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Fiscal Year 1997 Report of Royalty Management and Delinquent

Account Collection Activities

INTRODUCTION

This report consolidates two separate reports previously submtted to
menbers of Congress under section 302 of the Federal G| and Gas
Royal ty Managenent Act of 1982 (FOGRMA) and section 602 of the Quter
Conti nental Shelf Lands Act (OCSLA) Anmendnents of 1978.

Section 302 of FOGRVA requires the Secretary of the Interior to submt
an annual report to Congress addressing efforts to inplenent the

provi sions of FOGRMA for mneral |eases on Federal and Indian |ands.
The Secretary, in consultation with the Senate Commttee on Energy and
Nat ural Resources and the House Committee on Natural Resources,

determ ned that the M nerals Managenent Service (MVS) Royalty
Managenent Program (RWMP) woul d prepare an annual report addressing the
foll ow ng subj ects:

e RMP acconplishnents;

e Mneral revenue collections and di sbursenents;
e RWP under paynent detection prograns;

® |nspection and enforcenent;

® RMP organization, functions, and structure; and

e Status of recomendations submtted by the Comm ssion on Fiscal
Accountability of the Nation's Energy Resources (the Linowes
Comm ssi on) .

Section 602 of the OCSLA Amendnents of 1978 requires a simlar report
addr essi ng delinquent royalty account collection efforts and new

audi ting and accounting procedures designed to ensure accurate and
tinmely paynent of royalties and net profit shares. The report
addresses activities during the preceding 2 fiscal years for |eases

i ssued under any Act that regul ates the devel opnent of oil and gas on
Federal | ands.

Consol i dation of the FOGRVMA and OCSLA reports elim nates redundancy in
RVMP acconpl i shnment and audit narratives, provides a nore concise
docunent for review by nenbers of Congress, and reduces preparation and
printing costs.



1. ROYALTY MANAGEMENT PROGRAM ACCOMPLISHMENTS

The Departnent of the Interior and MVB continued efforts in Fiscal
Year (FY) 1997 to inprove accountability for the Nation’s m neral
revenues and to inprove service to the States, the Indian comunity,
and industry. This report highlights significant program
acconplishnments and initiatives inplenented during the year.

A. Federal Oi1l and Gas Royalty Simplification and Fairness Act

President dinton signed the Federal Ol and Gas Royalty
Sinplification and Fairness Act (RSFA) on August 13, 1996, to

i nprove the managenent of revenues from Quter Continental Shelf and
Federal onshore mneral |eases. This |aw anended FOGRMA, OCSLA, and
the M neral Leasing Act of 1920. The RSFA introduced a variety of
new requi renents, including:

® Delegation of certain additional RW functions to interested
St at es;

® Specific royalty reporting standards for Federal oil and gas
| eases and pool i ng agreenents;

e Paynent liability standards and a new statute of limtations for
Federal oil and gas | eases;

® Reporting options for marginal oil and gas properties; and
e Paynent of interest on all Federal oil and gas overpaynents.

The provisions of RSFA materially changed many of RMP' s histori cal
operating assunptions and revenue processing nethods. The MMS has
made significant progress in inplenenting RSFA. Over 20 outreach
wor kshops have been conducted with State and i ndustry
representatives addressing specific provisions of the law. The MBS
has conpleted the following initiatives:

® Publication of a final rule expanding the |ist of del egable
royal ty managenent functions to States;

® Publication of an interimfinal rule regardi ng paynent
desi gnations for persons nmaking royalty and other paynents on
behal f of operating rights owners or |ease record title hol ders;

e |nplenentation of the repeal of section 10 of OCSLA addressing
time limts on refunds;

e Streamlining of RW billing and foll owup processes for
production fromoil and gas | eases after Septenber 1, 1996, to
conply with RSFA paynent liability requirenents;



e Modification of software to enable MVE to accept interest reports
from conpani es and to begin paynent of interest to conpani es who
overpay royalties; and

® Devel opnent of software to report interest paynents to al
i ndustry recipients on Internal Revenue Service Form 1099.

The MV wi Il publish at |east six nore regul ations required by RSFA
by the end of the year 2000. The RMP will continue consultations
with constituents on a nunber of conplex issues, including paynent
liability and appeal s.

B. RMP Reengineering Project

The RMP undertook a conpliance reengineering initiative in

April 1996 to exam ne the current conpliance strategy to determ ne

t he best approach for acconplishing future goals and objecti ves.

The principal objective was to define and inplenment a cost-effective
strategy to ensure that Federal and Indian m neral |ease revenues
are paid to MM5 in an accurate, tinely manner.

Enact ment of RSFA in August 1996 materially changed many historic
RVP operating assunptions as well as sone fundanental Federal oi
and gas financial activities. Although imedi ate changes in
processes and systens nust be nmade to inplenent the law, it is
apparent that |long-term strategies, business processes, and agi ng
systens nust be addressed for RMP to be cost-effective and
responsive to custonmer requirenents.

The MMS announced on April 1, 1997, that the effort would expand
beyond conpliance reengineering to a conprehensive reengi neering of
all RVMP core business processes. A Program Reengi neering Ofice was
established in RVWP to manage and coordinate the initiative. The M
assenbl ed a group of senior RMP managers fromdiverse disciplines to
adm ni ster the project.

The initial redesign work, including prototype devel opnment and
testing, wll be acconplished through a multidisciplinary team of
MVB, State, and Tribal representatives, with technical contract
assistance. Consultations with custoners are expected to better
define future business approaches and processes, and to encourage
participation in prototype devel opnent, testing, and inplenentation.

The principal objective of the expanded initiative is to design,
devel op, and inplenment new core business processes, wth supporting
systens, for the 21st century. The systens and processes nust be
fl exi bl e and capabl e of neeting custoner needs, including:



® Supporting the collection of royalties both in cash and in kind;

® Supporting delegated activities related to royalty
adm ni stration;

® Enpowering RWP to provide related financial services for other
custoners through franchi sing agreenents; and

e Enploying a variety of nethodol ogies to val ue production.
The initiative will include:
® Mappi ng core business processes as they now exi st;

® Benchmarking with other organizations to determ ne opti mal
practices;

e |dentifying custonmer needs and expectations;

® Redesigni ng business practices for inprovenent;

® Devel oping and testing new prototype designs; and
e |nplenenting redesi gned processes.

The RV will be guided by the follow ng stretch goals in the
devel opnment of new busi ness practices:

® Provide revenue recipients with access to their funds within
24 hours of the due date; and

® Assure conpliance with applicable | aws, |ease terns, and
regul ations for all |eases in the shortest possible tinme, under a
3-year statutory limt fromthe due date.

The RMP wi |l pursue proactive conmunication to build consensus,
obtai n feedback and suggestions, and denonstrate progress in
achieving goals. The strategy will be directed toward enpl oyees,
conpani es, and organi zations with a vested interest in the royalty
managenent process. Comrunication will be fostered through

el ectronic nmedia such as the Internet, the Intranet, and E-mail

bull etin boards, and through neetings with enpl oyees, the State and
Tribal Royalty Audit Commttee, Indian Tribes and allottees, royalty
payors, and industry trade associations. The MVMS is commtted to
cost reduction and inproved service in the royalty program

C. Royalty-In-Kind Pilot Programs

The Federal Governnent, under the provisions of the Mneral Leasing
Act of 1920 and OCSLA, may take part or all of its oil and gas



royalties “in kind” (a volune of the cormmodity) as opposed to “in
val ue” (noney). The MVB conducted a pilot programin the GQulf of
Mexico in 1995 to assess taking the Federal share of natural gas
royalties “in kind” rather than “in value.” The 1996 Fi nal Report
on the Royalty Gas Marketing Pilot indicated that a | oss of revenue
resul ted.

An MMB Feasibility Study in 1997 concluded that, under the right
conditions, royalty-in-kind (RIK) progranms could generate additional
revenues and be nore efficient for governnment and industry. The
1997 study further concluded that a mandatory across-the-board

Rl K program woul d reduce Federal and State royalty revenues. The
MVE Director established an RIK Study Teamin 1997 to study these

i ssues. The team based on the 1997 study recomendations, is
pursuing the following initiatives:

® A2- to 3-year RIK pilot programfor oil from Federal onshore
| eases in Wom ng, beginning in Cctober 1998;

® A 2- to 3-year RIK pilot program for gas from Federal offshore
| eases off the coast of Texas under the provisions of
section 8(g) of the OCSLA Anmendnents of 1978, beginning in
Cct ober 1998; and

® A 3-year RIK pilot programfor gas from Federal offshore |eases
in the balance of the GQulf of Mexico, beginning in October 1999.

The 3-year programin the balance of the GQulf of Mexico wll involve
the | argest production volunmes and require a |longer period to
conplete. The MVS has solicited participation from States affected
by the pilot prograns. The MVS is further evaluating the
feasibility and efficiency of providing RIK production directly to
ot her Federal agencies for consunption.

The three pilot prograns are designed to denonstrate conclusively if
RI K prograns are viable options for the Federal Governnent. The
followng criteria have been established to evaluate the success of
the three pilots:

® |nproved sinplicity, accuracy, and certainty for industry and the
Federal Governnent;

® Revenue collections for the Federal Governnent and the States
remain the sane or are increased;

® Admnistrative costs for industry and the Federal Governnent are
reduced; and

e The RIK program provisions are consistent with the terns of
exi sting | eases.



D. Royalty Policy Committee

The RWMP established a 29-nmenber Royalty Policy Commttee (RPC) in

FY 1995 as part of the M neral s Managenent Advi sory Board to provide
recomendati ons and gui dance on royalty managenent policies and
procedures. The RPC is conposed of representatives fromthe Wstern
Governors Association, Wstern States Land Conm ssioners

Associ ation, States, Indian Tribes and allottee organi zations, the
m neral s industry, other Federal agencies, and interested nenbers of
the general public. The RPC designated nine subcommttees to study
the foll ow ng issues:

® Royalty reporting and production accounti ng;

e Val uation;

e Audit;

® Appeals, settlenents, and alternative dispute resol ution;

® Nonconventional alternatives;

e Disbursenents and net receipts sharing;

e C(Coal;

® Phosphate, trona, and other |easable solid mnerals; and

® |essee-Designee requirenents.

The subcommittee for valuation disbanded in the sumrer of 1996.

Five subcomm ttees submtted final reports to the RPC on the
foll ow ng issues:

® Report streamnining;

e Audit;

® Appeals, settlenents, and alternative dispute resol ution;

e (Coal; and

® Phosphate, trona, and other |easable solid m nerals.

The recommendations fromthe five subcommttees were approved by the
RPC. The MMS conpl eted inplenentation of work associated with

two of the reports. Wrk on the remainder of the reports is in
process or under study in conjunction with efforts to inplenent RSFA
and the RMP reengi neering project.

The MV is committed to reinventing RVMP core business practices
and serving the needs of custoners by working closely with
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constituents. The RPC believes inplenentation of the
recommendations will create significant adm nistrative savings
for both governnment and industry.

E. Automated Systems Initiatives

I nformati on technol ogy provides access to RWP information from

i ndi vi dual workstations to enhance performance, productivity, and
support RMP programinitiatives. A brief description of some of the
systens initiatives in FY 1997 foll ow

1. Network Enhancements

Net wor ks allow i nformati on to be shared anong people. The goal of
the RMP network is to ensure a reliable neans to nove information
qui ckly and to permt growth to neet the changing requirenents of a
dynam ¢ organi zation

The RMP conpleted the installation of its high-speed netropolitan
area network that connects its offices in Denver and a w de-area
network that connects renpote Conpliance, |Indian Royalty Assistance,
Tribal, and State offices in FY 1998. The RW network currently
provi des services to over 1,200 attached workstations.

The RMP further conpl eted consolidation of |ocal area networks and
networ k support throughout the programin FY 1998. Centralization
has resulted in significant cost savings, inproved efficiency, and
W Il ensure effective support to enployees. The consolidation

st andar di zes hardware and software, mnim zing the cost and

di sruption of network and personal conputer maintenance and software
upgr ades.

All MVS enpl oyees, as well as participating State and Tri bal
representatives, have received state-of-the-art telecomrunications
equi pnent. The RWVP has upgraded all personal conputer workstations
to Wndows 95 and rel ated desktop software, devel oped imagi ng and
wor kf | ow appl i cati ons, and enhanced dat abase access. Internet and
I ntranet use has been expanded and enhanced.

2. Complementary Metal Oxide Semiconductor

The RMP conpl eted replacenent of its mainframe processor with a
Compl ementary Metal Oxide Sem conductor (CMOS) during FY 1998. This
W Il reduce costs and inprove efficiency by providing nainfranme
power with personal conputer technology. The CMOS will enploy the

| BM OS/ 390 operating systemto accommodate both mai nfranme and
client/server applications. The CMOS operates at roomtenperature
wi t hout special cooling requirenents. The new equi pment wl|
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facilitate the RVMP transition to reengi neered busi ness processes and
aut omat ed systens.

3. Year 2000 Project

Wen the year 2000 arrives, many conputer prograns will interpret
the last two digits of the year “00" as the year 1900. Muinfrane
systens software, mainfrane hardware, workstation vendor products,
wor kst ati on hardware, and busi ness applications nay begin to fail as
the year 2000 approaches.

The RMP has assenbled a teamto identify and resol ve potenti al
concerns with date-related processing in hardware, systens software,
and applications on both client/server and nmainframe platforns. The
project is scheduled for conpletion in the first quarter of FY 1999.
The RVMP is commtted to the successful operation of data
applications and client/server applications in the year 2000 and
beyond.

4. Document Integration System

A docunent integration system has been introduced into the RVP work
environnent to inprove access to information, reduce paperwork, and
enhance individual productivity.

e Computer Output to Laser Disk (COLD) System. This system
provi des for online storage of mainfrane generated reports. Many
reports generated by the mainfranme conputer are now automatically
transferred to COLD where they are imedi ately accessible to
enpl oyees t hrough personal conputers at their individual
wor kstations. The information may then be printed, stored as
text data, placed in word processing or spreadsheet applications,
or routed to other enployees through E-mail. The COLD system has
been in operation since October 1995 and has the capacity to
store up to 5 years of report information

® Source Document Imaging System. This system enploying an open
st andards based i magi ng system known as Vi ewstar, scans and
stores all RMP source docunents into electronic file folders or
libraries. Enployees and individuals authorized to use the
system by RVP may access the source docunent libraries fromtheir
personal conputer or through the Internet using a standard
browser. The system has been in operation since July 1995.

e Workflow. The Viewstar system provides the capability to devel op
conpl ex workfl ow applications. The RWMP has placed three workfl ow
systens in operation: source docunent inmagi ng addressed above,
solid mnerals docunent inmaging and el ectronic storage addressed
bel ow, and the oil and gas payor information form The RW is
devel opi ng new wor kfl ow systens involving oil and gas inmagi ng and

8



el ectronic storage, electronic Freedomof Information Act data, and
exceptions information associated with RMP under paynent detection
progr amns.

5. Soli1d Minerals Document Imaging and Electronic Storage Project

The project began in January 1997. The primary goal of the project
is to provide RMP enpl oyees and clients at renpte |locations with

i mredi at e access to approxi mately 100, 000 solid m neral source
docunents. The project involves the design and inplenmentation of a
system application using existing RV technol ogy to achieve the
follow ng results:

e Allowimediate retrieval of source docunents fromthe optical
library via personal conputers;

® Provide maximumflexibility in docunent retrieval and use; and

® Function as part of an integrated workfl ow process.

6. Automated Clearing House Payments

The MMS has established arrangenents to receive paynents through a
commer ci al banki ng paynent exchange process known as Aut omat ed

Cl earing House (ACH). The Departnment of the Treasury (Treasury)
contracted wth several banks to collect and deposit RMP coll ections
of royalties, rents, bonuses, and assessnents. The banks then
provide an electronic file of the paynment details.

The MMS devel oped an aut omat ed process to handl e ACH paynent files.
The RVP received approxi mately 240 nessages associated with

$480 million in collections during FY 1997. Future initiatives for
ACH col l ections include a pilot with one of our commercial banks and
the mning industry to collect royalties using ACH El ectronic Data

| nt er change st andar ds.

7. Production Accounting and Auditing System

The Production Accounting and Auditing System (PAAS) coll ected and
processed nonthly production data fromthe followi ng | eases in

FY 1997:

® Al Federal and Indian oil and gas | eases;

® Al|l Federal solid mneral |eases; and

e Mst Indian solid m neral | eases.



Devel opnent of the automated front-end enhancenent (AFEE) continued
in FY 1997. The AFEE will reduce the manual Auditing and Fi nanci al
System (AFS)/ PAAS exceptions identification effort, permtting

enpl oyees to process nore exceptions and to devote nore tine to
correspondence followp wth operators and payors. The exceptions
i nvol ve di screpanci es between sal es volunes that payors report to
AFS and production sales and transfer volunes that | ease and
agreenent operators report to PAAS.

The AFEE wi ||l detect discrepancies and generate correspondence to
operators. The correspondence will ask operators to verify
production reports and to allocate production sales and transfer
vol unmes to respective payors. The RW will use the information to
identify payors who may be underreporting royalties. The AFEE w ||
materially reduce the tinme required to manually research

di screpanci es and prepare correspondence.

The AFEE project consisted of three phases. Phases | and Il were
conpleted in FY 1997 and Phase 111 was conpleted on March 12, 1998.
Phase | included the redesign of exception detection system prograns

and the reconstruction of royalty data within the PAAS dat abase.
These nodifications inproved the AFS/ PAAS exceptions identification
effort by reducing the volune of invalid exceptions.

Phase Il automated a | arge vol une of correspondence processing.

Prior to Phase Il, RWMP enpl oyees produced routine letters and
statenents with a manual online request system The new aut onated
system generates nost of these letters and statenents.

Modi fications to the online systemfurther sinplified use, corrected
i naccurate data, and reduced the anount of time required to produce
routine correspondence.

Phase Il1 consisted of inquiry and update features in a
client/server environnment that allowed RWP enpl oyees to access the
dat abase and nmake comments that were not posted on the nmainfranme
conput er.

8. MMS Internet Home Page

The MVS continues to enhance its Internet site on the Wrld Wde Wb
(http://www. mrs.gov) to provide current information to the public
about MVS activities. The MVS honme page expanded in FY 1997 to

i nclude press rel eases, statistical information, environnmental
studies information, oil and gas resource information, Federal

Regi ster notices, statutes and regul ati ons governing MMS activities,
policy docunents, and appeals decisions. There are separate sub
home page | ocations for RW, the Ofshore M nerals Managenent (QOW)
Program and OW Regi onal O fices.
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F. Improved Services to Indian Tribes and Indian Mineral Owners

The Departnent continues to enphasize its trust responsibilities in
adm ni stering revenue collections fromlndian mneral |eases. The
RWP continued efforts in FY 1997 to i nprove comruni cations and the
delivery of mneral services to Indian Tribes and individual |ndian
m neral owners (lessors of allotted | eases).

1. Indian Minerals Steering Committee

The Departnent chartered the Indian Mnerals Steering

Commttee (IMSC) in January 1995. The IMSC is conposed of nenbers
fromthe five Departnent bureaus that manage I ndian m neral | eases,
as well as nenbers fromthe Ofice of the Secretary. The MVS is
represented by the RWP Associate Director, the Ofice of Indian
Royalty Assistance (O RA) Chief, and the Policy and Managenent

| mprovenent Chief in Denver. The MVS al so provides the executive
secretary to the | MsC

The | MSC nenbers conducted quarterly neetings in FY 1997 in Phoeni X,
Denver, Santa Fe, and Washington, D.C., to address the follow ng
| ease managenent i ssues:

® Fractionation, a probleminvolving multiple owners with
increasingly small er ownership percentages in allotted | eases as
a result of |ease heirship;

® Pre-leasing processes and requirenents;

® Post-|easing problens, including dual taxation that is common on
I ndi an | ands;

® Cost of marginal wells; and

e Managenent of a pilot programto provide representatives
fromthe Bureau of Indian Affairs (BIA), the Bureau of Land
Managenent (BLM, and MMS at a single |ocation under one
MMS manager in Farm ngton, New Mexi co.

The pilot program evolved froma National Perfornmance Revi ew
Rei nventi on Laboratory to test new techni ques to manage | ndi an
allottee mnerals, and to inprove services and depart nental
cooperation. The scope of work has been narrowed to offer

assi stance and resolve problens for only the Navajo | essors of
allotted | eases.

The office conducted an oil and gas |lease sale in July 1997. |If
i ndi vidual owners of the allotted tracts sign the | ease
agreenents, Navajo allotted | ands under |ease wll double. Ol
and gas devel opnent will subsequently increase in the next few
years.
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The MVS provided support to the following IMSC initiatives during
t he year:

e The BIA, BLM and MV forned a training teamto devel op materials

to educate the Indian community about the royalty program
I ndi an m neral owner concerns are often based on
m sunder st andi ngs and m si nformati on about the work perforned by

the Federal Governnment. Under MVS | eadership, the team devel oped

educational materials to famliarize Indian mneral owers with
| ease adm nistration and royalty processes, including a poster
and slide presentation for use in outreach neetings entitled

“Your Indian Mneral Trust Services Provided by the Departnent of

the Interior.” The presentation is a concise description of
services provided by BIA, BLM MVS, and the Ofice of Specia
Trustee for Anmerican Indians (OST).

e The | MSC devel oped a training course for Departnent m nerals
managers entitled “lIndian Trust Responsibilities and Federal
ol igations.” Ten RVMP managers attended the initial course in
Phoeni x i n Decenber 1997. The course will be provided during
FY 1999 in Denver, Tulsa, and Washi ngton, D.C

® An | MSC subcomm ttee submtted recommendations in March 1998 to
redesi gn the expl anation of paynent (EOP) reports that individual
I ndi an m neral owners receive each nonth with their royalty
paynment. The BIA, MM5, and OST are assessing costs and
timeframes to inplenent the recommendati ons within each bureau’ s
aut omated systens. The MVS further provides an insert with each
EOP report addressing “Frequently Asked Questions.” The MVB

pl aced a directory of these questions and the I MSC m nutes on the

Internet for imedi ate access by nenbers of the Indian community.

e The | MSC devel oped and sponsored a conference in Septenber 1997
addressing the conpetitive nature of Indian mneral |eases. The
conference was designed to explore whether Indian mneral |eases
remain attractive to industry follow ng recent |egislation
enacted to reduce adm nistrative costs on Federal |eases. The
conference was attended by Tribal officials, individual Indian
m neral owners, industry representatives, and officials with
Feder al agenci es.

2. Office of Indian Royalty Assistance

The O RA is responsible for coordinating and conmuni cating with

I ndian m neral |essors, and for advocating action or change.
Custoner service is provided through offices |ocated in Denver and
Ol ahoma City. The ORA fulfills its responsibilities through the
followng efforts:

® Aggressive outreach prograns in locations with Indian m nerals;
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Revi ew of policy and regul atory devel opnent; and

Devel opment and i npl enentation of Indian royalty managenment
initiatives.

The O RA conpleted the following initiatives in FY 1997

Fi el d personnel conducted 53 outreach neetings wth Tribes or
groups of individual Indian mneral owners. Representatives from
Bl A and BLM often attended these sessions facilitating the
Departnent’ s seam ess delivery of services.

The O RA resolved 800 formal inquiries fromindividual mnera
owners during the year. Many inquiries required interbureau
coordination to resolve conplex issues, again denonstrating the
seanl ess delivery of services to the Indian comunity.

The ORA s toll-free lines in Denver and Gkl ahonma City provide
I ndian m neral owners wth imedi ate access to O RA personnel
The toll-free nunbers are published in “Frequently Asked
Questions,” which is distributed with ECP reports.

The O RA worked with the IMSC to devel op two training prograns in
FY 1997:

“How Can | Understand My Q1 and Gas Report?”; and

“What is the Departnent of the Interior Doing to Ensure My
Correct Royalties?”

The Ofice of the Solicitor reviewed and approved both prograns.

The RMP, in conjunction with the Bl A Muskogee Area O fi ce,

devel oped a conputer programto inprove the adm nistration of
paynments nmade by conpanies directly to Indian m neral owners.
The paynents are not routed through the Departnent. The program
i ncl udes automated prograns and reports, and manual revi ew of

di screpanci es or exceptions. The programw || be inplenmented in
FY 1998.

The RWMP inaugurated a Royalty Internship Programin FY 1997. The
programis designed to assist mneral - producing Tribes who are
consi dering sel f-governance or self-determ nation contracts, or
Tri bes who want to becone nore famliar with royalty nmanagenent.
The program consists primarily of work assignnents in one or nore
of the RWP operating divisions. Several Tribes continue to
express interest in the program however, the Tribes had
difficulty identifying qualified candidates for the training.

The O RA has a lead role in RW inplenentation of the Triba
Sel f - Gover nance Act of 1994. The ORA net informally with
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two Tribes in FY 1997 to discuss their interest in assum ng
RVP functi ons.

¢ The ORA participated in a workgroup conposed of officials with
t he Departnent, the Departnent of Health and Human Services, and
selected Tribes to draft a self-determ nation procedural manual.
The O RA also participated in the Departnent’s negoti ated
rul emaki ng conmttee that proposed sel f-governance regulations in
February 1998 in the Federal Register.

¢ The AORA in conjunction with industry and the MM O fice of
Enf orcenent, continued to pursue paynent agreenents resulting
fromaudits and appeals. The process allows |Indian m neral
owners to receive their revenue in an expedi ent manner.

® Representatives from O RA, BIA BLM and OST attended a public
forum conducted by a new I ndian m neral owner group in Cklahona.
The forum provided the opportunity to discuss oil and gas issues
affecting royalty collections for the Cherokee, Chickasaw,
Choctaw, Creek, and Sem nole Tri bes.

3. Indian Nonstandard Lease/Agreement Accounting

The MMS Director initiated accounting responsibility for |Indian
nonst andard | eases and agreenents in March 1988 in response to a
systens i nprovenent recommendation fromthe Royalty Managenent

Advi sory Comm ttee. Nonstandard |eases and agreenents, issued under
the I ndian M neral Devel opnent Act of 1982 (I MDA), include net
profit share, joint venture, and any other arrangenents negoti ated
by the Tribes that have a different structure fromthe standard
bonus, rental, and royalty rate arrangenent.

The nonstandard provisions of | MDA | eases and agreenents make it
inpractical to include themin AFS at this time. Personnel in the
RMP Accounting and Reports Division use a m croconputer-based system
to anal yze and account for the uni que accounting transactions
negotiated by the Tribes. To ensure accurate reporting, enployees
in the RW Conpliance Verification Division manually sanple
nonstandard | MDA | eases and agreenents to conpare oil and gas sal es
vol unmes reported to AFS by payors with production reported to PAAS
by | ease operators. The RW continues to explore nethods to convert
nonst andard | ease accounting fromthe current m croconputer-based
systemto AFS.

G. Valuation Guidance
The RMP Royalty Valuation Division (RVD) continued to provide

val uation guidance for fluid and solid mnerals to Federal, State,
| ndi an, and industry representatives in FY 1997.
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1. RVD Valuation Guidance

The RVD revi ewed and approved 96 transportati on and processing

al l omance requests in FY 1997 and conpleted 201 formal val uation
gui dance docunents, including technical opinions and assi stance on
conpliance issues. Sone of the nore significant valuation issues
addressed during the year include:

e Valuation of oil provided by |essees in kind to small refiners
under the MVS RI K program

e Valuation of oil and transportation of oil under a buy/sell
arrangenent ;

e Valuation of gas produced fromthe Swanson River and Sol dot na
Units in Al aska;

® Recision of prior valuation guidance concerning oil exchange
agr eenents;

® Recision of valuation policy nenoranda pertaining to non-arms-
| engt h benchmar ks;

® The use of Federal Energy Regulatory Comm ssion tariffs in lieu
of a |l essee’s actual costs for conputing offshore oi
transportation all owances; and

® The devel opment of a policy for allowable transportation costs
for coal bed net hane production through the RPC.

2. Federal Gas Valuation Negotiated Rulemaking Committee

I nformal di scussi ons addressing gas valuation were initiated in
Decenber 1993, at the request of MVS constituents. The Secretary
subsequently chartered the Federal Gas Val uati on Negoti at ed

Rul emaking Comm ttee (Federal Commttee) on June 27, 1994, to review
policies and procedures used to val ue natural gas. The Federal

Comm ttee included representatives fromMS, States, major oil and

gas conpanies, large and small independent producers, and marketing
firms. Decisions and reconmendati ons were reached by consensus,
whi ch required the support of each nenber for approval. The Federal

Comm ttee operated under the Federal Advisory Commttee Act but
generally followed the guidelines of the Negotiated Rul emaki ng Act.
Meetings were held in a public forum a record of each neeting was
prepared, and a final report addressing Federal Commttee
recommendati ons was nade available to the public.

The Federal Conmm ttee conpl eted negotiations in February 1995 for
paynment of natural gas royalties produced from Federal |eases. The
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negoti ati ons focused on inproving gas val uati on under the foll ow ng
ci rcunst ances:

® (Gas sold to affiliates
® (Gas produced fromunitized and comruniti zed | eases; and

® Gas sold away fromthe wel |l head under the new marketing
envi ronnent created by Federal Energy Regul atory
Comm ssion (FERC) Order 636.

The MVS published a proposed rule in the Federal Register on
Novenber 6, 1995, containing the recomrendations fromthe Federal
Commttee to inprove and sinplify the paynment of royalties and to
reduce adm nistrative costs for both the Federal Governnent and

i ndustry.

The comrent period for the proposed rule ended February 5, 1996.
Fol |l owi ng review of the conments, MVS reconvened the Federal

Comm ttee on June 12-14, 1996, in Denver to evaluate five options
for proceeding with further rul emaking. The MVS al so reopened the
public comment period to consider the options.

Federal Comm ttee nenbers evaluated the five options and devel oped
five additional options for consideration. The Federal Conmttee
reached agreenment on several issues; however, a few mgjor issues
remai n unresol ved, including the conparison of index prices to gross
proceeds and applying index prices to the well head vol une of gas.
The extended comrent period cl osed August 19, 1996.

In February 1997, MVS conpl eted a cost benefit analysis of the
foll ow ng three gas val uation options:

e Continued use of gross proceeds;
® Adoption of the Federal Comm ttee consensus; or
® Devel opnent of an index factor.

The i ndex factor would be a percentage conputed on the difference
bet ween the average index price and the average gross proceeds
recei ved by index payors, including affiliate resales. The index
factor would be conputed after a deduction for transportation

al l omances in each index zone. The index factor could subsequently
be either positive or negative due to the transportati on deducti on.

The results of the cost benefit analysis indicated that the Federal
Comm ttee consensus option would result in an annual |oss of
approximately $20 mllion. The index factor would result in an
annual increase of $1 mllion.
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The MVB decided not to issue a final rule based on the Federal
Comm ttee consensus for the follow ng reasons:

e The natural gas market continues to experience significant
change. The FERC conducted a conference in May 1997 to address
mar ket direction and regulation as a result of this change.

e The MVS believes its existing regulations are flexible and remain
the appropriate nmeans to address continued change in the natural
gas narket.

® The MVS does not believe that published indices for natural gas,
w th deductions for transportation allowances to the | ease, are
sufficiently devel oped to represent gross proceeds actually
recei ved for | ease production.

® The results of the MVS cost benefit analysis indicate that the
proposed rul e does not achi eve revenue neutrality, a primry goal
MVS and the Federal Conmttee established in devel opi ng new
regul ati ons.

The MMS published a Notice in the Federal Register on April 22,

1997, explaining its decision and requesting comments on new options
to val ue Federal gas. The options include the index factor and an
option based on the royalty collection practice in Norway, where
royalty values for crude oil are established by governnent price
board. The Departnent would establish its own pricing board to
determ ne prices for Federal gas and other appropriate commodities
simlar to the process used in Norway.

Personnel from MMS nmet March 3-5, 1998, in Denver, in a renewed
effort to revise the existing gas val uation regul ati ons based on
coments and views expressed by interested constituents. The MVB
remains commtted to working with its constituents to explore
alternative neans to val ue natural gas.

3. Indian Gas Valuation Negotiated Rulemaking Committee

The MMS published a Notice in the Federal Register on February 7,
1995, to establish the Indian Gas Val uati on Negoti ated Rul emaki ng
Commttee (Indian Conmttee). The goal of the Indian Commttee was
to publish regulations that would maxi m ze royalty revenues for

I ndian Tribes and allottees consistent with the Secretary's

di scretion to establish value. The regulations would further
satisfy industry concerns by clarifying and reducing information
requi renents to conpute royalty in an accurate, tinely

manner .

The Indian Commttee included representatives from MV5, BIA, Indian
m neral owners, and the oil and gas industry. The representatives
met 13 times and concl uded negotiations in May 1996. The

17



negoti ati ons focused on inproving gas val uati on under the foll ow ng
ci rcunst ances:

® Gas sold under arms-length and non-arm s-length contracts
subject to the major portion requirenents of Indian | ease terns;
and

® (Gas processed and subject to the dual accounting requirenents of
| ndi an | ease terns.

The Indian Commttee agreed on a formula to val ue gas produced from
I ndi an | ands using avail able public spot market index prices and a
factor for transportation. The price, derived fromthe fornula,
woul d be applied to well head gas vol unme and woul d satisfy the gross
proceeds and maj or portion calculations required by Indian | ease
terms. Transportation allowance forns would no | onger be required.
The Indian Commttee designed a nethod that would provide | essees
with an option of perform ng dual accounting in its current formor
appl ying a percentage increase to the index fornula value to satisfy
t he dual accounting requirenment in Indian |eases.

Lessees woul d continue nonthly reporting of gross proceeds under the
1988 reqgul ations for Indian ands wth no valid spot market index.
The MVS woul d cal cul ate and provide the major portion value to

| essees.

The MVS published a proposed rule in the Federal Register on
Septenber 23, 1996. The proposed rule represents recommendati ons
fromthe Indian Commttee and al so contains two new forns for
information collection on dual accounting and safety net val ues.
The comrent period on the proposed rule closed Decenber 3, 1996.

The comrent period was reopened to address the gross proceeds
requirenents in the proposed rule dealing with the issue of gas
contract settlenents. The subsequent comment period closed on
April 4, 1997.

The Indian Commttee net on March 26, 1997, and did not reach
agreenent on the rule’s treatnment of contract settlenent proceeds.
The MVS has conducted a cost-benefit analysis of the new rule. The
MVE expects to publish a final rule in the Federal Register in the
fourth quarter of FY 1998.

4. Revision of MMS Oil Royalty Valuation Rules

The MMS continues to pursue effective oil valuation regulations on
bot h Federal and | ndian | ands.
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Federal

The current MMS Federal oil valuation rules rely heavily on posted
prices, particularly in non-arms-length situations. A nunber of
anal ysts believe, however, that posted prices now substantially
understate market value. The MVS published an Advance Noti ce of
Proposed Rul emaking in the Federal Register on Decenber 20, 1995,
requesting comments to determne if posted prices still represent
mar ket val ue, and suggestions for alternative val uati on bases.

The MVS published a proposed Federal crude oil valuation rule in the
Federal Register on January 24, 1997. The MMS conducted public
meetings in Denver and Houston in 1997 to receive coments
addressing the rule.

The MMS refined the proposal in a supplenentary proposed rul emaki ng
on July 3, 1997. The changes responded to concerns from snal

i ndependent producers who believed the original rule was too
restrictive in categorizing arms-length sales. The producers
contended that the original rule would require sone legitimate

arm s-length sales to be valued other than armis-length, requiring
the producers to pay index prices.

The MVS received a substantial nunber of comments to the January and
July proposals. The MMS subsequently reopened the public comrent
peri od on Septenber 22, 1997, requesting conments on alternative
proposal s before proceeding wth the rul emaki ng. The MVS conduct ed
seven public neetings across the country to solicit comment on the
al ternatives

The MVS published a second Suppl ementary Proposed Rul emaking in the
Federal Register on February 6, 1998, and schedul ed five public
nmeetings across the country to invite public comrent on the

pr oposal .

The MMS has adhered to the followng five basic principles in
devel opi ng the proposed rul e:

® Royalty nust be based on the value of production fromthe | ease.

® Royalty obligations should be based on gross proceeds for arm s-
| ength contracts.

® |ndex prices are the best neasure of value in nost areas of the
country for non-arm s-length contracts.

® The |lessee has a duty to market the product at no cost to the
| essor.

® Custom zed regul ations for unique producing areas are preferable
to a “one size fits all” approach.
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Ol royalty will continue to be neasured by gross proceeds received
by the |l essee or its affiliate in true arm s-length transactions
under the proposed Federal oil rule. For non-arms-length
transactions, value wll be based on spot prices with appropriate

| ocation and quality adjustnments, except in the Rocky Mountain

regi on, where a new series of benchmarks will apply.

The oil and gas industry has unani nously opposed all of the
proposals to anmend the current regulations for the valuation of oi
produced from Federal |eases. The Congress has introduced

| egislation that would mandate the Secretary to take all oil and gas
production in-kind. Two simlar versions of this legislation were
introduced in early 1998. States generally have been supportive of
the various valuation regul ati on proposals, however, and favor
alternatives to posted prices for establishing the royalty val ue of
crude oil. The Suppl enmental Appropriations Bill for 1998 i ncl uded
| anguage prohibiting MVS from publishing a final rule unti

Cct ober 1, 1998.

Indian

The MMS initially planned to develop an Indian oil valuation rule
that was separate but conparable to the Federal rule. The MVB

el ected to devel op an i ndependent rule in 1997, however, for val uing
oi |l produced fromlIndian | eases due to MVS trust responsibilities
and the unique | ease terns contained in Indian | eases, particularly
“maj or portion” provisions. The MVS convened a diverse group of

I ndi an representatives to solicit their views before drafting the
rule. The proposed Indian rule would val ue crude oil at the higher
of the follow ng:

e A New York Merchantil e Exchange-based system
® The lessee’s or the affiliate’s gross proceeds; or

® A 75 percent major portion value using royalty val ues reported
for the area.

The MVS published a proposed Indian oil valuation rule in the
Federal Register on February 12, 1998. The MVS conducted two public
heari ngs, one in Al buquerque and one in Denver, to obtain conments
on the rule in the spring. The Supplenental Appropriations Bill for
1998 i ncl uded | anguage prohibiting M5 from publishing a final rule
until COctober 1, 1998. The MVS has received witten comments on the
proposed oil valuation rule. After review ng these comments, M

wi |l decide whether to publish a final rule or to publish another
proposed rul e.
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5. Impact of FERC Order 636 on Transportation and Gas Marketing

The MMS published a final regulation in the Federal Register on
Decenber 16, 1997, to clarify royalty inplications of

FERC Order 636. The proposed regulation identifies which cost
conponents or other charges are deductible, or related to
transportation, and which costs are not deductible, or related to
mar keting. Deductible transportation costs include firm demand
charges, commodity charges, banking fees, parking fees, and wheeling
costs. Non-deductible marketing costs include | ong-term storage,
aggregator fees, and intrahub title transfer fees.

The FERC issued Order 636 in April 1992 to enhance conpetition anong
suppliers and inprove the industry’s ability to conpete effectively
for new markets. The Order mandated that interstate pipelines
separate their sales and transportation services, negating the
advantage that a particul ar pipeline conpany woul d have in the sale
of its own gas as opposed to the gas of other suppliers. Pipelines
nmust provide open access transportation services equal in quality
whet her the gas is purchased directly fromthe pipeline conpany or
from anot her source. Each pipeline was required to conplete
restructuring of its services by Novenmber 1, 1993.

The rul emaki ng nodified the gas valuation regul ations in conjunction
with the proposed changes to the transportation all owance

regul ations. The MMVS recogni zes that certain | essee gas
transportation arrangenents result in financial transactions that
are not directly associated with the gas value. Such transactions
may not have royalty consequences. The proposed rul emaki ng

encour ages | essees to request valuation guidance from MVS if the

| essee is unsure if transactions result in additional royalty

obl i gati ons.

The final rul emaking applies to both armi s-length and non-arm s-

I ength situations for valuing gas production and cal cul ating
transportation allowances. The final rul emaki ng becane effective
February 1, 1998.

The | ndependent Petrol eum Associ ati on of America and the Anmerican
PetroleumInstitute filed suit against the Departnent in March 1998.
The suits allege that the rule is illegal because it requires

| essees to pay royalties based on nore than the value of the gas at
the well head and unilaterally changes the ternms of the oil and gas

| ease.

6. Major Portion Initiatives
I ndi an | ease terns and val uation regul ations require the val ue of
gas to be the higher of either gross proceeds or the highest price

paid or offered for a major portion of gas produced froma field or
area. Major portion prices are cal cul ated and conpared with prices
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reported by payors. The RWP issues “Orders to Pay” for additional
royal ti es where appropriate. A sunmary of nmjor portion initiatives
conpl eted through FY 1997 fol |l ows:

Oklahoma Indian Allottees. The RWP perfornmed a major portion
analysis for allotted Indian | eases under the jurisdiction of the
Bl A Anadarko Area O fice. The effort resulted in the collection
of additional royalties from 130 payors for the period 1986-92.
The RMP al so cal cul ated major portion prices for Eastern Ckl ahoma
for the period 1988-95 and for allotted |Indian | eases under

the jurisdiction of the BIA Anadarko Area Ofice for the period
1993-95. The RWP is currently pursuing the collection of
additional royalties for these peri ods.

Southern Ute Tribe and Allottees. The RWP perforned a maj or
portion analysis for the Southern Ute Indian Reservati on,
resulting in the collection of additional royalties from

46 payors for the period 1987-91. The RWMP perfornmed a mgjor
portion analysis for the period 1984-86 and is currently
perform ng a corresponding analysis for the period 1992-95. The
RW is assisting efforts of the Southern Ue Tribe to coll ect
additional royalties for major portion analyses in various

settl ement negoti ations.

Blackfeet Tribe and Allottees. The RWP and the Bl ackfeet Tribe
have agreed on a nmethod to cal culate major portion prices for the
Bl ackfeet Reservation. Calculations are conplete, and the effort
resulted in the collection of additional royalties for the period
1986-94. The RWMP is assisting efforts of the Bl ackfeet Tribe to
collect additional royalties in settlenent negotiations.

Navajo Nation. The RMP and the Navajo Nation agreed on a nethod
to cal culate major portion prices for gas produced on Tri bal

| eases for the period January 1987 through February 1989.

Cal cul ations are conplete, and RW coll ected additional royalties
from 16 payors for the period. The Navajo Nation agreed to
performa major portion analysis for the period March 1989

t hrough the current date.

Ute Mountain Ute Tribe. The RWP cal cul ated major portion prices
for the Ute Mountain Ute Tribe involving both the Aneth and

San Juan Basin Areas for the period 1987-95. The Ute Muntain
Ute Tribe approved the nethodol ogy, and RMP wi Il pursue the

coll ection of additional royalties.

Northern Ute Indian Tribe. The RMP and the Northern Ute Indian

Tri be have agreed on a nethod to cal cul ate major portion prices

for Northern Ue Indian Tribal |eases. The RW cal cul ated naj or
portion prices and collected additional royalties for the period
1987- 95.
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® Shoshone and Arapaho Tribes. The RWMP worked with the Shoshone
and Arapaho Tribes to anal yze the nethodol ogy used by the Tribes
to calculate major portion prices for the period 1988-94. The
RW will continue to assist the efforts of the two Tribes to
collect additional royalties for major portion anal yses.

7. Valuation Guidance Papers for Gas and Coal

The RVD devel oped the foll ow ng gui dance papers addressing the
val uati on of gas and coal

e Valuation CGuidance for Auditing Affiliate Sal es of Natural Gas,
Decenber 5, 1996; and

e Valuation Guidance for Auditing Affiliate Sal es of Coal,
Decenber 5, 1996.

A “Dear Payor” l|etter, dated Decenber 19, 1996, infornmed payors of
the availability of these papers. The papers are |ocated on the
MMVS | nternet honme page (http://ww. rnp. ms. gov/library/readroom
Dear pay/ i net payr. htm.

H. Other Regulatory Initiatives

1. Marginal Property Relief Under Section 7 of RSFA

Section 7 of RSFA provides that | essees may seek to either prepay
future royalties or obtain accounting relief on margi nal properties.
The law requires that accounting relief be made available wi thin

1 year fromenactnent and that prepaynment of royalty be avail abl e
within 2 years. The RW will devel op i nplenmenting regul ations for
both margi nal property alternatives.

The MVS conducted three margi nal property workshops, in

Cct ober 1996, January 1997, and Novenber 1997 with representatives
fromindustry associations and State governnent organizations to
obtain input on marginal property regulations. Representatives from
RV, OMW and BLM al so participated. The representatives addressed
the foll ow ng issues:

® Defining criteria for margi nal property status;

® Determining requirenents to be addressed in regulations and
agency gui delines; and

@ Determining an effective way to establish criteria to be
specified in the regul ati ons and gui del i nes.
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The MMS intends to issue a proposed rul emaking for accounting relief
in the sumer of 1998. A proposed rul emaki ng for prepaynment of
royalty is scheduled for May 1999.

2. Liability for Royalty Due on Federal and Indian Leases

The MVS published a proposed regulation in the Federal Register on
June 9, 1995, in conjunction with a National Perfornmance Revi ew
initiative, to develop a uniformpolicy to address liability issues.
The proposed rul enaki ng woul d anmend regul ati ons to establish and
clarify who is liable for unpaid or underpaid royalties,
conpensatory royalties, or other paynents on Federal and |Indian

m neral |eases. The MVS woul d anend the Payor Information

Form (Form MMS- 4025)t o0 expressly provide that the payor agrees to
pay any additional royalties owed on production fromthe | ease.

The rul emaking also clarifies circunstances when operators and ot her
individuals are liable for underpaynments and when liability is
shared anong ot her parties.

The clarification is required because payors, whom MMS has
historically billed for unpaid or underpaid royalties, have
sonetimes refused or been unable to pay these bills. This has
occurred due to bankruptcy or when an interest in the | ease may be
assigned between the tine the royalty obligation accrued and the
time MVS discovers an under paynment and orders corrective action
The current payor often denies liability for the deficiency,
asserting that MVS should identify and collect fromthe individual
responsi bl e for the original underpaynent.

The proposed rulemaking is limted to the follow ng types of |eases:

® |eases that are in 100 percent Federal and Indian agreenents with
the sanme lessor, royalty rate, and fund code for distribution;
and

® |eases that are not in approved Federal or |ndian agreenents.

The RMP extended the comment period for the rul emaki ng several
tinmes to accommbdate interested parties. The RSFA addresses the
l[iability concept. The RWP is currently evaluating the effect of
RSFA provi sions on existing processes and procedures prior to
anendi ng the proposed regul ati ons.

3. Delegation of Royalty Management Functions to States

The MMS published a final regulation in the Federal Register on
August 12, 1997, with an effective date of Septenber 11, 1997, to
aut hori ze del egation of the foll ow ng Federal royalty managenent
functions to the States:
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® Conducting audits and investigations;

® Receiving and processing production and royalty reports;
e Correcting erroneous report data;

® Performng automated verification; and

® |ssuing demands, subpoenas, and orders to performrestructured
accounting, including related notices to | essees or their
desi gnees, and entering into tolling agreenents.

The RSFA anended portions of FOGRVA. Prior to RSFA, section 205 of
FOGRMA provi ded for the delegation of only audits, inspections, and
investigations to the States for oil and gas | eases. The Budget Act
of 1992 expanded the scope of audits and investigations perforned by
the States to include geothermal, solid mnerals, and offshore

| eases subject to section 8(g) of OCSLA. The final regulation

provi des that States may continue to audit all commodities and | ease
types. The RSFA anmendnents provide that MV may del egate the
remai ni ng four functions, identified above, to the States for oi

and gas | eases only.

The regulation identifies requirenents for a State’ s del egation
proposal and the procedures MVS will follow to approve or disapprove
the request. Approved del egation agreenments are effective for

3 years, and the State may request renewal of the delegation for an
additional 3 years. A new delegation agreenent wll be required
after that period. States will receive conpensation for actual
costs incurred to performthe del egated function; however, the costs
may not exceed the expenses that MVS woul d be expected to incur to
performthe sanme function.

The regul ation defines a State’s general responsibilities and the
standards a State nust neet when perform ng specific del egated
functions. Oficials wwth MM will annually review the State’s
per formance and conpliance with the del egati on agreenent and
performance standards. Oficials will further verify costs
submtted by the State for reinbursenent.

The regul ati on addresses the steps MV may take if a State does not
adequately performa del egated function. The regulation further
identifies the procedure MMS will followto term nate a del egation
for inadequate performance, including the opportunity for a hearing.

A State may voluntarily elect to termnate a del egati on agreenent
with 6 nonths notification prior to the proposed term nation date.
The MMS will determne the term nation date based on the nunber of
del egated functions and the inpact of the term nation on al

af fected parties.
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4. Designation of Payor Recordkeeping

The MMS published an interimfinal regulation in the Federal

Regi ster on August 5, 1997, to authorize the collection of
information from| essees and payors concerni ng desi gnations by

| essees of other persons to nmake royalty and other paynents on their
behal f. The regulation is applicable to all royalties and ot her
paynments due on production from Federal oil and gas | eases after
Septenber 1, 1996. The regul ation does not apply to Indian | eases
and | eases of mnerals other than oil and gas.

The RSFA anended portions of FOGRVA to provide that an owner of
operating rights in a Federal oil and gas lease is primarily liable
for royalty paynments owned on its portion of the | ease, and that the
owners of record title are secondarily liable. The regulation

all ows | essees, which include both operating rights and record title
owners to designate by witten notice to MVMS anot her person, or
designee, to pay royalties on their behalf. The Designee may then
make paynments, file reports, offset and credit revenue, make
adjustnents to reports, and request and receive refunds on behal f of
the | essee. The Designee, however, is not |iable for paynent under
t he | ease.

The MMS designed a database to match | essees with their Designees.
The MVS sent a letter to approximately 2,500 oil and gas payors on
January 9, 1997. The term payor includes both | essees, who are
reporting and paying their own royalty, and Designees, who are
reporting and paying royalties on behalf of |essees other than
thenmsel ves. | n many cases, a payor may be both a | essee and a
Desi gnee on the sane | ease, reporting their own paynent and the
paynents of | essees who designate themon the sane royalty |ine.

An attachnment to the January 9 payor letter provided a listing of

all | eases on which MVS believed the payor was reporting and maki ng
paynment. The payors were requested to voluntarily conplete m ssing
information, listing | essees for which they were reporting and
maki ng paynents to MVS. The action was required because neither MBS
nor BLM have information necessary to match | essees with their
payors. The MV will request data fromtinme to time fromparties
who are payors in the MMS accounting system The MVS will use that
data to send reports to | essees for confirmati on of the designation
of paynment responsibility to the payor.

The purpose of this interimregulation is to nake it mandatory for
payors to respond to a request for mssing information in the

MVE dat abase. Although RSFA is not applicable to Indian | eases and
| eases of mnerals other than oil and gas, the regul ation provides
MVS with authority to collect information necessary to match the

| essee with the payor for those |leases in the event MVS requires
that information in the future.
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5. Gas Reporting

The MVS published a proposed regulation in the Federal Register on
April 4, 1997, to require operators in the Gulf of Mexico Region to
report gas at standard conditions of 14.73 pounds per square inch
absolute. Operators were previously required to report gas at

15. 025 pounds per square inch absolute. The change was designed to
standardi ze gas reporting requirenents in the Gulf of Mexico with
ot her Federal onshore and of fshore properties.

The rule further elimnated the requirenent to submt the Gas

Anal ysis Report (GAR) to MM5 on a sem annual basis. The GAR
addresses the conposition and quality of gas produced from of fshore
properties. The MVS will require subm ssion of the GAR only in

ci rcunst ances where the quality of gas cannot be determ ned by ot her
means. The reduction in reporting requirenents is designed to ease
t he burden on industry.

The final rule is scheduled to be published in the third quarter of
FY 1998.

6. Collection of Mineral Revenues

The Treasury published a rule on January 31, 1994, requiring Federal
agencies to use electronic funds transfer (EFT) as the principal
col l ection and di sbursenent system The Treasury will allow other
paynment net hods to be used whenever it is cost-effective, practical,
and consistent with current statutory authority.

The MVS has used EFT since Septenber 1984, and has increased EFT use
t hroughout the past few years. Although MV actively encourages
EFT, the agency acknow edges that sone collection and di sbursenent
activities do not lend thenselves to el ectronic comerce.

The MVS issued proposed rul emaking on April 19, 1996, to incorporate
Treasury requirenents and to clarify instructions to mneral payors
for royalty, rent, bonus, and other revenue paynents. The proposed
rule affects only RW collections. The proposed rul emaki ng
addressed a nunber of issues, including:

e Definitions of relevant terns in the paynent process;

® GCeneral instructions for EFT paynents and for non- EFT paynents
for each category of paynent;

® Subm ssion of paynent docunents using EFT, the U S. Postal
Service, courier, and overnight mail;

® Due dates for mneral paynents; and
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® |Interest charges and assessnent of civil penalties for late
paynent s.

The final rule was published in the Federal Register on
April 22, 1997, wth an effective date of May 22, 1997.

7. Geothermal Payor Handbook

The RVP published a Geot hermal Payor Handbook on February 20, 1997,
providing a definitive explanation of valuation regulations that
becane effective January 1, 1992. The handbook further provides
exanpl es of different valuation situations.

8. Soli1d Minerals Payor Handbook

The RMP published a revised Solid M nerals Payor Handbook on

March 12, 1997. The handbook contains instructions on how to report
and pay solid mneral royalties, and how to use the Solid Mnerals
Payor Information Formand the Report of Sal es and Royalty

Rem ttance. The handbook further provides valuation information for
coal, sodium phosphate, and other commodities.

9. Phosphate Valuation

The MVS recal cul at es phosphate val ue each year to conpute phosphate
royalty paynents. The procedure, adopted in 1981, is based on

i ndex adjustnments of the G oss Donestic Product —Inplicit Price
Deflator. An index was used because nost of the phosphate
production on Federal |eases is consuned internally w thout open-
mar ket sal es.

The MMS becane concerned that the index may no | onger reflect
current market conditions. |In March 1995, MMS solicited
participation fromrepresentatives fromthe State of |daho, BLM and
i ndustry to exam ne phosphate valuation. The representatives agreed
t hat the phosphate val uati on procedure should be revi ewed.

The RPC established a Phosphate, Trona, and Ot her Leasable Solid

M neral Subcomm ttee in Septenber 1995. A Phosphate Subcommttee
was segregated fromthe original subcommttee in February 1996. The
Phosphat e Subconm ttee, conposed of representatives fromindustry,
and | daho State and county governnments, net in April 1996

Personnel from MVS and BLM provi ded technical assistance. The
representatives conducted a conprehensi ve anal ysis of phosphate
econom ¢ and market trends, concluding that the current index
procedure was not representative of phosphate val ues.

A revised nmet hodol ogy was submtted to the Phosphate Subcomm ttee on
Novenmber 19, 1996. Subcomm ttee nenbers reviewed the proposal and
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reconvened on January 22, 1997. The representatives were unable to
reach unani nous agreenent and forwarded their recommendations to
t he RPC.

The RPC reviewed the material and subsequently approved a
recommendati on on March 21, 1997, to revise Federal phosphate

val uation procedures using a weighted conposite of three phosphate-
related indices published by the Bureau of Econom c Anal ysis.

The RPC forwarded the reconmendation to the Secretary on

April 10, 1997 and the Secretary approved the recommendati on on
Cctober 16, 1997. The proposal was published in the Federal

Regi ster for comment on March 24, 1998.

10. Sodium/Potassium Subcommittee of the RPC

The RPC agreed to forma Sodi um Pot assi um Subcomm ttee

(S/P Subconm ttee) on Septenber 25, 1997, to assist MMS in drafting
revised regul ati ons that woul d govern royalty val uation procedures
for these | easable mnerals. Significant changes in the sodi um and
potassi um i ndustries have occurred since existing regulations were
devel oped in 1978. Sodi um and potassium | essees now produce nany
different chem cal products fromlease production, and nost
producers supply these products to international markets, often
through foreign affiliates. Current regul ati ons provi de no gui dance
for val uing production under these circunstances.

The S/P Subcommttee is conposed of State representatives from

Col orado, New Mexi co, and Wom ng; and industry representatives from
California, Colorado, and Wom ng as well as a nenber of the

Nati onal M ning Association. The S/P Subcommittee net originally in
Decenber 1997 and has conducted three neetings in 1998. The

S/'P Subcommttee intends to conplete its work and make
recomendati ons to the RPC by Decenber 1998.

11. Coal Subcommittee of the RPC

The RPC chartered the Coal Subconmmttee in late 1995 when the RPC
was formed. The Coal Subcommttee has net 11 tines to address

exi sting non-arm s-1ength coal valuation procedures and whet her

t hose procedures are adequate to address situations now occurring
due to changes in the nmarketplace. The changes relate to the
deregul ation of the electric power market, permtting new
arrangenent s between coal producers and power generators that were
not possible in past years.

The Coal Subcomm ttee has solicited the views of a nunber of experts
concerni ng deregul ated electric power markets. The MVB intends to
anal yze the information that has been gathered to make a
recommendation to the RPC concerning revision of non-arm s-length
coal valuation criteria to address the deregul ated markets.
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1. Civil Penalties

Section 109 of FOGRVA provides for civil penalties to ensure the
pronpt collection of all oil and gas revenues due from Federal and
I ndian mneral leasing. Cvil penalties were first assessed in

FY 1985.

The RVP opened 40 civil penalty cases in FY 1997 and cl osed 23 of
those cases during the year. There were 27 cases open at the end of
FY 1997. Seventeen of those cases were opened in FY 1997, and

10 cases were opened in prior fiscal years. The RWVP continues
efforts to resolve these actions.

J. Training Programs

The RMP continued a series of training prograns in FY 1997 for

RVP enpl oyees and constituents. The training is designed to

i ncrease awar eness of regulatory and procedural requirenents and to
famliarize participants with issues affecting the mnerals

i ndustry.

1. Payor Training

The RVP continued to provide 2-day training sessions to update

i ndustry payors concerning royalty reporting requirenents, royalty
paynment requirenments, automated and manual exception processing
prograns, and product valuation for oil, gas, and geothernal
resources. The RMP conducted five payor training semnars in

FY 1997 attended by 322 participants representing 168 firns.

2. Operator Training

The RMP continued PAAS training for industry operators to explain
Federal regulations, policy changes, and the proper nethod of
reporting production. The RWP conducted nine operator training
sessions during the year attended by 242 participants representing
175 firmns.

3. Solid Minerals Reporter Training

The RVP conducted 16 solid mnerals semnars in FY 1997 attended by
128 participants representing 67 firms. These sem nars addressed
val uation issues, royalty and production reporting requirenents, and
exception processing for coal, sodium phosphate, and other solid

m nerals resources. Thirteen of the sem nars were conducted for
specific conpanies to address issues unique to the firnms. The

remai ning three semnars were 3-day presentations addressing the
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val uation and reporting processes in a conprehensive manner for al
solid mnerals.

4. Allowance and Valuation Training

The RWVP conducted six semnars in FY 1997 attended by 200 MVB and
Tribal auditors. The training addressed specific valuation policies
and issues, including quality banks, BBB bond rate changes, crude
oil premuns, sales to affiliates, section 6 | eases, conpression,
extraordi nary processing costs, coal bed net hane, FERC CQuter

Conti nental Shelf (OCS) oil tariffs, FERC Order 636, and
U-account s/ cash-outs. The RWMP al so provi ded geot hernmal val uation
training to auditors in the California State Controller’s Ofice.
5. Workforce Training

The RMP established a Training Advisory Committee in FY 1995 to
satisfy the foll ow ng objectives:

® Analyze the training requirenents of the general workforce to
nmeet strategic business goals;

e (Qutline both short- and long-termtraining plans; and

® Devel op i n-house courses presented by current enpl oyees and
commerci al vendors.

The RVP conducted a nunber of training progranms in FY 1997 attended
by over 500 enpl oyees. Technical m neral courses included:

® Unitization and communitization agreenents;

® |ocating reference and production data through RWMP aut omat ed
syst ens;

e Life of a |ease;
e Oientation to the mneral functions of BlIA and BLM and
® |ndian culture.

Trai ni ng courses provided through Federal and commercial vendors
i ncl uded:

® Busi ness process reengineering;
e Transformation -- Organization of the future;

e [Effective witing;
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® Teanbuil di ng;

® |eadership skills for supervisors;

® Federal Indian trust responsibility; and

e A tour of ARCO s Sheep Mountain Carbon D oxide facility.

The RVP participated in a 360-Degree Supervisory Assessnent Process
designed to gather confidential information from supervisors, peers,
and enpl oyees who report directly to an individual. The information
hel ps the individual understand how ot hers perceive supervisory
skills, strengths, and weaknesses. Results of the assessnents

i ndi cate that RMP supervisors are know edgeable in technical areas;
however, additional attention should be devoted to conmunicati on,
notivation, and interpersonal skills. The RW established a
Trai ni ng Advi sory Supervisory Skills Subcommttee in February 1997
to develop a training curriculumto enphasize | eadership skills.
Courses were conducted for RWP supervisors in both FY 1997 and

FY 1998.

The Accountant Occupational Training Plan was inplenmented in

FY 1997. The training plan consists of accounting, comunication,
witing, and technical mneral courses for accountants and auditors.
The training is provided to accountants in field offices and audit
residencies in addition to Headquarters staff in Denver. Mst of
the RWP audit staff is |located in cities where nmany of the top

royal ty payors nmai ntain accounting centers.

The Training Advisory Commttee is currently devel oping a

second QOccupational Training Plan for the Adm nistrative Staff
seri es.
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MINERAL REVENUE COLLECTIONS AND DISBURSEMENTS

A. Mineral Revenue Collections

The Departnent collected nearly $6.2 billion in mneral rents,
bonuses, and royalties in FY 1997 from 76, 500 Federal and Indi an
| eases. This represents an increase of nearly $1.3 billion, or

25.6 percent, from%$4.9 billion in collections in FY 1996 (table 1).
The increase was primarily due to higher oil and gas prices during

t he year and additional revenues fromoffshore oil and gas
conpetitive | ease sales. Indian revenues addressed in this report
are collected and processed by MVE from | eases on Tribal |ands and
allotnents, or collected by the Indian comunity and revi ewed by MVB
for accuracy.

O fshore oil and gas royalties increased 13.1 percent, or nearly
$404.9 mllion, in FY 1997 (table 1). Donestic oil prices are
materially influenced by the international market. The Depart nent
of Energy (DOE) advises that |ow world inventories and hi gh demand
in the United States, Europe, and the devel oping nations of Asia
caused oil prices to rise to $23.50 per barrel in the first quarter
of FY 1997. Prices fell over the next three quarters; however, the
net effect for the year was a price increase over correspondi ng
levels in FY 1996. Higher prices and demand stinul ate production.
The Gulf of Mexico reported a significant rise in oil sales volune
during the year as a result of the start of production in the Mars
Field in July 1996 and the conpletion of new production facilities
in the Auger Field.

Donmestic gas prices are governed by conpetition in U S and Canadi an
energy nmarkets because gas, unlike oil, is not easily transported
bet ween countries outside North Anmerica. The DOE reports that
unusual |y cold weather in October 1996 | owered underground storage

| evel s, which caused a dramatic increase in prices through

January 1997. Ironically, weather in January and February, the

col dest nonths of the year, was warner than normal. Prices remained
hi gh, however, because gas inventories entered the primary w nter
heati ng season at such low levels. Gas sales volune rose in the
@ul f of Mexico and offshore California to replenish inventory

st ocks.

Federal onshore royalties rose 24.2 percent, and Indian royalties
junped 34.9 percent in FY 1997 (table 1). Mst of the increase was
associ ated with natural gas although nbdest increases were al so
observed for coal and oil. Gas royalties rose for the sanme reasons
as gas revenues on offshore | ands.

O fshore bonuses and rents rose 81.8 percent, from$698.7 nmllion in
FY 1996 to nearly $1.3 billion in FY 1997 (table 1). The growth in
revenues from conpetitive |lease sales is attributed to advances in

t hr ee- di nensi onal sei snol ogy, innovations in horizontal drilling,
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i nproved underwat er techni ques, recent subsalt discoveries in the
@ul f of Mexico, and increased conpetition by independent producers
in shallow water properties in the Qulf.

Federal onshore bonuses and rents increased $23.6 million in
FY 1997 (table 1). The increase was attributed to additional
revenues fromoil, gas, and coal conpetitive | ease sales during the
year. The largest increase in Federal onshore bonus collections was

in Wom ng.

Coll ections fromrents on Indian | eases total ed $950,000 in
FY 1997 (table 1). Indian rent collections have averaged
approximately $1 million in recent years.

Table 1. Comparison of mineral revenue collections, FY 1996-97
(in thousands)

FY 1996 FY 1997 Difference Percent
Offshore Federal Lands
Royalties........... $3, 086, 402 $3,491,279 $ 404,877 13.1
Bonuses and Rents. .. 698, 685 1, 270, 364 571, 679 81.8
Subtotal .......... $3, 785,087 %$4,761,643 $ 976, 556 25. 8
Onshore Federal Lands
Royalties........... $ 858,577 $1,066,662 $ 208, 085 24. 2
Bonuses and Rents. .. 120, 779 144, 403 23, 624 19.6
Subtotal .......... $ 979,356 $1,211,065 $ 231,709 23. 7
Indian Lands
Royalties........... $ 144,878 $ 195,512 % 50, 634 34.9
Rents............... 913 950 37 4.1
Subtotal .......... $ 145,791 $ 196,462 $ 50, 671 34.8
TOTAL. . ........... $4, 910, 234 $6, 169, 170 $1, 258, 936 25.6
Total Royalties....... $4, 089, 857 $4,753,453 $ 663,596 16. 2

Total Bonuses & Rents. $ 820,377 $1,415,717 $ 595, 340 72.6

Bi dders in offshore conpetitive | ease sales nust deposit one-fifth
of the bonus paynent into an escrow account pending award of the

| ease. The one-fifth deposit and accrued interest are returned

to unsuccessful bidders. Interest in the escrow account from
accepted bids totaled nmore than $5.5 million in FY 1997 (table 2).
Settl enment paynents to offshore States under the provisions of

t he OCSLA Anmendnents of 1978 totaled $65 nmillion (tables 2 and 5).
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Table 2. Mineral revenue collections, escrow release, and
settlement payments, FY 1997
(in thousands)

Bonuses Other

Royalties & Rents Revenues Total
Collections
O fshore Federal Lands. $3,491,279 $1,270,364 $ --- $4, 761, 643
Onshore Federal Lands.. 1, 066, 662 144, 403 --- 1, 211, 065
Indian Lands........... 195, 512 950 --- 196, 462
Subtotal ........... $4, 753, 453 $1, 415,717 $ --- $6, 169, 170
Offshore Payments
Escrow Rel ease. ........ $ --- 8 --- $5524 % 5,524
Settl enment Paynents.... --- --- 65, 000 65, 000
Subtotal ........... $ --- 8 --- $70,524 $ 70, 524
TOTAL. . ............ $4, 753, 453 $1, 415,717 $70,524 $6, 239, 694

B. Mineral Revenue Disbursements

Revenues are generally reported to RW on the | ast busi ness day of
the nonth. The RWVP generally disburses revenues in the nonth
follow ng receipt. Collection and disbursenent totals for a fiscal
year will vary because revenue collected in Septenber, the | ast
month in a fiscal year, will not be disbursed until Cctober, the
first nonth of the next fiscal year.

The Departnent di sbursed over $6.2 billion frommneral leasing in
FY 1997 to the States, to a nunber of designated speci al - purpose
accounts adm ni stered by Federal agencies, and to the CGeneral Fund
of the Treasury (table 3). The BIA distributed Indian | ease
revenues to the appropriate Indian Tribes and allottees. Fornul as
for these disbursenents are governed by | egislation and regul ati ons.

States share in revenues collected from Federal mneral |eases
within their respective boundaries or fromlands within 3 mles of
t he seaward boundary of their coasts. Nearly $685.6 mllion in
royalties, rents, bonuses, and settlenent paynents were distributed
to the States from offshore and onshore mneral |easing in FY 1997
(tables 3, 4, and 5). Paynents to the Historic Preservation Fund,
the Land and Water Conservation Fund, and the Reclamation Fund
speci al - purpose accounts amounted to nearly $1.5 billion. The
General Fund of the Treasury received nearly $3.9 billion. Indian
revenues directed to Tribal governnents and individual allotnent
owners totaled nearly $196.5 mllion (table 3).
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Table 3. Disbursement of mineral lease revenues, FY 1997
(in thousands)

Offshore Federal Revenues

H storic Preservation Fund.......... $ 150, 000
Land & Water Conservation Fund...... 896, 979
State Shares (7 States)............. 116, 132
U S. Treasury: Ceneral Fund........ 3, 669, 056
Subtotal ......... .. ... ... ... ... ... $4, 832, 167
Onshore Federal Revenues
Recl amation Fund. ................... $ 442,834
State Shares (33 States)............ 569, 422
U S. Treasury: Ceneral Fund........ 198, 809
Subtotal .......... ... ... .. ... .. ... 1, 211, 065
Indian Revenues
Tribes and Allottees................ 196, 462
TOTAL. . .o $6, 239, 694
Table 4. Distribution of onshore mineral revenues
to 33 States by the Minerals Management Service
and the Bureau of Land Management, FY 1997
(in thousands)
Alabama. ............ $ 599 Nebraska............ 16
Alaska.............. 5, 515 Nevada.............. 5, 707
Arizona............. 69 New Mexico.......... 188, 840
Arkansas............ 1, 000 North Dakota........ 3, 894
California.......... 20, 336 Ghio................ 153
Colorado............ 37,424 Gl ahoma. . .......... 2,144
Florida............. 4 Oegon.............. 45
ldaho............... 2,211 Pennsylvania........ 21
[1linois............ 68 Sout h Dakota........ 566
Kansas.............. 1, 329 Texas............... 637
Kentucky............ 123 Uah................ 34, 317
Louisiana........... 817 Virginia............ 85
Mchigan............ 712 Washi ngton.......... 818
M nnesota........... 13 West Virginia....... 327
Mssissippi......... 952 Wsconsin........... 1
Mssouri............ 1, 273 womng............. 239, 027
Montana............. 20, 379
TOTAL. . ......... $569, 422
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Section 8(g) of the OCSLA Anrendnents of 1978 provided that the
States were to receive a “fair and equitable” division of revenues
generated fromthe leasing of lands within 3 mles of the seaward
boundary of a coastal State that contains one or nore oil and gas
pools or fields underlying both the OCS and | ands subject to the
jurisdiction of the State. The States and Federal Governnent,
however, could not agree on the neaning of the term*“fair and
equitable.” Revenues generated in the 3-m|l|e boundary were
subsequently placed into an escrow fund begi nning in August 1979.
Revenues fromthe Beaufort Sea in Al aska were placed in a

second escrow fund under section 7 beginning in Decenber 1979.

Congress resol ved the dispute over the neaning of “fair and
equitable” in the OCSLA Anendnents of 1985, Public Law 99-272. The
| aw provided for the follow ng distribution of revenues to the
States under section 8(Q):

® FEscrow funds di sbursed during the period FY 1986-87;

® A series of annual settlenent paynments to be disbursed to the
States over a 15-year period fromFY 1987 through FY 2001; and

® Recurring annual disbursenents of 27 percent of royalty, rent,
and bonus revenues received fromeach affected State's 8(g) zone.

Congress passed a second |aw, Public Law 100-202, permtting
distribution of section 7 escrow funds to Al aska in FY 1988.
Seven States received over $116.1 nmillion in FY 1997 under the
provi sions of the two acts, including $51.1 mllion in

OCS royalties, rents, and bonuses, and $65 million in settlenent
paynents (table 5).

Table 5. Distribution of offshore royalties, rents, bonuses, and
settlement payments to seven States, FY 1997
(in thousands)

Royalties,
Rents, & Settlement

Bonuses Payments Total
Al abama. ........... $12, 738 $ 700 $ 13,438
Alaska............. 3,931 13, 400 17, 331
California......... 3, 696 28, 900 32, 596
Florida............ 12 --- 12
Louisiana.......... 18, 231 8, 400 26, 631
M ssissippi........ 523 200 723
Texas.............. 12,001 13, 400 25,401
TOTAL. ......... $51, 132 $65, 000 $116, 132
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I11. RMP UNDERPAYMENT DETECTION PROGRAMS

The accurate determ nation and collection of mneral revenues require
both voluntary conpliance by payors and sophisticated RW audit and
exception identification prograns designed to detect the underpaynent
of revenues. Collections fromaudits, refund denials, and exception
prograns renmained relatively stable at $72.9 mllion in FY 1996 and
$76.5 mllion in FY 1997. Collections fromthe RVP audit program were
at record levels in FY 1994-95. The decline in revenues in FY 1996-97
is primarily attributed to fewer settlenents of outstanding audit

i ssues during the year. Contract settlenent audit activity has been
reduced due to recent litigation and to difficulties acquiring records
associated wth royalties fromoil and gas affiliate sales.

Cumul ative collections fromthe inception of the first of the
under paynment detection progranms in October 1981 through the end of
FY 1997 totaled nearly $2 billion.

A. Determination of Royalties Owed to the Federal Government

Mul tiple | ease ownership, the conplexity of royalty cal cul ations,
and erroneous payor reporting contribute to difficulties in
determ ning the anount of royalties owed to the Federal Governnent.

1. Multiple Lease Ownership

The nunber of produci ng and nonproducing oil and gas | eases on the
RVP dat abase increased 5.3 percent, from 70,536 at the end of

FY 1996 to 74,266 at the end of FY 1997 (table 6). The increase is
primarily associated with recent Federal offshore and onshore
conpetitive oil and gas | ease sales. The nunber of producing oil
and gas | eases on the AFS database remained relatively stable at
25,493 at the end of FY 1996 and 25,409 at the end of FY 1997
(table 6).

Omership of many oil and gas leases is often divided and

subdi vided, resulting in nultiple payors for a single |ease. The
average nunber of active oil and gas payors reporting each nonth to
AFS remained relatively stable at approximately 2,150 payors during
the period FY 1996-97 (table 6).

The average nunber of oil and gas royalty |lines processed each nonth
reflected, in part, the increase in total oil and gas |eases during
the 2-year period. The RMP processed 280,936 lines per nonth in

FY 1996 and 289,164 |lines per nmonth in FY 1997 (table 6).

Revenue sources and selling arrangenents establish the source of the
product sold and the buyer or seller of the product. Both the
nunber of active revenue sources and the nunber of active selling
arrangenments remained relatively stable during the period

38



Fy 1996-97.
57,084 in FY 1997.

FY 1996 and 146,141 in FY 1997 (table 6).

Active revenue sources totaled 55,176 in FY 1996 and
Active selling arrangenents equal ed 145,689 in

The RVP nust adjust payor database records each tine there is a

change in payor responsibility.
per nonth in FY 1996 and 5, 084 adj ustnents per
reflecting the fluid nature of the energy industry (table 6).
RVP devel oped an aut omat ed report
reflect adjustnents in payor database records.

The RMP averaged 3,219 adjustnents
month in FY 1997

The

in FY 1997 to nore accurately

Table 6.

Factors associated with multiple

lease ownership, FY 1996-97

G|l and Gas Leases at End of Fiscal Year

Produci ng Leases..

Nonproducing Leases....................

Total . ...... .. ..

Active G| and Gas Payors Each Mnth.....

Average Ol and Gas

Li nes

Processed Each Month. ..................

Active Revenue SoUurces.............u.....

Active Selling Arrangenents..............

Aver age Payor and Lease Dat abase

Changes Each Month

FY 1996

25,493
45, 043
70, 536

2,128

280, 936
55,176

145, 689

3,219

FY 1997

25, 409
48, 857
74, 266

2,166

289, 164
57,084

146, 141

5,084

2. Royalty Determinations

The anobunt of royalty due is determ ned by applying the proper
royalty rate to the volune and val ue of the comodity reported by

t he payor.

rates, such as step-scale and sliding-scale.

Royalty rates may be expressed as fl at

in value (cash) or in kind (a volune of the comuodity),

accordance with | ease contract ternms, m neral

attendant Federal regul ations.

| easi ng | aws,

rates or variable
Royalties may be paid

and

The nature of oil and gas production comm ngling, processing, and
mar keting makes it difficult to determne if the sales reported

represent the full royalty liability. It
all ocate production to the various | eases and to determ ne the
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effects of processing and transportation allowances on the royalty
liability.

Unit agreenents, in which holders of different |eases agree to
devel op the area as a single entity and to all ocate production,
account for a substantial percentage of the oil and gas produced
from Federal |eases. These agreenents introduce additional problens
due to the potential inbalance between a payor's entitled share of

t he production and actual sales.

3. Erroneous Reporting

I ndustry conplexities contribute to difficulties associated with
royalty and account status determ nation. The AFS edits industry-
reported information and rejects certain incorrect data. The
rejected information is not processed until the mstake is
corrected. Enployees with RW contact the payor to correct errors
whenever possi bl e.

An aggressive RVP training programwth industry representatives, in
conjunction with individual assistance provided to industry
reporters, has resulted in a relatively low AFS error rate. The
annual average AFS error equaled 2.4 percent in FY 1996 and

2.7 percent in FY 1997.

B. Audit Initiatives and Programs

Effective audit prograns are essential to the proper identification
and collection of royalties. The RWP continued aggressive audit
prograns to pursue unpaid and underpaid royalties in FY 1996 and

FY 1997.

1. Contract Settlements

Price volatility occurring since the early 1980's caused nany gas
purchasers and a few coal purchasers to negotiate settlenments of
exi sting sales contracts with m neral producers. The settlenents
may i nclude price reductions for sales, changes in quantity
commtnents and other contract terns, or contract term nation.

Producers often receive cash paynents fromthe purchasers as an
incentive to settle the contract. The settlenent paynents raise
conpl ex valuation issues. Audit determ nations are necessary to
verify that Federal and Indian | easehol ders accurately cal cul ate and
pay royalties attendant to revenues fromcontract settlenents.

The MMS has identified over 3,500 contract settlenments totaling

nearly $18 mllion. Approximately two-thirds of the settlenments
i nvol ve Federal and Indian |ands, and require audit. The MVBE began

40



auditing these settlenent contracts in FY 1993. The audits are
schedul ed for conpletion by FY 1999 although conpletion may be
affected by recent litigation.

2. Crude O1l Pricing

An interagency team including MVS representatives, conpleted a
report in May 1996 addressing California crude oil pricing. The
report concluded that conpanies often received prem uns and bonuses
hi gher than posted prices for California crude oil production;
however, the conpani es continued a practice of cal cul ating crude oi
royalty paynents based on posted prices.

Under the gross proceeds concept for determ ning royalties due on
Federal and Indian |eases, royalty should have been paid on the
prem uns and bonuses received. As a result, MV initiated detailed
audits and reviews of the top 20 crude oil royalty payors in
California in FY 1996. The MVS conpl eted nost of this work in

FY 1997 and expanded audit coverage of this issue to include crude
oil royalty payors outside California and gas sales in al

geogr aphi cal areas.

3. Audit Collections and Refund Denials

Col l ections through the RVP audit prograns for additional royalties,
| at e- paynent interest assessnents, and |iqui dated damages renai ned
stable at $29.2 mllion in FY 1996 and $30.6 million in FY 1997
(table 7). Collections during the period FY 1994-95 were the

hi ghest in MV5 audit history. Revenues fell in FY 1996-97 as a
result of fewer settlenents of outstanding audit issues, recent
l[itigation, and difficulties associated with acquiring royalty
records. The RWP auditors reviewed and denied $1 million in refund
requests in FY 1996. No refund requests were denied in FY 1997
(table 7).

The RVP worked with 7 Tribes and 10 States during the period

FY 1996-97 that have funded cooperative agreenents or funded

del egations of authority with the Departnment. Funding for the
agreenents and the delegations is provided under the authorization
in FOGRVA. The State and Tribal auditors collected royalties and
ot her charges amounting to $9.5 mllion in FY 1996 and $9.6 nillion
in FY 1997 (tables 7 and 8). No refund requests were denied during
the period FY 1996-97 (table 7).

The conbi ned RWP, State, and Tribal conpliance activities resulted
in collections and refund denials of $39.7 million in FY 1996 and
$40.2 million in FY 1997 (table 7). Cumul ative revenues fromthe
inception of the audit programon Cctober 1, 1981, through

Sept enber 30, 1997, totaled over $1.4 billion. Refund denials for
t he sane period equaled an additional $144.7 mllion.
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Table 7.

Additional royalties,

collected, FY 1996-97

(in thousands)

interest, and damages

State and Tribal
Royal ties Col | ected
I nterest & Liquidated Danmages
Collections

RMP Audits

Royal ti es Col | ected
| nterest & Liquidated Danmages

Total Collections

Refund Denials

Total

Refund Denials

Audits

Combined Collections & Refund Denials..

FY 1996

$21, 655
7,550
$29, 205

$ 1,006

O 01
~N O

a1
[ —
\‘

$39, 728

FY 1997

$28, 769
1, 832
$30, 601

$ -0

$ 7,920
1, 639
$ 9,559

$  -0-

$40, 160

4. State and Tribal

Audits

The RVP nai ntai ned cooperative agreenents that provided audit
funding during the period FY 1996-97 to 7 Indian Tribes and
10 States under the authority provided in sections 202 and 205 of
FOGRVA. Cooperative agreenents under section 202 were in effect at
the end of FY 1997 with the followi ng Tri bes:

Bl ackf eet

Jicarilla Apache
Navaj o Nation
Shoshone and Arapaho

Sout hern Ute

Ue

Ue Muuntain Ue

Cooperati ve agreenents under section 205 were in effect at the end
FY 1997 with the follow ng States:

of

California

Col or ado

Loui si ana

Mont ana

New Mexi co

Nort h Dakot a

Gkl ahoma
Texas
Ut ah

Wom ng

The cooperative agreenents with the Navaj o Nati on,

Col or ado,

Mont ana, New Mexi co,
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i nclude audits of geothermal steam coal, and other solid m neral

| eases, including sodium potassium and phosphate. The cooperative
agreenents with California, Louisiana, and Texas include the audit of
royalties froml eases issued under section 8(g) of the

OCSLA Amendnents of 1985. The RWP nmi ntai ned an unfunded Menorandum
of Understanding with Al aska and wth the Assiniboine Sioux Tribe to
share audit information during both FY 1996 and FY 1997.

Table 8. Collections resulting from
cooperative and delegated audits, FY 1996-97
(in thousands)

FY 1996 FY 1997
Section 202 Collections
Blackfeet.......... ... .. . .. . .. . .... $ --- $ 14
Jicarilla Apache................... --- 341
Navajo Nation...................... 117 467
Shoshone and Arapaho............... 481 ---
Southern Ute....................... 302 312
Ut e, . 13 31
Ue Mouuntain Ue................... --- 370
Section 205 Collections

California.......... ... ... .. 2,088 3,103
Colorado. ........ ... ... 175 119
Louisiana. ..........ou . 2,678 ---
Montana. . .......... ... 531 2,617
New MBXiCO. . ... 429 641
North Dakota....................... 431 913
Cklahoma. . ... ... 145 223
Texas. . ... . e 34 1
Utah.......... ... . 1, 104 190
Womng. ... 989 217
TOTAL. . . oo $9,517 $9,559

Lease and conpany audits were perforned for | eases |ocated within
the respective State and Tri bal boundaries. Funded and unfunded
State and Tribal audit efforts generated additional royalties and
refund denials totaling $9.5 million in FY 1996 and $9.6 million in
FY 1997 (tables 7 and 8).
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C. Exception ldentification Programs

The RVP continued a series of automated and nmanual prograns designed
to assess and collect revenues for |ate paynents, failure to report,
erroneous reports, inproper recoupnents, and inproper adjustnents
subm tted by payors and operators. Revenue collections rose

9.6 percent, from$33.2 mllion in FY 1996 to $36.4 mllion in

FY 1997 (table 9).

Coll ections of interest, |iquidated damages, inproper recoupnents,
and royalties fromthe inception of the different prograns through
the end of FY 1997 total ed approximately $399 nillion.

1. AFS/PAAS Exceptions

The RVP continued to correct discrepancies, or exceptions, between
sales reported to AFS by payors and production reported to PAAS by

| ease and agreenent operators in FY 1997. Personnel in the

RVP Conpliance Verification Division processed 19,947 exceptions
during the year, including 17,958 exceptions that required witten
correspondence with operators. Personnel resolved a record

18,509 exceptions requiring witten correspondence in FY 1997 from
current and prior year periods. This represents a 61 percent
increase in resolved cases over the corresponding period in FY 1996.

Revenues from conpari sons of sales reported to AFS and correspondi ng
production reported to PAAS rose $2.9 mllion, from$18.4 mllion in
FY 1996 to $21.3 million in FY 1997 (table 9). The increase was due
to automation and stream ining of work processes, resulting in a

41 percent increase in individual analyst productivity during

FY 1997.

Royalty collections fromthe AFS/ PAAS exceptions programtotaled
nearly $203.9 nmillion fromthe origin of the programin FY 1985
t hrough the end of FY 1997.

2. AFS Exceptions

The AFS exceptions identification program pronotes accurate and
tinmely reporting and paynent. The program detects:

e late paynent of royalties, rents, and bills;
e |nsufficient estinmated royalty paynents; and

® Discrepancies between paynents and financial |ease terns for
rents, bonuses, advance royalties, and m ni numroyalties.
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The RWVP issues bills for interest when paynents are received after
t he due dates and when advance estinated royalty paynents are
insufficient conpared to actual royalties paid at a | ater date.
Interest collections totaled $11.3 million in FY 1996 and

$11.8 million in FY 1997 (table 9). The RW has coll ected

$168.2 million in interest fromthe beginning of the programin
FY 1985 t hrough the end of FY 1997.

The RWP first issued bills for discrepancies associated with
financial |ease terns in May 1992. The effort generated over

$1.9 mllion in FY 1996 and over $2 mllion in FY 1997 (table 9).
Col l ections since the inception of the programtotal $10.1 mllion.

3. Allowance Exceptions

Al'l transportation and processing all owances deducted from
royalties are subject to RMW review. The RW has continued to

i nprove efforts to nonitor these deductions fromthe inception of
the first automated programin FY 1992.

e Automated Allowance Tracking System. The Autonmated Al l owance
Tracki ng Systemreviewed oil and gas transportati on and gas
processing allowance fornms filed by payors. The MV Director
pl aced a noratoriumon filing violations in the first quarter of
FY 1994; however, collections for bills issued before the
noratoriumresulted in $595,000 in FY 1995. No collections were
made in FY 1996. A total of $26,000 was collected in FY 1997
frombills issued prior to the noratorium (table 9). The RW
collected over $5.7 mllion for failure to file or late filing of
al l omance fornms fromthe origin of the programin FY 1992 through
the end of FY 1997.

The MVS anended al | owance regul ations effective March 1, 1996.
The changes elim nated all owance formfiling requirenents and
associ ated sanctions for Federal oil, gas, and coal |eases only.
There will subsequently be no further collections fromthe

aut omat ed al | owance tracki ng system

e Allowance Limit Exception Processing. The RWVP currently enpl oys
a sophisticated Al owance Limt Exception Processing (ALEP)
programto anal yze deductions. The RWVP inplenented ALEP in the
fourth quarter of FY 1994 to detect payors who exceed regul atory
allowance limts. The automated programreviews royalty reports
subm tted by payors to determ ne conpliance with regul atory
allowance limts. Bills are issued when all owances exceed
99 percent of royalties due, and notification letters are issued
when al |l owances are greater than the regulatory allowance limt
but are less than 99 percent of royalties due. Each nonth, ALEP
reviews new royalty report lines to determne if the payor has
corrected identified exceptions.
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| f the payor submts a corrected royalty report to resolve the
problem a credit is automatically generated and the exception

is closed. If the payor attenpted to resolve the problem but
is still not in conpliance, ALEP generates a credit for the
original bill and issues a new bill for any outstanding doll ar
anount .

The program detected mllions of dollars of allowance limt

vi ol ations during the period March 1988 through FY 1997. The
RWP i s devel oping a procedure to nonitor collections resulting
from exceptions detected by ALEP.

4. Liquidated Damage Assessments

The RVP fornerly issued bills for |iquidated danage assessnents when
royalty or production reports were received after the due date or
were submtted with errors. The assessnents were in addition to
interest on the anmount paid |ate.

Ef fective October 1, 1995, RWP changed its assessnment policy for

| ate and incorrect reporting. Under the new policy, RV no |onger
charges reporters for filing late royalty or production reports.
Wi |l e assessnents for |late reporting will cease, RVMP will continue
to assess interest when paynents are | ate.

In addition, reporters will normally not be charged for incorrect
royalty and production reporting unless the overall error rate RW
cal cul ates for a given nonth exceeds the FY 1995 average error rate
of approximately 3 percent. The RWP is devel oping a revised
assessnent programto address reporters who chronically submt
erroneous dat a.

Coll ections fromlate paynents and erroneous royalty reports through
AFS generated $4,000 in FY 1996 and $2,000 in FY 1997 (table 9).

Col l ections fromthe beginning of the programin FY 1987 through the
end of FY 1997 totaled nearly $2.6 mllion.

Coll ections fromoperators for |ate paynent or erroneous production
reports through PAAS totaled | ess than $500 in FY 1996 and FY 1997
(table 9). Liquidated damage collections totaled over $1.8 nillion
fromthe inception of the programin FY 1989 through the end of

FY 1997.

5. OCS Recoupments

Section 10 of OCSLA required a payor to file a request with RWP for
a recoupnent of an overpaynent within 2 years of the origina
paynment. The RMP must provide a 30-day notification to Congress
bef ore approving the recoupnent. Payors who take a recoupnent

wi t hout authorization are contacted by RW and nust explain the
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recoupnent within 30 days. Failure to respond to the notification
or to justify the recoupnent results in an assessnent to recover the
unaut hori zed anount.

Under the provisions of RSFA, payors will no |onger be required to
file a request for a recoupnent with RMP. This provision wll apply
to paynent receipt dates after August 12, 1996.

Col l ections total ed $416,000 in FY 1996. The RWP col |l ected $115, 000
in FY 1997 frombills issued through August 12, 1996. The RWP al so

i ssued $130,000 in credits in FY 1997, resulting in a net refund of
$15, 000 during the year (table 9). Collections from i nproper
recoupnments totaled over $2.4 million fromthe origin of the program
in January 1992 through FY 1997.

6. Indian Recoupments

Payors who take a recoupnent of an overpaynent on an |Indian | ease
cannot recoup nore than 50 percent of the nonthly revenue paynent on
an allotted | ease or 100 percent of the nonthly revenue paynment

on a Tribal lease. Collections frominproper Indian recoupnents
fell from $209,000 in FY 1996 to $162,000 in FY 1997 (table 9).
Payors reported nore recoupnents correctly in FY 1997, resulting in
fewer assessnents.

Col l ections from I ndian recoupnents totaled nearly $1.4 nmillion from
t he begi nning of the programin FY 1992 through FY 1997.

7. Improper Adjustments

The RMP conpares every credit |line submtted by a payor with the
nost recent paynent line. Payors who submt a credit line that
does not match the original paynent |ine nust repay the credit
anmount. Collections frominproper adjustnents increased from
$542,000 in FY 1996 to $823,000 in FY 1997 (table 9).

Col l ections frominproper adjustnments totaled over $2.3 mllion from
the inception of the programin FY 1993 through FY 1997.

8. Royalty Rate Monitoring

The RVP calculates a royalty rate fromnonthly sales information
provi ded by payors. The calculated royalty rate is conpared with
the royalty rate in the lease. |If the calculated rate fromthe
payor is |lower than the | ease rate, RW notifies the payor of the
error and provides 90 days to correct the mstake. The RWP bills
payors for additional royalties based on the higher |lease rate if

t he payor does not correct the error. The RW coll ected $366,000 in
FY 1996 and $154,000 in FY 1997 fromthis effort (table 9).
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Col l ections fromthe inception of royalty rate nonitoring in FY 1994
t hrough the end of FY 1997 total ed $626, 000.

Table 9. Revenues collected from exception identification
programs, FY 1996-97

(in thousands)

FY 1996 FY 1997
AFS/PAAS Exceptions. ..................... $18, 370 $21, 340
AFS Exceptions
| nt erest Exceptions from Late Paynents
and Insufficient Estimates........... $11, 349 $11, 821
Lease Term Exceptions.................. 1,934 2,049
Subtotal ......... ... .. .. .. $13, 283 $13, 870
Allowance Exceptions. . ... ....ocooa. ... $  --- $ 26
Liquidated Damage Assessments
Payor Royalty Reports fromAFS......... $ 4 $ 2
Operat or Production Reports from PAAS. . --- ---
Subtotal ............. ... ... ... ... ..., $ 4 $
OCS Recoupments. . ..........viiiiiunnnn.. $ 416 $ (15)
Indian Recoupments. ...................... $ 209 $ 162
Improper Adjustments..................... $ 542 $ 823
Royalty Rate Monitoring.................. $ 366 $ 154
TOTAL. ..o $33,190 $36,362
D. Delinquent Accounts Receivable
A receivable is established in AFS whenever RWP issues a bill. The
office originating the bill submts a demand letter to the Debt
Coll ection Section in the RW Ofice of Enforcenent explaining the
basis for the assessnent and a request for a Bill for Collection.
Personnel in the Debt Collection Section enter the billing
information into AFS and send the bill and the demand letter to the
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payor. An account receivable is considered delinquent when the bill
is not paid by the due date.

Enpl oyees in the Debt Collection Section nonitor the status of
accounts receivable and initiate actions to secure paynment on
del i nquent accounts. Prior to February 27, 1997, these actions nmay
have i ncl uded:

e First and second followup collection notice to payors with
del i nquent i nvoi ces;

e Denmand for paynent from | essees of record;

® Request to BIA, BLM or MVS offshore offices to collect against
| ease surety and to cancel the delinquent |ease; and

® Notice of nonconpliance and assessnent of civil penalties to
payors.

A mcroconputer in the Debt Collection Section uses data downl oaded
fromAFS to produce the first and second foll owp collection
notices. Subsequent collection actions have been automated, where
feasible, to enable enployees to issue nore actions in a shorter
period of tinme to obtain paynent.

Under the provisions of RSFA, actions on bills issued begi nning
February 28, 1997, include:

® First followip collection notice to payors wth delinquent
i nvoi ces;

® Collection telephone call to the payor of record;

e Denand letter for paynment to the payor and notice to the | essee
who desi gnat ed the payor

® Demand for paynent fromthe operating rights owner;
e Denmand for paynent from | essees of record;

® Request to BIA, BLM or MVS offshore offices to collect against
| ease surety and to cancel the delinquent |ease; and

® Referral to Treasury for further action.

The nunber of demands for collection to | essees of record declined
from198 in FY 1996 to 158 in FY 1997 (table 10). The decline in
the past 2 years is due to a | ower volunme of bills issued through
exceptions identification prograns and the effectiveness of
settlenment actions. Requests to BIA, BLM and MVS of fshore offices
for | ease surety collections rose from 252 requests in FY 1996 to
305 requests in FY 1997 (table 10). The RMP continues to actively
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pursue col |l ection of delinquent accounts wi th other Departnent
bur eaus and prograns.

Table 10. Actions to secure payment on
delinquent accounts, FY 1996-97

FY 1996 FY 1997

First Followup Notices..................... 1, 547 2,391
Second Followup Notices.................... 866 873
Tel ephone call to payor of record under

RSFA provisions................ ... - 0- 112
Demands for Collection to Lessees

of Record........ ... ... . .. . . . ... . ... 198 158
Requests to BIA, BLM and MV O fshore

O fices for Lease Surety Collections..... 252 305
Noti ces of Nonconpliance for

Failure to Pay.......... ... .. .. .. .. ...... - 0- - 0-

The nunber of delinquent billed accounts receivable increased from
1,489 at the end of FY 1996 to 1,930 at the end of FY 1997

(table 11). A delinquent account includes any bill that has not
been paid by the due date. The increase in account activity is
primarily due to the issuance of audit bills for California crude
oil pricing issues and as a result of contract settlenents.

The val ue of delinquent accounts secured by surety increased from
$100.3 million in FY 1996 to $176.1 mllion in FY 1997 (table 11).
Accounts in this category are primarily bills that have been
appealed or are in litigation, where payors have posted a surety

i nstrunment guaranteeing paynent if the issue is decided in the
Department's favor. The increase in account activity is again
associated wth audit bills for California crude oil pricing matters
and contract settlenents.

The val ue of delinquent accounts not secured by surety rose from
$23.2 million in FY 1996 to $81.4 million in FY 1997 (table 11).
The increase is attributed to a nunber of new bills issued through
the royalty-in-kind program Unsecured delinquent accounts include
unpaid bills in the early stages of collection (first and second
foll omup notices) and bills for which enforcenent actions have been
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taken, including calling the | ease surety and proceeding with | egal
action involving the Solicitor and the Departnent of Justice.
Attenpts to collect sone unsecured bills are suspended because of
adm ni strative actions in process. The RV continues to

aggressi vely pursue delinquent accounts that are not secured by
surety.

Table 11. Delinquent accounts activity, FY 1996-97
(revenues in millions)

FY 1996 FY 1997

Nunber of Delinquent Accounts
Receivable (Bills Not Paid by
Due Date). ........ i 1, 489 1, 930

Val ue of Delinquent Accounts
Recei vabl e for Wi ch Surety
Has Been Posted......................... $100. 3 $176. 1

Val ue of Delinquent Accounts
Recei vabl e for Wiich No Surety
Has Been Posted......................... $ 23.2 $ 81.4
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1v.

INSPECTION AND ENFORCEMENT

A. Onshore

1. BLM Inspection and Enforcement Program

The BLM nati onwi de | nspection and Enforcenent (I&E) Programis
designed to achieve the foll ow ng objectives:

¢ O and gas produced fromor allocated to Federal and Indian
| eases will be properly handl ed, neasured, and report ed;

e Al drilling, producing, and abandonnent operations wll conply
wi th approved operating plans for the protection of the
envi ronnent, natural resources, and public health and safety; and

e Al identified violations will be corrected.

The 1 & Programis inplenmented by an | & Strategy (Strategy)

i ssued by the WAashi ngton Headquarters. The Strategy identifies

i nspection priorities based on budget |limtations, nmanpower
constraints, and program enphasis determ ned by BLM nanagenent.

The BLM State O fices develop their inspection plans using guidance
provided in the Strategy. The plans identify the priority of

i nspection itens.

The current Strategy, inplenmented in FY 1991, provides for a bal ance
in production, drilling, and abandonnent inspections, wth enphasis
on both environnmental protection and production accountability.
Production accountability is provided through increased visual

i nspections of operator neasurenent actions and the review and
conpari son of neasurenent and production records. The Strategy al so
pl aces nore enphasis on protecting the environment through greater

i nspection coverage of drilling and abandonnent operations. The BLM
has i nproved Indian trust oversight through a bal anced inspection
program and strengt hened production accountability.

The BLM Aut omat ed | nspection Records System which recorded the
results and hours worked in performng oil and gas inspections, was
replaced during FY 1997 by the Automated Fluid M nerals Support
System (AFMSS). This new system provi des the nmechanismto

integrate all BLMoil and gas responsibilities. The AFMSS tracks

i ndividual well history by | ease, agreenent, and operator, including
all inspection and enforcenent activities and rel ated workl oad. The
new system further provides online access to production disposition
data maintained by MM5. The BLM expects to test a system
enhancenent in FY 1998 that would permt operators to subm't

el ectronic requests for approval of operational proposals and
subsequent reports.
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2. Program Review

The BLM State O fices adm nister quality assurance responsibilities
t hrough Technical Procedures Reviews. Two offices provide
Washi ngt on Headquarters oversight:

e The Managenent Systens G oup provi des bureau-w de oversight for
program i npl ement ati on and managenent; and

® The Fluid Mnerals G oup provides oversight, technical
assi stance, and gui dance.

3. BLM Certification and Training Programs

The BLM i npl emented an I nspector Certification Programin FY 1987.
The program ensures that inspectors and their supervisors are
experienced in oil and gas industry practices and understand BLM oi
and gas regulations in order to conduct independent inspection and
enforcement actions related to industry activities. The BLM has
identified 122 positions that require certification under the
program Training in drilling and production inspections has been
conpl eted for nost of the positions. A work group continues to
eval uate the I nspector Certification Programand wll reconmend
changes where appropri ate.

The BLM began production and drilling training prograns in
February 1982. The production course, addressing production
accountability and site security, and the drilling course,

addressing safety and environnental protection, were each offered
once in FY 1997. These sessions were attended by 34 students. A
total of 711 students representing the States, Indian Tribes, BIA,
BLM MVS, the National Park Service, and the U S. Forest Service
have attended these courses during the past 16 years.

The BLM devel oped a new course in FY 1991, *“I1&E for Managers,”
designed to provide supervisors with the tools and information
necessary to admnister the I & Program The course provides direct
training wth oil and gas produci ng equi pnent and resol ution of

| &€ managenent problens. No sessions were conducted in FY 1997.

A total of 48 managers have attended the course during the past

7/ years.

4. FOGRMA Regulations

The BLM began a process in FY 1996 to reformits regul ati ons under
t he provisions of Executive Order 12866 dated Septenber 30, 1993.
The process is designed to provide clear, concise regulations that
are easy to understand. The revised regulations wll be

per f ormance- based where appropriate. The first major rul emaking
enpl oying this process has been devel oped and, after an extensive
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revi ew process, should be published for public coment in FY 1998.
This rul emaking will incorporate nost of the separate operational

rul emaki ng previously published, and will include the perfornmance
standards contained in all of the existing Onshore Ol and Gas

O ders.

A sunmmary of current rul emaking activities that are not part of the
reform process foll ows:

® Proposed rulemaking (43 CFR 3100/3160), Drainage Protection. The
BLM has devel oped a proposed rul enaki ng on drai nage protection
that will establish the date of the |lessee's responsibility to
protect its | ease agai nst drainage; establish a profit threshold
identifying when protective drilling will be required; allocate
t he burden of proof of drainage between the | essee and the
| essor; and specify the shared responsibilities of nultiple
interest owners. The proposed rul emaking is being reviewed by
the Departnent and is expected to be published for public comment
in FY 1998.

® Proposed rulemaking (43 CFR Group 3200), Geothermal Resources
Leasing and Operations. The BLM published a proposed rul emaki ng
to revise and consolidate all geothermal resources |easing and
operating provisions in the Federal Register on Cctober 8, 1996.
Based on comments received, BLM devel oped a proposed fi nal
rul emaking that is being reviewed by the Ofice of the Solicitor.

e Notice of request for information and suggestions regarding an
incentive for producers of marginal gas from Federal leases
(43 CFR 3103.4-1), Waiver, Suspension, or Reduction of Rental,
Royalty, or Minimum Royalty. The BLM published a Notice in the
Federal Register on March 5, 1996, soliciting comments to
determne if royalty rate reduction for margi nal gas wells would
stinmul ate the recovery of gas from Federal |eases. The BLM
recei ved 30 favorable comments. The BLM subsequently conduct ed
two outreach neetings with industry representatives to obtain
addi tional comments. The BLMreceived further assistance from
DCE to determ ne the possible results and consequences of the
proposal. The BLM has not decided if it will proceed with the
proposed rul emaki ng.

5. Cooperative Agreements Under Section 202 of FOGRMA

The BLM published a final rule for the creation of cooperative oi
and gas inspection and enforcenent agreenents with States and I ndi an
Tribes in the Federal Register on January 25, 1991, with an
effective date of February 25, 1991. The regulations were revised
effective Septenber 22, 1997, to increase the funding | evel from

50 percent to 100 percent.
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The BLM mai nt ai ned cooperative agreenents in FY 1997 for oil and gas
i nspection and enforcenent activities on Tribal lands with the

Ute Mountain Ute Tribe in Colorado, the Jicarilla Apache Tribe and
Navaj o Nation in New Mexico, and the Assiniboine Sioux Tribe in

Mont ana. An approved agreenent with the Southern Ue Tribe in

Col orado remai ned inactive throughout the year.

Proposal s continue to be negotiated with the Shoshone and
Arapaho Tribes of the Wnd R ver Reservation in Wom ng for a
cooperative agreenent and with the Absentee Shawnee Tribe in
Okl ahoma for a self-determ nation contract.

Under the provisions of RSFA, States are no |onger eligible for
cooperative agreenents under section 202 of FOGRMA; however, an
unfunded Menorandum of Understandi ng agreenent with Col orado for
i nspection and enforcenent on Federal oil and gas |leases in certain
limted operational areas remained in effect throughout FY 1997.

6. Delegations of Authority Under Section 205 of FOGRMA

Regul ations to inplenent the provisions of section 205 of FOGRVA for
the del egation of BLMoil and gas inspection and enforcenent
responsibilities to the States were published in the Federal

Regi ster with an effective date of August 17, 1987. M nor

nodi fications to the regul ati ons may be necessary to conply with
Executive Order 12866 and to reflect the revision of section 205 by
RSFA.

The BLM conducted neetings with representatives from Stat es,
industry, and the Interstate G| and Gas Conpact Conm ssion to

di scuss issues related to the del egation of inspection and
enforcenent responsibilities as a result of RSFA. The BLMis
currently negotiating with one State for a transfer of |I&E authority
and has received an expression of interest from another State.

7. FY 1997 Inspections and Enforcement Actions for Noncompliance

The BLM conpl et ed 45,480 i nspection activities in FY 1997, which
represents a decline of 5,760 inspection activities, or

11. 2 percent, from 51, 244 inspection activities conpleted in

FY 1996. The reduction is attributed to fewer personnel avail able
for field inspections and other rel ated budget constraints.

The inspection activities resulted in 5,454 enforcenent actions in
FY 1997, down 4.2 percent fromb5,695 actions in FY 1996. The
decline is attributed to fewer inspection activities and to
continued voluntary conpliance by industry. The BLM made
assessnents totaling $76,375 under the M neral Leasing Act, as
amended, and | evied $187,500 in civil penalties under section 109 of
FOGRMVA.

55



8. Production Accounting for Onshore Oil and Gas Leases

The transfer of responsibility fromBLMto MVS for the collection of
onshore oil and gas production data began in FY 1988. All operators
were submtting production reports exclusively to MV by

Cct ober 16, 1989.

The MVS edits the reports using well, |ease, and operator data
obt ai ned fromthe BLM AFMSS dat abase. Production data are conpil ed
and transmtted electronically to AFMSS. The BLM and MVS devel oped
and i npl emented an automated system Monthly Report of Operations,
to provide field inspectors with production data to conpare with
observations nmade during onsite inspections.

B. Offshore

1. MMS Offshore Inspection Program

The MMS devel oped the O fshore I nspection Program (O P) to pronote
safe and pollution-free operations on the COCS, ensure fair and
consi stent inspections, and verify operator conpliance wth agency
requi renents. Personnel with OW continued the foll ow ng

O P inprovenents in FY 1997

® A workgroup continues to revise the National Potential Incident
of Nonconpliance (PINC) list and inspection guidelines. The
PINC list identifies all potential violations of MVS field
operation regul ations used by MV officials in the inspection of
of fshore facilities. The Crane and Hydrogen Sulfide PINC s were
revised in FY 1997. The workgroup plans to review the Drilling
and Production PINC s in FY 1998.

e The MMS initiated a project that will develop a nethodol ogy to
assess the relative safety risk of all offshore facilities. The
priority and frequency of MVS inspections wll be based on this
ri sk assessnment. The project will exam ne risk factors
associated wth operator performance and the type of operations
conducted by the facility. Sonme of the general risk factors
i ncl ude:

- The type of incidents occurring on a facility;

- History of operator nonconpliance with regul ations; and

- Information relating to the operator profile, including
o Type of production;

o Type of facility; and
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0 Location of the facility.

The MMS will inspect facilities with a higher risk nore
frequently than facilities with a lower risk. The MV w ||
initiate a risk-based inspection pilot project in FY 1998. The
program should be fully inplenented in FY 1999.

® The MVS published new regul ations inplenmenting the civil penalty
provi sions of the OCS Lands Act on August 8, 1997. The new
guestion-and-answer format, witten in plain English, provides a
better understanding of the OCS civil penalty process. The new
rule also increased the maxi mumcivil penalty to $25,000 per day
per viol ation.

Personnel with OM plan to rewite the OCS Cvil/Crim nal
Penal ti es Program gui debook in FY 1998. The new gui debook w ||
i nclude a streanl i ned assessnent process.

® (perators on the OCS continue to make progress with inplenenting
the Safety and Environnental Managenent Program (SEMP). Under
SEMP, an operator voluntarily adopts a set of policies and
procedures for ensuring clean and safe oil, gas, and sul fur
oper ati ons.

The Anerican PetroleumInstitute (APlI) devel oped a recommended
practice (RP-75) to address SEMP in a docunent entitled
“Recommended Practices for the Devel opnent of a Safety and
Envi ronnment al Managenent Program for Quter Continental Shelf
OQperations and Facilities.” The MVS has requested voluntary
conpliance wth the recormmended practice. The MM5 is working
with APl to revise RP-75 where appropriate. The MVE and API
continue to conduct annual surveys of OCS operators to assess
i npl emrentati on of the recomrended practice on an industry-w de
basi s.

The MVS has al so begun to participate in cooperative reviews of
operator SEMP's to verify field-1level inplenentation and devel op
recommendations for inprovenent. The MMS, in cooperation with
the O fshore Operators Committee, devel oped a set of commonly
defined, universally applied neasures to assess safety and

envi ronnent al perfornmance.

2. Offshore Inspection Activity

The MMS conducted 11, 891 inspections of drilling, production,

pi peline, neasurenent, site security, well conpletion, well

wor kover, and abandonnment operations during FY 1997. The effort
i ncl uded 10,933 inspections in the Gulf of Mexico Region and
958 inspections in the Pacific Region. There were no offshore
operations to inspect in the A aska Region in FY 1997.
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V.

RMP ORGANIZATION, FUNCTIONS, AND STRUCTURE

A. Federal Resources
The RMP operating budget consists of three subactivities:

e M neral Revenue Val uation and Operations, providing resources for
collection and distribution of mneral revenues; conputer and
rel ated hi gh-technol ogy systens devel opnment and operation; and
val uation determ nations and al |l owance nonitoring.

e M neral Revenue Conpliance, providing resources for audit and
other verification of mneral |eases on Federal offshore, Federal
onshore, and Indian | ands; outreach to Indian Tribes and
all ottees; and devel opnent and adm ni stration of RWVP enforcenent
progr ans.

® Program Services Ofice, providing resources for staff support;
budget services; information and publication services; and
facilities managenent support for RWVP and external custoners.

The Headquarters for RW is |located in Washington, D.C. Many

RVP operations are performed in Denver and in several field offices
and audit residencies in other |ocations throughout the United
States. The mpjority of the audit staff is located in cities where
many of the top royalty payors maintain accounting centers.

Approxi mately one-half of the Indian outreach staff is located in
areas that have large Indian popul ations. Total resources allocated
to RWP in FY 1997 included $70 mllion, which funded a staff effort
of 615 Federal enployee workyears. Additional work perfornmed by
contract staff is addressed bel ow

The RVP provided funds for audit agreenents and ot her direct support
for 7 Tribes and 10 States in FY 1997. The direct support included
t el ecommuni cati on and autonat ed data processing (ADP) services to
enable the Tribes and States to interact with RVWP systens and

dat abases. The RWP devoted nearly $7 million to the cooperative
audit programduring the year.

B. Contract Support
Contractors provided support for royalty managenent ADP and
financial services in Denver in FY 1997. A brief description of

maj or activities and obligated budget amobunts for each contractor
fol | ows:
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1. American Management Systems Operations Corporation, Inc.

The MMS awarded an ADP contract to the American Managenent Systens
Qperations Corporation, Inc., on June 21, 1991, wth an effective
date of August 1, 1991. The firm performed the foll ow ng

ADP functions in FY 1997:

® (perations support for AFS, the Business Information System the
| nt eragency Dat abase Verification System PAAS, and the RWP w de-
area network;

® Devel opnent and mai nt enance of a client/server environnment and
associ ated client/server applications;

e Software mai ntenance for AFS and PAAS;

e Software devel opnent for online access to solid mneral s data,;
and

® (peration of the mainfrane conputer and VAX m ni conputer.
The MMS obligated approximately $7.9 mllion against the contract in
FY 1997, funding 137 contractor workyears.
2. Source One Management, Inc.
The MVS awar ded an accounti ng support services contract to Source
One Managenent, Inc., a Small Business Adm nistration 8(a)
contractor, effective February 1, 1993. The contractor perforned
the followi ng financial services in FY 1997, the final option year
of the contract:
e \Verification of AFS-generated prebills from manual and aut omat ed
exception processing to calculate and mail interest and
i qui dated damage bills to payors;

® Review and verification of PAAS reference and application data
and file maintenance;

® Research and anal ysis of Common Reference Dat abase infornmation;

® Correction of selected errors contained in data submtted by
operators on production reports; and

® Review and nonitoring of the allowance tracking systemfor oi
and gas transportation and processing all owances.

The MMS obligated approximately $3.7 mllion against the contract in
FY 1997, funding 70 contractor workyears.
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3. VION Corporation

The MMS nodified the contract with Vi ON Corporation in

Cct ober 1996, exercising the option period for maintenance of the

Hi tachi EX-90 mai nframe conputer, and exercising the option to
purchase additional equipnent. The contract provides for additional
upgr ades over the 8-year systenmis |life of the contract. The MVB
obl i gated $146, 264 in FY 1997 for mai ntenance services and purchased
a Pilot Mddel 15S Server for an additional $362,950 in accordance
with the “New Technol ogy and Upgraded Model s” cl ause of the
contract.

4. Decision One Corporation

The MMS awarded a contract to Bell Atlantic Business Systens
Services, Inc., in Qctober 1995, for nai ntenance of | BM

ADP hardware. The contract provides for 1 base year and 4 option
years. The conpany changed its name to Decision One Corporation in
April 1996. The MVS obligated $45,734 in FY 1997.

5. Performance Engineering Corporation

The RMP began a conprehensi ve busi ness process reengi neering
initiative in FY 1997 to redesign and inpl enent new processes and
support systens for the future. The MVE awarded a contract to
Per f ormance Engi neering Corporation to identify information
technol ogy that will support the reengi neering process. The M
obl i gated $699, 000 in FY 1997.
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VI.

STATUS OF THE LINOWES COMMISSION RECOMMENDATIONS

The Li nowes Comm ssion submtted 60 recommendati ons in January 1982 to
i nprove the managenent of the Nation's energy resources and to prevent

a l

oss of revenues owed the Federal CGovernnent, the States, and

| ndi ans. The Departnent had inplenmented 54 of the 60 recommendati ons

by

the end of FY 1990.

The remai ning six recomendati ons were found to be inpractical after

ext

ensi ve review and anal ysi s:

Operator of record. The recommendation involved designation of an
“Operator of Record” for each | ease who would maintain all royalty
records fromthe | ease and reconcil e paynents to production reports
on a nonthly basis. The Departnent w thdrew consideration of the
concept follow ng recei pt of unfavorable comrents froma Notice
publ i shed in the Federal Register.

Sixty-day payment for gas. The recommendati on woul d have permtted
paynment of natural gas royalties within 60 days fromthe end of the
sales nmonth. Analysis revealed that the cost to the Federal
Governnent, States, and Tri bes would be prohibitive due to | ost
revenue that would result froman additional 30 days in the paynent
cycl e.

Undocumented oil. The Departnent was asked to seek legislation to
prohi bit the purchase of undocunented oil. Purchasers, including

refiners, would be required to maintain docunentation tracing the

purchase of the product to a specific |lease or unit.

The recomendati on was not considered feasible due to the

i nposition of record requirenents on industry. Nearly 80 percent
of crude oil produced in the United States is derived from sources
ot her than Federal and |Indian mneral |eases. The RVP auditors
exam ne the source of oil from Federal and Indian |ands as a
function of the audit process, which satisfies the intent of the
reconmendat i on.

Windfall Profit Tax (WPT). The recommendati on woul d have relieved
RWP of the responsibility for cal culating and payi ng WPT on

royal ty-in-kind transactions and woul d have required industry to
cal cul ate, withhold, and pay WPT on all crude oil sold from Federa
| eases. The Internal Revenue Service would have provided
over si ght.

The MMS elected to retain the WPT responsi bility because of the
cost and record requirenents that would be inposed on industry and
the cost associated wth the devel opnment of a new reporting system
in MM5. Congress repeal ed the WPT on August 23, 1988.

Increased royalty rate. The recomrendati on woul d have enpl oyed a
m nimumroyalty rate of 16 2/3 percent on new or renegoti ated
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| eases. Internal and external studies were inconclusive. The
Departnent el ected not to pursue an increased rate.

The BLM anended regul ations effective in Septenber 1992 to
establish conditions under which owners or operators of stripper
oil well properties could obtain a reduced royalty rate. The
action is intended to encourage operators to place marginal or
uneconom cal wells back in production. A DCE study concl uded t hat
annual domestic oil production could increase by 4.7 mllion
barrel s.

Self-sustaining fund/levy. The Secretary sought |egislation during
the period FY 1985-88 to establish a self-sustaining fund that
woul d pay the costs of audits and inspections, and reinburse States
and Indian Tribes for their efforts through cooperative agreenents.
Legi sl ati on was not enacted during the 4-year period.
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GLOSSARY

ACH — Automated Clearing House. A conputerized financial system
operated to effect the electronic transfer of funds between banks.
ACH i s designed to accommbdate a | arge volune of snmall-dollar
transactions. Payors remt paynents to ACH and the funds becone
available to the recipient the foll ow ng day.

ADP — Automated data processing.

AFEE —Automated front-end enhancement. A conputer systenis
enhancenment devel oped by the M nerals Managenent Service to automate
the front-end processes to detect potential discrepancies, or
exceptions, between sales volunes reported to the Auditing and

Fi nanci al System by payors, and sales or transfer volunmes reported to
t he Production Accounting and Auditing System by | ease or agreenent
operators. System generated worksheets and automated correspondence
to operators help resolve exceptions by identifying payors who may be
underreporting royalties.

AFMSS — Automated Fluid Minerals Support System. A conputer system
application operated by the Bureau of Land Managenent for storage and
retrieval of oil and gas inspection and enforcenent records.

AFS —Auditing and Financial System. A conputer system application
operated by the M nerals Managenent Service for collecting and

di sbursing royalties from producing | eases and rents from nonproduci ng
| eases on Federal and Indian | ands.

ALEP —Allowance Limit Exception Processing. An automated program
devel oped by the M neral s Managenent Service that enploys royalty
reports submtted by payors to determ ne conpliance with regul atory
al l owance limts.

American National Standards Institute. A national coordinating body
of representatives fromindustry and governnent dedicated to
devel opi ng voluntary standards for various industries.

APl — American Petroleum Institute. A trade association representing
all segments of the petroleumindustry from exploration through
marketing. APl is the |largest association in the petroleumindustry.

Assistant Secretary-Land and Minerals Management — An executive who
serves under the Secretary of the Interior and exercises Secretari al
di rection and supervision over the Bureau of Land Managenent, the

M neral s Managenent Service, and the Ofice of Surface M ning

Recl amati on and Enforcenent.

BIA —Bureau of Indian Affairs. A Federal agency within the

Department of the Interior responsible for facilitating the ful
devel opment of the human and natural resource potential of I|Indian and
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Al askan Native people to manage their own affairs under a trust
relationship with the Federal Governnent.

BLM —Bureau of Land Management. A Federal agency within the
Department of the Interior that adm nisters public |ands and natural
resources. BLM prograns provide for the protection, orderly

devel opnment, and use of the public |ands and resources under
principles of nmultiple use and sustained yield.

Business Information System. A conputer system application operated
by the M nerals Managenent Service. BIS is an enhanced version of the
former State and Tribal Support Systemand is conpatible with the
post - Busi ness Systens Pl anning | nplenentation architecture. BIS

provi des States, Indian Tribes, and other Federal agencies with access
to Auditing and Financial System data and sel ected Production
Accounting and Auditing System dat a.

Cash-out — Pipeline provisions require that shippers nmaintain pipeline
recei pts and deliveries within certain daily or nonthly tol erances.

Shi ppers are required to cash-out accunul ated i nbal ances for
overdel i vered and underdelivered production.

CFR — Code of Federal Regulations. A codification of the general and
per manent rul es published in the Federal Register by the executive
departnments and agenci es of the Federal Governnent.

CMOS — Complementary Metal Oxide Semiconductor. A sem conductor that

enpl oys the 1 BM OS/ 390 operating systemto accomodat e both mai nfrane

and client/server applications. The CMOS operates at room tenperature
wi t hout special cooling requirenents.

COLD — Computer output on laser disk. An autonated process that
copies mainfrane reports to optical storage and allows users to access
and mani pul ate the reports and data online as soon as they are

pr oduced.

Department —Department of the Interior. A Cabinet-|evel departnent
in the Executive Branch of the Federal Governnent responsible for the
adm ni stration of nost of the nationally owned public |ands and
natural resources. The Departnent is further responsible for American
I ndi an reservation communities and for individuals who live in Island
Territories under U S. adm nistration.

DOE - Department of Energy. A Cabinet-level departnent in the
Executive Branch of the Federal Governnent responsible for

coordi nati ng a conprehensive and bal anced nati onal energy plan.

DCE is responsible for long-termresearch and devel opnent of energy

t echnol ogy; marketi ng Federal power; energy conservation; the nucl ear
weapons program and a central energy data-collection and anal ysis
program
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EFT — Electronic funds transfer. The autonated exchange of funds
bet ween conputer systens that elimnates the physical exchange of
cash, checks, or other forns of noney.

Electronic data interchange. A process designed to exchange
information electronically to reduce paper report vol une, reduce
errors and expedite error correction, and provide a nore current
dat abase.

EOP — Explanation of payment. A series of reports produced by the

M neral s Managenent Service Royalty Managenent Program nailed tw ce
each nonth to Indian Tribes and once each nonth to States. The
reports for Indian allottees are produced and distributed tw ce each
month by the Bureau of Indian Affairs with information supplied by the
Royal ty Managenent Program The reports address the source and nature
of m neral revenue disbursenents.

Federal Committee — Federal Gas Valuation Negotiated Rulemaking
Committee. A conmttee chartered by the Secretary of the Interior
with representatives fromthe M nerals Managenent Service, States, and
i ndustry to devel op proposals to inprove and sinplify the valuation
and paynent of royalties fromnatural gas produced from Federa

| eases.

FERC —Federal Energy Regulatory Commission. An independent agency
created through the Departnent of Energy Organization Act in 1977.
FERC regul ates the transportation of natural gas in interstate
commerce; the transportation of oil by pipeline in interstate
commerce; the transm ssion and whol esal e sales of electricity in
interstate commerce; the licensing of private, municipal, and State
hydroel ectric projects; and provides oversight of related

envi ronnmental matters.

FOGRMA — Federal Oil and Gas Royalty Management Act of 1982, 30 U.S.C.
1701 et seq. Public Law 97-451 enacted to ensure that royalties from
oil and gas produced from Federal and Indian |ands and the Quter

Conti nental Shelf are properly collected and accounted for under the
direction of the Secretary of the Interior.

FY —Fiscal year. A period of tine used for accounting purposes. The
Federal Governnent recognizes a fiscal year that begins October 1 of
one year and ends Septenber 30 of the follow ng year.

GAR — Gas Analysis Report. A report submtted by operators of oil and
gas | eases that addresses the conposition and quality of gas produced
fromthe properties.

I&E — Inspection and Enforcement Program. A Bureau of Land Managenent
program designed to ensure that oil and gas production on Federal and

I ndian | eases is accurately reported by the | essee and verified by the
Bureau of Land Managenent. The program further ensures that al
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drilling, producing, and abandonnent operations conply with approved
operating plans and that all violations are corrected.

IMDA — Indian Mineral Development Act of 1982, 25 U.S.C. 2101 et seq.
An act that permits Indian Tribes to enter into certain agreenments for
the disposition of Tribal mneral resources and for other purposes.

IMSC — Indian Minerals Steering Committee. A senior policy forum of
officials fromthe Bureau of Indian Affairs, Bureau of Land
Managenent, and M neral s Managenment Service established by the
Department of the Interior to inprove the managenent of |ndian

m neral s.

Indian Committee — Indian Gas Valuation Negotiated Rulemaking
Committee. A conmttee chartered by the Secretary of the Interior
with representatives fromthe M nerals Managenent Service, the Bureau
of Indian Affairs, Indian mneral owners, and industry. The commttee
was established to devel op proposals that will maxim ze royalty
revenues fromnatural gas for Indian Tribes and allottees consistent
with the Secretary’s discretion to establish values. The proposals

w Il also satisfy industry concerns by clarifying and reduci ng
information requirenents to conpute royalty in an accurate, tinely
manner .

Linowes Commission —Commission on Fiscal Accountability of

the Nation"s Energy Resources. A Conm ssion that submtted

60 recommendations in January 1982 to inprove managenent of the
Nation's energy resources and to prevent a | oss of revenues owed the
Federal Governnent, the States, and Indians. The Comm ssion’ s work
led to the creation of the Mnerals Managenent Service and enact nent
of the Federal G| and Gas Royalty Managenent Act of 1982.

MMS —Minerals Management Service. A Federal agency within the
Departnent of the Interior that admnisters the Ofshore Mnerals
Managenent Program and the Royalty Managenent Program The O fshore
M neral s Managenent Programis responsible for the Quter Continental
Shel f | easing program and for ensuring that exploration and production
of the Nation’s offshore mneral resources is conducted in a safe
manner with concern for the environnment. The Royalty Managenent
Programis responsible for the accurate and tinely determ nation,
collection, and distribution of royalties from Federal and | ndian

| ands, and bonuses and rents from Federal | ands.

National Performance Review — An initiative introduced by President
Cinton and Vice President Gore to “reinvent” work processes within
the Federal Governnment. The initiative is designed to make Gover nnent
operate nore efficiently at a | ower cost.

Net profit share lease — An Quter Continental Shelf |ease that

provi des for paynent to the United States of a percentage share of the
net profits for production of oil and gas fromthe tract. The
percentage share may be fixed in the notice of the | ease sale or may
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be a variable of the bid, depending on the bidding systemused for the
| ease sal e.

New York Mercantile Exchange. The world' s |argest physical commodity
exchange used primarily for hedging price risk associated with the
energy and netals industries.

OCS —Outer Continental Shelf. All subnerged | ands seaward and
outside the area of |ands beneath navigable waters. Lands beneath
navi gabl e waters are interpreted as extending fromthe coastline

3 nautical mles into the Arctic Ocean, the Atlantic Ocean, the

Paci fic Ocean, and the Gulf of Mexico, excluding the coastal waters
of f Texas and western Florida. Lands beneath navigable waters are
interpreted as extending fromthe coastline 3 nmarine | eagues into the
@ul f of Mexico off Texas and western Florida.

OCSLA —Outer Continental Shelf Lands Act of 1953, as amended,

43 U.S.C. 1331 et seq. An act that establishes procedures for

U S. jurisdiction over Quter Continental Shelf |ands and authorizes
the Secretary of the Interior to issue exploration permts and m neral
| eases for oil, gas, sulfur, and other m neral resources on those

| ands. The Secretary is authorized to inplenent alternative bidding
systens, including net profit share | eases, to pronote devel opnent of
mar gi nal oil and gas deposits. Significant anendnents were enacted
into the original law in 1978 and 1985. See Net profit share lease.

OIP —Offshore Inspection Program. A program devel oped by the
M neral s Managenent Service to pronote safe and pollution-free
operations on the Quter Continental Shelf, ensure fair and consi stent
i nspections, and verify operator conpliance with agency requirenents.

OIRA —Office of Indian Royalty Assistance. An office wthin the

M neral s Managenent Service responsible for providing royalty

assi stance and conducting an outreach programto ensure Royalty
Managenent Program coordi nati on and communi cation with Indian Tribes
and allottees as part of the Secretary of the Interior’s trust
responsibility to Indian m neral owners.

OMM — Offshore Minerals Management. A program adm ni stered by the

M neral s Managenent Service responsible for the Quter Continental

Shel f | easing program and for ensuring that exploration and production
of the Nation’s offshore mneral resources is conducted in a safe
manner with concern for the environnent.

OST — Office of Special Trustee for American Indians. An office
created by the Anerican |Indian Trust Managenent Reform Act of 1994 to
address Indian trust fund accounting and asset nmanagenent probl ens.
The act requires the Special Trustee to provide oversight of reforns
within the Departnent of the Interior, including devel opnent of
policies, procedures, and systens.
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PAAS —Production Accounting and Auditing System. An integrated
system of both autonmated and manual applications operated by the

M neral s Managenent Service to collect production and other
operational data, and to ensure that royalties are paid on 100 percent
of reported production.

PINC —National Potential Incident of Noncompliance List. A listing
of all potential violations of Mnerals Managenent Service field
operation regul ati ons used by agency officials in the inspection of
of fshore facilities.

Quality bank — A nechanisminstituted by a pipeline systemoperator to
cal cul ate and effect nonetary adjustnents anong shippers of different
gravities and qualities of liquid hydrocarbons in a common carrier

pi pel i ne.

RIK — Royalty-in-kind. A program operated under the provisions of
the M neral Leasing Act of 1920 and the Quter Continental Shelf
Lands Act of 1953. The Federal Governnent, as |lessor, may take part
or all of its oil and gas royalties “in kind” (a volunme of the
comodity) as opposed to “in value” (cash). Under the oil R K
program the Governnment sells oil at fair-market value to eligible
refiners who do not have access to an adequate supply of crude oil at
equitable prices. The M nerals Managenent Service conducted a gas
RIK pilot programin 1995, entering into contracts to sell selected
Qul f of Mexico natural gas by conpetitive bid to gas marketers.

Two additional oil and gas pilot progranms are scheduled to begin in
1998, and a third gas pilot programis scheduled to begin in 1999.

RMP —Royalty Management Program. A program adm nistered by the

M neral s Managenent Service responsible for the accurate and tinely
determ nation, collection, and distribution of royalties from Federal
and | ndian | ands, and bonuses and rents from Federal | ands.

Royalty Management Program Query System. A conputer system
application operated by the Mnerals Managenent Service that provides
online access to historical royalty and reference data through a
client/server environnent. RQS provides access to standard reports,
graphs, custom zed queries and reports designed by individual clients,
and ot her systens applications.

RPC — Royalty Policy Committee. A commttee established in 1995 as
part of the M nerals Managenent Advisory Board to provide
recommendati ons and gui dance on royalty nmanagenent policies and
procedures. RPC is conposed of representatives fromthe Western
Governors Association, Wstern States Land Conm ssioners Associ ati on,
States, Indian Tribes and allottee organi zations, the mnerals

i ndustry, other Federal agencies, and interested nenbers of the
general public.
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RSFA — Federal Oil and Gas Royalty Simplification and Fairness Act,
110 Stat. 1700. Public Law 104-185, as corrected by Public

Law 104- 200, enacted to anmend the Federal G| and Gas Royalty
Managenment Act of 1982 and revise M neral s Managenent Service
procedures in several respects.

RVD — Royalty Valuation Division. A Division of the Mnerals
Managenent Servi ce Royalty Managenent Program responsi ble for assuring
that royalty reported and paid, for production renoved from Federal
and Indian | ands, is based on proper value. RVD also establishes and
mai ntai ns regul atory policy and procedural standards to provide a
consi stent basis for value determ nation

Secretary —Secretary of the Interior.

SEMP —Safety and Environmental Management Program. A programin

whi ch of fshore operators devel op a plan describing the conpany’s
overal |l safety and pollution prevention policies and procedures. The
pur pose of the programis to reduce the risk and occurrence of
accidents and pollution associated with offshore oil and gas drilling
and production operations through active risk nmanagenent.

S/P Subcommittee — Sodium/Potassium Subcommittee. A subconmittee
formed by the Royalty Policy Coonmittee to assist the Mnerals
Managenment Service in drafting revised regul ations that would govern
royal ty val uati on procedures for sodium and potassium Significant
changes in the sodi um and potassiumindustries have occurred since the
original regulations were developed in 1978. The subcommittee is
conposed of Federal, State, and industry representatives.

State and Tribal Royalty Audit Committee Network. A Royalty
Managenent Program wi de-area network designed to facilitate data
access and the rapid exchange of information between States, Tribes,
and Royal ty Managenent Program personnel. STRACNET currently provides
online access to 16 State and Tribal sites that have cooperative audit
agreenents under sections 202 and 205 of the Federal G| and Gas
Royal ty Managenent Act of 1982. Laptop conputers have al so been
provided to Louisiana representatives who nmaintain a cooperative audit
agreenent under section 205 of the Federal G| and Gas Royalty
Managenent Act of 1982.

Strategy — Inspection and Enforcement Strategy. A Bureau of Land
Managenment plan that identifies mneral inspection priorities for the
fiscal year based on resource availability and program enphasis.

Treasury —Department of the Treasury. A Cabinet-|evel departnent in
t he Executive Branch of the Federal Governnment responsible for the
financial resources of the United States. The Treasury is responsible
for regul ating national banks, determ ning international economc
policy, collecting inconme taxes and custons duties, reporting
Governnment daily financial transactions, and manufacturing coins and
bills for circulation.

69



WPT —Windfall Profit Tax. An excise tax on a windfall profit from
taxabl e crude oil renoved fromthe prem ses of Federal |eases after

February 29, 1980. The tax applies only to production fromwells in
the United States or its possessions. Congress repealed the tax on

August 23, 1988.
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APPENDIX
STATISTICAL HIGHLIGHTS

Mineral Revenue Collections, FY 1996-97 (In Thousands)

By Land Category

Federal O fshore Lands
Federal Onshore Lands .
| ndi an Lands

TOTAL .

By Revenue Source

Total Royalties . . . .
Total Bonuses & Rents .
TOTAL .

FY 1996 FY 1997 D fference
$3, 785, 087 $4, 761, 643 $ 976, 556
979, 356 1, 211, 065 231, 709
145, 791 196, 462 50,671
$4, 910, 234 $6, 169, 170 $1, 258, 936
$4, 089, 857 $4, 753, 453 $ 663,596
820, 377 1, 415, 717 595, 340
$4, 910, 234 $6, 169, 170 $1, 258, 936

Mineral Revenue Disbursements, FY 1996-97 (In Thousands)

FY 1996 FY 1997 Di fference
Offshore Federal Lands
Hi storic Preservation Fund . . $ 150, 000 $ 150,000 $ ---
Land & Water Conservation Fund 896, 906 896, 979 73
State Shares (7 States) . . . 89, 871 116, 132 26, 261
U S. Treasury: Ceneral Fund 2,695,171 3, 669, 056 973, 885
Subt ot al $3, 831, 948 $4, 832,167 $1, 000, 219
Onshore Federal Lands
Recl amation Fund . . . . $ 350, 264 $ 442,834 $ 92,570
State Shares (35 States) . . 457, 754 569, 422 111, 668
U S Treasury: Ceneral Fund 171, 338 198, 809 27,471
Subt ot al $ 979, 356 $1,211,065 $ 231,709
Indian Lands
Tri bes and All ottees $ 145,791 $ 196,462 $ 50,671
TOTAL . $4, 957, 095 $6, 239,694  $1, 282, 599

Audit Collections and Refund Denials, FY

Royal ty Managenent Program

State and Tri bal
TOTAL .

FY 1996
$30, 211

9, 517
$39, 728
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1996-97 (In Thousands)

FY 1997 D fference
$30, 601 $390

9, 559 42
$40, 160 $432



Exceptions ldentification

Programs, FY 1996-97 (In Thousands)

FY 1996 FY 1997 Difference
AFS/ PAAS Exceptions . $18, 370 $21, 340 $2, 970
AFS Exceptions 13, 283 13, 870 587
Al | owance Exceptlons : --- 26 26
Li qui dat ed Damage Assessrrents : 4 2 (2)
OCS Recoupnents . : 416 (15) (431)
| ndi an Recoupnents 209 162 (47)
| npr oper Adj ust nents 542 823 281
Royalty Rate anltorlng : 366 154 (212)
TOTAL . .o $33, 190 $36, 362 $3,172
Audit and Exceptions ldentification Collections,
Program Inception Through FY 1997 (In Millions)
Tot al
Audit Program FY 1982-97 . . . . $1,552.7
AFS/ PAAS Exceptions, FY 1985-97 . 203.9
AFS Exceptions, FY 1985-97 . . . 178. 3
Al | owance Exceptions, FY 1992-97 . . : 5.7
Li qui dat ed Damage Assessnents, FY 1987 97 : 4.4
OCS Recoupnents, FY 1992-97 . . 2.4
| ndi an Recoupnents, FY 1992-97 . 1.4
| nproper Adjustnents, FY 1993-97 . . 2.3
Royalty Rate anltorlng FY 1995-97 . 0.6
TOTAL . .o Ce e $1,951.7

Delinquent Accounts, FY 1996-97 (Revenues in Millions)

Del i nquent Accounts . . :
Val ue of Accounts Wth Surety :

Val ue of Accounts Wthout Surety*

FY 1996 FY 1997 D fference
1, 489 1, 930 441

$100. 3 $176. 1 $75.8

$ 23.2 $ 81.4 $58. 2

*The RVP i s aggressively pursuing action on these accounts.

Oil and Gas Leases, Payors, and Lines Processed, FY

1996-97

FY 1996 FY 1997 Di fference
O 1 and Gas Leases
Pr oduci ng . 25, 493 25, 409 (84)
Nonpr oduci ng 45, 043 48, 857 3,814
TOTAL . 70, 536 74, 266 3,730
Active G| and Gas Payors . 2,128 2,166 38
Ol & Gas Lines Processed Monthly 280, 936 289, 164 8,228
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