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INTRODUCTION

Many States and Irdian tribes have a tangible and
immediate interest in the adequacy of the Federal
government's royalty management system. Until recent-
ly, few have taker an active 1interest in Federal
royal ty management. For the most part, they have
been passive recipients of the periodic Federal roy-~
alty checks. Now, attitudes of the States and Indian
tribes are rapldly changing.

States recelve 50 perceat of the royalty {income
for minerals removed from Federal lands within their
borders {Alaska receives approximately 90 percent).
Royalties from Federal lands generate significant
income for several States, 1In 1980, Wyoming and New
Mexico received more than $100 million, while Utah,
Colorado, and California, received from $17 million
to $24 million. According to Interior Department
projections, the 23 States gsharlag royalties from Fed-
eral onshore leases could be collecting over $600
million by 1985, axd $1.3 billion by 1990. States
use these funds to provide essential government serv-
ices. In addition. Federal royalty revenues depos-
ited toe the Land and Water Conservatior Fund are
nmade available to the States in the form of matching
grants for the purchase and development of land and
water areas for recreation purposes.

The Indian tribes and individual Indian landowners
receive 100 percent of the royalties collected on
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minerals removed from their lands. The Federal gov-
ernment collects these fundg as trustee and turns
them over to the Indian landowners. In fiscal year
1979, nineteen Indian reservations each received over
51 million {n royalty income,
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f 300 federally recognized tribes, 240 have energy
resources, most of which are not developed. Today,
27 tribes are producing oll and gas, two produce coal
and uranium, and two produce non-energy mlnerals.
For severai tribes, royaliies from minerals are an
overwhelmingly important source of income. Total
mineral royalties from Indian lands 1lncreased by 38
percent between fiscal year 1979 and 1980, rising

from $143 million to $197 million.

Royalty income helps Indian tribes support basic gov-—
ernment services such as police and fire protection,
natural resources management, road maintenance,
health care, and education. With less Federal funding
for these services now avallable, mineral royalty in-
come has become eveu more important. On some reserva-
tions, tribal leaders see mineral development as the
key source of capital needed for economic development
and the longrerm ecopnomic security of the tribe.

THE STATES' EXPERIENCE

The States have several distinct interests in minerals
management and royalty accounting. 1In addition to
receiving royalties on minerals from Federal lands,
many States receive income on mineral development from
State owned lands. Moreover, sgeveral States impose
severance or other taxes on mineral production with-
in their borders. Consequently, for many States,
minerals management 1s a subgtantial governmental ac-
tivity. The Conservation Commissioner of Louisiana,
R.T. Sutton, told the Commisslion that minerals are
his State's most 1mportant resource, contributing
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over 50 percent {(directly and indirectly) to the
State's operating budget.

As might be expected, the Commission found great
variation i{n the States' depth of experience 1in the
financial management aspects of mineral development.
New Mexico, Califorala, Texas, and Loulgiana have
long had active royalty management programs, and
the quality of some aspects of their programs equals
or exceeds that of the Federal program. (Two of these
four States, New Mexico and California, have signifi-
cant amounts of Federal and Indian land within their
borders.) However, most of the other States that
are rich in energy wineral resources have not yet
developed sophisticated royalty management programs.

Utah State Tax Commission Chairman David Duncan des-
cribed his State'’'s response to published stories of
oil thefts and of gross underpayment of royalties:

When the news broke of these events
a few months ago, we decided to in-
vestigate our own departmental prac-
tices and policies. We found that
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the [U.S.] Department of the Interior
also pointed equally at us.... We
found ouly four or five Stdtes that
had done anything more than just
lease State lands and wait for the
checks to come in and then be car-
rled to the bank.

Duncan explained that most of the States with energy
mineral resources have assigned various aspects of
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cles that 1little has been accomplished. In TUtah,
for example, the tasks of overseeing mineral revenues
are included in the responsibilities of the State
Lands and Forestry Department, the O0il, Gas and
Mining Division of the Natural Resources Department,
the Department of Finance, the State Treasurer, the
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State Tax Commission's Assessed Property Office and
its Audit Department, the State Auditor, and flnally,
the Legislative Auditor. While each of these depart-

ments had agsumed responsibility for certain phages
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of the program, none of them had audited any oll and
gas production or purchase records, and few site
inspections were being made.

Duncan conceded that when it came to collecting
royalties on minerals removed from State lands,
Utah as yet had no means of verifying whether the
royalties being pald were correct. "We pretty much
go hat 1in hand to the companies, take the check they
give us, and say 'Thank you very much,'” he said.

Recently, however, the Utah Tax Commisslion has been
directed to coordinate the State's mineral revenue
efforts. Duncan sald that the State would be moving
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trols over State revenues from mineral development
of State and private lands. Colorado, Wyoming, aund
South Dakota officials also told the Commission that
their States have recently begun to 1increase their
attention to these same mineral revenue matters.

Indeed, in all the States with major energy mineral
resources, interest in better wanagement of revenues
is now very high. Many of the States are actively
working to 1lmprove the accountability of thelr owm
collection programs, and they are cooperating in
unprecedented ways to make the best use of the
talents and resources of each. 1In the past year, sev-
eral important multistate organizations have greatly

increased their attention to mineral revenue issues.
The organizations include the:

° Interstate 0il Compact Commission;

° Multistate Tax Commlssion;

° Western States Land Commissioners
Association;
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° Western Conference of the Council
of State Governments; and

W. Timothy Dowd, Executive Director of the Interstate
0il Compact Commission, testified that these States
have gone about the business of coordination in a way
he had never seen in 20 years of State government
experience.

For instance, the Western State Land Commissioners
Association and the Interstate 0il Compact Commission
are preparing recommendations for common data ele-
ments to be used by all States in seeking tax and
royalty information from the minerals industry. This
should ease the reporting burden on the industry and
increase the likelihood of data sharing among States.

For another example, the Multistate Tax Commission
is preparing to undertake joint audits of companies
which pay taxes on mineral production to several
States. The effort is designed to reduce the audit-
iaog costs for individual States, to 1improve the
quality of the audits, and to reduce the burden on
the industry of multiple tax audits by individual
States. In addition, States such as Colorado and
Wyoming are hiring more accountants and 1nspectors
in order to improve their minerals managemeat efforts.

All of these States would llke to see a concomitant
effort by the Federal government to coanduct the
Federal royalty management program in a more account-
able fashion. Many States expressed to the Commis-
sion their willingness to work cooperatively with
the Department to help bring this improvement about.
They believe they have important data to offer, such
as purchasers' reports and production reports submit-
ted by companies to the States for severance tax
purposes. They also believe they have some valuable
expertige in the area of revenue collection and
enforcement. They recognize the value both to them-
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selves and to the Federal government of an improved
royalty management system.

THE INDIAN TRIBES' EXPERIENCE

The strong interest in improving royalty management
evidenced by the States 1s shared by many Indian
tribes. Like the States, the tribes have widely vary-
ing degrees of experience with the problems of min-
erals management and its financial aspects. Some
have had considerable experience. Others have had
virtually none, but appear interested in galning 1t,

Several of the tribes have developed initial con-

ponents of a royalty management and site inspection
program. Tribal Viee Chairman Terry Knight of the
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Ute Mountain Ute Tribe told the Commission:

{Tlhe Ute Mountaln Ute Tribe has

aasemhlad 1+
agsembled its own oll and gas lease

files which contain copies of each
currently producing oll and gas lease
for the Ute Mountain Ute Reservation.
Card files with cssential data have
been establis-ed and are cross
referenced by lease number and
company.

Each month, we review the USGS
reports for each lease to deter-

mine the amount of pnroductisn and
ameunty OI progucticn and

royalty payment and compare thesge
amounts with the previous month's
totals. 1In this way, we can deter-
mine whether there have been unusual
drops in production or royalty pay-
ments, and can request an explanation
from both the USGS and the producer.
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The Shoshone and Arapahce Tribes of the Wind River
Reservation have engaged an accounting firm, have
conducted detalled lease analyses, and have success-—
fully billed companies for underpayments. The Black-
feet and Fort Peck Tribes of Montana, the Uintah and
Ouray Tribe of Utah and the Osage Tribe of Oklahoma
now have inspection teams monitoring reservation leas-
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for the Osage leases and have done so since 1906
under special statutory authority.

A mechanism for sharing expertise and information
among a number of tribes is the Councll of Energy
Resource Tribes (CERT). As a coalition of 29 Indian
tribes which possess substantial energy resources,
CERT has a technlcal staff to assist member tribes
in developing minerals management systems. In addi-
tion, 1in 1979, the BIA's Office of Trust Responsi-
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Resources based in Denver. That Office has provided
training to over 150 tribal and BIA employees in oil
and gas leasing procedures, including lease compli-
ance. The program has the potential for making a
major contribution to developing expertise in energy
resource management among the tribes.

All of these effortas, however, are limited. For in-
stance, the Osage Tribe's inspectors, made avallable
through the Bureau of Indian Affairs, are only six in
number and are charged with inspecting 11,000 wells.

The new BIA Division of Energy and Minerals has only
seven employees, and cannot respond to all of the

requesgts 1t recelves for assistance.

PROBLEM: NEED FOR AN EXPANDED POLICY OF COOPERATION

It seems clear that Indian tribes, like the States,
are no longer content to be the passive reciplents
of mineral royalties. Both tribes and States have
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demonstrated interest in playing a more active role
in royalty management--both site sSecurity and royalty
collection. They not only appreclate the significance
of the revenues at stake, but they want to have
greater assurance that they are recelving all roy-
altlies due them from Federal and Indian leases.

The potential for Federal, State and Indian cooper-
ation 1s great. More effective mechanisms could be
developed for sharing geveral functions--inspections,
for example. Tribal government offices are often
located closer to Indian lease sites than are USGS
offices; it may be easler for tribal members than for
Federal inspectors to perform inspections on reserva—-
tions. Other benefits may come from having States
perform audits or verify sales and production data.

The principal existing mechanism for State and tribal
participation in the Federal royalty wanagement pro-
gram 1s a recently formed advisory committee within
the USGS. Very recently, the USGS entered into
cooperative agreements with two States; 1t plans
agreements with five more States.

The Commission believes that greater State and Indian
tribal involvement would be advantageous to all par-
ties. The Federal government should encourage State
and tribal participation, recognizing the current
differences among the States and tribes in thelr roy-
alty management experience and abilities.

The present Secretary of the Interlor has already
begun to open new lines of communication wlth States
and Indian tribes, and the announcemeat of an expanded
policy of cooperation in royalty management would
provide more opportunities for such communication in
the future. The Department should plan details of
carrying out the expanded policy in concert with the
States and tribes through a Secretarial level advi-
sory comml ttee.
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It would not be appropriate, however, for the Depart-
ment of the Interlor to relinquish to the States or
tribes the entire responsibllity for the collection,
accounting, and auditing of oil and gas royalties
from the Federal leases 1in thelr domains. In the
Commission's judgment, the Federal government must,
at the very least, retain its oversight responsibil-
ity in those instances where States or Indian tribes
take over certaln royalty management functions through
cooperative agreements with the Federal government.
The Federal government wmust retain the ability to
ensure that the mineral royalties due the United
States Treasury and the Indians are pald in full.
Such oversight, however, could take the form of
periodic reviews of a State's or tribe's overall
performance in those cases where the State or tribe
has demonstrated its competence to perform the neces-—
sary functions.

Finally, the Commission's recommendations concern
only management of Toyalties from Federal and Indian
leases. The Commission makes no recommendations re-
garding the entirely separate subject of leasing
of public lands, a matter not within the scope of
the Commission's charter.

RECOMMENDATIONS

1. That the Secretary announce an ex-
panded policy of cooperation with
States and Indian tribes in the
royalty management area—-namely,
that the Department will ghare in-
formation and royalty management
functions (including ingpections)
with affected States and lndian
tribes to the maximum extent pos-
sible, consistent with its responsi-
bility to assure the proper account-
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ability of the royalties paid on

minerals removed from Federal and
Indian lands.

Z. That the Secretary appoint a formal
advisory committee, reporting to the
Secretary's Office, congisting of
representatives of States and Indian
tribes and related organizations and
Departmental officials, to develop
over a nine-month period a detafled
plan for carrying out the expanded
policy of Federal/ State/Indian
cooperation on a comprehensfve bagisg.

PROBLEM: IMPLEMENTING IMPROVED COOPERATION

The Department can begin immediately to put into

effect an expanded policy of cooperation with States
and Indian tribes. 1Indeed, cceoperation has already
begun at the {initiative of the Secretary and the
State of Wyoming. Since September 1981, the State
Auditor of Wyoming and the USGS have cooperated in
2 program  to review selected Federal leases in
Wyoming. The success of this effort, which has col-
lected more than $1 million thus far, has encouraged
other States to volunteer to conduct similar joint

programs.

The USGS has received other offers of immediate as~
sistaace. New Mexico and California have offered
to enter into cooperative agreements with the USGS
for the actual collection of royalties on Federal

leases within their borders. A few Indian tribes

have alreadvy eaxprecced { atferaa s

lready expressed interest in assuming inspection
respongibilities for leases on their reservations.
To help verify royalty payments, a number of States
have offered to share with the USGS information that
is already in their files.
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The Department should approach these offers of assis-
tance gn a case-by-case basis. 1t should take into
account the special abilities of the various States
and Indian tribes and coordinate the functions they
undertake. In an area as complex as royalty manage-
ment, close coordination of tasks undertaken by dif-
ferent entities 1is essential. In the begioning, It
would he advisable for the Department to monitor
closely the projects assigned to S5tates and Indian
tribes, or to enter into joint projects with them.

At this stage, Iimmediate cost savings should not
dictate which cooperative projects the Federal govern-
ment pursues. Projects undertaken by States and
Indians have the advantage that they_ can EF on a
small scale and be carefully controlied. They may
be regarded as experiments, with results that can
pay substantial dividends in the future.

Besides accepting appropriate offers of help from
States and Indian tribes, the Department should as-
sure, insofar as possible, that their particular
naedg are met. For example, gince Ogage Trihe acti-
;I;;;s are budgeted separately from those of other
tribal and Federal leases, the Department should as-
sure adequate inspectlion of Osage Tribe 1easest:?E a
year for royalty management purposes (site security
and verification of production).

For the early cooperative projects, auditing, 1n-
spection, and training seem .especlally appropria;e.
With these activities, the States and Indian tribes
can begin bullding institutions of thelr own, which
;III uitimately strengthen and support the Depart-
ment 's royalty management effort.

Under the Indian Self-Determination Act, the Depart-
ment has legal authority to undertake cooperative
projects with Indian tribes. The Department should
geek leglslation assuring that States and TIndian
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tribes cooperating in royalty management have adequate
authority to enforce relevant Federal laws and regula-
tions and to obtain information from private parties.

RECOMMENDATION

3. That the Secretary immediately take
steps to assist- States and tribes

in carrying out certain royalty man-

agement functions, by:

° Offering to enter into demonstra-
tion cooperative agreements with
interested States and Indian
tribes, especially for inspec-
tion of leases, audits, and
training and to participate in
the funding where appropriate.

Providing for increased techni-
cal support of Indian royalty
management activities through
the BIA's Division of Energy and
Minerals in the Office of Trust
Responsibilities and (since
Osage Tribe activities are bud-
geted separately from those of
other tribal and Federal leases)
agsuring that the Csage Tribe
has inspectors adequate to con-
duct inspections for site secur-
ity and production verification
at each lease at least once a
year.

Seeking legislation as neces-—
sary to enhance a State's or
Indian tribe's ability to
carry out royalty management
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and site security functions un-
der cooperative agreements with
the Department. Specifically,
the program should authorize

the enforcement of all applica-
ble Federal laws and regulations
by States and tribes (operating
under a cooperative agreement
with the Department) and thelr
obtaining information from com-
panles and others to the same
extent as if they were employees
of the Department. Any coopera-
tive agreements should provide
for the trangfer of funds to the
States and Indian tribes for an
appropriate portion of the costs,
based on the source of the funds
and the respective responsi-
bilities of the parties.

PROBLEM: SHARING INFORMATION

Some States gather a varlety of data related in some
way to Federal leases, either in connectlon with col-
lecting severance taxes or with managing royalties
for mineral resources on State lands. Some of the
States have offered to share these data with the
USGS to help cross check the production and sales
data received by the USGS from lessees and other
royalty payors. Because the present USGS royalty
management system is so lacking ian verification of
the reports received from companies, this kind of
information from States may prove especially valuable.

The Federal royalty managers should do an in-depth
study of the data available from the States to deter-
mine whether the data should be incorporated into the
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new royaity management system, eitler on a routine
or a speclal case basis.

The States' effort to develop common data elements for
reports submitted by mineral producing companies is
worthy of Departmental support. In addition, the
Department should examine its data n:eds carefully to
assure that the Federal data collection effort is made
as consistent as possible with the States' efforts.

One common theme of State and tribal witnesses before
the Commission was that they did not receive adequate
information from USGS, BLM and BIA. The complaint of
Wyoming State Auditor Jim Griffith wis typical:

We have found that the USGS and the
BLM are unable to provide the 3tate
Treasurer with suffictent support

+ +» « for the seml-annual chect we
recelve covering our half of
Wyoming's Federal royalties. Ve are
unable to document the source jprop-
erties for these monies ($59 m‘llion
in May 1981), and consequently, we
canaot be assured of the reliadlity
of the remitted amounts.

A New Mexico witness added that the “production de-
tail we obtain almost never coincides with the pay-
ment recelved.” The Council of Energr Resource Tribes
detailed instances where Indian tiibes alse have
received inadequate, 1inaccurate, anl untimely data
from the USGS and BIA.

Information sharing, like other cooperative projects,
ghould be reciprocal. Unless States and tribes are
to remain mere recipients of royalty payments, they
must receive adequate and timely iInformation from
Federal royalty managers. Some Stites and tribes
now have the ability to cross check USGS information
with their own data, and it {s in everyone's interest
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that this capability be exercised. As other States
and tribes improve their royalty management systems,
they too should be able to check Federal data against
their own.

The USGS has concurred with the suggestion that it
share royalty management information with States and
tribes on a routine basis, but has polnted out that
it could cost as much as $1.2 million per year to
operate an on-line data base management information
system with that capability. Other less expensive
ways of sharing data are now being explored. In
fact, on-line capability would probably rarely be
needed. Better information at the time the royalty
check is transmitted to verlfy that the amount 1is
correct, plus access to data in the lease files on a
timely, but not necessarily immediate basis, appear
feasible and not overly expensive.

The States and tribes have said that they would
like to have projections of thelr voyalty income for
future years. At present, the USGS does these pro-
jections on a limited basis upon request. An expan-—
slon of this service once the new royalty management
system is designed and 1mplemented would assist States
and tribes with their budget planning. Of course,
Federal royalty managers cannot guarantee the States
and tribes a specific income in future years, but it
can aid them in making reasonable estlimates.

In addition to sharing routine reports of sales, pro-
duction, royalries, and projected revenues, Federal,
State, and tribal auditors and {nspectors could assist
each other by sharing accumulated audit and laspection
information through a central data bank. The Federal
government, States and Indian tribes need to know
which lease sites and which accounts require special
attention. For example, companies which have repeat-
edly underpaid could be identified in such a cen-
tral data bank. Similarly, lease sites which are
especially vulnerable to theft could be identified
and flagged for closer scrutiny by both Federal and
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State or Indian inspectors. A joint data bank of
auditing and inspection results would be beneficial
to both the Federal government and the

Indian tribes.

RECOMMENDATION

That the Department substantially
increase the two—way flow of {n-
formation between the Department

and the States and tribes by:

o

Actively supporting the on-
going effort of States to devel-
op common data elements for in-
dustry reporting, amd by examia-
ing Federal data needs to make
the Federal data collection
effort as consisteat ag possible
with the States' efforts.

Identifying those sources of in-
formation which States and
tribes have which will agsgist
the Federal royalty managers in
dssuring that royalties col-
lected are correct and site
security rules are observed; and
entering into agreements with
these States and tribeg to ob-
tain this information on a
routine basis.

Designing and implementing a
8ystem of sharing with the in-
dividual States and Indian
tribes on a timely basig all
Information which the Federal
royalty program collects con-
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cerning leases within their
respective boundaries, including
information at the time the
checks are distributed to verify
the accuracy of the royalty pay-
ments and to audit the accounts
if vnecessary.

° Countinuing and expandlng upon
the past USGS policy of making
forecasts of future royalty
revenuyes when requested to do so
by a State or Indian tribe,.

° (Creating a central data bank of
Federal, State, and Indian audit
and site inspection results so
that Federal, State and Indian
auditors and inspectors can have
a comprehensive source for
checking royalty payor and/or
lease operator performance.

PROBLEM: SUPPORTING AUGMENTED AUDITS AND INSPECTIONS

The Commwlssion has recommended thar Federal royalty
managers undertake, 1in cooperation with interested
States and Indian tribes, an augmented program of
the critical auditing and inspaction functioms. It
is important to develop a solld, rellable basis for
funding such ingpections and auditing. Even now,
when interest in improving royalty managemeat is at
a peak, it is difficult to find enough funds for
basic auditing and inspection needs. A supplement
to the fiscal 1982 budget will be required to pay for
the minimum oumber of “look=back” audits. Likewige,
even an augmented Federal foree of 100 field inspec-
tors for 17,500 onshore oil and gas leases (as now
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planned by USGS) will still be nowhere near suffi-
clent for adequate monitoring of site security and
verification of production.

Federal resources for auditing and inspection have
foreseeable limits. To ensure that State and tribal
participation becomes a reality, it is necessary to
1dentify and earmark funds Ffor that purpose. The
Commission recommends the establishment of a self-
sustaining fund supported by a small deduction from

oll and gas vroyalty income from all Federal and
Indian leases.

In effect, the U.S. Treasury, the States and the
Indians--all the beneficiarles of royalty 1income-——
would be making a contribution to better managemeant
of royalties. In the Commission's judgment, the
modest share which each would contribute to the
program would be repaid many times over, both {in
higher royalties, and in greater confidence that
all royalties which should be paid are being paid.

It must be emphasized that the self-sustaining fund
should not be used to pay for the basic, continui ng
royalty management program which 1s covered by the
Federal budget. Nor should it be used as a device to
avoid including a full complement of audirs and in-
spections in the basic, continuing program. Rather,
the fund must be devoted to the speclal augmented
program of audits and taspections, much of it done
under contract by States and Indians.

Money from the fund could also be used to pay for
special "emergency” audits, conducted perhaps by
private contractors wunder the Department's super-—
vision. Occasionally, a situation {s discovered that
merits immediate auditing attention. Yet in Federal
budget preparation, funds for new programs must usu-
ally be planned three years Iin advance. A new prob-
lem of undervaluation of oil or gas, for example,
could drag on unresolved for years if audits directed
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to the problem had to wait for funds from the regular
budget .

The Commission contemplates an initial levy of one-
half of one percent from all royalties. Based on 1981
net royalty revenues (after deduction of the Windfall
Profit Tax) of about §3.1 billien, the fund would
extract $15.5 wmillion--enough to fund a good sup-
plemental audit, inspectlon, and tralning program.
States with royalty income in the $20 million range
(e.g., Colorado, California and Utah {n 1980) would
contribute $100,000 each. Tribes with royaltyoén—
comes of $1 million would each coatribute $5,000.
More than three—quarters of the contributions to
the fund will come from offshore Federal leasii
(which account for over three—quarters of all rovya

ties).

Two objections have been raised to"creating a silf—
sustaining fund. First, 'farmi;ked funii ingtftiz
of budget control. money

Eiilg:tup beyong reasonable levels, 1t may ?e §pezi
too freely; or 1f 1t 1s retained in the fund,
denies those who paid into it the use of the monei
for other purposes. To assure that this i?eidng
happen, the Commission believes the fund shoufi ‘i
closely controiled by the Secretary. Afrer ; eld rzﬂ
five years of the program, the Secretary shou ant
just the levy as needed, between zero and one pe;ceds
of total royalties collected, 5o that excess fun

are not allowed to build up.

The other objectlon came fron som 22oiosp e teral
n tribes. They argue a
égc\lri:nmnt's trust responsibiltty is to perfo;m 3}112
royalty collection services without chargeltr? e
Indians. The Commission does not agrei iztn i
view, The Congress has passed laws author g
llection of reasonable fees from Indlan tribes to
oo the cost of work performed by the Federal
f;g:::nment on their behalf. These laws have been

upheld 1n court.
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If the fund levy taken from a tribe exceeded the
goverument's cost of performing the joint activities
for the tribe, then the tribe as trust beneficiary
might have a justifiable complaint. However, the
proposed rate of one-half of one percent is suffi-
ciently low that the 1ssue should not arise.

In the opinion of the Commission, the Indlans and
the States as well will benefit greatly from the
use of the Fund, especially considering that all
royalties collected for oifl and gas taken from
Federal and Indian lands--offshore as well as on-
shore--will be included.

RECOMMENDATIONS

5. That the Secretary of the Interior
seek legislation to establish a
self-sustaining fund which would:
® Pay the costs of supplementary

audits and lease production

related inspections that are
above those planned for and
funded by the routine Federal
royalty management budget. No
environmental or site safety
inspection functions would be
financed by this fund and the

fund would not be used as a

Substitute for a full audit and

inspection program under the

routine Federal royalty manage -
ment budget.

Reimburge States, localities,
and Indian tribes for costs
they might fncur for their part
In any audits, inspections or

States and Indian Tribes

enforcenent done under coopera-
tive or contractual arrangements
with the Federal royalty manag-
ers with regard to mineral

leases on Federal and Indian
lands. Federal costs associated
with the cooperative agreements
would also be covered. These
activities would include cnly
those efforts done solely by the
States, localities, or Indian
tribes, those done jolatly with
the Federal royalty managers,

and those done by contractors

for any of these partles, under
the terms of a cooperative
agreement.

That the Secretary establish and
maintaln the fund by taking a per-
centage of the royalties collected
from all existing and future
Federal and Tndian leases (both
offshore and onshore) before any
funds are distributed to the

States, Indlans, or the U.S.
Treasury.

That the legislation allow the

Secretary, after the Elirst five

years, to adijust the level of the
levy between zero and one percent
of the total royaltles collected.
For the first five years, the levy
should be set at one-half of one
percent of such royalties. The

yearly budget for the fund should
be subject to Executive Branch and
Congressional review and approval.
After the first five years, the

fund balance should not be allowed
to exceed an amount equal to the

135
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sum of the funds expended from the
fund for the previous three years.
In the event that the levy would
result in excess monies accumulating
in the fund, the Secretary would be
required to adjust the fund by re-
ducing the levy rate or by suspend
ing the levy (reducing it to zero)
for an appropriate period.

PROBLEM: ENSURING TIMELY PAYMENTS

With the increased costs of borrowing money, States
and Indian tribes have become much more aware of de-
lays 1n the Department's system of distributing roy-
alties. The States are also conscious of the fact
that they do not share in any interest paid to the
USGS for underpayments and late payments by lessees.

Regular royalty distributions are required to be made
to the States as soon as practicable after each six-
month period of collection (ending March 31 and Sep-
tember 30 of each year). New Mexico representatives
told the Commlssion that it takes 45 days after the
close of the period before their State receives
payments due. Assuming a 12 percent interest rate,
the 45 day delay in receipt of money costs New
Mexico $1.6 million each year 1a unearned interest.

In addition, testimony presented to the Commission
1ndicates that it takes an inordinate length of time
for the Indian royalty revenues to get to the tribes.
Apparently, these checks travel a circuitous route
through the offices of the Department before finally
reaching the Indians. 1In addition, individual Indian
landowners often must wait a considerable time before
the funds due them are disbursed.
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Congequently, State and tribal witnesses before the
Commlssion urged that the Department improve the
timeliness of its payments to the States and Indlians
and allow States to share in interest and penalties
pald for late payments and underpayments. (The Ind-
lans already share in interest charges but not pen-
alties for late payments.) The Commission agrees
with these re&quests of the States and Indian tribes.

RECOMMENDATIONS

7. That the Federal government share
with the States and Indian tribes
both interest and penalties paild
for late payments and underpayments.

8. That Indian tribal royalty payments
be deposited immediately 1in inter-
est bearing accounts and electronic
transfer be actively encouraged;
and that the Department seek ways
to accelerate distribution of roy-
alty payments to the individual
Indian landowners.

9. That distribution of royalty funds
to the States be made as quickly as
possible after the close of the
reporting period, and that the
Secretary consider seeking legisla-
tion to allow payment of the States
share of royalties more frequently
than once every six months.
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CHAPTER SEVEN

INTRODUCTION

The Conservation Division of the U.S5. Geological
Survey has been respansible for rcoyalty masagement
since 1926, During the last 20 years it has been
criticized by the General Accounting Office, the
the Interior Department's own Office of Audit and
Investigation and Inspector General, Congressional
Committees, Indian tribes, and the States. These
critics have recommended tightening the royalty man-
agement internal controls, enforcing the require-
ments on site security, reconciling out-of-balance
accounts, and Improving both the quality aoed quan-
tity of personnel connected with royalty management.

That the USG5 has falled, over a 20-year period, to
correct the basic 1inadequacies cited repeatedly by
critics raises the question of whether the USGS will
ever effectively manage royalties.

Because the amounts of royalty payments are in-
creasing rapidly, repairing the Federal goveranment's
royalty management system is more urgent than it was
20 years ago. 1In 1960, the USGS was responsible for
collecting $123 million in royalties. In fiscal year
1981, royalties were $4.1 billion. In 1960, the Fed-
eral government distributed $35 million in royal-
ties to the states. The amount distributed in 198D

was $315 million.

In short, royalty management today 3s a large-scale
business enterprise. It is being run by a sclentifi-
cally oriented agency far more attuned to geologic
research than to financial management.
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Reorganization of governmental functions is often
recommended as a scolution to complex problems. It
1s often the wrong solution. Reorganization may
obscure the need for more fundamental changes; or it
may disrupt ongoling activities and confuse reporting
relationships, lines of communication, and definition
of the organization's mission.

For these reasons, the Commission approached the
possibility of organlzational changes in the roy-
alty management program with caution. The Commission
focused first on needed changes in the program itself.
Initially, the Commission took the wview that any
change in the organizational location of the royalty
management program could be disruptive and probably
was not necessary or desirable.

However , as the Commission 1inqulred more deeply in-
to the past performance of the USGS, considered the
management skills USGS is applying to {improvements
in the royalty management system, and assessed the
likelihood that USGS would carry out further im-
provements 1In a satisfactory manner, the Commlssion
concluded that organmizational change in royalty man-
agement 1s necessary. In fact, to assure that the
problems of the past are not perpetuated, a change
is egsential. The Commission concluded, moreover,
that an organizational move should cause little dis-—
ruption.

In reaching these conclusions, the Commission was
well aware that the USGS is making major changes in
its royalty management program——changes initiated in
1979 when the General Accounting Office 1ssued yet
another report strongly critical of the Survey's
longterm performance in royalty management. How-
ever, the Commission concluded that the management
skills of USGS leadership are not those required for
strong royalty management, and that efforts by the
Survey's leaders will not be enough to overcome
longstanding problems assoclated with the preseut
location of the royalty management program.
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The Commission gave serlous consideration to three
alternatives to the present situation: (1) creating
a new Division for the royalty management program
within USGS; (2) moving the royalty management pro-
gram itself out of USGS; and (3) moving the entire
Conservation Division, of which royalty wmanagement
is a part, out of USGS, as a possible first step
in the c¢reation of a minerals management office.

THE PRESENT SITUATION

In order to understand the advauntages and disadvan-
tages of these three alternatives, the Commission
reviewed the current structure of the USGS, the
relationships of the royalty management program to
other Departmental offices concerned with royalties,
and the role of the royalty management program in
the broader area of minerals management.

The U.S. Geological Survey is an esteemed scientific
organization dedicated to the pursuit of the earth
sciences. Its primary mission is fo explore and map
the geologlc resources of the United States and to
advance the sclentific understanding of geologlcal
phenonemona as they relate to the beneficial use of
the vesqurces of this country.

The USGS has been referred to as the "rock” on which
the geologle profession in this country stands. It
is not common for a governmental agency to be looked
upon as a leader in a scientific field. Yet, last
year some 4500 sclentific papers in geology and re-
lated subjects were published by the USGS, and the
relationships between the USGS and academic and pri-
vate research 1n geology are remarkably strong. In-
dicative of the scientific nature of the BSurvey is
the fact that the Directors of the Survey have always
been outstanding scientists 1a the field of geology.
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New directors are usually chosen from a panel of
candidates recommended by the National Academy of
Sciences.

Within this scientific organization is the Conser-
vation Division. Its staff consists primarily of
engineers and others of related professions. Many
of 1ts functions are regulatory and operatlonal rath-
er than scientific. The primary mission of the
Congervation Division 1is to ensure the efficient
recovery of mineral resources irom Federal and Tndian
lands. The functions of the Division include:

° Evaluation of resources, including
classification of public lands to
identify areas with valuable leas-
able minerals and water power or
water storage potential.

® FEvaluation of mineral resources on
public lands that are exchanged,
sold, or made available for devel-
opment and production,

® Supervision of exploration, devel-
opment, and minerals production
operations on Indian lands and
Federal onshore and of fshore lands.

Last, and wunfortunately 1eas£, of the Division's
functions, is the collection and management of roy-—
alties from Federal and Indian lands, including in-
spections to ensure site security and to verify pro-
duction and sales.

Of the 2300 people in the Conservation Division, 350
are directly invelved in royalty management including
approximately 28 staff-years devoted to inspections.
Since the Division's activities are integrated to
some extent, theére is some overlap of activities.
For instance, administrative and computer activities
of the Survey support royalty management, as they
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do other USGS activities. RNone of these latter re-
sources are counted in the figures given above.

Until recently, the royalty management program was
completely "integrated"”--or perhaps submerged--in the
rest of the Conserwation Division. The Offshore and
the Onshore sections of the Division both had royalty
management functions which were dispersed in eleven
area offices. There was no overall royalty management
program in the Division.

A recent reorganlzation of the Division has created
a separate sectlon .for royalty management under a
Deputy Division Chief for Royalty Management. The
Division's 138 field inspectors for oil and gas leases
(75 offshore, 63 onshore) are still totally "integra-
ted” and spend only about 20 percent of their time on
activities related to royalty management (i.e., site
security and production verification}.

The Conservation Division has most but not all of the
responsibllity for royalty management. Two other
Departmental Bureaus play important roles. The Bureau
of Land Management (BLM) administers all leasing ac-
tivity on public lands and maintains master lease
files. The Conservation Division is dependent upon
BLM for updating of lease owmership information which
is helpful in tracing royalty payors. In addition,
once royalty tTunds are collected by USGS, they are
deposited 1n the U.S. Treasury and disbursed by the
BLM to the States, as approprilate.

The Bureau of Indian Affairs (BIA) administers the
leasing activity on tribal lands, in consultation with
the tribes. It also administers leasing activity for
individual indians (allottees). BIA also recelves
royalty checks from USGS and distributes them to the
tribes and individual Indian landowners. In addition,
BIA has a somewhat ill-defined mission of assisting
USGS in its interaction with the Indian tribes in
the entire leasing area. - BTA rather than USGS, has
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the authority to recommend the cancellation of leases
on Indian lands.

In the broader area of Federal minerals management,
the Conservation Division 1Is charged with only a
portion of the program. The entire minerals manage-
ment program includes:

° The identification of potential
minerals development by geographical
location;

Evaluation of possible locations to
estimate the quality and quantity of
minerals;

Environmental impact assessment;
Initiation, issulng, and manage-
ment of mineral leases;

Royalty management; and
Site inspection.

The Conservation Division is a major actor in this
minerals management activity, but other divisions
within the Geological Survey, and the Bureau of Mines,
the Bureau of Land Management, the National Park
Service, the Bureau of Indian Affairs, the Office
of Surface Mining, and the Agriculture Department's
Forest Service all play important roles. The con-
solidation of these minerals management functions in-
Lo a single organization has sometimes been suggested.

Because of the nature of the Conservation Division,
i1t is not surprising that the Division's top man-
agers, Including its Chief, come primarily from engi-
neering and related professions, rather than from fin-
ancial management and other management disciplines.
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The recent recrultment program to find a new Chief
of the Conservation Division was a case 1in point.
Only persons wlth sclentific or engioneering back-
grounds were eligible to apply. Persons with only
financial management expertise or other general man-
agement experience were automatically excluded from
consideration. While this policy may have met the
engineering needs of the Division, it did not address
the need for top level management attention to roy-
alties.

Given the interests and background of top managers,
both in the USGS and its Conservatlion Division, it
is almost 1inevitable that the royalty management
function has lacked the type of active high level
management support that could help it to overcome
the difficulties which have been so clearly iden-
tified by repeated GAO and 1internal Departmental
reviews.

A rather passive management style, which 1s often
appropriate in sclentific organizations, has taken
its toll on the royalty management program. This 1ig
true in the field offices as well as in headquarters.
In the field, the inspection effort for royalty
management purposes has usually been assigned iow
priority. It has recelved no coordinated direction
even during the last year, when the poor performance
of the Survey in site security has come to public
attention.

Royalty management is no longer a small collection
effort which can be managed while buried in a large
engineering or scientific organization. Its perform-
ance has become a severe embarrassment to the Depart-
ment. It is the Commission's judgment that the de-
mands for quality improvements will not be met un-
less the organizational location of this program is
changed. As the Commission considered the matter {in
depth, the {ssue became not whether the program should
be moved, but where 1t should be moved and when.
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ORGANIZATIONAL NEEDS

The Commission identified five major needs that can
be met in part at least, by appropriate location of
the royalty management program. The Commission as-
gessed possible alternative reorganizations in terms
of their ability to meet the identiffed needs with-
out intreducing serious new difficulties.

These five organizational needs are:

1) Creating a distinet, clearly visible mission
for which the royalty management organization can be
held accountable by higher management and by the pub-
lic. Because the size and complexity of the royalty
management task have grown so rapidly, some difflcul~
ties and failures {a handling the task are understand-
able. What is most disturbing about the USGS perform-
ance is that failures were identifled time and time
again, and yet USGS management allowed the poor per-
formance to contlnue. The Commission believes that
the status quo was tolerable to top managers, in part
at least, because the royalty management program wWas
almost invisible and its wmission unclear.

2) Obtaining an adequate budget and attracting
high quality managers with the necessary specialized
experience. It may have been possible in the dis~
tant past to operate a royalty management program
with small funds and management by engineers and
scientists who are capable 1in their own fields,
but inexperienced in financial management and ather
broader administrative management skills. This 1s
Not the case today. The program 1s too important to
the Treasury of the United States, the States, and
the Indian tribes, and is tco complex to be adminis-—
tered like other Geological Survey programs. Roy-
alty management needs competent, active, problem-
Solving involvement within the program and at the
bighest level of the Department. A reorganization
should offer the Opportunity to improve the macagement
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opportunity to improve the management of the royaltry
program by removing bureaucratic impediments and hir-
ing new managers for new positions. The good inten-
tions of the present managers of the royalty program
cannot overcome their fundamental lack of financial
management expertise commensurate with the complexity
of the task.

3) Improving communication and coordination
within the royalty management program, with other

agencies and government entities, and with outside
groups. Reorganizations break old lines of communi-
catlon and create new ones, Reorganization of the
royalty management program should be planned to 1am-
prove those communicatlons which are wost important
for efficient operations in the future. It is essen—
tial to strengthen communication between ilnspectors,
accountants, and auditors 1n the royalty management
program.

Improving communication with the States, Indian
tribes, and Congressional committees is also essen-—
tial. For example, many of the Commission's recom-—
mendations concern joint efforts with States and
Indian tribes to monitor site security and verlfy
production. Without coordination and communication,
these efforts cannot succeed. For some of the Commis-
sion's recommendations, communication with 1industry
1s vital; for example, the requirement of a purchas-
ers' statement or the requirement for documentation
of oil.

Also highly Llmportant is communication between the
royalty management program and the Bureau of Land
Management, the Bureau of Indian Affairs, and related
mineral management activities throughout the Depart-
ment. At the same time, lower priority areas for
communication should not be neglected. Functions
should be assigned so as to avold duplication as

much as possible.
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4) Avoiding disruption, insofar as possible, to

the royalty management program. USGS has major
changes to the royalty preogram under design. The
Commlission believes these changes, by and large,
will take the program in the right direction (al-
though some planned changes need te be modified,
as indicated elsewhere in this report). It would be
a mistake to disrupt this improvement process signif-
icantly.

Upon close examination of the ongoing activities in
the USGS, the Commission concluded that a change 1n
placement of royalty management would not 1interfere
with these {mprovements in any major way. The recent
reorganization within the Conservation Mvision has
already separated out royalty management from other
Division activities. A major geographical relocation
of royalty management employees is already underway.
Moreover, most of the design work for improved rovalty
management is being conducted by contractors.

Consequently even if the royalty management function
alone were moved from 1ts present location in the
Survey's Conservation Division, its activities would
experience only a minimal degree of additional disrup-
tion. In addition, the Commission concluded that 1if
a cholce must be made between speed of implementation
of the lmproved system on the one hand, and improving
the quality of the program through reorganization on
the other, the preference must be given to quality.

5) Reducing interference from royalty manage-
ment responsibilities with the Geological Survey's
primary scientific mission. Although the Commis-
sion's charter concerned only royalty management rath-
er than the overall mission of the USGS, the Commils-
slon could not ignore the fact that the royalty
management program has interfered significantly with
the primary scientific function of the USGS. This
interference should be reduced if posgible.
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ORGANTZATIONAL OPTIONS

The Commission was convinced at the end of 1its in-
quiry that the present otganizational 1location of
the royalty management program is unacceptable.

The Commission seriously considered three major al-
ternatives to the present placement:

1) Creation of a separate Division of Royalty
Management {(including inspection) WITHIN the USGS,

with a review within two years to determine whether
the program should be moved completely out of USGS.

2) Creation of a separate Office of Royaley
Management (including inspection} OUTSIDE of the
USGS, reporting to an Assistant Secretary or perhaps
the Under Secretary.

3) Creation of a separate Office or Bureau of
Conservation, by moving the Conservation Division out
of USGS and formlng a separate unit for Royalty Man-
agement (including inspection) within the new Bureau.

The Commission briefly considered moving the royalty
management program to the Bureau of Land Management,
but concluded this would be a mistake. It would offer
little improvement in terms of the organizatiomal
needs identified by the Commission. BLM is already
seriously overburdened with critical land management
responsibilities. A transfer to BLM of the royalty
management program would hamper the acconmplishment
of BLM's other missions and would not enhance the
management of the royalty program.

The Commlssion also briefly considered recommending
that the Internal Revenue Service (IRS) assume the
royalty management function, but the IRS representa-
tives who testified before the Commigsion were very
firm 1n their position that the mission of IRS should
continue to be restricted to tax collection and not
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be expanded to the coallection of other kinds of rev-
enue. The Commlssion concurs.

In a1l th tion function
would accompany the rest of the royalty management
functions, The Commission believes that inspection
must be an integral part of an improved royalty
management system. Inspection is essential not only
to assure the security of lease sites against theft,
but also to provide an independent check of companies'
production reports. As discussed 1in preceding chap-
ters, inspectors can verlfy production by such means
as monlitoring of well tests, observation of wells in
production and checking the accuracy of meters. At

r\f'ae/:r\!' thara ara tno fau i nnnnnfinnc for rheooo
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purposes (see Chapter Five, Enforcement). If royalty
management were severed from the lnspection force,
in all probability wverification of production and
site security would receive even less attention than
they do now.

Firm integration of the 1inspection function with
royalty management could make it necessary to hire
additlional inspectors for environmental and safety
concerns. When royalty management 1is moved, some
inspectors (those best trained for environment and
safety standards) coul. remain behind in the Conser-
vation Division. ‘ih» USGS would then need to repro-
gram or request additional staff positions for the
ingpection functinns remaining in the Conservation
Division. Royalty management would also need addi-
tional field inspectors, to assure that every lease
site receives at least one thorough laspection each
year for site security and verification of production.
The Commission rejected as lnadequate the suggestion

that the new royalty management “"buy" its {nspection
services hv contract from the Congervation Divigion

COHALIal L LOnNeelyall on JAVIS100,.

The argument may be made that a "dual” inspection
force is duplicative and inefficient. On the contra-

*u

ry, the Commission believes that field inspectors will
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be better tralned and more effective if their duties
are not defined tooc broadly. The inspectors in the
royalty management program will be specialists 1in
seeing that site security rules are observed and in
verifying production. They will be able to spend
adequate time on these tasks and to apportion the
time they spend at various sites according to the
priority needs of royalty management. (For example,
they may give high priority to checking site security
on leases that are vulnerable to theft, or to verify-
ing production on leases where company Teporis have

been prone to error.)

Safety and environmental inspectors will have differ-
ent speclalized skills. They will select sites to
visit on the basis of quite different criteria and
needs and the enforcement strategy of the two {inspec-
tion staffs will be different. With 18,762 lease
sites (17,500 onshore), it would be a rare occurrence
indeed that 1inspectors from the two different staffs
would visit the same site anytime near the same date.

The Commission carefully weighed the advantages and
defects of each alternative reorganization. The
major arguments Ln favor of each of the three alter-
natives are presented below.

1) Creation of a separate Division of Royalty
Management WITHIN USGS, This alteraative ianvolves the
least disruption of present activities. It allows the
maximum communication with those engineers and other
personnel who would stay behind in USGS if the royalty
managemenl program were to be moved out of USGS en~
tirely. This alternative minimizes the possibility
of creating duplicate functions (such as englneering
and computer expertise) in the new organization.

On the other hand, this alternative does little tao
improve communications with BLM and BIA and policy
officials in the Department. More importantly, it
does not satisfy very well other needs ldentified hy
the Commission--namely, defining a clear, separate
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mission, obtalning sufficient budgetary resources and
attracting high quality management, and reducing in-
terference in the scientific mission of the USGS.

The separate division would give better visibility
and accountability to the royalty management program
but not nearly so much as the other two alternative;
considered. The Commission also doubts that the
new division would have enough status to attract the
high quality management needed to lead the program
in the future. The new division would have to con-
tinue to compete against the scientific Program for
resources and the attention of the top management ,
Conversely USGS would still have the task of trying
to manage this complex and functionally different
program to the disadvantage of its sclentific pro-
gram.

2) Creation of a Separate Office of Royalty

Management OUTSIDE of USGH,™ 1Inis alternative wonld
create a treestanding office outside USGS devoted
entirely to royalty management (including 1nspec-
tion). It would report to an Assistant Secretar

oY possibly to the Under Secretary. g

The USGS has been the "mother” of organizations which
began as operational Programs within the Survey and
which now have indepeundent status, namely, the Bureau
of Mines, and the Bureau of Reclamation. Separatin

the royalty management Program out of the USGS 1§
therefore consistent with previous Departmental reor-
ganizations which sought to keep the USGS wission
focused on sclentific rather than on operationg]l
matters.

This alternative gives the royalty management office
a single mission and makes {t clearly accountable
for 1ts performance. Of the three alternatives con-
sidered, this one provides greatest visiblility, clar-
ity of mission, and accountability. As an i&depen—
dent office, it would no longer have to compete with
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the other portions of USGS for resources. The crea-
tion of a separate office entirely devoted to royalty
management should enhance the Department's ability
to find highly qualified managers to lead the pro-
gram in the future. With this alternative, communi-
cation with other Departmental offices such as BIA
and BLM, and with outside groups such as States,
Indian tribes, Congressional committees, and the in-

dustry should also be improved.

On the other hand the argument could be made that
isolating the program from USGS would subject it to
contradictory pressures from outside interest groups
and Congress which it would not have the strength to
withstand. Also, an independent royalty management
office would not have any resources devoted to other
functions and therefore could not quickly reprogram
staff and funds to royalty management on an emergency
hasls, as, for instance, the USGS can do. The self-
sustaining fund recommended by the Commission else-
where in this report, however, would help to meet
the new office's emergency resource needs.

With this alternative, there might be some difficulty
in maintainiog communications with engineers and other
inspectors left behind in the USGS. Some duplication
of functions could occur since some englneering,
computer, and administrative expertise would have
to be either moved or created anew. Disruption of
ongoling activities would be greatest under this al-
ernative, but would not be major 1n any case.

Office O

Bureau or

arate

3) Creation of a_ Sep

move the entire Conservation Division (except for
certain minor water-related Ffunctions) out of the
USGS. A separate Bureau or Office would be created
reporting to an Assistant Secretary. Royalty manage-
ment would be a separate division with its own in-
spectors within this new bureau.
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This alternative represents a middle ground in terms
of providing royalty management a separate, clearly
visible mission. Although royalty managemeut would
be in a unit separate from the other functions 1in
the new bureau, {its position would be much the same
in the bureau as it is now in the Conservation Divli-
sion. On the other hand, the entire function of
royalty management would be on a higher level in the
Department's organizational structure. Bacause the
other functions of the Conservation Dvision would
continue to dominate in the new Bureau, it 1g 1tkely
that top management would remain more or less the
same as it is now. The Commission is doubtful that

the new bureau or office could attract the necessary
high quality management talent for a royalty manage-

ment unit located within the much larger bureau,

One feature of this alternative is that it provides
the opportunity for the Secretary at some later date
Lo consolidate the minerals management activities of
the Department into the new organization. The Con-
servation Division 1is a core around which such a
new comprehensive organization focused on minerals
management could be formed, However, from the point
of view of improving royalty management, thig further
reorganization has little advantage and rajges the
possibility that the royalty management program could
be once again buried in a large organization which is
charged with a very differeat mission.

THE COMMISSION'S RECOMMENDATIONS

The Commission strongly recommends that the Secretary
not allow the present organizational placement of
royalty management to continue. All the alterna-
tives outlined above offer a better placement for
this function of growing importance. Left where it
Ls, the royalty management program cannot function
effectively and it is likely to continue to be an
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embarrassment to the Department. Both a new orizni—
zational location and new managers are needed. ; 225
the available alternatives, the Commission i;ca—
moving royalty management out of the USGS to a loca
tion to be determined by the Secretary, but FEPOUndei
to an Assistant Secretary, or perhaps todt 2351 e
Secretary. The Secretary may wish to consifer P01i§
ing the program to the Assistant Secretary oiem ora§§
Budget, and Administration, at least on a p

basis.

In making 1its choice, the Commission placed the
greatest weight on the following factors:

distinct, clearly visi-

ureau

of a Departmeﬁtal rl 2
he status of a small of-
USGS) and elevating it to t
éice ;ithin the Department will eliminate 1éonfﬁica
with other USGS activities, thereby focus :g g
level attention directly on royalty management.

..... elevating the

status of royalty management provides no g::;:;;i:
of an adequate budget, at least the budget e rale
will be made by top level Departmental © i Th;
familiar with the past problems of the prﬁﬁ;aét ton
higher status of the program will help aam’s sreat~
quality managers who will welcome the progr e
er visibility and accountability and thsitive o
service in this important program as a P

hancement of their careers.

2) The need to obtaln adeguat

tract high quality managers. Althoug

3) The need to improyve communication and coordi-,

et e Tovally
location as a

Removing
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to the status of a separate office will encourage
other agencies, within the Department and outside,
te pay attention to royalty management. Royalty
management will not be considered an insignificant
actlvity lacking top level attention. Furthermore,
because the royalty management office will have top
level support, it will be able rto respond to the
concerns of States and Indian tribes and cooperate
successfully with them. It will also be 1n a better
position to communicate and coordinate with industry
on royalty management problems. Fipally, during the
next several years many Secretarial and Assistant
Secretarial decisions will need to be made on royalyy
management policy. Among these are declsions on
product valuation, enforcement strategy, and cilvil
penalties. Thegse decisions can be made more effect~
ively 1f the program reports at the Assistant Secre-~
tarial level, or higher, within the Department ,

4) The need to avold disryption, insofar asg
possible. to the rovalty management program Although
it is important to avolid major disruption, {n this
case any necessary disruption of the status quo will
be minor. The Commission believes that the appoint-~
mant of a project leader to take charge of implement-~
ing the new royalty management system will assure

minimal disruption of this essential ongoing effort
during the transition period.

5) The need i e.reduce interference from royalty
manggement responsibilities with the Geological Sur-~.
vey's primary sclentific mission. Rewmoving royalty

management from the USGS will reduce Interferance
with the Survey's essential scientific mission. This
need was not a primary coacern to the Commissfion,
since the Commlssion'’s charter was to investigate roy~
alty mansgement, not the other missions of the USGS.
There is ao doubr, however, that the scientific integ~
ity of the Survey will be enhanced, not lessened, by
the removal of an essentially financial function from
an otherwise scientific missfon.

139
Orzanizational Tssues

Organ

Alternatives One and Three recelved serious c?ns£d§§~
he Commigsio In the Commission's judg-—
from the Commission. In the Loman
i leaving toyalty management within the gggg
would leave it subject to the same;i presi;;;?419v91
than two decades.
subnerged 1 e amd 1 are sorely needed
funds, and personne
?t:e:giz;éy mana;ement. The Commission feared that,
I

P ivisiﬂ[l t v ].t ement
as a se arate d Wi hiﬁ USGS roya Y manag

W pntinue LO e 1n wag | ompet ition within U.;(J.;
Ould cC iny 10 L COWMpTy21- 1T

for these scarce resources.

ment,

hin
A move at this time to place royalty manageqeﬂgizzzals
another larger organization (a Bureau of tho 5
Management) would subject it, once againm, to

wlll continue
. Reoyalty management

nd of competition taue
:i need special top level Departmental at;in Lo
wﬁile the Commission's recompendations are belng

plemented.

sider
At a later time, the Department may wish to ;ogztuau
a larger reorganizatfon, perhaps lff;lzgnzzement po
ouce TOya
Minerals Management, e
foirmly established identity and missii?’:M1c
not be submerged in the larger organizatlon.

RECOMMENDATIONS

1. That the Secretary tumediately mo:eof
the royalty management pragran Ourmined
the USGS to a locatlon to be_dett_eD .
by the Secretary, but reporc1ngt;e
Assistant Secrarary oY perhaps
Under Secretary.

ction as an organiza-

in order to fun Bt must

tional entity, royalty maiifease
include the followingig0i e
functions from the USGS Conservatlio

pvision:
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Accounting

° Auditing

Product valuation

Data collection

Regulation writing

Enforcement (monitoring,
inspection, sanctions)

Engineering technical support

It must have its own inspection
personnel. It must alse have the
authority to cooperate with the
States and Indian tribes and to
negotiate cooperative agreements
for the Secretary's signature.
Additionally, in order to ensure
that the royalty management program
functions smoothly, it must have at
least the following support services:
Computer, procurément, budget, and
personnel,

Finally, it should have the authority
to deal at the policy level within
the Department.

That the Secretary appoint a transi-
tion project director in order to as-
sure that the reorganization is com~
pleted in an appropriate manner and
that the Commission's recommendations
are implemented expeditiously.

The transition project director would
report directly to the Secretary,

the Under Secretary or an Assglstant
Secretary. This transition director
would have the authority to assure
that the royalty management program
1s correctly separated out from the
USGS and that implementation of the
Commi 3s{on'g recommendations as
approved by the Secretary is exped{-
tlously undertaken. He or ghe would

o
el e

Organlzational Issues

be responsible for the Secretary's
advisory committee of State and Indian
representatives and the preparation
of the first annual report of the
Secretary. This person would be in
addition to the project leader for

tem
the new royalty management sys
recommended in Chapter Eight of this
report.

That the Department initlate a study
of what lines of communicatiocn

should be established between the
royalty management functions being
moved from the USGS and other royalty
management functions located in BIA
and BLM. TIn addition, the Department
should study which parts of the BIA
and BLM royalty management functions
might be combined with the USGS
royalty management functions at a
future time.

That the director of the new royalty
management offlce be an experiencedd
manager preferably with a backgroun
in financial management. His or her
most important qualificarion ghould
be strong management expertise, noi
program knowledge; however, if pos
sible it would be desirable for the
of fice directot to be familiar with
the minerals industry.

The Department should initiate a
nationwide search for an office .

director. He or she must have the

status of a pureau-level director .
within the Department, reporting a
least to the level of an Assisﬁant
Secretary. The director must have

161
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clearly delegated authority in
order to respond expeditiously to
changling needs.

High level placement within the
Department and clearly delegated
authority will make this position
atrtractive to the financial commu-
nity, encouraging high quality
candidates to apply.
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CHAPTER EIGHT

NEW APPROACHES TOROYALTY
MANAGEMENT

INTRODUCTION

After twenty years of mounting problems with the
old royalty management system, the Geological Survey
is now developling a new one. Crucial parts of the
system are not yet even designed, however, much less
ready for adoption.

This chapter focuses on problems of completing the
design of the new system and implementing It on sched-
ule, while assuring that its elements have been ade-
quately pretested for feasibility and wusefulness.

The chapter also discusses the practical steps the
Department must take ¢to put in effect the whole
range of those Commission recommendations which the
Secretary decldes to adopt.

To free staff for the major work of improving roy-
alty management, the Commission recommends that roy-
alty managers drop the task of calculating and veri-
fylng the Windfall Profit Tax for the royalties they
collect.

The Commissien also recommends that the basic roy-
alty rate for oil and gas on Federal and Indian
lands be raised from one—efighth (12-1/2 percent) to
one-sixth (16-2/3 percent) for new and reaegotiated
leases.
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PROBLEM: KEEPING PHASE ONE
ONE .
SCHEDULE UF THE NEW SYSTEM ON

Preparations for the first

" phase of the New -

Sy;{ezﬁgagizeiﬁﬁSystem {the "Auditing and FinanSSzl

Sysrem) are therway. Several private contractors

1mplementatig e Geological Survey with design and

Phase One 1nor(l)p(;frat;:t;.iogl'1 %hyas;a‘ i FSGS P e Gomave

nuar 9813,

féon is concerned whether the wozk wi?l bzhioco?mis—

an acceptable fashion by the target date mpleted

On
ofetgz zyztpr11f1p31 objectives of the first phase
o 1ncorp0r22 8 to 1improve recordkeeping. Phase
Koep reon es 1internal controls to identify and
payore o hpayors, that 1s, to assure that thes
placed’or the royalties they owe, are not mi 3
Froren Sh0u$gaccounted for. Accounts 1in the nS
e itiemould show reliably which payors have pai:
Toyated 2 which ones st1ll owe, The syste i
ag delinquent accounts for investlgaiionm v

The Commission s
ees the difficul
e culty of 1id
iy :;:gnzzyors asI: possible major threat toezgigzing
payor based account at
ts.h System on time
attemgt nguify 1983. 1f Federal royalty ma;atzit
at ons£b111 § presently planned, to assume the B
P ty for this formidable job, the adop??in
on

of payor based ac
coun
bind schedule. ts could fall substantially be-

The !
“misgrﬁgiszion"s Tecommendation for solving the
fry eang ‘;:F problem 1is to assure that the indus-
rightly bel. Jor responsibility for the job which
Lnoeds e :gs to the lessee, The Departmeng should
- operatogs)eﬁ?ire all lessees or their agents (such
a1 payere. o EL submit a payor plan, identifyin
In addieion ; € payment responsibilities of ea hg
» lessees ghould submit modified pa;oé

plans whenever
there 1g a ch
are provided i, Chapter Th:e:nfe t0 payors.  (Detatls
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The plans for Phase One of the new system call for
chacks on the validity--that ig, the plausibility--—
of data that are entered into the system. For exam-—
1f an entry for an oil or gas royalty payment
departs too far from voyalties paid 1n the past, the
computer will flag the exception for Investigation.
Another check on data valldity will be a computer
edit of payors' sales and royalty reports to assure
that they have used the correct royalty rate.

ple,

check planned for Ppase One 1s
the "Product Value Screen.” The Geological Survey's
Product Valuation Unit 1is preparing a computerized
data base of current market values for oil and gas
by geogr aphlcal areas, taking into account character—
igtics of oll such as gravity, sulphur content, and
impurities. The data base will be kept up to date.
The plans call for prices and characteristics of pro-
ducts, as itemized in payors' sales Teports, ta he
checked against the product value data bage, with the

computer flaggling any discrepancies.

A sophisticated data

The Commissicn can see many pitfalls ia the adoption
of such complex features as those in Phase One of the
new system by the target of date January 1983. First,
there is some likelihood that the work simply will
not be completed in time to meet the deadlines. Sec-
ond , because the schedule 18 8o constrained, there
1s danger that the Federal royalty managers will be
inclined to automate the system ol thout having first
done tests and trlal rumns to assure that the concepts

are workable.

rts of the Auditing

The Commlssion believes that pa
11y, 1if

and Financial System should be tested manua
necessary, before proceeding to automation.

RECOMMENDATION

{. That, where appropriate, those parts
of the Auditing and Financial System
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vwhich are not already in place be
implemented on an advance basis

(manually or oth
erwlse) befo
automation is completed. Fe full

PROBLEM: COMPLETING AND ADOPTING PHASE TWQ OF THE

NEW SYSTEM

Ne

hai;hser(:::fd Geological Survey nor its contractors
e e ):;t t!:latneffaturets to( include in the

system the
iﬁz;:;;infland Auditing System,”) Phase PrTc:-:dolm'::riL.(l);1
Tneru be?n olf th(;a system's checks on production.
prOductiongfeanne to cross check company generated
Pentos yon T ports with sales reports routinely.
aggregateg : 8, 1n many lustances, will have to be
o pBated 0 be comparable with the operators' pro-
ports, which are on a lease basis.) ’

The se

differzsgdkipnl?sse fof the new system may usSe several
of the: Lacrnc of reports from sourcesg independent
fatas trom see OT operator: purchasers' statements
curves of © ates or commercial services, and decline:
cur tests).}cpe;:tte:ls ;;;:(:;ci’:[‘ion from leases (based on
will be mainly responsible foorOfclfzskfrel; :gz;:ﬁy“&slt;h

plied production data a
ai
sources. Balnst reports from independent

None of the plans are Eirmly {n

Egzilt.ive side, thig means t’?\'ai esclnicg‘ﬁ ::mze:émaon "o
fundazzzgi ;he Commission's recommendations into the
congamen . esign of the new system. Byt the current
Sopton feptanning also raises doubts whether the
et atures contemplated for the system will be
Tanaaat 1)9,8288::31 l::,fﬁe the target startup date of
be in operati'on by r_heis Zz;diznZ?cc, fhe syatem will

ins to
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A contractor for the USGS 1is now conducting some
sample collections of data and reconciliation of com-
pany sales and productlon reports. The Commi ssion
believes that pretesting should be dome on many of
the planned features, on a manual basis if neces-
sary. In this way, the Federal royalty managers
should be able to meet the gchedule, and at the same
time have better assurance that the automated system

will be sound.

To date, funds are avallable only for the design--aot
the implementation ~- of the Praduction Accounting and
Auditing System (Phase Two). The design is scheduled
to be completed in April 1982, sfter which some parts
of implementation (such as the writing of computer
programs) could begin 1f funds are available. Funding
for implementation of Phase Two is contalned in the
Department's 1982 supplemental budget request, but it
ig unlikely that Congress will have approved the re-
quest by April 1982,

Implementation of FPhase Two of the system 1is cru-
cial to effective royalty management, and should
not be delayed pending recelpt of the new funds.
Instead, the Department should take any necessary
steps (such as reprogramming) to assure that money
and staff are available to begin implementing Phase
Two of the system as soon as its design is complete.

The Commigsion believes the problems of deslgn and
testing of the new system can be solved, and solved
on time. The momentum for correcting royalty manage-
ment failures of 20 years' standlng ghould oot be
lost. Attention at the Secretarial level will help
to agsure that the managers of the Federal royalty
program adopt aa effective, high quality, new system
on schedule.
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RECOMMENDATIONS

2. That appropriate portions of the

ls’roduction Accounting and Auditing
bystem be implemented an an advance
fasis (manually or otherwise) before
ull automation ig completed.

That since the Productiaa dccountin
and Auditing System i{s go importantg
to the proper functioning of the roy-
alty management System, the Secretaz
take the fecessary steps to agsur g
that adequate financial and humane
resources are available through re-
programming or otherwise for prompt
implementation after the design ip
completed in the spring of 1982, °

PROBLEM: INCORPORATING THE Co

TIONS INTO AN IMPRO
SYSTEM v

MMISSION RECOMMENDA-
D ROYALTY MANAGEMENT

The

praci)ia::??r:teo: bt;esf;’;ie;il nrofyalty Program need a
prac a or incorporatin

thg gﬁ::éngsiof thls Coamission (aspadopte%i t':;
o SUChy m;o the new royalty management system.
nep ot oratp an, the recommendations might be
poscponEd, simail best, their adoption might be long
LA 1t;e1f arly, the conversion o the new
alty mampers dc:cmld be delayed, if Federal roy-
Lo manag O 0ot properly organize the task of

porating the Commission's recommendations,
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The Commission has prepared a table of tasks and
steps the Federal royalty managers and their con—
tractors will need to take to implement the Commis-~
sion's recommendatians. The table 1s at the end
of this chapter. The Commission is not suggesting
that the royalty managers be held to every detail of
this plan. Details may well need to be altered or
{mproved. The Commission has provided this detailed
plan to rhe Department for usge as a model.

Several of the Commission's recommendations will
require action by the Congress. Viewed indlvidually,
the proposals concern separate subjects {e.g., oll
truck regulation, ¢riminal law, Indlan affairg) which
are within the jurisdiction of diffevent Congressional
compmittees. All of the recommendarions, however, con-
cern lmprovements in royalty management. The Commis-
sion believes that its legislative proposals should
be consldered in a single omnibus blll. The accom—
panylng table summarizes the Commission’s proposals
which require legislatlon.

A committee of Departmental staff most familiar with
existing laws should draft an Omnibus Royalty Manage-
ment Improvement Act te 1integrate the recommended
changes into the existing laws. However, 1t 1is
essential that the Secretary provide guldance to
such a drafting committee, in the form of approval
of those Commlssion recommendations with which he is
in accord. The drafting process necegsarily will
involve the commlttee {a policy matters, because
many provisions of existing law differ markedly from
the recommendations of this Commigsion. Thus, without
guldance Erom the Secretary, the topmittee would bhe
confronted with important policy judgments which are
rightly the province of the Secretary.



SUMMARY OF COMMISSION'S PROPOSALS
REQUIRING LEGISLATION

Area of Concern

Internal Controls

Site Security

Area of Concern

Enforcement

States and Indian
Tribes

Commission

Recommendation
Number

Recommendation 7

Recommendation 12

Recommendation 4

Recommendation 5

Commission
Recommendation
Number

Recommendation 7

Recommendation 3

Recommendation &

Recommendation 3

Provisions

Aurhorizes Federal royalty
managers to require pur-
chasers' reports and
imposes civil penalties
for noncompliance.

Amends Outer Continental
Shelf Lands Act regarding
refund of royalty overpayments.

Requires truck haulers of oil
to have run tickets.

Empowers Federal inspectors to
8top trucks and check run tickets.

Provisions

Prohibite purchase of undocu-
mented oil.

Authorizes civil penalties for
site security violations. (See
algso Site Security Recommen-—
dation 2.)

Authorizes civil penalties for
nonpayments, late payments, under -
payments, error ridden reports,
and failure to submit required
payor plan. (See also Internal7
Controls Recommendations 1, 2,

and Enforcement Recommendation 6.)

Authorizes States and tribes
to carry out royalty management
and site security functions un-
der cooperative agreements.

L
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Area of Concern

Royalty Management

Commi ssion
Recommendation
Number

Recommendation 5

Recommendation 7

Recommendation 8

Provisions

Creates self-sustaining fund to
finance supplemental audits,
inspections and training. (See
algo States and Indian Tribes
Recommendation 6.)

Federal government shares with
States interest and penalties
paid for late payments and
underpayments.

Relieves Federal royalty pro-
gram of Windfall Profit Tax
responsibility (see discussion
balow).
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Finally, to implement the new royalty management sys-
tem, the Department should appoint a high level pro-
ject manager with direct access to senior officlials,
The project manager's authority should be set forth
in a written charter. It must be broad enough either
to allow the manager himself to resolve with senior
managers of the program any disputes aver funding,
staffing, or schedules, or to refer the matter to the
appropriate officials for a prompt decision.

RECOMMENDATIONS

4. That the managers of the Federal roy-
alty program proceed with the imple-
mentation of the ilmproved royalty
management system, as modified by the
Commission's recommendations in this
report, and that the Federal royalty
managers lmmediately take steps to
incorporate the recommendations of
the Commission in the design and
implementation of the new system.

5. That the Secretary appoint a
Commi ttee of Department officials
to draft a proposed Omnlbus Royalty
Management Improvement Act and that
the Secretary provide guldance to
the Commlittee in the form of
approval of those Commlssion rec-
ommendations with which he is in
accord.

6. That a project manager be immedi-
ately appointed reporting to the
transition director until appoint-
ment of a head of the Royalty
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Management Office to oversee imple-
mentation of the new royalty manag-
ement system. The authority of the
project manager should be in writing
and his authority should be broad
enough to resolve disputes among
senior program managers or to have
them resolved by the director in a
timely fashion.

PROBLEM: CONTINUED SUPPORT FOR IMPROVED ROYALTY
MANAGEMENT

Without continued support, many of the policies and
measures recommended in this report to improve roy-
alty management may lose thelr effectiveness. A
system must be established to ensure that the pol-
icles remain in effect, and that as needs change,
the policies and mechanisms to implement them change
accordingly.

The Secretary should demonstrate his firm commitment
to the improvement of the royalty management system
by preparing an annual report. The report would
describe progress which the Department has made in
implementing those recommendations of this Commission
which the Secretary has approved, as well as progress
made in the 1improvement of the royalty management
system generally. An annual report 1is especially
important in light of the long history of inadequate
performance by the Department in royalty management.
The report can be a key element in monitoring the
Department's future performance in royalty manage-
ment.
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RECOMMENDATION

7. That the Secretary prepare an annual
repcrt on the implementatlon of those
Comnission recommendations adopted by
the Secretary and the overall progress
of the improved royalty management sys-—
tem. The report should be made avail-
able to appropriate committees of Con-
gress and to the public. It should be
issited on March 1 of each year, up to
and including March 1, 1986. Prior to
its transmittal, the Secretary should
provide a copy of the draft report to
mineral producing States and Indian
trites and should include their com-
ments as part of the report when it is
published.

PROBLEM: RELIEVING USGS OF WINDFALL PROFIT TAX
RESPONSIBILITY

At present, the Geological Survey, rather than the
industry, calculates and pays the Windfall Profit

Tax on roralties for the oil produced on Federal
leases.* (0il from Indian leases is exempt from

the tax.) This responsibility was placed on the USGS
at its ows request. Under earlier regulations of the
Internal Revenue Service, confusion had arisen over
whose responsibility it was to calculate and pay the

%Technically, the USGS pays the tax on a volume
of crude oil produced and sold on Federal leases
which is equivalent to the government's royalty
interest.
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tax. The Commission believes that placing the burden
on the Geological Survey is the wrong solution; it
has added as much as 50 staff years to the workload
of the royalty management program. The right solution
is to place the responsibility with the industry.

The USGS requested the responsibility of calculating
the Windfall Profit Tax on all the royalties it col-
lects for o1l produced from Federal leases because
it was already doing the calculations for half of its
royalties —-- those that are taken "in-kind" (barrels
of o1l1) in lleu of cash payment. About half the roy-
alties received by the USGS are in-kind. IRS regula-
tions classify the USGS as a "producer” of oil in
cases where the oil royalty is paid in kind. More-
over, the USGS wanted to avoid the recalculation of
royalties that would necessarily follow if the amount
withheld for the Windfall Profit Tax was too high or
too low.

The Commission believes that the USGS has undertaken
a burdensome and unnecessary responsibility. The
IRS regulations can be revised once more, so as not
to require Federal royalty managers to calculate the
taxes on oil for which the royalty program receives
royalties in cash. In the case of taxes on oil
taken in kind, the Department should seek a change
of IRS definitions of "producer” so that government
agencles are not inciuded. The industry could then
calculate and pay the Windfall Profit Tax on all oil
produced from Federal leases.

For Windfall Profit Tax payments, as for other taxes,
it is the Internal Revenue Service, not the managers
of the Federal royalty program, which should be re-
sponsible for determining that the tax is pald in
full. The Federal royalty managers should not
attempt to act as an auditor of these taxes. The
Commission believes that the resources of the royalty
management program should be used more productively,
on tasks directly related to improved royalty manage-

ment rather than on tasks that are the responsibility
of IRS and the industry.
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RECOMMENDATION

8, That the Department request the
agssistance of IRS to tevise its
regulations or design a legis-
lative change which would relieve
the Federal royalty program of the
responsibility of calculating and
paying the Windfall Profit Tax on
royalty in-kind transactions; and

That the responsibility for calcu-
lating, withholding, and paying the
Windfall Profit Tax on all crude oil
sold on Federal leases be returned
to the industry, with oversight by
the IRS rather the Federal royalty
management program.

PROBLEM: RAISING ROYALTIES TO APPROPRIATE LEVELS

The basic royalty rate for oil and gas produced from
Federal offghore leases 1s one—sixth (16-2/3 percent).
For onshore Federal and Indian leases, the standard
rate is one—eighth (12-1/2 percent.) The Commission
sees no reason for this disparity. In addition roy-
alty rates in the private sector have been rising as
the value of the oll and gas has risen. We therefore
recommend a standard minimum royalty rate of 16-2/3
percent for new or renegotiatged onshore leases.
There may be exceptional cases in which an Indian
tribe or Indian landowner may wish to retain a lower
royalty rate.
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RECOMMENDATION

9. That the Secretary take the necessary
steps to implement the use of a min-
imum royalty rate of 16-2/3 percent
for new or renegotiated oll and gas
leases, except where requested not
to do so by an Indian tribe or
Indian landowner.

A NOTE ON SOLID ENERGY MINERALS

The Commission directed 1its {nquiry almost entirely
to management of royalties for oil and gas produced
from Federal and 1Indian lands. As production of
other energy minerals-—coal, wuranium, possibly oil
shale--increases, royalty management for these min-
erals also will take on added significance. 1In 1980,
royalties for the solid energy minerals produced from
Federal and Indian lands amounted to $4% million --
$40 million for c¢oal, $9 million for uranium, and a
negligible amount from oil shale. This compares with
$2.6 blllion in o0ill and gas royalties for the same
vear.

Depending on overall market demand and competition
from non-Federal mines, coal production from Federal
and Indian leases 1s expected to increase from 93
million tons in 1980 to 268 million tons by 1990. The
anticipated rise in production could significantly
increase Federal and Indfan coal royalties. Coal
production of 93 million tons on Federal and Indian
leases yielded royalties of $40 miliion; 268 million
tons is expected to produce royalties of at least
$115 million (assuming no increase in coal prices.)

Because the Federal government owns 60 percent of the
coal reserves in Western States, those States' share
of Federal coal royalties could be a significant
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source of income. Important Federally owned coal
reserves are located in Colorado, Montana, New
Mexico, North Dakota, Oklahoma, Utah and Wyoming.
Just how slignificant coal may prove to be as a source
of royalty income to the States and coal owning
Indian tribes depends on the future significance of
coal based synfuels and coal exports.

The Commission briefly reviewed some of the problems
of royalty management for solld energy minerals.
From this preliminary review, it appears that the
general problems of verifying production, determining
fair warket wvalue, and designing an effective audit
program are common to all minerals. The Commission
believes that many of the recommendations of this
report, which were formulated primarily with oil and
gas royalties in mind, may be applicable as well to
managing royalties from the solid energy minerals.

The managers of the Federal royalty program should
carefully study the solid energy minerals royalty
area and assure itself that the changes being de-
signed into the royalty management system are com—
patible with the solid energy minerals. The Commis-
sion saw no evidence that such an in-depth study has
occurred. It should be done before the final system
design {s completed.



IMPLEMENTATION TAXS

INTERNAL CONTROLS

Recommendation

1. That the Department require an
operator to notify it by telegram or
equivalent means on the first business
day after new production begins on a
lease. Failure to comply would subject
the operator to a penalty equal to the
value of the total production between
the start of production and the date of
notification, except in those rare cases
when extenuating circumstances require
an exception.

Required
ﬁg}ionsﬁ

-- Bequest legis-

lation to
assess civil
penalties

-- Issue imple-

menting
regulation

—— Change permit

to drill appli-
cation by
2/15/82

Contract
Implications

(If any)

Must provide for
information in
data base

Must develop sys-
tem so that start-
up information can
be matched against
production data
(to insure that
production re-
ports accurately
reflect all
production from
startup)

*Actions to be accomplished by royalty management personnel unless otherwise noted.

INTERNAL CONTROLS

Recommendation

2. That the Department immediately
require all lessees of revenue pro-
ducing leases or their agent (the
operator or some other agent) to submit
a payor plan signed by all payors
indicating the payment responsibilities
of each party. In the payor plan, the
lessee should identify the payors for
100 percent of the royalty obligation.
Modified payor plans must be submitted
whenever any payor responsibilities
change. Upen receiving such changes,
the Federal royalty managers should
consider them as belng proper unless
they are later disapproved. Non-
compliance with these requirements
would subject the lessees to sub-
stantial penalties.

Required
Actions

-- Issue imple-

menting
regulation
by 3/15/82

—- Design input

Docunment

-~ Request legis-
lation to assess
civil penalties

-~ BLM change lease
language for new

leases by 3/15/82

-~ Notify existing
leaseholders by
4/15/82

Contract
Implications
(If any)

Should assist in
designing input
document

Must develop sys-—
tem tc match
payors with
interests (for
which they are
paying)} so all
interests can

be accounted for

81
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INTERNAL CONTROLS

Recommendation

3. That the managers of the Federal
royalty program complete in a timely
fashion the installation of the new
subaccount system in which exch payor
on a lease has an account, r.placing
the current system which fea.ures a
statement of account by lease (but with
multiple payors).

4. That the Federal royalty managers
work toward the implementation of the
concept of an “operator of record” for
each lease, and where possible, a single
payor . the operator of record would be
responsible for maintaining all records
related to the payment of royalties

from that lease.

INTERNAL CONTROLS

Recommendation

Each month after the payments are
made, the operator of record would
reconcile the payments with the
production report, notify the Federal
royalty managers of any discrepancies
and the reasons for them, and provide
the Federal royalty managers with the
correct information. Where a single
payor is possible, all payments for
that lease would be made by one
individual and all records kept by him.

5. That the Federal royalty managers
incorporate production data 1nto its
royalty management system in order to
cross check the data with the sales
and royalty data for all leases each
payment pericd. This should begin
immediately on a systematic sampling
basis even though it will have to be
done manually.

Required
Actions

-— Already being
done

-—- Keep on
schedule

—— Issue implement-
ing regulations

-— Qffice of the
Solicitor
resolve issues

with DOJ and FTC

Required
ﬁctions_

—— Implement man-
ual checks
immediately of
production
reports by
1/31/82

-- Already being done

Contract
Implications
(If any)

—-- Must provide for

"operators of
record” for each
lease, perhaps
part of the AID
number

Contract
Implications
(If any)

Must have a file
of operators of
record

Assist 1in decid-
ing what infor-
mation should be
included in the
automated PAAS

Develop PAAS sys-
tem to use data
for comparisons
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INTERNAL CONTROLS

Recommendation

6. That the Federal royalty managers
pericdically obtaln well test data,

run tickets, and LACT meter readings

on a sample basis, or according to some

INTERNAL CONTROLS

Recommendation

other systematic plan, and use them to
cross check production reports. This
comparison would be in addition to that
done as part of an audit program focused
on leases with suspected irregularities.

7. That the Department seek legislation
authorizing the Federal royalty
managers to require that purchasers

Required
Actions

—- Identify company

generated and
other production
data which will
be used as a
check agalnst
payor submitted
reports

- Work with con-

tractor on
development of
checks in auto-
mated system

~- Decide upon ini-

tial manual
process to be
followed for

Required

Actions

cross checks of
production re-
ports by 2/15/82

—— Decide if all or

some portion of
cross checks
should be
automated

—— Develcp pro-

cess to have
inspection data
shared with
accountants

-- Request and

obtaln necessary
legislation

Contract
Implications

(If any)

-~ Assist in de-
ciding the role
of run tickets,

LACT meter

Contract
Implications
(1If any) _

readings, and
well test data
in the new system

-= Build necessary

changes into
design of PAAS

—- Design system to

accept purchaser's
report data for
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INTERNAL CONTROLS

Recommendation

submit copies of their reports directly

to the Federal royalty managers in a format

prescribed by the royalty managers, and
to impose civil penalties in the event of
noncompliance. This authority would be
exercised at least in those cases where
there is no other government-required
report provided by a party different from
the payor covering that particular oil,

gas, or other mineral taken from the lease

for the same reporting period; and

That the Federal royalty managers system-—
atically check these purchaser reports
against reports submitted by the payor,
at least on a sample basis.

8. That the Secretary request the
Inspector General to lead a study of
alternatives to purchasers' statements

INTERNAL CONTROLS

Recommendation

for the purpose of cross checking oil and
gas sales in cases where there may be
collusion between purchasers and sellers.
The study should include an evaluation

of the usefulness and legal complexities
of tracing minerals through channels

of commerce to processors or major end
users, not just to first purchasers, as
an ultimate cross check on production,
sales, and royalty reports.

9, That the Federal royalty managers
incorporate in the new royalty management
system data elements derived from field
inspections, and that they establish
criteria for irregularities identified

by internal accounting and auditing
pracedures, which should trigger anp
onsite review.

Required
Actions

{Develop by
2/28/82)

-— Issue implement-
ing regulations

Insure that con-
tractor designs
system to accept
purchaser data

Secretary ask
I.G. to initiate
study

Required
Actions

Federal royalty
managers take
part in study

If study results

positive, request

necessary legis-
lation

Issue implement-
ing regulations

Identify cri-
teria which
would trigger
review by
accountants
and auditors

Contract
Implications

(If any) _

cross check
against sales
data

If study results
deem useful
tracing minerals

Contract
Implications
(If any)

through channels
of commerce,
design system
accordingly

Asgist in iden-
tifying criteria

Design AFS and
PAAS to accept
required data
and issue dis-
crepancy reports
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INTERNAL CONTROLS

Recommendation

10. That within five months after the

filing of the Commission's report, Federal

royalty managers decide what issues
related to falr market value and other
product value matters must be settled
by the Department before more defini-
tive guldance can be provided to the
industry, and determine what issues
can be settled by the royalty managers
alone.

That by January 1, 1983, the Federal
royalty managers provide preliminary
guidance to the industry on the issues
identified for resclution without sig-

nificant Departmental participation; and

INTERNAL CONTROLS

Recommendation

That by July 1, 1983, the Federal
royalty managers issued detailed
guldance to industry covering
both sets of issues.

11. That the Federal royalty managers,

as soon as possible, incorporate into

the royalty management system the automa-
tic identification of late payments and
institute a policy of immediate follow-up.

Re

quired

Actiqgg_

Identify cri-
teria which
would trigger
review by
inspectors

Identify all -
production
value issues

Identify issues
which can be
resolved without
solicitor or other
high-level decision
makers

Resolve 1issues

Identify issues re-
quiring solicitor

Required
Actions

and/or other high
level decisions

Request decisions
Beceive decisions

Issue preliminary
guidance by 1/1/83

Issue guidance
for all issues
by 7/1/83

Define late
payments

Design manage-=
ment system for
late payments

Contract
Implications

(If any)

leading to
reviews

Make necessary
provisions for
relevant product
valuation data in
systenm

Contract
Implications
__(If any)

-- Design report of

late payments
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INTERNAL CONTROLS

Recommendation

12. That the Secretary urge the Congress
to change the time-—consuming process which

the industry must go through to obtain
refunds of royalty overpayments on off-
shore leases.

13. That the Federal royalty managers
continue charging at least the “"current
value of funds rate” established
quarterly by the U.S5. Treasury for

late payments or underpayments.

14, That the Federal royalty managers
allow 60 days for payment of royalties

INTERNAL CONTROLS

Recommendation

for natural gas after the end of the
month in which the gas is used, sold,
or removed from the lease. This policy
would be consistent with present
industry practice.

15. That the Department carry out the
first 25 look-back audits on an accel-
erated schedule with completion no
later than the eand of calendatr year
1983, and that audits of companies in
addition to the first 25 be initiated
as soon as possible, but no later than
the end of calendar year 1983.

-- Issue regula-

——~ Change regula-

Contract
Required Implications
Actions (If any)

-- Implement man-

agement system
for late pay-
ments

—-— Draft legisla-

tive amendment
by 2/28/82

—- Design program to
to calculate
interest for late
payments

tions implement-
ing late payment
and underpayment
charges

-- Design AFS late

tions to allow payment screen to

Contract
Required Implications
USGS Action _(If any) _

payment for identify natural
natural gas gas royalty pay-—
royalties in ments

60 days

-- Request supple-
" mental appro-
priation

-— Modify conflict of
interest provi-
sions to allow more
contract auditors
to gqualify

-— Request funds
in 1983 budget
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INTERNAL CONTROLS

Recommendation

16. That the Department develop a
definitive plan for choosing which
companies should be the subject of
both the first 25 look-back audits
and subsequent ones. This plan
should include provision for assuring
adequate coverage of small companies
and onshore leases including Indian
leases.

INTERNAL CONTROLS

Recommendation

17. That the managers of the Federal
royalty program develop a definitive plan
for choosing lease accounts for re-
conciliation. This should be based on a
reasonable method for determining which
accounts on leases (or groups of leases,
such as in units) it would be most bene-
ficial to pursue in detail. Because
account balances are unreliable indica-
tors, they should not serve as the sole
basis for this selection. The plan
should be developed and ifnitial analyses
begun without delay. Look-back auwdits
should not be considered an alternative
to lease account reconciliaticuos.

Required
Actiqggh

Contract
Implications
_ (If any)

—— Expedite imple-

Actions

mentation

Work with IG or
independently to
develop criteria
for sampling.
Sampling criteria
to include small
companies, on-
shore and Indian
leases

Develop imple-
mentation plan
by 5/1/82

Budget for
audits

Contract

Required Implications

—— Develop plan for

accomplishing select-
ed lease account
reconciliations

by 2/15/82

— Request neces-—

sary personnel
and funds

-— Implement lease

account recon-
ciliation by
10/1/82

(If any)
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INTERNAL CONTROLS

Recommendation

18. That the Federal royalty wmanagers
adopt a program of increased systematic
audits. In addition, provision should

be made for audits triggered by flagged
discrepancies between production reports
and sales or royalty reports or by
discrepancies discovered by inspec-

tors in the field.

19. That the managers of the Federal roy-

alty program institute a formal system
by which the program's own audit findings
and those of GAO aund the Inspector
General are systematically reviewad to
identify weaknesses which can be correct-
ed in the royalty management system.

INTERNAL CONTROLS

Recommendation

20. That the Secretary consult with the

American Institute of Certified Public

Accountants to arrange for professional

services by the companies' certified
public accountants with respect to the
adequacy of the internal contrels and

accounting for royalty payments, either
through an extension of the CPA's regu-

lar auditing procedures or through
separate engagements; and

That the Secretary consider including a

requirement for such professional ser-

vices in future leases and regulations.

Contract
Required Implications
Actions __(If any)

Identify which
kinds of dis-
crepancies war-
rant audits

Determine thresh-
olds for audits by
2/15/82

Train audit staff

Establish audit
program

Assign responsibil-
ity to independent
staff within roy-
alty management of
identifying recur-
ring problens

Required
Actions

which could be
corrected by
issuing guidance
or changing proce-—
dures or policies

-- 1. G. identify for

the Office of the
Secretary appropri-
ate contacts wihin
the AICPA

-- Arrange meeting
for the Office of
the Secretary
with contacts

-- I. G. ideatify
staff for follow-
up with AICPA

~= Program AFS and
PAS to flag dis-
crepancies

Contract
Implications

_ (If any) _
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INTERNAL CONTROLS

Recommendation

21. That the Secretary provide addi-
tional staff to the royalty management
program in the accounting, auditing, and
product valuation programs as soon as
possible and protect the royalty manage-—
ment program from across the board budget
cuts and personnel freezes for several
years,; to accomplish this as early as
possible, submit the 1982 budget supple-
mental as developed by the USGS with

the full $5 million for look-back

audits and with other increases as
necessary to carry out these

Commission recommendations approved

by the Secretary.

INTERNAL CONTROLS

Recommendation

22. That the Federal royalty managers
immediately provide a comprehensive
training program for their financial
gtaff in oil and gas industry practices.

23. That the Senior Executive Service
and Merit Pay Standards for the royalty
management system managers be revised

to include specific standards with dead-
lines which will hold the managers and
supervisors accountable for the success
or failure of the implementation of the
new royalty management system, and for

Required
ﬁctions

Issue new regula-
tions if required
by 12/30/82

Provide back-up
as necessary for
budget requests

Review Commission
report and revise

supplemental request

Send revised
supplemental
request ASAP

Increase FY 83
base budget
request

Required
Actions

Identify training
needs

Provide funding

Develop required
training programs

Asgipgn staff for
training

Review SES and
Merit pay stamd-
ards for all
royalty manage-
ment managers

Assign specific
managers tasks in

Contract
Implications

_ (If any)

Contract
Implications
(If any} _

SHIANOSHY ADYINE S,NOILVN -ALITIVINAODOV TVOSIA 861

sysey] uoliejuawaydu]

661



INTERNAL CONTROLS

Contract
Implications
(If any)

Required
RecommendgEigE Actions
the implementation of those recom- implementing
mendations of this Commission ap- recommendations

proved by the Secretary.

and new royalty

management system

-~ Renegotiate merit
pay and SES stan-
dards to reflect

above-mentioned

tasks by 3/30/82

—-— Evaluate managers

quarterly

—— The Secretary
take remedial
actions (inclu-
ding removal)

where managers
fail to perform
adequately.

Reward those
who perform well

IMPLEMENTATION TASKS

SITE SECURITY

Recommendation

1. That the Secretary reaffirm by letter to all
lessees and lease operators that the Department holds
them responsible for security om Federal and Indian
lease sites and that the Department will conduct an
active enforcement program to assure that their site
securlty responsibilities are carried out in a
satisfactory manner.

2. That all operators on Federal and Indian lands be
required by regulation to develop lease site security
plans detailing how that operator will carry out his
responsibility to ensure security of the site. These
plans would be required to be consistent with minimum
government standards and would be submitted to the
managers of the Federal royalty management pPrograme.

Required
Actions*

Draft press release by
1/31/82

Draft letter for
Secretary's signature to
chief executive officers
and directors of IPAA,
API and AGA by 1/31/82

Designate a task force to
determine the elements of
a site security plan

Draft regulations to
implement the site secur-
ity plan requirement

*Actions to be accomplished by royalty management personnel unless otherwise noted.
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SITE SECURITY

Recommendation
] Mhat ITONC s cmeet b msmae 2 N 1 - .
2.« Lddt uosuo TE8gULdLOry requirements be revised to

eliminate any detailed regulatory requirements for

site security and require instead that operators

take the necessary steps to provide for site

security as well as to weet minimum standards. Both
requirements must be incorporated by operators into

all site security plans. Deviations from these

minimum requirements would be permitted on a case-by-
case basis by the Federal royalty managers. Noncompli ~
ance with the principal requirements of the plan pro-
posed and agreed to by the operator would be prima

facie evidence of noncompliance with the Federal
regulations. Noncompliance with the minimum re-
quirements would alsc be a violation. Both violations
would he subject to substantial penalties. {(See Chap-
ter Five, Enforcement.) The requirements of the new ra—
gulations would be phased in during a transition period.

SITE SECURITY

Recommendation

4. That the Department seek legislation or publish
regulations, as necessary. to require truck haulers
of 0il to have run tickets in their possession at
all times while transporting oil from Federal and

Indian leases.

5. That the Department seek legislation to empower
Federal inspectors (within Constitutional limits)
to stop trucks in order to check that the truck
hauler possesses a run ticket.

6. That the Federal government estahlish cooperative
relationships with State and local enforcement offi-
cials and encourage them to use their authority to
inspect for run tickets in the possession of haulers
of oil and to deter oil theft generally.

Required
Actions

Designate a task force to
determine the minimum
standards

Draft regulations to
implement the general
requirement and the
minimum standards

Required
Actions

Request legislation if
necessary

Issue implementing

regulations

Draft legislative
proposal by 2/28/82.

Consult with key mineral
State officials and with
officlals of multistate
organizations

Include provisions for

tickets in cooperative
agreements

202
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SITE SECURITY

Recomgendation

7. That the Department seek Federal Legislation -
to prohibit the purchase of undocumented crude

oil and require purchasers of crude oil up to and —-=
including refiners to keep documentation showing

from whom they purchased the product and from what
lease or unit. -

IMPLEMENTATION TAXKS

ENFORCEMENT

Recommendation

1. That the Federal royalty managers design and imple- --
ment an inspection/enforcement strategy which will
assure that the performance of the industry both in
guarding site security and in reporting production
volumes, is properly monitored. This strategy should
include how often and how the field staff will inspect
sites, how violatlons will be determined and penalties
assessed, what other methods will be used to ensure
site security and to verify production on site, and
how the managers of the Federal royalty program will
use the program's resources, both present and future,
to implement this strategy. To implement this stra-
tegy the Department should:

o 1lacrease the number of Federal inspectors so
that at a minimum each Federal and Iadian lease
can be inspected once a year for site security
and production verification purposes.

unless ptherwise noted.

Required
égtions_

Seek legislation

Issue implementing
regulations

Establish program to
review documents on
sampling basis

Investigate discrepancies
between documents and
reported production

Bring charges for fraud

when documentation is
false

Required Actions#

Designate a task force
to design an inspection/
enforcement strategy
(invite States and
Indian tribes to con-
tribute)

Proceed to hire and
train new field inspec-
tors to bring the total
inspection staff to a
aloimum of 83
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ENFORCEMENT

Recommendation

o in order to increase the frequency of inspec-

tion beyond the once a year minimum, enter into

cooperative agreements with State and Indian
tribes and use contractors as necessary to
assist with the monitoring of the sites.

2. That the Secretary divect employees of the Federal
royalty program that he expects enforcement of the
program's regulations fairly, but firmly, with penal-
ties imposed when violations are found.

3. That the Department seek legal authority to assess
civil penalties for site security violations. The
civil penalty system should have fines up to $10,000

ENFORCEMENT
RecommendgElgg

and under certain circumstances. each day should be
counted as a separate violation.

After the legislation is enacted, appropriate criteria
for levying fines should be developed and promulgated
after publication in the Federal Register for review
and comment.

These criteria should include the operater's history
of violations, the potential for theft, negligence of
the operator, and good faith im compliance. Civil
penalties should be imposed both for violations
detected for the first time and for noncompliance,
i.e., failure to obey an order.

4. That the Department seek legal authority for a
civil penalty system for nonpayments, late payments,
underpayments, error ridden reports, and failure to
submit or update the required payor plan.

Required Actions

Negotiate cooperative
agreements with inter-
ested States

Negotiate contracts with
qualified contractors if
determined necessary

and feasible.

Draft memorandum for the
Secretary's signature
supporting firm but fair
enforcement of the USGS
regulations, including
assessment of liquidated
damages or civlil penal-
ties by 1/31/82

Draft legislative pro-~
posal by 2/28/82

Required Actions

Designate task force to
issue implementing regu-
lations

Design civil penalty
program

Hire and train personnel

praft legislation by
2/28/82

Issue implementing
regulations
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ENFORCEMENT
Recommendation

The Internal Revenue Service's system of a sliding -
penalty scale based on the culpability of the payor and
harm to the govermment could be used as a model. As
applied to royalty collections this would provide that
fallure to report would result in a penalty of 5 per- -
cent per month of the royalty owed up to a maximum of

25 percent, unless the payor shows that his fallure to
report is due to reasonable cause and not willful

neglect. Chronically error ridden reports would be

treated as a fallure to report.

Also, there would be a penalty for failure to pay the
royalty when due of one-half of one percent per month
of the amount owed up te a maximum of 25 percent.

Where underreporting represents 25 percent or more of
the amount owed and is willful the USGS should impose
a civil penalty of 50 percent of the total royalties

due.

Penalties would be applied in addition to interest
levied ou the delinguent royalties.

ENFORCEMENT

Recommendation

5. That the Federal royalty managers use shut-in -
authority in cases of noncompiiance where there is

serious potential for theft. Operators should be

charged the value of the average daily royalty

that otherwise would have been paild had the lease

not been shut-in, as liquidated damages or penalty.

6. That the Secretary of the Interior exercise his -
authority to use shut-ins and lease cancellations as
sanctions for severe cases of underpayments. Operators
should be charged the value of the average daily roy-
.alty that would otherwlse have been paid during the
shut-in, as liquidated damages or penalty.

7. That the Secretary pursue lease cancellation in -—

cases of repeated theft or serious lease security
problems.

Required Actions
Design procedures for
assessing civil

penalties

Hire and train emplovees

Required Actions

Determine criteria for
shut-ins and publish
regulations

Determine criteria for
shut-ins and lease can-
cellations in cases of
underpayment and pub-
lish regulations

Develop criteria for
pursuing lease cancel-
lation and publish
criteria in Federal

Register

N ELAN votIelusmaTdur
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IMPLEMENTATION

STATES AND INDIAN TRIBES

Recommendation

l. That the Secretary announce an expanded
policy of cooperation with States and

Indian tribes in the royalty management area
--namely, that the Department will share
information and royalty management functions
{including inspections) with affected States
and Indian tribes to the maximum extent
possible, consistent with its responsibility
to assure the proper accountability of the
royalties paid on minerals removed from Federal
and Indian lands.

2. That the Secretary appoint a formal advisory
committee, reporting to the Secretary's Office,
consisting of representatives of States and Indi

TASK S

an

Required
Actions*

Draft a press release
for the Secretary by
1/31/82

Draft a letter to

governors and tribes
by 1/31/81

Identify to the Office of
the Secretary possible
representatives of States,

*Actions to be accomplished by royalty management personnel unless otherwise noted.

STATES AND INDIAN TRIBES

Recommendation

2. {(continued)

tribes and related organizations and Departmental

officials, to develop a detailed plan over a
nine-month period for carrying out the expanded
policy of Federal/State/Indian cooperation on a
comprehensive basis.

3. That the Secretary immediately take steps
to assist States and tribes in carrying out
certain royalty management functions, by:

Required
Actions

Indian tribes, concerned
organizations, and DOI
offieials to form advisory

group

Implement plan developed
by advisory group

Draft activities to be
covered by cooperative
agreements, criteria for
funding, and application
procedures

Issue specific invitations
to States and tribes by

1/31/82
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STATES AND INDIAN TRIBES

Recommendation

3.

(continued)}

<

Offering to enter into demonstration
cooperative agreements with interested
States and Indian tribes, especially for
inspection of leases, audits and
training and to participate in the fund-
ing where appropriate.

Providing for increased technical support
of Indian royalty management activities
through the BIA's Pivision of Energy and
Minerals in the Office of Trust Responsi-
bilities and (since Osage Tribe activities
are budgeted separately from those of other
tribal and Federal leases) assuring that the
Osage Tribe has inspectors adequate to
conduct inspections for site security and
production verification at each lease at
least once a year.

STATES AND INDIAN TRIBES

Recommendation

3. (continued)

=]

Seeking legislation as necessary to enhance
a State's or Indian tribe's ability to
carry out royalty management and site
security functions under cooperatilve
agreements with the Department. Specifi-
cally, the program should authorize the

the enforcement of all applicable Federal
laws and regulations by States and tribes
operating under a cooperative agreement
with the Department and their obtaining

Required
Actions

-~ Execute first cooperative
agreement by 3/15/82

-- Provide Departmental
participation in and over-
sight of all agreements

—— BIA design an expanded
program for increased
technical support of
Indian royalty management
activities

—— BIA allocate funds and
personnel by 7/1/82

-— BIA identify number of
inspectors necessary for
Osage to increase

Required
Actions

frequency of inspections
to once a year for site
security and production
verification

BIA provide personnel
slots for inspectors
for Osage

Department request legis-—
lation to enable States
and Indian tribes to en-—
force all applicable
Federal laws and regula-
tions by 2/28/82

Department request legis-
lation to enable States
and Indian tribes to
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STATES AND INDIAN TRIBES
Recommendation
3. {(continued)

information from companies and others to the
same extent as 1f they were employees of

the Department. Any cooperative agreements
should provide for the transfer of appropriate
funds to the States and Indian tribes for an
appropriate porticon of the costs, based on the
source of the funds and the respective respon-
sibilities of the parties.

4. That the Department substantially increase
the two way flow of information between the
Department and the States and tribes by:

Actively supporting the on-going effort
of States to develop common data

elements for industry reporting, and by
examining Federal data needs to make the

STATES AND INDIAN TRIBES

Recommendation

4. (continued)

Federal data collection effort as
consistent as possible with the State
efforts.

Identifying those sources of infor-
mation which States and tribes have
which will assist the Federal royalty
managers in assuring that royalties
collected are correct and site security
rules are observed; and entering into
agreements with these States and tribes

to obtain this informaticn on a routine
basis.

Required
égtions

obtain information from
companies and others to
same extent as if they
were employees of the
Department by 2/28/82

-— Assist States, multistate
and tribal organizations
in developing common data
elements

-—- Review reporting formats
for consistency with
multistate efforts

Required
Actions

-- Change reporting formats
whete possible to be con-
sistent with multistate
data elements

~~ Identify sources of State
and tribal information
useful to royalty manage-
ment (to assute royalties
collected are correct and
site security rules are
observed)

-- Develop a plan and proce=~
dures for entering into
agreements to get the
information on a routine

basis
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STATES AND INDIAN TRIBES

Recommendation

4. (continued)

Degigning and implem nting a system

of sharing with the "ndividual States
and Indian tribes on a t. wely basis all
information which the Feder.l royalty
program collects concerning leases
within their respective boundaries,
including information at the time the
checks are distributed to verify the
accuracy of the royalty payments and

to audit the accounts if necessary.

STATES AND INDIAN TRIBES

Recommendation

4, {continued)

Coutinuing and expanding upon past USGS
policy of making forecasts of future
royalty revenues when requested to do so
by a State or Indian tribe.

Creating a central data bank of

Federal, State, and Indian audit and
site iaspection resulrs so that Federal,
State, and Indian auditors and inspec-—
tors can have a comprehensive source

for checking royalty payor and/or

lease operator performance.

Required
Actions

Implement agreements

In conjunction with the
BLM identify information
necessary to provide
back-up to States and
Indian tribes for their
royalty checks

Direct contractor to
incorporate into the
design of the system
the capability to
provide necessary
back-up information

Design procedures for
coordinating informa-
tion with BLM and BIA
to ensure reporting time

Required
Actions

frames coincide with
disbursements to States
and tribes by 3/1/82

braft procedures for re-
sponding to requests of
States and Indian tribes
for forecasts of future
royalty revenues by 3/1/82

In cooperation with

States and Indian tribes
design specifications for
a central data bank of
Federal, State, and Indian
audit and site inspection

results
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STATES AND INDIAN TRIBES

Recommendation

4. (continued)

5. That the Secretary of the Interior seek
legislation to establish a self-sustaining

fund which would:

Pay the costs of supplementary
audits and lease production-
related inspections that are
deemed appropriate over and
above those planned for and
funded by the routine Federal
Royalty Management budget. No

STATES AND INDIAN TRIBES

Recommendation

5. {continued)

environmental or site safety
inspection functions would be
financed by this fund and the
fund would not be uged as a
substitute for a full audit
and inspection program under
the routine budget.

Relmburse State&, localities, and
Indian tribes for costs they might
incur for their part in any auwdits,
inspections or enforcement done

under cooperative or contractual
arrangements with the Federal

royalty managers with regard to
mineral leases on Federal and Indian
lands. Federal costs associated
with the cooperative agreements

would also be covered. These activi-
ties would include only those efforts

Required
Actions

-~ Draft scope of work for
design

~- Contract for design of
central data bank by
10/15/82

-— Request necessary legis-
lation to establish self-
sustalining fund by 2/28/82

Required
Actions

—— Draft Federal Register
notice ocutlining actiwvi-
ties to be covered by
cooperative agreements,
criteria for funding,
and application procedures
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STATES AND INDIAN TRIBES

Recommendation

5. {continued)

done solely by rthe States, localities,
or Indlan tribes, those done jointly
with the Federal royalty managers, and
those done by contractors for any of
these parties, under terms of a
cooperative agreement.

6. That the Secretary establish and maintaln
the fund by taking a percentage of the
royalties collected from all existing and
future Federal and Indian leases (both off-
shore and onshore) before any funds are dis-~

tributed to the States, Indians, or the Federal
Treasury.

That the legislation allow the Secretary, after
the first five years, to adjust the level of the
levy between zero and one percent of the total
royalties collected. For the first five years,
the levy should be set at one half of one

STATES AND INDIAN TRIBES

Recommendation

6. (continued)

percent of such royalties. The yearly
budget for the fund should be subject to
Executive Branch and Congressional review
and approval. After the first five years,
the fund balance should not be.allowed to
exceed an amount equal to the sum of the
wmonies expended from the fund for the three
previous years. In the event that the
levy would result in excess monies
accumulating in the fund, the Secretary
would be required to adjust the fund by
reducing the levy rate or by suspending
levy (reducing it to zero) for an
appropriate period.

7. That the Federal government share with the
States interest and penalities paid for late
payments and underpayments.

Required
Actions

Required
Actions

—— After consultation with
Treasury and CMB, Depart-—
ment request legislation
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STATES AND INDIAN TRIBES

Recommendation

8. That Indian tribal royalty payments be
deposited immediately in interest-bearing
accounts and electronic transfer be actively
encouraged; and that the Department seek
ways to accelerate distribution of royalty
payments to the individual Indian landowners.

STATES AND INDIAN TRIBES

Recommendation

9. That distribution of royalty funds to the
States be made as guickly as possible after the
close of the reporting period, and that the
Secretary consider seeking legislation to allow
payment of the States' share of royalties more
often than once every six months.

Required
Actions

allowing sharing of
interest and penalties
for late payments by
2/28/82

BIA develop procedures

to deposit immediately

funds into an interest-
bearing accounts (by

3/15/82)

BIA draft letter to
royalty payors (large
companies) requesting
deposit by electronic
transfer into interest-
bearing accounts

Required
Actions

-— BIA identify method of

payment to individual
Indian landowmers which
will result in payments
being made faster by
3/15/82

- BLM design procedures

for more quickly
distributing royalty
payments

—— After consultation with

Treasury and OMB,
Department draft for
consideration by the
Secretary a legislative
proposal allowing States
to receive payment

of their share of
royalties more often
than once every six
months by 2/28/82.
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IMPLEMENTATION TAS
ORGANTZATTONAIL ISSUES

Recommendation

1. That the Secretary immediately move the royalty
management program out of the USGS to a location to
be determined by the Secretary, but reporting to an
Assistant Secretary or perhaps the Under Secretary.

In order to function as an organizational entity,
royalty management must include the following post-
lease functions from the USGS Conservation Division:

Accounting

° Auditing

® Product valuation

Data collection

Regulation writing

Enforcement (monitoring, inspection,
sanctions)

Engineering technical support

Required Actions*

Secretary determine
organizational
location of royalty
management by 2/1/82

*Actions to be accomplished by royalty management personnel unless otherwise noted.

ORGANIZATIONAL [SSUES

Recommendation
It must have its own inspection persounel. It must

also have the authority to cooperate with the States

and Indian tribes and to negotiate cooperative
agreements for the Secretary's signature. Additionally,
in order to insure that the royalty management program
functions smoothly, it must have at least the following
support services: computer, procurement, budget, and
personnel.

Finally, it should have the authority to deal at the
policy level within the Department.

2. That the Secretary appoint a transition project
director in order to assure that the reorganization is
completed in an appropriate manner and that the Commis-—
sion's recommendations are implemented expeditiously.

The transition project director would report directly to
the Secretary, the Under Secretary or an Assistant Sec-_
retary. This transition director would have the athor
ity to assure that the royalty management program is
correctly separated out from the USGS and that imple-

Required Actions

-— Secretary appoint
transition director
for royalty manage-
ment by 2/1/82

-— Submit nominees to
Secretary for State/
tribal/Federal coop-
erative planning com-
mittee by 2/15/82
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ORGANIZATIONAL ISSUES

Recommendation

wentation of the Commission's recommendations as approv-
ed by the Secretary are expeditiously undertaken. He or
she would be responsible for the Secretary's advisory
committee of State and Indian representatives and the
preparation of the first annual report of the Secretary.
This person would be in addition to the project leader
for the new royali{y management system recommended in
Chapter Eight of this report.

3. That the Department initiate a study of what lines
of communication should be established between the roy-
alty management functions being moved from the USGS

and other royalty management functions located in BIA
and BIM. In addition, the Department should study which

ORGANIZATIONAL ISSUES
Rec ommendation

parts of the BIA and BLM royalty management functions
might be combined with the USGS royalty management
functions at a future time.

4. That the director of the new royalty management
office be an experienced manager preferably with a
background in financial management. His or her most
important qualification should be strong managemenF
expertige, not program knowledge ; however, if possible
it would be desirable far the office director to be
familiar with the minerals industry.

5. The Department should initiate a nationwide search
for an office director. He or she must have the status
of a bureau—level director within the Dgpartmeﬂt, Ti‘r
porting at least to the level of an Assistant S?creii Y.
The director must have clearly delegated authoglty
order to respond expeditiously to changing needs.

Required Actions

Prepare royalty man-
agement reorganization
plan by 2/28/82

Secretary approve or
wodify reorganization
plan by 3/10/82

Prepare first annual
report on implementa-
tion and circulate to
energy producing
States and tribes by
12/31/82

Initiate study of
lines of communication
between royalty man-
agement and BLM and
BIA by 3/15/82

Required Actions

—~ Initiate search for

Director of Royalty
Management by 2/15/82
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ORGANIZATIONAL ISSUES

Recommendation

High level placement within the

gated authority will make this position attractive to

the financial communi ty, encoura

to apply.

IMPLEMENTATION TAXKS

NEW APPROACHES TO ROYALTY MANAGEMENT

Recommendation

1.

That , where appropriate, those parts
of the Auditing and Financial System
which are not already in place be
implemented on an advance basis
{manually or otherwise) before full
automation is completed.

That appropriate portions of the
Production Accounting and Auditing
System be implemented on an advance
basis (manually or otherwise) hefore
full automation is completed.

Department and clearly dele-

ging high quality candidates

xactions to be accomplished by royalty management personnel

Required Actions

Required
Actions*

Identify parts of the AFS
which would be suitable
for implementation on a
trial basis

Implement parts of AFS
on a trial basis

Analyze results of
trials

Modify design of AFS
per results of trials

Identify parts of the
PAAS which would be
suitable for testing
on a trial basis

unless otherwise noted.
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NEW APPROACHES TO ROYALTY MANAGEMENT

Racommeandation
gation

That since the Production Accounting

and Auditing System is so important

to the proper functioning of the roy-

alty management system, the Secretary

take the necessary steps to assure that
adequate financial and human resources

ar? available through reprogramming or
ochterwise for prompt implementation after

the design is completed in the Spring of 1982.

NEW APPROACHES TO ROYALTY MANAGEMENT

Recommendation

4.

That the managers of the Federal royalty
program proceed with the implementation of
the improved royalty management system, as
modified by the Commission's recommendations
in this report, and that the Federal royaity

managers immediately take steps to incorporate
recommendations of the Commission in the design

and implementation of the new system.

That the Secretary appoint a committee of
Department officials to draft a proposed
Omnibus Royalty Management Improvement Act
and that the Secretary provide guidance to
the Committee in the form of approval of

those Commission recommendation with which
he is in accord.

That a project manager, reporting to the

director of the royalty management program,
be immediately appointed to oversee imple-

mentation of the new royalty management systen.
The authority of the project manager should be

4

Required
Actions

-~ Implement parts of PAAS
on a trlial basis

—— Analyze results of trials

-- Modify design of PAA

ule

nar roagn NAF twmial
FY-bhk LWl L i

o o
2 v ads

-- Reprogram funds as neceg-
sary to avoid any lapse
of funding for imple-
menting the PAAS
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NEW APPROACHES TO ROYALTY MANAGEMENT

Recommendation

NEW

in writing and his authority should be broad
enough to resolve disputes among senior
program managers, or to have them resolved
by the director in a timely fashion.

That the Secretary prepare an annual report on
the implementation of those Commission recom-
mendations adopted by the Secretary and the
overall progress of the royalty management
system. The report should be made available
to appropriate committees of Congress and to
the public. It should be issued on March 1 of
each year, up to and including March 1, 1986,
Prior to its transmittal, the Secretary should
provide a copy of the draft report to mineral
producing States and Indian tribes and should
include their comments as part of the report
when it is published.

APPROACHES TO ROYALTY MANAGEMENT

Recommendation

That the Department request the assistaunce

of IRS to revise its regulations or gesign

a legislative change which would relieve the
the Federal royalty program of the respon-
sibility of calculating and paying the Windfall
Profit Tax on royalty in kind transactions; and

That the responsibility for calculating, with-

holding, and paying Windfall Profit Tax on all

crude oil sold on Federal leases be returned to
the industry, with oversight by the IRS rather

than Federal reyalty managers.

That the Secretary take the necessary steps to
implement the use of a minimum royalty rate of
16-2/3 percent for new or renegotiated oil and
gas leases, except where requested not to do
so by an Indian tribe or Indian landowner.

Required
Actions

Draft charter for the
project manager

Draft annual report

Circulate draft report
to mineral producing
States and Indian tribes

Draft response to
comments for inclusion
in final report

Include comments of
Indian tribes and States

Required
Actions

Contact IRS for assis-
tance in drafting
regulations or legislation

Request legislation by
1/31/82

IRS issue implementing
regulations

Request legislation
Renegotiate leases

Change lease farms for
new leases.
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CHAPTER NINE

SUMMARY OF RECOMMENDATIONS



CHAPTER NINE

SUMMARY OF RECOMMENDATIONS

INTERNAL CONTROLS

Production Start-up Notification

1. That the Department require an
operator to notify it by telegram
or equivalent means on the first
business day after new production
begins on a lease. Failure to com~
ply would subject the operator to a
penalty equal to the value of the
total production between the start
of production and the date of noti-
fication, except in those rare
cases when extenuating circumstances
require an exception.{Page 48)

Payor Plan

2. That the Department immediately
require all lessees of revenue pro-
ducing leases or their agent (the
operator or some other agent) to
submit a payor plan signed by all
payors indicating the payment re-—
sponsibilities of each party. In
the payor plan, the lessee should
identify the payors for 100 perceant
of the royalty obligation. Modi-
fied payor plans must be submitted
whenever any payor responsibilities
change . Upon recelving such changes,
the Federal royalty managers shouid



238 FISCAL ACCOUNTABILITY: NATION'S ENERGY RESOURCES

consider them as being proper unless
they are later disapproved. Noncom-
pliance with these requivements would
subject the lessees to substantial
penalties.(Pags 51)

Llease Subaccounts

That the managers of the Federal
royalty program complete in a
timely fashion the installation

of the new subaccount system in
which each payor on a lease has an
account, replacing the current 8ys—
tem which features a statement of
account by lease (but with multiple
payors ). (Page 54)

Operator of Record

That the Federal royalty manager s
work toward the implementation of the
concept of an “operator of record”
for each lease and, where possible, a
single payor; the operator of record
would be responsible for maintaining
ali records related to the payment

of royalties from that lease.

Each month after the payments are
made, the operator of record would

reconcile the payments with the 7

production report, notify the Federal
royalty managers of any discrepancies
and the reasons for them, and provide
the Federal royalty managers with the
correct information. Where a single

Payor is possible, all payments for

Summary of Recommendations

that lease would be made by one in-
dividual and all records kept by him.
(Page 54)

Use of Production Records

That the Federal royalty managers
incorporate production data into

the royalty management system in
order to cross check the data with
sales and royalty data for all leases
each payment period. This should bhe-
gin immediately on a systematic sam-—
pling basis evea though it will have
to be done manually. {Page 62)

Verification of Production and Sales

That the Federal royalty managers
periodically obtain well test data,

run tickets, and LACT meter read-

ings on a sample basis, or accord-

ing to some other systematic plan,

and use them to cross check produc-
tion reports. This comparison would

be in addition to that done as part

of an audit program focused on leases
with suspected irregularities. (Page €2)

Purchasers’ Reports

That the Department seck legisla-
tion authorizing the Federal roy-
alty managets to require that pur-
chasers submit copies of thelir
reports directly to the Federal
royalty managers in a format pre-
scribed by the royalty managetrs,
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240 FISCAL ACCOUNTABILITY: NATION'S ENERGY RESOQURCES

and to impese civil penalties in
the event of noncompliance. This
authority would be exercised at
least in those cases where there

is no other government-required re-
port provided by a party different
from the payor covering that par-
ticular oil, gas, or other mineral
taken from the lease for the same
reporting period; and

That the Federal royalty managers
systematically check these purchaser
reports against reports submitted

by the payor, at least on a sample
basis. (Page 62)

Channels of Commerce Study
That the Secretary request the
Inspector General to lead a study of
alternatives to purchasers' state-
ments for the purpose of cross
checking oil and gas sales in cases
where there may be collusion be-
tween purchasers and sellers. The
study should include an evaluation
of the usefulness and legal com—
plexities of tracing minerals
through channels of commerce to pro-
cessors or major end users, not

just to first purchasers, as an
ultimate cross check on production,
sales, and royalty reports.(Page 63)

Summary of Recommendations

10.

yggh}gg'jgﬁggction andwFinanclgl_ﬂggﬁgggggg

That the Federal royalty managers
incorporate in the new royalty
management system data elements
derived from field inspections, and
that they establish criteria for
irregularities identified by internal
accounting and auditing procedures
which shouid trigger an onsite
review. (Page 63)

Product Valuation Guidance

That within five months after the
filing of the Commission's report,
Federal royalty managers decide

what issues related to fair market
value and other product wvalue matters
must be settled by the Department
before more definitive guidance can
be provided to the industry, and de-
termine what issues can be settled
by the royalty managers alone;

That by Jamuary 1, 1983, the Federal
royalty managers provide preliminary
gulidance to the industry on the iIs-
sues identified for resolution with-
out significant Departmental partici-
pation; and

That by July 1, 1983, the Federal royalty
managers issue detailed guldance to in-

dustry covering both sets of issues.
(Page 67)
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{ccelerated Look-Back Audits

Late Payment Identification

15. That the Department carry out the

11. That the Federal royalty managers, Hirst 25 look-back audits on an
as sgoon as posslble, {ancorporate iccelerated schedule with completion
into the royalty management system ro later than the end of calendar
the automatic identification of late year 1983, and that audits of com-
payments and institute a policy of ranies 1n addition to the first 25
immediate follow-up. (Page 69) te initiated as soon as possible,

tut no later than the end of calendar
sear 1983. (Page 73)

Offshore Refunds

12. That the Secretary urge the Congress look—-Back Audit Plan
to change the time—consuming process
which the industry must go through 16. ™hat the Department develop a defini-
to obtain refunds of rovalty over- tive plan for choosing which companies
payments on offshore leases.(Page 69) should be the subject of both the
first 25 look-back audits and subse-
quent ones, This plan should include
Interest Rates provision for assuring adequate cov-
T T erage of small companies and onshore
13. That the Federal royalty managers con- ‘eases, including Indian leases.{Page 73)

tinue charging at least the “current
value of funds rate” established

quarterly by the U.S. Treasury for account Reconciliation
late payments or underpayments.
(Page 69) 17. "hat the managers of the Federal
royalty program develop a definitive
60 Day Payment for Gas plan for choosing lease accounts for
T reconciliation. This should be

14. That the Federal royalty managers yased on a reasonahle method for
allow 60 days for payment of royalties fetermining which accounts on leas-
for natural gas after the end of the es (or groups of leases, such as in
menth 1n which the gas is used, sold, mits) it would be most beneficiasl
or removed from the lease. This :0 pursue in detail. Because account

yalances are unreliable indicators,
hey should not serve as the sole
>asis for this selection. The plan
should be developed and initial
inalyses begun without delay. Look-
sack audits should not be considered

policy would be consistent with
present industry practice.(Page 69)

N
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18.

19.

20.

ON'S ENERGY RESQURCES

Summary of Recommendations

an alternative to lease account
reconciliations. (Page 73)

Routine Audit Progranm

That the Federal royalty managers
adopt a program of increased syste-
matic audits. 1In addition, pro-
vision should be made for audits
triggered by flagged discrepancies
between production reports and
sales or royalty reports or by
discrepancies discovered by inspec-
tors 1in the field. (Page 75)

21.

System Lorrections

That the managers of the Federal
royalty program lustitute a formal
system by which the program's own
audit findings and those of GAO and
the Inspector General are systemati-
cally reviewed to identify weak-
nesses which can be corrected in

the royalty management system.

(Page 75)

Certifled Public Accountant 22.

That the Secretary consult with the
American Institute of Certified
Public Accountants to arrange for
professional services by the com-
panies' certified public account-
ants with respect to the adequacy
of the internal controls
counting for royalty payments,
either through an extension of the
CPA's regular auditing procedures

or throiuch cenar

or through separate engagements; and

and ac-

23.

245

That the Secretary consider includ-
ing a requirement for such profes-
sional services in future leases

and regulations. (Page 77)

AJJI
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tio
That the Secretary provide additional
staff to the royalty management pro-

gram in the accounting, auditing. and
product valuation programs as soon as
possible and protect the royalty man-
agement program from across the board
b;dget cuts and personnel freezes for
several years; to accomplish this, as
early as possible, submit the 1982

P S Aouval anad hu
Uudget supplcmcutal as aeveiLoped oY

the USGS with the full $5 million for
look-back audits, and with other
increases as necessary to carry out
those Commission recommendations ap-
proved by the Secretary. (Page 79)

Comprehensive Training

That the Federal rdyalty managers

Amrmahanal gn

Lnum:uLdLEJ.y PY ovide a comprehensive
training program for their financial
staff in oll and gas industry
practices. (Page 79)

Performance- Standards for Managers
That the Senior Executive Service and

Merit Pay Standards for the royale
management system managers be revised
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to include specific standards with

deadlines which will hold the managers

and supervisors accountable for the

success or failure of the implementa-

tion of the new royalty management

system, and for the implementation of

those recommendations of this Commis-

sion approved by the Secretary.(Page 79) 1.

SITE SECURITY

Departmental Policy

That the Secretary reaffirm by a
letter to all lessees and lease
operators that the Department holds
them responsible for security on
Federal and Indian lease sites and
that the Department will conduct an
actlve enforcement program to assure
that their site security responsi-
bilities are carried out in a
satisfactory manner. (Page 91)

Site Security Plans

That all operators on Federal and
Indian lands be required by regula-
tion to develop lease site security
plans detailing how that operator
will carry out his responsibility
to ensure security of the site.
These plans would be reguired to be
congistent with minimnum government
standards and would be submitted to
the managers of the Federal royalty
program.‘(Page 91)

Revised Regulations

That USGS regulatory requirements

be revised to elimlnate any detailed
regulatory requirements for site
security and require instead that
operators take the necessary steps
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to provide for site security as well
as to meet minimum standards. Both
requirements must be incorporated by
operators into all site security
plans. Deviations from these mini-
mum requirements would be permitted
on a case-by—case baslis by the Fed-
eral royalty managers. Noncompli-
ance with the principal require-
ments of the plan proposed and
agreed to by the operator would be
prima facie evidence of noncompli-
ance with the Federal regulations.
Noncompliance with the minimum re-
quirements would also be a viola-
tion. Both violiations would be sub-
ject to substantial penalties. (See
Chapter Five, Enforcement.) The re-
quirements of the new regulations
would be phased in during a transi-
tion peried. (Page 92)

Run Tickets

That the Department seek leglsla-
tion or publish . egulations, as
necessary, t~ require truck haulers
of oil to have run tickets in their
possession at all times while trans-
porting o1l rom Federal and Indian
leases.(Page 95)

Expand Inspectors' Authority

That the Department seek legislation
to empower Federal inspectors {(with-
in constitutional 1limits) to stop
trucks in order to check that the
truck hauler possesses a run ticket.
(Page 96)

KATTON'S ENERGY RESOURCES

Summary of Recommendations

State and local Enforcement
That the Federal government estab-
lish cooperative relationships with
State amd local enforcement offi-
cials and encourage them to use
their authority to inspect for run
tickets in the possession of haul-
ers of o0il and to deter oil theft
generally. (Page 96)

Undocumented 0il
That the Department seek Federal
legislation to prohibit the purchase
of undocumented crude oll aond re-
quire purchasers of crude oil up to
and including refiners to keep docu-
mentation showing from whom they
purchased the product and from what
lease or unit. (Page 96}
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ENFORCEMENT

That the Federal royalty managers

degsign and implement an inspection/ 2.
enforcement strategy which wiil

assure that the performance of the

iodustry, both in assuring site

security and in reporting production

volumes, is properly monitored. This

strategy should include how often and

in what manner the field staff will

inspect sites, how violations will be

determlned and penalties assessed,

what other methods will be used to

ensure site security and to verify 3.
production on site, and how the man-

agers of the Federal royalty program

will use the program's resources, both

present and future, to carry out this

strategy. To implement the strategy

the Department should:

o Increagse the number of Federal
inspectors so that at a minimum
each Federal and Indian lease can
be {nspected once a year for site
security and production verifi-
cation purposes. (A minimum of
83 inspectors devoting 100 percent
of their time to these two dutles.)

o Increase the frequency of inspec-—

tion beyond the once a year mini-~
mum, by entering into cooperative
agreements with States and Indian

Summary of Recommendations
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tribes and by using contractors as
necessary to assist with the mondi-
toring of the site. (See Chapter
8ix for further discussion of

this recommendation.)(Page 103)

Fair But Firm Enforcement

That the Secretary direct employees
of the Federal royalty program

that he expects enforcement of the
program's regulations to be conducted
fairly, but firmly, with penalties
imposed when violations are found.
{Page 109)

Civil Penalties: Site Security

That the Department seek legal
authority to assess civil penalties
for site security violations. The
civil penalty system should have
fines up to 310,000 per wlolation,
and under certain clrcumstances,
each day should be counted as a
separate violation.

After the legislation is enacted,
appropriate criteria for levylng
fines should be developed and pro-
mulgated after publication in the
Federal Register for review and
compent.

These criteria should include Cthe
operator's history of violations,
the potential for theft, negligence
of the operator, and good faith in



compliance. Civil penalties should
be imposed both for violations
detected for the first time and

for noncompliance, that is, failure
to obey an order. {Page 109)

Civil Penalties: Payments

the Departwent seek legal
authority for a civil penalty
system for nonpayments, late pay-
ments, underpayments, error ridden
reports, and failure to submit or

update the required payor plan.

.
FR1Y-1

The Internal Revenue Service's sys-
tem of a sliding penalty scale based
on the culpability of the payor and
harm to the government could be
used As applied to roy-
alty collections, this would provide
that failure to report would result
penalty of 5 percent per month

22 a model
adas Jad4 uoucl .

in a
of the royalty owed up to a maximum
of 25 percent, unless the payor
shows that his failure to report is
due to reasonable cause aand not
willful neglect. Chronically error
ridden reports would be treated as
a fallure to report.

Also, there should be a penalty for

failure to pay the royalty when due

of one-half of one percent per month
of the amount owed, up to a maximum

of 25 percent.

Where underreporting represents 25

-

percent or more of the amount owed

Summary of Recommendations
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and 1s wiilful, the USGS should im-—
mnAaca A rdudl nanaltrty AfF 50 mnawrsant
POSC a LivViy, pPeladiy Ci 2V patvieiic
of the total unpaid royalties due.

Penalties would be applied in addi-
tion to interest levied on the
delinquent royalties. (Page 110)

Shut-in: Site Security

That the Federal royalty managers
uge shut-in authority in cases of
noncompliance where there is serious
potential Operators
should be charged the value of the
average daily royalty that otherwise
would have been paid had the lease
not been shut—-in, as liquidated
damages or penalty. (Page 110)

for thefr.
LOL Lasl s

Shut-in: Underpayments

That the Secretary of the Interior
exercise his authority to use shut-
leace cancellatinng as sanec~

ing and leage cancellatio S as
tions for severe cases of underpay-
ments. Operators should be charged
the value of the average daily

royalty that would otherwise have been
paid had the lease not been ghut-in,
as liquidated damages or penalty.

(Page 111)

lease Cancellation

That the Secretary pursue lease
cancellation In cases of repeated
theft or serious lease security
praoblems.(Page 11i1)
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STATES AND INDIAN TRIBES

Expanded Policy

1. That the Secretary aanounce an ex-
panded policy of cooperation with
States and Indian tribes in the
royalty management area--namely,
that the Department will share in-
formation and royalty management
funcrions (including inspections)
with affected States and Indlan
tribes to the waxlmum extent pos-—
gible, consistent with its responsi-
bility to assure the proper account-
ability of the rovalties paid on
minerals rewmoved from Federal and
Indian lands. (Page 123)

Secretarial Advisory Committee

2. That the Secretary appoint a formal
advisory comml ttee, reporting to the
Secretary's Q0ffice, consisting of
representatives of States and Indian
tribes and related organizations and
Departmental officials, to develop
over a nlne-mooth period a detailed
plan for carrying out the expanded
policy of Federal/ State/Indian
cooperatlion on a comprehensive basis.
(Page 124)

RESOURCES

Summary of Recommendations

Immediate Implementation

3. That the Secretary immediately take
steps to asslst States and tribes
1n carrying out certain royalty man-
agement functions, by:

° Offering to enter into demonstra-
tion cooperative agreements with
interested States and Indian
tribes, especially for inspec-
tion of leases, audlts, and
training and to participate in
the funding where approprlate.

° providing for increased techni-
cal support of Indiam royalty
management activities through
the BIA's Division of Energy and
Minerals in the Office of Trust
Responsibilities and (since
Osage Tribe activities are bud-
geted separately from those of
other tribal and Federal leases)
assuring that the Osage Tribe
has inspectors adequate to con-
duct inspections for site secur-—
ity and production verification
at each lease at least once a
year .

® Seeking legislation as neces-
sary to enhance a State’s or
Indian tribe's ability to
carry out royalty management
and site security functions un-—
der cooperative agreements with
the Department. Specifically,
the program should authorize
the enforcement of all applica-
ble Federal laws and regulations



256 FI3CAL ACCOUNTABILITY: NATION'S ENERGY RESOURCES

by States and tribes {operating
under a cooperative agreement
with the Department) and thelr
obtaining information from com-
panies and others to the same
extent as if they were employees
of the Department. Any coopera-
tive agreements should provide
for the transfer of funds to the
States and Indian tribes for an
appropriate pertion of the costs,
based on the source of the funds
and the respective responsi-
bilities of the parties. (Page 126)

Information Exchange
That the Department substantlally
lncrease the two-way flow of in-
formation between the Department
and the States and tribes by:

® Actively supporting the on-
golng effort of States to devel-
op common data elements for in-
dustry reporting, and by examin-
ing Federal data needs to make
the Federal data collection
effort as consistent as possible
with the States' efforts.

Identifying those sources of in-
formation which States and
tribes have which will assist
the Federal royalty managers in
assuring that royalties col-
lected are correct aund site
securlty rules are observed; and
entering inte agreements with
these States and tribes to ob-—
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tain this information on a
routine basis.

Designing and implementing a
system of sharing with the in-
dividual States and Indian
tribes on a timely basis all
information which the Federal
royalty program collects con-
cerning leases within their
respective boundaries, including
information at the time the
checks are distributed to verify
the accuracy of the royalty pay-
ments and to audit the accounts
if necessary.

Continuing and expanding upon
the past USGS policy of making
forecasts of future royalty
revenues when requested to do so
by a State or Indian tribe.

Creating a central data bank of
Federal, State, and Indian audit
and site inspectlion results so
that Federal, State and Indian
auditors and inspectors can have
a comprehensive source for
checking royalty payor and/or
lease operator performance.
(Page 130)

Self-Sustaining Fund: Purpose

That the Secretary of the Interior
seek legislation to establish a
gelf-sustaining fund which would:
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[«]

Pay the costs of supplementary
audits and lease production
related inspections that are
above those planned for and
funded by the routine Federal
royalty management hudget. No
environmental or site safety
inspection functions would be
financed by this fund and the
fund would not be used as a
substitute for a full audlt and
inspection program under the
routine Federal royalty manage-
ment budget.

Reimburse States, localities,
and Indian tribes for costs

they might incur for their part
in any audits, inspections or
enforcement done under coopera-
tive or contractual arrangemeats
with the Federal royalty manag-
ers with regard to mineral
leases on Federal and Indian
lands. Federal costs assoclated
with the cooperative agreements
would also be covered. These
activities would include only
those efforts done solely by the
States, localities, or Indian
tribes, those done jointly with
the Federal royalty managers,
and those done by contractors
for any of these parties, under
the terms of a cooperatlve
agreement. (Page 134)
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Self-sustaining Fund: levy

That the Secretary establish and
maintain the fund by takipg a per-
centage of the royalties collected
from all existing and future
Federal and Indian leases (both
offshore and onshore) before any
funds are distributed to the
States, Indians, or the U.S.
Treasury.

That the legislaticn allow the
Secretary, after the first five
years, to adjust the level of the
levy between zero and one percent
of the total royalties collected.
For the first five years, the levy
should be set at one-half of one
percent of such royalties. The
yearly budget for the fund should
be subject to Executive Branch and
Congressional review and approval.
After the first five years, the
fund balance should not be allowed
to exceed an amount equal to the
sum of the funds expended from the
fund for the previous three years.
In the event that the levy would
result Iin excess monies accumulating
in “he fund, the Secretary would be
required to adjust the fund by re-
ducing the levy rate or by suspend
ing the levy (reducing it to zero)
for an appropriate period.(Page 135)
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Sharing Penalties and Interest

That the Federal government share
with the States and Indian tribes
both interest and penalties pald

for late payments and underpayments.
{Page 137)

Accelerated Payments to Indians

That Indian tribal royalty payments
be depogited immediately in inter-
est bearing accounts and electronic
transfer be actively encouraged;
and that the Department seek ways
to accelerate distribution of roy—
alty payments to the individual
Indian landowners. (Page 137)

Accelerated Payments to States

That distribution of royalty funds
to the States be made as quickly as
posslible after the close of the
reporting period, and that the
Secretary consider seeking legisla-
tion to allow payment of the States'
share of royalties more frequently
than once every six months.(Page 137)

Summary of Recommendations

ORGANIZATIONAL ISSUES

Create New Office of Royalty Management

That the Secretary immediately move

the royalty management program out of
the USGS to a location to be determined
by the Secretary, but reporting to an
Assistant Secretary or perhaps the
Under Secretary.

In order to function as an organiza-
tional entity, royalty management must
include the following post-lease
functions from the USGS Conservation

Division:

° Accounting

?  Auditing

° Product valuation

° Data collection

® Regulation writing N

° Enforcement {monitoring, inspec~
tion, sanctions)

° Engineering technical support

261

It must have 1ts own inspection personnel.

It must also have the authority to coop-
erate with the States and Indian tribes
and to negotiate cooperative agreements
for the Secretary's signature. Addition-
ally, in order to ensure that the royalty
mpanagement program functions smoothly,

it must have at least the followling
support services: computer, procure-
ment, budget, and personnel .
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Finally, it should have the authority to
deal at the policy level within the
Department. (Page 1359)

Transition Project Director

That the Secretary appoint a transi-
tion project director in order to as-
sure that the reorganization is com-
pleted in an appropriate manner and
that the Commission's recommendations
are implemented expeditiously.

The transition project director would
report directly to the Secretary,

the Under Secretary or an Assistant
Secretary. This transition director
would have the authority to assure
that the royalty management program
is correctly separated out from the
USGS and that implementation of the
Commission's recommendations as
approved by the Secretary is expedi-
tiously undertaken. He or she would
be responsible for the Secretary's
advisory committee of State and Indian
representatives and the preparation
of the first annual report of the
Secretary. This person would be in
addition to the project leader for
the new royalty management systen
recommended in Chapter Eight of this
report. (Page 160)

Study of BIA/BLM Royalty Management Functions

That the Department inttiate a study
of what lines of communication
should be established between the
royalty management functions being

Summary of Recommendationsg

moved from the USGS and other royalty
management functlons located in BIA
and BLM. In addition, the Department
should study which parts of the BIA
and BLM royalty management functions
might be combined with the USGS
royalty management functions at a
future time. {Page 161)

Qualifications of Director

That the director of the new royalty
management office be an experienced

manager preferably with a background
in financial management. His or her
most important qualification should

be strong management expertise, not

progran knowledge; however, 1f pos-
gible it would be desirable for the

office director to be familiar with
the minerals industry. {Page 161)

Nationwide Search

The Department should initiate a
naticnwide search for an office
director. He or she must have the
status of a bureau-level director
within the Department, reporting at
least to the level of an Assistant
Secretary. The director must have
clearly delegated authority in
order to respond expeditiously to
changing needs.

High level placement within the
Department and clearly delegated
authority will make this position
attractive to the financial commu-
nity, encouraging high quality
candidates to apply.(Page 161)
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NEW APPROACHES TO ROYALTY MANAGEMENT

ﬁgfﬁﬂﬁﬁ_éﬂﬁlﬂﬂﬁﬂﬁﬁﬂiﬂp of Financial System
That, where dppropriate, those parts

of the Auditing and Financial System

which are not already in place be
implemented on an advance basis

(manually ot otherwise) before full
automation is completed. (Page 167)

ﬁdvqggg_}ggigggﬂgg}}onrqfrProduction System

That appropriate pertions of the
Production Accounting and Auditing
System be implemented on an advance
basis (manually or otherwise) hefore
full automation is completed. (Page 170)

EEEEQEEEENEWE}eme“EEEiO" of Production System
That since the Production Accounting
and Auditing System is so important
to the proper functioning of the roy-—
alty management system, the Secretary
take the necessary steps to assure
that adequate financial and human
resources are available through re-
programming or otherwise for pPrompt
implementation after the design is
completed in the spring of 1982,
{Page 170)

Summary of Recommendations

Eggjfication of Improved Royalty Management

System

That the managers of the Federal roy-
alty program proceed with the imple-
mentation of the improved royalty
management system, as modifled by the
Commission’s recommendaticns in this
repert, and that the Federal royalty
managers immediately take steps to
incorporate the recommendations of
the Commission in the design and
implementation of the new system.
(Page 175)

Omnibus Royalty Management Improvement Act

That the Secretary appolint a

Commi ttee of Department officials
to draft a proposed COmnibus Royalty
Management Improvement Act and that
the Secretary provide guildance to
the Commlttee in the form of
approval of those Commission rec-
ommendations with which he 1s in
accord. (Page 175)

Project Manager

That a project manager be immedi-
ately appointed reporting to the
transition director until appolint-
ment of a head of the Royalty
Management Office to oversee imple-
mentation of the new royalty manage-
ment system. The authority of the
project manager should be in writing
and his authority should be broad
enough to resolve disputes among
senior program managers or to have
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them resolved by the director in a
timely fashion. (Page 175)

Annual Report

That the Secretary prepare an annual
report on the implementation of those
Commi ssion recommendations adopted by
the Secretary and the overall progress
of the improved royalty management sys-
tem. The report should be made avail-
able to appropriate committees of Con-
gress and to the public. It should be
issued on March ! of each year, up to
and including March 1, 1986. Prior to
its transmittal, the Secretary should
provide a copy of the draft report to
mineral producing States and Indian
tribes and should include their com-
ments as part of the report when it

is published. (Page 177)

Windfall Profit Tax

That the Department request the
assistance of IRS to revise its
regulations or design a legis-
lative change which would relieve
the Federal royalty program of the
responsibility of calculating and
paying the Windfall Profit Tax on
royalty ‘in~kind transactions; and

That the responsibility for calcu-
lating, withholding, and paying the
Windfall Profit Tax on all crude oil
sold on Federal leases be returned
to the industry, with oversight by
the IRS rather the Federal royalty
management program. (Page 179)
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Increased Royalty Rate

That the Secretary take the necessary
steps to implement the use of a min-
{mum royalty rate of 16-2/3 percent
for new or renegotiated oil and gas
leases, except where requested not

to do so by an Tandian tribe or

Indian landowrer. (Page 180)
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