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THE FEDERAL ACCOUNTING STANDARDS ADVISORY BOARD

The Federd Accounting Standards Advisory Board (the FASAB or "the Board") was
edtablished by the Secretary of the Treasury, the Director of the Office of Management and
Budget (OMB), and the Comptroller General in October 1990. It isresponsible for
promulgating accounting standards for the United States Government.

An accounting standard is typicaly formulated initidly as a proposd after considering the
financia and budgetary information needs of citizens (including the news media, state and
local legidators, andysts from private firms, academe, and elsewhere), Congress, Federa
executives, Federd program managers, and other users of Federd financid information. The
proposed standard is published in an Exposure Draft for public comment. A public hearing
is sometimes held to recelve oral comments in addition to written comments. The Board
considers comments and decides whether to adopt the proposed standard with or without
modification. The Board publishes adopted standards in a Statement of Federal Financid
Accounting Standards.

Additiona background information is available from the FASAB:

"Memorandum of Understanding among the Genera Accounting Office, the Department of
the Treasury, and the Office of Management and Budget, on Federal Government
Accounting Standards and a Federa Accounting Standards Advisory Board,” amended on
October 1, 1999.

"Misson Statement of the Federal Accounting Standards Advisory Board.”

Federd Accounting Standards Advisory Board

441 G Stregt, NW, Suite 6814
Washington, DC 20548
Tdephone (202) 512-7350
Fax (202) 512-7366
www.financenet.gov/fasab.htm
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Executive Summary

During the Board's ddliberations relating to the development of an accounting standard for land, natural
resources were excluded from the scope of the land project. Accordingly, the Board established a
Natural Resources task force to address natural resources separately. On the basis of the guidance
provided by the Board, the task force was charged to: (1) study the kinds of information (i.e., both
financid dataand nonfinancia data) which can be reported about natura resources, (2) provide options
for reporting the information, (3) identify the related impacts on existing FASAB standards based on the
options and, (4) identify existing laws and regulations that affect reporting information about natura
resources. This report presents the findings of the task force based on its charge.

The report contains the following mgor sections.

I.  Natural Resources Project Overview

[1. Objectives of Naturd Resources Reporting

[11. Context for Analysis -- Framework

IV. Genera Reporting Principles

V. Implication of Recommendations

* VI. Indian Natural Resource Assets

» Appendix A. Reporting by Individual Resource

» Appendix B. Minority Comments on Generd Reporting Principles

An overview of the sectionsiis provided below:

Section I, Natural Resources Project Overview, provides an overview of how various aspects of the
project were developed, as well as, the scope of the project. The Board provided the scope in which
the task force would focus itswork. The scope included economic mineral resources (e.g., oil, gas,
cod, gold, silver, copper, sand, clay, and gravel); the following renewable resources: timber, forage,
and water for which the Federa Government owned the rights; and the electromagnetic spectrum.

Section 11, Objectives of Natural Resources Reporting, outlines the reporting objectives the task
force used in developing the report. Asitsbas's, the task force used Statement of Federd Financidl
Accounting Concept Statement (SFFAC) No. 1, Objectives of Federal Financial Reporting, to
ensure that al of the mgor objectives were consdered. The report specificaly focuses on the premise
that natural resource reporting can report on past performance from abudgetary, operating, or
sewardship perspective. In thissection it is noted that natura resource reporting could dso serve
natural resources accounting by providing information relevant to policy decisions about the future
management and the disposition of Federa natura resources.

Section |11 of the report, Context for Analysis -- Framework, was developed by the task force to

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000
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provide aframework for understanding how the many Federal natura resource programs are managed.
This understanding became necessary as the task force began to discuss natural resource reporting
options. This section aso discusses the following natura resource management processes:
* undiscovered resources
* resources not available for transfer
-- legidatively withdrawn resources
-- adminigtratively withdrawn resources
* resources available for transfer
-- resources planned to be offered
-- resources under contract but not conveyed
-- other available resources
* conveyed.

Section IV, General Reporting Principles, gives detailed discussons on the various reporting options
considered by the task force. It addresses asset reporting, accounting and reporting for revenue, and
accounting and reporting for cost. The task force's suggested reporting principles, aswell as,
advantages and disadvantages of these principles are presented for 1) asset reporting and 2) accounting
and reporting for cost. However, the accounting and reporting for revenue discussion was heavily
debated and a consensus was not reached on a suggested reporting principle. Therefore, two revenue
accounting and reporting options have been provided.

The asset reporting segment outlines the various reporting options for reporting natura resource assets
on the financia statements (i.e., recognition, disclosure, and stewardship reporting). Based on it
findings, the task force agreed that stewardship reporting could be used as the primary tool for reporting
natural resource information. The two revenue accounting and reporting options are 1) reporting al
natura resource revenues on the Statement of Custodia Activitiesand, 2) reporting al natura resource
revenues on the Statement of Net Costs. The accounting and reporting for cost section is divided into
the following cost segments: cost of resources, cost of sde, cost of management, and transfer of
revenue/didtribution of receipts.

Section V, Implication of Recommendations, focuses on the implications of the task force's
suggested reporting principles and revenue options on SFFAS No. 7, Accounting for Revenue and
Other Financing Sources and Concepts for Reconciling Budgetary and Financial Accounting and
the legal/regulatory statutes to be considered.

Section VI, Indian Natural Resource Assets, providesinformation on Indian natural resource assets
from the standpoint of these assets being reported astrust assets. This section aso provides an
overview of FASAB Interpretation No. 1, Interpretation of Federal Financial Accounting
Sandards -- Reporting on Indian Trust Funds in General Purpose Financial Reports of the
Department of the Interior and in the Consolidated Financial Statements of the United States
Government: an Interpretation of SFFASNo. 7.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000
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Appendix A, Reporting by Individual Resource, contains detailed information on eight natural
resources related programs managed by the Federal Government. They are as follows:
* timber,
outer continental shelf oil and gas,
leasable minerds (solid),
leasable minerds (fluid),
locatable minerds,
minerd materias,
grazing uses, and
€lectromagnetic spectrum (airwaves).

Appendix B, Minority Comments on General Reporting Principles, raises three concerns. Fird, it
suggests that the basic concepts of SFFAS No. 7 are valid, and that sales of naturd resources should
not offset agencies gross codts, unlessthe full costs of the naturd resources sold are recognized.
Second, it suggests that some natural resource assets -- in particular, those where the asset is held for
remunerative operations or sale -- should be recognized on the balance sheet, and not solely in the
stewardship report; this would aso dlow the full costs of natural resources that are sold to be
recognized on the Statement of Net Cost. Findly, the comments suggest that the Federd Government
develop basic datawhere it has vauable resources that it intends to sell or manage for remunerative
purposes.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



Tab 1 - Task Force Report

\Y; Executive Summary
. ________________________________________________________________________________________________________________________________|

TABLE OF CONTENTS

[. Natural RESOUICES ProjECt OVEIN VIEW,..................cooooeeeeeeeeeeeeseseeeeeesssssssssseeeeessssssesseesesssssssssssssssmsessssssssesseseeessssen 1
BACKGIOUNG ... eeeeeeeseeesesssssesesessssssessesssssssseeees s s eeeessss s eeeee s s es e e e e s s s eeee s s s s eneesss s eeeeessssnseeneesees 1
SCOPE ..o ee e ee s s ese s ss s es s s et s ee e e eAE e e ettt 1
RESOUICES AUUIESSEA,.............ooooeeoeeeeeeeeeeeeoeeesseesseeseeessessessssssssesssessssessssssssessssessssssss st sssesssssssssss s ssessssssssssnenssnes 2

[1. Objectives of Natural ReSOUrCES REPOITING..........oooooooorooeoeeeeeeesessooeeeeeeeseeeeseesessesessssesssseseesssssseseeeeeeseesseen 6
BACKGIOUNG ... eeeeeeeseeesesssssesesessssssessesssssssseeees s s eeeessss s eeeee s s es e e e e s s s eeee s s s s eneesss s eeeeessssnseeneesees 6
RePOrting 0N Past PErfOIMANCE.................ccccccovoeoeeeeeeeeeeeeeeeeeeseoooosssssssseeseeeeesesessssssssssssssssssssee e 7
Reporting to SUPPOrt FUtUre ManAGEMENT ... eeeeeses s seessesesssssssesssessssssssnsssseseesssses 8
Reporting on the National Wealth in our Natural RESOUICES....................cccccooooeeesesoeeesseseeesessreen, 8

[11. Context for ANAIYSIS == FIaMEWOIK ... eseeessssesssssssesssssssssssssessssssseesssssssssesseesssssss 12
BACKGIOUNG ... esese s s s s 2222522222 12
SEAGES......ooooocoeeeeeeeee e eeeeeeesseeessses e eeseesssesseee e 2222582222858 8 582250 12
SIOCKS AN FIOWS .......ccooorsvsssnsssssssssss st 14

[V. General REPOIING PrINCIPIES ...........oooocoooeoeoeeeeeoeeeeeoveeeesesesseeesssssessssssssssssssssssssssssssssssssssesssssssssssssssssssssesssssssn 17
BACKGIOUNG ... esese s s s s 2222522222 17
Reporting Information about Natural RESOUrCE ASSELS.................ccccceeeveoeeseseessscessssseessssssesssinees 18
Accounting and RePOrting fOr REVENUE..................ooooooooeeeeeeeeeeeeeee e eeeesesssssseesessesseeeseseesssssssssessssenneees 27
Accounting and REPOIMTING FOI COSES...............ccooooorvccooeeeeeeeecessssessssssssssssssssssssssesssssssssssssssssssssssssssssssssesssssssssseees 36
Prices Set by Law OF REQUIBLIONS ..............cccoooooeoeoeoeeeessesssseessessssssssssssssssssssssssssssssssssssssssssssesssssssssssssessas 42
Summary of Minority Comments on General Reporting PrinCiples, ... 43

V. Implications of the Suggested RePOrting PrinCiPIES...............ooooovoooooooeoeseosooooeeeeeeeeeeeeeeesssesssesssss e 44
Impact on Current FASAB STANUAITUS ..o seeeessesessssessssssssssssssssssesssssssssssessssssssssessssssssssseees 44
Legal/Regulatory CONSIAEIALIONS ...............ccccoooooeeeioeeoseeessessssesssessssssssssssssssssssssesssssssssssssesssssssssssssssssssessessas 45

VI Indian Natural RESOUICE ASSELS ................ccooieoeeeeeeeeseeeeeeeeesssssssssssssssssssssssssssssssssssssssssssssssssessssssssssssssssssseessees 46

Appendix A. Reporting by INAiVidual RESOUICE ... eeeesessssssesseeesssssseseseeessesssssssses 48

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



Table of Contents

Tab 1 - Task Force Report
Vv

Timber

Leasable Minerals (Solid)
L easable Minerals (Fluid)
L ocatable Minerals

Mineral Materials
Grazing Uses
Electromagnetic Spectrum (Airwaves)

Appendix B. Minority Commentson General Reporting Principles

Attachment A. Suggested Clarificationsto Existing Revenue Standard (SFFAS No. 7)

49
54
58
62
66
70
73
78

81

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



Tab 1 - Task Force Report

Vi Task Force Members
FASAB NATURAL RESOURCESTASK FORCE MEMBERS
R. Schuyler Lesher, Task Force Chairman
Department of the Interior
H. Theodore Heintz, Jr.
Department of the Interior

Robert Anderson George Keller |
Bureau of Land Management Minerals Management Service
Buddy Arvizo Allan Lund

Bureau of Land Management Department of the Treasury
Emil Attanasi, Economist Randy Lyon

US Geological Survey Office of Management & Budget
Jack Blickley James Mobley _

USGeolog|Ca| Sjrvey USDA - U.S Forest Service
Christine Bonham Robert Myers

US General Accounting Office Department of Energy
Betty Buxton Jose Oyola

Bureau of Land Management US General Accounting Office
Debra Carey Clyde Topping

Department of the Interior Bureau of Land Management
Mike Chatmon Robert Repetto

Department of the Interior World Resources Institute

Minerals Management Service Federal Accounting Standards Advisory Board

USDA - U.S Forest Service
William deBardel aben
Department of Defense
Jm Handlon
Bureau of Reclamation

Federal Accounting Standards Advisory Board

William Woodson
Department of Defense - Army

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



. . Tab 1 - Task Force Report
Natural Resources Project Overview 1

|. Natural Resources Project Overview

Background

In earlier deliberation by the Federa Accounting Standards Advisory Board (FASAB) on Property,
Plant, and Equipment (SFFAS No. 6) and Supplementary Stewardship Reporting (SFFAS No. 8), the
land was defined as the solid part of the surface of the earth. For the purpose of those standards,
natural resourcesthat are in the custody of the Federa Government were excluded from the scope of
the land project. The mgor reasons for addressing only surface land in the previous standards were:
(2) the dlotted time frame within which to complete the standard for land; (2) studies that pointed out
the difficulties and complexities of accurately estimating and valuing natura resources, and (3) disputes
regarding the boundaries of the outer-continenta shelf.

As afollow-up effort, the Board established a Natural Resources Project task force to address natural
resources separately. The purpose of the task force was to provide the framework for the development
of anatura resources accounting standard.

The responsbilities assgned to the task force to accomplish this task were:

1)  Study the kinds of information about extractable natural resources owned by the Federa
Government, or under Federa stewardship, which can be obtained for reporting purposes,
including information about the vaue of resources removed, what was received in exchange, the
cost of alowing the resources to be taken, and the value of resources remaining;

2)  Provide optionsfor reporting information in an annua report, i.e., on face of the financid
Satements, in footnotes, as required supplementa stewardship information (RSS)), as required
supplementd information (RS1), or in the Management Discusson and Andyss (MD&A); and

3) Identify areasin exising FASAB standards that would be impacted by the task force's
recommended reporting options, and the required changes to the standards associated with
each option.

In addition, the task force was asked to identify existing laws and regulations that affect the ability of
the Federa Government to properly report on these natural resources to the extent that these laws and
regulations were noted during the course of the study.

Scope

The task force was requested to address "traditiond™ natural resources associated with Federd lands.
In addition, stocks of game, fisheries, and wildlife habitat were specificaly excluded from the scope of
the project.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000
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The task force proposed to focus on extractable natura resources owned by the Federd Government,
or under Federd stewardship, for which acommercial market existed for the resource. The revised
scope included economic mineral resources (e.g., oil, gas, cod, gold, silver, copper, sand, clay, and
gravd); the following renewable resources: timber, forage, and weter for which the Federa Government
owned the rights; and the electromagnetic spectrum. However, as the project progressed, the focus of
the task force shifted from a commercid market orientation to a sewardship orientation over the natura
resources associated with Federal lands.

Resour ces Addr essed

In the process of studying the natural resources, the task force classfied the natural resources into
categories. These categories were established for purposes of analyzing the resources. The natural
resources and/or categories of resources that the task force addressed in this project are presented
below with abrief description for each. They are:

Timber

Timber is harvested from Federd lands on a sustained-yield basis through carefully managed
reforestation programs.  The private contractor who is selected to harvest the timber only purchases
the timber designated for harvest, while the ownership of the land remains with the Federa
Government. The contractor is responsible for the actua removal of the timber from the public land
area. Actua harvesting may take up to two or three years after areas have been "marked for cut.”

Outer Continental Shelf Oil & Gas

States have been granted the rights to natura resources within 3 nautical miles of their coadtline,
except for the Gulf of Mexico coasts of Texas and FHorida, where State jurisdiction extends for 3
marine leagues. The Federd jurisdiction begins after the State jurisdiction ends and extends for at least
200 nautical miles seaward of the coastline. The Outer Continental Shelf (OCS) consists of over 1.4
billion acres of submerged lands seaward of State jurisdiction. The Federa Government manages the
rightsto ail, gas, and other minerals on the OCS. The Government issues leases that convey an
exclusiveright to explore for and develop oil and gas on the OCS, and maintain aroyalty interest in
any production saved, removed, or sold from alease. Over 27 million acres of the OCS are currently
under active lease. The OCS accounts for over 27% of the natura gas and 20% of the oil produced
in the United States.

Leasable Minerds

Leasable minerdsinclude solid mineras (e.g., cod, oil shaes, asphdt, phosphate, potash, sodium)
and fluid minerds (e.g., onshore oil & gas, geothermd energy). The Federa Government is
responsble for managing the minerd estate owned by the Federa Government that underlies
goproximately 564 million acres of surface land it owns. In addition, the government holds the minerd
rights on split-estate lands for which the surface has been conveyed. The government alows these

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
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minerasto be developed through leases. Lessees pay renta per acre to hold the leases and
compensate the government for minerals removed with aroydty on the sdesvaue.

Locatable Minerals

The class of economic minerals known as “locatable’” minerals makes up a sgnificant portion of the
"economic" minerds. The dassindudes precious metas (eg., gold and silver), ferrous metds, light
metas, base metds, precious and semi-precious gemstones and avast array of industrid mineras.

U.S. citizens and incorporated businesses are permitted to prospect for locatable minerals on Federa
lands in nineteen ates aslong as those lands have not been dosed or withdrawn from mining. I
vauable minerd depodits are discovered, prospectors can file acdam giving them the right to use the
land for mining-related activities and the right to sdll the mineras extracted without paying aroyalty to
the Federa Government. A clamant desiring to obtain fee Smpletitle to the land and the minerd rights
can patent the claim for $2.50 or $5.00 an acre, depending on the type of claim. After the patent has
been granted, the claim becomes private property.

Als0, because mining operators are not required to report their production (extracted amount) from
Federad lands and because the Federa Government is not required to collect such information, religble
figures may not be available to determine the tota value of locatable minerds extracted from Federa
lands.

Minerd Materids

Minerd materids include various common minerds, such as sand, gravel, and stones, which are
considered part of the minerd estate owned by the Federd Government. The Federal Government
manages these minera's on public lands and other lands under the jurisdiction of the government.
Disposd of minerd materidsis redized through sde contracts to private users or free use permitsto
dates, counties, or other government entities for public projects. Also, alimited amount of minera
materials may be provided free to non-profit groups.

Grazing Uses
The United States owns public rangdands.  Agencies of the United States Government are

responsible for management of the natural resources on the surface of the lands for which stlewardship
has been entrusted to them. Federal agencies manage approximately 255,000,000 acres of grazing
lands for domestic livestock use through 10-year permits or leases. In addition, 16 Alaska native
corporations who own reindeer graze 5,000,000 acres without charge. The Federa Government
does not transfer ownership or control of the rangelands because these public lands, by law, are held
for multiple use.

Electromagnetic Spectrum
All sovereign nations own the rights to the e ectromagnetic spectrum within their boundaries. The
U.S. Federd Government assigns the right to use portions of the spectrum to state and loca

Federal Accounting Standards Advisory Board
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governments and to the private sector for specific purposes. However, the Federa Government does
not transfer ownership of the spectrum itself. A sgnificant portion of the spectrum is reserved for
defense and other government uses.

Nontraditional Resources

The term "nontraditiona resources’ is used in this document to categorize other natural resources that
are not addressed in any of the other categories of natural resources presented above, but for which a
commercid market exits. The principa limitation of reporting information about nontraditiond
resources individudly is the lack of data on them.

The mgjority of nontraditional resources are non-timber vegetative products that are sold from public
lands, however, there are others. Examples of nontraditional resources include Christmas trees and
Christmas wreath materids, mushrooms, wild berries, medicind herbs, cactus, and pine nuts. Through
the Federd Government's forest management programs, the rights to remove non-timber vegetative
products from public lands are conveyed upon payment of a permit fee to harvest them.

Though many people may question the value of these resources and the amount of revenue they
generate, there has been a dramatic increase in public interest and the market for these resources over
the past few years. For example, in 1995, less than 1 million pounds of matsutake mushrooms were
harvested from nationa forests, but 1.2 million pounds were harvested during an eight-week period in
1997.

The naturd resources identified and briefly described above are individualy addressed in the
Reporting by Individual Resour ces (Appendix A) of this paper.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
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Water Rights

Water is aresource that is managed by the states. Each state hasits own organization to administer
water rights. Interstate water rights are administered by the states, using: 1) an agreement between
states which indicates states rights to use the water, 2) adjudication by the Supreme Court, or 3)
Congressiond decison. States administer water rights for Federd lands within astate. Federa action
can pre-empt this, however, for various reasons, for example: 1) navigability of the water, 2) Federa
environmenta laws, and 3) Federa hydrodlectric dams. However, because water rights are managed
by the dtates, the Federa Government is rarely the owner of water rights and it rarely sellsthem. Asa
result, it does not have stewardship responsibility over water rights. Therefore, water rights were
ultimately determined to be outside the scope of the natura resource project.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
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I1. Objectives of Natural Resources Reporting
Background

The objectives outlined in Statement of Federa Financid Accounting Concept Statement (SFFAC)
No. 1, Objectives of Federal Financial Reporting, continue to provide the framework for al projects
addressed by the FASAB. In developing objectives for natural resources reporting, the task force
used the basis of SFFAC No. 1 to ensure that all of the major objectives were considered for natural
resources.

SFFAC No. 1 defines the four mgor objectives for Federd financia reporting:

Budgetary Integrity:
Federd financid reporting should assist in fulfilling the government's duty to be publicly
accountable for monies raised through taxes and other means and for their expenditurein
accordance with the appropriations laws that establish the government's budget for a particular
fiscal year and rdated laws and regulations.

Operating Performance:
Federd financid reporting should assist report usersin evauating the service efforts, costs, and
accomplishments of the reporting entity; the manner in which these efforts and accomplishments
have been financed; and the management of the entity's assets and ligbilities.

Stewardship:
Federa financid reporting should assis report users in assessing the impact on the country of
the government's operations and investments for the period and how, as aresult, the
government's and the nation's financia conditions have changed and may changein the future.

Systems and Control:
Federd financid reporting should asss report users in understanding whether financia
management systems and interna accounting and administrative controls are adequate to ensure
that
- transactions are executed in accordance with budgetary and financid laws and other
requirements, are consistent with the purposes authorized, and are recorded in accordance with
Federal accounting standards;
- assets are properly safeguarded to deter fraud, waste, and abuse; and
- performance measurement information is adequately supported.

Based on the above objectives and discussions by the task force, the following major objectives
were identified for natura resources reporting. The objectives are presented as those that relate to

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



. _ Tab 1 - Task Force Report
Objectives of Natural Resources Reporting 7

past performances and those that relate to future management. Reporting on our nationa wedth is
also addressed.

Reporting on Past Performance

Natural resource reporting can report on past performance from a budgetary, operating, or
stewardship perspective.

Budgetary integrity:
Financid reporting on natura resources can provide information for decision makers and the
public thet will be useful in determining whether the entity has complied with laws governing the
use of revenues received related to natural resources.

Operating performance:
Financid reporting on natura resources can provide information for decison makers and the
public that will be useful in evaduating the reporting entity's costs, accomplishments, and
management of its assets and liabilities.

Stewardship:
Financia reporting on natural resources can provide information for decison makers and the
public that will be useful in assessng the entity's sewardship of its assets, including whether and
to what extent benefits and burdens are passed from present to future taxpayers.

Information that would help meet these objectivesinclude:

e government receipts (revenue) and offsetting collections reported according to their source,

» information about the extent of compliance with the budget and laws (e.g. compliance with
any redtrictions on the use/digtribution of sales revenues).

» thenet costs of operating natural resources programs compared with revenues generated,

» theamount (expressed in terms of market vaue [if available] or physica units) and
condition/availability of the entity's natural resources,

» information pertaining to the resources currently leased, licensed for use by others, or
otherwise conveyed to others for their use (but not sold),

e annud changesin the amount and condition of the natura resources,

» lidhilitiesarigng from the operation of naturd resources programs and plans for ther
liquidation,

*  extraction/production/consumption information.

» thevaue (if avallable) foregone or the amount of resources restricted by law or
adminigratively and a description of their dterndtive use (e.g. timber redtricted from sdle
because it isin nationa parks).

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



o Tab 1 - Task Force Report
8 Objectives of Natural Resources Reporting

Reporting to Support Future Management

Natura resource reporting could also serve natural resources accounting by providing informeation
relevant to policy decisions about the future management and the digposition of Federa natura
resources. Many of the types of natural resource information that might be reported in financia
statements are relevant to key policy issues about stewardship and natura resources management. Such
policy issues include the following questions:

. What new authorities should be enacted to sdll natural resources?

. Under what conditions should commercidly vauable naturd resources be withdrawn from
avalability for sde?

. For resources available for sde, when should they be offered and in what amounts?

. What policy or standard should govern the amounts the Government is to receive in return for
the resourcesit sdls?

Consideration of such questions by policy makers in the Congress and the Executive Branch and by
the interested public may focus on specific resources in pecific geographic areas or on policies for
managing resources in the future,

Although it may seem that financid reporting could structure relevant information in amanner that
fecilitates these consderations, there are severd important limitations that need to be recognized:

. financia reporting, particularly on balance sheets and the statement of net cog, requires an
accuracy that usualy does not exist for resources far in advance of their sae;

. financid reporting provides information in the aggregate for an agency, whereas much policy
discussion focuses on specific resources in specific aress,

. financid reporting does a better job a organizing information about past transactions than about
prospective transactions.

The task force gave careful consderation to the possihilities for providing informetion of the sort that
would fadilitate such palicy discussonsin financid reportsin light of these limitations.

Reporting on the National Wealth in our Natural Resources

The possibility has been suggested that Federad accounting practices could assst in providing

Federal Accounting Standards Advisory Board
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information on the status of the national wedth that is embodied in our endowments of natural resources.
As part of its efforts, the task force received briefings on natura resource information from resource
agencies such asthe US Geologica Survey and the Bureau of Land Management; and from the Bureau
of Economic Analysis on the status of efforts to develop Environmental Satdllite Accounts to the
National Accounts that would display non-renewable resources.” The task force also had the benefit of
Workzdone by the World Resources Ingtitute on accounting for natural resourcesin Indonesiaand Costa
Rica

The task force concluded, based on its review of thisinformation, that the financid statements of
Federd agencies may not be the best way to display information on the natura resource assats of the
nation. Severd factors support this conclusion. Firgt, dthough the Federd Government owns significant
natura resources, there is no resource category for which the Federd Government is the sole owner of
al the resources. Thus, afull accounting for the nation’s natura resources could not be produced with
information limited to Federaly owned resources.

Second, the natural resources owned by the Federa Government have severa characterigtics that
make it difficult to provide afull accounting for them as assets. Most important is the fact that large
amounts of natura resources currently have little or no commercid vaue despite the fact that they may
have vaue & sometime in the future. A good example of such aresourceis cod (see Figure 2.1). The
processes by which some parcels of resources gain sufficient value to be regarded as assets are only
partly under the control of the agencies that manage the resources. Most of the processes that can make
these resources valuable occur within the context of the markets for the resources and the products to
which they contribute. The Federal and State agencies that regulate firms in these markets dso have
strong effects in determining what parcels of resource become vauable. In addition, in some cases, the
benefit to the country through other uses of the land, such as, nationa parks or wilderness aress, are
consdered more vauable than commercid development.

Third, the current activities of Federa agencies do not produce comprehensive information about the
vaue of the naturad resources owned by the Federd Government. Information on the value of specific
portions of Federa natural resource assets is produced as part of the management processes that lead
to the sde of those resources; much lessis known about the value of resources not being prepared for
sde. Ironicdly, this means that Federal agencies know the most about the value and extent of natura
resources parcels just at the time when they leave Federd ownership.

It may be more appropriate to develop an accounting for the nation’s natural resource wealth through
efforts such as those begun by the Bureau of Economic Analysis or the Interagency Working Group on

! Seefor example, Survey of Current Business, April 1994, U.S. Department of Commerce

% Repetto, Robert Accounts Overdue: Natural Resource Depreciation in Costa Rica, World Resources Ingtitute, 1991. and Repetto,
Robert, Wasting Assets: Naturd Resourcesin Nationa Income Accounts, World Resources Indtitute, 1989.
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Sustainable Development Indicators which reports to the Council on Environmenta Quadlity.
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Figure2.1
Example of Coal Resources

The Federa Government isthe owner of avery substantia amount of coa resources, located
primarily in western states. Of the 1.6 trillion tons of identified coa resourcesin the U.S,, amost 1
trillion tons are in eight western states where about 60% are Federally owned. Because of the
“checkerboard” land ownership patternsin the West, most cod minesin the West must combine
reserves owned by Federal, State, private and Indian entities. Parcels of Federa cod become
commercidly vauable when there is a possibility of combining them into a mine with other nearby
parcels.

Cod production in 1996 was about 1 billion tons. Assuming that mines generdly have sufficient
reserves to continue production from 20 to 50 years, only 20 to 50 billion tons of the 1.6 trillion tons
are currently associated with operating mines. Of the remaining 1.55 trillion tons, only asmal part
will become commercidly vauable over the next decade or two as new mines are needed to replace
mines that have exhausted their reserves. Which parcels will become valuable a what time and at
what values depend on variables such as regulation of emissons from cod burning, deregulation of
the electric utility industry, and trangportation costs.

It is clear from this example, that only asmal portion of the Federd Government’s cod resources
could now be regarded as an asset for purposes of financia reporting. Parcels of Federal cod may
become vauable only amatter of years before they are leased by the Department of the Interior.
Estimates of their value become available months before leases are sold. These characteristics of cod
resources and the processes through which they are managed lead the task force to the concluson
that information about quantities rather than dollar values would be most useful for financid reporting.
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[I1. Context for Analysis-- Framework
Background

To properly address the area of accounting for natural resources, the task force needed a framework
for understanding how natural resources are managed. Early in its work the task force recognized that
natural resources managed by the Federd Government pass through a series of stages resulting from the
sequence of management processes, i.e., decisions and transactions established under the Federd
statutes that govern each resource. It was important for the task force to understand these stages, the
nature of the information available about the quantity and value of resources at each stage, and the
nature of the decisions and transactions that separate one stage from the next in the development of its
recommendations.

Figure 3.1 shows amatrix of Federd natural resources stages, which identifies the categories of stocks
and flows that are associated with the resources. This matrix was an andytica tool used by the task
force to develop a common approach for understanding the various Federd natural resources
management processes. The matrix presents the stages and flows closest to producing cash values firgt
and those farthest from producing cash last.

For the most part, naturd resources yield vaue to the Federd Government when the resources are
sold or otherwise transferred from the government to the private sector. In some cases, the actual
receipt of revenues occurs over a period of time in amanner that is specified to a permit, contract or
lease. Further discussons relating to the stages and the stocks and flows of natural resources are
presented in the following paragraphs.

Stages

The stages reflect decisions to make resources available for sale or change the status of the resource.
The sequence of stages differs somewhat for different types of resources, because of differencesin the
processes used to manage the type of resource. 1t should be noted that a specific resource in a specific
location may remain in a particular stage indefinitely, or for an extended period of time. The discusson
below generaly follows the chronologica order of natural resources management processes.

Although our natural resources matrix (see Figure 3.1 on page 16) recognizes an "undiscovered
resources’ stage, the natural resources management process sequence begins with the basic decision
about whether or not the resource will be available for transfer to the private sector. It ends with the
actua conveyance of ownership of the resource to a private entity. Once resources have been
conveyed to the private sector, they are no longer under Federa management. However, severd
conveyance transactions require some type of continued Federd intervention. For example, the Bureau
of Land Management is respons ble for managing on-shore leasing and lease operations and the
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Minerds Management Serviceis respongble for off-shore leasing and |ease operations, aswell asfor
callecting and digtributing minerd revenues for both on-shore and off-shore minerds. The following
stages are typical of Federa natura resources management:

Undiscovered Resources

Undiscovered resources are those resources postulated from geologicd information and theory to exist
outside of known deposits.

Resources Not Available for Transfer

There are two conditions under which resources are not available for transfer. One is because the
resources are legidatively withdrawn and the other is because the resources are adminigtratively
withdrawn. The two conditions are discussed below.

* Legidatively Withdrawn Resources -- those resources that by law can not be offered for transfer to
private entities. Usualy the resources are designated by geographical area. Examplesinclude:
- Qil and gasin areas of the OCS under Congressiond leasing moratoria.
- Timber and minera resourcesin Wilderness Aress, Nationa Parks, and Recreation Aress.
- Oil and gasin the Arctic National Wildlife Refuge.
- Cod resourcesin dluvid aress.
- Locatable minerdsin wilderness aress.

» Adminigratively Withdrawn Resources -- those resources in areas which by law could be offered
for trandfer to private entities, but which have been adminigtratively withdrawn. Such resources could
be made available for future transfer by adminigrative decision without changein law. Examples
indude:

- Oil and gas resources in areas of the OCS not included in an approved 5-Y ear Leasing
Program.

- Resourcesin Marine Sanctuaries that cannot be extracted or used under the conditions of
the sanctuary designation.

- Resourcesin National Monuments that cannot be extracted or used under the conditions of
the monument designation or management plan.

- Timber resourcesin conservation aress.

- Locaable minerdsin scenic or recregtiona aress.

Resources Available for Transfer

There are three conditions under which resources are available for transfer. The three conditions are
discussed below.
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* Resources Planned to be Offered -- those resources for which it has been determined that specific
types of resources in specific locations or within specific areas will be made available for transfer to
private entities. Examplesinclude:

- Oil and gas resources in areas sdlected for lease sales.
- Timber in areas to be included in planned timber sales.
- Areasopen to clams under the Mining Law of 1872.

» Resources Under Contract but Not Conveyed -- those resources for which a prior transaction or
process has resulted in a contract or other lega obligation under which Federa natura resources of a
particular type and at a particular location will be conveyed to a private entity at some future time.
Resources in this stage are still owned by the Federal Government and are expected to yield future
revenues. Examples of resources under contract but not conveyed include:

- Oil and gas resources in tracts currently under lease under the OCS Lands Act.

- Timber in timber sale areas for which contracts have been sold.

- Locaable minerasin areas for which clams have been filed under the Mining Law of
1872.

 Other Available Resources -- those resources which are neither restricted by law nor
adminigratively withdrawn, are outside of areas for which there are contracts to convey aresource,
and are outside of areas for which the determination has been made to offer the resource for sale.
Examplesinclude:

- Unleased oil and gas resourcesin OCS planning areas in an approved 5 Year leasing
program, but outside of areasin proposed lease sales.

Conveyed

Conveyance occurs when the ownership of the resource actually transfers from the government to a
private entity. In many cases, a contract, lease or permit is sold or issued through an earlier transaction
or transfer process. In some cases a consideration is paid at the time of this transaction aswell as at
the time the resource is conveyed to the private entity. In other cases, payment is made only when the
resource is conveyed. In afew cases, the conveyance occurs without a prior contract.

Stocks and Flows

The stages identified above can be thought of in relationship to stocks and flows of resources.
Whenever adecision is made or atransfer occurs, aflow results, which reduces the stock of the
resource in one stage and increases the stock of the resource in another stage. In some cases afinancia
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transaction and flow accompany the flow of resources from one stage to another. The find flow isthe
conveyance of the resource from Federa to private ownership.

At each stage, it is possible in principle to measure natural resource assets in both physical and
financid terms. In practice, however, there are uncertainties about one or both types of measures,
particularly in the early stages of management. Obvioudy, the greastest certainty occurs at the point in
time when the resource is extracted and marketed. At this point, both the physicd and financia
mesasures of the resource are well known. Prior to that point, there are uncertainties that affect the ability
to value aresource. Note that the conveyance of natural resources to the private sector isthe primary
flow associated with cash transactions.
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Natural Resour ces Stages
STAGE STOCKS FLOWS
Increases & Decreases Other Extraction
Dueto Transfers Increases & & Use
(Government actions Decreases *
and transactions)
Physical | Financial | Physical | Financial | Physical | Financial | Physical | Financial
Conveyed Not applicable
Available Not Apolicable
Not Apolicable

Under contract

but not conveyed

Planned to be

offered

Other Available
Not Available

Administrative

Withdrawal

Legidative

Withdrawal
Undiscovered
Resour ces

* Changesin estimated amounts or financia value of the resources due to technologica developments, improved information,
natural processes or market processes.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



. o Tab 1 - Task Force Report
General Reporting Principles 17

V. General Reporting Principles
Background

In the process of developing the generd reporting principles, the task force was faced with three mgor
issues or questions. They were:

. Should avaue be reported for natural resources? If so, at what point in time should avaue for
natural resources be reported? Should this reporting occur in the principd financia statements
or elsewhere, such as, an accountability report?

. How should the revenue generated from the sale of natura resources be accounted for and
reported?

. How should the costs associated with the ownership and sale of natura resources be accounted
for and reported?

In generd, the task force concluded that the primary mechanism for reporting informetion about the
natural resource assets under an agency's management should be stewardship reporting. Stewardship
reporting would alow an agency to report meaningful and complete information aboout natura resources
for sde, aswell asresources that are not available for sde (e.g., due to legidative and adminigtrative
withdrawals.)

The task force concluded that vauation of assets for purposes of Balance Sheet presentation would
require assurance of the intended commercia use of the asset. Where the Federd Government is not
assured that the asset will be used for commercid purposes, there is no basis for determination of the
commercid vaue. Therefore, until anatural resource is placed on the commercia market (i.e., offered
for sde) and the value isknow (i.e.,, an actud offer is received), assurance cannot be made thet the
asst will be sold for commercid use.

The task force did, however, determine that the Federal Government has the responsibility to report
natural resources that may be sold for commercia use and other data related to natural resources for
which the Federd Government has stewardship responsibility. The task force believes that sewardship
reporting would be the most effective way to discharge this reporting responsbility.

The task force did not reach a consensus on how revenue generated from the sae of natura resources
should be recognized. The following two options discussed by the task force are provided in more
detall later in this chapter for your congderation.

 Reporting al naturd resource revenues on the Statement of Custodia Activities and
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* Reporting dl natura resource revenues on the Statement of Net Costs.

In relation to costs associated with the ownership and sale of natural resources, the task force reached
specific conclusions on each type of cost. These conclusions are in accordance with SFFAS No. 4,
Managerial Cost Accounting Concepts and Standards for the Federal Gover nment.

Detailed discussions are provided on the pages to follow on:

reporting information about natural resource assats,
accounting and reporting revenues,

accounting and reporting for costs, and

prices set by law or regulators.

Appendix A, Reporting by Individual Resour ce, discusses the current accounting treatment and
issues for each type of natura resource addressed by the task force.

Reporting Information about Natural Resour ce Assets

Within the existing scope of Federa accounting and reporting, there are multiple options for reporting
information about natura resources owned by the Federal Government. Different options may be
possible for a given natura resource according to the “stage” of the natural resource identified (i.e,
undiscovered resources, not available for trandfer, available for transfer, conveyed). Separate reporting
options might aso be chosen for various natura resources due to differences in the terms of sde or the
attributes of natura resources. In addition, multiple options may be chosen for asingle category of a
resource (e.g. resources identified for sle might be both recognized and discussed in afootnote).

Asillugrated in the Chart below, the options available to an entity for reporting information about
natura resources include recognition of an asset in the accounting records of an agency, footnote
disclosure, other reporting vehicles, and even silence (i.e,, no reporting at al.) Each of these reporting
options has specific advantages and disadvantages. A description of each reporting option follows the
Chart.

Reporting
Recognition Disclosure Other Reporting No Reporting
Principa Financid Footnotes Stewardship MD&A Other Reported Slence
Statements Reporting (Overview) Information
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« Recognition -- Reporting of information in the principa financia statement when an accounting entry
with a specific dollar amount is posted to an account in the entity’s generd ledger. The principa
financid statements of the entity represent asummary of dl of the genera ledger accounts of the entity
a apointintime. Recognition is only possible when the transaction is measurable in dollars and the
amount can be reasonably estimated.

* Disclosure -- Disclosure refers to the reporting of information in the notes (footnotes) to principa
financid satements. Thisinformation should be concise and ether provides additiona information
about transactions recognized in the principa financid statements or explains why certain data or
transactions may have been excluded from recognition. Footnote disclosure is regarded as an integral
part of the basic financiad statements.

» Other Reporting -- A reporting option used in this document to identify other mechanisms of
reporting information about natura resources, in lieu of the principa financid statements. Included are;

- Stewardship Reporting -- Additiona reporting used to provide more extensve information
that is critical to understanding areporting entity’ s financia condition, but which cannot be
measured in purdly financid terms and which cannot be adequately addressed by concise
footnotes.

- Management's Discussion and Andlysis -- Additiond reporting used to provide aclear and
concise description of the reporting entity and its misson; activities, program, and financia
results, and financia postion.

- Other Reported Information -- Other reporting mechanisms used to report relevant
information not reported in any of the previoudy identified reporting options. Examplesinclude
required supplementary information (RSl) and other accounting information (OAL).

» No Reporting -- There are instances where nothing will be reported about some types of natura
resources. These would include natural resources not included in the scope of this project (e.g., air,
stock of game, fisheries, and wildlife habitat). This may be because the informetion about the natura
resource isinggnificant, immaterial, or too speculative, or because the natura resource is beyond the
scope of required reporting. However, as conditions and/or information about these types of natura
resources change, the reporting requirements for them can be revisited.

Generd Discussion

After reviewing al of the dternatives for reporting information about natural resources and the
reporting requirements or principles for each, the task force determined that three options would be
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most likely to satisfy the natural resources reporting objectives. The three options considered and
examined in detail were Recognition, Disclosure, and Stewardship Reporting. The task force believed
that the other available reporting options-MD&A and other reported information--were not
mechanisms intended to provide the amount of detall and/or focus on specific information that could be
provided by recognition, disclosure, or stewardship reporting. For each of the three reporting options
that was determined to be most likely to satisfy the natural resources reporting objectives, the
paragraphs below contain a genera discussion, an andysis of reporting aternatives, a suggested
reporting principle, and the advantages and disadvantages of the suggested principle. Although the task
force found it necessary to reach a conclusion in each areg, it is aware that the Board, during its own
deliberations, may not reach the same conclusion.

1. Recognition

Various Statements of Federal Financia Accounting Standards provide a definition for assets.
The definition gates that assets are tangible or intangible items owned by the Federa
Government that would have probable economic benefits that can be obtained or controlled by
aFederd Government entity. The term recognition (or recognize), as used in Statements of
Federd Financia Accounting Standards, means the process of formaly recording or
incorporating an item into entity accounts to be reported in the financia statements as an ass,
ligbility, revenue, expense, or thelike. In theory, recognition is only possible when the
transaction recording an item is measurable in dollars and the amount can be reasonably
estimated.
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Anayss of Recognition Alternetive

Presented below are various pointsin time that were considered for recognizing a natural
resource on the Balance Sheet. The pointsin time that were consdered are:

» when discovered,
* at certain points prior to sale, and
o atimeof de.

a Recognition when Discovered - The task force discussed Baance Sheet recognition of
natural resource assets extensvely. One of the dternatives consdered was to recognize natural
resources on the Balance Sheet as assets when their existence became known. However,
briefings provided by various resource experts impressed upon the task force that the difficulty
in reasonably estimating the quantity and vaue of naturd resources impacts the ability to
recognize these resources on the Balance Shedt. If these estimates were recognized, they may
be likely to digtort the Statement of Net Cot, as discussed more fully below. Thus, while
natura resources should be properly recognized when they fdl under existing sandards, (e.g.
the acquigition of helium for future sdleis covered by SFFAS #3), they should a0, as a generd
rule, be reported as stewardship information to provide a complete picture of natural resource
activity and status.

b. Recognition a Certain Points Prior to Sale - The task force consdered recognizing some
natura resource assets when it becomes possible to estimate quantities to be offered for sde
and the related market price. For example, there are two possible points when enough
information is available prior to sde when the financia vaue of certain resources (e.g., timber
and minerd materias resources) might be reasonably estimable. Specifically, these points are
when:

- the naturd resourceis identified as "planned to be offered” -- At this point, the agency
has determined that specific types of resources in specific locations will be made
availablefor sde.

- the natural resource is under contract but not conveyed -- At this point, the quantity to
be sold is reasonably certain, however the market price may fluctuate depending on
when the resource is actually extracted or harvested. For example, timber is often
placed under contract for sale months or yearsin advance of the actua cutting (and
"conveyance") of the timber.

In both of these cases, the estimated value would be based on the potentia sale price of the
asst. However, in reviewing these options, the task force consdered the impact that Balance
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Shest recognition of the sales value of aresource would have on the Statement of Net Cost.
For example, if aresourceis capitalized based on its future sde value, and the entity incurs any
cogts associated with the sale, the Statement of Net Cost would reflect a“loss’ to the
government on that transaction, regardless of whether the government conducted that
transaction efficiently. Thus, this gpproach would misstate the value of the natural resource as
recorded on the Balance Shest by at least the amount of the sale codts.

In addition, while consdering this aternative, the task force also consdered “discounting” the
sde vauein some way, but found no reliable method to accomplish this. Specificaly, the task
force noted:

- Vduation of anatura resource based on discounted sdes value would require
numerous assumptions and estimates, making the range of possible vaues large and
subject to wide fluctuations, and

- Theuse of an estimated asset vaue could cause digtortionsin the "Cost of Sdes' and
the "Net Cost of Operations' line items on the Statement of Net Cost.

c. Recognition At Time of Sde - The closer you get to the sdling point, the better the estimate
you can make as to how much you will get for the sale of aresource. As noted above, for most
resources, the quantity and market value cannot be reasonably estimated prior to the point at
which the asset issold. Therefore, thereis no relevance in recognizing the asset on the Baance
Sheet at thetime of sde.

Sugoested Reporting Principle

Although the task force believes that the vaue of natura resources available for saleisimportant
information that should be available to the user of financid statements, it was concluded thet
Baance Sheet recognition is not the most effective or religble method of communicating this
information. Rather, thisinformation should be reported in the Notes to the Financia
Statements and as gewardship information. Further, for entities with significant natura
resources, aline with no dollar amount could be placed on the Balance Sheet to direct readers
to the footnote reference.  If aresource sde resultsin alarge net profit in agiven year, this
should be explained in afootnote to include information about prices and quantities sold.

Advantages:

Reporting is reliable and large fluctuations are minimized.
Reporting is clear and not mideading.

Management's discretion on the reported amounts is minimized.
Reported amounts are accurate and verifiable.
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Disadvantages:

»  Thereis no recognition of assets available for sae.
*  Noreporting is provided on the face of the financid statements, athough full reporting is
obtained through the footnotes and stewardship reporting.
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2. Disclosure

Disclosure refers to the reporting of information in the notes (footnotes) to principd financid
datements. Footnotes traditionaly include information necessary to understand the amounts
presented on the principd financid statements, aswell asinformation about any items that would
be incdluded in the financid gatements if quantifiable financia information about the item where
avaladle.

Andyss of Disclosure Alternatives

Footnote disclosure is intended to enable the financid statement user to better interpret and
assess the information contained in the financid statements. Generdly, information presented in
the footnotes tends to be precise, objective, verifidble, and historicd. Information in the
footnotes may include items such as:

*  Qudlitative information about items recognized in the financia statements.
*  Quantitative information about items recognized in the financid satements.
» Information about items not recognized in the financid satements.

Suggested Reporting Principle

The footnotes could be used to convey information necessary for understanding natura
resources. Footnote disclosures are intended to specificaly include information about what has
been presented on the face of financid statements as well as what has been excluded. In
addition, footnotes could be used to refer the reader to stewardship reporting for more
complete information.

Advantages:

» Disclosures are complete and informative.
* A clear link between Baance Sheet and stewardship reporting is provided.

Disadvantages:

* Information may appear in two locations (i.e., footnotes and stewardship reporting), with
some duplication of informeation.
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3. Stewardship Reporting

Stewardship reporting is used to present discussion, charts, graphs and other financid and
nonfinancia information necessary for the reader’ s understanding of the resources entrusted the
Federd Government and the reporting entity.

Anayss of Stewardship Reporting Alternatives

Stewardship reporting is afarly new reporting vehicle, and the content of this type of reporting
is ill under development. However, sewardship reporting would generdly be lengthier and
include more andysds, interpretation, and discussion than the footnotes. Stewardship reporting
would include information to highlight the long-term nature of natural resources and to
demonstrate accountability over the items reported.

The Stewardship information may include any or dl of the information listed below.
» Information on resources available for sde, induding:

-- Edimated quantity of the resource available for sde

-- Changesin quantity during the period in tota and by status (e.g., avalable for sale,
withdrawn, etc.)

-- Exiding plansfor sde

-- Method for determining prices, (e.g., market price or regulation)

» Information on limitations and redtrictions on sde, induding Legidative and Adminidrative
Withdrawals (acres and discussion):

-- Quantities related to adminigratively and legidatively withdrawn resources would be
reported only when that informétion is available and relevant to current circumstances
and decisions (e.g., minera resources under existing nationa parks would not be
estimated or disclosed).

»  Deferred maintenance estimates and assessment of condition (e.g., rangeland used for
grazing)

e Other rdevant information and discusson
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Sugoested Reporting Principle

Stewardship reporting could be used as the primary tool for reporting natura resource
information. It is expected that tewardship reporting would provide a complete assessment of
the naturd resources of an agency, even if some of thisinformation isaso disclosed in the
footnotes.

Advantages.

Provides management with the flexibility necessary to ensure a complete assessment of
natural resources.

Provides the ability to display non-financia data, that may or may not be linked to financid
data.

Provides the ability to use graphics, charts, and other visud aids.

Allows reporting even when management's knowledge is incomplete, for example when
quantities or potentid vaues are unknown.

No single measure is necessary.

Full reporting is provided even though a single measure of financia position does not exigt.
Data s provided within existing reporting framework.

Disadvantages:

Datais not provided in aprincipa financid statement (therefore, the balance sheet may not
provide a complete picture of financia podtion.)
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Accounting and Reporting for Revenue

Generd Discussion

Revenue is an inflow of resources that the government demands, earns, or receives by donation.
Revenue arises from exchange transactions and nonexchange transactions®. Exchange revenueis an
inflow of resources to a government entity that the entity has earned. 1t arises from exchange
transactions in which each party to the transaction sacrifices value and receives vaue in return. Such
revenue should be recognized at established prices when services are performed or rendered or when
goods from inventory are ddlivered. The following two paragraphs from SFFAS 7 outline the
recognition of exchange revenue.

Exchange revenue should be recognized in determining the net cost of operations of
the reporting entity during the period. The exchange revenue should be recognized
regardless of whether the entity retains the revenue for its own use or transfersit to
other entities. Gross and net cost should be calculated as gppropriate to determine the
costs of outputs and the total net cost of operations of the reporting entity. The
components of the net cost calculation should separately include the gross cost of
providing goods or services that earned exchange revenue, less the exchange revenue
earned, and the resulting difference. The components of net cost should aso include
separately the gross cost of providing goods, services, benefit payments, or grants that
did not earn exchange revenue.

The net amount of gains (or losses) should be subtracted from (or added to) gross
cost to determine net cost in the same manner as exchange revenue is subtracted.
Exchange revenue that isimmaterid or cannot be associated with particular outputs
should be deducted separately in calculating the net cost of the program,
suborganization, or reporting entity as awhole as appropriate. Nonexchange revenues
and other financing sources should not be deducted from the gross cost in determining
the net cost of operations for the reporting entity.

All slesof naturd resources or the rights to use natural resources are exchange revenues of the
Federd Government. The government may sdl:

» the resource itsdlf (e.g., timber, extracted oil and gas),

3 Nonexchange revenues arise primarily from exercise of the government's power to demand payment form the public (eg., taxes,
duties, fines, and pendties), but dso indude donations. Nonexchange revenue should be recognized when a specificaly identifigble,
legdly enforceable claim to resources arises, to the extent thet collection is probable and the amount is measurable.

* SFFAS 7, paragraphs 43 & 44.
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. the right to search for the resource in a specific location for a specific period of time (eg. a
minerd lease), in this case, the resource itsdlf is not sold until extracted,

. the right to use the resource for a period of time, with ownership of the resource remaining with
the government at dl times (e.g. ectromagnetic spectrum, land for grazing), or

. the land containing the resource, irrespective of the presence or absence of natura resources
(e.g. 1872 mining law).

During the task force discussions, the issue of natura resource revenue recognition was heavily
debated. The discussions were primarily focused on the fact that SFFAS No. 7, Accounting for
Revenue and Other Financing Sources and Concepts for Reconciling Budgetary and Financial
Accounting, provides an exception for entities, such as the rents and royalties collected by the
Minerds Management Service (MMS) on the Outer Continental Shelf, that recognize "virtualy no
cogts' (either during the current period or during past periods) in connection with earning revenue that
it collects.

SFFAS 7 states that:

The collecting entity should not offset its gross costs by such exchange revenuein
determining its net cogt of operations. If such exchange revenue is retained by the entity, it
should be recognized as a financing source in determining the entity’ s operating results. If,
ingtead, such revenue is collected on behdf of other entities (including the U.S.
Government as awhoale), the entity that collects the revenue should account for that
revenue as a custodid activity, i.e., an amount collected for others.

The following excerpts are from the SFFAS 7 Bass for Conclusions that explains the Board' s reasoning
for this revenue recognition exception.

Matching revenue with cost in a uniform manner is essentid in evauating agency
performance and setting price. Cost and revenue must pertain to the same output in order
to estimate the extent to which the revenue covers the cost. Therefore, costs should be
matched againg the provison of goods and services with revenue matched againgt those
costs and thus with revenue dso matched againgt the same provision of goods and
sarvices. When thisis done, the gross and net cost of an entity can be compared with the
related outputs and outcomes to eva uate its operating performance, pricing policy, and
economic decisions. Smilarly, when thisis done, the net cost to the taxpayer can be
estimated for the entity’ s related outputs provided to the public. (Par 118)

In exceptiona cases, an entity may recognize virtualy no costs in connection with earning
exchange revenue that it collects. A mgor example for many years has been the Minerds
Management Service (MMYS) of the Department of the Interior. It manages energy and
other minera resources on the Outer Continental Shelf (OCS) and collects rents,
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roydties, and bonuses due the Government and Indian tribes from mineras produced on
the OCS and other Federa and Indian lands. The rents, royalties, and bonuses are
exchange revenues, earned by sdesin the market. If the vaue of natura resources were
recognized as an asset by MM, then depletion could be recognized as a cost according
to the units of production method as minerals were extracted. The revenue from rents,
roydties, and bonuses could then be matched againt MMS s gross cogt, including
depletion and minor other codts, to determine its net cost of operations. (Par 140)

MM S does not recognize a depletion cost for various reasons, including the fact that
under present accounting standards the vaue of natural resources is not recognized as an
asset. Asareault, this exchange revenue cannot be matched against the economic cost of
operations and bears little relationship to the recognized cost of MMS. Therefore, it
should not be subtracted from MMS's gross cost in determining its net cost of
operations. If it were subtracted, the relationship between MMS s net cost of operations
and its measures of performance would be distorted. The net cost of operations of the
Department of the Interior would likewise be distorted. (Par 141)

Views amilar to the above Basis for Conclusions on the recognition of some Federa naturd resource
revenues are dso expressed in Appendix B of this document, Minority Comments on General
Reporting Principles.
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Based on its discussions, the task force did not reach a consensus on how revenue generated from
natural resources should be reported. They did agree that the standards created for recognizing and
reporting natural resource revenue should reflect consistent treatment so that any natura resource
revenue that may be encountered by a Federal agency will be treated in asmilar manner. Therefore,
the task force provides, for consideration, two options that were proposed and discussed by members
of the task force. The two options are as follows:

* reporting dl natura resource revenues on the Statement of Custodial Activities and
* reporting al natural resource revenues on the Statement of Net Costs.

Each of the above optionsis further discussed in the following paragraphs.
Option 1: Reporting All Natural Resource Revenues on the Statement of Custodial Activities

As noted above, SFFAS No. 7 requires that entities such as the Minerals Management Service
report the revenues collected as rents and royaties on the Outer Continentd Shelf (OCS) asa
custodid activity. These revenues are reported on the Statement of Custodia Activities because the
entity "recognizes virtualy no costs in connection with the revenue collected.” Based on research by
the task force, it was determined that many other natura resource revenues are reported on the
Statement of Net Cost of Operations. The task force discussed the option of recognizing al natura
resource revenues that are collected and are used to finance the Government as awhole or programs
of other entities rather than their own activities, on the Custodial Statement.”

The Cugtodid Statement is designed to match collections for others against the disposition of
collections, and the primary focus of the Statement is the tracking of non-exchange tax revenue. The
Cugtodid Statement in its current format does not alow for the presentation of natural resource
revenues matched againgt those costs associated with managing and selling the natural resource. Any
attempt to match direct costs againg revenues on this Statement would require significant changesto
content and presentation of the Statement as well as the Statement of Net Cost if costs were removed
fromit.

However, the option to report al naturd resource revenues on the Custodial Statement would dlow
for consstency in reporting natural resource revenues of the Federal Government. See Attachment A
for the task force's suggested changesto SFFAS No. 7 that would specificaly require dl natura

® According to SFFAC No. 2, Entity and Display: A separate statement of custodial activities would be appropriate for those
entities whose primary mission is collecting taxes or other revenues, particularly sovereign revenuesthat are intended to finance the
entire Government's operations, or at least the programs of other entities, rather than their own activities. The revenues should be
characterized by those agencies as custodia revenues. The statement should display the sources and amounts of the collections of
custodia revenues, any increases or decreases in amounts collectable but not collected, the disposition of the callections through
transfersto other entities, the amounts retained by the collecting entity, and any increase or decrease in the amounts to be transferred.
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resource revenues to be reported as a custodia activity.
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Option 2: Reporting all natural resource revenues on the Statement of Net Costs.

Revenue earned from the sale of naturd resources is exchange revenue and cogts are incurred by
agencies to manage the assets and the programs that produce these revenues. The task force noted
three dements of “cost of sales’ to be consdered when comparing the costs associated with a natural
resource with the proceeds from the sale of that resource. All of these costs are reported on the
Statement of Net Cost. The costs are:

the cost of the naturd resource to the government;
. the costs of managing the resource; and
. the cogts of sdlling the resource.

In most cases, no direct, identifiable cost to the government is associated with acquisition of natura
resources. There was some variability in the extent of natural resource management costs. However,
those agencies that did incur management costs normdly incurred those costs as part of the agency’s
overal stewardship respongbilities and would have incurred at least some portion of those costs even
if no natura resources were sold. Cogt of sdling is normdly incurred near the time of the earning of
revenue, but these costs do not normaly have a direct relationship to the revenue earned. Thus, on the
whole, the revenue earned on the sdle of any natura resource cannot be directly attributable to the
costs associated with the acquisition, management, and sdlling of that resource. Rather, the revenue
earned from the sale of any natura resourcesis generaly dependent upon some combination of market
vaue and regulatory requirements. For most Federd agencies, revenue generation is one of severd
gods of natura resource management, and generd management costs cannot be directly assigned to
natural resource sales. However, the revenue from the sde of natural resourcesisrelated to the
agency operations and is related to the costs incurred in agency operations.

The natura resource asset itsalf may not have an acquisition cost that is comparable to its sae price.
Many believe that presenting natura resource revenue on the Statement of Net Cost will distort this
Statement. However, dueto thislack of “acquisition costs,” the reader should understand the nature
of the sales transaction regardless of where the revenue is presented in the financid statements.

The natura resource revenues earned by various Federd agencies are fundamentaly the same, that
is, something of vaueissold a aprice. Currently, most natural resource revenues gppear as revenue
in the Statement of Net Costs of the agency that earns the revenue. However, according to SFFAS 7,
under exceptiond circumstances, such as oil and gas roydty and lease revenues collected by the
Minerds Management Service, an entity that recognizes virtually no costs in connection with earning
the revenue it collects should report that revenue on the Statement of Custodia Activity. All agencies
incur some codts related to managing and selling the resource. However, the amount of identifiable
cost that can be directly associated with the revenue stream may vary sgnificantly according to the
nature of the asset and the management godl's of the agency. In some cases these costs are significant
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in comparison to revenue generated (e.g. USFS Timber sdes), while in other cases the cogs are
minuscule (e.g. sde of pine nuts and other miscellaneous vegetative products by the Bureau of Land
Management). However, there is no substantive difference in the nature of the different types of
natura resource revenue (i.e., both oil and gas lease revenue is fundamentally the same as timber
sales).

Since these exchange revenues are earned via agency operations, they should be reported on a
gatement that is linked with the other principa financid statements. Under current accounting
gtandards, the assets, liabilities, and equity are reported on the Balance Sheet, and the flow accounts
are reported in total on the Statement of Changesin Net Position. A portion of these flow accounts
(expenses and exchange revenue) is presented in more detail on the Statement of Net Cost. Currently,
the Statement of Net Cogt is the reporting vehicle for exchange revenue, and the Statement of
Cugtodid Activity is essentidly a“memorandum” Statement that does not link directly with the other
basic financid statements.

For example, the fiscal year 1997 government-wide consolidated financia statements disclose costs
of $29.1 billion and revenue of $1.9 billion for “Natural Resources and Environment.” These
amounts do not include the $6 hillion from the sale and lease of Outer Continental Shelf resources.
The fact that natura resources provide a revenue stream to the Federal Government and partiadly
offsat the cost of managing those resources for the nation is not disclosed to thereader. Likewise, at
the agency levd, it istrue that the Minerds Management Service spends approximately $250 million
per year to manage resources and sales activity that result in an inflow to the Federal Government of
severd billion dollars. The public should be aware that this particular activity of the Federa
Government resultsin again, in cash terms. Of course, the MM S report, as with al other reports
disclosing significant natural resource revenue, would include disclosures about the fact thet the
resources sold do not have an “acquisition cost” and o the reported gain should be considered in
relationship to the depletion of natura resource reserves.

Based on the above discussion, the task force developed an option to diminate the exception in
SFFAS 7, paragraph 45. The exigting Statement of Net Cost of Operations would then
accommodate dl natura resource reporting, both at the entity level and the consolidated statement
leve.
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Asillugtrated below, presentation changes on the Statement of Net Cost would involve adding a
subtota to clearly separate natural resource revenues from the cost of operations not directly related to
the sale of natural resources. Inthisway:

al exchange revenues would be presented on one statement;

cogts of saling directly attributable to the natura resources revenues could be matched with that
revenue without removing these cogts from the Statement of Net Codis;;

revenues would be presented on the same statement as the costs incurred to manage the related
assats, dthough not directly matched against those costs, and

net cogts associated with agency operations would continue to be clearly identifiable.
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Sample Statement of Net Cost

Operation of Agency Programs
Operating Expenses
Revenues Rdlated to Operations
Net
Other Gains and Losses
Net Cogt of Agency Operations

£l Bl g

Other Programs
Direct Sdes and Management Costs
Less Natural Resource Revenue
Net Results of Other Programs

L Bl

Net Results of Federd Programs
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Accounting and Reporting for Costs

Genegrd Discussion

The concepts of managerid cost accounting, presented in SFFAS No. 4, Managerial Cost
Accounting Concepts and Standards for the Federal Government, describe the relationship
among cost accounting, financid reporting, and budgeting. The five standards presented in SFFAS
No. 4 st forth the fundamenta dements of manageria cost accounting: (1) accumulating and reporting
cogts of activities on aregular basis for management information purposes, (2) establishing
responsibility segments to match costs with outputs, (3) determining full costs of government goods
and services, (4) recognizing the costs of goods and services provided among Federa entities, and (5)
using gppropriate costing methodol ogies to accumulate and assign costs to outputs.

These standards are based on sound cost accounting concepts and are broad enough to alow
maximum flexibility for agency managers to develop costing methods that are best suited to their
operationa environment. Also, the managerid cost accounting standards and practices will evolve and
improve as agencies gain experience in usng them.

Andyss of Accounting and Reporting for Cogts Alternatives

Varioustypes of cost were identified by the task force during its examination of costs associated with
natural resources. Thetypes of cost that were discussed were:

. Cost of Resources Sold
. Cogt of Sdling

. Cost of Management

. Transfer of Revenue/Didribution of Receipts

The cost, asuggested reporting principle, and advantages and disadvantages for the suggested
reporting principle are presented in the following paragraphs for each type of codt.

1. Codt of Resources Sold

The possible options for the recognition of *cost of resources sold” are dependent upon
whether the natural resource has or has not been previoudy recognized as an asset. If an asset
has been recognized on the Balance Sheet, that asset must be removed from the Balance Sheet
at time of sale resulting in an expense on the Statement of Net Codt. If naturd resources are not
capitaized, thereis no capitd consumption type cost associated with the sdle of natural
resources. Presently, most natural resources are not capitaized by reporting entities on the
Bdance Sheet because of the difficulty in reasonably estimating the quantity and vaue of natura
resources.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



. o Tab 1 - Task Force Report
General Reporting Principles 37

The agencies lack of reliable measures of acquisition costs of natura resources can be
attributed to one or more of the following reasons.

a. Thenaturd resources were acquired as aresult of the Federal government's sovereign
powers, e.g., the radio spectrum.

b. Acquigtion costs were fully expensed a time of purchase and historica records no longer
exig and/or are not relevant for Balance Sheet va uation.

c. Agencieswould haveto utilize large amounts of resourcesto survey large tracts of land to
estimate the value of naturd resources that are costly to locate and whose vaues are
uncertain.

d. Thereare no recent market transactions that provide an objective measure of the specific
natural resource's value.

As aresult the cost associated with anatura resource vauation cannot be determined with
accounting precison.

Thus, the agencies gross costs during afisca year would be their adminidrative codts, sdlling
costs, and the market value of the rights to natural resources that generated exchange revenues
during the samefisca year. In effect, in cases where the rights to natural resources are sold for
market value, the exchange revenue and the gross costs would increase by the same amount,
and the net costs would only reflect the much smdler adminigtrative and sdling costs of the
agency. However, this gpproach would be likely to cause substantid distortions in the Balance
Sheet and the Statement of Net Costs to handle the trestment of the acquisition cost based on
the changing market value of assets reported.

Consequently, most methods of imputing a*cost of goods sold” would, in one form or another,
merdly maich the sdles price againg itself. To report reigble information, when comparing the
inherent value of resources sold againgt the vaue received, will require reporting beyond the
presentation of one smple number, which can best be done in afootnote or gewardship
information.

Suggested Reporting Principle

The cost of resources sold should reflect the remova of previoudy recognized assets from the
Baance Sheet, but should not be “imputed” when no such vaue exists.
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Advantages:

»  Thisgpproach would minimize manipulation of the Statement of Net Cost (sncethe
imputed va ue of assets sold would be subject to numerous assumptions).

*  Known information about the vaue of natura resources sold as compared to vaue
received would be reported in the text of the footnotes and/or stewardship report.

Disadvantages:

*  The Statement of Net Cost does not recognize the value of natura resources sold.

2. Cod of Sling

The cost of sdlling consists of cogtsincurred for sale preparation and for activities that occur
over the period of the sale of the natura resource. These costs include development of
resource plans (eg., 1 year, 5 year, 10 year) and environmental impact analyss prior to offering
the resource for sale, and the costs of offering and awarding the resource sales. Currently,
these cogts are usualy expensed in the period they are incurred. The aternative would be to
capitalize and amortize these costs over the period that revenue is generated.

NOTE: Prior to FY 1993, one reporting entity capitaized the costs associated with
the sale of a particular natural resource and expensed the cost over the life of asde
contract. This methodology was developed by the reporting entity in conjunction with
GAO asdirected by the Congress. However, due to problems with a subsidiary
system that was a feeder system for financial statement purposes, the entity's 1G
strongly advised the entity to discontinue using the subsidiary system as a feeder
sysem. Asaresult, certain cogts could no longer be capitalized and amortized over
the life of a contract.

Suggested Reporting Principle

Accounting for the cost of salling naturd resources should follow the generd principles of
SFFAS No. 4.
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Advantages:

*  Costs are matched with revenue.
*  Costsof programs and the Net Cost are more complete and accurate.

Disadvantages:

»  Sincethis approach may require change in reporting entities accounting policies, it may
take time to implement

3. Cost of Management

The cost of managing natura resources which will eventually be sold tend to be indiginguisheble
from the cogts of managing other resources or carrying out legidatively mandated missons. For
example, the land management activities of the Bureau of Land Management benefit both
revenue producing and non-revenue producing lands.

In limited cases, such as timber management in areas designated for sale, it may be possible to
Separate management costs between those that benefit resources to be sold from those that
benefit resources in general. On the other hand, the Bureau of Land Management managesiits
rangdand for multiple uses, indluding grazing, recregtion and preservation, and any management
activities performed would continue regardless of whether portions of the land are leased for
grazing. In thiscase, no portion of this management cost should be alocated to “cost of goods
sold”.

However, in identifying cogts to match againg future revenue, management must bear in mind
the extent to which those costs are incurred because of the agency’ s repongbility to manage
the resources entrusted to it. Cogisthat are part of an agency’ s stewardship responsibility that
are not intended to increase the flow of future revenue should not be matched againgt revenue.
For most agencies, revenue production is a byproduct of natural resource management, and the
Statement of Net Cost should clearly reflect the cost of the agency’ s primary mission
(stewardship) rather than a secondary mission (revenue production). No costs should be
capitdized and matched against revenue unless those costs were intended to enhance future
revenue streams rather than to fulfill the agency’ s Sewardship respongibility.

In accounting for the cost of managing natura resources, the choices include expensing the cost
in the period or capitdizing the cost to match it againg future sde.

Sugoested Reporting Principle

Codts that are intended to enhance future revenue should be considered cogts of selling as
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discussed in the previous section.  Accounting for the costs of managing natural resources
should follow the genera principles of SFFAS No. 4.

Advantages.

*  Program costs are complete, accurate and clearly report the agency’ s operating activity
and primary mission.

»  Codsincurred during the period are presented in that period and are not hidden as
capitalized assts.

Disadvantages:

*  Net revenue may be overgtated if a portion of management costs improved the revenue
flow.

4. Transfer of Revenug/Digribution of Receipts

In many cases, the agency that earns exchange revenue must trandfer some or dl of the
proceeds to other Federa agencies. In addition, under law, many Federa agencies must share
the proceeds of grazing, timber sles and other natura resource sales with state and local
governments. This"sharing” of revenue represents an outflow of resources from the Federa
Government asawhole. In these cases, the revenues are earned from assets that are owned by
the Federa Government. The sharing occurs under legidation or other provisons, but is
essentidly avoluntary trandfer to state and local governments by the part of the Federd
Government.

In limited cases, the underlying assets are actudly owned by the other party (e.g. Indian lands
held in trust by the Federd Government). In these cases, the Federal Government has no
revenue for the collections or expense for the transfer out, but merely acts as agent for the other

party.

The treatment of the trandfers, especidly transfers outside the Federal Government, is a critical
component in the analys's of government sales activity. Thereis an ongoing politica debate
over whether the government “loses money” on revenue transaction due to legidative
requirements to transfer a portion of the proceeds to state and local governments.

Asprovided in SFFAS No.7, transfers between Federa agencies are currently recognized as
“trandfers’ that have no impact on the Statement of Net Cost. Theoreticdly, transfers of
Federal resources to state and loca governments could be considered an expense of the
Federa Government or areduction in Federal revenue (e.g. contra revenue).
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Suggested Reporting Principle

For revenue transferred to other Federa agencies, as provided by SFFAS No. 7, the collecting
agency would recognize the transfer out on the Statement of Changesin Net Position. These
transactions should be clearly identified and explained (in footnotes and/or the stewardship
report) so that the reader understands the difference between the costs of goods sold and cost
of sdlling associated with the revenue stream, and independent decisions to share a portion of
proceeds with other governments.

Advantages:
*  Thefull cogt of government activities and decisons are clearly disclosed.
Disadvantages:

» Thetransfers of revenue and the distribution of receipts are not recognized as a program
cost.
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Prices Set by Law or Regulations

Genegrd Discussion

During our research in the area of naturd resources of the Federal Government, we determined that
there are Stuations where law or regulation (e.g., the Mining Law of 1872) setsthe sde price of the
resource rather than market forces. Asaresult of these laws and regulations, the value received for
the sde of anatura resource is much less than the fair value of that resource.

Andyss of Options

Thetask force is aware that mgor difficulties exist in recognizing such information because of the
difficulty in reliably measuring a transaction that did not occur. In addition, for resources such as
forage where the government controls a substantia amount of the resource, the current “market price”’
does not necessarily reflect what the market price would be if government-owned resources were
subject to market forces.

Suggested Reporting Principle

Footnote disclosure and other accompanying information should be used to report Stuations where
prices are set by regulation rather than market forces, including a discussion of how prices are
determined and differences between market rates and government rates, if available, as outlined in
paragraphs 46 & 47 in SFFAS7.

Advantages:

. Management is given some flexibility to report what they can, based on the knowledge
available, and fully explain the assumptions and limitations inherent in the information.
. The information reported is not mideading

Disadvantages:

. Amounts are not recognized in the financid statements.
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Summary of Minority Comments on General Reporting Principles

Appendix B (Minority Comments on General Reporting Principles) raises three concerns related to
the reporting options discussed in this section. First, Appendix B suggests that the basic concepts of
SSFAS No. 7 arevalid, and that sales of natural resources should not offset agencies’ gross costs,
unlessthe full costs of the natura resources sold are recognized. Second, it suggests that some natura
resource assets -- in particular, those where the asset is held for remunerative operations or sae --
should be recognized on the Balance Sheset, and not soldly in the stewardship report; this would aso
alow the full costs of natura resources that are sold to be recognized on the Statement of Net Codt.
Finaly, the comments suggest that the Government develop basic data where it has valuable resources
that it intends to sdl or manage for remunerative purposes.
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V. Implications of the Suggested Reporting Principles

In addition to studying the various reporting options of natura resources, the task force was dso
ingtructed to identify the related impacts on existing FASAB standards based on the options and to
identify existing laws and regulations that affect reporting information about natura resources.

Impact on Current FASAB Standards

SFFAS No. 7, Accounting for Revenue and Other Financing Sources and Concepts for
Reconciling Budgetary and Financial Accounting provides that exchange revenue should generdly
be reported on the Statement of Net Cost of Operations of the agency earning the revenue. However,
the Statement makes an exception to this principle for entities recognizing virtualy no costs in connection
with earning the revenue thet it collects (e.g., Outer Continenta Shelf revenue collected by the Minerals
Management Service). Based on the work performed by the task force, it is the view of some of the
task force members that the Outer Continenta Shelf rents and royaties are not subgtantidly different
from other natura resource revenues and other exchange revenues.

With the exception of the fact that the acreage in question is underwater, MMS s resource
management responsibilities over the Outer Continental Shelf are very smilar to the resource
management responghilities of the Bureau of Land Management. While MM S roydlty collections may
be larger in 9ze than certain other naturd resource inflows, in substance they have much in common with
other resources.

Various task force members believe that revenues earned from the sde of natural resources should be
matched againgt its costs by the agency that collects that revenue and by the government asawhole.
Thisisto ensure that the proceeds the government derives from its stewardship over natura resources
are more clearly reported.

The task force aso recommends that the Board take into account the following implementation
congderations, if it does agree to revise SFFAS No. 7:

* changes necessary to agency/program system requirements,
* possble use of pilot programs, and
* dlowing adequate time to implement the revisons.
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L egal/Regulatory Consider ations

In the course of its work the task force learned about the many statutory and regulatory authorities that
affect the value of Federa natura resources and the revenues the Federa Government receives when
they are conveyed to the private sector. For many resources, there are statutory requirements that
require the Government to use competitive market processes to determine the price at which Federa
resources will be conveyed. In general, such requirements have contributed to the devel opment of
management procedures that have promoted receipt of revenues that reflect the market value of the
resources.

There are, however, a number of resources for which the statutory requirements limit the Federa
Government’ s ability to develop management practices that assure receipt of market value. For
example, there has been extended controversy about such limitations regarding mining claims and
patents under the Generd Mining Law of 1872 and grazing permits under Public Rangdands
Improvement Act of 1978.
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V1. Indian Natural Resource Assets

The Bureau of Indian Affairs (BIA) currently administers more than 54 million acres of land that the
Federd Government holdsin trust for Indian tribes and individuas. The Indian trust funds are managed
by Interior's Office of Specid Trustee, Office of the Secretary. (Prior to FY 1996 the BIA managed
the trust funds). Some of the funds belong to individua Indians others belong to tribes. The Federd
Government manages the funds in atrust arrangement. Trust respong bilities include management of
forest lands, development of agricultural and range lands, leasing minerd rights, protecting water and
land rights, preparation and adminigtration of probates, and maintaining land ownership and lease
income records. Each year, trust lands generate sgnificant resource revenue for beneficiaries, including
about $550 million in agriculturd production and $150 million in minerd royalties.

L egal Background

Lands under the jurisdiction of the BIA which are held in trust for tribes and individuals were placed in
trust by treeties, statutes (e.g., the Genera Allotment Act), and Executive Orders. Resources on these
lands (e.g., minerds, sand and gravel) are managed for the benefit of tribes and individua Indians.
Neither the lands held in trust nor the resources associated with these lands are Federal Government
assets. In contrast, the Government does own and the BIA administers about 635 thousand acres, with
schools, hospitals, offices, roads, etc., which are accounted for in the same manner as other Federa
lands and resources.

Reporting on Indian Trust Assets

The Government's responsibility for the trust fundsis of afiduciary nature. This has been confirmed in
FASAB Interpretation No. 1 discussed below. The Federd government as atrustee has responsbility
for managing certain assets on behdf of tribes and individua Indians, but does not have ownership of
ether the trust assets or the proceeds from the assets. Higtorically, a portion of the annua flow from
some of these trust funds has been included in the Budget of the United States Government. This
treatment is being corrected to properly exclude non-Federd assets from the Budget of the United
States Government.

In addition, revenue generated from Indian trust assets is accounted for on behdf of the tribes and
individud Indians. The Minerd Management Service generdly acts a collection agency for oil and gas
and other minera resources. The Office of Trust Funds Management has the lead role in performing the
accounting. BIA’s cogts of managing and selling natura resources from trust lands are generdly part of
the costs of managing other resources and carrying out its misson.

FASAB Interpretation No. 1

In 1997 the FASAB issued Interpretation No. 1, Interpretation of Federal
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Financial Accounting Standards -- Reporting on Indian Trust Fundsin General Purpose
Financial Reports of the Department of the Interior and in the Consolidated Financial
Statements of the United States Government: an interpretation of SFFASNo.7. The
Interpretation dedls with what information about Indian trust funds should be included in the generd-
purpose financid report of the Department of Interior and of the United States Government.
Interpretation No. 1 specifically addresses the question on whether the assets and activities of the Indian
trust funds should be reported in the Department of Interior's generd purpose financial statements.

The Interpretation states that the assets, liabilities and operating transactions of the Indian trust funds
are not part of the Department of Interior and should not be included in the Balance Sheet, Statement of
Net Cogt, and Statement of Changesin Financial Pogition of the Department or of the United States
Government.  However, the Department of Interior does have a fiduciary respongbility for the Indian
trust assets and is required to report on them in the Department's footnotes to the basic financia
statements as stated in SFFAS No. 7, Accounting for Revenue and Other Financing Sour ces,
paragraphs 83-87.

Additional Suggested Reporting

Some members of the task force believe that the footnote disclosures discussed in Interpretation 1
should contain sufficient information to provide an understanding of the fiduciary rdaionship and the
assats and revenues involved. One member of the task force from Interior dso believes that there must
be more detailed reporting to tribes and individud Indians regarding trust lands and resources, including
information on earned revenue and, if estimable, quantity and value of naturd resources available for
sde. When appropriate, reports to trust beneficiaries should also address financid management systems
and internd accounting and adminigrative controls.
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Appendix A. Reporting by Individual Resour ce

Appendix A contains detailed information for eight natura resource related programs managed by the
Federd government. Each program section contains. generd and legd background information; a
description of the different "stages' of management processes; current reporting policies; and issues
relating to the availability and existence of data. The following eight natural resource related programs
are presented in the appendix.

Timber

Outer Continental Shdf Oil and Gas
Leasable Minerdls - Solid

Leasable Minerds - Huid

Locatable Minerds

Minerd Materids

Grazing Uses

Electromagnetic Spectrum (Airwaves)
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Timber

A. Background
1. General Information and L egal Background

Ownership: Ownership of timber resourcesis based on the status and ownership of the
land, including the trees thereon. Mogt of the timber on Federd land isin fee smple
ownership. Approximately 73 percent of the 191 million acres of the National Foredts,
managed by the USDA Forest Serviceis considered forested. Of this forested land, 35
percent is available for regularly scheduled timber harvest and about Y2 of 1 percent of
those trees are harvested in any one-year. Of the Bureau of Land Management’s (BLM)
264 million acres, about 47 million areas are classified as forestland, dthough only about 4
million acres outsde of Alaska are actudly classified as "productive’ (capable of producing
timber). Even though BLM in Alaska has 7 million acres that are cgpable of producing
timber, most of this forestland is either inaccessible or too far from established markets to
make timber harvest feasible.

Legd Authority: Management of Federal forestland is authorized by various statutes. For
the USDA Forest Service (FS), these include the Organic Adminigtration Act (Organic
Act) of 1897 (16 USC 475); the Multiple-Use, Sustained-Yield Act of 1960 (16 USC
528-531); the Forest and Rangeland Renewable Resources Planning Act (RPA) of 1974
(16 USC 1600 et seq.); and the National Forest Management Act (NFMA) of 1976 (16
USC et seq.). For the USDI Bureau of Land Management, the applicable laws are the
Federa Land Policy and Management Act (FLPMA) of 1976 (43 USC 1701 et seq.) and
the Oregon and California (O& C) Grant Lands Act of 1937 (43 USC 1181). DoD
conducts natural resource management activities under the Skes Act (16 USC 670).

Sde of Timber: The Organic Act, RPA, and NFMA authorize Timber sales from Nationd
Forests. The regulations for Forest Service timber sdlesarein 36 CFR 223. The sde and
disposa of timber from BLM managed land is authorized by the Materia Disposal Act (30
USC 601 et seq.) and the O& C Act. Theregulations for BLM timber sdesarein 43
CFR 5400. Timber sales on DoD lands are authorized through 10 USC 2665.

Nationa Forests and BLM public lands are managed under a"multiple usg" mandate
pursuant to the Multiple-Use, Sustained-Yied Act and FLPMA, respectively. This
mandate and other factors cause timber sales to be part of a complex and integrated
drategy to provide public vaues and benefits while maintaining or improving ecologica
integrity. In planning for timber sales, agencies conduct detailed, project-level
environmenta analyses and documentation pursuant to the Nationa Environmenta Policy
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Act. Inaddition, extensve public participation is involved in the Forest Service and BLM
timber sde planning processes.

Vauationt Prior to the advertissment of atimber sde, atimber gppraisa is conducted in
accordance with established agency policy and procedures. The gppraisa isused to
edtablish the minimum bid. Bids are solicited for each contract, and timber is sold to the
highest bidder.

2. Description of “ Stages’ for Resource

Conveyed: Generdly, conveyance of the timber resource takes place when the timber is
paid for and severed from the ground in accordance with atimber sde contract. Inthe
case of the Forest Service and Bureau of Land Management, conveyance occurs when the
above conditions are met and when the timber is removed from the contract area.

Avalable for Sde: The amount of timber available for sde within an adminigrative unit
(Nationd Forest, BLM Resource Area, DoD ingdlation) is generdly stated in aland
management plan for that adminigrative unit. The Federd sustained-yield mandate
provides that the government not harvest more timber than is produced (through growth)
over time. On much of the Forest Service and BLM productive forestland, the
management emphasis or "highest and best use" is not necessarily timber, but rather a
multitude of other values and benefits like recregtion, aesthetics, water quality, wildlife
(including threatened and endangered species) habitat, wilderness, and other vaues. The
DoD actively manages its forests firg to facilitate the military misson. Other uses, such as
wildlife habitat, biologica diversity, watershed protection, and timber, are secondary
benefits from DoD forestlands. All agencies generadly manage the forest for a multitude of
vaues and benefits while maintaining the ecologica integrity of the forest.

Adminigratively and L egidatively Withdrawn: For DoD, many aress are adminidretively
withdrawn from timber harvest for military misson-related reasons. Many forested areas
on Forest Service and BLM lands are legidatively withdrawn from timber harvest (e.g.,
wilderness areas under the Wilderness Act). Other areas are adminigratively withdrawn
from timber harvest to protect sensitive areas or to enhance other values.

Unknown and Undiscovered Resource: Information regarding the extent of the forest and
amount of timber available varies widdly across agencies and adminidrative units. On
some aress, very specific and accurate information is available on the timber resource
while, on other aress, very littleisknown. Thisisafunction of differing management
emphases and funding levels. The Forest Service's Forest Inventory and Andysis (FIA)
collects information at a course scae that can be used a the nationd or regiond leve to
edimate timber levels on dl land, including Federd land. However, thisinformation is not
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spexific enough to be usad in the management of a specific adminidrative unit.
B. Current Reporting

1. Asset Recognition: BLM: Timber isrecognized as an asset in agencies' accounting
records at the time atimber sale contract isawarded. DoD: Timber is recognized as an
asset when a contract is Signed for the sde of that timber.  ES: Currently, FS does not
recognize timber as an asset on the financid statements. Department of Energy (DOE):
Energy recognizes timber as an asset. The vaue recorded each year is based on the
higtorica cogt of the timber management program, and the cost for the current year is
calculated at year-end and added to the asset account.

2. Revenue Recognition: BLM : Revenues are recognized upon receipt of advance
payments or other periodic payments in accordance with the terms of the timber sale
contract. DoD: Revenue from timber sdes is recognized when proceeds from the sde of
timber are collected. Advance payments received are recognized as unearned revenue and
are recorded as aliability until the payment isearned. At such time, the revenueis
recognized and the liability reduced. FS: Revenues are recognized as deferred exchange
revenue and allocated to revenue monthly based on timber harvested and removed during
the month. DOE: Energy recognizes revenues upon receipt of the payments from timber
sale contracts.

3. Cost Recognition

€) Cost of Resour ces Sold: Timber production occurs over long periods of time
and in concert with multiple land management objectives. Costs associated with
timber production are not matched againg timber sde revenues. DOE: Energy
also recognizes the depletion of the assat in a contra asset account (an alowance
for timber depletion). The caculation is based on the estimate of net merchantable
volume of timber, which is caculated by the foresters, and the net "baance to
deplete’ of the timber asset, which is the net vaue of the asset account and the
contra asset account.

(b) Cost of selling: Adminigtrative costs associated with timber sales are recognized
in the period incurred. Although a portion of the proceeds emanating from certain
types of timber sdes can be retained by the managing agency and, in some
instances, can be used for timber sde administration, much of the cost of timber
saesisborne by agencies operating appropriaions. The DoD supplements most
of the costs from timber sale proceeds, but may use operating appropriations if

necessary.
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(© Cost of Management: Management codts are recognized in the period incurred.
Although a portion of the proceeds emanating from timber sales can be retained by
the managing agency and, in some instances, can be used for managing timber
production and sales, much of this activity is funded through the agencies operating
appropriations. The DoD supplements most of the costs from timber sdle
proceeds, but may use operating appropriations if necessary.

d) Transfers of Revenue/Distribution of Receipts: In generd, receipts are
distributed in accordance with the laws regulating the specific lands from which
timber issold. Proceeds from timber sdles are collected by the managing agency
and distributed to some combination of states, counties, the genera fund of the
Treasury, the Reclamation Fund, and other funds/entities as the various laws
require. Typicaly, the managing agency is dlowed by law to retain some portion
of timber sde receipts for both genera and specific purposes. The Forest Service
reports these transfers and distributions as costs on the Statement of Net Cost and
as transfers-out on the Statement of Changesin Net Position.

4. Other Reporting

@ Footnote Disclosure: BLM: Agency financid statements include footnote
disclosures covering both unmatured portions of timber sale contracts and the
ligbility account for deferred credits (revenues).
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(b) Stewar dship Reporting: Stewardship reporting currently excludes naturd
resources.

C. Availability and Existence of Data

Datais available on the gpproximate acres of forestlands. Forest management planning detais
avalable. Datais available on numbers of contracts, quantities offered, quantities sold,
quantities removed, revenues collected, and the disposition of revenues. However, no vaue can
be determined for timber owned by the Federd Government in its entirety.
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Outer Continental Shelf Oil and Gas

A. Background
1. General Information and L egal Background

Ownership: The Outer Continental Shelf (OCS) consists of over 1.4 hillion acres of
submerged lands seaward of State jurisdiction. The Submerged Lands Act of 1953
granted saesrights to the natura resources within 3 nautical miles of the coastline, except
for the Gulf of Mexico coasts of Texas and Forida, where State jurisdiction extends for 3
marine leagues. The Federd Government manages the rights to oil, gas, and other minerds
on the OCS. The Government issues leases that convey an exclusive right to explore for
and develop ail and gas on the OCS, and maintain aroyalty interest in any production
saved, removed, or sold from alease. Over 27 million acres are currently under active
lease, and the OCS accounts for over 27% of the natural gas and 20% of the oil produced
in the United States.

Lega Authority: The Outer Continental Shelf Lands Act, as amended, and the Federd Ol
and Gas Royalty Management Act, as amended, are the primary legal authorities for
managing oil and gas resources on the OCS, though authority for certain management
activitiesresdes in anumber of other satutes aswell. The Secretary of the Interior has
juridiction over energy and mineral development on the OCS and has ddlegated much of
that authority to the Minerads Management Service (MMYS).

Sde of Leases: MMSS conducts auctions for OCS leases under competitive seded-bidding
procedures and eva uates the high bids on each block to determineif each bid meets or
exceeds bid adequacy criteria Although various aternative bidding systems have been
tested, MM S generdly offers leases with fixed annud rentals and royalty rates (usudly
one-eighth or one-sixth) and with a cash bonus asthe bid variable. Primary lease terms
range from 5 to 10 years, a which time the lease expires unless the lessee is producing or
conducting drilling or well-reworking operations, subject to regulations. The lease remains
in forcefor aslong asit’s producing, which could be decades.

Vauaion The mgority of OCS revenues come from three sources. cash bonuses, roydty
revenues, and rentals. The following table summarizes these revenues.

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



. , o Tab 1 - Task Force Report
Appendix A: Reporting by Individual Resource 55

OCSMineral Revenues
Revenue Type 1998 1953-1998
Royadties $2.7 billion $62 hillion
Bonuses $1.3 hillion $61 hillion
Rentds $258 million $1.7 hillion

MMS relies on its comptitive bidding process and bid evauation procedures to ensure the
receipt of fair vaue for OCS leases. Royadlties are generdly afixed percentage of gross
proceeds to the lessee from the sale of |ease production.

2. Description of Phases

Conveyed: Conveyance occurs when the Government issues alease for exclusive rights to
explore for and develop ail and gas on the OCS. In return, the Government receives a
cash bonus a the time of lease issuance, annua renta payments until production begins,
and a production royaty. Leased acreage returns to the Government’ s inventory when a
lessee rdinquishes alease, the primary lease term expires and the lesseeis not conducting
operations that would extend the lease term, or the Government cancels alease pursuant to
the authoritiesin the OCS Lands Act.

Avalablefor Sde: All OCS acreage not specificaly withdrawn or under lease is potentialy
avalablefor leasing. The Secretary of the Interior preparesa5-Year Oil and Gas Leasing
Program that identifies the Size, timing, and location of possible lease sdles. Interior
consults extensvely with States and other stakeholdersin preparing the plan. Only acreage
specificdly identified in this plan may be offered for sdle.

In addition, each individua lease sde has its own public planning process. This process
could result in cancellation or delay of a sale or areduction in the acreage to be offered for
lease, but it cannot add acreage that was not included in the 5-Y ear Program.

Adminigrativey and Legidatively Withdrawn: Both the Adminigtration and Congress can
withdraw portions of the OCS from the 5-year planning process, and thus prevent them
from being leased. Withdrawals can occur for policy reasons or to reserve an areafor
other uses.
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Undiscovered Resources. Much of the OCS remains unexplored and is believed to contain
substantial volumes of undiscovered resources. The most recent national assessment of
undiscovered, conventionaly recoverable resources on the OCS estimated that 186.3 —
369.2 trillion cubic feet of natural gas and 37.1 —55.3 billion barres of oil remain
undiscovered.

B. Current Reporting

1. Asset Recognition: Currently, oil and gas resources on the Outer Continental Shelf are
not recognized as assetsin the MM S Annua Financia Statements.

2.  Revenue Recognition: Currently, the MMS Annua Financia Statements and DOI
Consolidated Financia Statements recognize receipts from the initid leasing of OCS tracts
in the period the lease saleis held. For leases that have entered into production, royalty
receipts are recognized in the period the il or gas production is saved, removed, or sold
by the lessee. The recaipts are presented in a Statement of Custodial Activity, but are not
consdered revenue to DOI. The receipts are consdered revenue in the Government wide
financia Satements,

3. Cost Recognition

€) Cost of Resour ces Sold: Thereis currently no reporting of the cost of oil and
gas sold.

(b) Cost of selling: Currently, the MM S recognizes dl costs associated with lease
sdes, roydty collections and disbursements, and other activities in support of OCS
production.

(© Cost of Management: Currently, separate management costs are not recognized
for OCS ail and gas resources.

(d) Transfers of Revenue/Distribution of Receipts: Under section 8(g) of the
OCSLA, MMS does distribute receipts from OCS leases to non-Federa
agencies. In 1997 MMS transferred over $116 million of OCS revenues to states.
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e ——————————
4. Other Reporting
(@ Footnote Disclosure: None
(b) Stewar dship Reporting: None
C. Availability and Existence of Data

The data identified in the reporting section of this paper is generdly available on an annud
bas's, with the following exceptions:

* Net present vaue of reserves— No such estimates are currently made for the OCS.
However, if one makes a number of economic assumptions (e.g., future prices, costs and timing
of production), uncertain estimates are feasible.

 Volume and net economic value of resourcesin the 5-Year Oil and Gas Leasing Program —
These estimates are made during the preparation of each 5-Y ear Program and are not updated
until anew program is prepared (roughly every 5 years).

* Undiscovered resources — These estimates are made periodicaly.
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L easable Minerals (Solid)

A. Background
1. General Information and Legal Background

Leasable minerds are broadly segregated into two general categories based on the physica
properties of the minerals, and as such, are discussed separately. Fuid minerals are those
minerasthat generaly occur in afluid or gaseous state and include ail, gas, and geotherma
resources. These fluid minerals are discussed in a section entitled "L easable Minerds
(Fuid)." Solid leasable minerds are those minerals that generaly occur in a solid Sate and
include cod, ail shde, asphalt, sulfur, phosphate, potassium, sodium, gilsonite, and other
minerds.

The Bureau of Land Management is responsible for managing on-shore leasing and lease
operations. The Mineras Management Service is respongble for off-shore leasing and
lease operations aswell asfor collecting and distributing minera revenues for both on-
shore and off-shore minerals.

Ownership: The Federd Government is responsible for managing the minerd estate that
underlies gpproximately 264 million acres of Federd ownership and an additional 300
million acres of minerd rights on split estate lands for which the surface has been conveyed.
The government transferstitle to certain minerds to private entities through leases. The
lesseeis required to pay an annua per-acre rental fee to hold the lease, aswedll as aroydty
based on sdes vaue when the mineral has been severed.

Legd Authority: The primary legidation governing lessable minerdsis the Minerd Leasing
Act of 1920, asamended. Thislegidation separated minera fuds and fertilizer minerds
(ail, gas, ail shaes, agphdt, phosphate, potassium, and sodium) from the Generd Mining
Law of 1872. The Minera Leasing Act was amended by the Federal Cod Leasing
Amendment Act of 1976, which provided for cod to be leased competitively through
regiond leasing or leasing by application.
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The Federd Land Policy and Management Act of 1976 requires that the United States
receive market vaue for the use of the public lands and their resources unless otherwise
provided by statute. In practice, market vaue for solid leasable minerd isthe combined
vaue of future roydties, which are established by the Minera Leasing Act, and a
competitive lease bonus payment that is bid by the prospective lessee and is payable upon
lease issuance.

Leasing of Minerds: The most common form of Federd leasing is known as "competitive
leasing,” which provides an opportunity for any interested party to competitively bid for a
Federd lease. Prospecting permits and noncompetitive preference right leases may be
issued for some noncod solid minerals. Most leases have terms that require diligent
development of the resource, with rents and roydties being paid for the right to hold the
lease and mine the Federal resources.

Minerd leases areissued for aninitia period of 20 years and are subject to readjustment
or renewd a 10- and 20-year increments. Changesin royalty and rental rates, aswell as
revisonsto other terms and conditions of the lease, can be made or attached during the
readjustment or renewd of alease.

Leasing of cod and noncoa mineras has occurred on about 1.1 million acres of minera
rights on Federal and split-estate private lands.

Vauation Competitive leasing provides an opportunity for more than one party to bid on a
lease tract. Non-competitive leases are awarded based on the minera discovery from a
prospecting permit or as amodification to an existing lease.

Inal cases, solid minerd leases are sold only at or above the government's estimation of
market vaue. Through alease sde, the public may bid on minera resources offered for
competitive lease. The highest bid is awarded the lease. Lands leased through lease
modification procedures require that the lessee pay a payment in lieu of abonushbid. The
lease d'so requires payment of an annua per-acre rental fee and may require advance
roydties.
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2. Description of “ Stages’ for Resour ce

Conveyed (Granted Rights): The government receives rentals, bonus bids, and other
payments when leases are issued. Payment for the minera resources in the form of
royalties occurs when the minera is severed and/or sold. Royalties on the saes value of
resource production are paid at least quarterly to the United States through the Minerds
Management Service.

Avallablefor Sde (Lease): Not dl public lands are available for minerd exploration or
leasing. There is arigorous land use planning process through which dl public lands are
reviewed for potentid leasing. The land use plan must address multiple use, sustained yield,
protection of critical environmental aress, gpplication of specific unsuitability criteria, and
coordination with other government agencies.

Adminidratively and Legidatively Withdrawn: Some Federd lands are closed to mineral
leasing by legidative withdrawa and/or adminigirative decisons reached through the land
use planning process.

Unknown/Undiscovered: The Federa Government does not attempt to identify the
meagnitude of |easable resources through exploration or prospecting. In some casesthe
agency has rough estimates of reserves, but many factors influence the minesbility and
marketability of leasable resources, including environmental congtraints, world markets, and
changes in technology.

B. Current Reporting

1. Asset Recognition: Thevadue of solid leasable minerdsis currently not recognized as an
asst in the financid records of Federd agencies.

2. Revenue Recognition: Revenues generated from minerd leases are recognized at the
time lease payments or royalties are collected.

3. Cost Recognition

@ Cost of Resources Sold: Solid minerds are not currently recognized as an
ast in agencies financial records. As such, thereisthere is no asst to be
removed a the time of sde.

(b) Cost of selling: Adminidration of the solid minerd leasing program is funded
through operating appropriations. The cost of sdlling is recognized in the period
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incurred.

(© Cost of Management: Management of the solid minera leasing program is
funded through operating appropriations. The cost of management is recognized in
the period incurred.

(d)Transfers of Revenue/Distribution of Receipts: Revenues are not retained by the
managing agency. They are digributed annudly to the Generd Fund of the
Treasury and to the states and counties from which the minerals were extracted.

4. Other Reporting
€) Footnote Disclosure: None
(b) Stewar dship Reporting: None
C. Availability and Existence of Data

Some datais avallable at the time alesseis executed, such as the number of |eases, revenues
generated from those leases, the didtribution of |ease revenues, and, for some minerds, the
quantities extracted. However, no vaue can be determined for minera rights owned by the
Federd Government in their entirety. The quantities of leasable minera reserves that would
determine future production potentid at identified deposits are generaly unknown.
Furthermore, estimates of the volumes of mineras that might exist in undiscovered deposits on
Federd lands are not reliable enough to report on the face of the financiad statements.
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Leasable Minerals (Fluid)

A. Background

1.

General Information and L egal Background

As previoudy stated, fluid minerds are those that generally occur in afluid or gaseous Sate
and include ail, gas, and geothermd energy.

Ownership: The BLM has excdusive jurisdiction over the minerd rights for about 264
million acres of public lands (with approximately one-third of this areabeing in Alaska).
The BLM aso managers an additiona 300 million acres of subsurface minerd rights
reserved by the Federa Government.

The management objective of the oil and gas program is to foster and encourage the
exploration for and development of Federal and Indian oil and gas resources, to receive a
fair return to the public and Indian lessors for those resources in an environmentaly
acceptable manner, and to provide for conservation of fluid mineral resourcesin a manner
that is responsive to the Nation's economic and security needs and in conformance with the
principles of balanced multiple-use management.

Legd Authority: The Mineral Leasing Act of 1920, as amended, the Minerd Leasing Act
for Acquired Lands of 1947, the National Environmental Policy Act of 1969, the Federd
Land Policy and Management Act of 1976, the Federa Oil and Gas Royalty Act of 1982,
and the Federa Onshore Oil and Gas Reform Act of 1987 are the primary authorities
under which the BLM leases and supervises oil and gas operations. The regulations are
contained in Title 43 of the Code of Federad Regulations.

Leasng: Onshore oil and gas leasing is accomplished under competitive procedures.
Current leasing procedures were established by the Federd Onshore Oil and Gas Leasing
Reform Act of 1987 (30 U.S.C. 226, et seq.).

Vauation

- BonusBids: In FY 1996, 2,477 competitive leases covering 1,589,795 acres with
$31,979,336 in accepted bonus bids, aong with 898 non-competitive oil and gas
leases covering 933,763 acres, were issued.

- Rovyalties: In cdendar year 1996 for Federd onshore lands, oil royaty income rose
20.2 percent to $232.4 million, while gas royaty income rose 23.9 percent to $309.9
million. Regarding geotherma energy, during 1996, MM collected gpproximeately
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$19.9 million in roydties from geothermd leases on Federd landsin Cdifornia,
Nevada, and Utah. In 1997, gpproximately $20.8 million in royalties from geothermal
leases was collected for these same 3 areas.

2. Description of “ Stages’ for Resour ce

Conveyed: Conveyance occurs when the government issues a lease for the exclusve right
to explore for and develop oil and gas on the lands for which the government holds the
minerd rights. The lessee is then respongible to remit to the government the following types
of payments.

- Bonuses: Through the competitive bidding process, the bonus represents the cash
amount successtully bid to win the rightsto alease.

- Rents A rent scheduleisestablished at thetime aleaseisissued. Rents are annud
payments, normally afixed dollar amount per acre, required to preserve therightsto a
lease.

- Royalties: A roydty is due when production begins. Royalty payments represent a
dtated share or percentage of the value of the oil and gas produced. The royaty may be
an established minimum vaue or aflat, sep-scae, or diding-scderae. A sep-scae
royalty rate increases by steps as the average production on the lease increases. A
diding-scale roydty rate is based on average production and gppliesto al production
on the lease.

Avallablefor Sde (Lease): Not dl public lands are available for oil and gas exploration or
leesng. Thereisarigorousland use planning process through which dl public lands are
reviewed for potentia leasing. The land use plan must address multiple use, sustained
yield, protection of critical environmentd areas, application of pecific unsuitability criteria,
and coordination with other government agencies.

Adminigratively and L egidatively Withdrawn: Portions of Federal lands are withdrawn or
otherwise closed to leasing and/or devel opment.

Unknown/Undiscovered: In generd, the Federal Government does not attempt to identify
the magnitude of leasable oil and gas resources through exploration. In some cases, the
government has rough estimates of reserves, but many factors influence the availability of
the oil and gas resources, including environmental congraints, world markets, and changes
in technology.’

® The most recent USGS Nationdl Assessment of undi scovered, conventiondly recoverable resources on onshore Federd lands
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. ________________________________________________________________________________________________________________________________|
B. Current Reporting

1. Asset Recognition: On-shore oil and gas deposits are not currently recognized as assets
in the financid records of government agencies.

2. Revenue Recognition: Revenues emanaing from oil and gas |eases are recognized at the
time lease payments (bonuses, rents, and royalties) are collected.

3. Cost Recognition

@ Cost of Resour ces Sold: Oil and gas deposits are not currently recorded as
assets, so there is no resource cost to match against revenues.

(b) Cost of selling: The cogt of adminigtering on-shore oil and gas leasing activitiesis
currently recognized in the period incurred.

(© Cost of Management: The cost of managing the on-shore oil and gas program is
currently recognized in the period incurred.

(d) Transfers of Revenue/Distribution of Receipts: Revenues collected by the
managing agency are generaly not retained by that agency. They are distributed
annudly in various percentages to the General Fund of the Treasury, the
Reclamation Fund, and to the states and counties from which the minerals were
extracted in accordance with the laws gpplicable to the lands upon which the ail
and gas lease resides.

4. Other Reporting
€) Footnote Disclosure: None.
(b) Stewar dship Reporting: None.

C. Availability and Existence of Data

estimated 34 - 97 trillion cubic feet of natural gas and 4 to 13 hillion barrels of oil remain undiscovered. Furthermore, an additiond 72
to 202 trillion feed of gas was estimated to be contained in unconventiona gas deposits (excluding coa bed gas) on onshore Federd
Land. Coabed gas deposits on Federd Lands were estimated to contain 13 to 20 trillion feet of gas. These edtimates are generd
magnitudes of undiscovered volumes of onshore ol and gas. The USGS periodicaly assesses the undiscovered onshore oil and gas
resources for the entire United States. The USGS then dlocates, in a publication, that portion of the resourcesthat it believes should
be gpplied to Federd lands.
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Certain dataiis available on the number of leases, including revenues generated, the digtribution
of revenues, and the quantities of the oil and gas extracted. However, no vaue can reasonably
be determined for minerd rights owned by the Federal Government in their entirety.
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Locatable Minerals

A. Background
1. General Information and Legal Background

Ownership: The dass of economic mineras known as "locatable’ minerds make up a
sgnificant portion of the "economic" mineras under government control. Thiscdass
includes precious metds, ferrous metas, light metals, base metds, precious and semi-
precious gemstones, and avast array of industrid minerals. Nineteen States are open to the
operation of the Genera Mining Law of 1872, as amended, which cregtes this class of
minerds.

Legd Authority: Locatable minerds are made available under the Mining Law of 1872 (30
USC 22, et seq.), the Federal Land Policy and Management Act (43 USC 1732 and
1744), and continuing Appropriations Acts. On acquired lands, locatable mineras are
leased.

Disposd/Sae Mechanisms: A citizen who makes a sdf-initiated discovery of a depost of
vauable minerals and who records a mining claim with the Federa Government has the
right to produce the mineral deposit, subject to compliance with applicable Federa, State,
and local hedth, safety, and environmentd laws.

Recordation of amining daim requires payment of alocation fee, adminigrative costs, and
payment of the annud maintenance fee. The annud maintenance feeis paid each year in
advance. Initia recordation with the Federa Government requires advance payment of
location, maintenance fee, and adminidrative fees (service charges) in the amount of
$135.00. Maintenance fees currently run $100 per claim per year. Location fees are $25
per clam. Adminidrative fees are $10 per mining clam. Subsequent years require the
payment of the maintenance fee of $100. Claimants who hold 10 damsor lessare
considered "smal miners' and have the option to file awaiver of the $100 fee. There are
gpproximately 320,000 mining claims of record.

Theterm “location” is used to identify posting of alocation notice and marking the
boundaries of aclam [Smith v. Union Oil Co., 135 P 966 (1913), affirmed 249 US
337]. Thefollowing Federd requirements for location must be accomplished:
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1. Thelocation must be digtinctly marked on the ground so its boundaries can be readily
traced.

2. Thelocation notice must contain (a) the name or names of the locators, (b) the date of
the location, and (c) a description of the clam(s)’ location by reference to some natural
or permanent monument that will identify the dam.

Vduation There are no up-to-date or reliable estimates of the vaue of in-place reserves.
2. Description of “ Stages’ for Resour ce

Conveyed (Discovery, Location and Recordation, and Patenting): Citizens have sanding

permission to go on Federd lands that are not withdrawn from the mining law, to prospect

for locatable minerd deposits. Discovery of avauable minerd grants to the discoverer the
conditiond right to develop the minerds.

When a prospector locates amining claim, the dlaim must be recorded with the county
pursuant to sate law and with the Federd Government within 90 days of location pursuant
to Federd law. Thevalidity of aclaim isdetermined using the  Prudent Man [aka Person]
Tes.” Thistest states, “. . . where mineras have been found and the evidenceis of such a
character that a person of ordinary prudence would be judtified in further expenditure of his
labor and means, with a reasonable prospect of success, in developing a vauable mine, the
requirements of the statutes have been met.”

A mining damant can seek full feetitle to the land by filing for patent (deed) to the mining
clam. There are goplication/adminigtrative fees paid for aminerd survey and the actua
patent gpplication. When the administrative processing of the application has reached a
certain point, the purchase price (set by statute at $2.50/acre for placer clams or
$5.00/acrefor lode claims) ispaid. If examination demongirates the existence of avauable
minera depost, thetitle to the land and minerds passes to the mining clamant. Currently,
there is amoratorium on accepting patent gpplications. The government receives no
royaties from the production of locatable mineras.

Avallablefor Exploration, Development, Production and Reclamation: Thereisno
requirement to apply for apatent. Exploration and mining can be conducted to completion
without the issuance of a patent.

Exploration and mining operations are subject to government review and gpprova, and
must meet Federd and State laws.  Financia guarantees are required of an operator to
ensure reclamation is completed upon disturbed lands. No charges for either approval or
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oversght of activities are assessed of an operator; however, the BLM is currently
preparing cost recovery regulations.

Adminigratively and Legidaivdy Withdrawn: The current estimate of lands withdrawn
from locatable minera production on the public domain land base is gpproximately 330
million acres out of atotd of 564 million acres. No rdiable vaue of withdrawvn mineras
has been devel oped.

Unknown and Undiscovered Resources: There are no rdiable estimates of the vaue of
unknown or undiscovered resource.

B. Current Reporting

1. Asset Recognition: The aggregate vaue of locatable mineras on or underlying the public
landsis not recognized as an asset in agencies accounting records.

2. Revenue Recognition: Revenues emanating from mining clam location and maintenance
fees are recognized in the period in which they are collected.

3. Cost Recognition

€) Cost of Resour ces Sold: The vaue of locatable minerds removed from the
public landsis not matched with revenues received.

(b) Cost of sdling: Cogts associated with program adminisiration are recognized in
the period incurred and are matched againgt revenues received for fee collections.

(© Cost of Management: The cost of managing the locatable mineras program is
funded through fee collections. This cogt is recognized in the period incurred and
meatched againgt revenues.

d) Transfers of Revenue/Distribution of Receipts: Fee revenues emanating from
the locatable minerds program are collected by the managing agency, but are
appropriated by Congress.

4. Other Reporting
€) Footnote Disclosure: None
(b) Stewar dship Reporting: None
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C. Availability and Existence of Data

Datais available on the number of mining clams and the revenues generated. Although detais
diverse, no mandatory Nationa reporting system for privately developed production data (e.g.,
produced reserves) or privately produced resource data (e.g., exploration information) exigs.
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Mineral Materials

A. Background
1. General Information and L egal Background

Ownership. Minerd materids include various common mineras such as sand, gravel, and
stones that are consdered part of the minera estate owned by the Federal Government.
The Federd Government manages these mineras on public lands and other lands under the
jurisdiction of the government.

Legd authority. The Materials Acts of July 31, 1947 (61 Stat. 681), as amended,
authorizes the disposa of minerd materias through sae contracts to private users.
Disposd is dso authorized through free use to non-profit organizations if the materid is not
to be used for commercia purposes, aswell asto governmental entities.

Sdeof Minerd Materids. Sde of minerd materias may not be made at |ess than market
vaue as determined by an appraisal. Sdes must be made on a competitive bass unless it
can be shown that there is no competitive interest. Sales are made from ether exclusive
Site used by one operator or nonexclusive sites (community pits or common use areas) for
use by more than one operator.

Negotiated sdes are generdly for less than 100,000 cubic yards of minerd materiads. The
maximum duration of the contract term isfor 5 years, with a one-time extension of 1 year.

Competitive sales are for minerd materia disposa of over 100,000 cubic yards or where
there is competitive interest even for smdler sales. The maximum termisfor 10 years, with
aone-time extenson of one yesr.

Vauation Vduation is made by conducting an gppraisa of the materid to be sold utilizing
the Uniform Appraisal Standards for Federd Land Acquisition (602 DM 1.3).

2. Description of “ Stages’ for Resource

Conveyed: Conveyance of the right to remove Federa minerd materiads is made & the
time acontract or permit isissued. No mineral materias can be removed without a prior
payment for the amount to be removed, except in cases where free use conveys aright to a
governmenta subdivison or non-profit organization to remove mineral materids without
payment.

Avalable for Sde: Minerd materids on public lands are generdly available for purchase
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under established procedures unless otherwise prohibited by law or withdrawn because of
an agency’s land use plan decisons. Limited assessments of the total quantities of minera
materias on the public lands have been made as a part of agencies’ resource management
planning initiatives

Adminigratively and Legidatively Withdrawn: The government does not issue minera
materid sdesfrom landsidentified in the land management planning process as unsuitable
for such minerd development. The BLM aso cannot sl mineral materids from lands
encumbered by unpatented mining clams.

Unknown / Undiscovered: While minerd materids are generaly of widespread surface
occurrence, their usage varies with the degree of economic development of an area, with
the greatest demand generdly occurring during periods of high economic activity or
infrastructure development. Demand for amaterid depends on the type of usage
contemplated. To explore and test a deposit to determine the quality and quantity of
available materid, operators can obtain permits from the government. Such a permit does
not convey to the permittee a preference right to a contract.

B. Current Reporting

1. Asset Recognition: Minerd materids are not currently recognized as an asset in the
financid records of government agencies.

2. Revenue Recognition: Revenuesfrom the sde of minerd materias are recognized in the
period that payments are received by the government according to the payment schedule
authorized by the executed agreement between the contractee and the government.

3. Cost Recognition
€) Cost of Resour ces Sold: Minerd materids are not currently recorded as an
asst in the financid records of government agencies. Therefore, no cost is
recognized a the time of sdle.
(b) Cost of sdlling: The cogt of sdlling are recognized in the period incurred.

(© Cost of Management: The costs of managing the minerd materias program are
recognized in the period incurred.

d) Transfers of Revenue/Distribution of Receipts: Rece pts from the sdle of
mineral materias are generdly not retained by the managing agency. They are
distributed annually to the genera fund of the Treasury, to states and counties
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where the materias were extracted, and to the Reclamation Fund.
4. Other Reporting
(@ Footnote Disclosure: None.
(b) Stewar dship Reporting: None.
C. Availability and Existence of Data

Datais available on quantities extracted and revenues received from the sde of minerd
materids. However, no comprehensive vaue can be determined for minera materias.
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Grazing Uses

A. Background

1. General Information and L egal Background

Ownership: The United States owns Public rangelands.  Agencies of the Federd
Government are responsible for sewardship of the public rangdands, including managing
the natural resources on the surface of the lands. Federd agencies manage approximately
255,000,000 acres of grazing lands for domestic livestock use through 10-year permits or
leases (Bureau of Land Management—2165 million acres, and Forest Service—90 million
acres). In addition, 16 Alaska native corporations graze reindeer without charge on 5
million acres of public land managed by the BLM.

The Federal Government does not transfer ownership or control of the rangel ands because
the public lands are, by law, managed for multiple use (minerd development; naturd,
scenic, scientific, and heritage values, outdoor recreation; range; timber; watershed; and
wildlife and fish) and sustained yield for future generations. By law, these lands are dso
managed to avoid permanent imparment of the productivity of the land and to avoid
permanent impairment of the qudity of the environmen.

Legd Authority: Legd authority for BLM's management of the public rangdandsisfound in
three mgjor laws: the Taylor Grazing Act of 1934 (43 USC 315), the Federa Land Policy
and Management Act of 1976 (43 USC 1752), and the Public Rangelands Improvement
Act of 1978 (43 USC 1901). Other laws containing rangeland adminigiretive authority are
the Oregon and California Railroad Grant Lands Act of 1937 and Coos Bay Wagon Grant
Lands (43 USC 1181d), the Bankhead-Jones Farm Tenant Act of 1937 (7 USC 1012),
the Carson-Folly Act of 1968, and the Federal Noxious Weed Act of 1974 (7 USC
2801).

Alaskareindeer grazing is governed by the Reindeer Act of 1937, the Taylor Grazing Act
of 1934, and the Federa Land Policy and Management Act of 1976.

Legd authority for Forest Service management of the public rangdandsis found in the
Organic Administration Act of 1897 (16 USC 551), the Bankhead-Jones Farm Tenant
Act of 1937 (7 USC 1010), the Granger-Thye Act of 1950 (16 USC 571), the Multiple
Use-Sudtained Yield Act of 1960 (16 USC 528), the Nationa Forest Management Act of
1976 (16 USC 472), the Federa Land Policy and Management Act of 1976 (43 USC
1752), and the Public Rangelands Improvement Act of 1978 (43 USC 1901). The
Department of the Defense (DoD) conducts natural resources management activities under
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the Skes Act, 16 USC 670. DoD legd authority to lease lands for grazing and agricultura
purposesisin 10 USC 2667(d)(4).

Sde of Forage: Approximately 27,400 permittees or lessees purchase forage from the
Federal Government for the use of about 30,100 grazing allotments under 10-year grazing
permits or leases. The BLM adminigters grazing on 21,600 alotments grazed by 18,800
permittees or lessees, while the Forest Service administers grazing on 8,500 alotments
grazed by 8,600 permittees.

Vduation The current grazing feeis $1.35 per Anima Unit Month (AUM). The grazing
feefor public rangeand is computed from a fee formula established by Executive Order
12548 dated February 14, 1986, and incorporated rules (36 CFR 222.50 and 43 CFR
4130.8). The formula uses a base forage value established in the 1968 Western Livestock
Grazing Survey, multiplied by the weighted averages for privately owned, non-irrigated
pasture or rangeland rental rates in the 11 western states, plus the average price ranchers
recelve for the sale of beef cattle, minus the estimated cost for producing livestock on
public lands. The DoD leases lands for grazing or agriculture on a competitive base and
vauation is based on fair market vaue. The grazing fee has varied widdy from yeer to
year depending upon market forces. The Federal Government sdlls an average of
17,950,000 AUMSs of forage each year (BLM, 10 million AUMSs, and FS, 7.95 million
AUMS).

Rules governing fees for grazing use and occupancy of Nationa Forest Systemn landsiin the
eastern and southern regions are set forth at 36 CFR 222. Procedures for permits
awarded noncompetitively are at 36 CFR 222.53. Competitive bidding procedures are at
36 CFR 222.54. Grazing fees charged on eastern National Forests are based on fair
market value as determined by either comparable private grazing use rates adjusted for the
difference in the costs of grazing comparable private lands and Nationa Forest System
lands, or by prevailing prices in competitive markets for other Federd or state leased lands.

Description of “ Stages’ for Resource

Conveyed: Permits or leases are alocated to the holders of preference base properties.
Permittees or lessees own or control the base property ranches through lease to which the
Federd Government assigns grazing preference and the amount of permitted grazing use.
Grazing permits or |leases are renewable to the preference holders for 10-year terms when
the permittee or lessee has demonstrated good stewardship through compliance with the
rules, terms, and conditions of the grazing permit or lease. Mogt of the DoD leases are for
5 years or lessin accordance with statute. However, leases may be extended beyond 5
yearsif the Secretary of Defense determines that alease for alonger period will promote
national defense or be in the public interest.
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Avalable for Sde: Forage is sold annudly through the grazing operation described on the
permit or lease. Permittees or lessees may gpply to amend their annua operation and are
then authorized to make the described use when approved by the government. Grazing
fees are due and payable before grazing use is made.

The Government recognizes gpproximately 13,070,000 AUMSs of forage assigned to BLM
preference holders and 9,244,000 AUMSs of forage to holders of Forest Service permits.
Of thisamount, approximately 2,200,000 AUMSs are permanently suspended from use by
the BLM because the forage supply islimited. There are approximately 4,326,000 AUMs
of forage that are placed in temporary nonuse (3,000,000 AUMs for the BLM and
1,326,000 AUMSs for the FS) each year for various reasons, including drought, fire,
operators financid ability to buy livestock, livestock disease/quarantine, or conservetion
improvement of rangeland resources through short-term rest from use.

Adminigratively and L egidatively Withdrawn: A few rangeland aress are withdrawn and
devoted to other purposes that preclude livestock grazing. Before a permit or leaseis
canceled due to withdrawal, the preference holder is given atwo-year notice. Some of the
activities that preclude livestock grazing include military bombing ranges, community
sanitary land fills, recreation Stes and campgrounds, public land sales, and exchanges
where public land becomes private or state owned.

Unknown and Undiscovered Resource: The totd quantity of animd unit months of forage
avallable for permitting/leasing is contingent upon uncontrollable environmenta factors.

B. Current Reporting

1. Asset Recognition: Thefinancid records of government agencies currently do not
recognize forage as an ast.

2.  Revenue Recognition: Revenue resulting from the sdle of forage is recognized when
lease or permit payments are collected.

3. Cost Recognition

(@ Cost of Resour ces Sold: The vaue of forage is not matched againgt lease or
permit revenue, asthisvaueis not determinable.

(b) Cost of selling: The cost of forage sdes are borne by agency operating
appropriations and are recognized in the period incurred. The DoD supplements
most of the costs from lease proceeds, but may use operating appropriations if
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necessary.

(© Cost of Management: Rangdand management is funded through operating
appropriations. Costs are recognized in the period incurred. The DoD
supplements most of the costs from lease proceeds, but may use operating

appropriaions if necessary.

d) Transfersof Revenue/Distribution of Receipts:
BLM: Receipts from the sale of forage are distributed in accordance with Section
10 of the Taylor Grazing Act as amended by Section 401 (b) of the Federa Land
Policy and Management Act. Fees collected from designated grazing digtricts
under Section 3 of the Taylor Grazing Act are distributed as follows. 12 %2 percent
to the state and county where collected, 50 percent to the managing Federa
agency for on-the-ground rangeland improvement, and 37 ¥z percent to the genera
fund of the U.S. Treasury. Fees collected from grazing lease or permits under
Section 15 of the Taylor Grazing Act are distributed as follows. 50 percent to the
state and county where collected and 50 percent to the managing Federa agency
for on-the-ground rangeland improvement. DoD: The DoD retains dl grazing and
agricultural lease proceeds for lease adminigtration, leased land improvements, and
natural resource management. Forest Service: Grazing fees are collected in
accordance with 43 United States Code, Section 1751, and subsequently
deposited by the agency to manage and maintain range development on Nationa
Forest Systems. Fifty percent of the monies received as feesfor grazing are
depodited in the Treasury as miscellaneous receipts. As further directed under 36
Code of Federd Regulations, Section 222.10, the remaining fifty percent of all
monies received as fees for grazing is credited to the range betterment fund to
accomplish range development. Fifty percent of the monies from thisfund are
expended on the Nationa Forest where the fees derived to arrest range
deterioration and improve forage conditions. The remaining 50 percent of the fund
are alocated within the Forest Service regions where the fees derived for
rehabilitation, protection, and improvement of those Nationd Forest lands. The
Forest Service reports these transfers and distributions as costs on the Statement
of Net Cost and as transfers-out on the Statement of Changesin Net Position.

4. Other Reporting
(@ Footnote Disclosure: BLM & FS: None.
(b) Stewar dship Reporting: None
C. Availability and Existence of Data
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Datais available on the number of grazing permits/leases and the AUM’sleased. Datais
available on revenues generated and the distributions of lease or permit revenues. Datais
available on range improvement revenues retained by agencies and the use of those revenues at
the budget sub-activity, object class, and location (State) levels. Datais available to discuss the
cost of range management, including the cost of permit/lease management, at the budget sub-
activity, object class, and location (State) levels. However, dataiis not available on the overall
quantity or fair market vaue of rangeland forage.
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Electromagnetic Spectrum (Airwaves)

Background
1. General Information and L egal Background

Ownership. All sovereign nations own the rights to the eectromagnetic spectrum within their
boundaries. The U.S. Federal Government assigns the right to use portions of the spectrum to
gate and local governments and to the private sector for specific purposes. However, the
Federal Government does not transfer ownership of the spectrum itsalf. A significant portion of
the spectrum is reserved for defense and other government uses.

Legd authority. Legd authority for management of the U.S. spectrum rests with the Federd
Communications Commission (FCC) for private users and State and local government users,
and with the Nationa Telecommunications and Information Administration for Federa
Government users.

Sdeof Licenses. Currently, private sector lessees purchase licenses for the right to use specific
bands of spectrum at public auctions. The authority for conducting spectrum auctions was
legidated in Omnibus Budget Reconciliation Act of 1993. Prior to auctions, the Spectrum was
first given away to those who filed firt for the license; and later, the licenses were awvarded by
lottery. Generaly, the license period is ten years and the license, once granted, can be renewed
and retained indefinitely unlessthere is substantia reason for revoking the license, such asfailure
to pay license fees.

The FCC currently controls the use for any given portion of the spectrum (e.g. televison,
cdlular phone). At some point in the future, the FCC may allow licensees greater control over
the use of radio frequencies.

Vdudion. Over the last three years, the FCC has auctioned bands of spectrum with asade
vaue of more than $23 hillion. Instalments are permitted for payment of licenses. The FCC
does not put a vaue on the spectrum to be sold. The market, at the time of sale, determinesthe
vaue of the spectrum, and many variables contribute to the sde vaue. The Congressona
Budget Office has estimated previous sales, however, these estimates proved to be incorrect.
The usefulness and vaue of any portion of the spectrum is dependent on technology. Lower
frequencies generdly have more uses, and technological advances are expected to provide uses
for higher frequencies currently consdered * unusable.”
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2. Description of “ Stagesfor” Resource

Conveyed

Conveyance of the spectrum takes place (d) when an auction isheld to sel licenses to the
private sector or (b) when portions are set aside at no cost for use by state and local
governments (e.g. for use by emergency personndl). The “purchase price’ paid a auctions can
be sgnificant, however, periodic license fees tend to be nomindl.

Only the right to use the spectrum for aperiod of timeis sold. The spectrum itsdlf is not sold,
and dl rights revert to the government if license terms are not met. The spectrum is permanent
and there is no known way in which the spectrum could be destroyed or damaged.

The government has the right to move licensees from one portion of the spectrum to another.
This has been done in the pagt, for example to obtain alarge block of the spectrum for auction
to pager companies.

Avalablefor Sde

Radio frequencies not currently under license or reserved by the Federd Government may be
auctioned by the FCC under established procedures.

Adminigrativay and Legidaively Withdravn

The Federa Government reserves significant portions of the spectrum for use. The primary
Federa use rdates to nationa defense, however, most Federa agencies are assigned small
portions of the frequency for radio communication and Smilar purposes.

Unknown / Undiscovered

The highest frequencies of the spectrum currently have no known use. However, technological
advances continue to widen the “usable’ portion of the spectrum.

B. Current Reporting

The FCC isnot currently required to publish financiad statements and subject them to an
independent audit and as such does not do so.

C. Availability and Existence of Data
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Extensive datais available regarding frequencies licensed for private sector and state and local
uses, and in genera what purposes those frequencies can be used for. No vaue can be
determined for radio frequencies to be auctioned, or for the radio spectrum in its entirety. Some
datardated to government uses may be consdered classfied information.
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Appendix B. Minority Comments on General Reporting Principles

The report of the FASAB Natural Resources Task Force provides useful information concerning the
proper Federa accounting trestment of natural resources. However, some of the report’ s basic
recommendations gppear to fal short of providing the most useful accounting framework for
management and policy making. This gppendix explains those concerns.

The concarns fal into three main aress.

Firg, we think that the basic concepts of SSFAS No.7 are valid, and that sales of natural
resources should not offset agencies gross costs, unlessthe full costs of the natural resources
sold are recognized. In contrast, one aternative (Option 2 on page 32) in the document does
not promote recognition of the Government’ s true opportunity costs, and would enable revenue
from seemingly costless asset sdesto offset other costsin amanner that could encourage
inefficient sales and management.

Second, we think that it would be appropriate for some netural resource assets -- in particular,
those where the asset is held for remunerative operations or sde -- to be recognized on the
bal ance sheet, and not solely in the stewardship report. Thiswould aso alow the full costs of
natural resources that are sold to be recognized on the Statement of Net Cogt.

Findly, the objective of the FASAB statements should be to develop an accounting framework
that will assist program managers and policy makersin their decison making. The report raises
avdid concern about the lack of good information on many Federd natura resources. Our
view isthat at least part of the solution to this problem is for the Government to develop basic
data where it has valuable resources that it intends to sall or manage for remunerative purposes.

These concerns are discussed below.

Net Costs and SSFAS No.7

FASAB designed the Statement of Net Cost to relate the cost of operations to performance measures.
To meet the operating objectives laid out in SFFAC No. 1, Objectives of Federal Financial
Reporting, cost must be matched with the provison of goods and services to the public or other
Government entities. To determine the net cost of an exchange activity -- i.e,, the part of the cost that is
not offset by revenue earned from the goods and services provided -- the related revenue must be
matched with the cost. When thisis done, the gross and net cost of an entity can be compared with its
related outputs and outcomes to evauate its operating performance, pricing policy, and economic
decisons. Similarly, the net cost to the taxpayer can be estimated for the activity’ s related outputs
provided to the public. The sandardsin SFFAS No. 7 therefore provide for matching exchange
revenue againg related cost as closdly as practicable.
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Thisided model breaks down when amgor part of an entity’ s gross costs are not recognized.
SFFAS No. 7 gives two examples: the rents and royalties collected by the Mineras Management
Service (MMY) for natural resources on the Outer Continental Shelf and other lands, and the FCC's
auction of the radio spectrum. Since the cost of the natural resource is not recognized, the Statement of
Net Cost can report only afraction of the gross cost of operations. As aresult, the exchange revenue
cannot be matched againgt the economic cost of operations and bears little relationship to the
recognized cost of the entity. If the exchange revenue were subtracted from the recognized cogts, the
relaionship between the entity’ s net cost of operations and its measures of performance would be
ditorted. It would appear as though the selling entity was very efficient in its operations, whereas it was
merely disposing of Federa assets acquired for the most part by exercising sovereign powers. Our
belief isthat thiswould violate the concept of the Statement of Net Cost and undermine the reasons for
ingituting it.

We therefore bdlieve that FASAB was correct in excluding such exchange revenue from the Statement
of Net Cost and instead requiring it to be accounted for as afinancing source in the Statement of
Changesin Net Position (and, if collected on behdf of others, to be reported as a custodia activity by
the collecting entity). The Statement of Net Cost is distorted less than under any other trestment, and
full vighility and accountability are maintained through other basic financid satements.

Currently, most Federa natura resources do not have significant recognized codts; the one exception
may be timber on land that has been reforested. The main costs that would be reflected on agencies
Statements of Net Cogt, under Option 2 (page 32), would be just the cogts of holding the sales (e.g.,
costs of surveys) and ongoing management.  Option 2 does not include opportunity costs -- such as
current cost, market value, net redlizable value, or related measures of depletion -- be reported. The
following sections discuss how this might be accomplished.

Economically Productive Assets and the Balance Sheet

The report notes that a key problem with showing resource costs on the balance sheet or on the
Statement of Net Cogt isthat information is poor. For instance, for mineras for which mining patents
can be issued under the 1872 law, the Government does not make an estimate of reserves prior to sale,
nor does it receive information on extraction after the sde.

We redlize that there are instances when it would not be cost-effective to value many Federa natura
resource holdings. Nevertheless, we think there are some cases where the Government should report
asset values on the balance sheet and full cost minus earned revenue on the Statement of Net Cogt.
These cases are characterized by the intent to use the resources in aremunerative fashion. Resources
that are being kept for “stewardship” in the traditiona sense of theword (e.g., in nationd parks or
wilderness areas) would not be reported on the balance sheet but rather would be covered in the
sewardship report. (While in principle one might estimate the vaue of such lands for recreetion or
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wildlife habitat uses (aswell as resource extraction), in practice this would not be necessary at thistime,
unless oneisinterested in comparing preservation with dternative uses))

Some kinds of resource costs or values would be easier to estimate than others. Forest Service timber
and Bureau of Land Management forage are prime examples of resources that could be placed on the
balance sheet. These assets have vaues that can be adequatdly estimated with surveys, photographs,
and congderation of market conditions. While it may be impracticd to value dl Federa timber (or
forage), it could be useful to value parcels expected to be offered for sdein the next 5to 10 years. (A
five-year period would match the budget period considered under the pay-as-you-go rules of the House
of Representatives; aten-year period would match the budget period considered by the Senate.)
Timber that is unlikely to be offered -- e.g., because it isin wilderness areas -- would not be reported.
Concelvably OCS leases might also be reported on the bal ance sheet, too, so long as publishing such
information does not conflict with the objective of getting market value for the leases. (While arguably
such publication could sometimes reduce bids, it would probably not be biased againgt receipt of fair
market vaue).

Recognizing I nfor mation Needs

The fact that existing information is poor, however, does not imply that this Stuation should continue.
Rather, information should be improved in cases where the benefits to having that information for
decison-making exceed its cost. When the government is contemplating sale of the natura resource,
information on its cost and value are important to the decision and policy and would be estimable in
many, if not most, cases where they are not now estimated. \We agree that resources with vaues that
cannot be estimated in areliable and cost-effective manner should be considered in the stlewardship
report. The rebuttable presumption, however, should be that resources used for remunerative purposes
should be reported on the balance sheet and Statement of Net Cost.

For example, if better information were available on the vaue of minerds and lands that are currently
subject to the 1872 mining law, it is possible that Federa sdes policy would change and result in higher
Federd receipts. At aminimum, better estimates would inform policy makers and the public and would
improve the qudity of the government’ s financiad statements. For these resources, possible information
dternativesinclude 1) very aggregate estimates of minerd and land vaue based on regiond surveys or
2) more detailed assessments for tracts that are sold. As noted above, to improve feasbility the focus
could be on resources expected to be offered over the next 5 to 10 years, rather than al resources. We
recognize one might argue that because current law alows these lands and mineras to be sold for trivid
payments, researching the vaue of these lands would be "throwing good money after bad.” While there
are different views on thisissue, we think it is congstent with financid accountability for there to be
improved recognition of the costs and benefits of naturd resource transfers.

In principle, the measure of natura resource costs could be based ether on gross market value or on
estimated net redlizable value (estimated market vaue net of expected sale costs). The gross measure

Federal Accounting Standards Advisory Board
Task Force Discussion Paper
Accounting for the Natural Resources of the Federal Government
June 2000



) . ~ Tab 1 - Task Force Report
84 Appendix B: Minority Comments on General Reporting Principles

has the advantage of being easier to estimate and less susceptible to manipulation (such as
overstatement of expected sale costs); the net measure has the advantage of recognizing that sade costs
must generdly beincurred to redize any receipts. To best recognize likely redizable benefits, we lean
toward using the net redizable value measure. With this approach agencies would not tend to show
losses from their activities, as they would if assets were valued at gross market vaue; rather, agencies
actua revenues from sales, minus their sale cogts, would tend to equa the resources estimated vaues
on the balance sheet. While high estimates of sales cogts could depress estimated net asset values --
and thereby enable agencies to mask inefficient sde and management practices -- agencies would aso
have incentives to incur actud sale costs below their estimates and thereby redize anet gain. Agencies
which -- consstent with SSFAS No. 7 -- sell resources but do not report the net redlizable costs and
the corresponding sde revenues on the Statement of Net Cost would tend to show higher net costs
(because sale costs would continue to be reported) than agencies that do report information on net
redlizable costs and associated revenues. Thus, there would be accounting incentives to move toward
development of better information on the value of Federa resources.

The baance sheet should be based upon the same concept of the resource value or cost asthe
Statement of Net Codt (i.e,, current cost, market value, or estimated net redlizable value). While our
inclination is toward estimated net redizable vaue, note that redizable vaue could be congtrained by
lega and regulatory limitson sde prices. Our inclination is that redlizable vaue be based on market
vaue, without exceptiona congraints such as are present for mining or forage lands. Findly, if
production (e.g., reforestation) cogts are high, both gross-market and redlizable value measures might
understate the Government's opportunity costs. The balance sheet should show the asset value based
on (net redizable) market vauation. Presumably this same vaue would aso be reported on the
Statement of Net Costs when an asset is sold; where production costs are greater than the asset’s
market value, this should be noted too, perhaps through use of footnotes. This treatment would be
somewhat analogous with the treetment of inventory under “lower-of-cost-or-market ” rules.
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Attachment A. Suggested Clarificationsto Existing Revenue Standard (SFFAS No. 7)

Presented below are the task force's suggested clarifications to SFFAS No. 7 that would require al
natural resource revenues to be reported as a custodia activity. Proposed additionsto SFFAS No. 7

are highlighted with an underline (underline) and proposed deletions are highlighted with a strike-out |
(strike-out.)

(paragraph numbers reference to SFFAS No. 7)

45. Under exeeptiona some circumstances, such as rents-ane-roy
revenuesfrom the sale of mogt natural resources, an entlty Feeegnlzes-wtudlry—neeests{elthepdunhgthe

S A has recognized no
vd ue on the balance sheet for an asset it sel Is Thus the entity cannot recoqnlze acod for the asset
itsdf whenit issold.

A. Insuch cases, even though the collecting entity incurs some management and sdlling costs
which could be related to the revenue, the collecting entity should not offset its gross cogts by
such exchange revenue in determining its net cost of operations. If such exchange revenueis
retained by the entity, it should be recognized as a financing source in determining the entity's
operating results. If, instead, such revenueis collected on behdf of other entities (including the
U.S. government as awhole), the entity that collects the revenue should account for that
revenue as a custodia activity, i.e., an amount collected for others. |

B. If the collecting entity transfers the exchange revenue to other entities, smilar recognition by
other entitiesis gppropriate.

a lf the other entities to which the revenue is transferred a so recognize virtualhy-hre-cestsH
vernment-earning-the-revenueno val ue on the balance sheet for the ‘

assa WhICh was sold, the amounts transferred to them should not offset their gross cost in
determining their net cost of operations but rather should be recognized as a financing
source in determining their operating results.

; verament-earnng-therevenuea vl ue on the bal ance sheet for the
asﬂ WhICh was sold, the amounts transferred to them should offset their gross cost in
determining their net cost of operations.

b. If the other entities to which the revenue is transferred de have recognized essts+n ‘

c. Because the revenue is exchange revenue regardless of whether related asset costsare |
recognized, it should be recognized and measured under the exchange revenue standards.
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[Skip to 139.]

139. The only exception to the genera rule occurs when the entity recognizes virtualy- no asset cost in
earning the exchange revenue, as explained in the following section.

140. Exchange revenue unrelated to recognized cost. In eeeepnendsome cases, such as revenues
from the sde of most natura resources, an entity Aay »
eamng%#equ%eeueetsrhas recognized no vaue on the balance shea for the asset |t sells Thus, the
entity cannot recognize a cost for the asst itsdf when it is sold. While it may incur some management
and sdling costs which could be related to the revenue, it should not offset its gross costs by the revenue
to determine its net cost of operations. An magerexample for many years has been the Minerd
Management Service (MMYS) of the Department of the Interior. 1t manages energy ...

141. MMS does not recognize a depletion cost fervariousreasons-Hackuding the fact-that-under
present-accodnting-standards because the value of natural resourcesis not recognized as an asset. Asa

result, this exchange revenue cannot be matched againgt the economic cost of operations and bearslittle
relationship to the recognized cost of MMS. Therefore, it should not be subtracted from MM S's gross
cost in determining its net cost of operations. If it were subtracted, the relationship between MM S's net
cost of operations and its measures of performance would be distorted.  This digtortion would likely be
greater than the distortion that will occur because of not matching any of the revenue with the
management and sdling codts of producing it. Similarly, the net cost of operations of the Department of
the Interior would likewise be more distorted than it will be because of not matching any of the revenue
with management codts.

142. No changes.

143. Therents, roydties, anrd bonuses, and other receipts from the sde of natura resources which are
transferred to Treasury for the Generd Fund or to other Government reporting entities should be
recognized smilarly by these recipient entities. The revenue is exchange revenue and should be
recognized and measured under the exchange revenue standards. However, neither the Government as
awhole nor the other recipient entities recognize the natura resources as an asset and depletion asa
cost. Therefore, the revenue should not offset the cost of operations for the U.S. Government asa
whole or for these entities. Asin the case of MMS, offsetting cost by this revenue would distort the
relaionship between the net cost of operations and the measures of the performance of these entities.
This digtortion would likely be gregter than the distortion that will occur because of not matching
revenue with the management costs which areincurred. The exchange revenue should instead be a
financing source in determining the operating results and change in net position.
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145. Although MMS isthe most prominent case of an entity collecting exchange revenue for which it
has recognizesd virtdally no asset cost, there-can-be-otherinstances.all natural resources present the
same stuation. For example, the Federd Communications Commission collects exchange revenue from
the auction of the radio spectrum. Such revenue should be accounted for in the same way asthe
revenue collected by MMS.,

146. One respondent to the Exposure Draft asked about the meaning of the term "virtualy no costs"” If
an entity sdlls scrap metd or fully depreciated equipment, the exchange revenue or gain is not related to
any codt that is recognized at the time of sdle. These assets are recorded on the balance sheet as having
no value a the time of sale, so the gross proceeds from the sale are not offset by any remaining book

vaein cdculaing the entity's gain. However, unlike the-auetions-of petreleum-rights-or-theradio
spectrum the sdle of natural resources, costs were recognized in past periods for the purchase of the

materias or the use of the equipment. Therefore, offsetting the entity's cost by its gains from sde
provides a more accurate measure of its net cost of operations over time for comparison with measures

of pen‘ormance over time. The standard has been ela#red—tewtha—thete:m—wtudty#eeests

reNorded 0 that the term "vi rtually no cost" is not used and has been c alfled to speolfy that the entity
has recognized no value on the balance sheet for an asset it salls because the asset is reported as
required supplementary sewardship information.
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THE FEDERAL ACCOUNTING STANDARDS ADVISORY BOARD

The Federal Accounting Standards Advisory Board (FASAB or "the Board") was established
by the Secretary of the Treasury, the Director of the Office of Management and Budget
(OMB), and the Comptroller General in October 1990. It is responsible for promulgating
accounting standards for the United States Government. These standards are recognized as
generally accepted accounting principles (GAAP) for the Federal Government.

An accounting standard is typically formulated initially as a proposal after considering the
financial and budgetary information needs of citizens (including the news media, state and
local legislators, analysts from private firms, academe, and elsewhere), Congress, Federal
executives, Federal program managers, and other users of Federal financial information. The
proposed standard is published in an Exposure Draft for public comment. In some cases, a
discussion memorandum, invitation for comment, or preliminary views document may be
published before an exposure draft is published on a specific topic. A public hearing is
sometimes held to receive oral comments in addition to written comments. The Board
considers comments and decides whether to adopt the proposed standard with or without
modification. After review by the three officials who sponsor FASAB, the Board publishes
adopted standards in a Statement of Federal Financial Accounting Standards. The Board
follows a similar process for Statements of Federal Financial Accounting Concepts, which
guide the Board in developing accounting standards and formulating the framework for
Federal accounting and reporting.

Additional background information is available from the FASAB:

. "Memorandum of Understanding among the General Accounting Office, the
Department of the Treasury, and the Office of Management and Budget, on Federal
Government Accounting Standards and a Federal Accounting Standards Advisory
Board."

. "Mission Statement: Federal Accounting Standards Advisory Board"

Federal Accounting Standards Advisory Board
441 G Street, NW, Suite 6814
Mailstop 6K17V
Washington, DC 20548
Telephone (202) 512-7350
Fax (202) 512-7366
www.fasab.gov

This is a work of the U.S. government and is not subject to copyright protection in the

United States. It may be reproduced and distributed in its entirety without further permission
from FASAB. However, because this work may contain copyrighted images or other material,
permission from the copyright holder may be necessary if you wish to reproduce this material
separately.
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Federal Accounting Standards Advisory Board

May 21, 2007
TO:  ALL WHO USE, PREPARE, AND AUDIT FEDERAL FINANCIAL INFORMATION

The Federal Accounting Standards Advisory Board (FASAB) is requesting comments on the
exposure draft (ED) of a proposed Statement of Federal Financial Accounting Standards entitled
Accounting for Federal Oil and Gas Resources. Currently, there are no specific accounting
standards for Federal oil and gas resources. This ED contains proposed standards that would
address the recognition of an asset and a related liability, revenue and expense, gains and losses,
and rights to future royalty streams identified for sale, as well as implementation guidance for the
Federal government’s royalty share of proved oil and lease condensate, natural gas plant liquids
(NGPLs), and gas reserves. It would also address disclosure requirements and required
supplementary information (RSI) for other Federal oil and gas resources not classified as proved
reserves. The standards proposed in this ED would take effect for accounting periods beginning
after September 30, 2009.

Specific questions for your consideration begin on page vii but you are welcome to comment on any
aspect of this proposal. Your responses to the questions would be more helpful to the Board if you
explain the reasons for your position and any alternative you propose. It should be noted that
question two (Q2) deals with an alternative view to the measurement approach proposed to value
the asset. (See alternative view beginning at paragraph A119.) Responses are requested by
September 24,2007 January 11, 2008. All comments received by the FASAB are considered
public information. Those comments may be posted to the FASAB's website and will be included in
the project's public record.

We have experienced delays in mail delivery due to increased screening procedures. Therefore,
please provide your comments in electronic form. Responses in electronic form should be sent by
e-mail to fasab@fasab.gov. If you are unable to provide electronic delivery, we urge you to fax the
comments to (202) 512-7366. Please follow up by mailing your comments to:

Wendy M. Payne, Executive Director

Federal Accounting Standards Advisory Board
441 G Street, NW, Suite 6814

Mailstop 6K17V

Washington, DC 20548

The Board's rules of procedure provide that it may hold one or more public hearings on any
exposure draft. No hearing has yet been scheduled for this exposure draft. Notice of the date
and location of any public hearing on this document will be published in the Federal Register and
in the FASAB's newsletter.

Tom L. Allen
Chairman

441 G Street NW, Mailstop 6K17V, Washington, DC 20548
(202) 512-7350 #fax (202) 512-7366 ewww.fasab.gov
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EXECUTIVE SUMMARY

What is the Board proposing?

This exposure draft (ED) proposes accounting standards for Federal oil and gas resources.” The
proposed standards would result in the recognition of an asset and a related liability. The asset
would be referred to as “estimated petroleum royalties.” The asset’s value would be the royalty
share of the Federal oil and gas resources classified as “proved reserves.”? The asset’s value would
be calculated by multiplying the estimated quantity of proved oil and lease condensate,* natural gas
plant liquids (NGPLs),* and gas reserves by the effective average royalty rate for each quantity and
by the average per unit price for each quantity. An alternative approach to valuing estimated
petroleum royalties is fair value. One Board member believes that fair value is feasible and
preferable (See alternative view beginning at paragraph A119). The Board member believes that fair
value could be derived from market transactions or discounted cash flows.

The related liability would be for the royalty share of the Federal oil and gas resources classified as
“proved reserves” designated to be distributed to others, i.e., state governments and — at the
component entity level — other federal agencies and the general fund of the U.S. Treasury. The
liability would be calculated by assessing the total estimated petroleum royalties to be distributed to
others.

When oil and gas resources are extracted and royalties are earned, revenue and a depletion
expense equal to the earned revenue would be recognized by the Federal government. When
revenue collections are distributed a reduction in the liability for revenue distributions to others would
be recognized. Gains and losses due to changes in the estimated quantity of proved oil and lease
condensate, NGPLs, and gas reserves,’ the effective regional average royalty rates, and the
average per unit prices would be recognized based on an annual valuation of the asset with an
associated adjustment to the liability for revenue distributions to others. In addition, when rights to a
future royalty stream are identified to be sold, the value of the related rights would be disclosed.

! Federal Oil and Gas Resources: Oil and gas resources over which the Federal government may exercise
sovereign rights with respect to exploration and exploitation and from which the Federal government has the
authority to derive revenues for its use. Federal oil and gas resources do not include resources over which the
Federal government acts as a fiduciary for the benefit of a nonfederal party.
A portion of the production value of proved oil and gas reserves are due the Federal government from the
lessee in accordance with the royalty rate contained in the lease agreement.
® Lease condensate: A mixture consisting primarily of pentanes and heavier hydrocarbons which is recovered
as a liquid from natural gas in lease separation facilities.
* Natural gas plant liquids (NGPLs): Those hydrocarbons in natural gas that are separated as liquids at natural
gas processing plants, fractionating and cycling plants, and, in some instances, field facilities. Lease
condensate is excluded. Products obtained include ethane; liquefied petroleum gases (propane, butanes,
propane-butane mixtures, ethane-propane mixtures); isopentane; and other small quantities of finished
Eroducts, such as motor gasoline, special naphthas, jet fuel, kerosene, and distillate fuel oil.

Changes in the estimated quantity of proved oil and lease condensate, NGPLs, and gas reserves result from
changing economic conditions, technological advancements, improved information, new leases, and other
changes.

Federal Accounting Standards Advisory Board
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Transition to these proposed standards would require that the Federal government’s royalty share of
proved oil and lease condensate, NGPLs, and gas reserves be recognized as an asset and a related
liability be established as of the beginning of the reporting period in which the standards become
effective. This net effect of recognizing the asset and establishing the related liability at the
beginning of the reporting period would be a change in accounting principle that increases the
entity‘s net position. Additional information about Federal oil and gas resources not classified as
proved reserves would be disclosed in notes to the financial statements or reported as required
supplementary information (RSI).

The proposed standards would be effective for periods beginning after September 30, 2009, with
early implementation permitted.

Why is the Board making this proposal?

The Board issued accounting standards applicable to land in 1995 and 1996 but elected to
specifically exclude natural resources from the scope of those standards. Extensive Federal oil and
gas resources exist on public lands throughout the country and on the Outer Continental Shelf
(OCS). Currently, federal financial reporting does not provide information about the quantity or value
of these assets. In addition, royalty revenues are recognized but expenses are not recognized for
the asset exchanged to produce those revenues. The Board is proposing standards that would fill
this void in financial accounting standards and result in information that contributes to meeting
federal financial reporting objectives.

Challenges regarding accounting for these assets include obtaining reliable estimates of the quantity
of resources, determining a relevant value for the assets, and ensuring that the cost of doing so
does not exceed the benefits. This proposal would make use of information currently available —
estimates of proved reserves currently provided to the Energy Information Administration (EIA) on
an annual basis, average regional prices and average regional royalty rates. This proposal would not
result in new assessments of the quantity of reserves or require modeling of expected cash flows to
be derived from current leases. This proposal would result in implementation of the existing
exchange revenue accounting model for royalty revenues earned during each period. The Board
believes that this proposal would fill a substantial void in the accounting standards in the most
practical manner available.

How does this proposal improve Federal financial reporting?

Federal oil and gas resources represent Federal assets. Accounting for and reporting information
about these assets would enhance:

a. Accountability for and stewardship over assets of the Federal government.

b. Consistency and understandability in accounting for assets of the Federal government.

c. Relevance, consistency, and comparability of information regarding revenue of the
Federal government.

Recognizing the Federal government’s royalty share of proved reserves as an asset with a related
liability on the balance sheet would provide transparency regarding the value and changes in value
of these significant assets. Federal financial reports would be more relevant, consistent, and
complete. Additional disclosures about Federal oil and gas resources would provide comprehensive
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information about Federal assets, reveal changes in the quantity and status of oil and gas resources,
and make quantity information more accessible to users of financial information.

Bonus bid, rent, and royalty collections — currently treated as nonexchange revenue due to the
absence of cost information — would be accounted for and reported in accordance with exchange
revenue standards. This treatment would improve the comparability of revenue information.

How does this proposal contribute to meeting the Federal financial reporting
objectives?

Based on the objectives outlined in Statement of Federal Financial Accounting Concepts Statement
(SFFAC) 1, Objectives of Federal Financial Reporting, the operating performance and stewardship
objectives were identified as most important for natural resources reporting.

With respect to meeting the operating Operating Performance Objective
performance reporting objective, the Federal financial reporting should assist report
proposed standard would provide information | users in evaluating the service efforts, costs, and
useful in evaluating the reporting entity's accomplishments of the reporting entity; the
management of assets relating to oil and gas | manner in which these efforts and

resources. The proposal would result in accomplishments have been financed; and the
disclosure of the quantity of proved reserves management of the entity’s assets and liabilities.
at the end of each period, the average sales Federal financial reporting should provide

value of resources extracted during the information that helps the reader to determine
period, the effective average royalty rate * the costs of providing specific programs
realized during the period and the end of and activities and the composition of, and
period value of all estimated petroleum changes in, these costs;

royalties. This information would allow « the efforts and accomplishments
financial report users to monitor changes in associated with federal programs and the
royalty rates and estimated reserve changes over time and in relation to costs;
quantities; providing an indicator of how well and

the government’s proved reserves were » the efficiency and effectiveness of the
managed. In addition, the value of the government’s management of its assets
estimated petroleum royalties at the end of and liabilities.

each period would facilitate consideration of Source: SFFAC 1
the potential cash flows from existing leases.

Currently, royalties from oil and gas leases are displayed on the Statement of Changes in Net
Position with non-exchange revenue rather than on the Statement of Net Cost with other exchange
revenue. Presentation of revenues arising from oil and gas leasing activities as exchange revenue
would assist users in understanding how the government’s efforts and accomplishments were
financed. The current practice of combining revenues derived from the sale of assets with revenues
derived from taxation or other non-exchange sources may obscure the fact that the gains were
obtained through the exchange of resources—proved reserves for a future stream of royalty
payments.
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With respect to meeting the stewardship
reporting objective, the proposed standard
would provide information useful in
assessing whether Federal government
operations have contributed to the nation’s
current and future well-being. Recognition
of estimated petroleum royalties as an
asset would make available the value of an
asset that generates cash to finance
government operations over time. This
would inform users about the financial position
of the government and whether it was
improving or deteriorating over time.
Information about potential oil and gas
production and changes in potential
production over time would allow users to
consider how government operations and
economic conditions have impacted the
availability of oil and gas resources to future
generations.

Stewardship Objective

Federal financial reporting should assist report
users in assessing the impact on the country of the
government’s operations and investments for the
period and how, as a result, the government’s and
the nation’s financial condition has changed and
may change in the future. Federal financial
reporting should provide information that helps the
reader to determine whether

* the government’s financial position

improved or deteriorated over the period,

« future budgetary resources will likely be

sufficient to sustain public services and to

meet

obligations as they come due, and

» government operations have contributed

to the nation’s current and future well-

being.

Source: SFFAC 1
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REQUEST FOR COMMENTS

The FASAB encourages you to become familiar with all proposals in this proposed Statement
before responding to the questions in this section. The paragraphs cited in a question are
particularly relevant to that issue, but other portions of the document also may enhance your
understanding of the question. The Board also would welcome your comments on other
aspects of the proposals in this proposed Statement.

The Board believes that this proposal would improve Federal financial reporting and contribute
to meeting the Federal financial reporting objectives. The Board has considered the perceived
costs associated with this proposal. In responding, please consider the expected benefits and
perceived costs and communicate any concerns that you may have in regard to implementing
this proposal.

The Board believes that pilot tests are beneficial and can assist the Board in resolving complex
issues not found in existing standards. This proposal introduces a new valuation technique. In
addition, one member has recommended a different valuation technique -- fair value. The
Department of the Interior will conduct a pilot test of the proposal during the comment period.
The results of the pilot test will assist the Board in evaluating alternative methods and
developing a final standard.

Because the proposals may be modified before a final Statement is issued, it is important that
you comment on proposals that you agree with as well as any that you disagree with.
Comments that include the reasons for your views will be especially appreciated.

The questions in this section are available in a Word file for your use at
www.fasab.gov/exposure.html. Your responses to the Request for Comments questions should
be sent by e-mail to fasab@fasab.gov. If you are unable to respond electronically, please fax
your responses to (202) 512-7366 and follow up by mailing your responses to:

Wendy M. Payne, Executive Director

Federal Accounting Standards Advisory Board
Mailstop 6K17V

441 G Street, NW, Suite 6814

Washington, DC 20548

All responses are requested by September21,-2007January 11, 2008.

Q1. The proposed standards would provide for recognition of the Federal government’s royalty
share of proved oil and lease condensate, NGPLs, and gas reserves. These reserves are
subcomponents of the total oil and gas resources of the Federal government. Please see
page 20 for an illustration of Federal oil and gas resource components and
subcomponents.

The Board’s proposal for quantifying the Federal government’s royalty share of proved
reserves is to use a single best estimate of recovering reserves based on known
geological, engineering, and economic data. This approach is known in the oil and gas
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Q2.

industry as the deterministic method. This method would exclude reserves other than
proved reserves. In contrast, a probabilistic method of estimation uses the known
geological, engineering, and economic data to generate a range of estimates and their
associated probabilities of recovering reserves. It would include more than proved
reserves. See paragraphs A73 through A78 for additional information regarding the
deterministic and probabilistic methods for measuring and reporting proved oil and lease
condensate, NGPLs, and gas reserves.

Determination of Quantity:

a. Which of the following two options would you prefer?

i. Capitalize estimated petroleum royalties from the proved reserves based
on the deterministic method as proposed in the ED.

ii. Capitalize estimated petroleum royalties from proved reserves, probable
reserves, and possible reserves based on the methodology proposed in
the alternative view. See the alternative view beginning at paragraph
A119.

b. Please explain the reasons for your preference.
c. If you prefer a different basis for determining the quantity of reserves, please explain
the alternative you propose and why you prefer it.

The Board proposes to value the Federal government’s royalty share of proved reserves
based on average regional prices and effective average regional royalty rates experienced
during the 12 months preceding the balance sheet date. See paragraphs 16 through 19
and 37. Also, see paragraphs A48 through A53 for a discussion of measurement
attributes that were considered and paragraphs A79 through A113 for a discussion of the
valuation approach proposed. An alternative approach to valuing estimated petroleum
royalties is fair value. Fair value is the price that would be received for an asset or paid to
transfer a liability in a transaction between market participants at the measurement date.
One Board member believes that fair value is feasible and preferable. See the alternative
view beginning at paragraph A119. The Board member believes that fair value could be
derived from market transactions or discounted cash flows. The view of the majority of
the Board members is that fair value would not produce a more reliable valuation than the
valuation method proposed in this ED due to the challenges in adopting a fair value
method.

Determination of Value:

a. Which method do you believe is most appropriate for valuing estimated petroleum
royalties?
i. Value the royalty share of proved reserves based on average regional
prices and effective average regional royalty rates experienced during the
12 months preceding the balance sheet date.
ii. Value estimated petroleum royalties using the alternative view fair value
method.
b. Please explain the reasons for your preference.
c. If you prefer a different method for valuing estimated petroleum royalties, please
describe the method you propose and why you prefer it.
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Qs.

Q4.

Q5.

Some Board members believe that the amount of information proposed to be disclosed in
the notes and provided as RSl is excessive. See the disclosure and RSI requirements
presented in paragraphs 30 through 34 and Appendix D for a complete review of all
proposed disclosures and RSI.

a. Do you believe that each item of information, whether disclosed in the notes or
provided as RSI, is necessary to meet reporting objectives and is cost-beneficial to
provide? Particularly, consider Table 1 on pages 68 and 69 and Table 2 on pages 70
and 71. It would be helpful if specific information that respondents believe could be
deleted or added were identified.

b. How would each item of information be used for decision-making or assessing the
financial position of the Federal government?

c. Please explain the reasons for your position and any alternative you propose.

The proposed standards would require that an estimated value for royalty relief be
reported as RSI. The Minerals Management Service (MMS) has a variety of royalty relief
programs. Royalty relief is the reduction, modification, or elimination of any royalty to
promote development, increase production, or encourage production of marginal
resources on certain leases or categories of leases. See paragraphs A90 through A94 for
additional information regarding MMS royalty relief programs.

a. Do you believe that a monetary value for royalty relief should be reported as RSI?
Please explain the reasons for your position.

b. Do you believe the quantity of production for which relief was granted during the
reporting period should be reported as RSI? Please explain the reasons for your
position.

Statement of Federal Financial Accounting Standards (SFFAS) 7, Accounting for Revenue
and Other Financing Sources (as amended), requires that agencies report on assets held
in a fiduciary capacity.® The Board recently issued SFFAS 31, Accounting for Fiduciary
Activities. SFFAS 31 will supersede SFFAS 7 with respect to fiduciary activities but
continues the requirement to report on assets held in a fiduciary capacity. The Department
of Interior (DOI) manages oil and gas resources on behalf of individual Indians and Indian
tribes. This proposed standard — because it classifies oil and gas resources as assets —
would result in additional information being disclosed for oil and gas assets managed in a
fiduciary capacity. Note, however, that fiduciary reporting does not extend to inclusion of
the additional disclosures or RSI that are proposed in this document for Federal oil and
gas resources. Thus, with respect to fiduciary activities, only disclosure of the assets,
liabilities, and related inflows and outflows would result from this proposal.

Some Board members have expressed concern that the costs may exceed the benefits
of disclosing fiduciary assets and liabilities measured in conformance with this proposed
standard. Since this proposal may significantly increase the fiduciary assets disclosed, we
are requesting input on the cost-benefit of the requirement with respect to fiduciary
activities. See paragraph 34.

® SFFAS 7, paragraphs 83 to 87.
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Q6.

Q7.

a. Do you believe it is cost-beneficial to require disclosure of the value of estimated
fiduciary petroleum royalty assets, liabilities, and related inflows and outflows? Please
explain the basis for your beliefs.

The proposed standards would require the component entity to provide extensive
disclosures and RSI. However, the Consolidated Financial Report (CFR) of the United
States government would be required to include limited disclosures and no supplementary
information. See paragraphs 31 through 33. These divergent reporting requirements are
consistent with SFFAC 4, Intended Audience and Qualitative Characteristics for the
Consolidated Financial Report of the United States Government. SFFAC 4 provides that
the CFR should be highly aggregated and offer references to other reports.

a. Do you believe that the CFR disclosure requirements should be limited as proposed?
Please explain the basis for your beliefs.

This proposal includes accommodations intended to reduce the cost or burden of
implementation. These accommodations are identified below along with the alternatives
considered and rejected by a majority of the members. Please comment on any
accommodation that you believe is not appropriate or that you believe does not sufficiently
reduce the cost or burden of the proposal.

a. Asset recognition is limited to proved reserves. However, the Board believes that other
than proved reserves (e.g., unproved reserves and undiscovered resources) also are
assets. See paragraphs A43 through A47 and A73 through A78.

b. The valuation technique provided relies on readily available information. However, fair
value, which would require additional information, may be a more appropriate
valuation technique. See paragraphs A48 through A54.

c. This proposal requires use of existing sales volume and sales value information to
determine an average price for end of period valuation. Use of market prices as of the
end of the reporting period was considered. In addition to the relative cost of obtaining
market values, the Board does not believe the valuation would be improved. See
paragraph A82.

d. Information to calculate effective royalty rates is readily available and the proposal
provides for their use in valuing estimated petroleum royalties. An alternative
considered was the use of statutory provisions for certain types of leases. See
paragraph A101.

e. Regional data is readily available and the proposal provides for its use in valuing
estimated petroleum royalties. An alternative considered was the use of field by field
data. See paragraphs A56 and A101.
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1.

2.

The purpose of this document is to solicit comments on proposed
accounting standards for Federal oil and gas resources.

In late 2002, the Board began its deliberations on Federal natural
resources. The Board decided that each type of natural resource (e.g.,
fluid leasable minerals such as oil and gas, and solid leasable minerals
such as coal and timber) would be separately addressed in phases
beginning with Federal oil and gas resources. Federal oil and gas
resources were addressed first due to the literature available, the extensive
historical information on Federal lease programs and royalty collections,
and the large amount of oil and gas royalty collections made by the Federal
government.

. The proposed standards address the recognition of an asset, liability,

revenue, expense, and gains and losses based on valuation of the asset at
year-end. Disclosures are proposed for rights to future royalty streams
identified for sale. Implementation guidance for proved oil and lease
condensate, NGPLs, and gas reserves from Federal oil and gas resources
is proposed. The proposed standards also address disclosure
requirements and RSI for Federal oil and gas resources not classified as
proved reserves.

. The proposed standards, if adopted, would be effective for periods ending

after September 30, 2009.
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PROPOSED ACCOUNTING STANDARDS

Definitions in paragraphs 5 through 15 are presented first in the proposed accounting standards
because of their uniqueness in calculating the asset value of estimated petroleum royalties.
Other terms shown in boldface type the first time they appear in this document are presented
in the Glossary (see page 75). Reviewers of this document may want to examine all definitions
before reviewing the proposed accounting standards and Basis for Conclusions.

Definitions

5. Eederal Oil and Gas Resources: Oil and gas resources over which the
Federal government may exercise sovereign rights with respect to
exploration and exploitation and from which the Federal government has
the authority to derive revenues for its use. Federal oil and gas resources
do not include resources over which the Federal government acts as a
fiduciary for the benefit of a non-Federal party.

6. Reqgional Estimated Quantity of Proved Qil and Lease Condensate

Reserves: The regional estimated quantities of proved oil and lease
condensate reserves are those quantities of oil and lease condensate from
Federal oil and gas resources that are totaled for a specified region.
Quantities of oil and lease condensate are estimated in barrels (one barrel
holds 42 U.S. gallons) at 60 degrees Fahrenheit.

7. Regional Estimated Quantity of Proved Natural Gas Plant Liquids

Reserves: The regional estimated quantities of proved natural gas plant
liquids (NGPLs) reserves are those quantities of NGPLs from Federal gas
resources that are totaled for a specified region. Quantities of NGPLs are
estimated in barrels (one barrel holds 42 U.S. gallons) at 60 degrees
Fahrenheit.

8. Regional Estimated Quantity of Proved Gas Reserves: The regional

estimated quantities of proved gas reserves are those quantities of dry gas
from Federal gas resources that are totaled for a specified region.
Quantities of gas are estimated in thousands of cubic feet (Mcf) at 14.73
pounds per square inch absolute (PSIA) at 60 degrees Fahrenheit.

9. Regional Average First Purchase Price for Qil and Lease Condensate: The
regional average first purchase price for oil and lease condensate is

calculated by dividing the total regional sales value of oil and lease
condensate produced from Federal oil and gas resources in each
associated region for the preceding twelve (12) months by the total regional
sales volume of oil and lease condensate produced from Federal oil and
gas resources in each associated region for the preceding twelve (12)
months. All types of crude oil streams and gravity bands are aggregated
for this calculation.

10. Regional Average First Purchase Price for NGPLs: The regional average
first purchase price for NGPLs is calculated by dividing the total regional

sales value of NGPLs produced from Federal gas resources in each
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11.

12.

13.

14.

15.

associated region for the preceding twelve (12) months by the total regional
sales volume of NGPLs produced from Federal oil and gas resources in
each associated region for the preceding twelve (12) months.

Regional Average Wellhead Price for Gas: The regional average wellhead
price for gas is calculated by dividing the total regional sales value of dry

gas produced from Federal oil and gas resources in each associated
region for the preceding twelve (12) months by the total regional sales
volume of dry gas produced from Federal oil and gas resources in each
associated region for the preceding twelve (12) months.

Effective Reqgional Average Royalty Rate for Qil and Lease Condensate:
The effective regional average royalty rate for oil and lease condensate is

calculated by dividing the royalty value (royalties) earned on the oil and
lease condensate reserves produced for each associated region for the
preceding twelve (12) months by the total sales value of that production for
the preceding twelve (12) months.

Effective Reqgional Average Royalty Rate for NGPLs: The effective regional
average royalty rate for NGPLs is calculated by dividing the royalty value

(royalties) earned on the NGPL reserves produced for each associated
region for the preceding twelve (12) months by the total sales value of that
production for the preceding twelve (12) months.

Effective Reqional Average Royalty Rate for Gas: The effective regional
average royalty rate for gas is calculated by dividing the royalty value

(royalties) earned on the dry gas reserves produced for each associated
region for the preceding twelve (12) months by the total sales value of that
production for the preceding twelve (12) months.

Regional Estimated Petroleum Rovyalties: Regional estimated petroleum
royalties means the estimated end-of-period value of the Federal

government’s royalty share of proved oil and lease condensate, NGPLs,
and gas reserves from Federal oil and gas resources in each region.

Asset Recognition

16.

The Federal government’s estimated petroleum royalties shall be
recognized as an asset on the balance sheet of the component entity that
is responsible for collecting royalties. The value of the Federal
government’s estimated petroleum royalties shall be computed based on
the calculation of oil and lease condensate estimated petroleum royalties,
NGPLs estimated petroleum royalties, and gas estimated petroleum
royalties on a regional basis. Formulas to be used to calculate the
estimated petroleum royalties for oil and lease condensate, NGPLs, and
gas on a regional basis are as follows:
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For oil and lease condensate:

Regional Estimated Quantity of Proved Oil and Lease Condensate
Reserves X Regional Average First Purchase Price for Oil and Lease
Condensate X Effective Regional Average Royalty Rate for Oil and Lease
Condensate = Regional Estimated Petroleum Royalties for Oil and Lease
Condensate

For NGPLs:

Regional Estimated Quantity of Proved NGPLs Reserves X Regional
Average First Purchase Price for NGPLs X Effective Regional Average
Royalty Rate for NGPLs = Regional Estimated Petroleum Royalties for

NGPLs

For gas:

Regional Estimated Quantity of Proved Gas Reserves X Regional
Average Wellhead Price for Gas X Effective Regional Average Royalty
Rate for Gas = Regional Estimated Petroleum Royalties for Gas

17. For purposes of these standards, the regions used in determining and
reporting regional amounts or factors shall be collaboratively developed by
all the component entities involved in oil and gas resource activities.
Regions used in calculating Regional Estimated Petroleum Royalties and in
applying these standards shall be consistent and aligned with regions used
internally by the component entities in administering Federal oil and gas
resource activities.

18. The values of estimated petroleum royalties calculated for oil and lease
condensate on a regional basis, NGPLs calculated on a regional basis, and
gas calculated on a regional basis shall be added together to provide the
total value of estimated petroleum royalties for the Federal government.

19. Detailed guidance for the valuation of estimated petroleum royalties is
provided in the “Asset Valuation Guidance” section of these standards,
beginning at paragraph 37.

Liability Recognition

20. A liability for revenue distributions to others shall be recognized on the
balance sheet of the component entity that is responsible for collecting
royalties in conjunction with the recognition of an asset for estimated
petroleum royalties. The amount of the liability shall be estimated based
on the royalty share of the Federal proved oil and gas reserves designated
to be distributed to others, e.g., the states, the general fund of the U.S.
Treasury and other federal agencies. For example, the average annual
share of the revenue distributed to others over the preceding 12 months
may be an acceptable basis for estimating petroleum royalties to be
distributed to others. Other methodologies may be acceptable.
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Revenue and Expense Recognition

21.

22.

23.

Exchange revenue recognition is based on Statement of Federal Financial
Accounting Standards (SFFAS) 7, Accounting for Revenue and Other
Financing Sources, paragraph 34.

Bonus bid and rent revenue relating to Federal oil and gas resources shall
be recognized as exchange revenue on the Statement of Net Cost of the
component entity that is responsible for collecting royalty revenue. In
addition, a liability” and corresponding expense and/or transfer out for
bonus bid and rent revenue distributions to others shall be recognized by
the component entity that is responsible for collecting royalties in
conjunction with the recognition of the bonus bid and rent revenue. The
amount of the liability shall be the bonus bid and rent revenues designated
to be distributed to others, e. g., the states, the general fund of the U.S.
Treasury and other federal agencies. The corresponding expense and/or
transfer out shall be recognized in a manner consistent with existing
standards.

Royalties from the production of proved oil and lease condensate, NGPLs,
and gas reserves from Federal oil and gas resources shall be recognized
as exchange revenue on the Statement of Net Cost by the component
entity that is responsible for collecting the royalty revenue. At the same
time, an amount equal to the royalty revenue shall be recognized as
depletion expense on the Statement of Net Cost of the component entity
that is responsible for collecting the royalty revenue; and, the value of
estimated petroleum royalties shall be reduced by the depletion expense
amount.®

Future Royalty Rights Identified for Sale

24. When rights to a stream of future royalties are identified for sale, the

calculated value of those rights shall be disclosed in the notes as “future
royalty rights identified for sale.” The “future royalty rights identified for

sale” shall not be revalued or reclassified to a different asset category on
the balance sheet and no gain or loss shall be reported prior to the sale.

25. The calculated value disclosed for future royalty rights identified for sale

shall be based on the estimated quantity of proved reserves for the specific
field to be sold; the first purchase price for oil and lease condensate, the

" SFFAS 1, Accounting for Selected Assets and Liabilities, par. 83-86, provides that other current
liabilities may include unpaid expenses that are accrued for the fiscal year for which the financial
statements are prepared and are expected to be paid within the fiscal year following the reporting date.
Amounts of bonus bids and rent revenues to be distributed to others may be classified as an other current
liability consistent with SFFAS 1 if the definition is met.

& The principle that a liability is reduced when funds are distributed is established in other FASAB
standards. When bonus bid, rent, and royalties are distributed, the liability for bonus bid, rent, and royalty
distributions should be reduced.
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first purchase price for NGPLs, or the wellhead price for gas for the specific
field to be sold; and the royalty rate for the specific field to be sold.

26. When the future royalty rights identified for sale are sold, the calculated
value of the future royalty rights sold shall be based on the quantity of
proved reserves sold, the first purchase price for oil and lease condensate,
the first purchase price for NGPLs, or the wellhead price for gas for the
specific field, and the royalty rate for the specific field. This calculated value
shall be removed from the estimated petroleum royalties account at the
time of the sale. Any difference between this calculated value and the
actual sales proceeds results in a net gain or loss. The net gain or loss
shall be reported on the Statement of Net Cost of the component entity that
is responsible for collecting royalties. In addition, if the sale produced a net
gain, the liability and a corresponding expense and/or transfer-out for the
revenue distributions to others shall be increased by an amount equal to
the amount of the gain designated to be distributed to others, e.g., the
states, the general fund of the U.S. Treasury and other federal agencies. If
the sale produced a net loss, the liability and a corresponding expense
and/or transfer-out for the revenue distributions to others shall be
decreased by an amount equal to the amount of the loss, which will reduce
future distributions to others.

Valuing the Estimated Petroleum Royalties

27. The estimated petroleum royalties asset shall be valued at the end of each
year for financial statement reporting. Detailed guidance for the calculation
of the value of estimated petroleum royalties at year-end is provided in the
“Asset Valuation Guidance” section of these standards, beginning at
paragraph 37.

28. The calculated value of estimated petroleum royalties at year-end shall be
compared to the existing book value of the estimated petroleum royalties
asset. If the calculated value of the estimated petroleum royalties asset at
year-end is greater than the book value,® the book value shall be increased
to the new estimate and a gain shall be recorded on the Statement of Net
Cost. If the calculated value of the estimated petroleum royalties asset at
year-end is less than the book value, the book value shall be decreased to
the new estimate and a loss shall be recorded on the Statement of Net
Cost.

29. In addition, if the calculated value of the estimated petroleum royalties
asset at year-end is greater or less than the book value, the liability for
revenue distributions to others shall be increased or decreased to the
amount expected to be distributed. For example, the average annual share
of the revenue distributed to others over the preceding 12 months may be

® The estimated petroleum royalties beginning balance would have been reduced by the amount
expensed on the Statement of Net Cost.
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an acceptable basis to estimate future distributions. Other methodologies
may be acceptable.

Disclosures and Required Supplementary Information

30. Notes to the financial statements are an integral part of the basic financial
statements, essential for complete and fair presentation in conformity with
generally accepted accounting principles for the Federal government.

Component Entity Disclosures

31. The component entity responsible for reporting the Federal government’s
estimated petroleum royalties on its balance sheet shall provide the
following as note disclosures:

a.

b.

A concise statement explaining how the management of Federal oil
and gas resources is important to the overall mission of the entity.

A brief description of the entity’s stewardship policies for Federal oil
and gas resources. The stewardship policies for Federal oil and gas
resources shall describe the guiding principles established to: assess
the oil and gas resource areas; offer those resources to interested
developers; sell and assign leases to winning bidders; administer the
leases; collect bonuses, rents, royalties, and royalty-in-kind; and
distribute the collections consistent with statutory requirements,
prohibitions, and limitations governing the entity.

A narrative describing future royalty rights identified for sale. The
narrative shall provide the value of the rights identified for future sale,
the location of the field involved in the future sale, and the best estimate
of when the rights would be sold.

A narrative describing and a display showing earned revenue reported
by category for the reporting period shall be presented for offshore and
onshore revenues for the following categories: royalty revenue earned
for oil and lease condensate, royalty revenue earned for NGPLs, royalty
revenue earned for gas, earned rent revenue, earned bonus bid
revenue for leases, and total revenue from all the above categories.

A narrative describing and a display showing:

i. The quantity of oil and lease condensate, NGPLs, and gas for
each reporting period.

ii. The average of the Regional Average First Purchase Prices for oil
and lease condensate, the average of the Regional Average First
Purchase Prices for NGPLs, and the average of the Regional
Average Wellhead Prices for gas for each reporting period.

iii. The average royalty rate oil and lease condensate, NGPLs, and
gas for each reporting period.

iv. The asset value for oil and lease condensate, the asset value for
NGPLs, and the asset value for gas for each reporting period.

v. The value of estimated petroleum royalties at the end of each
reporting period.
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Component Entity Required Supplementary Information (RSI)

32. The component entity responsible for reporting the Federal government’s
estimated petroleum royalties on its balance sheet shall provide the
following as RSI:

a.

A narrative describing and a display showing the most current and
complete information available for technically recoverable resources.
The most current information for technically recoverable resources
maintained by the Energy Information Administration (EIA) shall serve
as the basis for this information. The information shall include the
estimated quantity of offshore technically recoverable resources from
Federal oil and gas resources, the estimated quantity of onshore
technically recoverable resources from Federal oil and gas resources,
the as-of-date for the information being presented, and a brief
explanation of changes to the information from the previous reporting
period.

A narrative describing and a display showing the following information
for each region that was identified for use in calculating the Federal
government’s total estimated petroleum royalties:

i. The sales volume, the sales value, the royalty revenue earned,
and the estimated value for royalty relief for oil and lease
condensate produced from Federal oil and gas resources for the
reporting period shall be added together in each region and
reported.

ii. The sales volume, the sales value, the royalty revenue earned,
and the estimated value for royalty relief for NGPLs produced from
Federal gas resources for the reporting period shall be added
together in each region and reported.

iii. The sales volume, the sales value, the royalty revenue earned,
and the estimated value for royalty relief for gas produced from
Federal gas resources for the reporting period shall be added
together in each region and reported.

A narrative describing and a display showing the following historical
information about proved oil and lease condensate, NGPLs, and gas
reserves from Federal leases for each of the preceding ten calendar
years: adjustments; net revisions; revisions and adjustments; net of
sales and acquisitions; extensions; new field discoveries; discoveries in
old fields; total discoveries; estimated production; proved reserves; and
change from prior year. Definitions for these terms are contained in the
Glossary under the subheading “Historical Estimates of Proved
Reserves.”

Consolidated Financial Report (CFR) of the United States Government

Disclosures

33. The disclosure related to Federal oil and gas resources shall provide:
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a. A concise statement explaining the nature and valuation of Federal oll
and gas resources.
b. A narrative describing and a display showing:

i. The quantity of oil and lease condensate, NGPLs, and gas for
each reporting period.

ii. The average of the Regional Average First Purchase Prices for oil
and lease condensate, the average of the Regional Average First
Purchase Prices for NGPLs, and the average of the Regional
Average Wellhead Prices for gas for each reporting period.

iii. The average royalty rate for oil and lease condensate, NGPLs,
and gas for each reporting period.

iv. The asset value for oil and lease condensate, the asset value for
NGPLs, and the asset value for gas for each reporting period.

v. The value of estimated petroleum royalties at the end of each
reporting period.

c. Areference to specific agency reports for additional information about
oil and gas resources.

Disclosure Requirements for Fiduciary Oil and Gas Resources

34. Fiduciary activities are defined in SFFAS 31, Accounting for Fiduciary
Activities. Information consistent with the requirements of paragraphs 16
through 29 and 37 through 45 of this document shall be presented as an
integral part of the fiduciary activities Schedules of Fiduciary Activity and
Net Assets. No additional disclosures or RSI are required by this standard.

Implementation Guidance

35. The Federal government’s estimated petroleum royalties shall be
recognized as an asset as of the beginning of the reporting period in which
the standards become effective. The estimated petroleum royalties shall
be recognized on the balance sheet of the component entity responsible for
collecting royalties. In addition, an offsetting liability shall be recognized for
the amount of revenues designated for distribution to others.

36. The cumulative net effect of adopting this proposed accounting standard
shall be reported as a “change in accounting principle.” The adjustment
shall be made to the beginning balance of cumulative results of operations
on the Statement of Changes in Net Position for the period that the change
is made in accordance with SFFAS 21, Reporting Corrections of Errors and
Changes in Accounting Principles. In the initial year of implementation,
prior year information shall not be restated.

Asset Valuation Guidance

37. The following detailed guidance describes how the value of estimated
petroleum royalties should be calculated for transition to these proposed
standards and for valuation of estimated petroleum royalties for financial
statement reporting at subsequent years-end. The value of the Federal
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government’s estimated petroleum royalties is to be based on the
calculation of oil and lease condensate estimated petroleum royalties,
NGPLs estimated petroleum royalties, and gas estimated petroleum
royalties on a regional basis. Formulas to be used to calculate the
estimated petroleum royalties for oil and lease condensate, NGPLs, and
gas on a regional basis are as follows:

For oil and lease condensate:

Regional Estimated Quantity of Proved Oil and Lease Condensate
Reserves X Regional Average First Purchase Price for Oil and Lease
Condensate X Effective Regional Average Royalty Rate for Oil and Lease
Condensate = Regional Estimated Petroleum Royalties for Oil and Lease
Condensate

For NGPLs:

Regional Estimated Quantity of Proved NGPLs Reserves X Regional
Average First Purchase Price for NGPLs X Effective Regional Average
Royalty Rate for NGPLs = Regional Estimated Petroleum Royalties for

NGPLs

For gas:

Regional Estimated Quantity of Proved Gas Reserves X Regional
Average Wellhead Price for Gas X Effective Regional Average Royalty
Rate for Gas = Regional Estimated Petroleum Royalties for Gas

38. Based on quantity information from an annual survey conducted by the
EIA, the estimated quantities of proved oil and lease condensate reserves
from Federal oil and gas resources are to be added together in each
region, the estimated quantities of proved NGPLs reserves from Federal
gas resources are to be added together in each region, and the estimated
quantities of proved gas reserves from Federal gas resources are to be
added together in each region. These calculations will provide the regional
estimated quantity of proved oil and lease condensate reserves, the
regional estimated quantity of NGPLs reserves, and the regional estimated
quantity of proved gas reserves, respectively. The most recent survey
conducted by the EIA, issued no more than twelve (12) months before the
end of the reporting period, will serve as the basis for quantity, or volume,
information. Adjustments for material known changes (e.g., new
discoveries or adjustments in estimates) during the reporting period but
after the date of the survey will be made; however, a comprehensive re-
estimate is not required. For purposes of this standard, proved lease
condensate reserves are to be included with the proved oil reserves.

39. Each regional estimated quantity of proved oil and lease condensate
reserves combined is to be multiplied by the associated regional average
first purchase price for oil and lease condensate. These calculations will
provide the regional sales value of proved oil and lease condensate
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40.

41.

42.

43.

44,

45.

reserves from oil and gas fields that are leased from the Federal
government for each region.

Each regional estimated quantity of proved NGPLs reserves is to be
multiplied by the associated regional average first purchase price for
NGPLs. These calculations will provide the regional sales value of proved
NGPL reserves from gas fields that are leased from the Federal
government for each region.

Each regional estimated quantity of proved gas reserves is to be multiplied
by the associated regional average wellhead price for gas. These
calculations will provide the regional sales value of proved gas reserves
from gas fields that are leased from the Federal government for each
region.

Each regional sales value of proved oil and lease condensate reserves
from oil fields that are leased from the Federal government is to be
multiplied by the associated effective regional average royalty rate for oil
and lease condensate. These calculations will provide the value of
estimated petroleum royalties for oil and lease condensate from oil fields
that are leased from the Federal government for each region.

Each regional sales value of proved NGPL reserves from gas fields that
are leased from the Federal government is to be multiplied by the
associated effective regional average royalty rate for NGPLs. These
calculations will provide the value of estimated petroleum royalties for
NGPLs from gas fields that are leased from the Federal government for
each region.

Each regional sales value of proved gas reserves from gas fields that are
leased from the Federal government is to be multiplied by the associated
effective regional average royalty rate for gas. These calculations will
provide the value of estimated petroleum royalties for gas from gas fields
that are leased from the Federal government for each region.

The values of estimated petroleum royalties for oil and lease condensate
for each region, the values of estimated petroleum royalties for NGPLs for
each region, and the values of estimated petroleum royalties for gas for
each region are to be added together to provide the total value of estimated
petroleum royalties. This total value would be the Federal government’s
estimated petroleum royalties to be recognized as an asset and reported
on the balance sheet of the component entity that is responsible for
collecting royalty revenue.

Effect on Existing Standards

46.

This standard affects existing standards dealing with “bonus bid, rent, and
royalty revenues” in SFFAS 7. As a result, paragraph 45 of SFFAS 7 is
amended as follows:

[45] Under exceptional circumstances, such as revenues from

the auction of the radio spectrum rents-and-royaltieson-the
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Outer Continental-Shelf, an entity recognizes virtually no costs
(either during the current period or during past periods) in
connection with earning revenue that it collects.

47. In addition, paragraphs 275, 276, and 277 of SFFAS 7 are deleted.
Effective Date

48. These standards are effective for periods ending after September 30, 2009.
Early implementation is permitted.

The provisions of this statement need not

be applied to immaterial items.

Federal Accounting Standards Advisory Board
Exposure Draft
Accounting for Federal Oil and Gas Resources
May 21, 2007



Tab 2 - Exposure Draft

This page intentionally left blank.




Tab 2 - Exposure Dréf
APPENDIX A: BASIS FOR CONCLUSIONS

APPENDIX A: BASIS FOR CONCLUSIONS

This appendix discusses some factors considered significant by members
in reaching the conclusions in the proposed standards. It includes the
reasons for accepting certain approaches and rejecting others. Some
factors were given greater weight than other factors. The guidance
enunciated in the standards---not the material in this appendix---should
govern the accounting for specific transactions, events, or conditions.

Current Project

A1. The project began with the formation of a task force to conduct research.
The task force produced a discussion paper in June 2000 entitled
Accounting for the Natural Resources of the Federal Government. (See
http://www.fasab.gov/reports.htm to access the report.) In 2002, the Board
resumed active consideration of the issues raised by the task force after a
deferral to address other issues.

A2. The Board was interested in determining whether values for Federal
natural resources, or some surrogate, should be capitalized and reported
on the balance sheet. The Board members believed that capitalizing
Federal natural resources could increase accountability for their
management and improve the comprehensiveness, relevance, and
consistency of Federal financial statements. The Board members agreed
to address each type of natural resource (e.g., fluid leasable minerals such
as oil and gas, solid leasable minerals such as coal and timber) in separate
phases. Federal oil and gas resources were addressed first because of the
literature available in other domains, the extensive historical information on
Federal lease programs and royalty collections, and the large amount of
revenue earned in exchange for oil and gas resources.

A3. The Board indicated that the pertinent questions were (1) what, if anything,
should be recognized as an asset; and, (2) what is the source and reliability
of quantity information. They believed the source and the reliability of the
information would have a bearing on where information should be reported.

A4. The extractive industries’ activities for oil and gas can be divided into two
categories—upstream activities and downstream activities. Upstream
activities are divided into the following phases:

a. Prospecting™

b.  Acquisition of mineral rights
c. Exploration

d. Appraisal and evaluation

e. Development

f.  Production

10 Prospecting usually involves researching and analyzing an area’s historic geologic data; and, carrying
out topographical, geological, and geophysical studies.
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Ab5.

AG.

AT.

Downstream activities take place after the production phase of the
upstream activities through to the point of sale.

The national assessment of oil and gas resources performed by the
Federal government is similar to the prospecting phase of the extractive
industries’ upstream activities. It is the only activity performed by the
Federal government that is similar to the extractive industries’ activities.

The Board noted that, based on discussions about oil and gas lease
activities in the private sector, new models for accounting and reporting the
Federal government’s oil and gas activities would be needed because
Federal activities are not similar to private sector activities and the current
Federal model is incomplete.

Overview of Federal Oil and Gas Resources

A8.

A9.

A Framework for Components of Federal Oil and Gas Resources
(framework) is presented on page 20, which identifies the universe of
Federal oil and gas resources. The framework presents accounting
standards requirements and the components of federal oil and gas
resources (total resources). Total resources incorporate “original in-place”
resources, that is, resources in the earth before human intervention.

The accounting standards presented in the framework include current
accounting standards and proposed accounting standards for each
component of Federal oil and gas resources. The components are those
used in the industry. Information is available in varying degrees and with
varying reliability for each component. The components are first separated
into “undiscovered resources” and “discovered resources.” Generally,
undiscovered resources are not under lease, while, discovered resources
are under lease.

Undiscovered Resources

A10.

A11.

The first major component of total resources is undiscovered resources.
The undiscovered resources component is divided into the following
subcomponents:

a. undiscovered nonrecoverable resources
b. undiscovered recoverable resources

i. undiscovered conventionally recoverable resources
i. undiscovered economically recoverable resources.

Each component and subcomponent can be further divided between
onshore and offshore resources. Onshore resources consist of resources
on Federal lands. Offshore resources consist of resources on the Outer
Continental Shelf (OCS). This division between onshore and offshore
resources is important operationally because the source and volume of
information varies.
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A12.

A13.

A14.

A15.

There is no information available on undiscovered nonrecoverable
resources. These resources are not addressed or included in any type of
assessment. Undiscovered nonrecoverable resources are referred to as
resources that are beyond conventional technologies to be estimated and
are not assessed. However, in the realm of “original in-place” resources
they may exist.

Information on the two subcomponents of undiscovered recoverable
resources is available for offshore oil and gas resources. This information
is based on national assessments performed by the Minerals Management
Service (MMS) approximately every 5 years, with updates on a yearly basis
for certain geographic locations. The assessment considers recent
geophysical, geological, technological, and economic information and uses
a geologic play analysis approach for resource appraisal. Information on
undiscovered conventionally recoverable resources and undiscovered
economically recoverable resources is provided in the MMS assessment.

For the onshore portion of undiscovered recoverable resources, the U.S.
Geological Survey (USGS) formerly conducted national assessments. The
last comprehensive national assessment was completed by the USGS in
1995, and since 2000 the USGS has been re-assessing basins of the U.S.
that are considered to be priorities for the new assessment rather than
assessing all of the basins of the U.S. As each basin is re-assessed, the
assessment results are added to the assessment tables, and these new
values replace the assessment results from 1995. The USGS assessment
provides information on undiscovered conventionally recoverable
resources but not on undiscovered economically recoverable resources like
the MMS does.

Under current FASAB accounting standards, there are no requirements to
provide or present information about the undiscovered resource
components in the financial statements. Under the proposed accounting
standards, information about onshore and offshore undiscovered
recoverable resources would be included in the technically recoverable
resources and reported as required supplementary information (RSI).
Information about technically recoverable resources is gathered and
maintained by the EIA.

Discovered Resources

A16.

The second major component of total resources is discovered resources.
The discovered resources component is divided into the following
subcomponents as follows:

a. unproved reserves

i. unproved possible reserves
ii. unproved probable reserves

b. proved reserves
i. proved undeveloped reserves
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A17.

A18.

A19.

A20.

A21.

A22.

ii. proved developed reserves

i) proved developed non-producing reserves
i) proved developed producing reserves

C. production

Under current FASAB accounting standards, there are no requirements to
provide or present information about the unproved reserves components in
the financial statements.

Quantitative information in relation to onshore and offshore proved
reserves, including new discoveries, production, and adjustments is
submitted to the EIA by oil and gas well operators once a year. The due
date for operators to submit the information is April 15 for activities from the
preceding calendar year.

Under current accounting standards, the bonus bid, rent (earned on the
lease until oil and gas production begins), and royalty revenue (earned on
production) are accounted for as a custodial activity (i.e., an amount
collected for others) by MMS-the collecting entity. The revenue and its
distribution are reported on MMS’s Statement of Custodial Activities.
Component entities receiving a distribution and the CFR of the United
States government recognize the revenue as a financing source in their
respective Statement of Changes in Net Position or Statement of
Operations and Changes in Net Position.

Under the proposed accounting standards, information about onshore and
offshore unproved reserves would be included in the technically
recoverable resources and reported as RSI. Information about technically
recoverable resources is gathered and maintained by the EIA.

In addition, under the proposed accounting standards, the estimated
Federal royalty share of proved reserves would be recognized as estimated
petroleum royalties by the component entity responsible for reporting the
asset on its balance sheet. Also, royalty revenue earned would be
recognized as revenue along with a depletion expense in equal amounts
on the Statement of Net Cost. Changes in the asset amount due to year-
end valuation would be reported as a gain or loss on the Statement of Net
Cost of the component entity responsible for reporting the asset on its
balance sheet. Also, collections for rent and bonus bids would be
recognized as exchange revenue on the Statement of Net Cost. Any
expenses incurred to collect the rent and bonus bids would be included in
the operating expenses on the Statement of Net Cost. The CFR would
include these amounts in the consolidated financial statements.

There are no current requirements to provide or present information about
the production of oil and gas in the financial statements. However, under
the proposed accounting standards, historical information on the quantity
and consumption of proved reserves, including the sales volume of proved
reserves, the sales value of proved reserves, the amount of royalty
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revenue earned, and the estimated value for royalty relief would be
provided as RSI.

A23. On the following page, lllustration 1, entitled Framework for Components of
Federal Oil and Gas Resources, provides a summary of the information
presented in the preceding paragraphs. The shaded boxes in the
illustration represent the availability of information as follows:

No quantity information available

Technically recoverable resources quantity information
provided by EIA

Proved reserves quantity information provided by EIA

A24. The terms in lllustration 1 are defined in the Glossary under the
subheading Definitions of Resource and Reserve Components and
Subcomponents.
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lllustration 1

Framework for Components of Federal Oil and Gas Resources
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Accounting Components of Federal Oil and Gas Resources
Standards
Undiscovered Resources Discovered Resources
Production
Proved Reserves
Proved Proved
Undeveloped Developed
Reserves Reserves
Proved Proved
Developed Developed
Non- Producing
Producing Reserves
Reserves
Current Bonus Bid, Rent, Royalty Revenue Accounted as
Accounting a Financing Source on the CFR Statement of Operations and Changes
Standards in Net Position
Recognize Bonus Bid | ¢  Recognize Federal Royalty Share on
Proposed Provide RSI and Rent Revenues as | Bs'? Provide RSI/
Accounting Information for Undiscovered exchange re¥1enue on e Recognize Royalty Revenues as Disclosu_re
Standards Recoverable Resources brovid sgﬁ . . Revenue and Depletion Expense on SNC Inform.atlc.)n -
roviae nformation | Recognize Gains/Losses on SCNP™ Quant_|tat|ve_z
for Unproved Reserves i i and Financial
e Provide Disclosure for Proved Reserves

" Statement of Net Cost
"2 Balance Sheet
'3 Statement of Changes in Net Position
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Federal Entities Involved in Federal Oil and Gas Resources

A25.

A26.

A27.

A28.

A29.

There are three Federal government entities involved in the major Federal oil
and gas resources activities. They are: 1) Bureau of Land Management (BLM),
Department of Interior; 2) Minerals Management Service (MMS), Department of
Interior; and 3) Energy Information Administration (EIA), Department of Energy.
Each entity’s involvement is described in the following overview paragraphs.

BLM Overview. BLM manages 262 million acres of mostly Western land and
700 million acres of subsurface mineral estate nationwide. These lands are
managed for multiple-use and on a sustained-yield basis with BLM’s 5-year
Strategic Plan and Annual Performance Plan as the foundation. There is no 5-
year plan for oil and natural gas lease sales. The BLM’s management
responsibilities include recreation opportunities, commercial activities, and other
natural resource activities.

Under its “commercial activities” management responsibility, the BLM is
responsible for leasing oil and gas resources on all Federally owned lands,
including those lands managed by other Federal agencies. BLM is responsible
for review and approval of permits and licenses to explore, develop, and
produce oil and gas resources on both Federal and Indian lands. BLM is also
responsible for inspection of oil and gas wells and other development
operations to ensure through enforcement authorities that lessees and
operators comply with lease requirements and regulations. Although the Bureau
of Indian Affairs issues leases on Indian lands, BLM handles the operational
approvals and supervision of operations on these lands, and the MMS makes
bonus, rent, and royalty collections for these lands.

MMS Overview. The mission of MMS is to manage the mineral resources on
the nation’s Outer Continental Shelf in an environmentally sound and safe
manner; and, to collect, verify, and distribute, in a timely fashion, mineral
revenues generated from Federal (onshore and offshore) and Indian lands.
These activities are performed under the following two programs:

o Offshore Minerals Management.—This program provides for 1) performance
of environmental assessments to ensure compliance with the National
Environmental Policy Act (NEPA); 2) conduct of lease offerings; 3) selection
and evaluation of tracts offered for lease by competitive bidding; 4) assurance
that the Federal Government receives fair market value for leased lands; and 5)
regulation and supervision of energy and mineral exploration, development, and
production operations on the OCS lands.

e Minerals Revenue Management.—This program provides for the collection
and distribution of royalties, rents, and bonuses due the Federal government
and Indian lessors from minerals produced on Federal onshore, OCS, and
Indian lands in accordance with various laws.

EIA Overview. The primary focus of EIA’s reserves program is providing
accurate annual estimates of U.S. proved reserves of crude oil, dry gas, and
natural gas plant liquids. These estimates are essential to the development,
implementation, and evaluation of national energy policy and legislation. In the
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A30.

A31.

past, the Government and the public relied upon industry estimates of proved
reserves. However, the industry ceased publication of reserve estimates.

In response to a recognized need for credible annual proved reserves
estimates, Congress, in 1977, required the Department of Energy to prepare
such estimates. To meet this requirement, the EIA developed a program that
established a unified, verifiable, comprehensive, and continuing annual
statistical series for proved reserves of crude oil and natural gas. It was
expanded to include proved reserves of natural gas liquids for the 1979 and
subsequent reports.

The EIA makes energy forecasts to help government, industry, and the public
understand the direction and trends implied by current events and decisions.
Most of EIA's forecasts focus on energy supply, demand, and price projections
for the United States and for the world. EIA has two general projection periods -
- the short term (next six-to-eight quarters) and the mid-term (approximately the
next 20 years). The projections integrate all fuel types, using the British thermal
unit (Btu) as a common unit of measure, for a comprehensive overview
balancing energy supply with energy demand.

Conceptual Aspects of Oil and Gas Resources as a Federal Asset with a
Related Liability

A32.

A33.

A34.

The Board has undertaken a project to complete its conceptual framework.
Currently, the conceptual framework does not include a statement addressing
definitions and recognition of elements such as assets and liabilities. However,
SFFAS 1, Accounting for Selected Assets and Liabilities of the Federal
Government, presents an asset definition in the basis for conclusions and
SFFAS 5, Accounting for Liabilities of the Federal Government, includes a
liability definition and liability recognition criteria.

The GAAP hierarchy provides that statements of federal financial accounting
standards constitute level A (the highest level) guidance. Statements of federal
financial accounting concepts are not GAAP. Instead, concepts statements
constitute “other literature” and may only be relied upon by financial statement
preparers and auditors to resolve specific accounting issues in the absence of
GAARP literature. In developing and amending accounting standards, the Board
looks to concepts statements for guiding principles and also considers relevant
existing standards and guidance issued by the Board and other standard
setting bodies. Until the Board amends existing standards, the Board expects
practice to be governed by the definitions embodied in the four levels of the
GAARP hierarchy. Thus, the Board distinguishes between definitions presented
in concepts which are used to guide Board deliberations on future GAAP and
definitions presented in standards which constitute current GAAP.

The standards embodied in SFFAS 1 are based on the following definition of an
asset:

“The term asset as used in this document means an item that embodies
a probable future economic benefit that can be obtained or controlled by
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the federal government or a reporting entity as a result of past
transactions or events.”"

A35. The SFFAS 5 definition of liability is:

“A liability is a probable future outflow or other sacrifice of resources as
a result of past transactions.”"®

A36. The Board believes that the accounting for oil and gas resources presented in
this proposed standard would be the same using either the definitions in SFFAS
1 and 5 or using the definitions contained in the proposed concepts statement.
The following paragraphs provide an analysis of accounting for oil and gas
resources based on the definitions in the proposed concepts statement.

Definition of Asset

A37. In the exposure draft (ED), Proposed Statement of Federal Financial
Accounting Concepts: Definition and Recognition of Elements of Accrual-Basis
Financial Statements (hereafter referred to as Elements ED), the proposed
definition'® of an asset is:

“An asset is a resource that embodies economic benefits or
services that the Federal government can control. To be an
asset of the federal government, a resource must possess two
characteristics. First, it embodies economic benefits or
services that can be used in the future. Second, the
government controls access to the economic benefits or
services and, therefore, can obtain them and deny or regulate
the access of other entities.”"”

A38. Assets may vary in specific form and nature; e.g., they may be
tangible/intangible, monetary/non-monetary, current/non-current, and more
certain benefits/less certain benefits.

Recognition Criteria

A39. Recognition criteria are the conditions an item should meet to be recognized in
financial statements. The recognition criteria proposed in the Elements ED are
(a) the item meets the definition of an element of financial statements and (b)
the item is measurable. As used in the Elements ED, the term measurable

' SFFAS 1, paragraph 93.

' SFFAS 5, paragraph 19.

'® While the Elements ED has not been finalized and wording changes are still being considered by the Board,
the Board’s considerable work on “asset” and “liability” definitions—including consideration of current and
evolving notions of assets and liabilities by other standard setters—suggests that the issues of whether an
asset exists and/or a liability arises in the context of oil and gas proved reserves and arrangements to
distribute the related royalty revenue are not controversial. The Board does not believe that revisions to the
proposed Elements ED would impact this proposal. Further, the Board believes that input from respondents
regarding this application of the evolving definitions may be helpful to both ongoing projects.

' Elements ED, paragraphs 17 and 21.
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A40.

A41.

means quantifiable in monetary units. In recent deliberations, the Board has
considered modifying this definition of measurable to provide that an item is
measurable if it can be determined with reasonable certainty or is reasonably
estimable.

Conclusions about the existence of an element require judgment as to whether,
based on the available evidence, the item possesses the essential
characteristics of that element. The measurement of an element being
considered for recognition in the financial statements often will require
estimates and approximations. Measurement also may require a more rigorous
assessment of the probability of future inflows or outflows of resources to
enhance the reliability of amounts recognized in the financial statements.
Recognition decisions also are influenced by assessments of the materiality
and benefit versus cost of recognizing the results of the measurement of
elements.

Given the Elements ED definition of ‘asset’ and criteria for ‘recognition’, the next
step the Board took was to consider ‘measurability.” In its Statement of
Financial Accounting Concepts (SFAC) 5, the Financial Accounting Standards
Board (FASB) acknowledges that its current standards as well as other
literature related to generally accepted accounting principles (GAAP) for entities
other than government entities are based on a variety of measurement
attributes and that it expects that practice to continue. Although many of the
assets recognized under FASAB principles are measured using some form of
historical cost, FASAB also currently follows a multi-attribute measurement
approach; e.g., net realizable value for some receivables, present value for
capital leases, etc. FASAB will continue to follow a multi-attribute approach for
the near term.

Qil and Gas Resources as a Federal Asset

A42.

First, the Board established which Federal oil and gas resources were being
considered. lllustration 1, entitled Framework for Components of Federal Oil
and Gas Resources, presents the oil and gas resources that were considered.
The two major components are “undiscovered resources” and “discovered
resources.” All of the Federal oil and gas resources meet the definition of
asset. Federal oil and gas resources qualify as federal government assets
because the government can obtain the economic benefits and regulate the
access of other entities as provided under federal law.

Qil and Gas Resources to be Recognized as a Federal Asset

A43.

Ad4.

Since all Federal oil and gas resources controlled by the Federal government
are assets, the Board’s next step was to decide whether the Federal oil and gas
resources “asset” should be recognized on a Federal component entity balance
sheet. As noted above, the second criterion for recognition is that the asset
“...is measurable.”

Estimates of the quantity of oil and gas resources other than proved reserves
are available through EIA. With this quantity information, a monetary measure
is technically feasible and, therefore, the asset qualifies for consideration for
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A45.

A46.

A47.

recognition. However, the Board does not believe that the information is
sufficiently reliable to be recognized in a cost-beneficial manner.

Statement of Federal Financial Accounting Concepts (SFFAC) 1 provides the
following with respect to reliability:

160. Financial reporting should be reliable; that is, the
information presented should be verifiable and free from bias
and should faithfully represent what it purports to represent. To
be reliable, financial reporting needs to be comprehensive.
Nothing material should be omitted from the information
necessary to represent faithfully the underlying events and
conditions, nor should anything be included that would likely
cause the information to be misleading to the intended report
user. Reliability does not imply precision or certainty, but
reliability is affected by the degree of estimation in the
measurement process and by uncertainties inherent in what is
being measured. Financial reporting may need to include
narrative explanations about the underlying assumptions and
uncertainties inherent in this process. Under certain
circumstances, a properly explained estimate provides more
meaningful information than no estimate at all.

Concerning the proved oil and lease condensate, NGPLs, and gas reserves
from Federal oil and gas resources, the Board believes that both the quantity
and the estimated Federal royalty share would be reliable. Thus, in this case,
since the quantity of the estimated Federal royalty share can be reliably
estimated and converted to monetary terms, the Board believes the estimated
Federal royalty share of proved oil and lease condensate, NGPLs, and gas
reserves should be recognized on the balance sheet.

The EIA information on other than proved reserves is derived from sporadic and
incomplete national assessments and annual submissions by oil and gas
producers. This makes it particularly uncertain. In addition, since these reserves
are not currently under lease, determining the royalty share may be misleading
since it is a current value measure but the underlying asset may be restricted
and production may never occur. For those resources that are not restricted,
production may occur but the timing and amount of royalties are very uncertain.
Thus, applying the same measurement technique to other than proved reserves
may not result in a value that represents what it purports to represent. Thus,
Federal oil and gas resources not yet in the ‘proved reserves’ category would
not be recognized on the Federal balance sheet due to concerns regarding
reliability of the proposed measure. However, information on these quantities
would be provided as RSI.
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Measurement Attributes Considered

A48.

A49.

A50.

A51.

Concerning the dollar amount to be recognized for the estimated Federal
royalty share of proved reserves, the Board considered various measurement
attributes,® including the following:

Historical cost (historical proceeds) — The amount of cash, or its equivalent,
paid to acquire an asset, commonly adjusted after acquisition for amortization
or other allocations. (SFAC 5, Par 67.a) ‘Historical cost’ was not a feasible
option for valuing the oil and gas reserves because there is no ‘historical
exchange price’ for the oil and gas reserves controlled by the Federal
government.

Fair value — When market transactions are available, fair value is the same as
market value. Fair value is the price that would be received to sell an asset or
paid to transfer a liability in an orderly transaction between market participants
at the measurement date. (FASB Statement of Financial Accounting Standards
(SFAS) 157: Fair Value Measurements) Information needed to estimate fair
value is not available as there are no current transactions between market
participants involving the sale of the Federal royalty share for proved oil and
lease condensate, NGPLs, and gas reserves. Nor are there current
transactions between market participants for the sale of rights to comparable
future revenue streams.

Net realizable (settlement) value — The total non-discounted amount of cash, or
its equivalent, into which an asset is expected to be converted in due course of
business less direct costs, if any, necessary to make that conversion. (SFAC 5,
Par 67.d) The ‘net realizable value’ (NRV) requires a reasonable estimate of
future flows (receipts and costs) associated with converting assets to cash.
However, the amount of the future flows of the Federal royalty share for proved
oil & gas reserves cannot be reliably estimated for various reasons. The
amount cannot be reliably estimated due to volatile fluctuations in the first
purchase price for oil and wellhead price for gas. Reasons for these variations
include:

a. The permitting process for exploration, development, and production
activities.

The lessee’s budget.

Other projects the lessee is focusing on.

The geological make-up of the earth.

The depth of the water or the depth of the wells for offshore wells.
The uncertainties of each well.

New discoveries.

Improved technology.

The economy and price volatility.

Production incentives provided by the Federal government.

T TS@meooCT

'® Measurement attribute — An attribute that can be quantified in monetary units with sufficient reliability.
(Adapted from SFAC 5, Recognition and Measurement in Financial Statements of Business Enterprises,

paragraph 65.)
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A52.

A53.

Present (or discounted) value of future cash flows — The present or discounted
value of future cash inflows into which an asset is expected to be converted in
due course of business less present values of cash outflows necessary to
obtain those inflows. (SFAC 5, Par 67.e) An estimate of the ‘present (or
discounted cash) value’ of the estimated Federal royalty share appeared to be
most appropriate because the asset will be converted in future periods.
However, the ‘present (or discounted cash) value’ attribute poses measurement
challenges because:

a. The timing of future inflows is not reliably estimable.

b. The discount rate should be commensurate with the riskiness of the stream
and each well might be viewed as having a unique level of risk.

c. Prices are subject to fluctuation, making the amount of future inflows
volatile.

The timing cannot be reliably estimated because of the variable period of time
from when a lease is signed until production begins (from 3 years to 20 years or
more) and the variable period of time that a well will be productive. Thus, the
estimated present value would be unreliable and, therefore, not cost-beneficial
for valuing oil and gas reserves.

Based on the above, the Board determined that none of the measurement
attributes currently used in practice is a feasible measure of the estimated
Federal royalty share for proved oil and lease condensate, NGPLs, and gas
reserves. In addition the Board believes that assigning any one of the
measurement attribute terms currently in use would only cause confusion once
entities are required to apply the measurement attribute to the Federal
estimated petroleum royalties. The Board believes that defining a
measurement attribute in terms that are common to the oil and gas industry
would be the best approach. Therefore, the Board proposes to use a regional
average first purchase price for oil and lease condensate, a regional average
first purchase price for NGPLs, and a regional average wellhead price for gas to
value the Federal royalty share of proved oil and lease condensate, NGPLs,
and gas reserves and referred to as Federal estimated petroleum royalties.

Valuation of the Federal Asset “Estimated Petroleum Royalties”

A54.

The Board believes that the most relevant, reliable, and cost-beneficial
measurement of “estimated petroleum royalties” would be obtained by using
regional information. Regional estimated petroleum royalties would be
calculated by multiplying the regional estimated quantity of proved reserves by
the regional average first purchase price or regional average wellhead price
and an effective regional average royalty rate. This calculation would provide
the value of the “estimated petroleum royalties” for proved oil and lease
condensate, NGPLs, and gas reserves from Federal oil and gas resources for
each region. The formulas to calculate regional values of estimated petroleum
royalties are as follows:
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For oil and lease condensate:

Regional Estimated Quantity of Proved Oil and Lease Condensate
Reserves X Regional Average First Purchase Price for Oil and Lease
Condensate X Effective Regional Average Royalty Rate for Oil and Lease
Condensate = Regional Estimated Petroleum Royalties for Oil and Lease
Condensate

For natural gas plant liquids:

Regional Estimated Quantity of Proved NGPLs Reserves X Regional Average

First Purchase Price for NGPLs X Effective Regional Average Royalty Rate

for NGPLs = Regional Estimated Petroleum Royalties for NGPLs

For gas:
Regional Estimated Quantity of Proved Gas Reserves X Regional Average

Wellhead Price for Gas X Effective Regional Average Royalty Rate for Gas =

Ab5.

A56.

A57.

A58.

A59.

Regional Estimated Petroleum Royalties for Gas

Proved reserves comprise crude oil, natural gas liquids (lease condensate and
NGPLs), and natural gas.

Crude oil exists in a liquid state; it may be described on the basis of its
American Petroleum Industry (API) gravity as “light” (i.e., approximately 20
degrees to 50 degrees API) or “heavy” (i.e., generally less than 20 degrees
API). Condensate is a very high-gravity (i.e., generally greater than 50 degrees
API) liquid. NGPLs are those hydrocarbons in natural gas that are separated as
liquids (byproducts) at natural gas processing plants, fractionating and cycling
plants, and, in some instances, field facilities. Natural gas is a gaseous
hydrocarbon resource.

It is common for industry to count lease condensate reserves with their crude oil
reserves. Lease condensate liquids generally are mixed in with crude oil and
transported to petroleum refineries. For valuation purposes, their value is not
much different than that for crude oil. Therefore, the Board believes oil and
lease condensate should be combined in the process of calculating the Federal
government’s estimated petroleum royalties and reported jointly in disclosures
and RSI.

NGPLs are extracted from natural gas, either at the production site or
downstream at a natural gas processing plant. NGPLs include products like
propane and butane. The market value for NGPLs is generally much lower
than that for crude oil. In 2005, the average value of federal oil was $47 a
barrel, and the average value for NGPLs was about $30 a barrel. (A difference
of approximately $17 per barrel). The Board believes NGPLs should be
separately valued in the process of calculating the Federal government’s
estimated petroleum royalties. In addition, disclosures and RSI should
distinguish NGPLs from other components.

Because of the diversity between natural gas and crude oil, including the price
and measurement metric, the Board believes natural gas should be separately
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AGO.

valued in the process of calculating the Federal government’s estimated
petroleum royalties. Disclosures and RSI should distinguish natural gas from
other oil and gas components.

The Board believes this approach would provide conservative, representative
regional values of estimated petroleum royalties without having to use proved
reserve, price, and royalty rate information on a field-by-field'® basis. The
Board believes it would not be practicable to make calculations on a field by
field basis. There are more than 60,000 leases maintained by the DOI with
approximately 115,000 producing wells. In addition, the EIA maintains only the
proved reserve information for each field, which it aggregates; while, the DOI
maintains only the price and royalty rate information for each field.

Definition of Liability

AG1.

In the Elements ED, the proposed definition of a liability® is:

“A liability is a present obligation?' of the federal government to
provide assets or services to another entity at a determinable
date, when a specified event occurs, or on demand.” A liability
of the federal government has two essential characteristics.
First, it constitutes a present obligation to provide assets or
services to another entity. Second, the federal government and
the other entity have an agreement or understanding as to
when settlement of the obligation is to occur.?

Recognition Criteria

A62. Recognition criteria for all elements of accrual-basis financial statements,

including liability, are discussed in paragraphs A39 and A40 of this document.

Valuation of the Offsetting Liability for the “Estimated Petroleum Royalties”

Asset

A63. In this draft ED, the Board proposes that the federal government’s estimated

petroleum royalties be recognized as an asset on the balance sheet of the
component entity that is responsible for collecting royalties. The asset’s value
would be based on the royalty share of the Federal oil and gas resources
classified as “proved reserves.” In addition to the royalties that the component

" Field: An area consisting of a single reservoir or multiple reservoirs all grouped on, or related to, the same
individual geological structural feature and/or stratigraphic condition. There may be two or more reservoirs in a
field that are separated vertically by intervening impervious strata or laterally by local geologic barriers, or by
both. The area may include one lease, a portion of a lease, or a group of leases with one or more wells that
have been approved as producible.

%% See footnote 16 regarding the status of the Elements ED.

' The term obligation is used with its general meaning of a duty or responsibility to act in a certain way. It
does not mean that an obligation of budgetary resources is required for a liability to exist in accounting or
financial reporting or that a liability in accounting or financial reporting is required to exist for budgetary
resources to be obligated.

?2 Elements ED, paragraphs 38 and 40.
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AG4.

ABS5.

entity collects on proved reserves that are produced, it also collects lease sale
and rent revenue from federal government oil and gas leases. The component
entity distributes nearly all of these proceeds to the general fund of the U.S.
Treasury, other federal agencies, and states in accordance with legislated
allocation formulas. The component entity also receives a very small portion of
the revenue collected to fund its operations. The amount used to fund its
operations is legislated by Congress as part of the component entity’s annual
appropriation. For example, the amount received by the component entity was
approximately one percent (1%) of annual revenues collected in 2005.

The Board considered and agreed that an offsetting liability should be
recognized in conjunction with the recognition of an asset for estimated
petroleum royalties. The Board believes an offsetting liability should be
recognized because nearly all of the revenue from royalties, lease sales, and
rent are ultimately distributed to the general fund of the U.S. Treasury, other
federal agencies, and the states. As the proceeds are distributed, the liability
would be reduced. In addition, upon consolidation, the portion of the liability
related to other federal agencies and the general fund of the U.S. Treasury
would be eliminated so that the balance sheet for the government as a whole
reports only the liability for amounts allocated to non-federal entities.

The Board believes that if a liability was not established, the component entity’s
and the federal government’s net position would be overstated.

Regional Estimated Quantity of Proved Reserves

AGG.

AGT.

AG8.

The Board proposes that the regional estimates of proved oil and lease
condensate reserves, proved NGPL reserves, and proved gas reserves from
Federal oil and gas resources be used to calculate and value the Federal
government’s “estimated petroleum royalties” to be capitalized. The source for
the regional estimates for these proved reserves would be the EIA, based on

the required field-by-field filings by oil and gas operators.

The EIA defines proved reserves as those volumes of crude oil and natural gas
that geological and engineering data demonstrate with reasonable certainty to
be recoverable in future years from known reservoirs under existing economic
and operating conditions. Proved reserves, however, are not quantities that
can be counted; nor, are they direct measurements. They are estimates.
Proved oil and lease condensate reserves are estimated in barrels at 60
degrees Fahrenheit. Proved NGPL reserves are estimated in barrels at 60
degrees Fahrenheit. Proved gas reserves are estimated in thousands of cubic
feet (Mcf) at 14.73 PSIA and 60 degrees Fahrenheit.

ElIA’s proved reserves estimates are based on data filed by: 1) large,
intermediate, and a select group of small operators of oil and gas wells; and, 2)
operators of all natural gas processing plants. The EIA requires the top 600
operators to submit a direct report of the proved reserves they carry for each
field as of December 31. The reports are required to be submitted by April 15
of the year following the December 31 cut-off date. The EIA checks and edits
all of the reports at the field level and that number would exceed 20,000
operator field reports. On all the checks and edit steps, the EIA relies on its
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own engineering staff. In addition, the EIA staff independently checks about 20
fields a year. This can be described as an audit procedure performed by the
EIA staff. The fields are selected either because they are new or there is
something that might attract attention to the EIA about the field. The EIA points
out significant errors or misinterpretations to the operators for correction.

AB9. The EIA has been reviewing the domestic numbers of proved reserves
estimates independently for more than 25 years. The EIA observes that if one
looks at an individual field you almost always find it to be within professional
competence; and, if you look at an aggregate of a number of fields those
numbers are even more reliable. The EIA issues a report containing
aggregated volume information for crude oil and lease condensate, natural gas
plant liquids, and natural gas. The report is issued in the month of September
containing volume information as of December 31 of the preceding calendar
year. The information contained in the report has a very high probability that
there is at least the physical volume that is estimated.

A70. Estimated proved reserves are calculated in the following manner:?
Published Proved Reserves at End of Previous Report Year
+ Adjustments
+ Revision Increase
- (Less) Revision Decreases
- Sales
+ Acquisitions
+ Extensions
+ New Field Discoveries
+ New Reservoir Discoveries in Old Fields
- Report Year Production
= Published Proved Reserves at End of Report Year

A71. The published reserves estimates include an additional term— adjustments—
calculated by the EIA, which preserves an exact annual reserves balance.
Adjustments are the annual changes in the published reserve estimates that
cannot be attributed to the estimates for other reserve change categories. They
result from the survey and statistical estimation methods employed. For
example, variations caused by changes in the operator frame, different random
samples, different timing of reporting, incorrectly reported data, or imputations
for missing or unreported reserve changes can contribute to adjustment.

A72. The proved reserve information provided by the operators to the EIA is
generally the same information the operators are required to send to the U.S.
Securities and Exchange Commission (SEC) in their annual report for oil and
gas producing activities. The SEC receives approximately 14,000 financial
statement submissions on a yearly basis, which include financial statements
from operators of oil and gas wells. Each submission is reviewed on a

% The source of information used to describe the calculation of estimated proved reserves is the EIA-23,
Annual Survey of Domestic Oil and Gas instructions.
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rotational basis every three years based on internal selection policies and
criteria.

Alternative Quantity Information

A73.

AT74.

A75.

A76.

ATT.

The Cambridge Energy Research Associates (CERA) developed a report on Oil
and Gas Reserves Disclosure. The focus of the CERA report was that the 27-
year-old U.S. system for measuring and reporting oil and gas reserves is no
longer keeping pace with a changing, increasingly global industry and, as a
result, falls short of accurately describing industry and individual companies’
reserves. It was suggested by a Board member that the FASAB proposed
accounting standards for oil and gas resources request comments on the
possibility of estimating petroleum royalties using a probabilistic method of
measuring proved reserves as suggested in the CERA report.

The Board’s proposal is to use a single best estimate of recovering reserves
based on known geological, engineering, and economic data, and this
approach is known in the oil and gas industry as the deterministic method. In
contrast, the probabilistic method of estimation uses the known geological,
engineering, and economic data to generate a range of estimates and their
associated probabilities of recovering reserves. Using the probabilistic method,
identifying reserves as proved, probable, and possible has been the most
frequent classification method and gives an indication of the probability of
recovery. The Society of Petroleum Engineers, the World Petroleum
Congresses, and the American Association of Petroleum Geologists agree:

a. There should be at least a 90 percent probability that the quantities of proved
reserves actually recovered will equal or exceed the estimate.

b. There should be at least a 50 percent probability that the quantities actually
recovered will equal or exceed the sum of estimated proved plus probable
reserves.

c. There should be at least a 10 percent probability that the quantities actually
recovered will equal or exceed the sum of estimated proved plus probable
plus possible reserves.

The Board proposes using only the “proved reserves” to calculate the estimated
petroleum royalties of the Federal government for capitalization on the balance
sheet. In addition, RSI would be displayed for other oil and gas resources.

Information pertaining to “unproved probable reserves” or “unproved possible
reserves” is not required to be submitted to any Federal government entity and
no Federal entity has the information. Mandating that internal decision-making
information about these two types of reserves be reported by producers and
operators would impose an additional reporting requirement on these non-
Federal entities.

The MMS does study and report information about unproved reserves as a
whole, i.e., without any delineation between “unproved probable reserves” and
“unproved possible reserves.” In addition, the information it reports about
unproved reserves is not current. That is, up-to-date information is not
available. For example, the most current information about the Gulf of Mexico
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AT78.

region reserves was issued by the MMS in November 2006 for the period
ending December 31, 2003. Information about the Pacific region is even less
current; and, information about the Alaska region is not currently reported. In
addition, there is no information available for onshore oil and gas reserves.

In summary, the EIA’s estimate of proved reserves is the only current and
complete estimate of reserves the Federal government has. Developing a
probabilistic model, acquiring the information from producers, and assessing
reserves not under lease on a routine basis would be burdensome and would
not be cost-beneficial. Therefore, the Board believes asset recognition should
be based on proved reserves using the deterministic method.

Regional Average First Purchase and Regional Average Wellhead Price

AT79.

A80.

A81.

There are two prices used to calculate the Federal government’s royalty share
of proved oil and lease condensate, NGPLs, and gas reserves.

The first price is “first purchase price” and, for purposes of these standards, is
used in the crude oil and lease condensate, and NGPLs environments. A “first
purchase” constitutes a transfer of ownership during or immediately after the
physical removal of the crude oil and lease condensate or NGPLs from a
production property for the first time. The proposed regional average "first
purchase price” would be calculated by dividing the total regional sales value of
oil and lease condensate or NGPLs produced from Federal oil and gas
resources in each associated region for the preceding twelve (12) months by
the total regional sales volume of oil and lease condensate or NGPLs produced
from Federal oil and gas resources in each associated region for the preceding
twelve (12) months. All types of crude oil streams and gravity bands are
aggregated for the oil and lease condensate calculation. For example, if the
total financial sales value for oil and lease condensate in a region was
$12,762,548,440 and the total sales volume in the associated region was
666,108,296 barrels of oil and lease condensate, the average first purchase
price for the region would be $19.16 per barrel. This information is available to
the MMS. Sales value and the sales volume information is provided to the
MMS by oil producers on a monthly basis.

The second price is “wellhead price” used in the gas environment. The
wellhead price is the value of the purchased gas at the mouth of the well. In
general, the wellhead price is considered to be the sales price obtainable from
a third party in an arm's length transaction. The regional average wellhead
price for gas would be calculated by dividing the total regional sales value of
gas produced from Federal oil and gas resources in each region for the
preceding twelve (12) months by the total regional sales volume of gas
produced from Federal oil and gas resources in each associated region in the
preceding twelve (12) months. For example, if the total financial sales value for
gas in a region was $18,824,102,982 and the total sales volume in the
associated region was 6,789,523,253 Mcf of gas, the average wellhead price
for the region would be $2.77 per thousand cubic feet. This information is
available to the MMS. Sales value and the sales volume information is
provided to the MMS by gas producers on a monthly basis.
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A82. The Board considered using market prices as of the end of the reporting period.

However, the price in a specific market is not necessarily representative of the
specific fields leased from the Federal government. In addition, the market
price used in the spot market to value gas includes transportation charges.
Producers do not pay royalties on transportation costs. Therefore, using the
market price in the formula to calculate the value of federal petroleum royalties
would cause the value to be inflated. In addition, the MMS sales volume and
sales value information is more timely and more readily available.

Effective Regional Average Royalty Rate

A83.

A84.

Royalty rate is a proportionate interest in the production value of mineral
deposits due the lessor from the lessee in accordance with a lease agreement.
For many years, the Federal government made oil and gas resources available
to developers under the terms of the Mining Law of 1872, which offered
properties on a noncompetitive basis for flat, per-acre fees. The current Federal
royalty program originated in the Minerals Leasing Act of 1920. Later, the
Acquired Lands Act of 1947 extended the leasing authority of the 1920 Act over
lands in the public domain to include areas that the Federal government
acquired from states and individuals. The OCS Lands Act of 1953 revised the
oil and gas leasing program to make offshore leases available through
competitive auctions. The most recent major changes to the program came with
the Federal Onshore Oil and Gas Leasing Reform Act of 1987. The Act requires
that all public lands available for oil and gas leasing be offered first by
competitive leasing. Noncompetitive oil and gas leases may be issued only
after the lands have been offered competitively at an oral auction and a bid was
not received. Those basic laws establish procedures for leasing public lands to
developers, collecting compensation from the developers in the form of initial
payments and royalties on subsequent production, and disbursing the receipts
to various government accounts and to the states.

While the royalty rate is based on the lease agreement, the Secretary of the
DOI may, upon application from a lease-holder, reduce the royalty rate for good
cause. Examples where rates have been reduced have been operating
conditions that caused costs to be extraordinarily high and where a well is
approaching the end of its production life. Sometimes the reductions are for the
remaining lease term, but more often they are for some limited period of time.
Paragraphs A85 through A100 summarize possible royalty rates. Using an
effective royalty rate is a means of adjusting the asset’s value based on
experience with reduced royalties.

Royalty Rate — Federal Onshore Leases

A85.

Oral auctions of all oil and gas leases are conducted by most BLM State Offices
not less than quarterly when parcels are available. A Notice of Competitive
Lease Sale, which lists lease parcels to be offered at the auction, are published
by each BLM State Office at least 45 days before the auction is held. Lease
stipulations applicable to each parcel are specified in the sale notice. Lands
included In the sale notice come from three sources:
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A86.

A8T.

A88.

a. Existing leases that have expired, terminated, or been cancelled or
relinquished;

b. Parcels identified by informal expressions of interest from the public or by
the BLM for management reasons; or

c. Lands included in offers filed for noncompetitive leases.

Royalty rates are assigned for competitive leases in the following manner:

a. Leases issued under the Mineral Leasing Act of 1920 (prior to December 23,
1987): oil royalty assessed on production amount ranges from 12.5 percent
to 25 percent; gas royalty assessed on production amount ranges from 12.5
percent to 16.67 percent.

b. Leases issued after December 23, 1987: flat rate of 12.5 percent in amount
(dollars) or value of production.

Royalty rates for noncompetitive leases are 12.5 percent of the amount or value
of production.

Royalty rates are assigned for the National Petroleum Reserve for Alaska
Leases at 16.67 percent.

Royalty Rate — Federal Offshore Leases

A89.

A90.

A91.

The MMS Director publishes the notice of lease sale in the Federal Register.
The publication must be at least 30 days prior to the date of the sale. The
notice contains or references a description of the areas to be offered for lease
and any stipulations, the royalty rate, terms and conditions of the sale.

The OCS Lands Act, 43 U.S.C. 1337, as amended by the OCS Deep Water
Royalty Relief Act (DWRRA), Public Law 104-58, authorizes the MMS to grant
royalty relief. Royalty relief is the reduction, modification, or elimination of any
royalty to promote development, increase production, or encourage production
of marginal resources on certain leases or categories of leases. Some of the
royalty-free production might not have occurred absent the royalty relief
incentive. Therefore, not all of the nominal royalties waived on actual
production in the presence of royalty relief may actually be foregone. To the
extent that such incremental projects pay royalties, some or all of those
royalties serve to reduce the aggregate amount of foregone royalties on other
projects. In addition, the royalty relief program also affects the bonus bid
amounts. That is, bonus bid amounts are larger on lease sales offering royalty
relief. So, to a certain extent, the bonus bid amounts ahead of production
compensate for the future relief.

Royalty relief has two thresholds, price and quantity. Depending on when a
lease sale took place determines the effective price threshold and quantity
threshold for each lease authorized for royalty relief. If prices rise above a
threshold (base price) for crude oil or natural gas, set by statute, full royalties
must be paid. For quantity thresholds, statutes authorize the MMS to grant
royalty relief in three situations:

a. Under 43 U.S.C. 1337(a)(3)(A), it may reduce or eliminate any royalty or a
net profit share specified for an OCS lease to promote increased production.
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A92

A93.

A94.

A95.

A9G.

b. Under 43 U.S.C. 1337(a)(3)(B), it may reduce, modify, or eliminate any
royalty or net profit share to promote development, increase production, or
encourage production of marginal resources on certain leases or categories
of leases. This authority is restricted to leases in the Gulf of Mexico (GOM)
that are west of 87 degrees, 30 minutes West longitude.

c. Under 43 U.S.C. 1337(a)(3)(C), it may suspend royalties for designated
volumes of new production from any lease if:

(1) The lease is in deep water (water at least 200 meters deep);

(2) The lease is in designated areas of the GOM (west of 87 degrees, 30
minutes West longitude);

(3) The lease was acquired in a lease sale held before the DWRRA (before
November 28, 1995);

(4) That DOI finds that new production would not be economical without
royalty relief; and

(5) The lease is on a field that did not produce before enactment of the
DWRRA, or if a project is proposed to significantly expand production under
a Development Operations Coordination Document (DOCD) or a
supplementary DOCD, that MMS approved after November 28, 1995.

A royalty and remittance report, which contains the reported sales value,
reported sales volume, and other related production information is due the last
day of the month following the month the product was sold or removed from the
lease, in accordance with proscribed legislation.

At the end of the calendar year, if it is found through an audit that an operator
has exceeded either one of the thresholds, the operator must:

a. Pay royalties on all oil production for the previous year at the lease
stipulated royalty rate plus interest (under 30 U.S.C. 1721 and Sec. 218.54
of this chapter) by March 31 of the current calendar year, and

b. Pay royalties on all oil production in the current year.

As a result of exceeding either threshold, all royalty relief must be paid and
would no longer be considered royalty relief. In addition, in the succeeding
year, while the operator must pay all royalties during the year, the operator may
be eligible for royalty relief for the year if the operator complies with all
requirements of the lease in accordance with royalty relief. In this latter case,
the appropriate amount of royalties would be refunded to the operator.

Tracts are offered for lease by competitive sealed bidding. Each lease bid must
include a payment for one-fifth of the bonus bid amount. The payment will be
invested in public securities and accrue interest. Interest accrued for the
successful bid will accrue to the Government.

The lease will not be executed with the successful bidder until payment of the
remaining four-fifths bonus bid amount and the first year’s rental payment is
received. Failure to remit payment within the time-frame specified will result in
forfeiture of the one-fifth bonus bid amount. The one-fifth bonus bid amount
and any interest accrued shall be refunded on high bids subsequently rejected.
Bonus checks submitted with bids other than the highest valid bid shall be
returned to respective bidders after bids are opened, recorded, and ranked.
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A97.

A98.

A99.

Royalty payments are due at the end of the month following the month during
which the oil and gas is produced and sold except when the last day of the
month falls on a weekend or holiday. In such cases, payments are due on the
first business day of the succeeding month or the business day following the
holiday.

For leases not under the DWRRA, the royalty rate is set for each sale area in its
Final Notice of Sale and may be:

a. 12.5 percent for water depths greater than 400 meters or 16.67 percent for
water depths less than 400 meters.

Sliding scale (12.5 percent-65 percent) based on average of all production.
Step-scale which increases by steps as production increases.

Flat rate of 33.33 percent.

Net profit share, which require royalty only after certain expenditures are
recovered.

Royalty suspension (variable according to water depth for deep water
royalty relief and depth of well for shallow water deep gas royalty relief)
followed by royalty rates under 1. above (i.e. 12.5 percent for water depths
greater than 400 meters or 16.67 percent for water depths less than 400
meters).

Leases Under Deepwater Royalty Relief Act. Certain Gulf of Mexico (GOM)
deep water leases issued under DWRRA between November 28,1995 and
November 28, 2000 receive royalty suspensions based on the following criteria:

®Q00T

—h

a. Leases in fields located in between 200 and 400 meters of water do not pay
royalties until 17.5 million barrels of oil equivalent (MMBOE) have been
produced from the field.

b. Leases in fields located in between 400 and 800 meters of water do not pay
royalties until 52.5 MMBOE have been produced from the field.

c. Leases in fields located in deeper than 800 meters of water do not pay
royalties until 87.5 MMBOE have been produced from the field.

A100.GOM deep water leases issued under DWRRA beginning in 2002 receive

royalty suspensions based on the following criteria:

a. Leases in fields located in between 400 and 800 meters of water do not pay
royalties until 5 MMBOE have been produced from the field.

b. Leases in fields located in between 800 and 1,600 meters of water do not
pay royalties until 9 MMBOE have been produced from the field.

c. Leases in fields located in deeper than 1,600 meters of water do not pay
royalties until 12 MMBOE have been produced from the field.

A101.Because the Board believes using proved reserve, pricing and royalty

information from each field would not be practicable, a meaningful and relevant
royalty rate was needed in calculating the representative value of the Federal
government’s estimated petroleum royalties. The Board, therefore, proposes
that effective regional average royalty rates for oil and lease condensate,
NGPLs, and gas be used in calculating the Federal government’s estimated
petroleum royalties. Members believe using the effective regional average
royalty rates, in contrast to a statutory rate, would be more representative and
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meaningful because of the varying degrees of royalty rates for onshore and
offshore leases and the royalty relief program for offshore leases. The effect of
calculating the rate in this manner is to reduce the asset value based on the
royalty relief experience during the preceding twelve months. The Board
believes this approach is a reasonable means to avoid overstating the asset in
light of the variability in royalty relief in the future.

A102.The effective regional average royalty rate for oil and lease condensate is

calculated by dividing the royalty value (royalties) earned on all of the oil and
lease condensate reserves that were produced from Federal oil and gas
resources in each associated region for the preceding twelve (12) months by
the sales value of that production for the preceding twelve (12) months. For
example, if the total royalties earned on the produced reserves from the
associated region was $4,406,985,439, and the total sales value for oil from a
region was $31,586,651,422, the effective regional average royalty rate would
be 13.952 percent. This information is available to the MMS. Sales value and
the royalty information is provided to the MMS by oil and gas producers on a
monthly basis.

A103.The effective regional average royalty rate for NGPLs would be calculated by

dividing the royalty value (royalties) earned on the NGPL reserves produced for
each associated region for the preceding twelve (12) months by the total sales
value of that production for the preceding twelve (12) months.

A104.The effective regional average royalty rate for gas would be calculated by

dividing the royalty value (royalties) earned on the gas reserves produced for
each associated region for the preceding twelve (12) months by the total sales
value of that production for the preceding twelve (12) months.

Calculating the Federal Government’s “Estimated Petroleum Royalties”

A105.

A106.

A107.

A108.

Using the described components in the formula, the Federal government’s
estimated petroleum royalties would be calculated in the following manner.

The summarized quantity of proved oil and lease condensate reserves from oil
and gas fields that are leased from the Federal government and included in the
EIA survey for a region should be multiplied by the associated regional average
first purchase price for oil and lease condensate. This calculation will equal the
regional value of proved oil and lease condensate reserves from oil fields that
are leased from the Federal government.

Each regional value of proved oil and lease condensate reserves from oil fields
that are leased from the Federal government would be multiplied by the
associated effective regional average royalty rate. This calculation will equal
the estimated petroleum royalties for oil and lease condensate from oil fields
that are leased from the Federal government for each region.

The summarized quantity of proved NGPL reserves for each region from gas
fields that are leased from the Federal government and included in the EIA
survey would be multiplied by the associated regional average first purchase
price for NGPLs. This calculation will equal the value of proved NGPL reserves
for each region from gas fields that are leased from the Federal government.
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A109.

A110.

A111.

A112.

A113.

Each regional value of NGPL reserves from gas fields that are leased from the
Federal government would be multiplied by the associated effective regional
average royalty rate. This calculation will equal the estimated petroleum
royalties for NGPLs from gas fields that are leased from the Federal
government for each region.

The summarized quantity of proved gas reserves for each region from gas
fields that are leased from the Federal government and included in the EIA
survey would be multiplied by the associated regional average wellhead price
for gas. This calculation will equal the value of proved gas reserves for each
region from gas fields that are leased from the Federal government.

Each regional value of proved gas reserves from gas fields that are leased from
the Federal government would be multiplied by the associated effective regional
average royalty rate for gas. This calculation will equal the estimated petroleum
royalties from gas fields that are leased from the Federal government for each
region.

The regional values of estimated petroleum royalties for oil and lease
condensate reserves from oil and gas fields that are leased from the Federal
government, the regional values of estimated petroleum royalties for NGPLs
reserves from gas fields that are leased from the Federal government, and the
regional values of estimated petroleum royalties from gas fields that are leased
from the Federal government would be added together. This calculation would
provide the value of the Federal government’s estimated petroleum royalties
from proved reserves to be capitalized.

The Board believes using the described components in the formula for
calculating the regional estimated petroleum royalties would provide a
representative value of the estimated proved oil and lease condensate, NGPLs,
and gas reserves from Federal oil and gas resources for the reporting period.
The information provided for each component is verifiable and reliable. In
addition, it is consistent and relevant. That is, it is aggregated and calculated at
the regional level, it is based on recent oil and gas production activities, and it
incorporates recent economic experience including royalty relief experience.

Future Rights to Royalty Stream Identified for Sale

A114.

When rights to a future royalty stream are identified to be sold, the value of
those rights should be disclosed as “future royalty rights identified for sale.”
Future royalty rights identified for sale should not be revalued or reclassified to
a different asset category on the balance sheet because the point in time for the
sale of the future royalty rights may be uncertain and the identified fields may
continue to produce oil and/or gas and generate royalties. These two factors
make it difficult to establish and maintain valuation information in advance of
the sale. No gain or loss on the future royalty rights identified for sale should be
calculated since the rights for sale are only disclosed and are not revalued and
reclassified to a different asset category on the balance sheet. Disclosure of
the approximate value at the balance sheet date alerts the reader to the
pending sale and the potential value of the asset to be sold.
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A115. The value of the disclosed future royalty rights identified for sale is based on the
estimated quantity of proved reserves to be involved in the sale for a specific
field; the first purchase price for oil and lease condensate, the first purchase
price for NGPLs, or the wellhead price for gas for a specific field for which
future royalty rights were identified for sale; and the royalty rate for a specific
field identified for sale. Because the fields are known, this provides a more field
specific value for the rights identified to be sold, instead of using an effective
average royalty rate and an average unit price.

A116. At the time the future royalty rights identified for sale are sold, the calculated
value of the future royalty rights sold would be calculated based on the quantity
of proved reserves involved in the sale for a specific field; the first purchase
price for oil and lease condensate, the first purchase for NGPLs, or the
wellhead price for gas pertaining to a field at the time of sale; and the royalty
rate for a specific field. An amount equal to this calculated value would be
removed from the value of estimated petroleum royalties at the time of the sale.
This calculation is used to reduce the estimated petroleum royalties since the
values of a specific field are known and the value of the future royalty rights
sold can be more accurately calculated, which would provide a more realistic
gain or loss on the sale. In addition, the liability for revenue distributions to
others should be adjusted by the amount of the gain or loss on the sale, if any,
and reduced when the sale proceeds are distributed.

Disclosures

A117. The Board proposes that various types and amounts of information be
disclosed in the notes or provided as RSI. For example, one proposed
disclosure would require a narrative describing and a display showing earned
revenue reported by category for the reporting period. That is, royalty revenue
earned for oil and lease condensate, royalty revenue earned for NGPLs, royalty
revenue earned for gas, earned rent revenue, earned bonus bid revenue for
leases, and total revenue. The proposed RSI includes sales volume, the sales
value, the royalty revenue earned, and the estimated value for royalty relief for
oil and lease condensate, NGPLs, and gas produced from Federal oil and gas
resources for the reporting period on a regional basis. Proposed RSI also
includes a narrative describing and a display showing detailed historical
information for the preceding ten calendar years. (See paragraphs 30 through
34 and Appendix D for a complete review of all proposed disclosures and RSI
requirements.)

A118. Although the Board agreed that the proposed information be disclosed in the
notes or provided as RSI, there are some Board members who are concerned
about the type and level of information being proposed as disclosures or RSI.
Some of the proposed information is available through reports other than
financial reports. Therefore, the Board has posed a question in the Request for
Comments section of this document, question number Q3, asking reviewers of
this document for feedback on the value of the proposed information being
presented in financial statements. Specifically, the Board is asking that
reviewers describe how the types and levels of information would be used, if
and how the information would be used for assessing the financial position of
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the Federal government, and how the information would be useful in decision-

making. The Board also asks if there is information which is not proposed as a
disclosure or RSI but would be useful for assessing the financial position of the
Federal government and in decision-making.

Alternative View

A119.

A120.

A121.

Individual members sometimes choose to express an alternative view when
they disagree with the Board’s majority position on one or more points in a
proposed standard. The alternative view would discuss the precise point or
points of disagreement with the majority position and the reasons therefore.
The ideas, opinions and statements presented in the alternative view are those
of the individual member alone. However, the individual member’s view may
contain general or other statements that may not conflict with the majority
position, and in fact may be shared by other members. The following material
was prepared by Board member Donald B. Marron.

Fair Value Is the Appropriate Basis for Valuing Oil and Gas Resources

Financial accounting is moving toward greater use of fair value estimates for
financial assets and liabilities for private sector reporting entities.?* Fair value is
the price that would be received for an asset or paid to transfer a liability in a
transaction between market participants at the measurement date. In general,
fair value measures provide relevant, timely, and relatively accurate valuations.
The desirable attributes of fair values are equally appropriate to valuations of
physical resources; where possible, the federal balance sheet should report the
fair value of the nation’s natural resources, including oil and gas. Establishing
appropriate values for oil and gas is particularly important because that
methodology may set a precedent for how other federal natural resources, such
as coal and timber, are valued on the federal balance sheet.

A standard for recognizing federal oil and gas resources as an asset must
distinguish two categories of federal holdings: proved reserves and all other.
For proved reserves, the fair value to the federal government is the present
value of expected contract royalties.?® For all other gas and oil holdings,
including unproved resources that have not been offered for lease and
resources that might never be tapped, fair value is the present value of
expected bonuses, rents, and royalty payments.?® But for both types of
holdings, fair value is the appropriate valuation.

*FASB SFAS 159, “The Fair Value Option for Financial Assets and Financial Liabilities.”

%® For an analysis of how reserves should be measured, see Cambridge Energy Research Associates, In
Search of Reasonable Certainty: Oil and Gas Reserves Disclosure (Cambridge, Mass., February 2005);
statement of Bala G. Dharan, Professor of Accounting, Rice University, “Improving the Relevance and
Reliability of Oil and Gas Reserves Disclosures,” before the House Committee on Financial Services, July 21,
2004; and Society of Petroleum Engineers, “Why a Universal Language for Evaluating Reserves Is Needed”
white paper, February 27, 2006), available at www.spe.org/web/org/Resources_White_Paper.pdf.

® Some federal oil and gas resources are currently restricted from development by law. This alternative view
does not take a position on whether to report those resources on the balance sheet.
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A122.

A123.

A124.

A125.

A126.

Shortcomings of the Majority Proposal

The Board proposal has two shortcomings. First, the Board proposes to
recognize only proved reserves, even though other properties that the Federal
government controls may have significant value. The value of proved reserves
is thus an underestimate of the resources available from federal lands and
offshore areas. Second, the Board proposes to value proved reserves using a
means other than fair value. Experience with resource prices indicates that the
estimated value of proved reserves, using the Board’s approach, will typically
be overstated, perhaps significantly.

The exposure draft posits that information needed to estimate fair value is not
available (paragraph A50). However, several methods are available for
estimating the fair value of federal oil and gas reserves, including the value of
comparable private market transactions and discounted cash flow valuations of
the government’s projected receipts from leases on federal lands. Some
methods, such as discounted cash flows, appear to be more suitable for
arriving at the fair value of proved reserves, while the value of comparable
private market transactions may be more suitable for determining the fair value
of other holdings.

FASAB proposes to value federal oil and gas resources on the basis of
expected federal royalty receipts on current proved reserves. The formula used
to calculate those receipts would be: estimated quantity of proved reserves
multiplied by the average price at the wellhead multiplied by the average royalty
rate (paragraphs 16 through 19).

FASAB's proposed valuation methodology for the federal government’s future
stream of royalty receipts is a departure from fair value and ignores the
available information about the market value of those resources. First, the
proposed valuation fails to discount the stream of future royalty payments to the
government to reflect the time value of money and thus overstates the present
value of those future receipts. The exposure draft acknowledges in principle
the desirability of discounting future streams of payments but states that the
uncertainty surrounding the average life of a lease, production schedules, and
future prices is too great to project cash flows reliably (paragraph A52). The
standard’s approach to valuation, however, does not address that uncertainty or
risk. The aggregate cash flow stream for each region could be estimated from
reserve levels and historic and forecast levels of economic aggregates such as
oil prices and production rates.?” Second, the valuation relies on current prices
and hence ignores expected changes in energy prices over time.

Under some circumstances, these two flaws in the majority’s valuation
approach—the lack of discounting and the use of current rather than future
prices—will tend to offset each other. In particular, the majority’s valuation
method would be reasonably accurate if future oil and gas prices are expected

“In general, production rates from developed fields are relatively stable, varying only little with current prices.
Government rules and standard engineering practices specify production rates and development paths for a
field that will maximize total output over time.
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to increase over time at a rate equal to the appropriate risk-adjusted discount
rate. Such a relationship between prices and the discount rate could occur, but
only if resource prices follow one well-known theoretical model of resource
prices, the Hotelling model. Unfortunately, current oil and gas markets do not
appear to satisfy the specific conditions that are assumed in the Hotelling
model.?® Moreover, the Hotelling model has performed poorly in explaining the
actual time path of resource prices.” It is therefore unlikely that the majority
approach—uwhich ignores both discounting and the potential for resource prices
to change in the future—uwill, by happenstance, provide valuation estimates that
approximate fair value. A more accurate assessment of the value of oil and gas
reserves thus requires projecting the nominal value of future oil and gas
royalties and discounting those royalties to determine the fair value of the
resources.

Fair Value Measures

A127. When market transactions are available, fair value is the same as market value.
In the absence of active trading markets that would provide a current quote for
identical assets, the Financial Accounting Standards Board has proposed a
hierarchy of fair value measurement methodologies.* Estimates can be based
on observable prices from transactions involving comparable assets. In the
absence of comparable prices, reporters may estimate fair value by converting
future cash flows to present values by discounting. It will be up to preparers
(and then the auditors) to decide how to best estimate fair value.

Private Market Transactions

A128. Prices from private market transactions have the potential to serve as fair value
estimates of oil and gas reserves.®' Oil and gas producers regularly exchange
individual properties and leases that include proved reserves, reservoirs that

% The Hotelling model implies that the net price (sales price less extraction costs) of an exhaustible resource,
such as oil and natural gas, will increase over time at the rate of interest (if this relationship did not hold,
producers would have an incentive to increase or decrease their current production in such a way that would
equate the growth of net prices with the rate of interest). This model relies on numerous assumptions—for
example, that extraction costs are constant, there is no market uncertainty and market participants have
perfect foresight, the amount of the resource is fixed in supply, and markets are perfectly competitive—that do
not apply in current oil and gas markets. Moreover, even if these conditions did hold, the model would imply
that sales prices would grow more slowly than the rate of interest as long as extraction costs are significant.

# Differences between the Hotelling valuation and reserve prices can be significant and persist over long
periods. For example, one analysis estimates that the Hotelling valuation was more than double the estimated
reserve price in 2003. M.A. Adelman and G.C. Watkins, Oil and Natural Gas Reserve Prices: Addendum to
CEEPR WP 03-016 Including Results for 2003 and Revisions to 2001, Working Paper No. 20015-013
(Cambridge Mass.: MIT Center for Energy and Environmental Policy Research, March 2005), available at
http://web.mit.edu/ceepr/www/2005-013.pdf.

% Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 157, “Fair Value
Measurements.”

*" This is one of several methods approved for use by the Department of the Interior; see Bureau of Land
Management, Economic Evaluation of Oil & Gas Properties, available at
www.blm.gov/nhp/efoia/wo/handbook/h3070-2.html.
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have been found and are being developed, or merely “probable” reserves. The
market values for those properties reflect the present discounted value of future
earnings—including the cost and levels of production over time, expected
changes in oil and gas prices, and discount rates that encompass appropriate
risks. Those transactions totaled over $600 billion for existing oil and gas fields
between 1979 and 2003.%

A129. Sales of oil and gas reserves indicate that energy resources in the ground are
worth much less than the wellhead prices because the reserves cannot be
produced and delivered to a buyer immediately. Expectations about production
costs and future wellhead price changes also affect valuations. On average,
proved oil and gas reserves have sold for only about 20-25 percent and 30-40
percent of their respective wellhead prices for the 1991-2001 period. About 15
percen;tsof the change in oil prices at the wellhead is reflected in proved reserve
prices.

Discounted Cash Flow Models

A130. Discounting the government’s expected receipts from bonus bids, royalty
payments, and rents is an alternative approach to estimating fair market values
when comparable transactions are unavailable. That approach has been used
by the Department of the Interior. Discounted cash flow models require
estimates of risk-adjusted discount rates, future prices, and production flows.**
Risk-adjusted discount rates rather than Treasury rates are appropriate
because of uncertainty about future prices and production flows.** Texas

%2 See James L. Smith, Petroleum Property Valuations, Working Paper No. 2003-11 (Cambridge, Mass.: MIT
Center for Energy & Environmental Policy Research, June 2, 2003), available at
http://web.mit.edu/ceepr/www/2003-011.pdf. (Note: this paper was published as James L. Smith, “Petroleum
Property Valuation,” Encyclopedia of Energy, Cutler J. Cleveland, ed., Academic Press (March 2004)).

% Transaction prices for oil and gas reserves tend to be less volatile than wellhead prices. See Smith (June 2,
2003), pp. 6-8 and Figure 3. For natural gas, about 10 percent of the change in field prices would be reflected
in proved reserve prices. See M.A. Adelman and G.C. Watkins, Oil and Natural Gas Reserve Prices:
Addendum to CEEPR WP 03-016 Including Results for 2003 and Revisions to 2001, Working Paper No. 2005-
013 (Cambridge, Mass.: MIT Center for Energy & Environmental Policy Research, March 2005), available at
http://web.mit.edu/ceepr/www/2005-013.pdf. For a detailed discussion of the data sources see, M.A. Adelman
and G.C. Watkins, Oil and Natural Gas Reserve Prices: 1982-2002: Implications for Depletion and
Investment Cost, Working Paper No. 2003-016 (Cambridge, Mass.: MIT Center for Energy & Environmental
Policy Research, October 2003), pp. 11-1, available at http://web.mit.edu/ceepr/www/2003-016.pdf.

* An alternative approach would be to use a (real) options-pricing model. That approach, which requires an
estimate of the market price of reserves and its volatility, recognizes that management can decide whether
and when to develop an energy field and at what production rate. These strategic decisions affect the risk of
production cash flows over time, which means that a constant risk-adjusted rate is not appropriate. Options-
pricing methods provide a systematic method for discounting cash flows when risks change over time. See
Smith (June 2, 2003), p. 11

% See Smith (June 2, 2003), pp. 3-4. For an analysis of the relevance of market risk to the government, see
Congressional Budget Office, Estimating the Value of Subsidies for Federal Loans and Loan Guarantees
(August 2004), available at www.cbo.gov/ftpdocs/57xx/doc5751/08-19-CreditSubsidies.pdf.
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A131.

A132.

assesses property taxes on the fair value of oil and gas reserves and provides
guidance on acceptable risk-adjusted discount rates of future cash flows.*

The expected future prices of oil and gas can be observed in the futures
market.>” While most trading is for contracts for delivery in less than a year,
contracts for delivery in December 2012 are also currently available.*® Prices
for the period beyond 2012 could be projected using economic models.

To project flows, the Energy Information Administration and others generally
assume in their forecasts that the ratio of production to proved reserves will
remain constant, which is consistent with historical data. Thus, the current
production to reserve ratio can be used to represent a constant rate of decline
for future production.

% For a discussion of Texas's guidelines, see www.window.state.tx.us/taxinfo/proptax/ogman/index.html.

%" Researchers have found that spot market prices are much more volatile than longer term futures contracts.
See Miguel Herce, John E. Parsons and Robert C. Ready, Using Futures Prices to Filter Short-Term Volatility
and Recover a Latent, Long-Term Price Series for Oil, Working Paper No. 2006-005 (Cambridge, Mass: MIT
Center for Energy and Environmental Policy Research, April 2006), available at
http://web.mit.edu/ceepr/www/2006-005.pdf.

* Oil and natural gas futures trade on the New York Mercantile Exchange; see
www.nymex.com/Isco_fut_csf.aspx?product=CL and www.nymex.com/ng_fut_csf.aspx?product=NG.
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APPENDIX B: LIST OF ABBREVIATIONS

API American Petroleum Industry

Bbl Barrels

BLM Bureau of Land Management

Btu British Thermal Unit

CERA Cambridge Energy Research Associates

CFR Consolidated Financial Report

CFR Code of Federal Regulations

DOI Department of Interior

DWRRA Deep Water Royalty Relief Act

ED Exposure Draft

EIA Energy Information Administration

FASAB Federal Accounting Standards Advisory Board
FASB Financial Accounting Standards Board

GAAP Generally Accepted Accounting Principles
GOM Gulf of Mexico

Mcf Thousand Cubic Feet

MMBOE Million Barrels of Oil Equivalent

MMS Minerals Management Service

OCS Outer Continental Shelf

NEPA National Environmental Policy Act

NGPLs Natural Gas Plant Liquids

PSIA Pounds Per Square Inch Absolute

RSI Required Supplementary Information

SEC Securities and Exchange Commission

SFAC Statement of Financial Accounting Concepts
SFFAC Statement of Federal Financial Accounting Concepts
SFAS Statement of Financial Accounting Standards
SFFAS Statement of Federal Financial Accounting Standards
U.S. United States

USGS U.S. Geological Survey
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APPENDIX C: PRO FORMA TRANSACTIONS AND FINANCIAL
STATEMENTS

PLEASE NOTE: The sample accounting entries and financial statements in
Appendix C illustrate pro forma accounting transactions pertaining to Federal
oil and gas resources and the resulting financial statements. Data used in the
pro forma transactions have been estimated by judgmentally extrapolating
hypothetical numbers. These illustrative examples are not intended to provide
guidance on determining the application of materiality.
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The following pro forma transactions are compressed and simplified, and appropriately do not
contain all of the detail associated with an event. For example, in transaction number two, the one-
fifth bonus is invested until leases are accepted. Any interest accrued is refunded on bids
subsequently rejected and returned. The illustration omits transactions internal to the entity. For
example, transfers between sub-component entities are omitted.

Readers should not rely on the pro forma accounting transactions and resulting financial statements
as a complete model for agency accounting. Certain omitted entries may be required in actual
practice but are omitted since they are not required to understand the effect of the proposal on
agency financial statements.

At the beqginning of the fiscal year for which the accounting standards for oil and gas resources are
effective, the following transaction is recorded by the component entity responsible for collecting

royalties.

1. Record initial value of estimated petroleum royalties and the related liability for revenue
distributions to others.

The initial value of estimated petroleum royalties used in this pro forma transaction is calculated for
illustrative purposes only. The value of the Federal government’s estimated petroleum royalties
would be calculated based on the valuation of oil and lease condensate estimated petroleum
royalties, natural gas plant liquids (NGPLs) estimated petroleum royalties, and gas estimated
petroleum royalties on a regional basis. Formulas to be used to calculate the estimated petroleum
royalties for oil and lease condensate, NGPLs, and gas on a regional basis are as follows:

For oil and lease condensate:

Regional Estimated Quantity of Proved Oil and Lease Condensate Reserves X
Regional Average First Purchase Price for Oil and Lease Condensate X Effective
Regional Average Royalty Rate for Oil and Lease Condensate =
Regional Estimated Petroleum Royalties for Oil and Lease Condensate
For NGPLs:

Regional Estimated Quantity of Proved NGPLs Reserves X Regional Average First
Purchase Price for NGPLs X Effective Regional Average Royalty Rate for NGPLs =
Regional Estimated Petroleum Royalties for NGPLs

For gas:

Regional Estimated Quantity of Proved Gas Reserves X Regional Average Wellhead
Price for Gas X Effective Regional Average Royalty Rate for Gas =
Regional Estimated Petroleum Royalties for Gas

The initial value of estimated petroleum royalties is a hypothetical number used for illustrative
purposes only. The hypothetical initial value of estimated petroleum royalties is $150,677,667,470.
The illustrative pro forma transaction to record the initial value of the Federal government’s
estimated petroleum royalties and related liability is presented below. The asset’s value would be
the royalty share of the Federal oil and gas resources classified as “proved reserves.” The related
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liability would be for the royalty share of the Federal oil and gas resources classified as “proved
reserves” designated to be distributed to others, i.e., the states, the general fund of the U.S.
Treasury and other Federal component entities, including the component entity responsible for
collecting royalties. The proposed treatment of distribution of revenue to others creates a Federal
and a non-Federal liability for the component entity responsible for collecting royalties.

The cumulative effect of adopting this accounting standard would be reported as a “change in
accounting principle” in accordance with SFFAS 21, Reporting Corrections of Errors and Changes in
Accounting Principles. The adjustment would be made to the beginning net position on the
component entity responsible for collecting royalties Statement of Changes in Net Position for the
period the change is made. To obtain the value of the adjustment, the total estimated petroleum
royalties is multiplied by the average share of the revenue distributed to the component entity
responsible for collecting royalties. For this illustration, one percent was used as the average annual
share of the revenue distributed to the component entity responsible for collecting royalties based on
the average distribution for 2005.%° To record the related liabilities the total estimated petroleum
royalties is multiplied by the average share of the revenue distributed to the states. For this
illustration, 15 percent was used as an average annual share of the revenue distributed to the States
based on the average distribution for 2005.*° For this illustration, 84 percent was used as an
average annual share of the revenue distributed to other Federal component entities based on the
average distribution for 2005.*" These calculations are presented below:

$150,677,667,470 X .01 = $1,506,776,675
$150,677,667,470 X .84 = $126,569,240,675
$150,677,667,470 X .15 = $22,601,650,120

Dr Estimated Petroleum Royalties 150,677,667,470
Cr Prior Period Adjustment: Change In
Accounting Principle 1,506,776,675
Cr Liability for Revenue Distribution to
Others-Federal 126,569,240,675
Cr Liability for Revenue Distribution
to States-Non-Federal 22,601,650,120

To record initial value of estimated petroleum royalties due to change in accounting principle, the
related liabilities to state and local governments, and the related liabilities to other Federal
component entities. (The 1% expected to be retained by the entity responsible for making royalty
collections increases its net position.)

Other Federal component entity entry:

For component entities, amounts must be recognized in a manner that supports elimination of
Federal assets and liabilities and flow amounts. Therefore, the receiving Federal component entities

* The one percent was derived by dividing [Note 21. Custodial Distributions to MMS, Revenues to Fund
Operations] by [Total Revenue on the Statement of Custodial Activity] for 2005.

* The 15 percent was derived by dividing [Note 21. Payments to States] by [Total Revenue on the Statement
of Custodial Activity] for 2005.

*! The 84 percent was derived by dividing [Transfers-out to other Federal component entities on the Statement
of Custodial Activity] by [Total Revenue on the Statement of Custodial Activity] for 2005.
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would be required to book the asset related to their respective interest in the estimated petroleum
royalties.

Dr Long-Term A/R for Oil and Gas-Federal 126,569,240,675
Cr Prior Period Adjustment: Change In
Accounting Principle 126,569,240,675

To book the asset by other Federal entities for their respective interest in the estimated petroleum
royalties.

2. Record payment of the one-fifth bonus bid amounts.

For a competitive lease sale, a notice of lease sale is published in the Federal Register. Each lease
bid must include a payment for one-fifth of the bonus bid amount unless the bidder is otherwise
directed by the Secretary. For purposes of this illustrative accounting event, four bonus bids were
received with payment of the one-fifth bonus bid amount. Bonus bid number one was $1,850,000,
bonus bid number two was $1,900,000, bonus bid number three was $1,950,000, and bonus
number four was $2,000,000. The total payment relating to the four bonus bids was $1,540,000
(bonus bid number one for $370,000, bonus bid number two for $380,000, bonus bid number three
for $390,000, and bonus bid number four for $400,000) and was recorded with the following entry by
the component entity responsible for collecting royalties.

Dr Fund Balance with Treasury 1,540,000
Cr Unearned Revenue 1,540,000
To record collection of the one-fifth bonus bids for the four bonus bids.

3. Record remaining payment by the successful bidder and the annual rental fee and the
related liability for revenue distributions to others.

Payment of the unpaid balance of the bonus bid amount and the first year’s rental fee are to be
received from the successful bidder on the 11th business day after receipt of the lease forms by the
successful bidder. The successful bid was bonus bid number four in the amount of $2,000,000. The
remaining four-fifths bonus bid of $1,600,000 and the first year rental fee in the amount of $360,000
is received. According to various legislative requirements, rental fees are required to be paid one
year in advance and are recorded as revenue from rent when received because there is no
obligation to refund unearned portions. The following entries are recorded by the component entity
responsible for collecting royalties.

Dr Unearned Revenue 400,000

Dr Fund Balance with Treasury (1,600,000+360,000) 1,960,000
Cr Revenue from Rent 360,000
Cr Revenue from Bonus Bid 2,000,000

To record remaining bonus payment and the annual rental fee by the successful bidder.

The related increase in the liability for the future revenue distributions to others from the rent and the
bonus bid is calculated in two parts. One part is based on revenue designated as payments to the
States. The other part is based on designated transfers-out to other Federal component entities.
The revenue from rent and bonus bid is multiplied by the average share of the revenue distributed to
the States to obtain the value of the rent and bonus bid revenue to be distributed to the States. For
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this illustration, 15 percent was used as an average annual share of the revenue distributed to the
States based on the average distribution for 2005.** The revenue from rent and bonus bid is
multiplied by the average share of the revenue distributed to other Federal component entities to
obtain the value of the rent and bonus bid revenue to be distributed to other Federal component
entities. For this illustration, 84 percent was used as an average annual share of the revenue
distributed to other component entities based on the average distribution for 2005.*> These
calculations are presented below:

$2,360,000 X .15 = $354,000

$2,360,000 X .84 = $1,982,400

Dr Revenue Designated for the States** 354,000
Dr Transfers-Out 1,982,400
Cr Liability for Revenue Distribution
to Others-Federal 1,982,400
Cr Liability for Revenue Distribution to States-Non-Federal 354,000

To record the related increase in the liability for the future revenue distributions to others.

Other Federal component entity entry:

Dr Long-Term A/R for Gas and Oil-Federal 1,982,400
Cr Transfer-In 1,982,400
To record the related accrual of a transfer-in and a reduction in the long-term A/R.

4. Receive the annual rental fee from pre-existing leases and record the related liability for
revenue distributions to others.

For illustrative purposes, the total amount of annual rent collected for the year for offshore leases
was $193,273,613 and the rental fee for onshore leases was $46,588,068 for a total of
$239,861,681. Since $360,000 was received in connection with the new lease, the rental payments
remaining are $239,501,681 ($239,861,681 less $360,000). The following entry is recorded by the
component entity responsible for collecting royalties.

Dr Fund Balance with Treasury 239,501,681
Cr Revenue from Rent 239,501,681
To record rental payments on leases for the year.

The related increase in the liability for the future rent revenue to be distributed to others is calculated
in two parts. One part is based on revenue designated as payments to the States. The other part is
based on designated transfers-out to other Federal component entities. The revenue from rent is
multiplied by the average share of the revenue distributed to the States to obtain the value of the
rent revenue to be distributed to the States. For this illustration, 15 percent was used as an average

2 See footnote 40.

*3 See footnote 41.

** This and certain other titles were selected for illustrative purposes. The entity has the option of selecting
another account title, such as grant, that may be more appropriate.
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annual share of the revenue distributed to the States based on the average distribution for 2005.%
The revenue from rent is multiplied by the average share of the revenue distributed to other Federal
component entities to obtain the value of the rent revenue to be distributed to other Federal
component entities. For this illustration, 84 percent was used as an average annual share of the
revenue distributed to other Federal component entities based on the average distribution for
2005.% These calculations are presented below:

$239,501,681 X .15 = $35,925,252
239,501,681 X .84 = $201,181,412

Dr Revenue Designated for the States 35,925,252
Dr Transfers-out 201,181,412
Cr Liability for Revenue Distribution
to Others-Federal 201,181,412
Cr Liability for Revenue Distribution to States-Non-Federal 35,925,252

To record the related increase in the liability for the future revenue distributions to others.

Other Federal component entity entry:

Dr Long-Term A/R for Gas and Oil-Federal 201,181,412
Cr Transfer-In 201,181,412
To record the related accrual of a transfer-in and a reduction in the long-term A/R.

5. Refund unsuccessful bidders’ bonus bid deposits.

Bonus bid deposits submitted by unsuccessful bidders are refunded to respective bidders after bids
are opened, recorded, and ranked. Bonus bid #1 in the amount of $370,000, bonus bid #2 in the
amount of $380,000, and bonus bid #3 in the amount of $390,000 for a total of $1,140,000 are
returned to respective bidders. The following entry is recorded by the component entity responsible
for collecting royalties.

Dr Unearned Revenue 1,140,000
Cr Fund Balance with Treasury 1,140,000
To record refund of losing bonus bids.

The remaining pro-forma transactions and financial statements are presented
as of the end of the Federal government’s fiscal year (FY).

6. Record earned royalty revenue and depletion expense.

Earned royalty revenue should be recognized as exchange revenue by the component entity that is
responsible for collecting the royalties. At the same time, an amount equal to the royalty collections
should be recognized as depletion expense; and, the value of estimated petroleum reserves should
be reduced by the depletion expense amount. Sales value and royalty payment information are due

5 See footnote 40.
6 See footnote 41.

Federal Accounting Standards Advisory Board
Exposure Draft
Accounting for Federal Oil and Gas Resources
May 21, 2007



Tab 2 - Exposure Draft 95
APPENDIX C: PRO FORMA TRANSACTIONS AND FINANCIAL STATEMENTS

on or before the last of the month following the month the oil or gas product from Federal oil and gas
resources was sold or removed from the lease. For example, oil or gas sold in June must be
reported by July 31, the end of the following month.

For illustrative purposes, the total amount of royalty revenue earned for the fiscal year for offshore
and onshore rental leases was used in this calculation. The royalty revenue earned during the fiscal
year for offshore leases was $3,563,921,973 and the royalty revenue earned during the fiscal year
for onshore leases was $852,330,828 for a total of $4,416,252,801. The following entries are
recorded by the component entity responsible for collecting royalties.

Dr Accounts Receivable 4,416,252,801

Cr Revenue from Royalties for Federal Oil and Gas Reserves 4,416,252,801
To record earned royalty revenue.
Dr Oil and Gas Depletion Expense 4,416,252,801

Cr Estimated Petroleum Royalties 4,416,252,801
To record depletion expense for Federal oil and gas resources.

7. Record collection of royalty revenue.

Royalty payments are due on or before the last of the month following the month the oil or gas
product from Federal oil and gas resources are sold or removed from the lease, unless lease terms
state that royalties are due otherwise. A year-to-date total of royalty revenue collected is in the
amount of $4,048,231,734. The following entry is recorded by the component entity responsible for
collecting royalties.

Dr Fund Balance with Treasury 4,048,231,734
Cr Accounts Receivable 4,048,231,734
To record collection of royalty revenue.

8. Record distribution of bonus bid, rent, and royalty collections and the reduction in the
liability for the revenue distributed to others.

The component entity responsible for collecting royalty revenue is required to distribute the bonus
bid, rent, and royalty revenue in accordance with authoritative formulas to recipients designated by
law upon matching the revenue collections to specific leases. The component entity distributing
bonus bid, rent, and royalty revenue from Federal oil and gas resources should recognize the
distribution to component entities in accordance with existing accounting standards. The Federal
component entity receiving the distribution should recognize the receipt as a transfer in when
calculating its operating results. For purposes of this illustrative accounting event, the bonus bid
collected was $2,000,000, the rent collected was $239,861,681 and the royalties collected was
$4,048,231,734 for total collections of $4,290,093,415.

The bonus bid, rent, and royalty revenue collections to be distributed and the related reduction in the
liability for revenue distribution to others is calculated in two parts. One part is based on revenue
collections designated as payments to the States. The other part is based on collections designated
as payments to other Federal component entities. The revenue collections from bonus bid, rent, and
royalties are multiplied by the average share of the revenue distributed to the States to obtain the
value of the collections to be distributed to the States. For this illustration, 15 percent was used as
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an average annual share of the revenue distributed to the States based on the average distribution
for 2005.*” The revenue collections from bonus bid, rent, and royalties are multiplied by the average
share of the revenue distributed to other Federal component entities to obtain the value of the rent
revenue to be distributed to other Federal component entities. For this illustration, 84 percent was
used as an average annual share of the revenue distributed to other Federal component entities
based on the average distribution for 2005.** These calculations are presented below:

$4,290,093,415 X .15 = $643,514,012
$4,290,093,415 X .84 = $3,603,678,469

Dr Liability for Revenue Distribution

to Others-Federal 3,603,678,469
Dr Liability for Revenue Distribution to States-Non-Federal 643,514,012
Cr Fund Balance with Treasury 4,247,192,481

To record distribution of bonus bid, rent, and royalty revenue collections and the reduction in
liabilities for revenue distribution to others.

Other Federal entity entry:

Dr Fund Balance with Treasury 3,603,678,469

Cr Long-Term A/R for Oil and Gas-Federal 3,603,678,469
To increase the fund balance with treasury and reduce the long-term accounts receivable for oil and
gas in relation to distributions received.

9. Disclose rights to future royalty streams identified for sale.

When rights to a future royalty stream are identified to be sold, the value of those rights should be
disclosed as future royalty rights held for sale. They should be disclosed rather than reclassified
because (1) the point in time for the sale of the future royalty rights may be uncertain or undecided
and (2) the identified fields may continue to produce oil and/or gas and generate royalties. These
two factors make it difficult to establish and maintain precise valuation information in advance of the
sale. Disclosure of the approximate value at the balance sheet date alerts the reader to the pending
sale and the potential value of the asset to be sold. The value of the rights identified for sale should
be based on the estimated quantity of proved reserves, the first purchase price for oil or the
wellhead price for gas, and the royalty rate for each specific field identified for potential sale.

Future royalty streams from two specific oil fields have been identified to be sold.
The estimated value of the future royalty stream identified to be sold from field number one is
$5,305,000 based on the following calculation: 1,000,000 barrels to be sold X $42.44 per barrel per

field number one first purchase price for oil X the 12.5% royalty rate for field number one.

The estimated value of the future royalty stream identified to be sold from field number two is
$3,244,688 based on the following calculation: 750,000 barrels to be sold X $34.61 per barrel per

" See footnote 40.
8 See footnote 41.

Federal Accounting Standards Advisory Board
Exposure Draft
Accounting for Federal Oil and Gas Resources
May 21, 2007



Tab 2 - Exposure Draft 57
APPENDIX C: PRO FORMA TRANSACTIONS AND FINANCIAL STATEMENTS

field number two first purchase price for oil X the 12.5% royalty rate for field number two. The future
royalty streams are expected to be sold sometime during the next fiscal year.

10. Record sale of future royalty streams identified for sale and the related change in the
liability for revenue distributions to others.

At the time the future royalty rights identified for sale are sold, the asset value is calculated based on
the quantity of proved oil reserves involved in the sale, the first purchase price or the wellhead price
for the field at the time of sale, and the royalty rate for the specific field. Any difference between the
asset value of the future royalty rights sold and the sales proceeds results in a net gain or loss. The
net gain or loss should be reported on the Statement of Net Cost of the component entity
responsible for collecting royalty revenue. For purposes of this illustrative accounting event, the
rights to future royalty rights held for sale for field number one had an asset value of $5,375,000
based on the following calculation: 1,000,000 barrels of proved oil reserves involved in the sale
multiplied by an arbitrary $43.00 per field number one first purchase price per barrel further
multiplied by the arbitrary 12.5 percent royalty rate for field number one. The rights to a future
royalty stream from field number one were sold for $3,950,000. As a result, there is a loss of
$1,425,000 on the sale of the future royalty stream from field number one, which should be reported
on the Statement of Net Cost.

Dr. Fund Balance with Treasury 3,950,000
Dr. Loss on Sale of Estimated Petroleum Royalties 1,425,000
Cr. Estimated Petroleum Royalties 5,375,000

To record sale of future royalties.

The loss on the sale of estimated petroleum royalties is multiplied by the average share of the
revenue distributed to the States and other Federal component entities to obtain the related
reduction in the liabilities for revenue distributions to others. For this illustration, 15 percent was
used as an average annual share of the revenue distributed to the States based on the average
distribution for 2005.*° The revenue collections from bonus bid, rent, and royalties are multiplied by
the average share of the revenue distributed to other Federal component entities to obtain the value
of the rent revenue to be distributed to other Federal component entities. For this illustration, 84
percent was used as an average annual share of the revenue distributed to other Federal
component entities based on the average distribution for 2005.%° This calculation is presented below:

$1,425,000 X .15 = $213,750
$1,425,000 X .84 = $1,197,000
Dr Liability for Revenue Distributions

to Others- Federal 1,197,000
Dr Liability for Revenue Distributions to States-Non-Federal 213,750
Cr Revenue Designated for the States 213,750
Cr Transfers-Out 1,197,000

9 See footnote 40.
% See footnote 41.
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To record the related reduction in the liabilities for the future revenue distributions to others, revenue
designated for the States, and transfers-out as a result of the loss on the sale of estimated
petroleum royalties.

Dr Liability for Revenue Distributions

to Others- Federal 3,318,000
Dr Liability for Revenue Distributions to States-Non-Federal 592,500
Cr Fund Balance with Treasury 3,910,500

To record the distribution of collections from the sale of revenue streams and the related reduction in
the liability for revenue distributions to others.

Other Federal entity entry:

Dr. Fund Balance with Treasury 3,318,000

Cr. Long-Term A/R for Oil and Gas-Federal 3,318,000
To increase the fund balance with treasury and reduce the long-term accounts receivable for oil and
gas in relation to distributions received.

Dr. Transfers-In 1,197,000

Cr Long-Term A/R for Oil and Gas-Federal 1,197,000
To decrease the transfers-in and long-term accounts receivable as a result of the loss on the sale of
estimated petroleum royalties.

11. Record annual valuation of estimated petroleum royalties and the related change in the
liability for revenue distributions to others.

The calculated value of the Federal government’s estimated petroleum royalties for financial
statement reporting at year-end should be compared to the book value of estimated petroleum
royalties at year-end. If the calculated value of estimated petroleum royalties at year-end is greater
than the year-end book value,”' the book value should be increased to the new estimate and a gain
should be recorded on the Statement of Net Cost of the reporting entity responsible for collecting
revenue. If the calculated value of estimated petroleum royalties at year-end is less than the year-
end book value, the book value should be decreased to the new estimate and a loss should be
recorded on the Statement of Net Cost of the reporting entity responsible for collecting royalty
revenue. For illustrative purposes, the valuation of estimated petroleum royalties as of as of the
year ended September 30 produced a gain of $25,210,225,331 that is based on the following
calculations.

The revaluation value of estimated petroleum royalties for oil and lease condensate from Federal
leases is $83,357,750,000: ((14,000,000,000 barrels of proved oil and lease condensate reserves
multiplied by an arbitrary price of $47.50 per barrel) further multiplied by an arbitrary 12.535 percent
royalty rate)). The revaluation value of estimated petroleum royalties for NGPLs from Federal
leases is $9,401,250,000: ((2,500,000,000 barrels of proved NGPLs reserves multiplied an arbitrary
price of $30.00 per barrel) further multiplied by an arbitrary 12.535 percent royalty rate)). The
revaluation value of estimated petroleum royalties for gas from Federal leases is $78,707,265,000:

*" The estimated petroleum royalties beginning balance would have been reduced by the amount expensed on
the statement of net cost.
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((105,000,000,000 thousand cubic feet of proved gas reserves multiplied by an arbitrary price of
$5.98 per thousand cubic feet) further multiplied by an arbitrary 12.535 percent royalty rate)).

The total revaluation value of estimated petroleum royalties for oil and lease condensate, NGPLs,
and gas is $171,466,265,000. The current value of estimated petroleum royalties
($171,466,265,000) less the book value of estimated petroleum royalties (the initial value of
estimated petroleum royalties at the beginning of the year (October) less depletion expense for
estimated petroleum royalties through the end of the year (September 30), less the asset value of
estimated petroleum royalties sold), equals the net gain to be recorded:

$171,466,265,000 — (150,677,667,470 — 4,416,252,801 — 5,375,000) = $25,210,225,331

Dr Estimated Petroleum Royalties 25,210,225,331
Cr Gain on Revaluation of Estimated Petroleum Royalties 25,210,225,331
To record revaluation of estimated petroleum royalties.

To record the related increase in the liability for the future revenue distributions to others, the
amount that the total estimated petroleum royalties was increased due to revaluation is multiplied by
the average share of the revenue distributed to the states. For this illustration, 15 percent was used
as an average annual share of the revenue distributed to the States based on the average
distribution for 2005.%% For this illustration, 84 percent was used as an average annual share of the
revenue distributed to other Federal component entities based on the average distribution for
2005.% These calculations are presented below:

$25,210,225,331 X .15 = $3,781,533,800
$25,210,225,331 X .84 = $21,176,589,278

Dr Revenue Designated for the States 3,781,533,800
Dr Transfers-Out 21,176,589,278
Cr Liability for Revenue Distributions
to Others-Federal 21,176,589,278
Cr Liability for Revenue Distributions to States-Non-Federal 3,781,533,800

To record the related year-end increase in the liabilities for the future revenue distributions to others.

Other Federal component entity entry:

For component entities, amounts must be recognized in a manner that supports elimination of
Federal assets and liabilities and flow amounts. Therefore, the receiving Federal component entities
would be required to book the revaluation amount related to their respective interest in the estimated
petroleum royalties.

Dr Long-Term A/R for Oil and Gas-Federal 21,176,589,278

Cr Transfers-In 21,176,589,278
To book the revalued asset amount by other Federal entities for their respective interest in the
estimated petroleum royalties.

%2 See footnote 40.
%3 See footnote 41.
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The trial balance, closing entries, and pro forma financial statements on the next two pages are
illustrative of the departmental entries presented in this appendix. The “other Federal component
entity” entries and the consolidated financial statements of the United States Government are not
illustrated.
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Pre-closing trial balance after pro forma transactions:

Fund Balance with Treasury

42,940,434

Accounts Receivable

368,021,067

Estimated Petroleum Royalties

171,466,265,000

Liability for Revenue Distributions to Others-Federal

(144,340,800,296)

Liability for Revenue Distributions to States-Non-Federal

(25,775,142,910)

Revenue from Bonus Bid

(2,000,000)

Revenue from Rents

(239,861,681)

Revenue from Royalties

(4,416,252,801)

Transfers-Out

21,378,556,090

Oil and Gas Depletion Expense

4,416,252,801

Revenue Designated for the States

3,817,599,302

Gain on Revaluation of Estimated Petroleum Royalties

(25,210,225,331)

Loss on Sale of Future Royalty Rights 1,425,000
Prior Period Adjustment: Change in Accounting Principle (1,506,776,675)
Total 0

Closing Entries:

Revenue from Bonus Bid
Revenue from Rent
Revenue from Royalties
Gain on Revaluation of Estimated Petroleum Royalties
Prior Period Adjustments: Change in Accounting Principle
Cumulative Results of Operations
Transfers-Out
Oil and Gas Depletion Expense
Revenue Designated for the States

2,000,000
239,861,681
4,416,252,801
25,210,225,331
1,506,776,675
1,761,283,295
21,378,556,090
4,416,252,801
3,817,599,302

Loss on Sale of Future Royalty Rights 1,425,000
Post-closing trial balance:
Fund Balance with Treasury 42,940,434
Accounts Receivable 368,021,067

Estimated Petroleum Royalties

171,466,265,000

Liability for Revenue Distributions to Others-Federal

(144,340,800,296)

Liability for Revenue Distributions to States- NOn-Federal

(25,775,142,910)

Cumulative Results of Operations

(1,761,283,295))

Total

0
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Pro Forma Financial Statements — for fiscal year ended 9/30/20XX

Balance Sheet

Assets
Fund Balance with Treasury
Accounts Receivable
Estimated Petroleum Royalties
Total Assets

Liability for Revenue Distributions to Others-Federal
Liability for Revenue Distributions to States-Non-Federal
Total Liabilities

Net Position
Cumulative Results of Operations

Total Liabilities and Net Position
Statement of Net Cost

Oil and Gas Resources Program
Leasing Activities:
Costs (Oil and Gas Depletion Expense)
Less: Earned Revenue
Net Cost/(Revenue) from Leasing Operations

Loss/(Gain) on Revaluation of Estimated
Petroleum Royalties

Less: Revenue Designated for the States
Less: Loss on Sale of Future Royalty Rights

Net Cost/(Revenue) for Program
Statement of Changes in Net Position
Beginning Net Position
Adjustment: Change in Accounting Principle
Beginning Balance, as adjusted
Net Revenue for Program

Transfers In/(Out)
Ending Net Position

42,940,434
368,021,067
171,466,265,000

$ 171,877,226,501

144,340,800,296
25,775,142,910

170,115,943,206

1,761,283,295

$ 171,877,226,501

$  4,416,252,801
(4,658,114,482)

(241,861,681)

(25,210,225,331)

3,817,599,302
1,425,000

$(21,633,062,710)

$ 0
1,506,776,675

1,506,776,675

21,633,062,710
(21,378,556,090)

$ 1,761,283,295
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APPENDIX D: ILLUSTRATIVE DISCLOSURE AND RSI PRESENTATIONS

PLEASE NOTE: Appendix D illustrates the type of reporting contemplated by
the Board. Information presented in the illustrative disclosure and RSI
presentations are based on hypothetical numbers. Therefore, readers should
not rely on the validity of the data in the sample presentations.
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NOTE X -- ESTIMATED PETROLEUM ROYALTIES
Management of Federal Oil and Gas Resources

The Minerals Management Service (MMS) plays an integral part in the implementation of the
President’s national energy policy (NEP). The NEP is a comprehensive strategy designed to secure
America’s energy future by reducing dependence on foreign sources, increasing domestic fossil fuel
production, improving energy conservation efforts, and developing alternative and renewable energy
sources. The MMS is responsible for managing the nation’s oil and natural gas resources on the
Outer Continental Shelf (OCS) and the mineral revenues from the OCS and Federal lands. The
MMS management process can be broken down into six essential analysis components: pre-
leasing, post-leasing and pre-production, production and post-production, revenue collection, fund
disbursement, and revenue compliance.

Stewardship Policies for Federal Oil and Gas Resources

The MMS'’s responsibilities as stewards of the physical oil and gas resources on the OCS begin
when the MMS conducts pre-leasing analysis activities, which include the assessment of oil and gas
resources that may be offered for lease. Following the pre-leasing assessment, the MMS develops
a plan for offering those resources to developers. In the case of oil and gas development, this
planning process is designed to consider both the environmental and economic concerns of the
nation by providing opportunities for input from the public, the private sector, states, and Congress.
The MMS conducts public planning processes for each individual lease sale.

Once a sale is completed, the MMS evaluates the bids to ensure that the government receives fair
market value. The evaluation determines whether the bid can be accepted and a lease issued.
Once a lease is assigned to a winning bidder, the MMS begins post-leasing and pre-production
activities. These activities include a permitting and approval process for all exploration,
development, and production activities proposed by the lease operators. MMS staff inspects each
operation in order to confirm that all activities are conducted in an environmentally and physically
safe manner. Similar inspections also occur during the production and post-production activities
with the added responsibility of ensuring the Federal government is receiving accurate royalties from
production, while inspections during the post-production phase help ensure that facilities are
decommissioned in a manner that protects the environment.

Once a lease is in place, the Federal government’s share of production from both offshore and
onshore operations may be recovered as royalty-in-value (RIV) or royalty-in-kind (RIK). Through
royalty revenue collection and fund disbursement, the MMS achieves optimal value by ensuring that
all revenues from Federal oil and gas lease are efficiently, effectively, and accurately collected,
accounted for, and disbursed to states, other Federal component entities, and the U.S. Treasury.
The MMS also performs revenue compliance activities to ensure the Federal government has
received fair market value and that companies comply with applicable laws, regulations, and lease
terms.

Through this robust mineral asset management process, the MMS serves as a leading mineral asset
manager for the Federal government, the states, and the American people.

Federal Accounting Standards Advisory Board
Exposure Draft
Accounting for Federal Oil and Gas Resources
May 21, 2007



Tab 2 - Exposure Draft 65
APPENDIX D: ILLUSTRATIVE DISCLOSURE AND RSI PRESENTATIONS

Future Royalty Streams Identified for Sale
Future royalty streams from two specific oil fields have been identified to be sold.

The estimated value of the future royalty stream identified to be sold from field number one in the
Gulf of Mexico is $5,305,000 based on the following calculation: The royalty stream from 1,000,000
barrels are to be sold at a $42.44 sale price per barrel per field number one first purchase price for
oil with a 12.5 percent royalty rate for field number one.

The estimated value of the future royalty stream identified to be sold from field number two in the
Gulf of Mexico is $3,244,688 based on the following calculation: The royalty stream from 750,000
barrels are to be sold at a $34.61 sale price per barrel per field number two first purchase price for
oil with a 12.5 percent royalty rate for field number two.

The future royalty streams are expected to be sold sometime during the next fiscal year.
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Revenue Reported by Category
Fiscal year 20XX

Federal Offshore Federal Onshore Total

Oil and Lease
Condensate Royalty 1,703,801,070 401,102,615 2,104,903,685
NGPLs Royalty 340,110,343 150,120,157 490,230,500
Gas Royalty $1,520,010,560 $301,108,056 $1,821,118,616
Subtotal $3,563,921,973 $852,330,828 $4,416,252,801
Rent $193,273,613 $46,588,068 $239,861,681
Bonus Bid 2,000,000 0 2,000,000
Subtotal $195,273,613 $46,588,068 $241,861,681
Total $3,759,195,586 $898,918,896 $4,658,114,482

The disclosure for revenue reported by category presents oil and lease condensate royalty revenue,
natural gas plant liquids (NGPLs) royalty revenue, gas royalty revenue, rent revenue, and bonus bid
revenue by offshore leases and by onshore leases for the current reporting period. In addition,
totals for the gas royalty revenue category, NGPLs royalty revenue category, the oil and lease
condensate royalty revenue category, the rent revenue category, and the bonus bid revenue
category are reported, with a total for all revenue reported.
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ESTIMATED PETROLEUM ROYALTIES

Fiscal Year 20XX

Purchase Royalty Asset
Beginning of FY** Quantity Price ($) Rate (%) Value ($)
Oil and Lease
Condensate (Barrels) 13,555,200,000 $40.56/Barrel 13.58% $74,662,692,250
NGPLs (Barrels) 2,347,450,000 $23.00/Barrel 9.5% 5,129,178,250
Gas (Mcf)>® 100,106,760,000,000 $4.86/Mcf 14.57% 70,885,796,070
Beginning of FY $150,677,667.470
Total
Purchase Royalty Asset
End of FY Quantity Price ($) Rate (%) Value ($)
Oil and Lease
Condensate (Barrels) 14,000,000,000 $47.50/Barrel 12.535% $83,357,750,000
NGPLs (Barrels) 2,500,000,000 $30.00/Barrel 12.535% 9,401,250,000
Gas (Mcf) 105,000,000,000,000 $5.98/Mcf 12.535% 78,707,265,000
End of FY $171,466,265,000
Total

This disclosure provides estimated petroleum royalties for the beginning of the current reporting
period and the end of the current reporting period.

The increase in the asset value was a result in the changes involved in valuing the asset. During the
current reporting period, there was an increase in the quantity of proved oil and lease condensate,
NGPLs, and gas reserves. There was a decrease in the royalty rates for oil and lease condensate
and gas leases in effect, but an increase for NGPLs. However, there was a 17 percent increase in
the unit price of oil and lease condensate (price per barrel), a 30 percent increase in the unit price
for NGPLs (price per barrel), and a 23 percent increase in the unit price of gas (price per 1000 cubic
feet) during the reporting period.

% Fiscal Year.

% Thousand cubic feet.
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REQUIRED SUPPLEMENTARY INFORMATION
Federal Regional Oil and Gas Sales Information

Table 1 on the following page reflects sales volume, sales value, royalty revenue earned, and estimated
value for royalty relief information for fiscal year 20XX.

Sales volume represents the quantity of a mineral commodity sold during the reporting period. Sales value
represents the dollar value of the mineral commodity sold during the reporting period. Royalty revenue
earned represents a stated share or percentage of the value of the mineral commodity produced.

Royalty relief is the reduction, modification, or elimination of any royalty payment due to promote
development, increase production, or encourage production of marginal resources on certain leases or
categories of leases. The estimated value for royalty relief is an approximated calculation of royalty relief.
The estimated value for royalty relief is calculated based on a formula developed by the Department of the
Interior.

The sales volume, sales value, royalty revenue earned, and the estimated value for royalty relief are
presented on a regional basis. The information is presented on a regional basis to provide users of the
financial statements with the regional variances in the prices of oil and gas for decision-making purposes, to
reflect the amount of royalty relief granted and to forecast future royalty revenue.
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Table 1

Federal Regional Oil and Gas Information

FY 20XX Natural Gas Plant Liquids (NGPLs) Information

Sales Volume

Royalty Revenue

Estimated Value for

Region (Barrels) Sales Value ($) Earned ($) Royalty Relief ($)
Alaska 504,907,460 $7,182,415,240 $1,055,380,640 N/A®
Pacific 455,613,460 5,737,146,080 822,800,200 N/A
Gulf of Mexico 562,808,260 10,272,610,500 1,470,661,910 3,250,000,000
Onshore Region | 453,335,320 8,912,195,960 1,345,077,330 N/A
Onshore Region Il 399,821,380 7,290,095,980 1,108,931,700 N/A

Totals 2,376,485,880 $39,394,463,760 $5,802,851,780 $3,250,000,000
FY 20XX Oil and Lease Condensate Information
Sales Volume Royalty Revenue Estimated Value for
Region (Barrels) Sales Value ($) Earned ($) Royalty Relief ($)
Alaska 366,036,900 5,091,864,970 783,276,870 N/A
Pacific 408,378,420 6,298,080,860 946,205,710 N/A
Gulf of Mexico 120,825,580 2,098,806,440 216,537,590 N/A
Onshore Region | 5,103,168,000 12,884,627,080 2,045,301,890 N/A
Onshore Region Il 5,005,101,640 10,170,031,760 1,934,356,820 N/A
Totals 11,003,510,540 $36,543,411,110 $5,925,678,880 N/A
FY 20XX Gas Information
Sales Volume Royalty Revenue Estimated Value for
Region (Mcf) Sales Value ($) Earned ($) Royalty Relief ($)
Alaska 4,700,496,060 $13,601,758,780 $2,093,260,060 N/A
Pacific 4,983,485,730 12,221,150,850 1,934,356,820 N/A

Gulf of Mexico

5,103,168,000

12,884,627,080

2,045,301,890

4,050,100,000

Onshore Region |

4,700,952,680

10,345,025,220

1,649,297,130

N/A

Onshore Region Il

4,658,177,090

7,653,957,630

1,198,395,780

N/A

Totals

24,146,279,560

$56,706,519,560

$8,920,611,680

$4,050,100,000

% N/A means not applicable.

" Thousand cubic feet.
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Historical Comparisons of Proved Reserves

This overview summarizes the 2004 proved reserves balances of oil and lease condensate, gas (dry), and natural gas
plant liquids on a national level and provides historical comparisons between 2004 and prior years. Table 2, on the
following page, lists the estimated annual reserve balances since 1994 for oil and lease condensate, gas, and natural
gas plant liquids.

Oil and Lease Condensate. The United States (U.S.) had 21,371 million barrels of oil and lease condensate proved
reserves as of December 31, 2004. Oil and lease condensate proved reserves declined by two percent in 2004 owing
mostly to a large nine percent decrease in the Gulf of Mexico. Boosted by reserves additions in Wyoming, Montana,
North Dakota, and Texas, the oil and lease condensate proved reserves of the onshore lower 48 States increased by
0.1 percent. However, three of the four largest crude oil reserves areas, the Gulf of Mexico, Alaska, and California,
registered reserves declines. U.S. new field discoveries were the lowest in 12 years and as a result operators only
replaced 71 percent of oil and lease condensate production with reserves additions.

Total discoveries are those new reserves attributable to extensions of existing fields, new field discoveries, and new
reservoir discoveries in old fields. They result from the drilling of new wells. Total discoveries of oil and lease
condensate were 782 million barrels in 2004, 37 percent less than those of 2003. The U.S. discovered an average of
1,105 million barrels of new oil and lease condensate proved reserves per year in the prior 10 years. Total discoveries in
2004 were 29 percent lower than that average.

Gas (Dry). The net of revisions, adjustments, sales, and acquisitions was 2,474 billion cubic feet in 2004, 37 percent
lower than the post-1976 U.S. average (3,911 billion cubic feet per year). For the sixth year in a row (and 10 out of the
last 11 years, the annual change to the national total of gas reserves has been positive, not negative. The U.S. had
192,513 billion cubic feet of dry natural gas reserves as of December 31, 2004, a two percent increase over the 2003
level. All natural gas proved reserves data shown in this report exclude natural gas held in underground storage.

U.S. natural gas reserves increased for the sixth year in a row in 2004. The U.S. total went up even though Gulf of
Mexico natural gas proved reserves dropped an unusually large 15 percent primarily due to low new discoveries.
Discoveries of new gas fields nationwide were the lowest in 12 years. Nevertheless, because onshore lower 48 States
total discoveries were almost 18 trillion cubic feet, total U.S. reserves additions replaced 118 percent of 2004 dry gas
production. U.S. dry gas production declined one percent in 2004. Twenty percent of U.S. dry natural gas production
comes from the Gulf of Mexico Federal Offshore which reported a 10 percent drop in production in 2004. Hurricane lvan
caused infrastructure damage that impacted oil and gas production in the Gulf in the last quarter of 2004 and will also
reduce 2005 Gulf production from what it could have been.

Total discoveries are those reserves attributable to field extensions, new field discoveries, and new reservoir discoveries
in old fields; they result from drilling exploratory wells. Total discoveries of dry natural gas reserves were 20,163 billion
cubic feet in 2004, a five percent increase from the level reported in 2003. About 32 percent of the total discoveries were
in Texas, 16 percent were in Wyoming, 10 percent were in the Gulf of Mexico Federal Offshore, 10 percent were in
Louisiana, 10 percent were in Oklahoma, and six percent were in New Mexico.

Natural Gas Plant Liquids. U.S. natural gas plant liquids proved reserves increased 6 percent to 7,928 million barrels
in 2004, rebounding from the decline observed in 2003. Reserve additions replaced 157 percent of 2004 natural gas
plant liquids production. The reserves of seven areas account for 88 percent of the nation’s natural gas plant liquids
proved reserves: Texas- 35 perecent, Utah — Wyoming-12 percent, New Mexico-11 percent, Oklahoma-10 percent, Gulf
of Mexico Federal Offshore-9 percent, Colorado-6 percent, and Alaska-5 percent.

Total discoveries of natural gas plant liquids reserves were 814 million barrels in 2004, an increase of 11 percent from
2003 (736 million barrels).
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Table 2. Total U.S. Proved Reserves of Oil and Lease Condensate, Dry Gas, and Natural Gas Plant Liquids,

1994-2004
Revisions Net of Discoveries Change
Net and Sales and New Field in Old Total Estimated  Proved  from Prior
Adjustments  Revisions  Adjustments  Acquisitions  Extensions  Discoveries Fields Discoveries ~ Production ~ Reserves Year
Year M ) ) 4) ®) (6) @) (8) 9) (10) (1)
Oil and Lease Condensate (million barrels of 42 U.S. gallons)
1994 189 1,007 1,196 NA 397 64 111 572 2,268 22,457 -500
1995 122 1,028 1,150 NA 500 114 343 957 2,213 22,351 -106
1996 175 737 912 NA 543 243 141 927 2,173 22,017 -334
1997 520 914 1,434 NA 477 637 119 1,233 2,138 22,546 +529
1998 -638 518 -120 NA 327 152 120 599 1,991 21,034 -1,512
1999 139 1,819 1958 NA 259 321 145 725 1,952 21,765 +731
2000 143 746 889 -20 766 276 249 1,291 1,880 22,045 +280
2001 -4 -158 -162 -87 866 1,407 292 2,565 1,915 22,446 +401
2002 416 720 1,136 24 492 300 154 946 1,875 22,677 +231
2003 163 94 257 -398 426 705 101 1,232 1,877 21,891 -786
2004 74 420 494 23 617 33 132 782 1,819 21,371 -520
Dry Gas (billion cubic feet, 14.73 psia, 60 degrees Fahrenheit)
1994 1,945 5,484 7,429 NA 6,941 1,894 3,480 12,315 18,322 163,837 +1,422
1995 580 7,734 8,314 NA 6,843 1,666 2,452 10,961 17,966 165,146 +1,309
1996 3,785 4,086 7,871 NA 7,757 1,451 3,110 12,318 18,861 166,474 +1,328
1997 -590 4,902 4,312 NA 10,585 2,681 2,382 15,648 19,211 167,223 +749
1998 -1,635 5,740 4,105 NA 8,197 1,074 2,162 11,433 18,720 164,041 -3,182
1999 982 10,504 11,486 NA 7,043 1,568 2,196 10,807 18,928 167,406 +3,365
2000 -891 6,962 6,071 4,031 14,787 1,983 2,368 19,138 19,219 177,427  +10,021
2001 2,742 -2,318 424 2,630 16,380 3,578 2,800 22,758 19,779 183,460 +6,033
2002 3,727 937 4,664 380 14,769 1,332 1,694 17,795 19,353 186,946 +3,486
2003 2,841 -1,638 1,203 1,034 16,454 1,222 1,610 19,286 19,425 189,044 +2,098
2004 -114 744 630 1,844 18,198 759 1,206 20,163 19,168 192,513 +3,469
Natural Gas Plant Liquids (million barrels of 42 U.S. gallons)
1994 43 197 240 NA 314 54 131 499 791 7,170 -52
1995 192 277 469 NA 432 52 67 551 791 7,399 +229
1996 474 175 649 NA 451 65 109 625 850 7,823 +424
1997 -14 289 274 NA 535 114 90 739 864 7,973 +150
1998 -361 208 -153 NA 383 66 88 537 833 7,524 -449
1999 99 727 826 NA 313 51 88 452 896 7,906 +382
2000 -83 459 376 145 645 92 102 839 921 8,345 +439
2001 -429 -132 -561 102 77 138 142 997 890 7,993 -352
2002 62 31 93 54 612 48 78 738 884 7,994 +1
2003 -338 -161 -499 30 629 35 72 736 802 7,459 -535
2004 273 97 370 112 734 26 54 814 827 7,928 +469
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Technically Recoverable Oil and Gas Resources

Technically recoverable resources is the term used to describe the total quantity of
undiscovered recoverable resources and unproved reserves. Proved reserves are not included
in the estimated quantity of technically recoverable resources. Technically recoverable
resources that underlie Federally administered lands pertaining to Federal oil and gas resources
are listed in Table 3 on the following page. These estimates are based on national assessments
performed by the United States Geological Survey (USGS) for onshore areas and those
offshore waters subject to State jurisdiction, and the Minerals Management Service (MMS) for
those offshore waters under Federal jurisdiction. It is estimated that 78.6 percent of the
technically recoverable resources of crude oil, 61.6 percent of the dry gas resources, and 22.4
percent of the natural gas liquids resources underlie Federal lands.

While the specific locations of estimated undiscovered recoverable resources are not yet
known, they are believed to exist in geologically favorable settings. Discovered recoverable
resources are those economically recoverable quantities of oil and gas for which specific
locations are known. Unproved reserves are based on geologic or engineering information
similar to that used in estimates of proved reserves; but technical, contractual, economic, or
regulatory uncertainties preclude such reserves from being classified as proved.

While the estimation of technically recoverable resources is certainly a more imprecise
endeavor than is the estimation of proved reserves, it is clear that substantial volumes of
technically recoverable oil and gas resources remain to be found and produced domestically.
Current estimates indicate that as much domestic gas remains to be found and then produced
as has been to date. Of course, much effort, investment and time will be required to bring this
gas to market.

There is a perception that the oil resource base has been more intensively developed than the
gas resource base. And in fact, more oil has been produced in the U.S. than is estimated as
remaining recoverable. Nevertheless, the ratio of unproven technically recoverable oil resources
to 2004 oil production (Table 3) was about 88 to 1, higher than the comparable gas ratio.
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TABLE 3
TECHNICALLY RECOVERABLE RESOURCES
As of December 31, XXXX
Natural Gas
Oil and Lease Gas (Dry) Plant
Condensate y Liquids
Area Jurisdiction (billion barrels) (trillion cubic feet) (billion
barrels)
Technically Recoverable Resources
Alaska Onshore + State Offshore Federal 3.75 33.97 0.54
Alaska Onshore + State Offshore Other 4.68 95.37 0.61
Alaska Federal Offshore Federal 24.90 122.60 0.00
Lower 48 States Onshore + State Offshore Federal 3.79 23.97 1.26
Lower 48 States Onshore + State Offshore Other 17.83 166.41 5.64
Lower 48 States Federal Offshore Federal 50.10 239.60 0.00
Alaska Subtotal 33.33 251.94 1.15
Alaska Percentage Federal 86.0% 62.1% 47.0%
Lower 48 States Subtotal 71.72 429.98 6.90
Lower 48 States Percentage Federal 75.1% 61.3% 18.3%
Total Technically Recoverable Resources 105.05 681.92 8.05
Percentage Federal 78.6% 61.6% 22.4%

Notes:

1. Proved Reserves are not included in these estimates.
2. Federal Onshore excludes Indian and Native lands even when federally managed in trust.
3. Zero (0.00) indicates either that none exists in this area or that no estimate of this resource has been made

for this area.

4. Federal Offshore indicates MMS estimates for Federal Offshore jurisdictions (Outer Continental Shelf and
deeper water areas seaward of State Offshore).
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Definitions of Resource and Reserve Components and Subcomponents

Provided below are definitions used by Federal entities to describe oil and gas resource and reserve
components and subcomponents. The source of these definitions is OCS Report MMS 2003-050
unless otherwise noted.

Resources estimated from broad geologic knowledge or theory and existing outside of known fields
or known accumulations are undiscovered resources. Undiscovered resources can exist in untested
prospects on unleased acreage, or on undrilled lease acreage, or in known fields. In known fields,
undiscovered resources occur in undiscovered pools that are controlled by distinctly separate
structural features or stratigraphic conditions.

The Mineral Management Service (MMS) and the U.S. Geological Survey (USGS) formerly
conducted national assessments of undiscovered oil and gas resources together. The former was
responsible for the offshore while the latter was responsible for onshore and state waters. The last
such assessment was in 1995. MMS updates their assessment approximately every five years in
accordance with the Department of Interior's five-year leasing program, with the last update in 2000.
Since 1995, the USGS has not conducted an overall update for onshore and state waters, but has
conducted assessments updates on a basin or area level.

The assessment considers recent geophysical, geological, technological, and economic information
and uses a geologic play analysis approach for resource appraisal.

Undiscovered Resources

Undiscovered resources are hydrocarbons estimated on the basis of geologic knowledge and theory
to exist outside of known accumulations. They are presumed to occur in unmapped and unexplored
areas. The speculative and hypothetical resource categories comprise undiscovered resources.
Undiscovered resources are classified as either “undiscovered non-recoverable resources” or
“‘undiscovered recoverable resources”.

e Undiscovered Non-Recoverable Resources

The portion of undiscovered petroleum-initially-in-place quantities not currently considered to be
recoverable. A portion of these quantities may become recoverable in the future as commercial
circumstances change, technological developments occur, or additional data is acquired.

e Undiscovered Recoverable Resources

An assessment provides estimates of undiscovered recoverable resources in two categories
for Federal offshore oil and gas resources. However assessments for Federal onshore oil and
gas resources provide information for only one, the undiscovered, conventionally recoverable
resources. Both are described below:

Federal Accounting Standards Advisory Board
Exposure Draft
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1. Undiscovered, conventionally recoverable resources: The portion of the hydrocarbon
potential that is producible, using present or reasonably foreseeable technology, without any
consideration of economic feasibility.

2. Undiscovered, economically recoverable resources: The portion of the undiscovered
conventionally recoverable resources that is economically recoverable under imposed
economic scenarios.

Discovered Resources

Once leased acreage is drilled and is determined to contain oil or gas under Code of Federal
Regulations (CFR) Title 30, Part 250, Subpart A, Section 11, Determination of Well Producibility
(hereinafter referred to as 30 CFR 250.11), the lease is considered to have discovered resources.

Identified resources are resources whose location and quantity are known or are estimated from
specific geologic or engineering evidence and include economic, marginally economic, and
subeconomic components.

Reserves

In accordance with the Society of Petroleum Engineers (SPE), the World Petroleum Congresses
(WPC), and the American Association of Petroleum Geologists (AAPG), the definition for “reserves”
and the following explanatory paragraphs are presented as follows®®:

“Reserves are those quantities of petroleum which are anticipated to be commercially
recovered from known accumulations from a given date forward. All reserve estimates
involve some degree of uncertainty. The uncertainty depends chiefly on the amount of
reliable geologic and engineering data available at the time of the estimate and the
interpretation of these data.”
The relative degree of uncertainty may be conveyed by placing reserves into one of two principal
classifications, either 1) unproved or 2) proved.

Unproved Reserves

After a lease qualifies under 30 CFR 250.11, the MMS Field Naming Committee reviews the new
producible lease to assign it to an existing field or, if the lease is not associated with an established
geologic structure, to a new field. Regardless of where the lease is assigned, the reserves
associated with the lease are initially considered to be unproved reserves. Unproved reserves are
based on geologic or engineering information similar to that used in estimates of proved reserves;
but technical, contractual, economic, or regulatory uncertainties preclude such reserves from being
classified as proved.

Unproved reserves may be divided into two subclassifications, possible and probable, which
are similarly based on the level of uncertainty.

8 WPC/SPE/AAPG Petroleum Reserves and Resources Definitions.
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"Unproved possible reserves are less certain than unproved probable reserves and can be
estimated with a low degree of certainty, which is insufficient to indicate whether they are
more likely to be recovered than not. Reservoir characteristics are such that a reasonable
doubt exists that the project will be commercial" (SPE, 1987). After a lease qualifies under 30
CFR 250.11, the reserves associated with the lease are initially classified as unproved
possible.

"Unproved probable reserves are less certain than proved reserves and can be estimated
with a degree of certainty sufficient to indicate they are more likely to be recovered than not"
(SPE, 1987). Reserves in fields for which a schedule leading to a Development and
Production Plan (DPP) has been submitted to the MMS have been classified as unproved
probable.

Proved Reserves

"Proved reserves can be estimated with reasonable certainty to be recoverable under current
economic conditions, such as prices and costs prevailing at the time of the estimate. Proved
reserves must either have facilities that are operational at the time of the estimate to process
and transport those reserves to market or a commitment or reasonable expectation to install
such facilities in the future" (SPE, 1987). Proved reserves can be subdivided into undeveloped
and developed.

Proved undeveloped reserves are classified proved undeveloped when a relatively large
expenditure is required to install production and/or transportation facilities, a commitment by
the operator is made, and a timeframe to begin production is established. Proved
undeveloped reserves are reserves expected to be recovered from (1) yet undrilled wells, (2)
deepening existing wells, or (3) existing wells for which a relatively large expenditure is
required for recompletion.

Proved developed reserves are classified as proved developed when the reserves are
expected to be recovered from existing wells (including reserves behind pipe). Reserves are
considered developed only after necessary production and transportation equipment have
been installed or when the installation costs are relatively minor. Proved developed reserves
are subcategorized as producing or non-producing” (SPE, 1987). This distinction is made at
the reservoir level and not at the field level.

e Any developed reservoir in a developed field that has not produced or has not had
sustained production during the past year is considered to contain proved developed
nonproducing reserves. This category includes reserves contained in nonproducing
reservoirs, contained reserves behind-pipe, and reservoirs awaiting well workovers or
transportation facilities.

e Once the first reservoir in a field begins production, the reservoir is considered to contain
proved developed producing reserves, and the field is considered on production. If a
reservoir had sustained production during the last year, it is considered to contain proved
developed producing reserves.
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Production represents the proved oil and gas reserves that were extracted from existing reserves.>

End of the terms in lllustration 1 that are defined under the subheading Definitions of Resource
and Reserve Components and Subcomponents

Historical Estimates of Proved Reserves

Acquisitions: The volume of proved reserves gained by the purchase of existing fields or
properties, from the date of purchase or transfer.

Adjustments: The quantity which preserves an exact annual reserves balance within each State or
State subdivision of the following form:

These adjustments are the yearly changes in the published reserve estimates that cannot
be attributed to the estimates for other reserve change categories because of the survey
and statistical estimation methods employed. For example, variations as a result of
changes in the operator frame, different random samples or imputations for missing or
unreported reserve changes, could contribute to adjustments.

Change from Prior Year: the net change between proved reserves reported for the prior reporting
period and proved reserves reported for the current reporting period.

Extensions: The reserves credited to a reservoir because of enlargement of its proved area.
Normally the ultimate size of newly discovered fields, or newly discovered reservoirs in old fields, is
determined by wells drilled in years subsequent to discovery. When such wells add to the proved
area of a previously discovered reservoir, the increase in proved reserves is classified as an
extension.

Net of Sales and Acquisitions: the net change in the quantity of reserve estimates, either positive
or negative, as a result of reserves gained through purchase and deducted through sale during the
report year.

New Field Discoveries: The volumes of proved reserves of crude oil, natural gas and/or natural gas
liquids discovered in new fields during the report year.

New Reservoir Discoveries in Old Fields: The volumes of proved reserves of crude oil, natural
gas, and/or natural gas liquids discovered during the report year in new reservoir(s) located in old
fields.

Estimated Production, Crude Oil: The volumes of crude oil which are extracted from oil reservoirs
during the report year. These volumes are determined through measurement of the volumes
delivered from lease storage tanks, (i.e., at the point of custody transfer) with adjustment for (1) net

%9 Adapted from Gas Energy Review, Gas Supply and Demand Committee, July 1995, Vol.23 No.7.
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differences between opening and closing lease inventories, and for (2) basic sediment and water. Oil
used on the lease is considered production.

Estimated Production, Natural Gas, Dry: The volume of natural gas withdrawn from reservoirs
during the

report year less (1) the volume returned to such reservoirs in cycling, repressuring of oil reservoirs
and conservation operations; less (2) shrinkage resulting from the removal of lease condensate and
plant liquids; and less (3) nonhydrocarbon gases where they occur in sufficient quantity to render the
gas unmarketable. Volumes of gas withdrawn from gas storage reservoirs and native gas, which has
been transferred to the storage category, are not considered production. This is not the same as
marketed production, since the latter also excludes vented and flared gas, but contains plant liquids.

Estimated Production, Natural Gas Liquids: The volume of natural gas liquids removed from
natural gas in lease separators, field facilities, gas processing plants or cycling plants during the
report year.

Proved Reserves: The total quantity of proved reserves which is calculated by adding the quantity
of reserves reported as revisions and adjustment, net of sales and acquisitions, total recoveries and
deducting estimated production during the report year.

Revisions: Changes to prior year-end proved reserves estimates, either positive or negative,
resulting from new information other than an increase in proved acreage (extension). Revisions
include increases of proved reserves associated with the installation of improved recovery
techniques or equipment. They also include correction of prior report year arithmetical or clerical
errors and adjustments to prior year-end production volumes to the extent that these alter reported
prior year reserves estimates.

Revisions and Adjustments: the net change in the quantity of reserve estimates, either positive or
negative, as a result of adding changes reported as revisions and adjustments during the report
year.

Sales: The volume of proved reserves deducted from an operator’s total reserves when selling an
existing field or property, during the calendar year.

Total Discoveries: the total quantity of additional discovered reserves which is calculated by adding
the quantity of reserves reported as a result of extensions, the quantity of reserves reported as a
result of new field discoveries, and the quantity of reserves reported as a result of discoveries in old
fields during the report year.

End of the terms under the subheading Historical Estimates of Proved Reserves

Other Definitions

Basin: The site of accumulation of a large thickness of sediments.®

% U.S. Geological Survey, Geologic Glossary.
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Bonus Bid: Leases issued in areas known to contain minerals are awarded through a competitive
bidding process. A bonus bid, as used in these standards, represents the cash amount successfully
bid to win the rights to a lease.®’

Crude oil is a mixture of hydrocarbons that exists in the liquid phase in natural underground
reservoirs and remains liquid at atmospheric pressure after passing through surface separating
facilities. Crude oil may also include: 1) small amounts of hydrocarbons that exist in the gaseous
phase in natural underground reservoirs but are liquid at atmospheric pressure after being recovered
from oil well gas in lease separators, and that subsequently are commingled with the crude oil
stream without being separately measured; and, 2) small amounts of nonhydrocarbons produced
with the oil.

Dry Gas: The actual or calculated volumes of natural gas which remain after: 1. The liquefiable
hydrocarbon portion has been removed from the gas stream (i.e., gas after lease, field, and/or plant
separation) 2. Any volumes of nonhydrocarbon gases have been removed where they occur in
sufficient quantity to render the gas unmarketable.

Estimated petroleum royalties means the estimated end-of-period value of the Federal
government’s royalty share of proved oil and lease condensate, NGPLs, and gas reserves from
Federal oil and gas resources.

Estimated Value for Royalty Relief: Existing statutes authorize the Minerals Management Service
(MMS) to grant royalty relief to operators on the production of oil and gas resources from Federal oil
and gas leases. Royalty relief is the reduction, modification, or elimination of any royalty to
operators to promote development, increase production, or encourage production of marginal
resources on certain leases or categories of leases. The estimated value for royalty relief is the
calculated approximation of royalty relief. The estimated value for royalty relief is calculated based
on a formula developed by the Department of the Interior.

Federal Oil and Gas Resources: Oil and gas resources over which the Federal government may
exercise sovereign rights with respect to exploration and exploitation and from which the Federal
government has the authority to derive revenues for its use. Federal oil and gas resources do not
include resources over which the Federal government acts as a fiduciary for the benefit of a
nonfederal party.

Federal jurisdiction is defined under accepted principles of international law. The seaward limit is
defined as the farthest of 200 nautical miles seaward of the baseline from which the breadth of the
territorial sea is measured or, if the continental shelf can be shown to exceed 200 nautical miles, a
distance not greater than a line 100 nautical miles from the 2,500-meter isobath or a line 350
nautical miles from the baseline.

Field is an area consisting of a single reservoir or multiple reservoirs all grouped on, or related to,
the same individual geological structural feature and/or stratigraphic condition. There may be two or
more reservoirs in a field that are separated vertically by intervening impervious strata or laterally by
local geologic barriers, or by both. The area may include one lease, a portion of a lease, or a group
of leases with one or more wells that have been approved as producible.

o1 Glossary of Mineral Terms, Minerals Revenue Management, Minerals Management Service, U.S.
Department of the Interior
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First purchase price is the actual amount paid by the first purchaser for crude oil as it leaves the
lease on which it was produced.®® A “first purchase” constitutes a transfer of ownership of crude oil
during or immediately after the physical removal of the crude oil from a production property for the
first time.

Gas: A mixture of hydrocarbon compounds and small quantities of various nonhydrocarbons
existing in the gaseous phase or in solution with crude oil in natural underground reservoirs at
reservoir conditions.

Gravity Bands: The density of oil compared to the density of water, i.e., the specific gravity of the
oil. The gravity is measured in degrees by the American Petroleum Institute (API). Oil with a low
number is less valuable than with a high number. For example, oil is classified as light, medium or
heavy, according to its measured API gravity. Light crude oil is defined as having an API gravity
higher than 31.1°API. Medium oil is defined as having an API gravity between 22.3°API and
31.1°API. Heavy oil is defined as having an API gravity below 22.3°API.

Hydrocarbon: An organic chemical compound of hydrogen and carbon in the gaseous, liquid, or
solid phase. The molecular structure of hydrocarbon compounds varies from the simplest (methane,
a constituent of natural gas) to the very heavy and very complex.

Lease: “Lease,” as used in these standards, means any contract, profit-share arrangement, joint
venture, or other agreement issued or approved by the United States under a mineral leasing law
that authorizes exploration for, extraction of, and/or removal of oil or gas.63

Lease condensate: A mixture consisting primarily of pentanes and heavier hydrocarbons which is
recovered as a liquid from natural gas in lease separation facilities. This category excludes natural
gas plant liquids, such as butane and propane, which are recovered at downstream natural gas
processing plants or facilities.

Natural gas plant liquids (NGPLs): Those hydrocarbons in natural gas that are separated as
liquids at natural gas processing plants, fractionating and cycling plants, and, in some instances,
field facilities. Lease condensate is excluded. Products obtained include ethane; liquefied petroleum
gases (propane, butanes, propane-butane mixtures, ethane-propane mixtures); isopentane; and
other small quantities of finished products, such as motor gasoline, special naphthas, jet fuel,
kerosene, and distillate fuel oil.

Oil: A mixture of hydrocarbons that exists in the liquid phase in natural underground reservoirs and
remains liquid at atmospheric pressure after passing through surface separating facilities.

Oil Stream: Crude oil produced in a particular field or a collection of crude oils with similar qualities
from fields in close proximity, which the petroleum industry usually describes with a specific name,
such as West Texas Intermediate.

62 £|A-182 Domestic Crude Oil First Purchase Report Instructions.
%30 U.S.C. §1702 (5).
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Outer Continental Shelf: The Federal Government administers the submerged lands, subsoil, and
seabed lying between the seaward extent of the States' jurisdiction and the seaward extent of
Federal jurisdiction.®*

Play: A group of pools that share a common history of hydrocarbon generation, migration, reservoir
development, and entrapment.®

Pool: A discovered or undiscovered accumulation of hydrocarbons, typically within a single
stratigraphic interval.®®

Regional Estimated Quantity of Proved Oil and Lease Condensate Reserves: The regional
estimated quantities of proved oil and lease condensate reserves are those quantities of oil and
lease condensate from Federal oil and gas resources that are totaled for a specified region.
Quantities of oil and lease condensate are estimated in barrels (of 42 U.S. gallons) at 60 degrees
Fahrenheit.

Regional Estimated Quantity of Proved Natural Gas Plant Liquids Reserves: The regional
estimated quantities of proved natural gas plant liquids (NGPLs) reserves are those quantities of
NGPLs from Federal gas resources that are totaled for a specified region. Quantities of NGPLs are
estimated in barrels (of 42 U.S. gallons) at 60 degrees Fahrenheit.

Regional Estimated Quantity of Proved Gas Reserves: The regional estimated quantities of
proved gas reserves are those quantities of dry gas from Federal gas resources that are totaled for a
specified region. Quantities of gas are estimated in thousands of cubic feet (Mcf) at 14.73 PSIAG67
and 60 degrees Fahrenheit.

Rent: A rent schedule is established at the time a lease is issued. Rents, as used in these
standards, are annual payments, normally a fixed dollar amount per acre, required to preserve the
rights to a lease while the lease is not in production.®®

Reservoir: A porous and permeable underground formation containing an individual and separate
natural accumulation of producible hydrocarbons (oil and/or gas) which is confined by impermeable
rock or water barriers and is characterized by a single natural pressure system.®

Royalty: Royalty, as used in these standards, means any payment based on the value or volume of
production which is due to the United States on production of oil, lease condensate, NGPLs, or gas

o4 Glossary of Mineral Terms, Minerals Revenue Management, Mineral Management Service, U.S.
Department of the Interior.

6 Glossary of Mineral Terms, Minerals Revenue Management, Minerals Management Service, U.S.
Department of the Interior.

% Ibid.

®" PSIA means pounds per square inch absolute. PSIA describes an absolute pressure per square inch that
starts from a perfect vacuum. PSIA is influenced by weather and elevation. As a good frame of reference,
there is 14.73-PSIA at sea level.

68 Glossary of Mineral Terms, Minerals Revenue Management, Minerals Management Service, U.S.
Department of the Interior.

* Ibid.
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from the Outer Continental Shelf or Federal lands, or any minimum royalty owed to the United States
under any provision of a lease.”

Royalty rate: A proportionate interest in the production value of mineral deposits due the lessor
from the lessee in accordance with a lease agreement.

Sales Value: The proceeds received for the sale of a product. Sales value is calculated by
multiplying the sales volume by unit price.

Sales Volume: The volume, or quantity, of the product that is sold. The sales volume for gas is
measured in thousand cubic feet (mcf) and in barrels (bbl) for oil, lease condensate and NGPLs.

States’ jurisdiction is defined as follows:

e Texas and the Gulf coast of Florida are extended 3 marine leagues (9 nautical miles)
seaward from the baseline from which the breadth of the territorial sea is measured.

¢ Louisiana is extended 3 imperial nautical miles (imperial nautical mile = 6080.2 feet) seaward
of the baseline from which the breadth of the territorial sea is measured.

¢ All other States' seaward limits are extended 3 nautical miles (approximately 3.3 statute
miles) seaward of the baseline from which the breadth of the territorial sea is measured.

Technically recoverable resources: For purposes of these standards, the term used to describe
the total quantity of undiscovered recoverable resources and unproved reserves. Proved reserves
are not included in the estimated quantity of technically recoverable resources.

Wellhead price is the value of the purchased natural gas at the mouth of the well. In general, the
wellhead price is considered to be the sales price obtainable from a third party in an arm's length
transaction. Posted prices, requested prices, or prices as defined by lease agreements, contracts, or
tax regulations should be used where applicable.”

" Adapted from 30 U.S.C. § 1702 (14).
m Energy Information Administration Glossary, http://www.eia.doe.gov/glossary/glossary_w.htm.
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Federal Accounting Standards Advisory Board

February 4, 2008

Memorandum
To: Members of the Board
From: Rick Wascak, Assistant Director

Through: Wendy M. Payne, Executive Director

Subj: Accounting for Federal Oil and Gas Resources Summary of Comment
Letters Received through February 4, 2008" - Tab D-1

MEETING OBJECTIVES
Staff requests that the Board respond to the following questions:

a. Should a public hearing be scheduled?

b. If not, are there individual respondents from whom you wish to seek
clarification directly? (Note that staff expects to work closely with respondents
who proposed alternatives to ensure that technical provisions are clear.)

Following the meeting, staff will continue analyzing the responses and developing an
issue paper for discussion at a later meeting.

BRIEFING MATERIALS

This memo is included as Tab D-1 and provides a brief summary of responses. Tab D-2
presents the actual responses received. Tabs D-3 and D-4 present the results of the

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.

441 G Street NW, Mailstop 6K17V, Washington, DC 20548 (202) 512-7350 efax 202 512-7366
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Department of Interior filed test of the proposal and the alternative view presented in the
ED respectively.

BACKGROUND

The exposure draft (ED), Accounting for Federal Oil and Gas Resources, proposed
accounting standards for Federal oil and gas resources. The proposed standards would
result in the recognition of an asset and a related liability. The asset would be referred
to as “estimated petroleum royalties” and would present the royalty share of the Federal
oil and gas resources classified as “proved reserves.” The asset’s value would be
calculated by multiplying the estimated quantity of proved oil and lease condensate,
natural gas plant liquids (NGPLs), and gas reserves by the effective average royalty
rate for each quantity and by the average per unit price for each quantity.

The related liability would be for the royalty share of the Federal oil and gas resources
classified as “proved reserves” designated to be distributed to others, i.e., state
governments and — at the component entity level — other federal agencies and the
general fund of the U.S. Treasury. The liability would be calculated by assessing the
total estimated petroleum royalties to be distributed to others.

When oil and gas resources are extracted and royalties are earned, revenue and a
depletion expense equal to the earned revenue would be recognized by the Federal
government. When revenue collections are distributed a reduction in the liability for
revenue distributions to others would be recognized. Gains and losses due to changes
in the estimated quantity of proved oil and lease condensate, NGPLs, and gas reserves,
the effective regional average royalty rates, and the average per unit prices would be
recognized based on an annual valuation of the asset with an associated adjustment to
the liability for revenue distributions to others. In addition, when rights to a future royalty
stream are identified to be sold, the value of the related rights would be disclosed.

Additional information about Federal oil and gas resources not classified as proved
reserves would be disclosed in notes to the financial statements or reported as required
supplementary information (RSI).

An alternative approach to valuing estimated petroleum royalties is fair value and the
CBO member believes that fair value is feasible and preferable. The member’s
alternative view proposed that fair value be derived from market transactions or
discounted cash flows.

The proposed standards would be effective for periods beginning after September 30,
2009 (FY2010), with early implementation permitted.

SUMMARY OF OUTREACH EFFORTS

The ED was issued May 21, 2007 with comments requested by September 21, 2007.
However, because the Board received a request for the comment period to be extended
and because few responses had been received, the Board agreed to extend the
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comment period until January 11, 2008. Upon release of the exposure draft, notices
and press releases were provided to:

a) The Federal Register;
b) FASAB News;

¢) The Journal of Accountancy, AGA Today, the CPA Journal, Government
Executive, the CPA Letter, and Government Accounting and Auditing Update;

d) The CFO Council, the Presidents Council on Integrity and Efficiency, Financial
Statement Audit Network, and the Federal Financial Managers Council; and

e) Committees of professional associations generally commenting on exposure
drafts in the past.

This broad announcement was followed by direct mailings or e-mails of the exposure
draft to the following:

a) Relevant congressional committees:

Senate Committee on Energy and Natural Resources
Senate Committee on Finance

Senate Committee on Indian Affairs

House Committee on Financial Services

House Committee on Natural Resources

P20 TO

b) Federal agencies:

a. Office of Financial Management, Department of the Interior (DOI)
b. Office of the Special Trustee (OST), DOI

c Office of Financial Management, Department of Energy

d. Reserves and Products Division, Office of Oil and Gas, Energy Information
Administration (EIA), Department of Energy

e. Office of the Chief Accountant, Securities and Exchange Commission (SEC)

c) Public interest groups:

a. National Congress of American Indians (NCAI) President and Area (Regional)
Vice Presidents

d) Oil and gas industry companies/professional organizations:

World Petroleum Congress (WPC)
American Petroleum Institute (API)
Society of Petroleum Engineers (SPE)
Ryder Scott Company

National Petroleum Council (NPC)
International Energy Agency (IEA)
British Petroleum (BP)

@+oooTw
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h. Royal Dutch Shell
i. Chevron
j- Exxon Mobil

To encourage responses, a reminder notice was provided on September 12, 2007 and
January 9, 2008 to our Listserv. In addition, we contacted professional associations and
affected agencies directly.

RESULT

As of February 4, 2008, we have received eight responses from the following sources:
FEDERAL NON-FEDERAL
(Internal) (External)

Users, academics, others 4

Auditors 1

Preparers and financial

managers 3

Staff previously sent you individual letters one through eight in the first distribution of
Board meeting material. An index of all respondents in the order the letters were
received is presented at the end of this memorandum.

STAFF SUMMARY AND ANALYSIS

The staff summary presented below is intended to support your consideration of the
comments and not to substitute for reading the individual letters. Individual comment
letters are provided in Tab D-2. The following table provides a quick reference to the
overall response to individual questions.

Note that Letters 1 and 8 are excluded from the question by question tally because
none of the individual questions were addressed. These two respondents object to the
proposal in its entirety. Staff believes that the Letter 1 respondent objects to the
proposal in its entirety based on the assertion that “the belief of estimating proved
reserves on estimation distorts the financial statements.” The respondent submitting
Letter 8 believes the concept of potential assets is “not fully developed” and suggests —
among other things - that all such resources be addressed in a single standard. These
letters will receive greater attention as staff identifies specific issues for discussion at a
later meeting.

Also, most letters did not address every question. Therefore, the count does not equal
six (eight less the two omitted letters) in all cases.




Table 1 - Tally of Responses By Question
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QUESTION

YES
IAGREE

NO COMMENTS
IDISAGREE

Q1. The Board’s proposal for quantifying the Federal government’s royalty share of proved reserves is to use a single best estimate of
recovering reserves based on known geological, engineering, and economic data. This approach is known in the oil and gas industry as the
deterministic method. This method would exclude reserves other than proved reserves. In contrast, a probabilistic method of estimation
uses the known geological, engineering, and economic data to generate a range of estimates and their associated probabilities of
recovering reserves. It would include more than proved reserves. Determination of Quantity:

a. Which of the following two options would you prefer?

Capitalize estimated petroleum royalties from
the proved reserves based on the deterministic
method as proposed in the ED.

An emphasis was placed on the need
for EIA to partner with DOI (#5).
Option i:

Consistency and Obijectivity
Conservatism

Authoritative source

Desires conformance to SEC definition
Readily available information

Capitalize estimated petroleum royalties from
proved reserves, probable reserves, and
possible reserves based on the methodology
proposed in the alternative view.

No respondents
supported this option.
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QUESTION

YES/AGREE

NO/DISAGR
EE

COMMENTS

Q2. The Board proposes to value the Federal government’s royalty share of proved reserves based on average regional prices and effective
average regional royalty rates experienced during the 12 months preceding the balance sheet date. An alternative approach to valuing
estimated petroleum royalties is fair value. Fair value is the price that would be received for an asset or paid to transfer a liability in a
transaction between market participants at the measurement date. One Board member believes that fair value is feasible and preferable.
The Board member believes that fair value could be derived from market transactions or discounted cash flows. The view of the majority
of the Board members is that fair value would not produce a more reliable valuation.

Determination of Value:

Which method do you believe is most appropriate for valuing estimated petroleum royalties?

iii. Value the royalty share of proved reserves
based on average regional prices and effective
average regional royalty rates experienced
during the 12 months preceding the balance
sheet date.

Consistency (fair value
is subjective)

Reliable

iv. Value estimated petroleum royalties using the
alternative view fair value method.

Interior proposes a
present value
measurement but does
not assert that it is a fair
value approach.
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QUESTION YES NO/DISAGREE COMMENTS
/|AGREE
Interior has not
Q3. Some Board members believe that the amount of information objected to the
proposed to be disclosed in the notes and provided as RSl is 3 information and
excessive. states that it can be
a. Do you believe that each item of information, whether disclosed in apgr?conc‘laisf:(ljcr)grreen;rggitl d rbeu?dsneyeﬁ;oduced
the notes or provided as RS, is necessary to meet reporting m%rror)’:he CFR disclosure. | clarification of
objectives and is cost-beneficial to provide? Particularly, consider ' requirements
Table 1 on pages 68 and 69 and Table 2 on pages 70 and 71. It '
would be helpful if specific information that respondents believe
could be deleted or added were identified.
b. How would each item of information be used for decision- i':(t?(; rcgs?te; (raerzld ers
making or assessing the financial position of the Federal '
?
government: Cost outweighs
benefits.
. . . Develop an IT
C. S(I)ias;aoﬁ)ézsm the reasons for your position and any alternative solution to report
Q4. The proposed standards would require that an estimated value
for royalty relief be reported as RSI. The Minerals Management 2
Service (MMS) has a variety of royalty relief programs. Royalty relief
is the reduction, modification, or elimination of any royalty to promote
development, increase production, or encourage production of
marginal resources on certain leases or categories of leases.
a. Do you believe that a monetary value for royalty relief should be
reported as RSI? Please explain the reasons for your position.
*One respondent
b. Do you believe the quantity of production for which relief was Z:L%Tgsrtﬁz }?'S
granted during the reporting period should be reported as RSI? 1

Please explain the reasons for your position.

disclosures and RSI
are not reduced.
(#3)
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QUESTION YES/AGREE NO/DISAGREE COMMENTS

No analysis
Q5. Statement of Federal Financial Accounting Standards (SFFAS) 7, performed but
Accounting for Revenue and Other Financing Sources (as amended), 1 2 appearance of

requires that agencies report on assets held in a fiduciary capacity.
The Board recently issued SFFAS 31, Accounting for Fiduciary
Activities. SFFAS 31 will supersede SFFAS 7 with respect to fiduciary
activities but continues the requirement to report on assets held in a
fiduciary capacity. The Department of Interior (DOI) manages oil and
gas resources on behalf of individual Indians and Indian tribes. This
proposed standard — because it classifies oil and gas resources as
assets — would result in additional information being disclosed for oil
and gas assets managed in a fiduciary capacity. Note, however, that
fiduciary reporting does not extend to inclusion of the additional
disclosures or RSI that are proposed in this document for Federal oil
and gas resources. Thus, with respect to fiduciary activities, only
disclosure of the assets, liabilities, and related inflows and outflows
would result from this proposal.

Some Board members have expressed concern that the costs may
exceed the benefits of disclosing fiduciary assets and liabilities
measured in conformance with this proposed standard. Since this
proposal may significantly increase the fiduciary assets disclosed, we
are requesting input on the cost-benefit of the requirement with
respect to fiduciary activities. See paragraph.

a. Do you believe it is cost-beneficial to require disclosure of the
value of estimated fiduciary petroleum royalty assets, liabilities,
and related inflows and outflows? Please explain the basis for
your beliefs.

cost
outweighing
benefit.

Note that
Interior asserts
that the
provision is
inconsistent with
guidance
provided
regarding
SFFAS 31. Staff
will develop this
as an issue but
wishes to note
that the
referenced letter
addresses
aggregation and
not omission.
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QUESTION YES/AGREE NO/DISAGREE COMMENTS

Q6. The proposed standards would require the component entity to
provide extensive disclosures and RSI. However, the Consolidated 3
Financial Report (CFR) of the United States government would be
required to include limited disclosures and no supplementary
information. These divergent reporting requirements are consistent
with SFFAC 4, Intended Audience and Qualitative Characteristics for
the Consolidated Financial Report of the United States Government.
SFFAC 4 provides that the CFR should be highly aggregated and
offer references to other reports.

a. Do you believe that the CFR disclosure requirements should be
limited as proposed? Please explain the basis for your beliefs.
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QUESTION YES/AGREE NO/DISAGREE COMMENTS
Q6. This proposal includes accommodations intended to reduce the cost
or burden of implementation. These accommodations are identified 1 Interior

below along with the alternatives considered and rejected by a
majority of the members. Please comment on any accommaodation
that you believe is not appropriate or that you believe does not
sufficiently reduce the cost or burden of the proposal.

a.

Asset recognition is limited to proved reserves. However, the
Board believes that other than proved reserves (e.g., unproved
reserves and undiscovered resources) also are assets.

The valuation technique provided relies on readily available
information. However, fair value, which would require additional
information, may be a more appropriate valuation technique.

This proposal requires use of existing sales volume and sales
value information to determine an average price for end of period
valuation. Use of market prices as of the end of the reporting
period was considered. In addition to the relative cost of obtaining
market values, the Board does not believe the valuation would be
improved.

Information to calculate effective royalty rates is readily available
and the proposal provides for their use in valuing estimated
petroleum royalties. An alternative considered was the use of
statutory provisions for certain types of leases.

Regional data is readily available and the proposal provides for its
use in valuing estimated petroleum royalties. An alternative
considered was the use of field by field data.

concurred with
items a and e.
An alternative
approach was
proposed for the
remaining items.




Tab 3 - Comment Letters

An index of respondents is presented below in the order the letters were received.
Individual comment letters follow the index in Sub-tab 2:

#1 — Helene A. Baker ,Texas/Oklahoma Regional AGA Vice President Elect.

#2 — Office of Financial Management, Environmental Protection Agency,
Christopher S. Osborne, Financial Manager.

#3 — AGA Financial Management Standards Board, Robert L. Childree, Chair.

#4 — Office of the Under Secretary Of Defense, Department of Defence, James
E. Short, Deputy Chief Financial Officer.

#5 — Office of Financial Management, Department of the Interior, Daniel L.
Fletcher, Director

#6 — Accounting Committee, American Petroleum Institute, Joseph H. Bakies,
Chair.

#7 — Financial Management and Assurance, Government Accountability Office,
McCoy Williams, Managing Director.

#8 — Federal Issues and Standards Committee, Greater Washington Society of
Certified Public Accountants, Daniel L. Kovlak, Chair.
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September 6, 2007

Ms. Wendy Comes, Executive Director
Federal Accounting Standards Advisory Board
Suite 6814

441 G Street NW

Washington DC 20548

Dear Ms. Comes,

The FASAB extended an invitation in seeking input to proposed
Statement of Federal Financial Accounting Standards entitled
Accounting for Federal Oil and Gas Resources Exposure Draft. This
ED proposes standards that would result in recognition of the
estimated value of royalties from federal oil and gas leases and
changes in those values over time as well as the amount of royalties
designated for distribution to other entities such as state governments.

In response to Q1 through Q7 in a nutshell:

As benefits are derived from proper
accountability of royalties the belief of estimating
proved reserves on estimation distorts the financial
statements. In the oil and gas industry estimation is
based on production for purchase of government
federal leases for drilling and capital cost estimates.
The Department of Interior pursued issues on
estimation of royalties that were unattainable through
trends or other market data. Spot market prices are
best measurement of value when not in formal
contracts that attains lower than market costs. The
Energy Information Service at http://www.eia.doe.gov
is best source for estimations throughout the United
States as they receive voluntary reports from the oil
and gas industry disclosing production and area
costs.

Thank you for the opportunity to have comment on this proposal.
Sincerely,
S/l
Helene A. Baker

TX OK Regional VP-Elect

Cc: Susan Fritzlen (sfritzlen@agacgfm.org)
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>>> <0Osborne.Christopher@epamail.epa.gov> 9/19/2007 2:15 PM >>>

Ms. Comes:

Attached are comments that the Office of Financial Management (OFM)
within the Office of the Chief Financial Officer compiled in response to
the exposure draft. Please feel free to contact me if you require any
clarification in our response.

Thank you...

(See attached file: Accounting for Federal Oil and Gas Resources.doc)

Christopher S. Osborne, Financial Manager
Office of Financial Management
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EPA Office of Financial Management (OFM) Comments on FASAB
Exposure Draft: “Accounting for Federal Oil and Gas Resources”

Contact with Questions: Christopher Osborne, Financial Manager, 202 564
5070

Q1. The proposed standards would provide for recognition of the Federal
government’s royalty share of proved oil and lease condensate, NGPLs,
and gas reserves. These reserves are subcomponents of the total oil and
gas resources of the Federal government. Please see page 20 for an
illustration of Federal oil and gas resource components and
subcomponents.

The Board'’s proposal for quantifying the Federal government’s royalty
share of proved reserves is to use a single best estimate of recovering
reserves based on known geological, engineering, and economic data.
This approach is known in the oil and gas industry as the deterministic
method. This method would exclude reserves other than proved reserves.
In contrast, a probabilistic method of estimation uses the known geological,
engineering, and economic data to generate a range of estimates and their
associated probabilities of recovering reserves. It would include more than
proved reserves. See paragraphs A73 through A78 for additional
information regarding the deterministic and probabilistic methods for
measuring and reporting proved oil and lease condensate, NGPLs, and gas
reserves.

Determination of Quantity:

a. Which of the following two options would you prefer?

i. Capitalize estimated petroleum royalties from the proved
reserves based on the deterministic method as proposed in
the ED.

ii. Capitalize estimated petroleum royalties from proved
reserves, probable reserves, and possible reserves based on
the methodology proposed in the alternative view. See the
alternative view beginning at paragraph A119.

OFM Response:
a i. Capitalize estimated petroleum royalties from the proved reserves
based on the deterministic method as proposed in the exposure drafft.

b. Please explain the reasons for your preference.

OFM Response:

This method would provide more consistency since the deterministic
method is based on objective criteria vs subjective criteria. The use



Q2.
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of “proved reserves” in estimating petroleum royalties would offer the
most accurate measure.

c. If you prefer a different basis for determining the quantity of reserves,
please explain the alternative you propose and why you prefer it.

The Board proposes to value the Federal government’s royalty share of
proved reserves based on average regional prices and effective average
regional royalty rates experienced during the 12 months preceding the
balance sheet date. See paragraphs 16 through 19 and 37. Also, see
paragraphs A48 through A53 for a discussion of measurement attributes
that were considered and paragraphs A79 through A113 for a discussion of
the valuation approach proposed. An alternative approach to valuing
estimated petroleum royalties is fair value. Fair value is the price that would
be received for an asset or paid to transfer a liability in a transaction
between market participants at the measurement date. One Board member
believes that fair value is feasible and preferable. See the alternative view
beginning at paragraph A119. The Board member believes that fair value
could be derived from market transactions or discounted cash flows. The
view of the majority of the Board members is that fair value would not
produce a more reliable valuation than the valuation method proposed in
this ED due to the challenges in adopting a fair value method.

Determination of Value:

a. Which method do you believe is most appropriate for valuing estimated
petroleum royalties?

i. Value the royalty share of proved reserves based on average
regional prices and effective average regional royalty rates
experienced during the 12 months preceding the balance
sheet date.

ii. Value estimated petroleum royalties using the alternative
view fair value method.

OFM Response

a.i. Value the royalty share of proved reserves based on average
regional prices and effective average regional royalty rates
experienced during the 12 months preceding the balance sheet date.

b. Please explain the reasons for your preference.

OFM Response

This method would provide more consistency since the basis for the
calculation is more clearly defined. Fair values leave a lot up to
subjectivity. The valuation based on proved reserves and the
corresponding value provides a known quantity in the valuation
process that has an actual objective basis.
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c. If you prefer a different method for valuing estimated petroleum
royalties, please describe the method you propose and why you prefer
it.

OFM General Comments on Document:
e In the 1st bullet on p.2 of the cover sheet to the document, the date of
the MOU referred should be stated:

Additional background information is available from the FASAB:

*“"Memorandum of Understanding among the General Accounting
Office, the Department of the Treasury, and the Office of
Management and Budget, on Federal Government Accounting
Standards and a Federal Accounting Standards Advisory Board."
Insert date of MOU

*"Mission Statement: Federal Accounting Standards Advisory

Board"”

e Suggest that disclosure requirements for Agencies mirror those for the
government-wide consolidated financial reporting.
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September 21, 2007

Wendy M. Payne, Executive Director

Federal Accounting Standards Advisory Board
441 G Street, NW, Suite 6814

Washington, DC 20548

Dear Ms. Payne:

The Association of Government Accountants (AGA) Financial Management
Standards Board (FMSB) appreciates the opportunity to provide comments on the
proposed Statement of Federal Financial Accounting Standards, Accounting and
Financial Reporting for Federal Oil and Gas Resources by the Federal Accounting
Standards Advisory Board (the Board) The FMSB, comprising 22 members with
accounting and auditing backgrounds in federal, state and local government,
academia and public accounting, reviews and responds to proposed standards and
regulations of interest to AGA members. Local AGA chapters and individual
members are also encouraged to comment separately.

Overall, we think the proposed statement is appropriate as it enhances accountability
of federal government assets and worth. We do have a concern with the large
volume of new and additional data that will now be reported/disclosed and the efforts
and resources needed to obtain and report that data and hope that the Board will take
this into consideration when they finalize the standard.

We also urge the Board to consider communicating with the GASB concerning
development of this guidance. If the federal agencies have to recognize the liability
for the royalties they will be distributing, should the GASB be taking action to
decide (specific to these revenue flows) how to recognize such distributions on the
state side?

The FMSB has the following specific comments. They are drafted as responses to
the questions posed in the exposure draft, which are reproduced here in italic script.

Q.1 The proposed standards would provide for recognition of the Federal
government’s royalty share of proved oil and lease condensate, NGPLs, and gas
reserves. These reserves are subcomponents of the total oil and gas resources of the
Federal government. The Board’s proposal for quantifying the Federal
government’s royalty share of proved reserves is to use a single best estimate of
recovering reserves based on known geological, engineering, and economic data.
This approach is known in the oil and gas industry as the deterministic method. This
method would exclude reserves other than proved reserves. In contrast, a
probabilistic method of estimation uses the known geological, engineering, and
economic data to generate a range of estimates and their associated probabilities of
recovering reserves. It would include more than proved reserves.
Which of the following two options would you prefer?

i. Capitalize estimated petroleum royalties from the proved reserves based on

the deterministic method as proposed in the ED.

-1-
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ii. Capitalize estimated petroleum royallties from proved reserves, probable
reserves, and possible reserves based on the methodology proposed in the
alternative view.
Please explain the reasons for your preference. If you prefer a different basis for determining the
quantity of reserves, please explain the alternative you propose and why you prefer it.

The FMSB fully supports the proposal that a Federal Financial Accounting Standard (FFAS) should to
be in place for Federal Oil and Gas Resources. Oil and Gas Resources should also be included in the
Federal Financial Statements.

We agree with Option i, which is to capitalize estimated petroleum royalties from proved reserves
based on the deterministic method as proposed in the ED. We need to be conservative with our asset
recognition. Many large oil companies treat their reserves on their 10Ks using the proven reserve
method. How they account for exploration costs depends on whether they are a large or small
company. Large companies like Exxon Mobil use successful efforts to account for its exploration and
production activities, where a small company uses the full cost concept.

As described in the ED, information to implement the probabilistic method is not readily available, or
even available at all. Using proven reserves provides the “best” estimate of oil and gas reserves, at
least those for which the federal government can generate revenues in the foreseeable future. We think
financial decisions using possible reserves would not be useful to management.

The Board needs to consider what decisions will be made based on the reported data and not make
complying with the final standard too cost prohibitive.

In addition to the proved reserves shown in the financial statement, there should be a footnote in the
accounting policy section explaining the reserves if they are probable (para A74b) and material in
nature. The rationale for this position is that there is at least a 50 percent probability that the quantities
actually recovered will eventually be proved probable reserves, so the material amount should be
annotated in notes to the financial statements.

Q2. The Board proposes to value the Federal government’s royalty share of proved reserves based on
average regional prices and effective average regional royalty rates experienced during the 12 months
preceding the balance sheet date. See paragraphs 16 through 19 and 37. Also, see paragraphs A48
through A53 for a discussion of measurement attributes that were considered and paragraphs A79
through Al13 for a discussion of the valuation approach proposed. An alternative approach to
valuing estimated petroleum royalties is fair value. Fair value is the price that would be received for
an asset or paid to transfer a liability in a transaction between market participants at the measurement
date. One Board member believes that fair value is feasible and preferable. See the alternative view
beginning at paragraph A119. The Board member believes that fair value could be derived from
market transactions or discounted cash flows. The view of the majority of the Board members is that
fair value would not produce a more reliable valuation than the valuation method proposed in this ED
due to the challenges in adopting a fair value method.

Which method do you believe is most appropriate for valuing estimated petroleum royalties?

i. Value the royalty share of proved reserves based on average regional prices and
effective average regional royalty rates experienced during the 12 months
preceding the balance sheet date.

ii. Value estimated petroleum royalties using the alternative view fair value method.

2.
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Please explain the reasons for your preference. If you prefer a different method for valuing estimated
petroleum royalties, please describe the method you propose and why you prefer it.

We fully support Option i which is to value the royalty share of proved resources based on the average
regional prices and effective regional royalty rates experienced during 12 months preceding the
balance sheet date. The rationale for supporting this position is that other assets on the balance sheet
are reported using historical costs. Thus, reporting them at an average regional price would be more
reliable than reporting them at Fair Market Value. It is appears to be the most cost-effective method to
use for valuation and the suggestion for calculating the related liability was very reasonable.

One member preferred a different method, something like the fair value or market price method. In
some ways, this is like valuing securities, they have to be “marked to market” periodically, in this case,
it would be annually. He thought in the ED there was a lack of discounting for future revenue streams
and that each of the definitions of average regional sales prices seemed to lead to a misleading
resulting value for oil and gas reserves. The average regional price is defined as the average of the first
purchase prices. That does not seem to take into account market changes since the time of the first
purchase and is therefore unrealistic. Depending on market fluctuations, this could either overvalue or
undervalue the reserves. In addition, the assumption is being made that all of the oil and gas will be
taken over a very short time period. In fact, oil and gas will be taken from the earth over a period of a
year, thus the need for discounting or some other method to recognize the time value of money.

Q3. Some Board members believe that the amount of information proposed to be disclosed in the notes
and provided as RSI is excessive. See the disclosure and RSI requirements presented in paragraphs
30 through 34 and Appendix D for a complete review of all proposed disclosures and RSI.

Do you believe that each item of information, whether disclosed in the notes or provided as RSI, is
necessary to meet reporting objectives and is cost-beneficial to provide? Particularly, consider Table 1
on pages 68 and 69 and Table 2 on pages 70 and 71. It would be helpful if specific information that
respondents believe could be deleted or added were identified. How would each item of information be
used for decision-making or assessing the financial position of the Federal government? Please
explain the reasons for your position and any alternative you propose.

It appears that an excessive amount of information is being provided for the general reader of these
statements. Normally, for readers requiring the level of information being presented, other more
readily and timely sources would be available. Since this information would be provided in annual
statements, it would be of minimum value to the real decision makers who would likely not wait for
annual information. However, while it seems to us that a great deal of information is being proposed
for disclosure, we would rely on management experts from the Department of the Interior or other
agencies to closely examine the usefulness of the proposed disclosures. We do think that the item on
page 8 is not useful since it does not relate to the assets or liabilities recorded in the financial
statements.

As to the general public desiring this level of information, it is doubtful that they would fully
comprehend what is being presented. The six pages of information presented would be more than the
general reader would likely want to know. However, they likely would find it informative that the
Federal Government and three agencies within the government are involved in these types of activities,
and the general overall explanation of the activities.
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As far as whether the level of information is what decision makers really need, that question should be
specially addressed to those within the three agencies and possibly those in the private sector that are
familiar with these type of operations.

Q4. The proposed standards would require that an estimated value for royalty relief be reported as
RSI. The Minerals Management Service (MMS) has a variety of royalty relief programs. Royalty relief
is the reduction, modification, or elimination of any royalty to promote development, increase
production, or encourage production of marginal resources on certain leases or categories of leases.
See paragraphs A90 through A94 for additional information regarding MMS royalty relief programs.

a. Do you believe that a monetary value for royalty relief should be reported as RSI? Please
explain the reasons for your position.

b. Do you believe the quantity of production for which relief was granted during the reporting
period should be reported as RSI? Please explain the reasons for your position.

If the amount of detail in the proposed RSI is not reduced (see question 3 above), then it does appear
logical to disclose a value for the royalty relief.

Q5. Statement of Federal Financial Accounting Standards (SFFAS) 7, Accounting for Revenue and
Other Financing Sources (as amended), requires that agencies report on assets held in a fiduciary
capacity." The Board recently issued SFFAS 31, Accounting for Fiduciary Activities. SFFAS 31 will
supersede SFFAS 7 with respect to fiduciary activities but continues the requirement to report on
assets held in a fiduciary capacity. The Department of Interior (DOI) manages oil and gas resources
on behalf of individual Indians and Indian tribes. This proposed standard — because it classifies oil
and gas resources as assets — would result in additional information being disclosed for oil and gas
assets managed in a fiduciary capacity. Note, however, that fiduciary reporting does not extend to
inclusion of the additional disclosures or RSI that are proposed in this document for Federal oil and
gas resources. Thus, with respect to fiduciary activities, only disclosure of the assets, liabilities, and
related inflows and outflows would result from this proposal.

Some Board members have expressed concern that the costs may exceed the benefits

of disclosing fiduciary assets and liabilities measured in conformance with this proposed

standard. Since this proposal may significantly increase the fiduciary assets disclosed, we are

requesting input on the cost-benefit of the requirement with respect to fiduciary activities. See

paragraph 34.

a. Do you believe it is cost-beneficial to require disclosure of the value of estimated fiduciary
petroleum royalty assets, liabilities, and related inflows and outflows? Please explain the
basis for your beliefs.

We believe that accounting standards should be consistent. Based on that premise, the disclosure for
fiduciary petroleum royalty assets should be disclosed. The amount and/or level of disclosure could be
made after considering (1) cost of getting that information versus its usefulness and (2) the overall
"additional" amount of information and disclosure provided by the proposed standard. We also think it
is also important to report assets held for the benefit of Indian tribes and individual Indians,
particularly in light of difficulties in such reporting related to other Indian assets.

' SFFAS 7, paragraphs 83 to 87.
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Q6. The proposed standards would require the component entity to provide extensive disclosures and
RSI. However, the Consolidated Financial Report (CFR) of the United States government would be
required to include limited disclosures and no supplementary information. See paragraphs 31 through
33. These divergent reporting requirements are consistent with SFFAC 4, Intended Audience and
Qualitative Characteristics for the Consolidated Financial Report of the United States Government.
SFFAC 4 provides that the CFR should be highly aggregated and offer references to other reports.

a. Do you believe that the CFR disclosure requirements should be limited as proposed? Please
explain the basis for your beliefs.

We fully support that limited disclosure and no supplementary information be included in the
Consolidated Financial Report (CFR). The CFR, by its nature, should reflect information at the
highest level. Realistically, senior management decisions will normally not be based on this
information contained in the CFR. With adequate references as to where the detailed information
could be obtained, decision makers at various levels would be able to obtain the level of information
they would need to address their question. If this level of detail were included for each line of the
CFR, the report would be so voluminous that it would literally be incomprehensible.

Q7. This proposal includes accommodations intended to reduce the cost or burden of implementation.
These accommodations are identified below along with the alternatives considered and rejected by a
majority of the members. Please comment on any accommodation that you believe is not appropriate
or that you believe does not sufficiently reduce the cost or burden of the proposal.

a. Asset recognition is limited to proved reserves. However, the Board believes that other than
proved reserves (e.g., unproved reserves and undiscovered resources) also are assets. See
paragraphs A43 through A47 and A73 through A78. Agree

b. The valuation technique provided relies on readily available information. However, fair
value, which would require additional information, may be a more appropriate valuation
technique. See paragraphs A48 through A545. As noted above, one member believes that fair
value or something like fair value is a better valuation method.

c. This proposal requires use of existing sales volume and sales value information to determine
an average price for end of period valuation. Use of market prices as of the end of the
reporting period was considered. In addition to the relative cost of obtaining market values,
the Board does not believe the valuation would be improved. See paragraph A82. As noted
above, one member is concerned that the proposed method of using first purchase price is
unrealistic in that it does not consider changes in market pricing.

d. Information to calculate effective royalty rates is readily available and the proposal provides
for their use in valuing estimated petroleum r