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It is a distant voice, heard now more than 55 years ago, but intriguing for how well it still resonates today.  In August 1946, Secretary of the Interior Julius Krug addressed the summer meeting of the Interstate Oil Compact Commission -- gas was not yet in its charter -- on “Federal Policy on Petroleum Exploration and Conservation.”  He spoke with admiration of the role of America’s oil industry in fueling the war against the Axis powers, and he looked ahead to the energy challenges facing post-War America.


“The tremendous expansion in over-all productive capacity in the United States and the constantly rising standard of living has been due to a large extent to the ability of the industry to produce adequate quantities of petroleum and its products at lower prices and improved quality,” he said.  Recognizing that the world had just entered “the atomic age,” he saw nevertheless that “oil will  still be a precious commodity.”  So he called for a national oil policy.  “This policy must be coherent, must be forceful, and must be based upon fact.”


The most compelling fact underlying Secretary Krug’s policy was that the war had shown that America already could not produce all the oil it needed for economic growth and national defense.  “I believe the industry must soon accommodate its thinking to the need for substantial petroleum imports, which can serve to increase our security without being any threat whatever to a healthy domestic industry.”  And a healthy oil industry was a cornerstone of national policy.

“A national oil policy must have three primary objects: national oil security, the continued availability of an adequate, reasonably priced supply of petroleum products; and the maintenance of a healthy, vigorous American petroleum industry.”


So Secretary Krug outlined three national needs to be met.  First, the nation needed to create “a climate of [favorable] economic circumstances” in which the industry could operate.  Second, “the industry must be encourage to intensify its exploration and its conservation activities....”  Third, “continued free access must be assured to the known reserves in the Caribbean, Persian Gulf and other areas.”


Now, 55 years later, though America is still one of the leading producers of natural gas and crude oil, it is second to none in consumption.  As a result, America spends billions of dollars each year on imported energy, predominantly in the form of crude oil.  The gap between what America consumes and what it produces is projected to widen in the coming years.  


The current recession and the war against terrorism have not dramatically altered the fundamentals of America’s energy future, but they have made vivid the core energy risk facing the United States, a risk that has for the last 20 years seemed largely remote and hypothetical.  The risk is that too great a proportion of America’s energy needs comes from sources controlled by potentially unstable or hostile governments.  For in a peaceful and stable world, there may be little risk in being a net importer of energy; the nation simply uses those imports to create wealth of a different kind – computers, cars, food – for export to others.  In an unsettled world, energy becomes a powerful economic weapon wielded by potential enemies.


America’s Coming Energy Crisis


Last year’s high crude oil prices, though down in the short-term, spurred further exploration, development, and merger and acquisition activities respecting potential oil producing properties.  The projected long-term shortage  of natural gas production  – with Americans consuming 32 trillion cubic feet per year while producing only 26 trillion cubic feet per year – has resulted in plans to drill tens of thousands of new natural gas wells in the United States.  Much of the recent expansion of the capacity to generate electricity in the United States has been through generators designed to be fueled by natural gas, a decision intended to address environmental concerns.  The expansion  of use of the Internet assures that demand for electricity, and thus natural gas, will continue to be brisk in the coming years.  


One of the Bush Administration, earliest initiatives was a thorough review of the nation’s projected supply and demand.  It recommended that America pursue a policy of diversifying its energy portfolio, promoting sources of energy in addition to the traditional triad of coal, oil, and natural gas.  For hydroelectric power, the Administration saw little opportunity for expansion; the most promising sites for constructing dams are already developed.  It urged a return to nuclear energy development, but the future of that proposal in the wake of the September 11 attacks is uncertain indeed.  The Administration viewed with  promise other alternative sources of energy, such as wind and solar power, biomass, and hydrogen fuel cells and urged continued research on making more efficient use of our energy resources.  


These alternatives cannot fully replace oil and natural gas in the near term, however, for costs of production and the lack of infrastructure for delivering alternative fuels to consumers keep these fuels from being price competitive.  Furthermore, the discovery of new reserves has not kept pace with the increase in demand for natural gas.  A national energy policy must therefore look to nationally‑owned lands to supply the shortfall.


Government-Owned Oil and Gas Resources

Approximately one-half of the area subject to the national sovereignty of the United States is owned or managed by the federal government.  Therefore, many of the most promising locations for major new oil and gas reserves are on federally-owned lands or seabed.  This is why public land access has become a priority for the Independent Petroleum Association of America (IPAA).  IPAA has assembled a Land and Royalty Committee, currently chaired by Mark Sexton, president and CEO of Evergreen Resources, Inc., to increase public land access for independent producers.  This committee is compromised of hundreds of companies who are working to advance legislative and regulatory initiatives that will create a business environment that will attract investment dollars to government owned oil and gas reserves.  


Why is IPAA focused on public lands?  These lands hold the most promising exploration targets.  The Powder River Basin in Wyoming and Montana, for example, is estimated to hold 25 trillion cubic feet of natural gas in coal seams.  Extensive development is already underway in the Basin, but government land managers are in the process of updating environmental reviews before issuing drilling permits for several thousand new wells.  Outside of Alaska, the potential for new billion-barrel oil fields is greatest in the federally-owned seabed beneath the deep waters of the Gulf of Mexico.  


Additionally, the many, almost astonishing developments in three-dimensional seismic survey technology have identified scores of new prospects for explorationists in federal government lands previously regarded as too “picked over” to warrant further analysis.  The shallow waters of the Gulf of Mexico have yielded additional reserves in this manner, and further drilling for heavy crude oil has resumed in the San Joaquin Valley of California.  New discoveries of natural gas from conventional reservoirs continue on federal oil and gas leases in the Rocky Mountain states.


The greatest potential for giant new reserves is to be found in the Eastern Gulf of Mexico and in the coastal plain of the Arctic National Wildlife Refuge in northeastern Alaska.  In waters more than 100 miles from the Gulf coast of Florida, several trillion cubic feet of natural gas are likely to be found.  This gas resource, the least polluting of the conventional sources of energy, could be brought on line to supply the power needed by the growing population of Florida, a state almost entirely dependent on out-of-state energy supplies. More than 10 billion barrels of oil may lie in the Arctic Refuge, or “ANWR” as it is called.  Discoveries of that magnitude in ANWR would have the added benefit of making it economical to produce additional, but smaller reserves and potential oil resources in the nearby lands of the National Petroleum Reserve - Alaska (“NPR-A”) and the nearby waters of the Beaufort Sea.


The Federal Government’s Leasing Program

In administering its oil and gas interests, the United States Government has relied almost exclusively on a policy of leasing oil and gas rights to private interests for development and production.  Under this policy, first implemented onshore in 1920 and extended offshore in 1953, the government makes tracts available for leasing.  Oil and gas companies may or may not have to pay an up-front “bonus” payment to obtain the lease rights.  In almost all cases, however, once the lease is issued, the lessee will be required to make annual rental payments and, once production begins on the lease, monthly royalty payments.


Government leasing policy is, of course, subjected to the shifting winds of American politics.  Congress must first pass legislation to authorize leasing in the ANWR, legislation it has resisted since the U.S. Department of the Interior first recommended leasing in 1987.  Earlier this year, the Department of the Interior reached an accommodation with the State of Florida  under which Interior withdrew from leasing 75% of the acreage available in the Eastern Gulf of Mexico.  In the face of apparently implacable environmental opposition to opening up the most promising lands for oil and gas development, the U.S. Government needs to extend incentives to maximize production from the mature petroleum province of the central and western Gulf of Mexico.


Government Incentives in the Gulf of Mexico

The three most promising plays in the available areas of the Gulf of Mexico are in ultradeep water, in moderately deep water beneath allocthonus salt sheets, and in shallow water at subsea depths exceeding 15,000 feet.  IPAA has been leading the way to promote much needed incentives to encourage development in each of these plays.


Deep Water Royalty Relief

In 1995, in order to encourage exploration and development in the deeper waters of the Gulf of Mexico, the United States Congress enacted the Deep Water Royalty Relief Act.  The measure was deemed necessary to offset the high costs of technology and equipment needed to drill and produce in deep water.  Indeed, since the Act was passed 3,300 new leases have been issued in the deep waters of the Gulf of Mexico, over 100 new discoveries have been made, and 35 new deepwater fields have gone into production.  Also as a result of the Act, companies have ventured further out into the Gulf of Mexico and are now producing in water as deep as 1,639 meters.


Pursuant to the DWRRA, a producer holding a qualifying lease that was in existence when the act was passed can apply for a suspension of royalties until a threshold amount of oil or gas is produced.  The government will review the application to determine whether royalty relief is necessary to make it economic to develop the particular field.   If approved, the royalty suspension volume granted depends on the water depth.  Leases in water 200-400 meters deep receive a minimum suspension volume of 17.5 million barrels of oil equivalent (mboe); leases in 400-800 meters of water receive a minimum of 52.5 mboe; and leases in water greater than 800 meters receive a minimum of 87.5 mboe of royalty relief. 


The DWRRA also provided that all leases in water deeper than 200 meters offered for sale over the next five years would receive automatic royalty suspension.  These new leases are entitled to the same minimum suspension volumes as existing leases but no showing of economic necessity is required.  


Although the new lease provision of the DWRRA expired November 28, 2000, the government agreed to extend automatic relief for new leases by administrative means.  On February 23, 2001, the Department of the Interior published final regulations describing how the new scheme will be applied.  In general, the new provisions are less favorable to lessees than those mandated by Congress in 1995.  Rather than granting uniform royalty suspension volumes based on water depth, the agency will announce available royalty relief on a sale-by-sale basis.  At lease sales held during 2001, the royalty suspension volumes offered were much lower than before.  Another difference, however, allows lessees to apply for additional royalty relief beyond the automatic relief.  Such additional relief will be granted upon a showing of economic necessity.  


IPAA has been working closely with the Department of the Interior and Congress to encourage implementation of more meaningful incentives for the deepwater, especially water depths ranging from 200 to 800 meters.  A bill currently before Congress would reinstate the automatic suspension volumes at the same levels as required by the 1995 Act.  The only difference is that the new legislation subjects the royalty relief to price triggers.  In other words, when average oil or gas prices for the preceding year exceed specified price thresholds, the lessee will forfeit the relief for that year. The bill is unlikely to be passed into law until sometime in 2002.


H.R. 4, which passed the House of Representatives, contains limited royalty incentives for deepwater depths starting at 400 meters, which were adopted by the Minerals Management Service in its Sale 182 notice, which will occur in March 2002.  At the end of last year, Senator Daschle introduced an energy bill which requires a study of how royalty incentives could impact offshore production for all deep water depths, deep gas and highly deviated wells. It also contains considerations for subsalt leases.  It appears the Senate will consider an energy bill early in 2002.


Subsalt Development

In the Central Gulf of Mexico Planning Area, generally straddling the 200 to 1,000 meter isobaths, lie allocthonus sheets of salt which have spread horizontally along the deeper subsea strata of rock.  These salt sheets have posed special difficulties for exploration geophysicists.  Seismic energy waves which geophysicists use to create two- and three-dimensional representations of the rock strata are reflected by the salt in unpredictable ways, making it particularly difficult to create a reliable image of the strata beneath the salt.  Because of this difficulty, until recently drilling beneath salt sheets posed too large a risk of drilling a dry hole, and had largely been avoided.


Experience in recent years has shown, however, that the success rate of exploratory wells drilled into subsalt prospects is almost doubled by the use of more refined three-dimensional “depth migration” imaging.  Although this dry hole risk can be reduced by the additional studies, those studies are expensive and time-consuming, taking months of work even with the use of supercomputers.  


IPAA has been encouraging lease term incentives for subsalt leases.  Both House and Senate Energy bills require an extension of lease subsalt terms.  The Interior Department has recognized that the application of three-dimensional pre-stack depth migration technology to subsalt imaging can reduce the number of unnecessary wells.  It also has recognized that processing times can be abnormally long, sometimes taking four or five years, because current imaging efforts continue to stretch the limits of imaging technology.  
These delays can pose a dilemma for the lessee.  Leases issued in the subsalt play typically have a primary term of five years or a stipulated obligation to drill within five years of lease issuance.  Under the regulations, a lease expires at the end of its primary term unless (1) the lessee is conducting “operations” (i.e., drilling, well re-working, or production in paying quantities) on the lease, or (2)  the running of the lease term is suspended by an SOO or a Suspension of Production (“SOP”).  In some cases, the lessee may use the full primary term undertaking multiple reprocessing studies of the geophysical data.  If those studies have not sufficiently defined a subsalt drilling target, the lessee must choose between drilling “blind” or having its lease expire.


Pending before the Department of the Interior is a proposal to grant lessees performing advanced geophysical processing studies a extension of up to three years, on their leases to permit these companies to take full advantage of advances in processing technology in defining drilling targets.  A decision is expected early in 2002.


Deep Natural Gas Reservoirs in Shallow Water

The shallow waters of the Gulf of Mexico’s outer continental shelf (“OCS”) may produce a most significant natural gas find: deep gas.  Deep gas is natural gas found from 15,000 feet or greater below sea (“subsea”) level.


The Minerals Management Service, a division of the Department of the Interior, estimates that there are between 5 to 20 Tcf of undiscovered deep gas, with 10.5 Tcf being the most likely volume recoverable.


Companies have drilled 35,000 wells on the OCS; only 1,842 of these wells are deeper than 15,000 feet subsea.  These wells were drilled in the 1980's using two-dimensional (2-D) seismic data.  Only 503 reservoirs were found, with an estimated 10 Tcf of recoverable gas.  The average size of these reservoirs is 20 billion cubic feet (“Bcf”).  The Norphlet trend of the northeastern Gulf of Mexico has provided 24 of these reservoirs with an average discovery of 105 Bcf per reservoir.  The other 479 reservoirs found 7.5 Tcf, and average of 15.7 Bcf per reservoir.  


Drilling to these depths is expensive, time-consuming, and riskier. Drillers face high downhole pressures and high temperature levels.  Drilling frequently encounters salt areas, posing the risk of lost circulation of fluids in drilling mud systems.  Also problematic is the presence of carbon dioxide and hydrogen sulfide found with the fluids. These are highly corrosive substances which damage equipment and increasing the cost of drilling and production. 


The Norphlet trend has been the most prolific source of deep gas so far. The volume of gas found has been declining and the number of wells drilled to discover new reservoirs increased during the 1985 -1989 period; however, overall OCS gas production has been declining since 1997. 


On March 28, 2001, the Interior Department’s first effort to provide an incentive for deep gas production came in OCS Sale 178.  This sale offered suspension of royalty payments for drilling deep gas reservoirs, defined as 15,000 feet or greater subsea.  Royalty suspensions will be available for blocks in less than 200 meters of water that begin producing deep gas within five years.  The lessee will receive royalty suspension on the first 20 Bcf of deep gas production.  The Department of the Interior is considering offering the same deep gas royalty suspension terms to leases already in existence.  IPAA is encouraging the Department to provide the same 20 Bcf royalty suspension scheme for existing leases as soon as possible. 


Conclusion

Vast oil and gas resources yet to be developed on lands owned by the federal government offer America the opportunity significantly to reduce its dependence on imported oil. Political obstacles to development may continue to limit the search for additional oil and gas supplies to established regions.  Incentives will be needed for those regions to yield significant new discoveries.
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