Federal Accounting Standards Advisory Board

December 4, 2008
Memorandum

To: Members of the Board

From: Julia E. Ranagan, Assistant Director

Through: Wendy M. Payne, Executive Director

Subj: Natural Resources — Tab A'

OVERALL MEETING OBJECTIVE

The purpose of this session is to discuss a draft revised exposure draft (ED) on
Accounting for Federal Oil and Gas Resources so that staff can work towards a pre-
ballot draft for the April 2009 board meeting.

SPECIFIC MEETING GOALS

The two primary goals for this 105 minute session are to:

1. Reach consensus? on the level of detail to be included in the revised ED with
respect to asset valuation guidance, pro forma transactions, illustrative
disclosures and RSI presentations;

2. Reach consensus on whether staff should attempt to broaden the scope of the
revised ED to address all natural resources;

As time permits, the following secondary goals will be addressed:

3. Reach consensus on the primary measurement attribute or method to be
required (present value vs. formula from original ED);

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This
material is presented for discussion purposes only; it is not intended to reflect authoritative views of the
FASAB or its staff. Official positions of the FASAB are determined only after extensive due process and
deliberations.

Z Consensus as used in this paper means “general agreement,” not necessarily full agreement. Members
are asked to arrive at a conclusion that, while it may not be your preferred choice, is an acceptable option
(litmus test is whether the conclusion would keep you up at night).
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4. Reach consensus on whether the preparer should be permitted to select the
measurement attribute or method from two or more options;

5. Reach consensus on whether the preparer can change the estimation attribute or
method once one has been established,;

6. Reach consensus on whether the SFFAS 33 guidance for displaying gains and
losses from changes in assumptions and selecting discount rates should be
applied to long-term assumptions for oil and gas; and,

7. Reach consensus on the phase-in of the requirements from RSI to basic.

BRIEFING MATERIAL

Attached to this transmittal memorandum, you will find a staff discussion paper on the
significant changes made to the original exposure draft. In addition, the following
materials are included in their respective tabs:

O Tab A-1 — Draft Revised ED, Accounting for Federal Oil and Gas Resources
0 Tab A-2 — Natural Resources History of Project and Key Decisions

The DOI field test team reviewed a draft of the revised ED and provided comments to
staff via email. These comments have been incorporated into the draft ED via comment
boxes in the right-hand margin.

In an effort to cut down on the amount and cost of duplicate material that is provided for
each meeting, the following materials that have been provided in the past will be
available at the board table in an individual binder for each member (as was done at the
October board meeting):

U Task Force Discussion Paper, Accounting for the Natural Resources of the
Federal Government, issued June 2000

U ED, Accounting for Federal Oil and Gas Resources, issued May 2007

U Comment Letters on ED

U Field Test Questionnaire Responses (in color to mark differences)

L Comparison of ED to Field Test Questionnaire Responses (in color to mark
differences)

You may electronically access all of the briefing material at http://www.fasab.gov/
meeting.html.
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NEXT STEPS

Once the board has reached consensus on the level of detail to be contained in the
standard and the scope of the standard (oil and gas only vs. all natural resources), staff
will complete the following next steps:

Oil and Gas Only

February 2009 Meeting

® Provide additional information on the fiduciary reporting requirement to enable the
board to reach consensus on whether to retain the recognition requirements as an
integral part of the fiduciary activities Schedules of Fiduciary Activity and Net
Assets;

® Provide additional information on the classification of short-term vs. long-term
liabilities as it would apply to revenues to be distributed to others to enable the
board to reach consensus on how to treat the oil and gas liabilities;

® Provide additional information on the ability of DOI to provide the component
entity RSI as currently required to enable the board to reach consensus on
whether to retain the RSI requirements from the original ED;

® Provide additional information on how to treat custodial reporting for other
commodities to enable the board to reach consensus on how the other
commaodities should be addressed in the interim until standards on all natural
resources are issued.

April 2009 Meeting
e Provide a pre-ballot revised exposure draft that incorporates decisions from the
February 2009 meeting.
e Provide a ballot draft that incorporates final member comments via email after the
meeting.

May 2009
e Issue a revised exposure draft with comments due by late July 2009.

August 2009 Meeting
e Discuss comments received on revised exposure draft.

October 2009 Meeting
e Finalize wording.
e Provide pre-ballot draft after meeting via email.

November 2009
e Provide ballot draft via email (will not be on December 2009 agenda if approved
before meeting and there are no issues).
e Provide proposed standard to sponsors.

February 2010
e Issue final standard after sponsor review.

3
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All Natural Resources

January — May 2009
® Research additional natural resources; and,
® Apply oil and gas approach to other resources, as appropriate.

June 2009 Meeting

® Provide a draft revised exposure draft that incorporates all natural resources.
Staff anticipates that the standards section would be fairly concise, but the basis
for conclusions would be extremely long.

August 2009 Meeting
® Provide another draft revised exposure draft that incorporates member comments
from June meeting. In addition, address outstanding issues such as:

o Provide additional information on the fiduciary reporting requirement to
enable the board to reach consensus on whether to retain the recognition
requirements as an integral part of the fiduciary activities Schedules of
Fiduciary Activity and Net Assets;

o Provide additional information on the classification of short-term vs. long-
term liabilities as it would apply to revenues to be distributed to others to
enable the board to reach consensus on how to treat the oil and gas
liabilities;

o Provide additional information on the ability of DOI to provide the
component entity RSI as currently required to enable the board to reach
consensus on whether to retain the RSI requirements from the original
ED;

o Provide additional information on how to treat custodial reporting for other
commodities to enable the board to reach consensus on how the other
commodities should be addressed in the interim until standards on all
natural resources are issued.

October 2009 Meeting

® Provide another draft revised exposure draft that incorporates member comments
from August meeting.

December 2009 Meeting
e Provide a pre-ballot revised exposure draft that incorporates decisions from the
October 2009 meeting.
e Provide a ballot draft that incorporates final member comments via email after the
meeting.

January 2010
e [ssue a revised exposure draft with comments due by late March 2009.

April 2010 Meeting
e Discuss comments received on revised exposure draft.
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June 2010 Meeting
e Finalize wording.
e Provide pre-ballot draft after meeting via email.

July 2010
e Provide ballot draft via email (will not be on August 2010 agenda if approved
before meeting and there are no issues).
e Provide proposed standard to sponsors.

October 2010
e Issue final standard after sponsor review (earliest effective date of standard would
be for periods beginning after September 30, 2011).

BACKGROUND

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

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

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

Additional information about federal oil and gas resources not classified as proved
reserves would be disclosed in notes to the financial statements or reported as required
supplementary information (RSI). The proposed standards would be effective for

5
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periods beginning after September 30, 2009 (fiscal year 2010), with early
implementation permitted.

See Tab A-2 for a timeline history of the project and key decisions since its original
inception in May 1995.

kkkkkkkkkkhkkkkkkkkkkkkkkkkkkk

If you require additional information or wish to suggest another alternative not
considered in the staff paper, please contact me as soon as possible. Ideally, | would
be able to respond to your request for information or develop more fully the alternative
you wish considered in advance of the meeting. If you have any questions or
comments prior to the meeting, please contact me by telephone at 202.512.7377 or by
e-mail at ranaganj@fasab.gov.

Attachment
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SIGNIFICANT CHANGES MADE TO THE ORIGINAL ED

The significant changes made to the original ED as a result of the Board’s consideration
of the comments received, the field test questionnaires, and discussions with DOI
representatives are summarized below:

1.

Removed specific reference to “proved oil and lease condensate, natural
gas plant liquids (NGPLs), and gas reserves” throughout document; now
refer more broadly to “proved oil and gas reserves.” Further breakdown
into the components of oil and gas will be considered by the federal entity as
part of the estimation methodology.

This change was made to provide more flexibility in the selection of
commodities and types to be separately computed (e.g., crude oil, lease
condensate, wet gas, dry gas, onshore, offshore, etc). The ultimate goal is to
have one asset value for all estimated petroleum royalties. The breakout by
commodity and type would be determined by the federal entity as part of the
estimation methodology. Paragraph 26 of the draft revised ED requires that
estimates of future federal royalty receipts on proved reserves known to exist
as of the reporting date should be divided further by commodity and type and
calculated separately if material differences would otherwise result.

Removed the detailed asset valuation implementation guidance. The draft
revised ED provides federal entities with flexibility in developing the estimation
methodology for valuing oil and gas natural resources. In an environment
heavily affected by changes in prices, technological advancements, economic
and operating conditions, and known geological, engineering, and economic
data, estimation methodologies may need to be regularly updated to reflect
changing economic and technological conditions. The Board believes that the
detailed estimation methodology for valuing oil and gas natural resources
should be developed by federal entities rather than centrally by the Board.>
The Board reached this conclusion based on discussions about recent changes
that have occurred since the original ED was issued and the need to continually
update the accounting standards as a result of volatile conditions in the oil and
gas industry. The Board also considered DOI’s willingness to develop the
methodology and work with the auditors to phase in the required reporting from
RSI to basic over a period of two or three years and return to FASAB only on
issues that could not be resolved with the auditors.

This change was made based on the comment letters received on the original
ED, the field test questionnaires, and discussions with DOI representatives at
the October meeting. Board members directed staff to pursue a less detailed
standard at the June meeting. This direction was further reinforced by the
Board members reactions to DOI’s willingness to develop the methodology and
work with the auditors to phase in the required reporting from RSI to basic.

% Estimates that do not lead to material misstatements are acceptable without guidance from the Board. (This
footnote is taken from the exposure draft “Estimating the Historical Cost of General Property, Plant, and Equipment
Amending Statements of Federal Financial Accounting Standards 6 and 23.”

7
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Staff adapted the wording from par. 13 in SFFAS 6, Accounting for Property,
Plant, and Equipment, that discussed capitalization thresholds. Par. 13 reads
“The Board believes that capitalization thresholds should be established by
Federal entities rather than centrally by the Board. Because Federal entities are
diverse in size and in uses of PP&E, entities must consider their own financial
and operational conditions in establishing an appropriate capitalization
threshold or thresholds. Once established, this threshold(s) should be
consistently followed and disclosed in the financial reports.”

Simplified the detailed pro forma transactions; removed excess detail on
how values were derived.

This change was made to align with the previous change whereby the detailed
asset valuation implementation guidance was removed. The transactions and
pro forma financial statements in Appendix C were paired down to a more basic
presentation, modeled after the transactions and pro forma financial statements
from SFFAS 27, Identifying and Reporting Earmarked Funds, and SFFAS 31,
Accounting for Fiduciary Activities. Excess detail on how to calculate and
derive values was removed.

Removed the illustrative disclosure and RSI presentations.

This change was made to align with the previous two in keeping with the desire
to remove excess detail. This approach is similar to SFFAS 29, Heritage
Assets and Stewardship Land, which contained detailed disclosure
requirements but no pro forma disclosures.

SFFAS 29, BfC par. 29 states “The Board also has avoided detailed
illustrations and limited specific examples in the standard because preparers
and auditors may attempt to strictly adhere to the illustrations.” SFFAS 29 BfC
also noted that the Board asked the AAPC to prepare a technical release to
provide additional implementation guidance. Staff believes that this standard
should be treated similarly because the Board has asked DOI (the only affected
entity) to develop a methodology and is providing several years for the
methodology to be improved upon before it becomes basic information.

Selected present value as the measurement method.

The board had considered present value as a potential measurement method
while developing the original oil and gas ED. Paragraph A52 in the basis for
conclusions of the original ED read as follows:

A52. Present (or discounted) value of future cash flows — The
present or discounted value of future cash inflows into which an
asset is expected to be converted in due course of business less
present values of cash outflows necessary to obtain those
inflows. (SFAC 5, Par 67.e) An estimate of the ‘present (or
discounted cash) value’ of the estimated federal royalty share
appeared to be most appropriate because the asset will be

8
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converted in future periods. However, the ‘present (or
discounted cash) value’ attribute poses measurement challenges

because:

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

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

C. Prices are subject to fluctuation, making the

amount of future inflows volatile.

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

The DOl field test team stated that they believe their methodology for
calculating estimated petroleum royalties based on a present value approach is
more reliable and more accurate than the approach proposed in the original
ED.

This change was made based on the board member’s reactions to DOI’s
willingness to develop the methodology based on a present value method and
work with the auditors to phase in the required reporting from RSI to basic. In
addition, the representative for CBO, which had presented an alternative view
to the original ED supporting fair value, generally supports DOI’s proposed
methodology based on present value.

Provided federal entities with the opportunity to compute the federal
government’s estimated petroleum royalties by “multiplying the
estimated quantity of proved oil and gas reserves under federal lands by
the average first purchase price for oil or average wellhead price for gas
and the effective average royalty rate by region” if it is not reasonably
possible to estimate the present value of future federal royalty receipts on
proved reserves. Other methodologies are deemed acceptable.

This change was made in keeping with the flexibility afforded to federal entities
in developing the estimation methodology for valuing oil and gas natural
resources. While DOI is working with their auditors on an acceptable
estimation methodology, it may be determined that present value is not an
acceptable method and the formula originally developed or something like it
may be more reliable (see Table 1 on page 12 for staff’'s analysis of DOI’s
issues with the ED asset valuation methodology and proposed changes).
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Providing flexibility to the preparers will prevent the need to continually update
the underlying accounting standard.

Permitted a change in methodology (see paragraph 28). “Once established,
the estimation methodology should be consistently followed and disclosed in
the financial reports. If environmental or other changes would provide for the
development of an improved methodology, the nature and reason for the
change in methodology, as well as the effect of the change, should be
disclosed.”

This change was made to allow for improvements to be made to the
methodology without requiring an amendment to the underlying accounting
standard. For example, if DOl implements an alternative methodology because
they are unable to develop a methodology based on present value at this time,
it would seem desirable for DOI to be able to switch to present value if at some
point in the future, due to technological advancements or other developments,
DOI becomes able to use the present value method.

Incorporated SFFAS 33 guidance for displaying gains and losses from
changes in assumptions and selecting discount rates.

This change was initiated by staff based on the selection of present value as
the measurement method because it is in keeping with the principle of SFFAS
33. The original SFFAS 33 ED had proposed a broad scope; however,
although in principle a broader application was desirable, the Board decided to
limit the final standard to federal employee pension, ORB, and OPEB liabilities.
This decision was based on the Board’s desire to address more immediately its
primary concern, which was to display the effect of assumption changes on
employee compensation liabilities. Respondents had requested more guidance
regarding how the standard would apply to other long-term assumptions; the
Board believed that developing additional guidance would significantly delay
implementation of SFFAS 33.

Staff believes that it would be appropriate to apply the guidance in SFFAS 33 to
long-term assumptions about oil and gas when utilizing present value as the
measurement method.

Updated the effective date of the standard to provide for a three-year
phase-in from RSI to basic information.

This change was based on discussions with DOI at the October meeting,
particularly DOI’s willingness to develop the asset valuation methodology and
work with the auditors to phase in the required reporting from RSI to basic over
a period of two or three years and return to FASAB only on issues that could
not be resolved with the auditors..

The language for the proposed effective date was modeled after the exposure
draft “Reporting Comprehensive Long-Term Fiscal Projections for the U.S.
Government.”

10
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Moved the lllustration of the Components of Federal Oil and Gas
Resources to an appendix by itself.
Updated the basis for conclusions.

Updated questions for respondents to request feedback on changes
made to the original exposure draft.

[TBD based on discussion of other issues planned for February 2009 board
meeting — fiduciary reporting, long-term vs. short-term liability classification,
detailed component entity RSI, custodial reporting for other commodities, etc]

QUESTIONS FOR THE BOARD MEMBERS

The two primary questions to be answered during this 105 minute session are:

1.

Does the Board agree or disagree with the level of detail that is included (or
omitted) in the revised ED with respect to asset valuation guidance, pro forma
transactions, illustrative disclosures and RSI presentations?

Does the Board agree or disagree that the scope of the revised ED should be
broadened to address all natural resources?

As time permits, staff will seek answers to the following secondary questions:

3.

Does the Board agree or disagree that present value should be selected as the
primary measurement method?

Does the Board agree or disagree that the preparer should be permitted to select
the measurement attribute or method from two or more options?

Does the Board agree or disagree that the preparer should be permitted to
change the estimation methodology once one has been established?

Does the Board agree or disagree that the SFFAS 33 guidance for displaying
gains and losses from changes in assumptions and selecting discount rates
should be applied to long-term assumptions for oil and gas?

Does the Board agree or disagree with the phase-in of the requirements from
RSI to basic?

SESSION WRAP-UP

Q
Q

Have questions one and two above been answered?

Does the Board agree or disagree with the next steps staff has outlined on pages
two through four (the next steps will depend on whether an ED on just oil and gas
is selected or if staff is to pursue an ED on all natural resources).

11
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Table 1 — Staff analysis of DOI issues with ED asset valuation
methodology and proposed changes from field test

Issue Perceived as a Potential Issue NOT Perceived as a Potential

Significant Challenge

Significant Challenge

Need to project how the proved
reserves will be produced (assumes
an exponential decline at a rate of
the modeler’s choice)

Need to estimate future oil and gas
prices; very volatile; used oil and
gas prices from OMB’s economic
assumptions

Continued reliance on EIA
reporting; mitigated somewhat by
congressional mandate to provide
information on total proved reserves
(not on federal lands only)

Need to use proxy of production to
proved reserves; number can never
be deemed reasonable unless
tested out over a number of years
(data for testing—seismic data or
report of proved reserves under
federal lands—does not exist)

Need to establish beginning asset
balance based on proxy (see
challenge above)

Methodology for recording depletion
expense when significant
adjustments and accruals occur that
are related to other periods and/or
nonattributed

Further division of proved reserves
by commodity and type (crude oil,
lease condensate, and natural
gas—wet after lease separation)
and in the GOM, further by water
depth of field

Use of wet gas only instead of
estimating dry gas and NGPLs

Removal of transportation
allowances from the regional
average landed price to arrive at a
regional average wellhead price

Selection of reasonable discount
and inflation rates

Determination of adjustments
needed to reflect royalty-free
production

Selection of regions

Estimate for 21 months of
production and exploration that will
transpire between the effective date
of the value estimate and the
effective date of the reserve
estimate

12
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Federal Accounting Standards Advisory Board

Accounting for

Federal Oil and Gas Resources

Statement of Federal Financial Accounting Standards

Revised Exposure Draft

Written comments are requested by [date 60 days after issuance]

Month day, year

Working Draft — Comments from Respondents Are Not Requested on This Draft




THE FEDERAL ACCOUNTING STANDARDS ADVISORY BOARD

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

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

Additional background information is available from the FASAB or its website:

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

e “Mission Statement: Federal Accounting Standards Advisory Board”, Exposure drafts,
Statements of Federal Financial Accounting Standards and Concepts, FASAB
newsletters, and other items of interest are posted on FASAB’s website at:
www.fasab.gov.

Federal Accounting Standards Advisory Board
441 G Street, NW, Suite 6814
Mail stop 6K17V
Washington, DC 20548
Telephone 202-512-7350
FAX - 202-512-7366

www.fasab.gov

This is a work of the U. S. government and is not subject to copyright protection in the United
States. It may be reproduced and distributed in its entirety without further permission from
FASAB. However, because this work may contain copyrighted images or other material,
permission from the copyright holder may be necessary if you wish to reproduce this material
separately.




NOoO b~ w N

—
O O o

11
12

13
14
15

16
17
18
19
20

21
22
23
24
25

26
27

29

30

31
32

Federal Accounting Standards Advisory Board

ISSUE DATE
TO: ALL WHO USE, PREPARE, AND AUDIT FEDERAL FINANCIAL INFORMATION

The Federal Accounting Standards Advisory Board (FASAB or the Board) is requesting
comments on the revised exposure draft of a proposed Statement of Federal Financial
Accounting Standards entitled, Accounting for Federal Oil and Gas Resources.
Substantive changes have been made to the original exposure draft issued on May 21,
2007.

Specific questions for your consideration appear on page 1 but you are welcome to
comment on any aspect of this proposal. If you do not agree with the proposed
approach, your response would be more helpful to the Board if you explain the reasons
for your position and any alternative you propose. Responses are requested by DUE
DATE.

All comments received by the FASAB are considered public information. Those
comments may be posted to the FASAB's website and will be included in the project's
public record.

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

Wendy M. Payne, Executive Director

Federal Accounting Standards Advisory Board
Mailstop 6K17V

441 G Street, NW, Suite 6814

Washington, DC 20548

The Board's rules of procedure provide that it may hold one or more public hearings on
any exposure draft. No hearing has yet been scheduled for this exposure draft. Notice

of the date and location of any public hearing on this document will be published in the
Federal Register and in the FASAB's newsletter.

Tom L. Allen
Chairman

441 G Street NW, Mailstop 6K17V, Washington, DC 20548 ¢(202) 512-7350 efax (202) 512-7366
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Executive Summary

What is the Board proposing?

This exposure draft (ED) proposes accounting standards for federal oil and gas
resources.” The proposed standards would result in the recognition of an asset and a
liability. The asset would be referred to as “estimated petroleum royalties.” The asset’'s
value would be the royalty share of the federal oil and gas resources classified as
“proved reserves.”? The liability would be for the royalty share of the federal proved
reserves designated to be distributed to others, i.e., state governments and — at the
component entity level — other federal agencies and the general fund of the U.S.
Treasury.?

When oil and gas resources are extracted and royalties are earned, revenue and a
depletion expense equal to the earned revenue would be recognized by the federal
government. When revenue collections are distributed, a reduction in the liability for
revenue distributions to others would be recognized. Gains and losses would be
recognized based on an annual valuation of the asset with an adjustment to the liability
for revenue distributions to others. In addition, when rights to a future royalty stream
are identified to be sold, the value of the related rights would be disclosed.

Transition to these proposed standards would require that the federal government’s
royalty share of oil and gas proved reserves be recognized as an asset as of the
beginning of the reporting period in which the standards become effective. In addition,
a liability for the portion that will be distributed to others would be established at the
same time. The net effect of recognizing an asset and establishing a liability at the
beginning of the reporting period would be a change in accounting principle that
increases the entity's net position. Additional information about federal oil and gas
resources not classified as proved reserves would be disclosed in notes to the financial
statements or reported as required supplementary information (RSI).

The proposed standards would be effective as RSI for periods beginning after September
30, 2010, and as basic information for periods beginning after September 30, 2013,
except where specifically designated as RSI. Earlier implementation is encouraged.

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

ZA portion of the production value of proved oil and gas reserves are due the federal government from
the lessee in accordance with the royalty rate contained in the lease agreement.

3 Upon collection, the majority of the federal government’s estimated petroleum royalties from the
production of federal oil and gas proved reserves are distributed to states, other federal agencies, and the
general fund of the U.S. Treasury in accordance with legislated allocation formulas.

Federal Accounting Standards Advisory Board
Accounting for Federal Oil and Gas Resources
Date of Document (same as on cover)
Working Draft - December 4, 2008 DM 2795865
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Executive Summary i

How would this proposal improve federal financial reporting and contribute to
meeting the federal financial reporting objectives?

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

a. accountability for and stewardship over assets of the federal government;

b. consistency and understandability in accounting for assets of the federal
government; and,

c. relevance, consistency, and comparability of information regarding revenue of
the federal government.

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

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

Statement of Federal Financial

Accounting Concepts Statement Federal financial reporting should assist report users in

(SFFAC) 1, Objectives of Federal evaluating the service efforts, costs, and accomplish-

Financial Reporting, the operating ments of the reporting entity; the manner in which these

performance and Stewardship efforts and accomplishments have been financed; and
Lo - . the management of the entity’s assets and liabilities.

objectives were identified as most Federal financial reporting should provide information

important for natural resources that helps the reader to determine

reporting. — the costs of providing specific programs and

activities and the composition of, and changes
With respect to meeting the operating in, these costs;
performance reporting objective, the — the efforts and accomplishments associated

with federal programs and the changes over

proposed standard would provide time and in relation to costs; and

information useful in evaluating the - .

i tity' tof — the efficiency and effectiveness of the
reporting en_ iy's m_anagemen 0 government’s management of its assets and
assets relating to oil and gas liabilities.
resources. This information would Source: SFFAC 1

allow financial report users to monitor
changes in royalty rates and
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Executive Summary

estimated reserve quantities, providing an indicator of how well the government’s
proved reserves were managed. In addition, the value of the estimated petroleum
royalties at the end of each period would facilitate consideration of the potential cash

flows from existing leases.

Currently, royalties from oil and gas leases are displayed on the statement of changes
in net position with non-exchange revenue rather than on the statement of net cost with
other exchange revenue. Presentation of revenues arising from oil and gas leasing
activities as exchange revenue would assist users in understanding how the

government’s efforts and
accomplishments were financed. The
current practice of combining
revenues derived from the sale of
assets with revenues derived from
taxation or other non-exchange
sources may obscure the fact that the
gains were obtained through the
exchange of resources—proved
reserves for a future stream of royalty
payments.

With respect to meeting the
stewardship reporting objective, the
proposed standard would provide
information useful in assessing
whether federal government
operations have contributed to the
nation’s current and future well-being.

Stewardship Objective

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

— the government’s financial position improved or
deteriorated over the period,

— future budgetary resources will likely be
sufficient to sustain public services and to meet
obligations as they come due, and

— government operations have contributed to the
nation’s current and future well-being.

Source: SFFAC 1

Recognition of estimated petroleum royalties as an asset would make available the
value of an asset that generates cash to finance government operations over time. This
would inform users about the financial position of the government and whether it was
improving or deteriorating over time. Information about potential oil and gas production
and changes in potential production over time would allow users to consider how
government operations and economic conditions have impacted the availability of oil

and gas resources to future generations.
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Questions for Respondents 1

Questions for Respondents

The FASAB encourages you to become familiar with all proposals in the Statement
before responding to the questions in this section. In addition to the questions below,
the Board also would welcome your comments on other aspects of the proposed
Statement.

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

Because the proposals may be modified before a final Statement is issued, it is
important that you comment on proposals that you favor as well as any that you do not
favor. Comments that include the reasons for your views will be especially appreciated.

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

Wendy M. Payne, Executive Director

Federal Accounting Standards Advisory Board
Mailstop 6K17V

441 G Street, NW, Suite 6814

Washington, DC 20548

All responses are requested by [insert date].

Q1. The Board is proposing to provide federal entities with flexibility in developing
the estimation methodology for valuing oil and gas resources due to the
constantly changing economic and technical conditions. The detailed asset
valuation implementation guidance contained in the original exposure draft
(ED) issued on May 21, 2007, has been removed from this revised ED. Do you
agree or disagree with the Board’s position (see paragraphs 22 through 26 and
A41)? Please explain the reasons for your position in as much detail as
possible.

Q2. The Board believes that the method for valuing the federal government’s
estimated petroleum royalties should approximate the present value of future
federal royalty receipts on proved reserves known to exist as of the reporting
date. Do you agree or disagree with the Board’s position (see paragraphs 23,
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Questions for Respondents 2

Q3.

Q4.

Q5.

Q6.

23, and A35 through A40)? Please explain the reasons for your position in as
much detail as possible.

The Board is proposing to permit alternative measurement methods for valuing
the federal government’s estimated petroleum royalties if it is not reasonably
possible to estimate the present value of future federal royalty receipts on
proved reserves. Do you agree or disagree with the Board’s position (see
paragraph 27)? Please explain the reasons for your position in as much detail
as possible.

The Board is proposing to permit federal entities to change its methodology for
valuing the federal government’s estimated petroleum royalties if
environmental or other changes would provide for the development of an
improved methodology. Do you agree or disagree with the Board’s position
(see paragraph 28)? Please explain the reasons for your position in as much
detail as possible.

The Board believes that it would be appropriate to apply the guidance
regarding reporting gains and losses from changes in assumptions and
selecting the discount rates from SFFAS 33, Pensions, Other Retirement
Benefits, and Other Postemployment Benefits: Reporting the Gains and Losses
from Changes in Assumptions and Selecting Discount Rates and Valuation
Dates, to long-term assumptions about oil and gas when using the present
value method. Do you agree or disagree with the Board’s position (see
paragraphs 23, 25, 41, and A49 through A51)? Please explain the reasons for
your position in as much detail as possible.

The Board is proposing to provide a three-year phase-in of the proposed
requirements from RSI beginning with fiscal year 2011 to basic in fiscal year
2014. This period is provided to allow for the asset valuation methodology to
be improved upon before an audit opinion is required. Do you agree or
disagree with the Board’s position (see paragraphs 53 and A72)? Please
explain the reasons for your position in as much detail as possible.
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Introduction

Purpose

1.

Statements of Federal Financial Accounting Standards (SFFAS) 6,
Accounting for Property, Plant, and Equipment; 8, Supplementary
Stewardship Reporting; and 29, Heritage Assets and Stewardship Land,
establish standards related to federal lands, but specifically exclude natural
resources from the scope of those standards. Extensive federal oil and gas
resources exist on public lands throughout the country and on the Outer
Continental Shelf (OCS). Currently, federal financial reporting does not
provide information about the quantity or value of these assets. In addition,
royalty revenues are recognized but expenses are not recognized for the
asset exchanged to produce those revenues.

The Board believes that federal oil and gas resources represent federal
assets and accounting for and reporting information about these assets
would enhance:

a. accountability for and stewardship over assets of the federal
government;

b. consistency and understandability in accounting for assets of the
federal government; and,

c. relevance, consistency, and comparability of information regarding
revenue of the federal government.

This Statement provides for a more complete accounting for oil and gas
resources available to the federal government. Recognizing the federal
government’s royalty share of proved reserves as an asset on the balance
sheet would provide transparency regarding the value and changes in value
of these significant assets and results in information that contributes to
meeting federal financial reporting objectives.

Materiality

4.

The provisions of this Statement need not be applied to immaterial items.
The determination of whether an item is material depends on the degree to
which omitting or misstating information about the item makes it probable
that the judgment of a reasonable person relying on the information would
have been changed or influenced by the omission or the misstatement.
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Estimation Methodology

5. The Board believes that the detailed estimation methodology for valuing oil
and gas natural resources should be developed by federal entities rather
than centrally by the Board. In an environment heavily affected by changes
in prices, technological advancements, economic and operating conditions,
and known geological, engineering, and economic data, estimation
methodologies may need to be regularly updated to reflect changing
economic and technological conditions.

Effective Date

6. The proposed standards are effective as RSl for periods beginning after
September 30, 2010, and as basic information for periods beginning after
September 30, 2013, except where specifically designated as RSI. Earlier
implementation is encouraged.
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Proposed Standard

Scope

7.

10.

This Statement applies exclusively to federal entities that report information
about federal oil and gas resources in general purpose financial reports
prepared in conformance with Federal Accounting Standards Advisory
Board (FASAB) standards.

This Statement articulates a general principle that should guide preparers of
general purpose federal financial reports in accounting for federal oil and
gas resources.

The concepts of an asset and a liability contained in this document are
consistent with those established in Statement of Federal Financial
Accounting Concepts (SFFAC) 5, Definitions of Elements and Basic
Recognition Criteria for Accrual-Basis Financial Statements. This
Statement establishes accounting for assets and liabilities related to federal
oil and gas resources that are not addressed by prior standards.

This Statement also amends SFFAS 7, Accounting for Revenue and Other
Financing Sources, to account for and report bonus bid, rent, and royalty
collections — currently treated as nonexchange revenue due to the absence
of cost information — in accordance with exchange revenue standards.

Definitions

11.

12.

Definitions in paragraphs 12 through 16 are presented first in the proposed
accounting standards because of their uniqueness in calculating the asset
value of estimated petroleum royalties. Other terms shown in boldface
type the first time they appear in this document are presented in the
Glossary (see page 49). Reviewers of this document may want to examine
all definitions before reviewing the proposed accounting standards and
Basis for Conclusions.

Federal Oil and Gas Resources: Oil and gas resources over which the

federal government may exercise sovereign rights with respect to
exploration and exploitation and from which the federal government has the
authority to derive revenues for its use. Federal oil and gas resources do
not include resources over which the federal government acts as a fiduciary
for the benefit of a non-federal party.
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Proposed Standard 6

13. Regional Average First Purchase Price for Qil: The regional average first
purchase price for oil is calculated by dividing the total regional sales value

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

14. Regional Average Wellhead Price for Gas: The regional average wellhead
price for gas is calculated by dividing the total regional sales value of gas
produced from federal oil and gas resources in each associated region for
the preceding twelve (12) months by the total regional sales volume of gas
produced from federal oil and gas resources in each associated region for
the preceding twelve (12) months.

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

16. Regional Estimated Petroleum Royalties: Regional estimated petroleum
royalties means the estimated end-of-period value of the federal
government’s royalty share of proved oil and gas reserves from federal oil
and gas resources in each region.

Asset Recognition |

17. Extensive federal oil and gas resources exist on public lands throughout the
country and on the Outer Continental Shelf (OCS). These resources will
provide economic benefits to the federal government through revenue from
leasing activities and the collection of royalties on production. The federal
government controls access to these resources.

18. \Federal oil and gas resources are made up of three different components —
proved reserves, technically recoverable resources, and undiscovered
and Gas Resources on page 37 for an illustration of the universe of federal
oil and gas resources and a further breakdown of its components.

19. Information is available in varying degrees and with varying reliability for
each component. While all of the federal oil and gas resources meet the

* A longer or shorter period than twelve (12) months may be deemed appropriate.
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Comment: From DOI Field Test

/| Team: Paragraph 15 — Effective
/| Regional Royalty Rate - Suggest this

include 'For which production data is
available at the measurement date'.
[Staff Note: Comment would probably
also apply to pars. 13 and 14, which
were added after the draft provided
to DOL.]

Comment: From DOI Field Test

J“ Team: In general, we are in favor of
/| the movement by FASAB to a less

prescriptive methodology of valuing
the asset that is based on a present
value concept. This moves in the
direction that we were urging in our
response to the ED. Also, there are
statements that restrict the asset
recognition to proved reserves which
is what we feel is mandatory.

While the simplified approach
presented is well received and allows
for significant latitude in many areas,
we believe that in some instances
the draft is written too broadly.
Without more specific guidance on
some of the key aspects of valuation
and depletion, the DOI will likely be
faced with extensive costs to
implement, and likely audit issues and
disagreements.

| Comment: From DOI Field Test
“J‘ Team: Paragraph 16 does not
correctly capture the terminology of

the breakdown of Federal oil and gas
resources, at least as we are

familiar with them at MMS. A better
description would be that Federal
resources have two primary
components, reserves (discovered
resources) and undiscovered
resources. Reserves can be further
classified as proved, un