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4.6  Protecting the Environment

In the rush to develop the oil sands,
efforts to proactively manage the
cumulative environmental impacts
have proven inadequate. Neither the
government nor industry has placed
enough priority on identifying the
ability of the regional environment

to withstand impacts and developing
plans to manage oil sands development
within these constraints. As a result,
numerous proposed oil sands projects
under regulatory review will be
considered without the extent of
scientific information and cumulative
impact management systems
recommended by the government’s
own Regional Sustainable
Development Strategy (RSDS).

While the members of CEMA remain
supportive of their role in advancing
and developing regional environmental
management systems, we believe a
number of changes are required to
enable the organization’s success.

In addition, development should
occur in a precautionary manner

that continuously seeks to minimize
environmental impacts. This continuous
improvement can be driven by the
establishment of clear environmental
performance targets to encourage

the oil sands industry to dedicate its
considerable capacity for technological
innovation towards achieving a
reduction in environmental impacts.”
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A A giant truck heading back to the mining area leaves an extraction plant
' PHOTO: MELINA MARA. © 2005, THE WASHINGTON POST REPRINTED WITH PERMISSION
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A FIGURE 31: Federal research and development budget for energy in Canada 1971-2003.

The governments of Alberta and development support (Figure 31)
Canada have played a significant role and incredibly favourable royalty and
in bolstering the industry and creating tax treatment.

strong incentives for investment. Given
projected oil prices, oil sands companies
will be generating significant profits.
Therefore, continued government
generosity will shortchange the public

These direct and indirect subsidies
have contributed greatly towards
overcoming technical and cost barriers
and minimizing investment risk.

Many of these subsidies are still in
owners of the resource. In the 1980s

and 1990s, government assistance came
in the form of generous research and

place today although the industry
has attained an undeniable level of
economic sustainability.
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| 5 Government's Helping
5.1

Economic J
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[~ Excess profits
captured by
companies
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Income taxes 16% -

Return on 5%

investment

Operating costs  17%

Exploration and  33%
development costs

Rent Collection

5.1.1 Government as Steward

In Canada the citizens of a province

own the majority of its natural resources.
The government is the steward of the oil
sands and is responsible for ensuring that
the owners receive maximum benefit
from their development. The govern-
ment allows companies to produce

the oil and earn a fair return on their
investment, while at the same time
ensuring that a portion of the revenue
from the sale of the oil is transferred

to the citizens of Alberta. The owners
receive the dual benefit of economic
growth and job creation, while also being
compensated for the liquidation of the
non-renewable resource.

5.1.2 Fair Compensation?

The governments of Alberta and
Canada are responsible for collecting the
economic rent associated with oil sands
production. Their role is to capture as
much of the “economic rent” that is
available on the sale of a barrel of oil
on behalf of the citizens of the province |
(Figure 32). The economic rent is the
amount left over after a fair return on
investment plus all the company’s costs
to find the resource (exploration costs),
construct facilities (development costs)
and operate facilities (operation costs)
have been deducted from the sale price
of the oil. The provincial government
collects economic rent by charging fees
in exchange for the rights to develop
certain oil sands deposits

15% —€ -

(bonus bids and lease
sales) and by collecting
royalties on the sale of

the oil. The federal

government has no direct

Total value of oil
and gas resources

A FIGURE 32: The economic rent for a barrel of oil

jurisdictional authority
over the development of
a province’s resources,

but all Canadians benefit
through the collection

of federal taxes. If the
provincial and federal
government fail to capture
all the available economic
rent, oil companies receive
profits in excess of their
fair return on investment.

Successive years of
windfall budget surpluses
give the appearance that
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A FIGURE 33: Average portion of economic rent captured in each region 1995-2002.

the government of Alberta is doing an
adequate job of collecting economic
rent from its oil and gas resources.
However, economic rent capture has
been decreasing in recent years, reaching
a low of 31% in 2000. Alberta’s average
collection of rent from conventional oil
and gas between 1995 and 2002, while
comparable to some other Canadian
jurisdictions, was considerably lower
than that of both Norway and Alaska
(Figure 33).2%

The government may choose to leave
excess profits in the hands of companies
to promote additional investment in
exploration and development, and to
encourage companies to risk investment
when prices are uncertain or techno-
logies are unproven. This has been

an explicit strategy of both levels

of government to promote rapid
development of the oil sands.

5.1.3 Alberta’s Favourable
Royalty Regime

In 1996, the government of Alberta
acted on the recommendations of the
National Oil Sands Task Force and
implemented the Generic Royalty
Regime with the following set of

objectives: %

* Accelerating the development

* Facilitating development by private
sector companies

* Ensuring that development is
competitive with other petroleum
development opportunities on a
world scale

Under this regime, the Alberta
government collects a 1% royalty

until “project payout,” which is defined
to include all projects costs, including
100% of capital development and
operating costs in the year incurred plus

“[Given the low royalties
from oil sands produc-
tion, it] appears that,

at least implicitly, the
government of Alberta
has opted for higher
activity levels in the oil
and gas industry and

a lower take on each
unit of production.”

Institute for Public Economics,
20022
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A FIGURE 34: Oil sands production and royalties 1995-2004.

an acceptable rate of return. This means
that new projects and expanded projects
pay a very low royalty rate until all the
initial costs have been recovered. After
project payout is reached, the regime
imposes a uniform 25% royalty payable
on net project revenue, which equates
to the gross revenue minus all costs.

With the significant increase in oil sands
production taking place, one might
expect to see a comparable increase in
associated royalty revenues. However,
the 1% royalty rate until project payout
is a powerful incentive to reinvest profits
from the oil sands into expansion,
which further delays revenue collection
by the Province. Figure 34 shows oil
sands production is increasing (up
133% between 1995 and 2004), and
royalties from oil sands are decreasing
(down 30% over the same period). The
Province obtained declining revenues for
each barrel of oil equivalent (BOE) over

this period (from $1.6/BOE of oil
sands in 1996 to $0.5/BOE of oil
sands in 2004).%¢

5.1.4 Federal tax breaks

The federal government provides
generous allowances for “writing-off”
capital costs related to oil sands
developments to encourage investment
in the oil sands. This means that when
a company makes a capital investment
(such as the purchase of new equipment
or the construction of new or expanded
oil sands projects), it can use 100% of
that expenditure to reduce the amount
of tax that it has to pay on income
from the project. In other words, the
company only pays federal income tax
on the income from the project once it
has written off all eligible capital costs.?®

These tax rules make oil sands projects
much more attractive and profitable
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than they would be otherwise.
According to the Commissioner on
the Environment and Sustainable
Development, this results in a
significant tax benefit relative to
other energy sectors. **

The federal Department of Finance
estimates that the tax benefits granted to
oil sands companies are worth between

Government's Helj

$5 million and $40 million for every

$1 billion invested.?® Between 1997

and 2004, capital investments in the oil
sands totalled $27.5 billion.** Using the
range estimated by the Department of
Finance, between 1997 and 2004 oil
sands companies received a benefit of
between $137.5 million and $1.1 billion
for these generous capital write-offs.

5.2 A New Fiscal Regime

In the decade since the governments of
Alberta and Canada modified the fiscal
‘regime for the oil sands, continued
reductions in operating costs combined
with radically improved market
conditions have

for rapid re-investment and growth.
The current fiscal policy provides the
oil industry and its shareholders with
an inequitable share of the wealth
derived from oil sands exploitation.
The majority of
wealth derived from

changed the
economics of the
industry. The oil sands
are now a mature and
extremely profitable
sector. Now outdated,
unnecessary and
increasingly
detrimental, the
royalty and tax
regimes create a
powerful incentive

“Canada has shown that it can
transform impossible energy
dreams into reality. When the
oil sands of the Athabaska [sic]
were discovered in the 1960s,
no technology existed to exploit
them and the economics were
simply crazy. It took decades
of dedication and, especially,
sustained federal support ($40
billion in various fiscal incentives
and fax breaks) to eventually
transform this impossible project
into a thriving industry that will
provide enormous amounts of
both energy and wealth to the
country for decades to come.”

Stéphane Dion, Minister of the
Environment, Government of Canada

non-renewable
resources rightfully
belongs to the public.
Further, the non-
renewable nature

of this resource
makes it imperative
that this wealth be
invested to benefit
multiple generations.
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A from the air, the giant trucks look like little ants in the large mines. You can see the mine layering
in this photo. The bottom of the mine is as deep below the surface of the former boreal forest as
the length of a football field. PHOTO: CHRIS EVANS, THE PEMBINA INSTITUTE



6 ATime for Stewardship
and Leadership

A SUSTAINABLE ENERGY SYSTEM IS ONE THAT

Provides the services of energy to meet
peoples’ needs today and the needs of
future generations in an accessible, equitable
and most efficient manner

Given the scale and pace of the develop-
ment, it is clear that Canada has a
global responsibility for demonstrating
stewardship and leadership in preventing
the current and rapidly increasing
environmental impacts of oil sands
exploitation. Furthermore, any
development of the oil sands must

be done in the context of a national
strategy for the transition from
environmentally intensive conventional
energy to an economy based on
sustainable energy.

The magnitude of the risks and
opportunities arising from Canada’s

oil sands rush is unprecedented in the
history of Canadian energy production.
All Canadians, including future
generations of Canadians, have a

stake in the outcome. To improve

Enables stabilization of atmospheric
concentrations of greenhouse gases

Protects or restores the earth’s air, land and
water resources throughout its lifecycle

Is safe and results in no burdens of risk for
future generations

Empowers communities to live satisfying and
healthy lives

society’s overall wellbeing and protect
the environment, we provide the
following key recommendations,
organized under four core themes, for
responsible stewardship and leadership:

6.1 Responsible Use

To demonstrate leadership in the more
efficient use of natural resources, and

in light of the increasing demand for
energy and the associated environmental
implications of today’s energy systems,
the government of Canada should

* Develop a national energy
[framework by the end of 2006
with targets and supporting
policies for energy efficiency,

energy conservation, renewable

energy and conventional energy in
collaboration with the provinces,
First Nations, industry and
non-governmental organizations

(NGQOs).

* Provide incentives for responsible
consumption.

* Regulate Canadian fleet fuel
efficiency based on best available
technology.
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To ensure that the oil sands industry
does its fair share in meeting Canada’s
GHG reduction obligations enshrined
within the Kyoto Protocol, we
recommend that the government

of Canada

* Define Best Available Technology
Economically Achievable (BATEA)-
based targets for the oil sands
industry at a level that ensures new
and expanded projects make a
meaningful contribution towards
meeting Canada’s emission-
reductions obligations.

Over the next two years, regulatory
agencies will be asked to review
proposed oil sands projects that will
push production to approximately 3.8
million barrels per day, more than triple
the current production. Over the next
several years, regulatory agencies may be
faced with proposals to further increase
production to five million barrels per
day or more. These public-interest
decisions must be made in an

informed and precautionary manner to
ensure that cumulative environmental
impacts are proactively managed.

We recommend that

The government of Alberta

* Establish a conservation offset
within the oil sands region by
protecting an area of intact boreal
Jorest of high conservation value
that is representative of the region.

| 6 ATime for Stewardship and leudershi

6.2 Protecting the Climate

* Invest in research and provide
incentives to promote the
commercialization of more
efficient transportation-based
technologies and the development
of low-impact alternative fuels.

Looking beyond 2012, we recommend
that the governments of Canada and

Alberta
* Require all existing and new oil sands

operations to be carbon-neutral
(net zero GHG emissions) by 2020
through a combination of actual
reductions and emission offsets.

6.3 Protecting the Regional Environment

o Establish interim environmental
limits that protect human health
and the environmental integrity
of the region before approving
additional oil sands development.

e Establish clear reclamation
expectations that ensure the long-
term ecological sustainability of the
region before approving additional
oil sands development.

The governments of Alberta
and Canada

* Create the conditions for CEMA to
successfully refine environmental
limits and develop regional
environmental management
systems to guide decisions about
future oil sands development.

This will require the development
of specific memoranda of
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A Time for Stewardship and Leadership 6 | 8

understanding between government process in a timely fashion.
and CEMA that include clear Commit to a process to consult
deliverables and a firm schedule, with stakeholders and a schedule
the provision of additional human to implement new standards and
and financial resources, and clear systems to manage these issues.
statements of political expectation o Ensure that industry masimizes
and support for meaningful their use of best available
outcomes. technologies to minimize the

* Assume responsibility for those rate of increase of cumulative
issues that will not or cannot be environmental impacts.
addressed through the CEMA

6.4 Establishing an Equitable
Fiscal Regime

A significant shift in the fiscal regime expansion of low-impact renewable
is required to achieve a successful energy.

transformation towards a sustainable
energy future. This shift includes

full incorporation of the polluter-pay
principle into a revised regime.

We recommend that the governments

of Alberta and Canada

* Establish a timeline for eliminating
Jederal subsidies, especially tax
advantages, to the oil and gas

» Maximize the collection of royalties
and taxes to compensate current
and future generations of Albertans
and Canadians for the utilization
of this publicly owned, non-

renewable resource.

Invest a portion of the wealth
derived from royalties and taxes -
into a permanent fund for

sector: sustainable energy to foster further

* Redirect subsidies and favourable innovation in energy conservation,
Siscal policies towards conservation energy efficiency and the production
of energy, energy efficiency and of low-impact renewable energy.
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