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Blowing Out the Blue Flame? 
Obama Budget Proposal VERY Negative for Natural Gas 
 
• The Obama Administration's 2010 budget proposal, unveiled last Thursday, not 

surprisingly seeks to tap many sources; after all, the federal government has been 
spending money like Wall Street used to since late last year and has to raise some 
revenue.  With ExxonMobil and Chevron reporting 2008 profits that exceeded the 
gross domestic product of many nations, public sentiment at the moment probably 
resembles that of a plundering mob, so we're not surprised that the oil and gas 
industry is being targeted to foot some of the bill.   

• At the same time, the Administration emphasizes renewable energy, conservation, 
and new technologies.  We support these, but would emphasize we're not there yet-
-the vast majority of our energy is still sourced from fossil fuels--and an overnight 
transition is physically, logistically, and economically impossible, in our view.   

• Specifically, the Obama budget proposes to levy a new 13% excise tax on Gulf of 
Mexico production, impose a "drill or lose" rule as well as a per acre fee on non-
producing offshore leases, and eliminate tax deductions for percentage depletion 
and intangible drilling costs.  That last one could do some seious damage and 
actually undermine both energy independence and the renewable transition. 

• Why?  Over the past 5 years, natural gas producers have applied a combination of 
advanced well drilling and completion technologies to reverse what had been 
accepted as an inexorable decline in U.S. productive capacity, allowing natural gas 
to emerge as an abundant, affordable, and clean domestic alternative to the heavy 
hydrocarbons--oil and coal.  The massive R&D effort that made that possibly 
remains underway and is facilitated by the ability to deduct the huge up-front costs.    

• Natural gas is bridging the transition to renewables and the more intelligent and 
efficient use of energy while making an immediate positive contribution to cutting 
emissions of everything from sulphur to carbon.  But the industry is now reeling 
from falling prices and rising capital costs.  We believe losing the IDC deduction 
could kill the nascent re-emergence of natural gas at a time that the country needs it 
most, costing American jobs, energy security, and state and federal tax revenues as 
well.   

• Most natural gas in the U.S. is developed and produced by independent E&P 
companies, not the super-major oils.  A body blow to the smaller guys would have 
some serious unintended consequences, including forced reliance on the major and 
foreign oil companies for imported liquefied natural gas (LNG), a shift in power 
generation economics to favor coal, and sharp increases in utility bills--three 
outcomes that we seriously doubt the Administration wants to see.. 

• Keep an eye on this.  While the political motivation--go after them that's got it--is 
clear, this broad-brush approach could spell disaster for the domestic natural gas 
sector.  Despite the current economic challenges, we've remained positive on gas 
given its unique ability to solve a myriad of energy, economic, and environmental 
challenges  That thesis will be completely undermined if Washington goes hunting 
with a bazooka.  Gas sector investors should watch this process very closely.   
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The Unintended Consequences of Law 
 
Over the past five or so years, the outlook for natural gas has turned decidedly positive—as has our overall 
investment thesis.  Rising concerns about environmental issues, national energy security, and higher and 
more volatile oil prices have all made a strong case for natural gas, which was only held back by concerns 
over long-term supply viability—five years ago, conventional wisdom held that the United States was bound 
to start importing gas in the twenty first century just as it had been forced to import oil in the twentieth.   
 
But the inevitability of turning to LNG has been turned on its head over the past five years, thanks to a 
combination of higher prices, cheap capital, and the application of advanced technology that was developed 
off shore and brought to bear on terra firma to coax what had been unthinkable quantities of natural gas out of 
intractable geologic formations such as shales.  Indeed, the achievements of the natural gas industry over the 
past five years are a robust example of a successful research and development effort and the application of 
advanced technology to a very productive outcome with clear economic, environmental, and societal benefits.   
 
The costs associated with that effort are significant, with a typical gas well today running a couple of million 
dollars to drill and complete—a big up-front investment that typically pays back over a time horizon that can 
span a decade or more.  A key part of the overall cost recovery scheme is the ability to offset some of those 
up-front costs as deductible expenses against income taxes as the well starts to produce and pay.  The loss of 
the ability to deduct those costs would significantly lengthen the payback period and undermine returns on 
invested capital.  Drilling activity has already slowed significantly due to lower commodity prices and higher 
capital costs—the market does work, but it doesn’t work perfectly—but we fear that the imposition of another 
negative cash flow step change could potentially deal a knockout blow for some producers at a crucial time.  
 
The U.S. Needs More Natural Gas, Not Less 
 
This is significant, because the ability to sustain natural gas production depends on continued drilling to 
replace declining legacy production.  This is especially true with the emerging unconventional gas resources 
such as shale plays, which tend toward hyperbolic rates of decline—they flow gas at prodigious rates initially 
and then quickly taper off to a much lower sustained level.  In our view, a significant change in tax policy 
such as eliminating the IDC deduction—on top of sharply lower natural gas prices and higher capital costs--
could significantly accelerate the decline in drilling activity currently being experienced.  The ensuing and 
inevitable shift back to declining production would have many unintended consequences, not least being a a 
return to the inevitability of LNG reliance that has been mitigated over the past five years as gas has re-
emerged as a decidedly domestic fuel.  Given that the largest holders of gas reserves outside the U.S. include 
Russia and Iran, we doubt this is a scenario that U.S. energy policy should want to embrace.   
 
It can and does get scarier.  One of the world’s largest producers of the darker and most political of fuels— 
Venezuela—is actually encouraging U.S. dependence on imports through an insidious ad campaign targeted 
at those less fortunate.  The “Joe for oil” ads used to fly solely under the Citgo banner but now unabashedly 
posit “Veneuela’s People” as a U.S. energy ally.  In our view, the absurdity of this notion is clear, but so is its 
counter-argument:  U.S. energy policy should encourage the development of domestic, secured, sustainable 
and clean energy resources.  Natural gas fits that description.   
 
Making Progress on Carbon 
 
At current prices, we have previously noted that natural gas has become highly competitive with coal on a 
Btu parity basis, and is therefore increasingly advantaged as a power generation fuel, even before the cost of 
environmental remediation is taken into account.  Another of the Administration’s ambitious energy goals—
the reduction of carbon emissions—is already making progress as utilities shift away from older, less efficient 
coal fired boilers to—yes, renewables--but also to advanced natural gas generation technology.  That positive 
trend will likely be quickly undermined if growth of domestic gas production is arrested by tax policy.   
 
We would add that gas has the ability to facilitate significant efficiency gains all along the value chain 
through its increased use in distributed cogeneration (the conversion of gas into both power and heat at the 
point of use) which has the further advantage of taking strain off the electrical transmission and distribution 
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grid.  In the current energy debate, we hear the notion of distributed generation tossed around quite a bit.  
Natural gas is key to making that happen, especially given the variable nature of renewables such as wind and 
solar.  We have also noted that natural gas is a clean alternative to gasoline and diesel fuel in transportation.  
Our views on these topics are spelled out in greater detail in our “Blue Flame” research notes published in 
February and September 2008.     
 
Keep a Close Eye on This 
 
Because we view natural gas as an integral solution to future energy challenges, we have maintained a 
decidedly positive long term thesis on natural gas and associated infrastructure, even as commodity prices 
have fallen in the current cycle,.  However, the tax proposals contained in the Administration’s current budget 
have the potential to seriously undermine that thesis as we doubt the industry could sustain such a major cash 
flow hit on top of the others it has already taken without losing both players and momentum that would be 
very difficult to replace.  Importantly, the Administration’s proposal is just that—a proposal.  But for 
investors all along the natural gas value chain—not to mention consumers--it could have serious adverse 
consequences and therefore bears careful monitoring.   
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I certify that: 
1) All views expressed in this research report accurately reflect my personal views about any and all of the subject securities or issuers discussed; 
and  
2) No part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed by me in this 
research report. 
 
 
 
Wachovia Capital Markets, LLC does not compensate its research analysts based on specific investment banking transactions. WCM’s research 
analysts receive compensation that is based upon and impacted by the overall profitability and revenue of the firm, which includes, but is not 
limited to investment banking revenue. 
 
STOCK RATING 

1 = Outperform: The stock appears attractively valued, and we believe the stock's total return will exceed that of the market over the next 12 
months. BUY 

2 = Market Perform: The stock appears appropriately valued, and we believe the stock's total return will be in line with the market over the next 
12 months. HOLD 

3 = Underperform: The stock appears overvalued, and we believe the stock's total return will be below the market over the next 12 months.  
SELL 

SECTOR RATING 

O = Overweight:  Industry expected to outperform the relevant broad market benchmark over the next 12 months. 

M = Market Weight:  Industry expected to perform in-line with the relevant broad market benchmark over the next 12 months. 

U = Underweight:  Industry expected to underperform the relevant broad market benchmark over the next 12 months. 

VOLATILITY RATING 

V = A stock is defined as volatile if the stock price has fluctuated by +/-20% or greater in at least 8 of the past 24 months or if the analyst expects 
significant volatility. All IPO stocks are automatically rated volatile within the first 24 months of trading. 
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As of: March 2, 2009  

40% of companies covered by Wachovia Capital Markets, LLC 
Equity Research are rated Outperform. 

Wachovia Capital Markets, LLC has provided investment banking services 
for 38% of its Equity Research Outperform-rated companies. 

55% of companies covered by Wachovia Capital Markets, LLC 
Equity Research are rated Market Perform. 

Wachovia Capital Markets, LLC has provided investment banking services 
for 29% of its Equity Research Market Perform-rated companies. 

5% of companies covered by Wachovia Capital Markets, LLC 
Equity Research are rated Underperform. 

Wachovia Capital Markets, LLC has provided investment banking services 
for 29% of its Equity Research Underperform-rated companies. 

  

Important Disclosure for International Clients 
  

The securities and related financial instruments described herein may not be eligible for sale in all jurisdictions or to certain 
categories of investors. For certain non-U.S. institutional reader (including readers in the EEA), this report is distributed by 
Wachovia Securities International Limited (“WSIL”). For the purposes of Section 21 of the UK Financial Services and Markets 
Act 2000 (“the Act”), the content of this report has been approved by WSIL a regulated person under the Act. WSIL does not deal 
with retail clients as defined in the Markets in Financial Instruments Directive 2007. This research is not intended for, and should 
not be relied upon, by retail clients. 
 

Important Information for Australian Recipients 
Wachovia Capital Markets, LLC (“WCM”) is exempt from the requirements to hold an Australian financial services license in 
respect of the financial services it provides to wholesale clients in Australia.  WCM is a registered broker-dealer registered with the 
U.S. Securities and Exchange Commission, and a member of the New York Stock Exchange, the Financial Industry Regulatory 
Authority, and the Securities Investor Protection Corp.  WCM is regulated under U.S. laws which differ from Australian laws.  
Any offer or documentation provided to you by WCM in the course of providing the financial services will be prepared in 
accordance with the laws of the United States and not Australian laws. 

Important Information for Recipients in the Hong Kong Special Administrative Region of 
the People's Republic of China ("Hong Kong") 

For recipients resident in Hong Kong, this research is issued and distributed in Hong Kong by Wachovia Securities Asia Limited. 
Wachovia Securities Asia Limited is a Hong Kong incorporated investment firm licensed and regulated by the Securities and 
Futures Commission to carry on types 1, 4, 6 and 9 regulated activities (as defined in the Securities and Futures Ordinance [the 
"SFO"]). This research is not intended for, and should not be relied on by, any person other than professional investors (as defined 
in the SFO). The securities and related financial instruments described herein are not intended for sale nor will be sold to any 
person other than professional investors (as defined in the SFO). Any sale of any securities or related financial instruments 
described herein will be made in Hong Kong by Wachovia Securities Asia Limited. Please consult your Wachovia Securities Asia 
Limited sales representative or the Wachovia Securities Asia Limited office in your area for additional information. 

Important Information for Japanese Recipients 
This material is distributed in Japan by Wachovia Securities (Japan) Co., Ltd., a foreign securities company registered with the 
Financial Services Agency in Japan. 

Additional Disclosures 
WCM is a U.S. broker-dealer registered with the U.S. Securities and Exchange Commission and a member of the New York Stock 
Exchange, the Financial Industry Regulatory Authority and the Securities Investor Protection Corp. Wachovia Securities 
International Limited is a U.K. incorporated investment firm authorized and regulated by the Financial Services Authority. 
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This report is for your information only and is not an offer to sell, or a solicitation of an offer to buy, the securities or instruments 
named or described in this report. Interested parties are advised to contact the entity with which they deal, or the entity that 
provided this report to them, if they desire further information. The information in this report has been obtained or derived from 
sources believed by Wachovia Capital Markets, LLC, to be reliable, but Wachovia Capital Markets, LLC, does not represent that 
this information is accurate or complete. Any opinions or estimates contained in this report represent the judgment of Wachovia 
Capital Markets, LLC, at this time, and are subject to change without notice. For the purposes of the U.K. Financial Services 
Authority's rules, this report constitutes impartial investment research. Each of Wachovia Capital Markets, LLC, and Wachovia 
Securities International Limited is a separate legal entity and distinct from affiliated banks. Copyright © 2009 Wachovia Capital 
Markets, LLC. 
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