N—"H K ¥ N N N ‘- D ; )
-8 N N > N < N N N N N
S 4000 RN R R ‘ ! :
® 30001 —HN*B a )
L N : . 3 .
L e N N B K :
2000 N R N .
N N N 8 B R _
1000 N NN N N : ' N ¥ B
N N B :
3

0- . N ¥ § i 0B N N BB B
‘80 '81 '82 '83 '84 '85 '86 '67 'é68 ‘83 '80 '91 '92 '93
Year

88S% U S. Production [ Total Imports [l Total Exports

Source: EIA




MAR 24 ’S4 ©6:17PM U.S. DEPT OF COMMERCE 28246825650 P.1/8

U.S. DEPARTMENT OF COMMERCE

BUREAU OF EXPORT ADMINISTRATION
OFFICE OF INDUSTRIAL RESOURCE ADMINISTRATION
14TH & CONSTITUTION AVENUE, N.W., ROOM 3878
WASHINGTON, DC 20230

SEND TO: 6’(‘6_ C\_\\:\—OKQS ! }

RECIPIENTS FAX NUMBER: -

T O
Y=oy Apldma

MESSAGE:

NUMBER OF PAGES INCLUDING COVER

If this transmission is incomplete or illegible, please call (202) 482-3695



~

03/24/94 14:43

DOMESTIC GAS & OIL INCENTIVES WORKING GROUP

8202 456 7132

~MAR 24 94 ©6:17PM U.S. DEPT OF COMMERCE 2024625658

NAME AGENCY PHONE

Kyle Simpson DOE - 586-5500
Rich Raosenzweig DOE $82-6210
Elizabeth Wagner TRS 622-1778
Carolita Kallaur DOI 208-3500
Erie Toder TRS 622-0120
Dick Morgenstern EPA 260-4034

Bill Burton
Barbara Chow
Mark Mazur
Gary Bennethum
Brian Burke
Wesley Warren
Heather Ross
Daren Wong

Don Eigs
Bernie Kritzer
Loxi Krauss
Michael Shelby
Steven Goldman
Rudson Milner
Ray Squitieri
Janet Minkler
Len Coburm

CofS WHO 456-6797
Leg. Aff. 456-2604

CEA 395-5147
OMB 395-363¢
DPC 456-7777
OEP 456-6224
NEC 45602802
OMB 395-3810
USTR 395-5656
DOC 482-0074
OoMB 395-3463
EPA 260-5492
DOC/BXA 482-4060
TRS 622-1785
TRS « 622-2340
oMB 395-4993
DOE 586=-5667

YHITE HOUSE/NEC

586-0148
586~7644
622-3260
208-7242
622-0646
260-0780
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456-2271

456-2604
395-6809
398-3165
456-7028

456-2710

456-2223

482-3195

395-1086
260-0512
. 482-3195 .

622-1772

622-1294"

395-6895

586-4341

Reminder: The next Working Group meting is Friday, March 25,

from 10:00 a.m. until noon in Room 476 OEOB.
progress on current assi

Deputies Meeting.

_ We will @iscuss
gnments and preparations for April 6

Following this notice, is 3 listing of names on our permangnt

clearance list for the

Gas & O{l Incentiveg Working Group.

Hereafter, everyone on this listing will be cleared into the

G&OIWG meetings.

If you are not on the listing,
Gaylen Barbour at 456-2802 to arrange for cleara

Q001,002

'395-3165 . inv.
395-3911

you need to call
nce.
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From: Steven C. Goldman gj@\
Deputy Director
Office of Industrial Resource Administration

Subject: California Crude 0il Notice

Attached for your review and comment is DOC’s proposed rule
regarding exports of California heavy crude oil.
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DEPARTMENT OF COMMERCE

Bureau of Export Administration

1S CFR Pant 777
[Gocket No. §30663-3153)
AIN P854-AA70

Exports of Certain Californla Crude Ol

&Q§xnCY: Bureau of Export
Administration, Commerce.

ACTION: Proposed rule with a request for
comments,

SUMMARY: The Bureau of Export
&dministration (BXA) is proposing to
axend the short supply provisions of
the Export Administation Regulations
(EAR] by revising the restrictions on
exports to initially allow the export of -
.up to 25,000 barrels per day of
California heavy crude oil havinga -

gravity of 20 degrees API or lower. The
changes proposed by this rule are based
o1 the President's October 22, 1992,
rmemorandum (o the Secretary of
Commerce to modify existing
restrictions on the export of certain
California heavy crudse ofl. This notice
delineates the actions the Department is
takiag to imptement the President’s

* decisioa. It also proposes specific

regulatory changes implementing those
actions and solicits public comments.

DATES: Comments must be received by
April 25, 1984,

AODRESSES: Written comments (six
copies) should be sent to Bernard
Kritzer. Senior Industry Analyst. Office
of Foreign Availability. room 1087, U.S.
Department of Commerce, 14th Street
and Pennsylvania Avenue NW.,
Washington, DC 20230.

FOR FURTHER INFORMATION CONTACT:
Bemard Kritzer, Office of Foreign
Availability (OFA), Bureau of Export
Administration. Telephecne: (202) 482-
0071.

SUPPLEMENTARY INFORMATION:

Background

Sectioa 777.6(d)(1) of the Export
Administration Regulations (EAR)
restricts exports of crude petyoleum.
including reconstituted ctude
petroleum, tar sands and crude shale
oil. Thkis rule proposes to aimend
§ 777.6(d}(1) to permit exports of certain
California crude oil pursuant to a
Presidential Memorendum of October
22, 1992t in which the President
determined that exports of California
beavy crude oil having a gravity of 20
degrees AP{ or lower were in the
national interest. Before the President
authorized this export of crude oil, he
made Eadings and determinations
uader three statutes: Section 103 of the
Energy Policy and Conservation Act (42
U.S.C. 6212(b)); section 28(u) of the
Mineral Leadsing Act, as amended by the
Trans-Alaska Pipeline Authorization
Actof 1873 (30 U.S.C. 185(u)); and
provisions of the Export Administration
Act. us amended. and to the extent
consisteat with law, contnued in effect
through the President’s invocation of
the latersational Emergency Economic
Powers Act. The Export Administration
Act was continusd on March 27, 1993,
by Public Law 103-10. The President
made findings that exports of California
beavy crude oil baving & g'avity of20 -
degrees AP! or lower: ?1) ere in accord
with the provisions of the Export

* The Pres!dent's memorandum of October 22.
1992, “Exports of Domestically Produced Heavy
Cerude Oil™ (3 CFR 1992 Comp., p. 362}

Administration Act of 1979, as
amended; ) .

(2) Were consistent with the purposes
of the Energy Policy and Conservation
Act; end :

(3) Would not diminish the-total
quslity or quantity of petroleum
available to the United States.

Based upon the above findings. the
President authorized the Secretary of
Comrmerce to modify the existing
restrictions on the export of crude oil *
produced ia the lower 48 statesto °
initially allow the export of an average
quantity of 25.000 barrels per day (MB/
D) of California heavy crude oil baving
a gravity of 20 deﬁrees AP] or lower.

The President also directed the
Secretary of Energy, in consultation
with the Secretaries of Commerce, the -
Interior, Transpontation, and other
interested agencies, to conduct periodic
reviews of such exports in light of then-
existing market circumstances. Based

- upon the results of these market

reviews, the President authorized the
Secretary of Energy to recommend to the
Secretary of Commerce that adjustments
be made in the quantity of California
beavy crude oil that may be authorized
for export (i.e.. adjustments to the initis! -
aversge authorized level of 25 MB/D). |

Department of Commerce Actions

The Department proposes to take the
following actioas to implement the
President’s decision: (1) Propose rules to
implemeant the President's decision:

(J;l Solicit public comments on the
rules; and

(3) Publish a final rule implementing
the President’s Andings and taking into
account public comments on this
proposed rule and other relevant
evidence.

The Departivent of Commerce's
Propuosals ’

This cotice proposes to amend § 777.6
of the Export Administration .
Regulations (EAR) to allow the licensing
of exports of up to 25 MB/D per day of
California heavy crude oil havinga
gravity of 20 degrees AP! or lowar.

To unplement this program, the
Deparument proposes to: (1) Grant
licenses for these exports on a first-
come-first-served basis; (2) authorize the
export of up to 25 percent (2.28 million
barrels) of the annual authorized
volume (9.125 million barrels) of such
California crude cil per licenss; (3)
approve only one application per
company, including its affiliates, as long
as there are other outstanding non-
affiliate company applications in that -
month; (4) allow the liceénsee up to 90
days from the issuance of the license to
export the oil; (5) require the licensee to
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certify to the Department in writing that
the export(s} occurred during the 90-day
license term: (6) carry forward any
portion of the 25 MB/D quota that the
Department bas not licensed, except
that the Department will not carry
forward unlicensed portions more than
30 days into a new calendar year; (7)
return to the available quota volume all
licensed volumes not shipped during
the 90-day term of an export license,
except that the Department will not
carry forward unshipped portiens more
than 30 days into the new calendar year;
and (8) allow a 10 percent shipping
1olerance on the licensed, but not
shipped volume of barrels and a 25
percent shipping tolerance on the total
dollar valua of the license, respectively.

The Department proposes to require
that a prospective exporter: (1) Submit
an application on BXA Form 622-P; (2)
state the total number of barrels for
export during the 90-day license term
not a per day rate; (3) include
suppcrting documents proving that the
applicant has: (i) Title to the quantity of
barrels stated in the application, or an
accepted arder for the purchasa of the
quantity of barrels stated in the ’
epplication, (ii} a verifiable contract of
sale to export the crude oil contingent
on the applicant obtaining an export
license, (iii) documentation proving that
the crude oil to be exported has a
gravity of 20 degrees API or lower, (iv)
documentatior. proving that the crude
oil was derived from production within
the state of California, including its state
submerged lands, (v) documentation
centifying that the crude oil was not
produced or derived from a U.S. Nava]
Peuoleum Reserve, and (vi)
documentation certifying that the crude
oil was not produced &om the
submerged lands of the U.S. Quter
Continental Shelf; and (4) export the
licensed volumes within 90 days of the
issuance of the license and to report the
export to the Department of Commerce.
In addition, the Department will allow
the applicant to combine licensed
quantities into one or more shipments,
provided that the validity period of
none of the affected licenses has
expired. As set forth in the EAR, the
applicant cannot transfer a license to
another person.

An applicant can file for a license at
any time during the calendar year. The
Department, however, will process only
one license per applicant per month as
long as there are other non-affiliated
applications pendirﬁ during that month.
The Department will issue validated
licenses expeditiously as long as there
are sufficient quantities of the,
authorized heavy crude oil volumes
available. If there is no availeble volume

of beavy crude ojl, the Department will
return the application without action. If
the volume of heavy crude oil available
for export is less than the applicant
requested, the Department will contact
the applicant and determine if the
applicant wants the available volume. If

" not, the Deparument will return the

application without action. If the |
applicant wants the available volume,
the Department will request that the
applicant amend its application to
reflect the lesser volume.

The Department will apply the
procedures eventually adopted in
response to this proposed rulemaking
with additional notice and comment to
any future increase in the export volume
that the Secretary of Energy may from
timo to time recommend to the
Department of Commerce.

Nature of the Eipon Market

In developins‘an approachito,
implementing the President’s decision,
the Department is taking into account
the nature of the heavy crude oil export
market. The Department’s 1989 “Report
to the Congress on U.S. Crude Oil
Exports,” (pp. IV4-IV-11) copcluded
that opportunities to export California
heavy crude generally consist of spot
market rather than year-round export
activity. The report found that ,
opportunities to export California heavy
crude oil occur intermittently and
randomly th:ou‘ﬂ:oul the year when the
price of these oils are low and the price
of Pacific Rim substitutes are high. The
Department’s recent experience
monitoring licensed export volumes
strongly supports this position. The
Department recognized the need,
therefore, to develop licensing
procedures permitting firms to take
advantage of brief windows of
opportunity and to conduct spot market
export transactions.

The 1989 Commerce Repart also
identified numerous potential
participants in such a market with a
wide range of economic strengths and
capabilities. The study found that
allowing limited exports of California
heavy crude oil would enable some
firms (e.g., the independent producers)
to expand their crude oil marketing
opportunities, to maintain their existing
oil production, and to earn additional
revenue to reinvest in' exploring for new
domestic ofl reserves.

The Delsement also recognized that
having only one applicant could reduce
the effectiveness of the export program.
For example, an exporter could, in a
licensing program without time limits,
apply for and obtain an export license
for the entire 25 MB/D per day for a one
year period. If, however, the firm did

rot export the oil because of some
problem with the transaction, the
license would never be used. This
would limit the number of potential
exporters, deny commercial
opportunities to other participants, and
frustrate the intent of the President’s
expon initiative. This concern argued
for limiting the term of an export license
to insure that the licenses used the
license and exponed tke of), or that the
volume of oil quickly became available
1o other interested applicants.

There was also a need to assure that
licenses issued to exporters would be in
commercially viable volurmes since the
total volume initially authorized for
export is low—9.125 million barrels
annually. It would be difficult 10
achieve economically viable shipments
if the Department were to issue
numerous licenses for small volumes
(e-g-, 100,000 barrels). T

Departmental Consideratians

Given the noled market dynamics and
commercial consideration, the
Department considers it necessary 1o
develop a licensing regime that: (1) Is
equitable; (2) minimizes government
involvement in commaercial -
transactions; (3) makes licenses
available to a wide number of
participants; (4) reviews license
applications expeditiously to allow
firms to take advantage of time-sensitive
spot market trading opportunities; (5)
prevents a firm from obtaining a license
and not exporting the oil; (6) allows for
econornicaily viable export cargoes; and
(7) does not impose unnecessary
administrative guxdens on exponess.

Although the Department proposes to
implement the option of first-come-first-
served, the Deparunent will consider
and may adopt any of the options in this
rulemaking, or an alternative proposal
that addresses the above considerations.
In fact, the Department did consider
several different options; they are
discussed below. The Department is
soliciting comments from interested

arties on the most effective approach
or the Deparunent to implement the
President’s decision.

Option #1—First-Come-First:Served

Under this option, the Department
would grant licenses for the export of
California heavy crude oil on a first-
come-first-served basis. This option
involves the minimum government
management of an export licensing
regime and intervention in the market.
There are numerous variagtions to this
option which involve the aumber of
times per year that the Department
would review and authorize export
licenses. The Department could grant -
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the licenses annually, quarterly or
monthly on 8 first-come-first-served
basis. There are also numerous
variations on the volume of oil the .
Department could authorize per license.
Under one variation the Department
could license the entire expart volume
(9.125 millian barrels) to the first firm
that filed ax export licanse application:
Although licensing the entire volurne
at one time would achieve the, ..
Department’s objective of minimizing
the government's role in export
transactions, it may resuk in limiting
this export opportunity to the frst firm
that filed a license spplication. The
De however, wants to ensure
that the potential benefits of the
program are diffused among many firms
and utilized. This aption, therefore,
calls for limiting the.quantity per. .
license (i.e., 25 percent of the tota]
authorized volume) and for each license
to have a 90 day limit. In addition, a - -
company and its affiliates can receive.
only one License per month as long as
there are other outstanding applications.
The De ent considers this option
to be the best means available to provide
a number of opportunities (at least four)
for.a number of firms to participate in
heavy crude oil exports with a
minimum of government interference in
the export transaction. The Departrnent
also considers that the S0 day license
term would assure the utilization of the
license or the rapid return of the volume
of oil to the quota 30 others may use it.
On the negative side, a single |
company-could request and receive for
four months in a row a license covering
25 percent of the authorized vohume of
oil just by being the earliest applicant 1o
file with the Department. In addition, -
this option would require the
Department to keep running accounts
_ on the inount available for licensing at
any one time. The artment,
however, should be able to handle this
because the authorized volumes
are small and the exports are likely to
occm; intermittently rather thran year
round.

Option #2—Prorationing .

Prorationing procedures, such as the
one the Departnent uses for the Alaskan
Narth Slope/Canada (ANS/Canada)
crude ail expart regime, offer some
advantages hut also invoive a greater
measure of governmest involvement, -
than does licensing on a first-come-first-
served basis.

QOn the positive side, this option may
ensure that more Brms could participate
in the export program than would be the
case under licensing option #1. This
option also would assure everyone who

applies would get some portion of the -
autharized e: vaolume. '

On tha negative side, this option
would entail active government
involvement in administering an export
gai'omtioning regime on a year roun

sis. In addition, a prorationing
scheme could be difficult 10 administer
-and could result in economically not
viable volumes. Tba volume of .
California heavy crude oil exports (25
MB/D) allowed under the President’s
October 22. 1992 decision amounts to .
one-healf of the volume authorized for
the ANS/Canada export regime (50 MB/
D}. Over the past four years the demand
for ANS to Western Canada has
not forced the Departmesnt to prorate °

exparts among competing applications.

This may not be the case in the | - .

California situation where the volume is*
much smaller and more firms have
expressed an interest in participating in
this program. Although several licensees
with small valwmes could possibly.
combine volumes 1o make ane

shipmaeat. it would not help exporters . :

that bad contructs to deliver large
volumes. - et

Option 53—Pre-Qualification With

. Export Nominations

This option would resalt in e greater
degreq of government management than .
would be the case under any of the -
other cptions described above because it
would involve a two step review .’
process of all export licensiog

. transactians.

Under this procedure, potential

- exporters would rmvide enough
ow

inlormation to allow the Department 1o
pre-qualify a Grm as an exporterand .
subsequently grant Enal export .
authorization to the firm upon the
provision of satisfactory information
regarding end-users and jntermediaie .
consignees, ifany. - C
DeThe first step would involvethe

partment pre-qualifyiog exporters
based upon the following criteria: (1) .
Tholx:disaeommcic‘m_tity that is
interested in exporting California beavy .
crude oil: (2) the applicant can
demonstrate that an end-user is
interested in purchasing oil from them
as evidenced by a Jetter/telex

The aominations process—step 2— -
would operate as vs: ...

1. Oz & monthly basis, a pre-qualified
expuoﬁair‘;buld nominate the tgmn.ut it
wo ike o during the month.

z.Apn-qum;xpomrmuld
have to submit his nomination nolater.
than 10 calendar days before the first .
dayafthemonth. . -

Dea. Atthe oun:i;l’ead: mamth, the
partment would notify pre-qualified
expoutars of how much, mf was availahle

for export pursuant to the quo'a for the

.. month. (It could provide notice by
. . having Eirms telephone a special

number and/or talk with s licensing
officer.) - . .

4. When nominating export velumes,
the licensee would be required to
provide the Department with .
documentation establishing: (a) Title to
the oil or e contract W u.ré:ase the oil
subject to approval of the expart
transaction; (b) a contract or contingent
cantract to export the oil subject to
approval of the export transaction. The
Department would also bave to approve
the intermediate and ultimate foreign
consignees for the oil, and: . .

5. licensee would have 30 days to
complete the export. If the export did
not occur during the 30 day license
term, the Department would retuwro the
volume to the quota. If the licensee .
shipped part of the volume, the
Department would return unshipped
volummes to the quota. . -

Other key provisions include:

1. The Department would allow the
expart of up to a total of 2,281.000
barrels during any 30 day period.

2. The Department would Yimit
individual comfa.ny exports.to, .
1,000,000 barrels of oil during any 30 .

d %’bd.
ag'. e Department would process

. only one nominatian per rm per 30

day period as long as there are
outstanding nomipations from non-
affiliated firms. . :

The Departrnent would implement the
following provision in the event the
volume of crude oil nominated for
expart exceeds the amoum allowed
during a 30 day period: 1. It would
allocate to each applicant an equal share
of the authorized volume. For example,
if five liconsees nomirated 8 total over
the autharizad volume of exports, the
Department would allocate each party |
20 percent of the valume available for
export (i.e., 456,000 barrels out the tital
of 2,281,000 barrels available), and .

2. Licensees would be allowed 1o
cambine volumes to achieve economic-
sized

On the positive side, this optian
would be responsive to the spot-market
nature of the market. The pre-qualifying
process may ensure that many firms had
the oppartunity to participate in the

fxgtg:fgﬁ“ side, the Depani'n

considers the two-step review process -
unnecessarily bureaucratic. This .
approach would require the Department
to actively manage licenses and keep -
running accounts on the amounts L
available far licensing ¢t any one time. . -

'1n addition, exporters would have o

contact the Department on 4% GOgoIvg .
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basis to determine what volume was

- available for export during e given
month. Exporters would bave to
constantly report on whether they .
conducted exports and whether they
exceeded their authorized export level.
The Dopartment would also have to
establish a procedure to screen and pre-
qualify new entrants on a continuous .
basis to ensure that they would receive
an opportunity-to participate in the

export &rogram aE .
e Department invites written

- comments from interested parties that
may assist It in implementing the -
President's decision. Specifically, we
solicit information concerning the -
following: L N
. (1) What are the pros and cons of each
of the licensing options presented, and °
which, if any, do you prefer?

(2) Are there otherhicensing . * '~
approaches that would better allow U.S.
exporters to take advantage of this
opportunity? If you have a specific
licensing scheme in mind, please -
explain it, discuss the pros and cons of

. the selected option, and explain how
the Department should implement your

approach. .

Fz) Should the Department review
export license applications monthly, or
more or less frequently (e.g.; quarterly,
semiannually, annually, continuously)?
Are exports of up to 2.28 million barrels
per license sufficient to make licenses
available to more than oné company
while retaining the commercial viability
of the exports? If aot, whatisthe .
optimal cargo size (barrels) for ..
economically viable export shipments?

(3) Should an exporter have more or
less than a 90-day license to export

' California crude oil in a spot market
trading environment? What wouldbe -
the optimal time to allow an exporter to
pursue business ectivities while not
denying opportunities 1o other
exporters? -

" (4) Should the Department carry over
export volumes not shipped in one
calendar year to the next year? What is
the optimal time that the Department
should carry over volumes nor shipped
during one calendar year? o

(5) Are there any specific heavy ._
crudes, with particular assay properties,
that the Department should exclude
from licensing? Comments in this area
should indicate the specific source and
type of crude, its full assay, the unique
nature of the assay, the availability of
substitutes and the special user. -

Comment Procedures _ . .
The Department is issuing this rule in -
proposed form and will consider public -
comments in the developmentof the
final regulations. The Department -

encourages interested persons who wish

to comment to do so at the earliest -
possible time to permit the fullest
consideration of their views. .. .
The following procedures will apply
10 any comments submitted pursuant to
this procedure: (1) Interestad parties are-
jnvited to submit written comments (6
copies), opinions, data, information, or
advice with respect to this notice to the
address above by the dates specified
ve; . Lo , : L .
. (2) The Department will consider all
comments received before the close of
the comment period in developing Bnal

regulations. While comments received .
after the end of the comment period will

~ be considered if possible, this cannot be

assured; - .
. 3) Al] public comments on these’ "
regulations will be a matter of public

record and will be available for public ..

inspection and copying. - . ¢
(Caramunications from agencies of the
United States Government or foreign
governments will not be made available
for public inspection.); .
(4) In the interest of accuracy and -
completeness, the De ent requires
comments in written form. Orel -

" comments must be followed by written .

memoranda which will also be a matter
of public record and will be available
for public review and co g

(5) The Department

not accept
public comments accompanied by a
request that a pant or all of the material

be treated conlidentially because of it
business proprietary nature or for any
other reason. The Department will
retwn such comments and materials to -

. the person submitting the comments

and will not consider them in the
development of final regulations; and
(6) ,‘l&e comments received {n .
response to this notice will be 5
maintained in the Buresu of Export: '
Administration Freedom of Information

Records Inspection Facility, room 4525,

De ent of Cammerce, 14th Street

.and Pennsylvania Avenue, NW.,

Washingtan, DC 20230. Inferésted d :
arties may inspect and copy records in
t’his facility, including written public
comments and memorande. - - . -
summarizing the substance of oral
communications, in accordance with -
regulations published in past 4 of title : .
15 of the Code of Federal Régulations.
Information about the in on and

" copying of records at the facility may be

obtained from t Cornejo, Bureau
of Export Administration Freedom of
Information Offices, at the above
address or by calling (202) 482-5653.

Rulemaking Reguirementa L
1. This proposed rule contains L
collections of information subject to the

requirements of the Paperwork . . .
Reduction Act of 1980 (44 U.S.C. 3501

et seq.) The public reporting burden for
this collection of information is | ‘
estimated to average 12 hours per
responss, Including the time required
for reviewing instructions, sea’zghing )

. and maintaining the necessary data, and
. completing and reviewing the collection

of information. Send comments

" regarding this burden to: Bernard

Kritzer,-Senior Industry Analyst, Office .
of Foreign Avajlability, roam 1087, U.S.
Department of Commerce, 14th Street

. and Pennsylvania Avenue, NW.,

Washington, D.C., 20230; and to the
Office of Information and Regulatory
Affairs, Office of Management and "~ °
Budget, Washington, DC 20503. Project
No. 0684-AA70. o
2. Betause a notice of proposed "~ -
rulemaking and an opportunity for
public comment are not required 10 be
given for this rule by section 559 of the '

-

_Administrative Procedure Act (5 U.S.C.

553) or by any other law, under sgction .
3(a) of the Regulstory Flexibility Act (S
U.S.C. 603(a) and 804(a)) no initial or .
final Regulatery Flexibility Analysis bas :
tobe orwillbe p ' R
3. This proposed rule does not
contain policies with Foderalism
implications sufficient to wamrant

~ preparation of a Federalism assessment .

under Executive Order 12612,
4. This rule'was not subject to review
by the Office of Management and ™ -

-Budget under Executive Order 12866.

List of Subjects in 15 CFR Part 777

Administrative practice and .
procedure, Exports, Forest and forest
products, Petroleum, Raporting and

- recordkeeping requirements.

Accordingly, part 777 of the Expont
Administration Regulatians (15 CFR
parts 730-799) is proposed tobe ~ .
amended as follows: : _ '

1. The authority citation for 15 CFR -
part 777 continues to read as follows:

Authority: Pub. 90-351, 82 Stat. 197 (18
U.S.C 2510 et seq.), as amended; sec. 101, | -
Pub. L. 93-153, 87 Stat. 576 (30 U.S.C. 185),
as amended; sec 103, Pub. L. 94-163,89 °
Siat. 877 (42 US.C 6212), ns amended:; secs. .
201 and 201(11){e), Pub. L. 84258, 90 Stat.

" 309 (10 U.8.C. 7420 and 7430(e)), as
. amendad: Pub. L. 95-223, 91 Stat 1628 (50

U.S.C. 1701 ef goq.): Pub. L 95-242, 92 Stat.

. 12022 U.S.C. 3201 of 5ég. and 42 U.5.C.

21392); sec. 208, Pub. L. 95-372, 92 StaL 668 -
(43 U.S.C 1354); Pub. L. 96-72, 83 Stat. 503
(50 U.S.C. App. 2401 et seq.). a8 amended;
E.O. 11912 of April 13, 1976 (41 FR 15825, |
April 15, 1976); E.O. 12002 of July 7, 1977

(42 PR 38629, July 7, 1977), a8 amended; EQ.

. 12058 of May 11, 1976 (43 FR 20847, May

16, 1978); E.O. 12214 of May 2, 1980 (45 FR
#9783, May 6. 1880); E.0.12730 of September
30, 1990 (55 FR 40373, October 2, 1980), as -
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continued by Notioe of September 25, 1962 .. ap] Kcation; or 8 contrect to fm':hm © percent shi pingl talerance on the
(57 FR 448489, September 28, 1992). sdd E.O. - gg quantity of barrels stated inthe -+ unshipped gahnce based upon the

12735 of Noverber 16, 1990 (S5 FR 48587, gpplication, which may be contingent : - volurne of barrels it has authorized. In

Novamber 20, 1890), as continued by Notice ; ; o sot
of Noveraber 14, 1991 (56 FR 58171, ..~ upon issuance of an expart h‘cma;e.tol_ addition 1o the 10 percent tolerance an

-+, theappbcant; . - - .- the unshipped volume of barrels, OEL - -
November 15, 161).. e (ﬁ)p&mad(s) to export the quantity  will allow s 25 percentshipping - * . . ",
PART 777—JAMENDED} - . - of barels stated in the spplication, - tolerance on the total dollar value of the. .
. . . which may be contingent upon issuance  license -
3. Section 777.6 isamended by . ofthe exportt license to the applicant. (7) QEL: .

adding a new paragraph (d)}(1){xi}and-.  {iii) The crude oik (A) Has a gravity {i) Will not carry over to the next '
a new paragraph (K) to read as follows:  of 20 degrees APl or lower; - - calendar year pending applications from

: , (B) Was produced within the stateof  the previous year,
§771.8 Petroleum and petroleum ( Falifwnil. induding its submerged state d'(ix ‘::11 ly the -pxoced:es .
producta. . S : S; : : o escribed in this section without
e T . {C) Was not produced ar derived fom  notifying the public concerning any
Egg T R _ aum_s,v):.vﬂapmmnn'e;nd. ; iiﬁaasein&iponvolumeauﬂrm’lzedby
1 . PP es not produced from - -+ - - Secretary of Energy from time to
Ui Exports of certan California, . submarged lands of e U.S, Outer . me, | TR RO
;:ue:f?ﬁed.unzler athee;;gc:?xige'o = C‘iﬁ?&?n‘ljﬁ&m to the following Dated: March 17, 1993.
conditior;s: (4;) The coAqP:Imodlity hasa procedwres for licensing exports of . SueE. Eckent, y o
avity of 20 es orlower;, | (Califomi sk . - Assistont Secretary for Export .
gr(B) be cummty is produced in the- 8 cude oz.l'“hd ved lit Administration, -
ommod dus : () OEL will issue validated licenses ]
. state of Califormia, including its . for approved applications in the order  (FR Doc. 94-6865 Filad 3-23-54; 8:45 an}
‘submerged state lands; . {n which OEL recetved the spplication  ©ILLING CODE 3510-01-P SR
(C) Theapplicant certifies by affidavit .(dyenyime ), with t;sgntnl AR

that: (1) The commodity is not produced ity authonized exceed 25 -
. orderived from a U, Neval Peslen drcent (2.28 ‘,’,,459,,"&:,,, oftde. - DEPARTMENT OF STATE
(2) The commodity is not produced :‘mm m;bfgg If ms; Bureau of Economic and Busin

from the submerged lands of the U.S. : Affalrs
Outér Continental Shelf and unused quota exists, OEL will continue

(3) AD sspects of the transaction to igsue lounoes for the unused portion 2 CFR Part 89 i
comply with the provisions of .- o (ii)'(mﬂl : dy ou - .
l.m'agr.uph (}) of t.h“ "’fhm' i application per manth for each

L y and it5 affiliates, as longas .
{8 Exports of Califab_rtx;i; }]lteuabyﬁu.de e oy other non-afElisted lon8®S - wgrchy US. Nationals
oil pursuantto §777. 1 ){xdl). applications pending during that month. 3gENeY; Departme 8. -
export of California heavy crude ofl will Pgln) QEL wm carty forward any : c“o;,- x:%n ce n:‘ﬁ?:feso?m ced
be allowed for an average of 0o more -g:ub.dnnzswnmmwu. 0 i SRR

than 25,000 barrels per day (MB/D) (ar not icensed, that OEL will - rulemaking.

such greater or lesser volume asthe . pot carry ever any unallocaled portions  SUMMARY: In ce with the
Secretary of Commerce authorizes baséd more than 30 days into a new calendar  Immigration s Nationality Act of
on the determination end . year. P . 1952, as gasbnded, the Department of
recommendation of the Secretary of (iv) OEL will return to the availahle State jer€ompiling information to update
Energy) California heavy crudeoil . - authorized export quota any gordon of , by particular activity, of i
having a gravity of 20 degrees APIor the 25 MB/D quota that OEL had . countries Bat prokibit by law,
lower as follows: ' * " licensed but a licensee had not shipped  regulation or in practice crewme
(1) Applicants must submit within the 90 day authorized license aboard U.S. vessels from ing’
QPYHC!HOM on Form BXA-622P o &0. term, except that OEL will nat carry longshore work. -
Fo g e S Sp e e sy . DATES Interesteg pities are invited to
censing; : apply, . ays into & new year. . : bty
Pm Bnra{xu gfbehpm ot (s))m‘ jcemSD hokw, ders d‘. - the. submit co s in ln.phrmaby April
. A istration, U. partment o ’ 1) Have 93 ca ys from . F oy bli
Commerce, P.O. Bax 273, Washington.  date OEL issued the hicense to expart . ESSES: or mailing public .
D(% z)qg.q,. o onch . %: quaztity Mgm the n% €omments: Qffice of Maritime and Land
2) The quantity stated on e : ¢ expanar is required to provide
app!iatio?: must be the total number of M&‘&lﬁﬁd statement confarming - .
barrels—nat a per day rate. This the date and ‘quantity of éxparts.
quantity must not exceed 2.28 million . (i) May comhine satharized
barrels or 25 percent of the annual - quantities ime ons ar mare shipments,
authorized export quota. . provided that the validity period of - P
(3) Each application shall be none of the affected licenses bas 71202) 647-6861. ,
eccompanied by docurnexts that show: ired. o - .. SUPPLEMENTARY INFORMATION: Sectio
(i) The applicant has or will acquirea - uﬁm Are prohibited from transferring”  258(d)(2) of the Immigration
title to the quantity of barrels stated ia the license to another party. See, 15 CFR Nationali of ed by the
the application by providing eitheran . part7er. ~ - - * .© 7 nmigration Act of
accepted contract or bill of sale for the- . (6) OEL will allow, © : 101-649, 8 U.S.

quantity of barrels stated in the . §7867(c) ol this ,a18 . ::.: the Act}



