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(1)

NATURAL GAS ROYALTIES: THE FACTS, THE
REMEDIES

WEDNESDAY, MARCH 1, 2006

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY AND RESOURCES,

COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:07 p.m., in room
2154, Rayburn House Office Building, Hon. Darrell E. Issa (chair-
man of the subcommittee) presiding.

Present: Representatives Issa, Watson, and Higgins.
Staff present: Larry Brady, staff director; Lori Gavaghan, legisla-

tive clerk; Thomas Alexander, counsel; Dave Solan, Ph.D. and Ray
Robbins, professional staff members; Alexandra Teitz, minority
counsel; Richard Butcher, minority professional staff member; and
Cecelia Morton, minority office manager.

Mr. ISSA. Good afternoon. A quorum being present, I call this
hearing to order.

This subcommittee is conducting a fact-finding hearing to inves-
tigate the implementation of the Federal Natural Gas Royalty Pay-
ment Program.

Recent news reports suggest that the Government may be unable
to collect anywhere from $7 billion to $28 billion in natural gas roy-
alties from leases of Federal lands and waters.

This is particularly troublesome at a time when natural gas com-
panies are continuing to post record earnings.

There are several areas of concern, the first is whether some gas
companies have failed to fulfill their contractual obligations to
make royalty payments to the Department of the Interior.

There is confusion surrounding figures the industry has supplied
to the Interior Department, the accounting methods of the Interior
Department, and the degree of oversight provided by Minerals
Management Service [MMS].

On this basis alone, the U.S. Government may have been under-
paid $700 million worth of royalties in 2005.

Second, there is concern that the United States could be excluded
from billions of royalties resulting from the Deep Water Royalty
Relief Act. The act was enacted to provide an incentive to compa-
nies to explore and extract oil and natural gas from the U.S. wa-
ters. This came at a time when oil and natural gas prices were low,
and the interest in deep water drilling was lacking.

The act gives the Secretary of the Interior the authority to enter
into leases with oil and gas companies with defined volume suspen-
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sions and price thresholds so that companies can recover their cap-
ital investments before paying royalties on the gross revenues.

Again, this was at a time in which prices were low.
During 1998 and 1999, however, these critical price thresholds

were not included as terms of the leases, thereby allowing compa-
nies to recoup their capital investments long before the expiration
of volume suspensions.

As these wells are now beginning to reap billions in gross reve-
nues because of record gas prices, the effect of the price threshold-
free language is coming to fruition.

As a result, the United States may be unable to claim part of the
billions in gross revenues for the years 1998 and 1999.

The Department of Interior and the MMS have been very cooper-
ative in responding to all of our requests for information. They as-
sure me—and I emphasize this—they assure me that they can fac-
tually explain the situation and that there is no $700 million short-
fall.

However, the $700 million is not the only issue. The focus here
today is also on the more critical issue: the 1998 and 1999 leases
and the billions that the U.S. Government may be precluded from
collecting. That is why we are here today and have only one wit-
ness to establish the fact in this public forum.

The subcommittee will be diligent in our oversight responsibil-
ities, depending upon the information we find here today. We may
followup with hearings that are focused on more specific issues
that need further analysis. We may focus on legislation to correct
errors that we discover here today or in future hearings.

It is our responsibility to ensure that royalties are collected ac-
cording to the law and the intent of Congress. I look forward to the
hearing, Dr. Cruickshank’s testimony today.

I ask unanimous consent that the briefing memo prepared by the
subcommittee staff be inserted into the record as well as all rel-
evant materials.

I would now yield to the ranking gentlewoman from California
for her opening statement, Ms. Watson.

[The prepared statement of Hon. Darrell E. Issa follows:]
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Ms. WATSON. Thank you so much, Mr. Chairman. And I am sorry
I am just now arriving—conflicts. But I want to commend you for
scheduling this hearing today on the subject matter, and in the 5
years since the Bush administration has taken office, neither the
Government Reform Committee nor the Resources Committee has
held a single oversight hearing on the management of the Federal
Royalty Program or on the validity of the regulations governing col-
lection of natural gas royalties.

So I want to thank the Deputy Director of MMS for attending the
first hearing of what should be several meetings to discuss the
issue.

Indeed with the gas and oil industry recording the largest reve-
nues in history, Congress must take a hard look at the reasons for
royalty relief. The fact of the matter is the policy of royalty relief
that the Congress passed was an unwise policy. But the oil compa-
nies convinced this Congress to do so, and they have convinced the
administration to allow it to continue.

President Bush was quoted in the April 9, 2005 New York Times,
‘‘I will tell you with $55 oil, we don’t need incentives to oil and gas
companies to explore. There are plenty of incentives.’’

The Bush administration recently acknowledged that the further
expansion of their oil royalty relief program was not necessary. Un-
fortunately, President Bush did not go to such an extent that he
insisted that royalty relief be taken out of the energy bill he just
signed.

The American taxpayer is the victim in this situation. I under-
stand that there is an accounting controversy surrounding the
math that the New York Times used to calculate a $70 million—
excuse me—$700 million, in other words, $7 billion pool of uncol-
lected royalties from the oil and gas companies.

So let us get down to transparency and utilize the proper num-
bers. Why is there an unwillingness to allow a fair and accurate
exchange of numbers between government and private industry?
Has the manipulation of Enron taught us anything?

Moreover, the bottom line is those companies believed, as the ad-
ministration has said, that at a minimum, they were not going to
get relief from the payment of the rent to the taxpayers if oil was
over $35 a barrel.

As we all know, the world price of oil today is hovering around
$60 a barrel, and recently it has been on a high and as high as
$70. Now, how can we allow companies to exploit public assets and
then charge us extraordinary amounts to use the products derived
from those assets?

The American public is having a difficult time heating their
homes and putting gas in their cars. The country is at an all-time
deficit. Projections from the New York Times place uncollected roy-
alties at $65 billion in the next 5 years, utilizing the plan proposed
by the Department of Labor.

Leases without any royalty mechanism are driving the largest
revenue losses. Americans deserve an answer to the currently inex-
plicable leases issued in 1998 and 1999 that do not contain price
thresholds at all.

Good public policy demands that Congress conduct real oversight
and protect the taxpayers’ interests.
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Recently, Representative Markey introduced legislation to pre-
vent any future royalty holidays for the oil companies. The legisla-
tion is designed to seek and direct the Minerals Management Serv-
ice to renegotiate these leases so that it does include the provision
of a minimum of a trigger, hopefully promoting a better royalty pol-
icy than that.

The bill dictates that companies who do not want to cooperate
with renegotiation should be barred from future bids on the Outer
Continental Shelf.

I am interested to hear from the Department of the Interior if
this is a step in the right direction. To their credit, some of the
major oil companies are struggling that, in fact, they do owe the
royalties and that there is a trigger mechanism.

Unfortunately, Kerr-McGee and apparently some other compa-
nies have decided that they are going to challenge the whole law.

They believe they are not obligated to pay any of these royalties;
also that there is no trigger in this law.

So, Mr. Chairman, I again want to commend you for your leader-
ship in bringing this issue to our subcommittee.

I look forward to the testimony today and subsequent hearings,
and I am as dedicated as you are in providing strong leadership
and advocacy on behalf of the American public and in particular
our drivers in California who have an extra appendage and that is
their automobiles.

So, again, thank you, and I yield back.
Mr. ISSA. I thank the gentlelady. I would note for the record that

as far as our staff can determine, the first letter that was received
and part of the impetus for this hearing here today came from a
letter from the minority side, and it is the first that we believe we
received in those 5 years you spoke about—on January 23, 2006,
calling on both Chairman Pombo and Chairman Davis to look into
these issues. I wanted to make sure that credit was given where
credit was due. I am delighted to be doing this. To be honest, I
looked at those New York Times articles and I looked at this re-
quest from the minority in determining that this was an issue that
should be quickly scheduled, and we moved what was not on the
agenda ahead so that it could, in fact, be done right now. I hope
that this will be the first of many.

I would like to now yield 5 minutes to the gentleman from New
York, who also is very engaged in this issue and even has his own
legislation.

Mr. HIGGINS. I will waive an opening statement.
Mr. ISSA. The gentleman waives an opening statement. So with

that, we can get to the meat of this.
Dr. Cruickshank, I am going to be brief and then give you all the

time that you need. But I would like to mention that your Ph.D.
couldn’t be more appropriate, in that your education in geological
sciences from Cornell and from Penn State and your mineral—Doc-
torate in Mineral Economics. Boy, we are talking minerals and
money here today—couldn’t be more on task. I note that you have
been on the job since April 8, 2002, when you were designated Dep-
uty Director of Minerals Management Service. I appreciate the ad-
ministration providing you. I appreciate your being here today.
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Before I swear you in, I would ask unanimous consent that your
entire testimony be placed in the record in addition to any mate-
rials that you may supply, including your PowerPoint presentation.
Without objection, so ordered.

It is the rule of this committee that all Members—or certainly all
people testifying and any who may be on your staff that may give
you advice, guidance, or may ultimately answer a question also be
sworn in.

So I would ask that you and anyone fitting that description
please rise and take the oath. Note there is only one.

[Witness sworn.]
Mr. ISSA. Let the record show an answer in the affirmative.
Thank you very much, and, as we talked about earlier—please

have a seat. I understand that your testimony will be supported by
PowerPoint, we will then take questions and answers, and without
objection, take what time you need to do both.

STATEMENT OF WALTER CRUICKSHANK, PH.D., DEPUTY DI-
RECTOR, MINERALS MANAGEMENT SERVICE, DEPARTMENT
OF THE INTERIOR

Mr. CRUICKSHANK. Thank you, Mr. Chairman, and members of
the committee for this opportunity to appear today to discuss the
various issues that have been raised concerning oil and gas royal-
ties over the last month.

You have noted the plan. I would like to follow. I have a
PowerPoint presentation responding to the initial New York Times
article of January 23rd. And after walking through that, I would
then like to give some additional remarks on Deep Water Royalty
Relief—the history and mechanics of that program and the issue of
price thresholds and where we are today.

I will start with the PowerPoint. There are 5 issues raised in
that initial article that I would like to address. The 5 issues include
the first, which is the statement that we could have received $700
million more in royalties had we based royalties on larger market
prices; the issue of different prices being reported to MMS and to
the SEC. The third issue noted that natural gas prices are higher
now than in 2001, but natural gas royalties are less. I would like
to go on to the reasons that has occurred. And the fourth issue
raised in the article was whether our valuation rules are aggressive
enough in seeking to collect royalties on the right basis, and finally
discuss the issue of our audit program.

So I will turn to each of those in turn.
But first, a little bit of background on royalties. Royalty is the

public share of the value of minerals produced from Federal lands.
For oil and gas leases, the royalty rate is generally 121⁄2 percent
as a minimum royalty rate in statute, but there are authorities to
charge higher royalty rates or to reduce royalties below that 121⁄2
percent on occasion.

The value, for royalty purposes, is based on the value of the pro-
duction at or near the lease. And that is based on 85 years of prac-
tice, of statute, of regulations, of provisions in the lease terms
themselves and of judicial decisions.

The basic royalty equation is the value of the royalty production
times the volume sold times the royalty rate. The value of royalty
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production again is based at the lease, though, and often then does
not reflect the price at a market center that may be some distance
from the lease.

In those cases, where you are selling at some distance far from
the lease, you are allowed to deduct your costs of transporting the
production from the lease to the point of sale.

So the value for royalty purposes is the market price, minus
what you are allowed to deduct for your cost of transporting to the
point of sale, and for natural gas, you may also take deductions for
processing that gas to take out royalty bearing liquids.

I would like to start by addressing the issue of the potential $700
million shortfall in royalty collections.

That number arose out of data on our Web site, but the numbers
were used in a way that it was really not consistent with what the
data on the Web site contained.

What the New York Times did was basically use the data on the
Web site to calculate an average value for natural gas produced in
fiscal year 2005, compare that to other market prices, to come up
with the $700 million shortfall.

But our data on the Web is really not tied to the dates or month
of production. Rather, it is based on when we receive payment. Our
royalty management program is one that is charged with collecting
money and disbursing money, and the data that we put on our Web
site really tracks the cash-flows, if you will—the money, when we
receive it and when we pay it out, rather than tying it to the year
in which it was actually produced.

What typically happens in the oil and gas industry is that there
are a lot of adjustments after the initial royalty payments. Royal-
ties are generally paid 30 days after the month of production. But
it could be many months, and in some cases years before those
numbers are actually locked in stone by the companies. There can
be a variety of reasons for this—related to the number of partners
on a field, the number of fields tying into a pipeline, the number
of pipelines tying into processing plants. And at each stage, the
owner of the pipeline or the processing plant needs to allocate the
production volumes back to the various entities. It often takes quite
a long time for companies to really finalize what the proper vol-
umes were on which royalties are based.

In addition, when we take compliance actions against companies,
we are telling them also that they need to correct the reports that
they submitted previously.

Under the Royalty Simplification and Fairness Act of 1996, com-
panies are allowed by statue 6 years to make adjustments to their
initial reports on royalties.

What we find is that the data that we have for any fiscal year
often includes a lot of reports for prior fiscal years. The 2005 data
that the New York Times used included by volume 24 percent of
the transactions were from prior years, when prices were lower.
And as a result, that tended to bias the price that was calculated
using that data.

This slide shows the New York Times approach. They took the
sales volume and sales value on our Web site to calculate the $5.62
average value, compared that to the Energy Information Adminis-
tration’s wellhead price for the same time period, of $6.45, and ba-
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sically that price difference applied to the production volumes, and
the royalty rate comes up with the $700 million difference.

Now, what we did is we recognize that the sales volumes used
in that calculation included by volume 24 percent transactions from
prior years. And so we removed those years and recalculated the
numbers using the same method as the New York Times, but in-
cluding only those volumes sold—produced and sold in 2005, so
that we were calculating an average value for 2005 production
rather than an average value that encompassed several years.

When you do that, when you remove those prior year adjust-
ments, you end up calculating an average value reported to MMS
of $6.59 rather than the $5.62 that the New York Times reported.

That average value is above the benchmark the Times used of
$6.45. There really is no price differential between the market price
and the values reported to MMS; therefore, there is no $700 million
shortfall.

Mr. ISSA. Just to interrupt briefly.
Mr. CRUICKSHANK. Yes.
Mr. ISSA. Would it be amenable to you—and you can continue

through your PowerPoint, but I think on behalf of both the major-
ity and the minority staff if the information you have as complete
as possible for as many years that shows a pattern of accrual ver-
sus cash basis, which is what I understand you are saying. If you
could provide us with the data so that both sides of the staff could
independently look at the materials that would probably be good.
I think as much as I accept how this problem occurred, ultimately
I think either somebody on your staff working with the majority
and minority staff or the raw data, one way or the other, and the
former is preferred, would allow both of us to get a comfort level—
and I take you at your word—that this is just the difference be-
tween the ease of posting cash versus the complexity of providing
the accrual system in real time to a Web site. But I think since this
is not primarily what this hearing is about today, but we do have
to have a comfort level that all moneys owed are being collected
that we could do a lot of this offline—if that is acceptable?

Mr. CRUICKSHANK. That is fine. We will be happy to make that
data available.

And as you noted, because of these adjustments that we get
every month, posting accrual data would be difficult because we
would have to be constantly changing it.

Mr. ISSA. I understand. Please continue.
Mr. CRUICKSHANK. I do want to caveat the numbers I just gave.

Because of these adjustments, the numbers we used for 2005 clear-
ly will change over time, as companies adjust their 2005 reports
over the coming couple of years. So the $6.59 represents a snapshot
of the data as we have it today, and that may vary somewhat as
we get additional information that is more representative of the
value that we are paid than the $5.62, which encompasses an aver-
age over several years as opposed to just 2005 sales.

The second issue raised in the New York Times had to do with
the difference in values reported to MMS and to the Securities and
Exchange Commission.

The difference really is the basis of the different requirements of
the two organizations. But the prices are not inconsistent. SEC re-
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quires companies to report the average gross sales price of all their
final sales within the country.

This represents a composite of their sales from Federal leases,
State leases, private lands, and it is a mix of sales at the lease, at
market centers, and in some cases farther downstream, closer to
the end users.

In addition, SEC does not allow companies to take any deduc-
tions for transportation or processing costs from the prices reported
to SEC.

For MMS, we also are receiving a variety of prices that get aver-
aged together. Some of these sales values are from sales at the
lease, where transportation is netted out before the value is deter-
mined.

In other cases, we are receiving reports of prices from the market
centers, and the transportation deductions are taken elsewhere.

As a result, what you have is different reports for SEC, each
company’s report reflecting its own particular portfolio of sales. For
MMS, you have an aggregate of all companies’ average sales values
from Federal leases, but many of them reported with transpor-
tation deducted, which is not the case for SEC.

So you tend to find some variations in the prices simply because
of the different rules about what companies are supposed to report
to the two agencies. The prices are generally consistent with each
other when you focus on similar time periods, but there are vari-
ations because of the different portfolios that individual companies
may hold in terms of where their gas comes from and where they
sell it.

The third issue relates to why natural gas royalties are not high-
er in 2005 than they were in 2001, given that natural gas prices
are so much higher.

The reasons here are several. I am going to walk through 5 rea-
sons in particular, but they basically relate to how the world has
changed from fiscal year 2001 to 2005. There is less gas being pro-
duced from Federal leases now than 5 years ago. That gas is com-
ing from different leases, leases that have different royalty rates,
different royalty relief terms, and coming from parts of the country
with different prices.

So I am going to walk through each of these reasons. But what
they will total up to is about $1.3 billion in royalty value. In other
words, if the world did not change between 2001 and 2005 other
than the price of natural gas, we would have expected to see about
$1.3 billion more in royalties than we did see in 2005.

These changes that I am going to talk about are responsible for
about that much difference in the royalties that we collected.

The first reason has to do with just a general decrease in the
amount of natural gas produced from Federal leases over time.
This chart shows that decline between fiscal year 2001 and 2005,
and the difference is about 1 trillion cubic feet in natural gas.

The largest portion of this just reflects the general decline in the
amount of gas being produced from Federal leases over time, but
a significant component as well has to do with shut-ins because of
hurricanes, staring with Hurricane Ivan in 2004, whose effects
were felt well into 2005, as well as 4 other named storms during
2005. We had about 340 billion cubic feet of natural gas that was
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shut in due to hurricanes. That, combined with the general decline
in production from Federal leases, amounts to the 1 trillion cubic
foot decrease in natural gas volumes over time.

Using the New York Times benchmark of $6.45, the royalty
value of that gas is equivalent to about $884 million, and is the
largest single reason for the change in the amount of natural gas
royalties collected between the 2 years.

The second issue deals with the fact that not all leases are cre-
ated equal. As I mentioned before, most oil and gas leases have a
one-eighth royalty rate, or 121⁄2 percent. There is one general ex-
ception to that, and that are leases in the shallow water Gulf of
Mexico have a royalty rate of 162⁄3 percent, a somewhat higher roy-
alty rate, recognizing that has been very prolific area for natural
gas production for over 50 years, and was able to bear a higher roy-
alty rate.

However, because it has been producing for a long time, there is
just simply not as much natural gas left in the shallow waters of
the Gulf of Mexico. As you can see from the yellow bars on this
chart, production from shallow waters of the Gulf have been fall-
ing. That decline actually started in 1990 and has been fairly
steady over time.

Part of that decline has been offset by an increase in production
from deep water Gulf of Mexico leases that have a one-eighth roy-
alty rate. So we have had a shift in the share of production, an
overall decline in production, but then a shift in the share of pro-
duction from leases with a one-sixth royalty rate to leases with a
lower one-eighth royalty rate.

As a result, the average royalty rate for offshore production has
declined over the last 5 years, from 15.6 percent in 2001 to 15 per-
cent in 2005.

That change in average royalty rate alone amounts to a dif-
ference in royalty collections of about $136 million, and this is sole-
ly from the fact that we are now getting production from a different
set of leases than we were 5 years ago.

But the shift in production from shallow water to deep water also
is tied to the other issue I will be talking about today, the Deep
Water Royalty Relief Act. I am going to return to this topic shortly
to talk about the history of this act and the price threshold issue,
but for purposes of the PowerPoint, I just want to focus on the fact
that during 2005, there were 247 billion cubic feet of natural gas
produced from Federal leases on which no royalties were paid.
There are two reasons for that, as you have noted. One is that the
leases issued in 1998 and 1999 do not have price thresholds and
so that production has been royalty free. But then on other leases
issued in that time period, between 1996 and 2000, companies have
not paid in spite of price thresholds because they want to challenge
the legality of those thresholds.

As I said, I will return to those issues shortly, but between
those—because of those two reasons, there is about 247 billion
cubic feet of natural gas produced on which no royalties were paid.
If royalties had been paid on that production, it would have been
about $200 million more in royalty collections.

The third reason for this change has to do with greater produc-
tion on shore. While production from the Outer Continental Shelf
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has declined in natural gas, it has grown on shore, increased by
about 17 percent. And this has been predominantly in the Rocky
Mountain region of the country. There are two issues involved
here. One is that these on shore leases also have a one-eighth roy-
alty rate rather than the higher one-sixth royalty rate, but also the
Rocky Mountain region has generally lower natural gas prices than
the Gulf of Mexico.

This is largely due to the fact that as natural gas production has
grown in the Rockies, the capacity of pipelines to take natural gas
out of the Rockies to other markets has not grown as rapidly. That
is changing. New pipeline capacity is being added, but right now
production has grown more rapidly than the pipeline capacity so
that gas stays in the Rocky Mountain regions and depresses the
price of natural gas that is sold in that area.

The average difference over 5 years between those two regions is
about one dollar per million cubic—per thousand cubic feet of gas.

The combined effect of this shift to on-shore leases with the lower
royalty rate and a lower value, amounts for about $14 million in
royalty collection difference.

The next chart simply illustrates the change in prices between
the two regions based on the market center index prices.

The final reason explaining why royalty collections were less in
2005 than might have otherwise been expected has to do with hur-
ricanes. This is not because of hurricanes being shut in. We have
talked about that already. But this has to do with the fact that
some companies had their royalty payment systems based in New
Orleans. So when Hurricane Katrina hit on August 29th, those
companies were physically unable to make their payments on Au-
gust 30th and September 30th.

Those payments have since been made, but the money came in
during fiscal year 2006 and are captured in the 2006 data as op-
posed to the 2005 data. We have gone back and taken a look, and
the money received in 2006 that normally would have been col-
lected in 2005 on natural gas is about $60 million.

So these 5 reasons together, we estimate account for about a $1.3
billion royalty difference. If none of these things had occurred, we
would have collected about $1.3 billion more in royalties because of
the price difference in natural gas. But the world has changed over
the last 5 years and our royalty collections reflect that.

The fourth issue raised in the article has to do with whether our
valuation regulations have been relaxed over the last few years in
terms of the way we collect royalties.

The easiest way to respond to that is to actually take a look at
each of the individual rulemakings that we have made over the last
few years. With each of those rulemakings, we are required to do
an economic analysis that is shared publicly to receive comments
on, and that analysis is supposed to try and estimate what the im-
pact on royalty collections will be from the changes in regulations.

For oil, in 2000 and then again in 2004, we made adjustments
to our Federal oil valuation regulations, which define how royalties
are to be paid on oil. Those rules dealt with changing the basic
valuation, the basic prices that are used for determining value.

The first of those rules was estimate to provide an additional $67
million in royalty collections, based on prices of that day. The modi-
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fications in 2004 were expected to be revenue neutral; perhaps
raise a little bit of money, but generally thought to be a revenue
neutral change.

With respect to natural gas royalties, the focus there has been
on what companies are allowed to deduct for transportation and
what they are not allowed to deduct. We spent some time trying
to clarify what is deductible and what isn’t. And again, the regu-
latory analysis for that rule shows that royalty collections will in-
crease as result of the rule changes relative to what they would
have been if we had not made the rule change.

That is true for the Indian Gas Regulation as well, so in general
all of the rulemaking that we have done over the last 5 years on—
for royalty collections for valuing oil and gas for royalty purposes
have resulted in either no change in the amount of royalties col-
lected or increases in the amount of royalties collected and are not
consistent with the idea that we are somehow relaxing the stand-
ards on which we are basing royalties.

The fifth issue raised in the article has to do with our audit and
compliance program and how our resources may have changed over
time and how the number of audits we have done has changed over
time.

This page in the presentation shows the basic data. Our Office
of Inspector General has gone over this page, and these numbers
are consistent with what our Inspector General is also reporting on
these issues.

As you can see, the number of audits completed has jumped
around quite a bit, but there really is no apparent trend. The num-
ber in 2005 is the highest of the last 5 years, but that, in part, re-
flects the fact that we had a major initiative in 2005 to try and
close out a lot of very old and dated audits, so that number is a
little higher than we would normally expect to see.

But generally, we have been able to maintain the number of au-
dits that we are starting and working on, and since every audit
takes a different amount of time to complete, the audit completion
data jump around a lot. But there is no trend there in either direc-
tion, up or down. We have been able to maintain the number of au-
dits we are doing, and I would note that the audits on this line are
full audits, following the Government Accounting standards, the
Yellow Book standards for conducting audits.

Our funding has gone up for our audit and compliance program
by minor amounts, from $32 million to $35 million over the last 5
years, which we consider to be a pretty good record given the budg-
et times that we are in these days.

What I will note, though, is that the article was correct in noting
that we have fewer auditors working now than we did 5 years ago.
The main reason for that is the growth in our royalty in-kind pro-
gram. The royalty in-kind program rather than getting our royal-
ties as cash payments from the companies we actually take our
percent share as production. We take the oil or we take the natural
gas, and we sell it ourselves at the market centers for market
prices.

This results in a much easier compliance process. We still have
to go out and make sure the companies gave us the right volume
of oil, but we no longer have to see whether they used the right
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value in calculating royalty—whether they took the right deduc-
tions.

The audits are far simpler. There is a lot less to look at.
In 2005, we took about 80 percent of our royalty oil in the Gulf

of Mexico in kind, and we are up to about 30 percent of our natural
gas royalties being taken in kind out of the Gulf of Mexico. These
are substantial volumes, and they have allowed us to shift audit re-
sources away from some of these offshore leases. Some of them
have been moved to compliance for on shore leases, but it is also
allowed us to reduce the number of auditors overall.

Again, this does not reflect any less coverage. It reflects the fact
that royalty in-kind has provided some efficiencies that allow us to
reallocate our resources.

Finally, I would note that the article made mention of an Inspec-
tor General report in 2003 that suggested a lot of improvements to
our internal controls over the audit program.

As a result of that report, we completed a 39-item action plan for
improving the audit program. And when we finished that, we
brought in an independent CPA firm to review our audit program,
the same firm that had been critical of our program along the same
lines of the Inspector General a few years before.

That independent review has given us a clean bill of health, an
unqualified opinion with no weaknesses, no reportable conditions,
no management letter—about as good as you can get from an audi-
tor.

So we are comfortable that the issues the IG has raised have all
been fixed.

As of last year, we were able to cover through our compliance
program about 71 percent of the revenues collected for the audit
year we were targeting, which is a very good sample.

And just to close the PowerPoint, I would like to note that the
Government Accountability Office has taken a look at this
PowerPoint. They have been asked to dig into the numbers behind
it, and we shared our work papers with them, and they are prepar-
ing a briefing this afternoon. GAO generally agrees with our con-
clusions here. They have not had time to dig into the raw data
themselves, but they believe our approach in this response is rea-
sonable. They believe our conclusions are correct. They agree with
the reasoning here, though, they have not actually opened on the
exact numbers within this report.

With that, I would now like to turn to the issue of Deep Water
Royalty Relief and briefly talk about the history and purpose of
that act and the price threshold issues with which we are dealing
with today.

The Deep Water Royalty Relief Act was passed in 1995 and for
purposes of the hearing today, there are 2 sections of that act of
importance.

Section 303 of the act authorized the Secretary to issue leases
with royalty relief. This language basically said that the Secretary
could issues leases that provided royalty relief in the form of a vol-
ume or value of royalty-free production. Once that volume or value
was produced, royalties would be due on all additional production
after that fact.
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In addition, that section authorized the Secretary to vary relief
based on market prices, and that is the authority for the price
thresholds that limit the applicability of royalty relief when prices
are high.

Section 304 of that act then went on to direct the Secretary to
issue leases using that system, that the Department was required
to issue leases in the Deep Water Gulf of Mexico for all years, 1996
through 2000, with royalty relief, and the act specified the amount
of royalty relief we were to apply. It ranged from 171⁄2 million bar-
rels to 871⁄2 million barrels of oil equivalent.

That section, Section 304, made no reference to price thresholds.
The mechanics of this relief is that the suspension volumes

granted by the act allow that production to come online royalty
free, but once that suspension volume is produced, then royalties
will be paid on all additional production. Where there are price
thresholds on the leases, that limits the applicability of the royalty
relief. When market prices are above the threshold level, royalties
are due on production and that production counts toward the roy-
alty relief volume, the other royalty relief provisions notwithstand-
ing.

The purpose of this act, as you noticed, Mr. Chairman, were to
try and encourage companies to move into an area of the Gulf of
Mexico that was viewed as very high cost and very high risk, but
with substantial potential for new sources of energy. And, as you
noted, this was a time when oil and gas prices were fairly low.

For the Deep Water Gulf of Mexico, the geological concepts and
the technology had not yet been proven for whether there is actu-
ally substantial oil and gas there to be found.

The effects of this act were two-fold: one, the relief made leases
very much more valuable than they would have been in the ab-
sence of relief and for leases issued between 1996 and 2000, this
increase in value we believe resulted in about $2 billion in bonus
bids, up-front bonus payments for these leases that would not have
been received in the absence of royalty relief.

In addition, oil and gas production from Deep Water has grown
dramatically over time. Since the enactment of the Deep Water
Royalty Relief Act, deep water oil has grown by about 400 percent
and natural gas has grown about 340 percent over that time pe-
riod.

Today, deep water Gulf of Mexico accounts for about two-thirds
of the oil and over one-third of the natural gas coming from the re-
gion.

So it has been a very successful region of the country in terms
of trying to promote additional supplies of oil and natural gas, and
we believe Deep Water Royalty Relief contributed to that success.

When the mandatory provisions of the act expired in 2000, then
we were left simply with Section 303 of the act that gave discre-
tionary authority to issue royalty relief.

At that time, the Department chose to continue royalty relief, but
to scale it back. They eliminated royalty relief in some water
depths and reduced the volumes to 5 to 12 million barrels of oil
equivalent depending on water depth. In addition, all of those
leases were issued with price thresholds, so at today’s market
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prices every deep water lease that is producing—that was issued
from 2000 is paying royalties.

Finally, we come to the Energy Policy Act of 2005, which again
made royalty relief mandatory in the Deep Water Gulf of Mexico.
We had been making sale by sale decisions on whether to have roy-
alty relief, but the Energy Policy Act mandated that we continue
that relief for the next 5 years in the Gulf of Mexico. It adopted
the range of royalty relief that we had been using—the 5 to 12 mil-
lion barrels, but it added an additional tier for deeper water of 16
million barrels of royalty relief.

Finally, that act continued the policy of allowing set carry to set
price thresholds to limit the applicability of royalty relief and that
authority is explicit in the Energy Policy Act.

Turning to price thresholds, as I mentioned, when this act was
originally enacted, we had to sit down and decide how to imple-
ment it, and the Secretary at that time determined that we would
have price thresholds on all the leases issued between 1996 and
2000.

But somehow, as you have noted, for the leases issued in 1998
and 1999, those price threshold provisions are not in the lease.

I have looked at all of the decision documents related to lease
sales in that time period, as well as all the lease sale documents
themselves, and what I have concluded is that there was no affirm-
ative decision to take price thresholds out. It was clear in 1996 a
decision was made to have price thresholds as part of the Deep
Water Relief clauses in these leases.

When the Director of MMS and the Assistant Secretary were
asked to make decisions on the lease sales in 1998 and 1999, they
were not asked to change that provision. There is nothing in those
documents asking for the elimination or removal of the price
threshold clauses. Indeed, those documents suggest Deep Water
Royalty Relief would continue as it had in 1996 and 1997.

Now, with the passage of 8 years of time and a large turnover
in staff, it is impossible to say exactly what happened, but as near
as I can piece together, over the same timeframe, we were putting
regulations in final form that implemented the Deep Water Royalty
Relief Act.

The language in the lease documents themselves that refer to
this program were being revised to reflect the new regulations, and
in making those revisions it appears that the price threshold lan-
guage was inadvertently dropped out for those 2 years.

Clearly, there is a lot of oil and gas production tied up with this.
Looking back over the last several years, if the price thresholds
had been in place on those leases, we would have been collecting
royalties on about 475 billion cubic feet of natural gas and over 50
million barrels of oil that has been produced royalty free because
of the absence of those clauses.

That is certainly worth several hundred million dollars of royalty
collections, and if prices remain high, will easily move into several
billion dollars over the coming years.

In addition to that, we are facing a legal challenge to thresholds,
to price thresholds for leases issued in 1996, 1997, and 2000.

On these leases, because of the price thresholds, we have already
collected over $425 million of royalties with about $100 million still
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due. That money that is due is largely from companies that are
challenging whether we could have put price thresholds on in the
first place. We clearly believe we have the authority to do so be-
cause of Section 303 of the Deep Water Royalty Relief Act. But
clearly, there is a lot of money at stake here, not just the $500 mil-
lion or so looking backward, but if price thresholds remain—if
prices remain high as they are today, then clearly there are billions
of dollars in royalties that will be collected because of those price
thresholds in future years.

Because of the amount of money at stake, we are going to vigor-
ously defend our authority to have price thresholds in these leases
so that at the end of the day, we will be able to collect all of those
amounts, plus interest.

But this is clearly a piece of litigation where there is a lot of
money at stake, and we will vigorously defend our position on this.

That concludes my remarks, and I would be happy to answer any
questions that you or members of the committee may have.

[The prepared statement of Mr. Cruickshank follows:]
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Mr. ISSA. Thank you. That was very informative. As Henry Kis-
singer once said to the press when he appeared on the eve of the
President’s resignation as the only person trusted to meet the
press, he looked at them and said, ‘‘I hope you have questions for
my answers today.’’

I will tell you have provided many answers to my questions be-
fore I ask them. Certainly, the first and foremost was why were
these thresholds not included in 1998. But I do have a followup on
that I am concerned about.

There is a trail, there is an electronic trail—there are tapes on
who drafted, when it was redrafted, in a Word document or equiva-
lent—there is a way to piece back together when it disappeared
from a draft that ultimately was presented. Has there been an in-
vestigation either by your own agency, the Department of Justice,
or any other agency to try to ascertain, if you will, who, what,
where, when this actually occurred?

Mr. CRUICKSHANK. Not to that level of detail at this point, Mr.
Chairman. We have gathered the final documents that were used
for decisionmaking and for the contracts themselves and looked at
those. We have not at this point gone back and tried to locate any
preliminary drafts.

Mr. ISSA. At least for this Member, I would think that if not your
agency, then the Department of Justice would have a reason to say
this is too many dollars and too important a provision not to find
out whether, in fact, somebody did it for a beneficiary purpose that
would be outside the law and would leave you with that for today.

But certainly, I don’t think this committee is going to leave it in
our oversight capacity.

I would ask also that you would submit for the subcommittee’s
review copies of the leases entered into in 1998 and 1999, as well
as examples of leases for 1996, 1997 and 2000 so that we would
have, if you will, anecdotal examples of the very leases. I know
they are public record, but I would appreciate it if you would pro-
vide them.

Mr. CRUICKSHANK. We will do so.
Mr. ISSA. You mentioned the leases post the 19 or the 2005 man-

dating, but you didn’t mention whether or not at today’s prices they
would or wouldn’t be paying royalties, assuming they were produc-
ing so quickly. Do you have an opinion on that?

Mr. CRUICKSHANK. For the leases issued from 2000 on in the
Deep Water Gulf of Mexico, if they are producing, they would all
be paying royalties today.

Mr. ISSA. Well, you mentioned that. But the latest act where we
remandated, if you will, the elimination—I got the first part of it.
I guess it is our energy bill that you now have new requirements.
You mentioned that you have made the additional reductions sub-
ject to price levels, but you didn’t mention the price levels versus
today’s price levels.

Mr. CRUICKSHANK. I don’t off the top of my head know what the
price thresholds are where you’re using in all of the leases, but all
of them are well below today’s market prices.

Mr. ISSA. So it would be fair to say that if they produce, when
they produce, at today’s prices, they would be fully royaltied and
the provision of our act would not be place at these price levels?
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Mr. CRUICKSHANK. That is correct.
Mr. ISSA. Great. These leases and one of the reasons I ask for

copies, they are boilerplate, aren’t they?
Mr. CRUICKSHANK. Yes. There—the way that—there is a stand-

ard form for the lease, and what the decisionmakers are asked to
do is to really fill in the blanks as to what geographic areas, what
minimum bids, rental rates, royalty rates—what terms—stipula-
tions we put on operations to protect the environment. So the basic
lease form itself is boilerplate, with some fill in the blank language,
and then there are addendums to it, attachments to it that spell
out some of these additional details on a sale by sale basis.

Mr. ISSA. And these always initiate from your side? In other
words, you are the landlord. You deliver the lease?

Mr. CRUICKSHANK. That is correct.
Mr. ISSA. And I am assuming that in the contract way that I am

familiar with, you send them electronically to the applicant. They
make changes, send it back to you, and there is a series of under-
lines or some other way that each side is looking at the changes
made in those documents?

Mr. CRUICKSHANK. There is no negotiation. These are leases.
They take them or leave them.

Mr. ISSA. Excellent. So that is all the more reason that I also
would appreciate, to the extent that you can reconstruct, the
boilerplate that you were giving out in each of those years in its
raw format; in other words, with no names or addresses filled in.
And if it changed mid-year or at some point, you can determine a
before and after, because I guess it is possible that it was one way
in January and another way in February. I am not sure, but I
would appreciate knowing that.

Mr. CRUICKSHANK. OK. We will be able to track through all the
changes in those documents for you.

Mr. ISSA. Excellent. And this is a difficult question because I re-
alize you came on board in 2002, but to the best of your knowledge,
is there any written guidance from anyone in the Department to
omit those price thresholds in 1998 and 1999? I believe you said
no.

Mr. CRUICKSHANK. There is not. And actually, I took my current
job in 2002, but I have been with MMS since 1988.

I did work on the regulations implementing the Deep Water Roy-
alty Relief Act, and I am not aware of any guidance and could not
find any directing us to remove those provisions.

Mr. ISSA. And likewise, you would know of no written or oral in-
structions that may have come from the White House, the Sec-
retary’s office, or any other government agency at that time?

Mr. CRUICKSHANK. There has been nothing in writing, and I am
not aware of anything orally.

Mr. ISSA. You previously testified that you felt that this omission
was, if you will, a word processing error during the revision.

Mr. CRUICKSHANK. I believe that what happened is—yes, the
addendums to the lease were being changed to reflect the fact the
regulations had changed and in so doing, the price threshold lan-
guage came out for those 2 years. I have not been able to ascertain
who may have actually pushed the button or why they thought
that language could come out. My understanding is people believed
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at the time the price threshold still applied, but the revisions clear-
ly do not have that effect.

Mr. ISSA. Now, I know that every lease is a little different, but
would it be correct to say that during the periods before and after
the 1998 and 1999 omission that leases were substantially similar
in their value, exploratory value to their price, meaning that there
wasn’t a discount or a price increase that came with these leases
that didn’t have this fairly significant threshold included in them?

Mr. CRUICKSHANK. Are you asking about whether there is a
change from 1997 to 1998 because of the change in that provision?

Mr. ISSA. Well, usually what—in most contracts the question is
was there a quid pro quo? Was there, in fact, some recognition of
a value difference for this or was this given away for free by its
omission?

Mr. CRUICKSHANK. Well, there was certainly recognition of roy-
alty relief that was factored into how we determined whether to ac-
cept bids or not and are reflected in the increased bonuses we re-
ceived.

There was no additional premium placed on these leases in 1998
and 1999 due to the lack of the price threshold provisions, in part
because I don’t think we realized at the time the price thresholds
didn’t apply; and certainly just looking at the track record, the
amount of leases issued in those 2 years actually declined from the
previous 2 years.

Mr. ISSA. They didn’t know——
Mr. CRUICKSHANK. So it is——
Mr. ISSA. OK. And this question I am particularly interested in,

and I think it is probably the most important one I will ask today.
Do you believe that the lack of price thresholds during 1998 and
1999—this follows up on what you have said is in conflict with the
overall intent of the act? Isn’t it true that Section 303 and 304 of
the act should be read together and not to the exclusion of one an-
other? In other words, and I found this by reading 04 and then
going seeing how it read on 03. In other words, doesn’t Section 304
merely define Section 303 by providing the specific volume suspen-
sions outlined in the bidding section in 303?

Mr. CRUICKSHANK. That is how we read the act, and for that rea-
son, we believe that the authority in 303 to have price thresholds
remains intact under that construct.

Mr. ISSA. The assessment at this point is or isn’t that you—as
to 1998 and 1999—this perhaps $7 billion or more that over the life
of the lease is you will not get because of this absence of writing,
do you believe that you have a right or any opportunity or any
chance under existing law to collect those lost revenues?

Mr. CRUICKSHANK. I am not a lawyer, but my understanding is
that these leases represent contracts entered into by two parties
and cannot be unilaterally changed by one party or the other.

Mr. ISSA. Well, I think I will ask the opposite, though, isn’t it
true that the parties, many of the same parties are disputing what
is in the language of the other 3 years—well, basically saying a
deal is a deal unless we didn’t get the better part of it, in which
case a deal isn’t a deal and we want to set aside the contract?

Mr. CRUICKSHANK. Well, we are being challenged on the price
threshold provisions for those other 3 years, and presumably on the

VerDate 11-MAY-2000 09:39 Jun 16, 2008 Jkt 000000 PO 00000 Frm 00064 Fmt 6633 Sfmt 6633 C:\DOCS\41850.TXT KATIE PsN: KATIE



61

grounds that they feel that the contract is inconsistent with the
law, in which case I suppose the law would override.

Mr. ISSA. Well, isn’t it true that the absence of those thresholds
may be in conflict with both the intent of Congress and the stated
policy of your department?

Mr. CRUICKSHANK. Well, Congress certainly made price thresh-
olds discretionary, and at the time these leases were being put in
effect, oil and gas prices were much lower, and I am not sure if
people really gave a lot of thought to when thresholds might kick
in. That clearly was—had been the policy of the Department to in-
clude price threshold provisions and certainly those do exist in
every other year.

Mr. ISSA. OK. Now, we are going to have to make one quick vote
and come back. And fortunately, it is only one vote. Ms. Watson,
do you want to come back and ask a series of questions?

Ms. WATSON. I just have one, because you have covered many of
the questions I was going to ask.

Mr. ISSA. I am trying to get to as many of your questions as I
can. With that, I would yield to the gentlewoman from California.

Ms. WATSON. Thank you. I am perplexed because the oil industry
is enjoying the highest profits in history. And I really feel it was
outrageous that the oil industry benefited after Katrina, and their
quarterly reports showed benefits in the billions of dollars.

My questions go to the audits. In your testimony, you indicated
that compliance funding has increased slightly in the nominal dol-
lars since fiscal year 2001. Yet, the New York Times reported today
that spending on compliance and asset management has fallen
since 2001 from $51.3 million to a proposed $43.1 million in fiscal
year 2007.

Could you explain the difference in those numbers—and the
thought came to me when you said you had been there since the
1980’s and now you are the Chief, I guess Director. You have to
really watch what you wish for. You might get it.

But anyway, if you can explain that and then if you can followup
and let us know us know why MMS auditors and the tribal audi-
tors have been cut, the number of auditors has been cut. So you
can tie those together. Those are my questions, because I think the
Chair is raising all the issues that I wanted to raise in addition.

Mr. ISSA. We are a team.
Mr. CRUICKSHANK. OK. On the first issue of the dollar amounts,

the New York Times was reporting a budget line item that cap-
tures not only what is done in the terms of audit and compliance,
but also has the budget for our Office of Enforcement, which is the
office that goes out and bills and collects the money, as well as
some IT system dollars in it.

The numbers that were in this PowerPoint reflect the dollars ac-
tually spent on audit and compliance activities, and the Office of
Inspector General has confirmed those numbers.

I would suspect that the number of auditors—the number of au-
dits for Indian leases has not changed. The number of State audi-
tors has not changed dramatically. It is within 2 or 3 or where it
was and really reflects an on board number rather than an FTE
number.
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Where there has been a decline in the number of auditors is on
the Federal audit staff, and that reflects the growth in the royalty
in-kind program in the Gulf of Mexico, because we don’t have as
many audits to do offshore now because of the RIK Program, we
have been able to decrease the number of auditors looking at off-
shore leases.

Ms. WATSON. I would think that because we have all these dif-
ferent ways of calculating, and as you said, the Times calculated
one way and you calculated another way and so on, I would think
that you would need more auditors to be able to set the standard.
The Markey bill I think has some provisions in that would be use-
ful and helpful, but I do think you need a team so MMS can catch
these differences beforehand.

I don’t feel that the answer is satisfying, because I do think that
a lot rests on your shoulders and because you have been sued and
I understand that the awards have been quite large. We might
want to do a better job of making the figures kind of coincide with
what the reality is and so that was my response, Mr. Chairman.
I will be going to the floor, and I don’t see that I need to return,
so you can finish asking your questions at this time.

Mr. ISSA. Excellent.
Ms. WATSON. Thank you so much, Mr. Chairman. I yield back.
Mr. ISSA. Thank you very much, and because several Members

have expressed an interest to supply questions in writing, I would
ask would you respond to those in writing. What I will do, because
I think we have made a fairly good jab at the record here today,
although I think that we are going to ask you to come back, un-
doubtedly, sometime in the future. I would ask that the record, by
unanimous consent, be kept open for 2 weeks, subject to extension
based on Members who do ask you additional questions and your
response.

I would like to thank you for being here and for dedicating your
time. I am going to save you the greatest burden of all, which is
hanging out here while we wander off to vote and then come back.
Whenever possible, it is nice to do it in one felled swoop.

So with the reservation that undoubtedly, we are not done, but
we are certainly for today and the foreseeable future, this hearing
is adjourned. Thank you.

[Whereupon, at 3:11 p.m., the subcommittee was adjourned.]

Æ
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