Tax credit, hills may expand
EOR opportunities in U.S.

Philip Mandelker Rosenman & Colin New York City

he last 18 months has

been a manic-depres-

sive period for the do-
mestic energy industry as it
has been for the U.S. and,
indeed, for the world.

Early in this period, in the
context of Iraq’s invasion of
Kuwait, renewed concerns
of growing American depen-
dence on imported oil were
critical in Congress’ passage
in the Omnibus Revenue
Reconciliation Act in late
1990 of several tax incentives
for domestic exploration and
production.

At the time, significant ex-
citement was generated by
the 1990 Tax Act’s extension
of the Sec. 29 Nonconven-
tional Fuel Credit, relaxation
of the percentage depletion
rules, and the introduction
of the special energy deduc-
tion aimed at reducing some
of the harsh E&P disincen-
tives of the alternate mini-
mum tax provisions.

Several events quickly dis-
sipated the optimism of first
half 1991:

@ The unexpectedly quick
Persian Gulf victory.

® Increased OPEC crude
production and relatively
rapid return of Kuwaiti pro-
duction to the market.

@ Deepening recession in
the U.S. and in many other
western economies, Europe-

Table 1

QUALIFICATIONS FOR EOR PROJECTS*

covered
3. Domestic project

1990 or

where

36 months.

1. Use of qualifying tertiary recovery method
2. Expectation of not insignificant increase in oil re-
. Commencement of tertiary injection post-Dec. 31,
. Significant expansion of pre-dan. 1, 1991, project
(i) new acreage affected or
(i) new reservoir affected or

| (iii) previous EOR activity terminated for at least

5. Petroleum engineer certification of qualification
6. Annual operator’s certificate of changes

X

*Internai Revenue Code Sec. 43 requirements.

an and others.

® Last summer’s collapse
of natural gas prices and this
winter’s above average tem-
peratures.

By year’s end the market
situation, together with
growing pressures of envi-
ronmental politics and the
realization that the special
energy deduction did little
to relieve the AMT disincen-
tives, put a serious damper
on domestic E&P.

The most dramatic result
of this situation is seen in
the recent trend of the ma-
jors to leave the domestic
E&P scene, sell their U.S.
reserves, and concentrate

mainly on foreign opera-
tions.

According to Salomon
Bros., the 1992 domestic
B&P budgets of the 21 ma-
jors are down a combined
12.7% from already low pro-
jected 1991 expenditures.

This trend, when consid-
ered with the growing insta-
bility and the political and
economic uncertainties in
many of the world’s major
oil and gas provinces—the
former Soviet Union, North
Africa (the results of the re-
cent Algerian elections and
their aftermath), and the

Persian Gulf (unrepentant |

Iraq and an Iran rapidly re-

arming from the Russian/So-
viet fire sale)—is again start-
ing to raise concern about
America’s need to maintain
some modicum of energy in-
dependence.

EOR opportunities

With the Arctic National
Wildlife Refuge and the
most promising domestic
offshore provinces off-limits
for environmental reasons,
attention turns to enhanced
oil recovery opportunities.

More than 500 billion bbl
of oil in place have been
discovered in U.S. reser-
voirs. Of these only about
150 billion bbl have been
produced since Col. Drake’s
1859 strike in Titusville.

An additional 25-30 billion
bbl are estimated as produc-
ible through conventional
primary and secondary (wa-
terflooding and steamflood-
ing) methods.

Substantial portions of the
remaining 340 billion bbl or
so, however, can be pro-
duced by known EOR or ter-
tiary froduction tech-
niques.

It has recently been esti-
mated that an additional 80
billion bbl can be produced
by these technologies.’

Congress has been aware
of EOR potential for some
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Table 2

TERTIARY RECOVERY METHODS*

Internal Revenue Code
Sec. 43 qualifying

. Steam drive injection
. In situ combustion

. Cyclic steam injection
. Caustic flooding

WoO~NOOO A WN

Non-qualifying
1. Waterflooding
2. Cyclic gas injection
3. Horizontal drilling
4. Gravity drainage

revenue ruling

1. Microbial techniques”

techniques

. Miscible fiuid displacement

. Micro emulsion flooding

. Polymer augmented waterflooding

. Carbon dioxide augmented waterflooding
. Immiscible carbon dioxide displacement

10. Immiscible nonhydrocarbon displacement
11. Other approved by future IRS revenue ruling

5. Other nonspecificaily approved by regulation or

Possibly appropriate for qualification
2. Gel polymer and other permeability modification

3. High tech reservoir characterization techniques§

|

current Sec. 43.

*Referenced in introduction to RS proposed regula-
tions, Rep. Owens’ bill and Rep. Synar’s bill. tRefer-
enced in Rep. Owens’ bill and Rep. Synar’s bill. §Refer-
enced in Rep. Synar’s bill but not qualifiable under

time. Indeed, since the oil
shocks of the late 1970s,
whenever the political cli-
mate has been right, steps to

encourage domestic EOR |

have been taken.

These steps included, in
the late 1970s, relief from
price controls and windfall
profits tax for EOR project
production and codification
of current deduction of ter-
tiary injectant expenses.

EOR tax credit

Having taken a back seat
through much of the 1980s,
Congress rediscovered EOR
during the gulf crisis.

In the context of the 1990
tax act it provided for a new
EOR credit (Sec. 43). At the
time the EOR credit received
relatively little attention.

Recently, however, with
the structural changes in the
domestic industry and a
growing uncertainty about
world political and economic
stability, following the eu-
phoria of Communism’s fall

and the Soviet Union’s col-
lapse, the EOR credit—its
potential and its limita-
tions—has been gathering
renewed interest.

This has been encouraged
by the Internal Revenue Ser-
vice’s issuance at the end of
December 1991 of a series of
temporary and proposed
regulations relating to the
credit's implementation.* A
public hearing on the pro-
posed rulemaking is set for
Apr.. 7.

In Sec. 43 Congress pro-
vided a tax credit equal to
15% of a taxpayer’s qualified
EOR costs for the year to be
deducted from taxes other-
wise owed.

This new EOR credit is
one of several tax credits in-
cluded in the General Busi-
ness Credit (Code Sec. 38a)
and as such is subject to
certain limitations and avail-
ability.

Perhaps the most impor-
tant of limitations is that
which provides that the

EOR credit is not available in | a significant expansion of ex-
any year in which the tax- |

payer is subject to the AMT.

The AMT rate is 24% (20%
for corporations) of AMT in-
come which is taxable in-
come adjusted upward for
preference items, including
excess intangible drilling
cost deductions and excess
percentage depletion allow-
ances, adjustments which in
the case of E&P operations
can be disastrous.

In other words, the EOR
credit is available only to the
extent that a taxpayer’s tax
liability in any tax year is
greater than the AMT floor.

While certainly limiting
the value of the EOR credit,
this burden is somewhat al-
leviated by the provisions of
the AMT special energy de-
duction that permit the de-
duction from AMT income
of 15% of excess nonexplora-
tory well IDC’s that would
normally be included in the
AMT taxable income base.

In an EOR project context,
this deduction can be of
some salutary value.

To the extent the EOR
credit is not available in any
year because of the AMT,
the unused portion can be
carried forward 15 years or
back 3 years but not to any
year before 1991.

Any part of the credit un-
used by the end of the 15th
year as general matter, is
allowed as a deduction in
the 16th year.

Qualified EOR projects

The EOR credit is avail-
able for any qualified EOR
project (Table 1).

Such projects are defined
to include any project:

(1) involving the use of
one or more tertiary recov-
ery methods that

(2) “can reasonably be ex-
pected to result in more than
an insignificant increase in
the amount of crude oil ...
ultimately recovered,”

(3) located in the U.S., and

(4) in which the first injec-
tion of liquids, gases, or oth-
er matter began after Dec.
31, 1990.

While not specifically set
out in Sec. 43, the relevant
legislative history indicates
that Congress intended that

isting EOR projects wou
also be entitled to the credit
in appropriate circum-
stances.

For an EOR project to
treated as qualified, the pr
ject operator must submit to |
the IRS a petroleum engi- |
neer’s certification that the
project meets all require-
ments.

The procedure for submit-
ting petroleum engineer cer-
tifications is set forth in tem-
porary regulations issued by |
the IRS on Dec. 30, 1991.

In addition to the various
identifying and descriptive
details of the project, these
regulations require the certi-
fication to contain a state-
ment that the application of |
a qualified tertiary recovery
method “is expected to re-
sult in more than an insig-
nificant increase in the
amount of crude oil that will
ultimately be recovered”
and include data on project
area reserve estimates with
and without the EOR proc-
ess, pre- and projected post-
project production history
and delineation of the por-
tion of the reservoir produc-
tion from which is expectec
to be increased by the pro-
ject.

The regulations go on to
provide that the operator
submit certificates annualiy
during the project’s life.

The follow-up certificates
must contain, among other
things, a description of any
significant changes or antici-
pated changes in the infor-
mation contained in the en-
gineer’s certification.

Of particular interest, the
certification regulations indi-
cate that the IRS has
knowledged the availabil
of the EOR credit to pre-19
projects that are significant!;
expanded after Jan. 1, 1991

This subject is covered at
length in the Notice of Pro-
posed Rulemaking and N
tice of Public Hearing con-
cerning the EOR credit is-
sued by the IRS on the sam=
day it issued the tempora
regulations.

From a review of both of
these documents, it appe:
that the IRS will recogniz:
pre-1991 EOR projects a3 |
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qualifying for the EOR credit
if the post-1990 expansion

(1) affects acreage substan-
tially unaffected by the pro-
ject’s previously implement-
ed tertiary activities or

(2) affects a reservoir pre-
viously unaffected by the
project or

(3) if the reservoir and
acreage affected were previ-
ously subject to tertiary re-
covery methed but the prior
method had been terminat-
ed for at least 36 months.

The proposed rules pro-
vide that neither a change in
tertiary recovery method nor
a more intensive application
of a method will by itself
constitute a significant ex-
pansion of a project entitled
to the EOR credit.

The engineer’s certifica-
tion and the operator’s an-
nual follow-up certificates
are particulary important
given that the proposed reg-
ulations do not define the
“more than an insignificant
increase” in the amount of
ultimately recoverable oil
standard set by Sec. 43.

Whether a particular EOR
project satisfies this stan-
dard or not will be deter-
mined under all the facts
and circumstances, with the
first test being the engineer’s
certification and data con-
tained therein.

The proposed regulations
do make clear, though, that
application of a recovery
method that merely acceler-
ates the recovery process
does not meet the required
standard and will not be en-
titled to the credit.

Qualifying EOR methods

The proposed regulations
also clarify what recovery
methods will be deemed
“tertiary recovery methods”
for qualifying a particular
project for the EOR credit
(Table 2). Code Sec. 43 left
this critical issue the subject
of a morass of cross-refer-
ences to repealed laws and
regulations and approvals
thereunder.

The proposed regulations
clarify that the following re-
covery methods will be
“qualified tertiary recovery
methods” for purposes of
the EOR credit:

® Miscible fluid displace-
ment.

® Steam drive injection.

@ Micro-emulsion flood-
ing.

@ In situ combustion.

@ Polymer augmented wa-
terflooding.

@ Cyclic steam injection.

@ Caustic flooding.

e Carbon dioxide aug-
mented waterflooding.

@ Immiscible carbon diox-
ide displacement.

@ Immiscible nonhydro-
carbon gas displacement.

To account for advances in
EOR technology, the regula-
tions go on to provide that
the IRS may by revenue rul-
ing prescribe that a method
not specifically enumerated
in the regulations be
deemed a qualified recovery
method.

As a guide for future qual-
ification, the proposed regu-
lations provide that addi-
tional methods as a general
matter will be limited to
those involving displace-
ment of oil from reservoir
rock by means of modifying
the properties of fluids in
the reservoir or providing
the energy and drive mecha-
nism to force flow to a pro-
duction well.

As an example of a recov-
ery method that might be
recognized as qualifying, the
proposed rulemaking's ex-
planatory note identifies the
injection of genetically engi-
neered microbes.

The IRS’s indicated reason
for not including microbial
EOR as a qualifying tertiary
recovery method at this time
is that microbial EOR tech-
nology does not appear to be
in commercial use at the pre-
sent time.®

At the same time, the pro-
posed regulations make
clear that the following re-
covery methods do not qual-
ify:

@ Waterflooding.

@ Cyclic gas injection.

® Horizontal drilling.

@ Gravity drainage.

® Any other recovery
method not specifically des-
ignated as a qualified meth-
od either in the proposed
regulation or in a revenue
ruling issued pursuant to
the proposed regulation.

Qualified EOR costs

The qualified EOR costs
that form the credit base of
the EOR credit consist of
tangible property costs,
IDCs, and tertiary injectant
costs.

As a general matter the
proposed regulations limit
inclusion in the credit base
only to such costs paid or
incurred with respect to an
asset that is used for the
“primary purpose” of imple-
menting a qualified EOR
project.

Whether the “primary
purpose” of any asset is to
implement a qualified EOR
project will be determined in
light of all the facts and cir-
cumstances, but it seems
clear that costs incurred in
connection with a well or
drilling platform used in the
first instance for primary or
secondary recovery projects
will probably not qualify
even though it is anticipated
that the well or platform
may at some point also be
used in connection with an
EOR project.

With respect to tangible
property, Sec. 43 provides
that only the costs of such
property that is an “integral
part” of a qualified project
are entitled to be part of the
credit base.

The proposed regulations
provide that a property is an
“integral part” of a project if
itis used directly in a tertiary
recovery method and is es-
sential to the completeness
of the method.

Again a facts and circum-
stances test will be used to
make these determinations;
though here the proposed
regulations provide a series
of examples of “integral”
property and the IRS solicits
suggestions of other types of
property that should be sub-
ject of additional examples.

If any “integral” property
meets the “primary pur-
pose” test but is used only
partly in connection with a
qualified EOR project, the
proposed regulations pro-
vide that its costs must be
allocated and only that por-
tion allocated to the qualify-
ing use may be used as part
of the EOR credit base.

For example, the cost of a

steam generator is allocated
under this rule if it provides
steam for both a qualified
1991 project and a nonquali-
fied 1988 project.

Under the proposed regu-
lations, qualified tangible
property costs are included
in the credit base in the year
in which the property is
placed in service; IDCs are
included in the year deduct-
ible under Sec. 263(c); and
tertiary injectant expenses in
the year deductible under
Sec.-193.

Costs before the date of
the first injection of liquids,
gases, or other matter may
be qualified EOR costs, but
the credit therefore may be
claimed only after the first
injection and only if the first
injection occurs within 36
months of the end of the tax
year in which the costs were
incurred.

For all purposes, the de-
termination of qualified EOR
costs shall be subject to “at
risk limitations” similar to
those that were applicable to
the Investment Tax Credit.

Those rules generally ex-
cluded nonrecourse financ-
ing from the credit base.

The IRS intends to issue
regulations in this connec-
tion but has not yet done so.

Additional limitations

Additional provisions of
Sec. 43 and the proposed
regulations that should be
noted include:

1. The EOR credit is avail-
able only to owners of oper-
ating mineral interests in the
EOR property. Royalty own-
ers, owners of net profit in-
terests, and other economic
but nonworking interest are
not entitled to the credit.

2. Because Sec. 43 pro-
vides for no recapture of the
EOR credit, the proposed
regulations contain a series
of antiabuse provisions
aimed at insuring the non-
duplication of the credit.
The costs incurred to acquire
an existing qualified EOR
project are not eligible for
the credit.

3. As with the Sec. 29
credit and the increased per-
centage depletion allowance
for stripper and heavy oil
production, the EOR credit
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is ratably reduced over a $6
phaseout range in any year
in which the preceding
year’s per barrel crude oil
wellhead “reference price”
is greater than $28 adjusted
for inflation.

4.To the extent that an
EOR credit is taken in any
year for deductible IDCs or
tertiary injectant costs, the
amount of the allowable de-
duction shall be reduced by
the amount of the EOR cred-
it taken. For example, if the
entire $10,000 of tertiary in-
jectant costs are used in
computing the EOR credit,
the $10,000 Sec. 193 deduc-
tion must be reduced by
$1,500.

5. Similarly, if an EOR
credit is determined for any
tangible property expendi-
ture, the increase in basis
that would otherwise occur
must be reduced by the
amount of the credit.

6.1f production from a
qualified EOR project is

from a source also entitled to
the Sec. 29 credit, such as
shale or tar sands, the Sec.
29 credit must be reduced by
the EOR credit being
claimed.

To avoid the impact of
these limitations on deduc-
tions and Sec. 29 credits, a
taxpayer may elect to have
the EOR credit not apply in
any given year. This option
may be particularly attrac-
tive where a Sec. 29 credit is
available and in various
AMT driven scenarios.

Congress’ views

Even with the incentives
provided by Sec. 43 and the
EOR credit, many are justifi-
ably concerned that it is not
enough.

This concern is exacerbat-
ed by the fact that the AMT
provisions as currently in
place substantially limit the
credit’s economic availabil-
ity.

Congress is aware of this
fact. Yet many in Congress
are also aware of the need to
develop the huge remaining
known domestic petroleum
reserves and encourage en-
vironmentally safe EOR
methods to produce these
reserves.

They recognize that to do
this the incentives to engage
in EOR operations and de-
velop more efficient technol-
ogies in an era of low but
unstable and insecure oil
prices must be increased.

Perhaps more important,
though, they recognize that
as a first step, the disincen-
tives to EOR operations,
particularly as encompassed
by the AMT provisions ap-
plicable to E&P operations,
must be eliminated.

A start in this direction
was taken on the last day of
February 1991 when Rep.
Wayne Owens (D-Utah) in-
troduced an EOR bill into
Congress.

Among other matters, this
bill proposed increasing the
EOR credit to as much as
25% if the reference price
falls below $20/bbl, expand-
ing the availability of per-
centage depletion for EOR
production, including micro-
bial and gel polymer meth-
| ods among the prequalified

tertiary methods, and in- |

cluding additional EOR pro-
ject related costs among cur-
rently deductible IDCs.

The bill did not deal with
the AMT problem.

In July 1991, Rep. Mike
Synar (D-Okla.) introduced
a clean domestic fuels en-
hancement bill. The motivat-
ing factor behind the bill,
intended in large part to en-
courage increased use of
plentiful domestic natural
gas both as a boiler and a
vehicular fuel with minimal
environmental impact, was
the concern over the impact
of high and increasing levels
of oil imports on the national
security and economic
health.

Incorporated in Synar’s
bill are several provisions
aimed at encouraging EOR
production, including Ow-
ens’ proposals to increase
the EOR credit and to in-
clude in the definition of ter-
tiary recovery methods gel
polymer and microbial (and
also high tech reservoir char-
acterization) techniques.

Synar’s bill goes further.
For example, it proposes
spending $228 million of
federal funds across 5 years
for EOR research and devel-
opment. More important is
its proposal to eliminate
most of the AMT limitations
to the EOR credit’s availabil-
ity.
ySpecifically, the bill pro-
poses that the EOR credit
can be used to offset AMT
liability and effectively re-
duce that liability from the
24% (20% of corporations)
provided for in the 1990 tax
act to 10% of AMT income.

Both the Owens and Sy-
nar bills have seen little or
no activity since summer
1991. Recently, Owens and
Synar agreed to press for-
ward with Synar’s bill. Ap-
parently the sponsors have
recently been in contact with
Rep. Rostenkowski request-
ing that the Synar bill be
brought before the Ways
and Means Committee for
markup.

Hopefully this move will
force Congress to turn its
attention to the problems be-
ing faced by domestic E&P
and the need to overcome

the many economic and reg-
ulatory disincentives to the
redevelopment of an eco-
nomic, efficient, secure, and
environmentally sound do-
mestic energy industry.
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