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This is the 58th report from the Industry Affairs Committee of OCAPL.  The opinions expressed herein are those of the writers and not those of OCAPL, AAPL, former clients, or our current employers.  The objective of this exercise is to alert OCAPL members to (a) the activities of organizations and governments that affect the way we do business, (b) public opinion that shapes legislation, and (c) judicial decisions relating to energy issues.  Hopefully, this knowledge will provoke each of us to recognize the critical role we, as LANDMEN, play in sustaining America’s standard of living and thereby feel compelled to respond to the challenges before us.  Your comments regarding this effort are always welcome.  
The Committee at Work:  Current members in the OCAPL Industry Affairs committee include Phil Jones, Monica Smith, Brandt Vawter, Brett Hudson, John Raines, Ryan Coe and Matt Blomstedt.  If you would like to participate in the committee’s effort, we would be pleased to hear from you.
Using Smokestack Gases to Pump Oil, by Ann Davis, The Wall Street Journal; February 8, 2010. 
“Carbon dioxide pouring from smokestacks hardly has a reputation as a valuable commodity. But one company has launched a series of projects to see if it can use the refuse of the industrial economy to breathe new life into tired oil fields. How well Denbury Resources Inc.'s projects go will be closely watched not just by environmentalists but other oil producers. For decades, companies have pumped naturally-occurring carbon dioxide from geological basins into existing oil wells. The gas acts like a solvent for the oil, removing it from rock formations.
Denbury is a regional oil and natural-gas producer based in Plano, Texas, whose primary source of carbon dioxide is a basin near Jackson, Miss. It is hoping to add to that finite supply by using carbon dioxide recovered from industrial plants. Next month, it is slated to acquire Encore Acquisition Co., an oil company in the Rocky Mountain region that is considering using similar industrial sources of carbon dioxide to recover oil. By mid-2011, Denbury plans to treat and ship its first batch of industrial emissions from a Dow Chemical Co. factory in Plaquemine, La., to its oil fields in Texas via a pipeline network it is building. Although the U.S. government recently announced funding for a host of other "industrial carbon capture" projects, the Dow project is unique because it appears to be economically viable without government aid. Denbury wants to capture the entirety of the Dow plant's annual carbon-dioxide emissions, taking a liability off Dow's hands equivalent to the annual emissions of 27,000 cars. Denbury even would pay Dow as much as a few hundred thousand dollars a year pegged to rising or falling oil prices. Dow—the world's largest producer of ethylene oxide, a chemical building block used in products from beverage bottles to aircraft de-icers—says it "is open to similar [carbon dioxide] capture arrangements," spokesman David Winder said.
Reusing industrial pollution for oil production has its critics, because the carbon dioxide isn't permanently eliminated. It returns to the air in the form of car exhaust from the oil retrieved. But backers point out that it can boost domestic oil supply, and Denbury says it uses a technology that puts more carbon dioxide in the ground than it takes out. "Our message is that this has two benefits. One is the benefit of more domestic energy," says Tracy Evans, Denbury's president and chief operating officer. The second, he says, is sticking at least some greenhouse gases in the ground "permanently, in the process."
Still, a key hurdle to broadening this solution to other industries is cost. Dow's ethylene-oxide facility and certain other types of manufacturers—such as fertilizer and ethanol makers—emit a relatively pure stream of carbon dioxide. Once treated, it is just as effective as natural forms of the gas, Denbury says. Coal plants and oil refineries, which are a far bigger source of greenhouse-gas emissions, spit out much higher levels of mercury, sulfur and nitrogen. Currently, it is prohibitively expensive to scrub refinery and coal-plant emissions and compress them for shipment so that oil producers can use them.  The costs of treating and transporting the carbon dioxide emitted by the Dow plant is slightly higher than the $10 to $20 a ton oil producers pay to harvest naturally occurring, pure carbon dioxide, Mr. Evans says. He estimates treatment costs alone, not including transport, of roughly $50 to $80 a ton for refinery and coal-plant emissions.
Because of these high hurdles, the U.S. Department of Energy recently pledged hundreds of millions of dollars and is promising billions more to help pay for carbon-capture projects at some existing plants and other proposed ones that would convert coal to natural gas. It is funding research into membranes that can withstand high temperatures of a power plant and trap the gas's dirty contaminants.  A large Southern Co. coal-fired plant north of Mobile, Ala., for example, has received a $295 million federal-aid pledge to study ways to pipe its smokestack emissions underground. Southern is also studying selling the carbon-dioxide emissions from the plant to Denbury. "We think this is a really unique opportunity," says a Southern representative.
James Wood, the Energy Department's deputy assistant secretary overseeing federal policy on clean coal, says: "Our basic goal is to move technology from the pilot scale to commercial scale, so that the incremental cost is sufficiently low that we can continue to use these fuels and become relatively energy independent." But even if all the industrial carbon dioxide in the U.S. could be cleaned up more cheaply, it's not a complete solution. Kinder Morgan Energy Partners LP executive Tim Bradley cites a study that found there is only enough space in working oil reservoirs to absorb about 4% of such emissions. Putting the gas into already-depleted oil and gas fields may expand this somewhat. "It's not a panacea, but it certainly gets us partway down the road," Mr. Bradley says.”

In Virginia, Offshore Drilling a Bipartisan Goal, by Richard Simon, The Los Angeles Times; February 8, 2010
“Virginia could become the first state on the Eastern Seaboard to open its coast to energy exploration since a decades-old federal drilling ban expired more than a year ago. The new Republican governor, Robert McDonnell, pledged to make Virginia the "energy capital of the East Coast" at his swearing-in last month. The state's Democratic senators, Jim Webb and Mark R. Warner, are also urging the Obama administration to begin selling leases next year for drilling 50 miles offshore. "Virginia is eager to get started," McDonnell said in a letter to the Department of the Interior, portraying the drilling as a way to aid economic recovery and generate billions of dollars for the financially strapped state, including money for transportation improvements.  "We may have this potential bank account sitting out there," said Gerry Scimeca, an aide to state Delegate Ron A. Villanueva, a Republican and the sponsor of a pro-drilling resolution approved Wednesday by the Virginia General Assembly on a 69-28 vote.

The lease sale would be the first on the Atlantic coast since 1983. New drilling has been prohibited in much of the nation's coastal waters since the 1980s, largely in response to a devastating 1969 oil spill in California, off Santa Barbara. Congress let the ban lapse in late 2008 as high gasoline prices became a hot political issue.  The bipartisan drive to open the Virginia coast to drilling puts the Obama administration in a tough position.  On one hand, President Obama has said that he is open to limited coastal drilling as part of a broader energy compromise. "We're willing to make some tough decisions on issues like offshore drilling, so long as we protect coastlines and communities," Obama told a group of governors this month. On the other hand, the drilling proposal has raised concerns from NASA and from environmentalists.

The space agency, which operates a launching facility on the Virginia shore, says drilling would pose a safety risk because of the rigs' proximity to where rocket components fall into the Atlantic. "You'd think 50 miles out would not be a problem," NASA spokesman Keith Koehler said. "But for us, it is. It's right in the middle of our launch range." Joseph F. Bouchard, a former Democratic state legislator and retired Navy captain, said the proposed drilling site also is in the middle of an important Navy training range. "The economic loss from Navy and NASA activities having to be relocated would be greater than any possible economic benefit to Virginia from oil drilling," he said.

Environmentalists say they fear that drilling could harm the fishing industry, hinder efforts to bring back Chesapeake Bay's fragile blue crab and deal a blow to tourism in the region.  "Because of complicated ocean currents, a spill off could wash onto the beaches of all states along the coast, from Cape Cod to North Carolina," the Southern Environmental Law Center and other environmental groups warned in a letter to the Interior Department. 

Virginia's senators plan to push legislation that would allow the state to share in drilling royalties, as Gulf Coast states do. But environmentalists say it is far from certain that Congress, facing its own massive budget deficit, will be willing to share. Some environmentalists are pushing to put wind turbines off the coast rather than oil rigs. Dan Naatz, vice president of federal resources and political affairs for the Independent Petroleum Assn. of America, said the industry was encouraged by Virginia officials' support. But because the Interior Department has been "less than vigorous" in promoting new development of fossil fuels than it has, say, solar and wind power, he said, "I think we're going to be guardedly optimistic."

Interior Secretary Ken Salazar is expected to decide about the lease sale soon.  About 130 million barrels of oil and more than 1 trillion cubic feet of natural gas are thought to be within the proposed 2.9-million-acre drilling site. But industry officials say no one can be sure how much is there because no exploration has taken place for decades. The U.S. consumes about 20 million barrels of oil a day and is projected to use about 62 billion cubic feet of natural gas a day this year.”
Industry, US Military Can Coexist in Eastern Gulf, Report Says, by Nick Snow, Oil and Gas Journal; January 19, 2010. 

“Oil and gas activity in the eastern Gulf of Mexico will not encroach on US military missions in the area, a report commissioned by Securing America’s Future Energy (SAFE) concluded. The report, produced in collaboration with Commonwealth Consulting Corp., examined claims of potential impacts dating from 2005 before the US Department of Defense put systems in place to evaluate such claims. It concluded such tools clearly show oil and gas production will not interfere with military missions in the eastern gulf.  The finding is significant since the US Minerals Management Service estimates the eastern gulf contains 3.9 billion bbl of recoverable crude and 21.5 tcf of recoverable natural gas.

“If expanded energy production in the gulf put our armed forces or our nation’s readiness in danger, we would never support it,” said Charles F. Wald, a retired US Air Force general on SAFE’s Energy Security Leadership Council. “But this report makes clear that there is no conflict in the overwhelming majority of cases,” he continued. “We can improve our energy security and remain at peak military readiness at the same time.”

‘Totally confident’
Wald said he frequently flew and fired missiles in the eastern gulf; he said there never have been any conflicts with surface activity in the area. “I for one am totally confident that drilling and military missions can coexist in the eastern Gulf of Mexico,” he stated. 
In a teleconference with reporters, US Sen. Byron L. Dorgan (D-ND), a senior member of the Energy and Natural Resources Committee, said the report’s conclusion supports an amendment he sponsored authorizing oil and gas development in the eastern gulf, which became part of the energy bill approved by the committee last year. “It’s my assessment that we’ll not do climate change this year, but do an energy bill instead, which is friendly to climate,” he said. “Today, the question is can we, should we, will we open the [eastern gulf] to additional oil and gas production. My answer to that is ‘yes.’”

‘No surprise’
US Sen. Bill Nelson (D-Fla.) strongly opposes the idea. “It should come as no surprise that a group that touts drilling off Florida should produce a study saying drilling there is okay,” Nelson responded in a statement. “And it’s probably no coincidence that the sponsor of the legislation today also touted the study in question while renewing a call for passage of his bill.”  Nelson said while the report cited claims by former military officials that armed forces training off Florida could coexist with oil and gas activity, “the Pentagon for years has said otherwise,” and it remains DOD policy that military exercises in the eastern gulf are incompatible with drilling operations.

But the report said the US Department of Defense’s ability to assess encroachment impacts has only recently reached a level where it could credibly assert whether nonmilitary activities threaten national security. “Therefore, the oft-referenced 2005 letter from then-secretary Donald Rumsfeld to the Senate Armed Services Committee and other assertions that oil and gas exploration and development in the [eastern gulf] would negatively affect military training and readiness were premature and based on incomplete information,” the report continued.  The report said a government assessment in 2009 showed Air Force and Navy mission ranges in the gulf were minimally affected by encroachment. That includes areas of oil and gas exploration and production near Pensacola, Fla., New Orleans, and Corpus Christi, Tex.  John F. Lehman, a member of SAFE’s energy security council, told reporters he spent a lot of time as US Navy secretary in 1981-87 dealing with joint-use issues on the West Coast, in Hawaii and in the gulf. “Virtually all of our ranges have some joint use. We try to have minimal impacts on sea commerce, fishing, and geological evaluations. This is a well established process to resolve any difficulties that may arise. I believe it’s one of the easier issues to resolve,” he said.  Another member of SAFE’s energy security council, Gregory G. Johnson, former commander of US naval forces in Europe, said the 1953 Outer Continental Shelf Lands Act gives military authorities and the president the right to designate specific areas vital for national defense. “Cancellation of leases can occur at any time if the secretary determines that continued operation will threaten national defense,” he observed. “There is nothing in the current law we are proposing which would mitigate that.””
Obama Says U.S. 'Can't Afford' Oil Industry Tax Breaks, by Richard Dunham, The Houston Chronicle; February 1, 2010. 
“President Obama this morning took direct aim at the U.S. energy industry, saying his newly released budget seeks to end "costly" incentives for oil, natural gas and coal producers because "we just can't afford it." The president made the remarks as part of his formal unveiling of a $3.8 trillion budget with the largest projected deficit in U.S. history.

For energy producers, the Obama proposals mark the second consecutive year in which the president tried to eliminate tax breaks for energy exploration and add new fees on energy producers. The administration says that the changes would reduce the federal deficit by $40 billion over ten years. Today, Obama said that the tax breaks — created as incentives for domestic drilling — had "outlived their usefulness." The administration's targets for elimination include deductions for intangible drilling costs such as hauling supplies and preparing sites, domestic manufacturing deductions by oil and natural gas companies and the percentage depletion claimed for extracted oil and gas. Industry leaders say the initiatives are essential to trim the cost of doing business and soften some of the high capital costs of drilling and refining. The White House also has proposed a new federal excise tax on oil and gas produced in the Gulf of Mexico and asked Congress to end a research and development program aimed at offsetting some steep costs of producing in ultradeep-water fields. Energy producers immediately announced their opposition to the plan.”
Gearing Up for a Fight, by Richard S. Dunham, The Houston Chronicle; February 1, 2010. 
“In his State of the Union speech last week, Obama declared that “tax cuts for oil companies” were too costly during “a time of record deficits.”  But the energy industry says it will once again try to kill the proposal, arguing that the net effect of Obama's plan would be to drive oil and gas production overseas and give foreign companies an advantage in the U.S. market. Barry Russell, president of the Independent Petroleum Association of America, called the taxes “punitive.”The tax hikes “would reduce investment in new U.S. production by 20 to 40 percent,” he said. “And it could drive down U.S. oil production by 20 percent and natural gas production by 12 percent, potentially killing thousands of jobs.” He continued, “If the president is sincere in his efforts to encourage responsible American energy production” and promote job growth, “these damaging tax hikes must be taken off the table.” 
Administration officials defend their choices, saying they are trying to restrain overall spending and reduce the long-term federal deficit while simultaneously preventing the economy from sinking into a double-dip recession. Among the reductions contained in the budget: consolidating 38 federal education programs into 11, eliminating the Brownfields Economic Development Initiative and the Advanced Earned Income Tax Credit and cutting the National Park Service's “America's Treasures” grant program. “These choices are never easy,” said Pfeiffer, “but the president never expected that governing during tough economic times with rising deficits would be easy.””
Energy Industry Wary of Proposed Federal Budget Effects, by John-Laurent Tronche, Fort Worth Business Press; February 8, 2009. 

“The Obama administration released its proposed budget for fiscal year 2011 last week, and within hours the energy industry issued statements deriding it as a tax-heavy jobs killer. The fiscal year 2011 budget calls for a number of taxes to be levied on the energy industry, including the elimination of expensing intangible drillings costs, percentage depletion, changing the passive loss exception for working interests in oil and gas properties, and extending the geological and geophysical amortization period. The American Petroleum Institute, Independent Petroleum Association of America and Texas Alliance of Energy Producers are united in their opposition to the proposed budget, which “could cripple the American producers that are pivotal in developing U.S.natural gas and oil,” by the IPAA’s estimation.

Expensing intangible drilling costs, or IDC, allows companies to write off labor, material, supplies and repairs, thereby encouraging production, according to the organizations. Eliminating percentage depletion and extending the amortization period would remove capital from efforts to find and develop new domestic production, they reported. The president of the American Petroleum Institute said “now is not the time” to implement taxes on domestic oil and natural gas producers. “New taxes would mean fewer American jobs and less revenue at a time when we desperately need both,” Jack Gerard said in a Feb. 1 statement. “A robust U.S. oil and gas industry is essential to the recovery of the nation’s economy.” He added, “Imposing new taxes would reduce our nation’s energy security by discouraging new investment in domestic oil and natural gas production and refining capacity and pushing those investments – and American jobs – abroad.”

The Texas Alliance of Energy Producers also came out against the proposed budget. Mark Metzler, chairman of the board, wrote the president a letter, characterizing the alliance’s opposition to the tax changes. Big oil would not be affected dramatically by the budget, while smaller, independent producers would, he said. “We estimate that crude oil production will decline from 1.8 billion barrels of oil in 2007 to 1.4 billion barrels in 2012, or 22 percent decline,” Metzler wrote in the letter. “Between 2009 and 2012 an estimated 735 million barrels of oil will be plugged unnecessarily in the U.S.”  
“The decline rate for natural gas will be even more dramatic,” he added. “After increasing production by 6 percent in 2008, we estimate that because of the lack of drilling, production will decrease 5 percent in 2009 to 24,743,000 million cubic feet, 8 percent in 2010 to 22,783.000 million cubic feet, 12 percent in 2011 to 20,049,000 million cubic feet, and 15 percent in 2012 to 17,027,000 million cubic feet.” Between 498 rigs and 732 rigs will be in operation one year after the tax proposals take place, said Metzler, who also is president of Felderhoff Production Co., a Gainesville-based oil and gas exploration and production company that primarily operates in Texas. There are 1,170 rigs in operation at present.

In a study of the budget, the alliance reports the following effects: about 71,000 Texans, of the total 209,900 employed, will lose their oil and gas jobs; 1,132 million barrels of crude oil will be prematurely plugged, resulting in more than $79 billion going to foreign countries; more than $3 billion in state sales, property and severance taxes will be lost; and the state’s Permanent University Fund and Permanent School Fund will lose about $1.25 billion in royalties, lease bonuses and other revenues during the first 10 years of implementation. “Overall, the negative economic impact to the state of Texas alone would be about $50 billion over the next 10 years,” according to the alliance. 
The president’s proposals are “largely the same” as his fiscal year 2010 request, “which saw limited progress in Congress,” according to an FBR Capital Markets statement. The company estimates that $8 million would be raised through a proposed fee on non-producing federal leases; an inspection fee for onshore oil and gas drilling activities through the Bureau of Land would raise $10 million in 2011; an increased inspection fee for offshore oil and gas drilling under the Minerals Management Service would raise $20 million in 2011; and the continuation of a $6,500 fee for processing drilling permits in place since 2009 would net about $45.5 million.”
