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Description of Provision
Discussion/Likely Impact
Estimated Costs (if available)

Sec. 301:  Permanent Authority to Operate the Strategic Petroleum Reserve (SPR).  

1)  Bill provides permanent authorization to operate SPR.  

Primary beneficiaries:  Domestic oil consumers.


Recommendation: Permanent authority to operate the Reserve is probably a good idea, as SPR provides useful buffering to oil supply shocks.  However, this authority should not be granted until SPR initiates standard enterprise accounting approaches to accurately represent it costs, and until full financing for these costs is shifted from the taxpayer to the oil consumer.

Discussion:
- Buffer stocks for oil within the US are held within the publicly-owned Strategic Petroleum Reserve (SPR).  The actual or anticipated release of buffer stocks from the Reserve during times of political uncertainty can dampen the price spikes and panic buying that political uncertainty about oil supplies might otherwise cause.  As such, giving permanent authority to the Reserve is probably a good idea.

However, while short-term oil security may come through a stockpile, long-term oil security requires diversification of suppliers and energy options.  This requires that the costs of having a strategic reserve be tracked accurately, and for those costs to be financed by oil consumers (through an oil excise tax) rather than by general taxpayers.  

The problem is not small.  SPR has incomplete cost accounting, most prominently ignoring the interest costs associated with more $17.8 billion it has spent to purchase the currently-held oil inventory (654.4 million barrels in storage or pending delivery x $27.14/bbl average acquisition cost as of 10/29/03).  Private firms must finance all working capital, including inventory, in their operations; cost savings from reducing inventory levels can be large.  Public oil stockpiles are no different:  capital tied up in the enterprise much be borrowed, at interest, through Treasury bill markets.  Analysis by Koplow and Martin (see pp. 4-16 - 4-25) for 1995 estimated annual subsidies to SPR at between $1.5 and $5.4 billion dollars (1995$), depending on whether unpaid interest on oil inventories is compounded (as would be the norm for any debt you are I had to pay).  Because carrying costs are sensitive to the cost of capital, declining interest rates in recent years mean current SPR subsidies will be lower than in the mid-1990s.  Even under the low interest rate environment, however, financing of working capital would remain the Reserve's single largest expense item.
Annual Operations:

Annual cost of managing and maintaining the reserve is roughly $190 million per year.

Financing Working Capital:*

Annual cost of financing working capital tied up in plant, equipment, and inventory at current interest rates (10 year Treasury notes):

No compounding of unpaid past interest:

Roughly $840 million/year with no compounding.

With compounding of past interest:

$3.0 billion/year, assuming same ratio between 1995 and 2003 estimates of finance costs without compounding.

*2003 estimates represent back-of-the envelope calculations.  More detailed estimates require financial data that is contained in SPR's Annual Reports.  These were pulled from the web after Sept. 11, 2001.  In two years, DOE has yet to figure out how to publicize the detailed financial operations of SPR while simultaneously protecting any security concerns.

2)  Permanent Authorization of the Northeast Home Heating Oil Reserve.  As a side-effect of permanent authorization of the main SPR, it appears as though authorization of the 2 million barrel heating oil reserve will be made permanent as well.  Legislation also slightly modifies the triggers by which heating oil will be sold.  

Primary beneficiaries:  Heating oil consumers in the North-east and Mid-Atlantic states (terminals are in NJ, CT and RI).


Recommendation:  Unlike the main SPR, the national security case for a heating oil reserve is weaker.  Authorization should not be made permanent, and continuation of the program should be contingent on comprehensive and accurate costing of the reserve, and recovery of these costs from oil consumers.

Discussion:  The Reserve poorly targets the subsectors hurt most by rising fuel prices (low income consumers) by subsidizing all consumers of fuel oil.  The Reserve is leased storage from existing private terminal operators: Amerada Hess in NJ; William Energy and Motiva in CT; and Motiva in RI.   It is not clear that this approach is increasing the supply buffer to weather price shocks, or simply changing who owns an inventory of roughly the same size.

As with SPR, budgeting for the Heating Oil Reserve focuses primarily on cash outlays, treating financing costs as zero and ignoring the financial cost of fuel swaps.  Transparent costing should be mandatory, including rental costs, administration and management, any capital costs incurred, in-kind value of fuel exchanged to buy inventory, and the financing cost of working capital for the overall enterprise.  

There are also concerns by industry that the heating oil reserve reduces the incentive for private market participants to build stocks on their own, especially given the uncertainty about whether/when federal supplies would be released.  Decision rules on conditions for release (price differential between crude oil and home heating oil increased by more than 60% over its five-year rolling average for more than 7 consecutive days) may help alleviate some of this.
  However, since refineries can modify production to vary the mix of products they produce, effects on supply decisions may remain a factor.  
Figures below should are based on an analysis I did a couple years back and should be viewed a rough estimates of current costs.

a)  Incremental cost to exchange SPR crude oil for refined fuel oil:  $1.2 million per year.

b)  Cost of capacity rental in privately-owned storage:  $7.2 million per year.

c)  Cost of transport and program management:  $3 million per year.

d)  Financing cost:  $8.8 million per year.

Total:  $20 million per year, or roughly $10 per barrel of buffer capacity provided.



Sec. 312:  

1)  Royalties in Kind.  Provision would allow DOI to accept royalties in kind (RIK) rather than royalties in value (RIV) at the discretion of the secretary of DOI, though with some consultation as well with the states (as they also receive a share of federal royalties).  Lessees delivering fuels would deduct from the amount provided "reasonable" costs for processing and distribution to the federal collection point.  DOI would become responsible for marketing the oil and gas, and would itself take deductions for costs to transport, process, or dispose of royalty production; or for personnel costs associated with filling the SPR.  Proceeds within DOI would be held in a fund that carries over year-to-year without needing any additional action from Congress. 

Primary beneficiaries:  Domestic oil and gas companies; DOI personnel.


Recommendation:  Royalties-in-kind should be discontinued, as they require skills of the federal government that are expensive and unnecessary to obtain.  The whole purpose of cash royalties is to avoid the complexity associated with in-kind payments and to avoid the gaming associated with shares of "profit" or "net cost."  McDonalds doesn't take payments from franchisees in hamburgers; nor does it get involved with how much it costs different restaurants to transport their food or "process" their burgers.  The federal government should follow suit, not only ending RIK, but eliminating allowable deductions from cash royalties as well.  Royalty value should be based only on the physical characteristics of the fuel in the reserve; lessees will adjust their bid prices accordingly to deal with getting the fuels to market.  

If RIK is pursued it should be done only for existing leases (where competitive bids can't be adjusted).  Proceeds from RIK sales should be managed with much tighter controls than are proposed in this legislation.  For example, payments should not become the property of the managing agency in any regard, but should be treated as the property of the US Treasury, deposited into a trust fund under Treasury jurisdiction.  Costs incurred by various groups to manage RIK should be tracked and publicized, compared against industry norms, and reimbursed as appropriate from such a trust fund.  

Given the difficulty in evaluating alternative options of RIK net of expenses versus royalties in cash, discretion for this decision should be removed from the Secretary of Interior.  Rather, a series of competitive marketing relationships should be established that would allow arms-length bids on RIK on an ongoing basis.  These relationships would provide rapid market bids to cash out the DOI position immediately, at the well-head.  This approach would allow transparent and independent pricing of RIK and avoid having to establish internal expertise, and generate solid data on which to compare RIK against RIV. 

Discussion:

Early experiments with RIK did not go well, with the Minerals Management Service losing 6.5% of fair market value relative to what it would have received with cash royalties.  

Although the bill instructs the good Secretary to only take royalties-in-kind when they offer greater value than royalties-in-value, this comparison may not be easy to make and the incentives towards RIK are strong:

-As proposed, RIK would takes financing off book and more difficult to track.  Strong incentives would exist to shift as many costs as possible into the arena of RIK management, and the retention of funds would open the door to potential corruption and DOI "empire building." 

-RIK was originally proposed to help avoid problems with corporate misstatements of the extracted value on which revenues were calculated.  These practices went unnoticed by the resource management agencies for decades, and were finally the subject of huge lawsuits against producers with billions of dollars in recovery.  The current legislation would put the government back into the situation of having to guess what "reasonable" deductions are for managing RIK before delivery, and then having to become oil and gas marketers as well.  This is not a useful or efficient role for federal authorities, nor one in which they are likely to excel, as both DOI and GAO assessments have indicated.  Federal failures when it has sold or exchanged public land (see p. 28) should be viewed as an additional  warning of the likely problems with federal entry into the oil and gas business.


2)  RIK Sale Preference for Small Refineries.  Bill would grant preferential sales to small refineries of RIK stocks owned by the government if "sufficient supplies of crude oil are not available on the open market to refineries that do not have their own source of supply for crude oil."

Primary beneficiaries:  Small refineries


Recommendation:  This provision should be scrapped as it further complicates and constrains federal involvement as an oil marketer.

Discussion:  Given that the United States is a market-oriented society, and that even in times of relative scarcity oil is available to those willing to pay, there is little justification for preferential supplies to be directed to small refineries.  If insufficient supplies are available to these refineries, it is likely that they are not willing to pay the now-higher price of crude, that they have inadequately hedged their exposure to spot market price fluctuations through the use of long-term contracts, or both.  While it is true that as small producers they probably have less flexibility than large refineries to keep operations running smoothly during market disruptions, this experience is shared by millions of other small businesses across the economy.  All the more reason for them to manage their supply chains and contracts more carefully…


Sec. 313:  Production Subsidies for Marginal Oil and Gas Producers.  During times of low market prices, small producers become eligible for reductions in the federal royalty rates (to the lower of 5% or the applicable rate under any other statutes affecting the lease area) owed on production.  The inclusion of triggers based on production levels, market prices for output, and duration of low production are important for better targeting of subsidies.

Primary beneficiaries: Domestic oil and gas producers.
Recommendation:  Any marginal production incentives should be contingent on verification that bonding for well plugging and abandonment is adequate and up-to-date (see discussion of P&A under Section 318, below); and that extraction methods used to remove these residual hydrocarbons are not causing supplemental environmental harm.  Eligibility parameters should be defined sufficiently narrowly that only wells with a high likelihood of closure (as opposed to simply being idled) are affected.  Data on state marginal well incentives suggest that the federal cut-off should be reduced from 15 bbl of oil per day (bopd) to 10 bopd or below. 

Discussion:   A case can be made that extending the production of small wells benefits the US economically (royalties, even if lower, would not have been collected otherwise) and boosts energy security (by increasing aggregate domestic production).  The challenge is twofold:  (1) differentiating wells that could pay the full rate from those that would shut otherwise; and (2) ensuring that public post-closure liabilities do not rise as a result of continued well operation.  Cut-offs are easily politicized, and it may be difficult to generate a well-targeted policy.  Dissenting Congressional views on similar past legislation argued that under a 15 bopd cutoff "most onshore wells would qualify for royalty relief."  

Many state incentives have lower production caps than the proposed levels in the federal legislation.  Some examples:  ARK: 10 bopd; CO: 10 bopd; KS: 5-10 bopd depending on well type; LA, 10 bopd.  This is a partial list (visit the link to see more), but includes many "oil-friendly" states.  If 10 bopd is good enough for them, one is hard-pressed to see why the feds need to be more generous.

Similarly, there should be no incremental subsidies to wells that would increase public exposure for post-closure environmental liabilities (should extraction techniques be harming the environment) or plugging and abandonment costs (see section 318 below).  
Joint Committee (JCX-81-03) shows no revenue effect.  Not clear whether this is because they don't count reductions in royalties as  "revenue effect" or because they assume 100% of the wells benefiting would really have closed without the subsidy.  A zero number would seem highly unlikely.

Sec. 314:  Incentives for Natural Gas Production from Deep Wells in Gulf of Mexico.  Suspends royalties on not less than 35 billion cubic feet of gas produced from "ultra-deep" wells drilled in the shallow waters of the Gulf. 

Sec. 315:  Royalty Relief for Deep Water Production.  Provides royalty suspension for the first 5-12 million barrels of oil equivalent removed from deep water sites in the Gulf of Mexico (deeper water get larger suspensions).  Allows Secretary of Interior to constrain royalty relief granted based on market price.

Primary beneficiaries:  Domestic oil and gas producers, most likely larger integrated producers.
Recommendation:  Royalty payments are already risk-adjusted, in that if prices fall, so do payments; if production doesn't happen, royalty payments equal zero.  Royalty relief, as structured, is basically a block grant to the first level of production.  If markets are competitive, the royalty rates should be adjusted for in the bid price.  The relief given would be expected to result in an increase in bid prices, and vice versa.  As such, the provision does not seem warranted.  

Should it proceed, however, gas relief should be subjected to phase-out based on market prices, just as the legislation stipulates for oil in Sec. 315.  For both sections, the legislation should specify at what market prices the royalty reductions begin to be phased out.  This will reduce the latitude of political favoritism within DOI by removing Secretarial discretion.  It will also facilitate more accurate bids on pending leases by removing one area of uncertainty in expected cash flows.


Sec. 316:  Alaska Offshore Royalty Suspension.   Expands areas over which the Secretary of Interior may discount or eliminate royalties on oil and gas development to include the Alaska Offshore areas.

Primary beneficiaries:  Domestic oil and gas producers, most likely large integrated oil producers.
With active federal leases down from 894 in 1990 to 44 in 2003 and strong Alaskan leverage in anything involving federal energy, this briefest of sections in the legislation, if enacted, will forego any royalties on Alaskan offshore production.  Though the Petroleum News blames Bill Clinton for the decline, it seems likely that declining oil prices had something to do with it as well. This article also suggests that even with incentives development may not occur, bolstering the argument that perhaps poor economics is behind a good chunk of the decline.  High cost, high risk sites tend to be the ones dropped first in a declining market.

Then there is the issue of environmental damage in Arctic waters.  Though there is no discussion about this in the bill, but residents in many of the adjacent areas are concerned about impacts on wildlife including whale, polar bears, and fisheries; and on tourism in general.  
Even if the royalty suspension triggers little new development, over half of the remaining active leases expire around 2006.  If these properties then become eligible for reduced payments, revenue losses could be large.

Sec. 317:  Oil and Gas Leasing in the National Petroleum Reserve of Alaska.  Opens the 23.5 million acre tract of land to new oil and gas development.  Allows the Secretary of Interior to waive, suspend, or reduce the rental fees and royalties if such a change is deemed in "the public interest" to promote oil and gas production.

Primary beneficiaries:  Most likely large, integrated oil companies.


Environmental effects of this leasing decision are potentially quite large, as are the costs of development and expected accidents and spills on the functioning of other industries (often resource- or tourist-based) in the surrounding area.  

Drilling activities should go through a comprehensive and formal environmental impact statement.  Any decisions by DOI to reduce or eliminate required rents or royalties should be supported by detailed economic analysis by a disinterested party.


Sec. 318:  Orphaned, Abandoned, or Idled Wells on Federal Land.  Provisions in the legislation will identify, evaluate, and rank oil and gas sites on federal land that are orphaned, abandoned or idled.  Proper closure of the sites will be pursued, as will compensation from identifiable responsible parties.

DOE will also become involved with handling similar sites on state or private land, through the provision of technical and financial assistance to oil and gas producing states, working with the states and the Interstate Oil and Gas Compact Commission.

Actual remediation, plugging and abandonment of wells will be accomplished through a range of in-kind exchanges with new lessees and federal authorities.  These include (a) mandating it as a condition of a new lease award; and/or (b) providing compensation through royalty reductions. 

Contractors will be immune from civil liability for their remediation and closure efforts, excluding negligence.

Primary beneficiaries:  domestic oil and gas producers and oil producing states.
Recommendations:  No federal funding should proceed without parallel passage of appropriate well bonding requirements.  Current levels are too low and poorly enforced.  Long-term solutions into instruments that pre-bond site closure while wells are still in high production and owned by solvent firms should be a priority to short-term fund transfers.  Too often existing bonds go into default as well abandonment becomes more likely.  Any parties who have defaulted on bonds for wells under state or federal jurisdiction should be barred from future access to drilling rights on public lands.

Unless a strong case can be made that assigning site remediation and well closure to new lessees is somehow preferable to using independent specialist firms, future development and past cleanup should remain segregated so the costs/revenues of both activities are clear.  Oil and gas producing states already have systems to deal with abandoned wells.  As they have benefited from resource extraction over the past decades via a range of energy taxes and fees, they should finance the site cleanups as well.  Federal transfers to the states should not occur.

Discussion:  Abandoned and orphaned wells are a big problem, affecting not only the main extraction wells, but also reinjection wells used to maintain well pressures or reinject fluids/natural gas into the ground.  As plugging and abandonment (P&A) occurs at the end of well life, production is near or at zero, and revenues to finance proper closure are often non-existent if they've not been accrued in advance.  Ownership of wells often changes with declining production as well, moving from large integrated oil companies (until 10 bopd) to large independents (to 3 bopd), then to "mom and pop" owners with limited technical expertise and poorly capitalized for the final stage of well life.
 

In 1995, Koplow and Martin (pp. 5-2 - 5-7) estimated the universe of oil wells (gas wells would be in addition to these figures) with inadequate financial assurance as follows:  between 55,000 and 62,000 abandoned wells with no bonding and no current owner; 38,000 wells without state approval that were idle and had no bonding; 81,000 wells with state approval that were idle and had only partial bonding; and 5,600 idle wells under federal jurisdiction with partial bonding; and 500,000 active wells in state jurisdiction with partial bonding.

Clearly the problem is a big one, and the federal lands are a very small part of it.  It is therefore reasonable to assume that most activity under this provision is likely to support the oil and gas producing states. 

The proposed solutions in this bill are both inappropriate and inadequate.  Federal involvement must be linked to improved financial assurance mechanisms and bonding levels to stem the tide of new wells requiring public assistance for proper closure.  State bonding mandates are often set at the average cost of well closure.  However, insurance policy limits are normally set well above average so they are adequate for a much wider range of probable incidents.  Average limits will be underinsured in far too many situations. 

Equally important, the legislation promotes a cashless method to address site remediation and closure as though this were somehow free.  It is not, and once again puts the federal government in the business of trying evaluate cost reasonableness of contractors in order to bypass continuing Congressional appropriations.  Furthermore, by combining remediation with new development, the feds have made it difficult to assess whether the P&A was properly done.  In contrast, if they used a contractor, then new lessee took over responsibility, the new lessee would serve as a check that the job was done properly. 


1)  Federal funding:

$25 million/year for five years ($125 million total).  Of this, $25 million is earmarked for technical assistance to states.

2)  Subsidies to existing oil operations (fed & state jurisdiction) from inadequate bonding:

$163 - $562 million/year

(Subsidies to gas operations not included).

3)  State orphaned oil wells, cost of backlog as of 1995:

$44-$111 million/year, net of state collections for P&A.
  (Assume 10-year work-off of P&A backlog).

(Subsidies to orphaned gas wells not included).

Sec. 319.  Combined Hydrocarbon Leasing Explicitly allows separation of oil and gas leases from those for tar sand extraction, and reduces the minimum bid on tar sands from $25/acre to $2/acre.  Effectively opens more than 1 million acres of federal land to oil and gas development.

Primary beneficiaries:  State of Utah, where most of the country's oil tar sands are located.


Recommendation:  Care is needed with this change to ensure that the vast amount of Utah tar sands now open to conventional oil and gas development is done with appropriate care and analysis of environmental impacts.  Similarly, while the law would allow separate extraction of conventional oil and gas from development of the tar sands, this does not necessarily mean one has no effect on the other.  Regulatory and financial assurance mechanisms should ensure that conventional oil and gas extraction is done in a manner that does not jeopardize or degrade the long-term energy potential of the tar sands.

Discussion:   Under the Combined Hydrocarbon Leasing Act of 1981, conventional oil and gas and tar sands extraction had to occur concurrently.  Section 319 will separate the two.  In most cases, this would mean that nothing would happen with the tar sands portion of the lease, but that over 1 million acres of tar sands would be accessible for conventional oil and gas development.  More discussion can be found here.




Sec. 320.  Liquified Natural Gas.  Streamlines ability to build or expand LNG terminals, even if for the total use by private firm, by limiting the power of the Federal Energy Regulatory Commission.

Primary beneficiaries:  LNG terminal operators and shippers.
Recommendation:  Siting or expansion of LNG terminals must occur with appropriate oversight to ensure risks to surrounding populations are adequately reflected in decisions.  Legislation should be modified to make this happen.

Discussion:  The security profile of LNG terminals is very different from most other types of energy infrastructure.  The storage, as well as all incoming shipping, are at much higher risk of terror attack.  The explosivity of the fuels is such that the population surrounding the facilities and the shipping routes are at elevated risk should such an attack occur.  

It is therefore clear that public involvement in LNG terminals is not only appropriate, but mandatory, in order for decisions to properly take account of the population risks that these facilities pose.  Current wording of the legislation provides little comfort that such oversight will remain in effect.


Sec. 322:  Preservation of Geological and Geophysical Data.  Seeks to archive and catalog data collected in association with surveying and sampling conducted on public (state and federal lands).

Primary beneficiaries:  Appears to benefit wide ranging scientific inquiry.  
Recommendation:  This is a useful provision that has the potential for many different types of uses.  It should explicitly be expanded to include drill cores and other data collected by private firms in association with activities on public lands.  Provision of such data should be a bid condition, though delivery can be time-delayed somewhat if necessary to avoid competitive impacts (such as on the potential value of  adjacent leases).  Similarly, legislative language should focus as well on standardized methods to describe and store information, such as geographic information systems, to ensure results are accessible and integratable.  Finally, access to information should be sold at market rates to private firms, in order to help finance the cost of the program.  It should not be free to all users.


$30m/yr  authorized for 2004-08 ($120m total).

Sec. 325:  Accelerated Appeals on Coastal Leasing Cases Governed by the Coastal Zone Management Act of 1972.  Rapid timeline stipulates publication of any appeal to a leasing decision in the Federal Register within 30 days of filing; closure of the administrative record on the appeal 120 days later; and issue a decision within 120 days after that.  

Primary beneficiaries:  Firms appealing leasing decisions (usually oil and gas).


For what can often be quite complicated cases, these deadlines appear to curb appropriate and reasonable acquisition and review of data associated with the case at hand.  It is possible that these timelines will preclude enforcement of the intent of the Coastal Zone Management Act.


Sec. 326.  Reimbursement for Costs of NEPA Analyses, Documentation, and Studies.   Allows Secretary of the Interior to reimburse private parties for costs they incur to comply with the National Environmental Protection Act.

Primary beneficiaries:  Oil and gas producers with the most contentious projects in the most pristine environmental settings.
Recommendation:  This provision sends completely the wrong market signals by shifting the environmental costs of particular energy sources onto the taxpayer rather than having them reflected in fuel prices.  The provision should be struck from the legislation.

Discussion:  This provision is among the dumbest in the bill.  In its wisdom, Congress has decided to allow the Secretary of Interior to reimburse outside parties for "any project-level analysis, documentation, or related study required pursuant to the National Environmental Policy Act of 1969."  There is no wording to suggest that these refer only to costs incurred on behalf of a government project, leading one to conclude that reimbursements are forthcoming even for compliance on private (often very profitable) projects.  

For some bizarre reason never set forth by the drafters of this legislation, compliance with environmental laws is separated from the hundreds of "normal" business costs that firms must recover through normal operations in order to remain profitable.  Will Congress offer reimbursement to firms for investing in safety equipment for employees (gee, we wanted to get our welders eye shields, but the federal grant didn't arrive in time), or for the costs of complying with government regulations on corporate pensions?

By definition, the most environmentally challenging projects will chalk up the highest NEPA analytical costs.  Public absorption of these costs tilts the competitive playing field away from less damaging substitute technologies and locations, to say nothing of removing any incentive for efficient cost management.  Following the pattern set forth in other sections of the bill, this provision once again places the government in the position of trying to evaluate "reasonable costs" and moves from transparent cash payments to less visible reimbursements via royalty reductions.  The proposal is absurd on its face and should be struck in its entirety.




Sec. 327.  Exclusion of Fluid Injection for Hydraulic Fracturing from Regulation under the Safe Drinking Water Act.  Provision will exempt hydraulic fracturing, commonly used in the oil industry, from regulation under the Safe Drinking Water Act.  


Recommendation:  EPA study now ongoing should be allowed to be finalized.  To the extent that its focus only on coalbed methane inadequately addresses the risk factors from the range of practices and injection agents in current use, EPA's analysis should be expanded so it is applicable to the oil and gas industry.  Careful research should not be obviated by this bill.  Costs of assessing the impact of hydraulic fracturing on environmental quality should be reimbursed through fuel taxes.

Discussion:  To expand production of oil and gas, industry regularly injects high pressure fluids to fracture underground rocks that are blocking hydrocarbon pooling or removal.  Despite claims by the Interstate Oil and Gas Compact Commission that this practice is environmentally sound and was never intended to be regulated under the Safe Drinking Water Act, two courts have apparently disagreed.  Concerns about the safety of the practice seem bolstered based on the types of materials often injected.  Congressional action to exempt this practice from appropriate regulatory oversight is counterproductive and diminishes the market value of energy sources with a smaller impact on environmental quality.




Sec. 328.  Oil and Gas Exploration Defined.  
Provision appears to broaden the prior definition of activities exempt from regulation under the Federal Water Pollution Control Act.  I invite comments from those more familiar with the FWPCA to provide information on the environmental and energy impacts of this change.


Sec. 334.   DELETED.

Inventory of OCS Oil and Natural Gas Resources.  Earlier versions of this legislation mandated a comprehensive inventory of OCS oil and gas resources in areas adjacent to the United States, using approaches such as 3-dimensional seismic technology.  Due to political opposition, these have been struck.
Recommendation:  No recommendation, since provision has been struck.   

Discussion:  Inventorying resources is a good idea in the abstract.  However, the cost of the survey should be borne by lessees -- tracked and offset from any future lease royalties.  Second, the environmental parameters under which development would not proceed even if the imaging found substantial oil and gas reserves, need to be presented from the outset.  Otherwise, survey data would be used primarily to erode restrictions on offshore development.


Sec. 335.   DELETED.

Onshore Reserves Program.  Earlier versions of this legislation authorized targeted research to improve extraction of oil and gas from reservoirs normally considered difficult to tap due to complex geology, low pressure, difficult to reach or process.


Recommendation:  Not applicable, since provision deleted.

Discussion:  Like all other industries, oil and gas production faces constraints as easier to make/access products are tapped out.  Most industries must invest heavily in R&D to survive.  In contrast,  US company spending on R&D for the petroleum refining and extraction sector was roughly one-third the multi-industry average during the 1956-1998 period based on survey data from the US National Science Foundation. 

Spending on these technologies should be part of the normal DOE R&D budget.  However, prior to $500 million in new subsidies to oil and gas extraction, research into why private investment in R&D is so much lower than average in the energy sector than other sectors of the economy.  

Federal investment in new technologies should result in a residual small patent interest, generating royalties for taxpayers should the innovations prove successful.


Subtitle C - Access to Federal Land
This subtitle includes a range of provisions to expand access to oil and gas on federal lands and to accelerate the approval of rights to extract it.  While streamlining bureaucracy can make sense, language that strips existing and valid checks to energy development, such as oversight on economic and environmental concerns, does not.  


Sec. 344.  Consultation Regarding Oil and Gas Leasing on Public Land.  Mandates DOI and USDA's Forest Service to harmonize mineral leasing and review procedures, and to establish, within 1 year, a joint data retrieval system.


Recommendation:  Investing to streamline and automate lease review, processing, and administration makes sense.  However, the legislation should explicitly link these systems to streamline leasing with a similar mandate to more effectively enforce lease conditions.  Specific functions to be improved include improved targeting of enforcement actions, tracking and publication of past penalties, and demonstrating compliance with financial assurances on existing and past lease activities.  Accelerated leasing should not be allowed to proceed without concurrent improvement of enforcement of lease terms.




Sec. 348.  Deadline for Consideration of Application for Permits.  As was done with leasing under the jurisdiction of the Coastal Zone Management Act, this section mandates rapid turnaround of energy activities governed by the Mineral Leasing Act.  


Discussion:  Current wording sets extremely tight deadlines for permit application and review:  only 10 days to confirm application is complete and to specify any gaps; 20 additional days to issue or reject a permit.  Yet the rejected applicant can take up to 2 years to resubmit.  The intent of this language would seem to be to preclude adequate review of applications.  It is not clear whether permits are issued by default if the deadlines are missed.

If Congress disagrees with the premise of the original law, they should repeal it.  Blocking the intent of that law through accelerated and unrealistic deadlines is not an acceptable alternative.




Sections 349-351.  Energy Rights of Way on Public Land.  Section 349 addresses valuation of land rights of way governed by he Federal Land Policy and Management Act of 1976.  Section 350 addresses energy rights of way and corridors on federal land, setting fast and unrealistic deadlines to complete muli-agency environmental reviews.  Section 351 mandates development of a unified right of way application for all affected agencies.
Recommendation:  Promotion of new and expanded energy corridors through federal lands should occur concurrently with the installation of updated and appropriate financial assurance mechanisms associated with environmental damages these corridors may cause.  Time-lines should be set in a realistic manner.  Promotion of unified and standardized rights of way procedures across agencies is sensible and warranted.

Discussion:  While some energy corridors through federal lands are appropriate, current language seems an attempt to dramatically expand energy extraction from, and transport through, federal lands.  For example, within 2 years of enactment of the Act, "the Secretary of Agriculture, the Secretary of Commerce, the Secretary of Defense, the Secretary of Energy, and the Secretary of the Interior, in consultation with the Federal Energy Regulatory Commission and the affected utility industries shall jointly" identify appropriate corridors, perform necessary environmental reviews, and incorporate corridors into departmental planning documents.  While this applies only to 11 Western States (the other states have 4 years), the timeframe remains a stretch.  


Sec. 354:  Sense of Congress to promote oil and gas development on Padre Island National Seashore.  Promotes oil development on this land.


Padre Island is the longest remaining undeveloped stretch of barrier island in the US, and home to important wildlife.  Opening the region to expanded oil and gas extraction probably doesn't make sense, though this provision is a "sense of Congress" at this point so is not binding.




Sec. 357.  Study on Lease Exchanges in the Rocky Mountain Front.  Promotes a number of "pilots" to trade out nonproducing oil and gas leases in return for compensation such as new leases or bidding, royalty, or rental credits for federal oil and gas leases in the state.
Recommendation:  Federal policy should not make leaseholders whole when exploration activity turns out uneconomic.  This is the inherent risk in all resource extraction activities, and is already taken into consideration in bid prices.  This provision seems to do exactly this; if so, it should be scrapped.  If lease trade-outs are based instead on restrictions (e.g., environmental) that prevented development of profitable leases subsequent to their purchase, the trade-outs may be justified but need to be carefully monitored by disinterested third parties.

Discussion:   Purchased but nonproducing leases are normally indicative of inadequate hydrocarbon concentration or location for economic extraction.  Firms purchasing these reserves may be upset they are not cashing in with a huge find, but this is the nature of the business and government funds or in-kind payments should not be used to mitigate this risk.  

The valuation methodology for buy-out values of these leases basically compensates lessees for any funds put into the lease, plus interest and market value of booked reserves, less revenues the lease has already earned.  Not bad for a total cash out.  


Subtitle D - Alaska Natural Gas Pipeline.  Sections in Subtitle D promote, facilitate, and finance the construction of a natural gas pipeline to carry natural gas from Alaska to the lower 48 states. 
Recommendations:  The primary justification for federal support and promotion of an Alaskan natural gas pipeline (proposed but never built for nearly three decades) is energy security.  While it may eventually enhance domestic supplies of natural gas, it will take more than five years to do so.  In addition, as a huge length of pipeline that is effectively indefensible from terrorism, the boost in supply does little to boost the resiliency of that supply from disruption.  

1)  Policy makers should carefully consider whether there are more effective, less expensive methods to achieve a similar or greater increase in energy security.

2)  Route selection should be based solely on technical merit; legislative restrictions on the route should be removed.

3)  Given the huge cost of the pipeline project, firm commitments associated with pipeline expansion requests from other parties should be enhanced with bonding from the highest graded insurers.  This will protect taxpayers from situations where the committing firm goes bankrupt.

4)  A more neutral party than FERC to oversee the EIS may be warranted.

5)  Final language on government subsidies to pipeline construction will need to be watched; earlier versions contained massive subsidies.




Sec. 373 (d)   AK Pipeline Route Selection
Current legislative language prohibits routes that go underwater or that enter Canada north of 68 degrees north latitude.  There are two potential routes for this pipeline:  an "over-the-top" route following offshore from Prudhoe Bay in the MacKenzie River delta (in Canada) and a southern route going along the Alaskan highway.  As the legislative language indicates, Congress attempted to foreclose on the Canadian route before detailed cost assessments could be made and trade-offs evaluated.  Governor Frank Murkowski of Alaska is viewed as the primary promoter of the southern route, though given the enormous cost of the project his actions to bypass a choice based on technical merit is unconscionable.  Although Murkowski has announced that Premier Stephen Kawfwi of the Northwest Territories now favors the same southern route as he, the ultimate decision on the project must rest on technical merit, not political deals.


Sec. 374.  Alaska Natural Gas pipeline environmental reviews.  Streamlines and merges environmental review under NEPA for the project.  Stipulates FERC as the lead.  Sets deadlines of 1 year for an integrated EIS, and 6 months to revise and reissue.
Recommendation:  Environmental reviews should be conducted during a time frame sufficient to properly evaluate the complex issues at stake.  An agency with greater environmental expertise than FERC should be the lead agency in coordinating the review.  Costs of the review should become a liability of the pipeline, to be reimbursed after operations begin.

Discussion:  Integration and consolidation of environmental review across agencies makes sense for any complicated project.  However, as with other provisions, the timelines for such a complex undertaking are so short that one wonders whether the intent of the language is to preclude a well-done assessment.  

In addition, given the many environmental problems associated with the pipeline, it is not clear that FERC, which focuses primarily on the regulation of energy markets, is the appropriate choice for the lead.  


Sec. 375.  Pipeline Expansion.  Allows pipeline expansion if appropriate to meet market needs.  Requires execution of a firm transportation agreement to back up any decision to expand the line, ensuring that the capacity will be paid for.
Recommendation: Given the cost of the project, a simple paper firm transport agreement, even if enforceable in a court of law, seems insufficient as bankruptcies are common with mega projects.  Rather, more tangible financial assurance instruments, such as multi-year bonding by top tier insurers, should be required.  




Sec. 376.   Federal Coordinator, Integration of Federal and State Coordinators.  Establishes a Federal Coordinators Office and stipulates process for working with state authorities on oversight.
Recommendation:  Coordination is a good thing, but costs of this oversight at both the state and federal levels should become a liability of the pipeline, recovered through fees on it once operations begin. 


Section 379.  Alternate Means of Construction.  Mandates evaluation of alternative means to get the pipeline built (federal corporation, federal loan enhancements) should no private consortium be approved to move forward with in 18 months.  

Section 386.  Loan Guarantees.  Authorizes the Secretary of Interior to guarantee debt incurred by firms investing the pipeline to complete the project.
Study of alternatives may be a reasonable step, but massive federal subsidization of this project is not.   The loan guarantees are capped at obligations of $18 billion (adjusted for inflation subsequent to passage of the Act).  The term of the guarantees is capped at 30 years.

Federal loan guarantees allow lenders to focus on the credit quality of the federal government rather than the risk profile of the project being guaranteed.  To the lender, the project almost becomes irrelevant, as the high quality credit of the federal government will keep the lender whole.  Debt financing is almost always less expensive than equity financing for project investors; thus, there is a preference to use debt if possible.  The availability of federal guarantees, therefore, can be expected not only to reduce the cost of pipeline debt, but to increase the proportion of debt to total project cost as well.

Conventional wisdom pegs the value of a federal guarantee at a 1 percent reduction in the debt cost of the project.  As this comparison of borrowing costs in the oil and gas industry illustrates, a 1 percent differential is quite likely very far off.   The government's cost of capital (which is 100% debt) was less than half that of the riskier segments of the oil and gas industry.  

Though current prevailing interest rates are far below those in 1995, differentials remain large.  For the debt portion alone, federal borrowing rates are between 1.5 and almost 2.5% lower than the corporate Baa rate.  For a project of the risk level of the Alaskan pipeline, a Baa rating (which is still investment grade) would likely be too high.   Grade B corporate bonds, considered "speculative" have had a historical default rate of just under 50%.  For the purposes of the calculation to the right, I assume a corporate bond rate of 7.5%, slightly over 1 percent higher than paid by investment grade firms.

Although "good" high quality firms (Conoco, Exxon Mobil, and British Petroleum) are the most likely pipeline developers, it is unlikely that their debt rates would apply, especially with the federal guarantee.  To shelter their core business from the risk of a credit downgrade should the Alaskan pipeline default, the firms will likely set up an independent joint venture to implement the project.  The federal guarantee will obviate the need to pledge their own full faith and credit on the project, but may indirectly increase the likelihood of project default.
In year 8, the loan guarantee will have reduced the debt burden of the developers by over $2.5 billion.

Assumptions:

-Federal guarantee drops debt cost from estimated 7.5% for low grade corporate debt to 10-year Treasury bill rate of 4.3%.

-Debt (and hence guarantees) are absorbed linearly over the first 8 years of the project (production, and hence revenues are not anticipated until then).



� Bamberger, Robert.  Strategic Petroleum Reserve:  Issue Brief.  Congressional Research Service IB87050, 4/23/03, p. 1.


� Assumes $17.8b in oil inventory thru 10/03 plus 1.6b in net PPE from 1995 plus 40m/yr x 8 years increase in capitalized PPE since 1995 (and net of depreciation of the entire infrastructure), for a total 19.7b in functioning working capital.  At a 10-year t-bill rate of 4.25% (yield as of 10/29/03 from CNN), this translates to $837 million per year.


� Bamberger, 5.


� DOE will be exchanging SPR crude oil for fuel oil.  According to program staff, the price of fuel oil is roughly 10 percent higher than crude on a volumetric basis.  This yields an incremental cost of about $3 per barrel of fuel oil in the reserve, or $6 million.   (John Shages, US DOE, personal communication, 7/25/00).  This cost will not be recurring unless fuel oil put into the reserve is sold off.  Thus, the cost has been amortized over an assumed five-year inventory turnover rate.


� DOE estimates that leasing storage capacity from private vendors will cost $3.60 per barrel per year, or $7.2 million per year total for the 2 million barrel capacity authorized.  Federally leased capacity will comprise roughly 3 1/2 percent of the total storage for refined products in the states to be served by the reserve.  (Shages, 7/25/00).  


� Moving refined oil into the leased capacity, and moving the crude oil out of SPR for trading, both comprise additional distribution costs.  In addition, there will be program overhead costs as well.  According to testimony by Jeffords, a similar proposal in June 2000 requested a budget of $10.2 million.  We assume that the difference between the cost of leasing capacity and the estimated pointed to by Jeffords comprises these other costs.  (Note that the oil to fill the new reserve will come entirely through trades for SPR crude, and thus will not require any budget appropriation).


� As with the Strategic Petroleum Reserve itself, the financing cost of the oil inventory will quickly become the largest cost of the home heating oil reserve.  Although DOE will not require budget appropriations to finance the new reserve, it is trading crude, purchased by the taxpayer, for the fuel oil.  Thus, the full cost of this oil must be used in calculating finance costs.  We used a cost of $33/bbl of fuel oil, yielding $66 million for the cost of inventory.  Once the leasing, transport, and programmatic costs are added, the federal investment exceeds $75 million.  Interest was calculated using the short-term treasury bill rate.  Should interest not be paid in year one, the cost is properly compounded into the next year.  Over time, this will make the cost of potentially buffering regional price spikes in heating oil extremely high.  (Although fuel oil can't be stored for long periods of time due to degradation, it is likely that DOE will simply swap out its older oil for new fuel oil coming in every 6-12 months, ensuring that the reserve quality remains high.  There may be an incremental cost for the lessor to provide this service that is not reflected here).  


� David Garlick, personal communication, 3/13/1998.


� Koplow and Martin, 5-6.


� Koplow and Martin, 5-6.
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