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Oil and gas companies that drill offshore or on public lands are required to pay for the oil and gas they
remove in the form of royalties. However, because of out-dated energy policy and mismanagement of
royalty collection, oil and gas companies often pay little to no royalties to the owners of the resources—
U.S. taxpayers. At a time when oil companies have experienced five years of record profits, there is no
need to subsidize the industry with royalty holidays. With prices at more than $80/barrel,” and predicted
to increase, the industry has ample incentive to produce more oil without taxpayer subsidies.

The Federal Oil and Gas Royalty System

According to the Government Accountability Office, oil and gas
royalties comprise one of the largest non-tax sources of revenue
for the federal government.® In 2008, the Minerals Management
Service (MMS), the federal agency within the Department of
Interior (DOI) charged with collecting and oil and gas royalties,
reported collecting $12.5 billion in royalties, $8.9 billion of which
came from offshore leases.” Until recently, royalties could be paid
to MMS in dollars as a percentage of the cash value of oil or gas
produced and sold, or they could be paid “in-kind,” whereby
payment is calculated as a percentage of oil or natural gas
produced and paid in the form of the commodity itself.” In
September 2009, Interior Sec. Salazar announced the termination
of the Royalty-In-Kind|(RIK) program, citing program
mismanagement and failure to collect adequate in-kind payments for oil and gas leases. TCS has
continuously called for the elimination of this program and applauds Sec. Salazar’s decision, but this is
only the first of many needed oil and gas royalty reforms.

All publically owned leases are currently subject to royalty fees of 12.5%° for onshore leases and 18.75%
for all water depths, except for instances where royalty suspension, or “relief,” applies.” However, DOI
has not conducted a comprehensive evaluation of its federal oil and gas fiscal system in over 25 years,®
and royalty collection procedures need to be updated to ensure taxpayers are receiving a fair and equitable
return, as mandated by the Outer Continental Shelf Lands Act. ° According to Wood Mackenzie, an
energy research and consulting firm, the U.S. “government take” from oil royalties ranks 93 out of 104
and in the bottom half in pricing stability.’ In 2007, oil and gas companies drilling on public lands and
waters made $75 billion in profit and paid the federal government a total of only $9 billion in royalties.™

The 1995 Deep Water Royalty Relief Act: Billions in Taxpayer Losses

In the Gulf of Mexico, the federal government has been giving royalty “relief” to oil and gas companies
since 1996 to drill off-shore. The 1995 Deep Water Royalty Relief Act (DWRRA) provided royalty
“relief,” up to certain production volumes, for leases sold from 1996-2000 in water 200 meters or deeper
that are west of the Florida/Alabama boundary.**"® Pre-1996 and Post-2000 leases can also apply for
relief on a case-by-case basis.™

While only a few of the leases have come online, this is already a multi-billion-dollar giveaway.'® At the
time the law was passed, oil and gas prices were only $18/barrel and royalty “relief” might have seemed
like a small incentive for drilling, but DWRRA has since become one of the biggest subsidies the oil and
gas industries receive— the total cost to taxpayers could total up to $53 billion in the next 25 years.*® The
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Supreme Court had the opportunity to overturn this massive giveaway in October, but neglected to hear
the case allowing the subsidy to stand.

Leases issued under the act were originally intended to include price thresholds, which phase out royalty
relief when oil or natural gas prices exceed certain levels ($28/barrel for oil and $3.50/MMBtu for gas,
adjusted for inflation every year since 1994).1" As of 2009, the thresholds are $37.59/barrel for oil and
$4.70/MMBtu for natural gas'® Yet due to a reported clerical error, leases signed in 1998-1999 did not
include price thresholds making leases from these years exempt from paying royalties even when oil and
gas companies are making large profits."® Although some of the leases have been renegotiated,” the lack
of price thresholds in leases issued during these two years has already cost taxpayers more than $1
billion?! and is expected to cost a total of $10 billion in lost revenue.?

Additional Royalty Relief

In 2004, royalty relief was extended to gas in shallow waters under the MMS’ “Deep Gas in Shallow
Water” (DGISW) program. The program allows DOI to exercise its authority under the Outer
Continental Shelf Lands Act and grants royalty relief to wells drilled in less than 200 meters of water that
produce gas from intervals below 15,000 feet.”® The relief under DGISW applies to wells where drilling
began on or after March 26, 2003, and production began on or before May 3, 2009.%* Section 344 of the
Energy Policy Act of 2005 further expands royalty relief to all excavation sites in shallow waters (less
than 400 meters) with deep wells (more than 15,000 meters). In addition, section 345 of the Act makes
deep water relief mandatory for all sites 400 meters or deeper.” As a result, the Interior Secretary no
longer has the authority to charge royalties for these leases even on a case-by-case basis. In 2007, the
Secretary of the Interior raised the royalty rate on all future deep water leases in the Gulf of Mexico to
18.75 percent;*® but royalty relief continues for leases that have already been sold.

Litigation

Section 304 of DWRRA grants royalty relief to all DWRRA leases signed between 1996 and 2000, up to
certain production volume thresholds.?” With the exception of leases from 1998-1999 which excluded
price thresholds, DWRRA leases are required to pay royalties when gas prices exceed a pre-determined
price. In 2003-2004, the price thresholds were exceeded,?® prompting the DOI to direct Kerr-McGee Oil
and Gas Corporation to pay royalties. Kerr-McGee (which has since been bought by Anadarko) sued
DOlI, claiming it was entitled to full royalty relief because none of its leases had exceeded the section 304
production volume thresholds.”® In January 2009 the U.S. Fifth Circuit Court of Appeals upheld a district
court decision siding with Anadarko.** On March 30, the U.S. Department of Justice (DOJ) asked the full
court to rehear the decision and “correct the panel’s error,” saying the panel’s decision was inconsistent
“with the plain language of the statute.”® The DOJ agrees with MMS’s following interpretation of the
applicable laws: “By various laws (Outer Continental Shelf Lands Act, Deep Water Royalty Relief Act,
Energy Policy Act) and regulations (30 CFR 203.48, 203.54, 203.78, 260.110, and 260.122), MMS has
authority to impose price thresholds at which otherwise applicable royalty relief is suspended.”*
The case was subsequently appealed to the U.S. Supreme Court.

However, on October 5, 2009, the U.S. Supreme Court denied the Department of Interior’s appeal,
allowing the circuit court’s ruling in favor of Anadarko to stand. The ruling stipulates that price
thresholds will no longer apply to deepwater leases signed in 1996-2000, costing taxpayers an estimated
$19 bigion in foregone royalties over the next 10 years, and as much as $53 billion over the next 25
years.

Legislative Proposals to Reform Royalty-Free Leases
Several lawmakers have made recouping lost revenues on offshore leases a top priority, although
Congress has yet to pass corrective legislation. In 2007, Rep. Nick Rahall (D-WYV) introduced the



CLEAN Act of 2007, which later became omnibus energy legislation known as the Energy Independence
and Security Act of 2007.>* The CLEAN Act would have repealed sections 344 and 345 of the Energy
Policy Act of 2005 that provide mandatory relief for excavation sites deeper than 400 meters and extends
royalty relief to shallow waters and deep wells. In addition, the CLEAN Act would have required
royalty-free Gulf Coast leases from 1998-1999 to renegotiate their lease terms or be barred from bidding
on any future leases.* The bill overwhelmingly passed the full House, 264-123.%

The Senate’s initial version of the 2007 energy bill would have taken even stronger actions to reform
royalty relief. The Senate Finance Committee included a 13 percent excise tax on Gulf Coast leases—
championed by Sen. Bingaman (D-NM)—»but it was removed from the final bill because it was seen as a
violation of the lease contracts.®” In addition, Senators Wyden (D-OR) and Sununu (R-NH) proposed
amending the Energy Policy Act of 2005 to repeal sections 344 and 345, provisions that allow for
mandatory royalty relief;* but the amendment failed 43-52. Sen. Max Baucus (D-MT) proposed an
amendment that would have taxed Gulf Coast oil and gas leases paying under the (then) standard tax rate
of 16.67 percent, raising an estimated $27 billion over ten years.*® However, the amendment also failed.*’
Despite these lawmakers’ efforts, none of the proposals for recouping revenues on royalty-free leases
made it into the final 2007 energy bill (P.L. 110-140).**

In 2008, Senators Baucus and Grassley (R-1A),Chair and Ranking Member of the Senate Finance
Committee, included a 13 percent excise tax on Gulf Coast leases in their markup of the Energy
Independence and Investment Act of 2008 (S.3478)*. The proposal passed out of the Senate Finance
Committee, but quickly received a presidential veto threat and was subject to more controversy once it
reached the Senate floor.”® As a result, Baucus and Grassley chose to scale-down the original bill,
ultimately removing the excise tax with a substitute amendment so the final energy tax package could
secure enough votes to gain cloture.**

Congress Poised to Make Real Progress

In June, the Senate Energy and Natural Resources Committee passed S. 1462, the American Clean Energy
Leadership Act. The Committee-passed bill includes the repeal of sections 344 and 345 of the Energy
Policy Act of 2005, provisions that require mandatory relief both for all offshore oil and gas leases on
sites deeper than 400 meters.”® The Energy Policy Act of 2005 rescinded the Interior Secretary’s authority
to collect royalties on any of these leases. The Committee argued that restoring this authority will
“prevent unjustified windfalls to the oil and gas industry.””* If this provision becomes law, the Interior
Secretary will regain the authority to determine whether to extend royalty relief on a case-by-case basis.

On the Senate side, Rep. Rahall, Chairman of the House Natural Resources Committee, introduced the
Consolidated Land, Energy, and Aquatic Resources Act of 2009 (H.R. 3534) in early September. The
current bill includes several provisions that could significantly reform royalty payments. Like the Senate
Committee’s proposal, Rahall’s bill would repeal sections 344 and 345 of the Energy Policy Act of 2005.
In addition, the House bill would enact a minimum 12.5% severance tax on all on-shore leases operating
on public land.*” The bill would also increase penalties for inaccurate royalty reporting and eliminate
federal reimbursements for overpayments made in error by lessees.”® The House Natural Resources
Committee held two hearings on the bill in mid-September but has yet to vote on it.

Similarly, President Obama’s FY2010 budget proposal calls for placing a 13% excise tax on off-shore oil
leases that have been operating royalty free. The Administration estimates this would save taxpayers $5.3
billion from 2011 to 2019.%



Now it’s up to Congress to work with the current Administration to ensure further legislative action is
taken to collect royalties on Gulf leases and reform royalty collection procedures. For more than a
decade, oil and gas companies have benefited from a flawed royalty collection system while raking in
record profits. Congress must repeal unnecessary royalty relief provisions, overhaul the Minerals
Management Service’s collection procedures and update collection levels to ensure taxpayers receive
adequate compensation for resources extracted from federal lands and waters. Taxpayers are legally
entitled to a fair return for publicly owned oil and gas and it’s time we received adequate compensation
for our resources.

Updated November 2009
For more information contact visit lxww.faxpayer.nefl

or contact Autumn Hanna at 202-546-8500 or autumn@taxpayer.net

1 Hargreaves, S. “Exxon 2008 Profit: A Record $45 Billion.” CNNMoney.com: January 2009.
http://money.cnn.com/2009/01/30/news/companies/exxon_earnings/index.htm

2 Oil-Price.net, “Crude Oil Price Forecast.” http://oil-price.net/index.php?lang=en, August 23, 2009.

3 U.S. Government Accountability Office. “Oil and Gas Royalties: MMS’s Oversight of Its Royalty-in-Kind Program Can Be
Improved through Additional Use of Production Verification Data and Enhanced Reporting of Financial Benefits and
Costs.” September 2008. http://www.gao.gov/products/GAO-08-942R,

4 U.S. Department of Interior, Minerals Management Service. “Budget Justifications and Performance Information Fiscal
Year 2009.” online at http://www.doi.gov/budget/2009/data/greenbook/FY2009_MMS_Greenbook.pdf,

5 Energy Information Administration, Office of Oil and Gas, “Overview of the Federal Offshore Royalty Relief Program.”
June 2006. http://www.eia.doe.gov/pub/oil_gas/natural_gas/feature_articles/2006/ngoffshore/ngoffshore.pdf,

6 Energy Information Administration, Office of Oil and Gas, “Overview of the Federal Offshore Royalty Relief Program.”
June 2006. http://www.eia.doe.gov/pub/oil_gas/natural_gas/feature_articles/2006/ngoffshore/ngoffshore.pdf,

7 U.S. Department of Interior, Minerals Management Service. “Outer Continental Shelf (OCS) Western Planning Area
(WPA) Gulf of Mexico (GOM) Oil and Gas Lease Sale 210”.July 2009.
http://www.gomr.mms.gov/homepg/Isesale/210/fnos210.pdf

8 Minerals Management Service. “Prices Above Which Full Royalties are Due.”
http://www.mms.gov/econ/PDFs/CurrentPT.pdf

943 U.S.C. § 1801 et seq, “The Outer Continental Shelf Lands Act.” August 1953, amended 1978.

10 43 U.S.C. § 1801 et seq, “The Outer Continental Shelf Lands Act.” August 1953, amended 1978.

11 The Government Accountability Office. “The Federal System for Collecting Oil and Gas Revenues Needs Comprehensive
Reassessment.” September 2008. http://www.gao.gov/new.items/d08691.pdf

12 U.S. Department of Interior, Minerals Management Service.“Economics: Deep Water Royalty Relief.” June 2009.
http://www.mms.gov/Econ/econROYDW.htm

13 Production Volume Thresholds are 17.5 million barrels of oil equivalent for leases in water depths of 200 to 400
meters; (2) 52.5 million barrels of oil equivalent for leases in water depths of 400 to 800 meters; (3) 17.5 million barrels
of oil equivalent for leases in water depths greater than 800 meters. Outer Continental Shelf Deep water Royalty Relief
Act of 1995 (DWRRA), Pub. L. 104-58, 109 Stat.557 (Nov. 28, 1995, codified at 43 U.S.C. 1337 (a)(1)(H), - (a)(3)(B), -
()(Q).

14 Quter Continental Shelf Deep water Royalty Relief Act of 1995 (DWRRA), Pub. L. 104-58, 109 Stat.557 (Nov. 28, 1995,
codified at 43 U.S.C. 1337 (a)(1)(H), - (a)(3)(B), -(a)(C).

15 U.S. Government Accountability Office.“0Oil and Gas Royalties: Royalty Relief Will Likely Cost the Government Billions,
but the Final Costs Have Yet to Be Determined.” Janruary 18, 2007. http://www.gao.gov/new.items/d07369t.pdf,


http://taxpayer.net/

16 U.S. Government Accountability Office. “Oil and Gas Royalties: The Federal System for Collecting Oil and Gas Revenues
Needs Comprehensive Reassessment.” September 2008. http://www.gao.gov/new.items/d08691.pdf,

17 U.S. Government Accountability Office. “Oil and Gas Royalties: The Federal System for Collecting Oil and Gas Revenues
Needs Comprehensive Reassessment.” September 2008. http://www.gao.gov/new.items/d08691.pdf,

18 Minerals Management Service. “Prices Above Which Full Royalties are Due.”
http://www.mms.gov/econ/PDFs/CurrentPT.pdf

19 U.S. Representative Maurice Hinchey. “Hinchey, House Colleagues To Formally Urge U.S. Dept. of Justice to Appeal Kerr-
McGee Ruling In Order To Continue Collecting Royalties From Energy Companies.” November 6, 2007.
http://www.house.gov/hinchey/newsroom/press_2007/110707KerrMcGeeReaction.html,

20 As of January 18, 2007, MMS had had successful negotiations with five of 55 companies with such leases. U.S.
Government Accountability Office. “Oil and Gas Royalties: The Federal System for Collecting Oil and Gas Revenues Needs
Comprehensive Reassessment.” September 2008

! The Government Accountability Office. “Royalty Relief Will Likely Cost the Government Billions, but the Final
Costs Have Yet to Be Determined.” Janruary 18, 2007. http://www.gao.gov/new.items/d07369t.pdf

22 Congressional Research Service. “CRS Report for Congress: Royalty Relief for Deepwater Oil and Gas Leases,”
September 2008. http://digital.library.unt.edu/govdocs/crs/permalink/meta-crs-10686:1,

23 For wells between 15,000 feet and 18,000 feet, relief is granted up to a royalty suspension volume of 15 Bcf. For wells
18,000 feet or greater, 25 Bcf. For unsuccessful wells 18,000 feet or greater, 5 Bcf. 43 U.S.C. § 1801 et seq, “The Outer
Continental Shelf Lands Act.” August 1953, amended 1978.

24 43 U.S.C. § 1801 et seq, “The Outer Continental Shelf Lands Act,” August 1953, amended 1978.

25 The Environmental Protection Agency. “The Energy Policy Act of 2005.” August 5, 2005.
http://www.epa.gov/oust/fedlaws/publ_109-058.pdf

26 Minerals Management Service. “Prices Above Which Full Royalties are Due.”
http://www.mms.gov/econ/PDFs/CurrentPT.pdf

27 Quter Continental Shelf Deep water Royalty Relief Act of 1995 (DWRRA), Pub. L. 104-58, 109 Stat.557 (Nov. 28, 1995,
codified at 43 U.S.C. 1337 (a)(1)(H), - (a)(3)(B), -(a)(C).

28 For natural gas in 2003, and for both commodities in 2004. U.S. 5t Circuit Court of Appeals, “Kerr-McGee Oil and Gas
Corp. v. Allred, Slip. Op. No. 08-30069.” Janruary 12, 2009.

http://www.dtdeal.com/pdf/rmmlf admin_judic_updt_2007.pdf

29 For natural gas in 2003, and for both commodities in 2004. U.S. 5th Circuit Court of Appeals, “Kerr-McGee Oil and Gas
Corp. v. Allred, Slip. Op. No. 08-30069,” Janruary 12, 2009.

http://www.dtdeal.com/pdf/rmmlf admin_judic_updt_2007.pdf

30 For natural gas in 2003, and for both commodities in 2004. U.S. 5th Circuit Court of Appeals, “Kerr-McGee Oil and Gas
Corp. v. Allred, Slip. Op. No. 08-30069,” Janruary 12, 2009.

http://www.dtdeal.com/pdf/rmmlf admin_judic_updt_2007.pdf

31 Reuters. “US govt wants court to rehear oil royalty dispute.” March 30, 2009.
http://www.forbes.com/feeds/afx/2009/03/30/afx6231781.html

32 U.S. Federal Register, Vol. 74, No. 106. June 4, 2009. http://www.mms.gov/federalregister/PDFs/74FR26879.pdf.

33 U.S. Government Accountability Office. “Oil and Gas Royalties: The Federal System for Collecting Oil and Gas Revenues
Needs Comprehensive Reassessment.” September 2008. http://www.gao.gov/new.items/d08691.pdf,

34 U.S. Library of Congress. “Creating Long-Term Energy Alternatives for the Nation (H.R. 6).” http://thomas.loc.gov/cgi-
bin/bdquery/z?d110:h.r.00006

35 Talley, lan. “House passes $16B energy-tax bill axing oil tax breaks.” MarketWatch: August 5, 2007.

http://www.marketwatch.com/story/story/print?guid=C22C565B-CA9A-4D7F-A2BD-AB921B76CE05

36 Govtrack.us. “H.R. 6: Energy Independence and Security Act of 2007.”
http://www.govtrack.us/congress/bill.xpd?bill=h110-6

37 Whitten, David. “Senate Panel Approves Plan for Gulf Gas, Oil Leases (Update1).” Bloomberg: June 19, 2007.
http://www.bloomberg.com/apps/news?pid=20601103&sid=aul2giYYs7pY&refer=us

38 Wyden, Ron. “Wyden - Sununu Amendment Would Stop Royalty Relief for Oil Companies.” June 19, 2007.
http://wyden.senate.gov/newsroom/record.cfm?id=277338

39 Tulsa World. “Congressional Roll Call.” Tulsa, OK: 6/24/2007.
http://www.tulsaworld.com/news/article.aspx?subjectid=16&articleid=070624_1_A15_WASHI52771&archive=yes



40 U.S. Senate. “U.S. Senate Roll Call Votes 110th Congress - First Session.” June 21, 2007.
http://www.senate.gov/legislative /LIS /roll_call_lists/roll_call_vote_cfm.cfm?congress=110&session=1&vote=00223
41 CRS Report for Congress. “Energy Independence and Security Act of 2007: a Summary of Major Provisions.”
Congressional Research Service: December 21, 2007. http://energy.senate.gov/public/_files/RL342941.pdf

42 Bacaus, Max and Grassley, Chuck. “Baucus, Grassley Offer Tax Incentives for Clean Energy, Homegrown Jobs.”
September 11, 2008.

http://finance.senate.gov/press/Bpress/2008press/prb091108.pdf

*% Congressional Research Service. “Energy Tax Policy: History and Current Issues.” September 26, 2008. Pp 18
http://www.seia.org/galleries/pdf/CRS_Report_Congress_11_3_08.pdf

* Congressional Research Service. “Energy Tax Policy: History and Current Issues.” September 26, 2008. Pp 18
http://www.seia.org/galleries/pdf/CRS_Report_Congress_11_3_08.pdf

45 The New York Times. “Senate Panel Votes to Repeal Mandatory Royalty Waivers for Offshore Drilling.” June 2009
http://www.nytimes.com/gwire/2009/06/16/16greenwire-senate-panel-votes-to-repeal-mandatory-royalty-
88800.htm],

46 Senate Committee on Energy and Natural Resources. “Committee Reports Energy Bill.” June 17, 2009.
http://energy.senate.gov/public/index.cfm?FuseAction=PressReleases.Detail&PressRelease_ld=a3fe85e3-8145-4b45-
bb0b-1df967416alf

47 The Library of Congress. “H.R. 3534.” http://thomas.loc.gov/cgi-bin/bdquery/z?d111:h.r.03534:

48 Straub, Noelle. “Sweeping Rahall Bill Would Overhaul Federal Oil and Gas Leasing, Royalties.” The New York Times:
September 9, 2009. http://www.nytimes.com/gwire/2009/09/09/09greenwire-sweeping-rahall-bill-would-overhaul-
federal-0i-94254.html



