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DISCLAIMER

This report was prepared as an account of work sponsored by an agency of the United
States Government. Neither the United States Government nor any agency thereof, nor
any of their employees, make any warranty, express or implied, or assumes any legal liabili-
ty or responsibility for the accuracy, completeness, or usefulness of any information, appa-
ratus, product, or process disclosed, or represents that its use would not infringe privately
owned rights. Reference herein to any specific commercial product, process, or service by
trade name, trademark, manufacturer, or otherwise does not necessarily constitute or
imply its endorsement, recommendation, or favoring by the United States Government or
any agency thereof. The views and opinions of authors expressed herein do not necessar-
ily state or reflect those of the United States Government or any agency thereof.




" EXECUTIVE SUMMARY

The U S. Department of Energy (DOE) has asked Gustavson Associates, -Inc. to serve as an
Independent Petroleum Consultant under contract DE-ACO1- 96FE64202 This authorlzes a study
and recommendations regarding future development of Naval Petroleum Reserve No. 2 (NPR-Z)\ :
in Kern County, California (Figure 0.1). The report that follows is the Phase II Final Report for
- that study. Add1t10nal details are prov1ded in the Addendum (the Phase I Property Descrrptlon
and Fact Finding Report)

The key. property elements that pos1t1vely affect the estimated value of NPR-2 1nclude the
| following: royalty income from producing oil and gas leases, rental i income from non-producing
oil and gas leases, income from gramng or leasmg of grazing r1ghts, potent1al income from oil
~ and gas leasing on exploratory (or nonproépective) acreage, potential value of trading surface real
estate as ranch land for sheep grazing (10,044 acres), and town lots for residential or commercial

development (16.7 aeres). - Key elements that negatively impact the estin‘lated value include:

environmental assessment costs, operating budgets, and lease sale expenses.

- The United States of A'merica owns 100 -percent of the mineral rights and about 96 percent of
the surface rights in 10,447 acres of NPR-2. Private citizens own the other four percent of the
surface Of this, 9227 acres have been leased by private 01l companies, and 1220 are unleased
and undeveloped. Another 19,735 acres within NPR-2 are owned in fee pnvate oil cornpanles.
This 30,182-acre tract was set aside as an oil reserve for_ the U.S. Navy by an Executive Qr_der

of President Wilson in 1916. Management of .NPR-2 is the responsibility of DOE.

Gustavson Associates has conducted a study and made recommendations regarding which of the
following options, or combination of options, would maximize the value of NPR-2 to the United

States:

“Qption 1: Retention and operation of all or part of NPR-2 by the' Secretary of Energy under '
Chapter 641 of Title 10, United States Code.
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FIGURE 0.1
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Option 2: ‘ Transfer of all or a part of NPR-2 to the Deoartment of the In'rerior for leasing in
| accordance' with the Mineral Leasing Act (30 U.S.C. 181 et seq.) and surface
management in acco'rdance with the Federal Land Policy and Managernent Act (43
U.S.C. 1701 et seq.). o

Option 3:  Transfer of all or partl of NPR-2 to the jurisdiction of another federal ageney for
' administration under Chapter 641 of Title 10, United States Code. '

Option 4: ‘Sale of the interest of the United States of all or a part of NPR-2.

About 435 wells in the field are producing 2819 barrels of oil per day. Of this the government’s
royalty share is'200 barrels of oil pre day ‘and 750 thousand cubic f‘eet per day. Revenues are
about $1.7 mrlhon per year. : Estimated net reserves to the government’s interest include 407
thousand barrels of 011 1.6 billion cubic feet of gas, and 630 thousand gallons of natural gas :
- liquids. Five leases compnsmg 840 acres, are not producmg and are held indefinitely by rental
| payments of $1 per acre per year.. The 1220 acres of unleased DOE property has potennal for
deeper oil and gas production from zones producmg nearby at NPR-1, however, no specific

drilling prospects have been identified. -

Although significant plugging and abandonment and environmental rernediation liabilities are »
associated with the 01l and gas operatlons on Government-owned land at NPR-2, the lessees are
responsible for these liabilities. The chance that the liability would come to rest with the

Government is considered negligible.

The highest and best use of the mineral estate at this time is for continued generation of income
from oil and gas production from currently producing leases, continued generatiOn of income
from rentals, from non-producmg leases, and from generatlon of income on the balance of the
unleased acreage by leasrng (bonus and rentals). There isa reasonably active market of recent
producing property transactrons,*and of recent leasing of nearby federal, state, and private mineral
rights. These data have been utilized, with production and economic forecasts for the producing

leases, in estimating the Fair Market Value of the mineral rights at NPR-2.
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Continued oil and gas production is cufrently the most economically important_use of NPR-2.
" This is managed by thel DOE and provides a revenue stream to the United States .through
royalties. ‘ |

The highest and best use of the surface and wziter' rights is generation of income from grazing
sheep. Comparable sales of similar types of lands have been utilized to estimate the Fair Market
Value of the 'surface,kand water rights at NPR-2. This use is considered to be compatible with,

though somewhat diminished by, ongoing oil and gas production operations.

The highest and best use of NPR-2 1s for a combination of activities related principally to
generation of income from production of oil and gas and livestock grazing. These uses are

compatible with each other, provide minimal interference and tend to be additive in valuation.

. The option recbmmended to maximize &alué to the United States 1s Option 4, sale of the interest

“of the United Stateé of all or part of NPR-2. :Evaluation-of this option results in an estimated
value of $6.013 million which is about 20 percent higher than the next highest value of $5.025
million for Option 2, transfer of all or part of NPR-2 to the Departtneht of Interior.
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' 1. INTRODUCTION

1.1 AUTHORIZATION

The U.S. Department of Energyhas asked Gustavson Associates, Inc. to serve as an Independent
Petroleum Appraiser - under contract ‘DE-AC01-96FE§4202. This authorizes a study and
‘recommendations regarding future development of Naval Petroleum Reserve No. 2 (NPR-2) in -

- Kern County, California. The report that follows is the Phase I Final Report for that study.

12_TYPE OF APPRAISAL

The scope of this appraisal engagement or study refers to the extent of the process of collecting,‘
veril‘ying. anal )'zing, and reconciling relevant data. "l‘he U.S. Department of ‘Ener‘gy could engage
an appraiser 10 perform /either a Complete or Limited Appraisal. In this ,,particular case, it is
" considered that the requested appraisal or study falls” under the deeignation of a Limited
Appraxsal This is mamly due to the fact that a Limited Appraisal was conducted for the surface

| rights w hich. when considered for the entire property, does not allow for the designation for the
entire pmpcrtv of a Complete Appraisal. “When considering just the mineral rlghts it is the
opinion of this Appraiser that a Complete Appraisal was conducted A Complete Appraisal is

the act or process of estimating value without 1nvokmg any departure provisions.

This Appraiser has-utilized all applicable approaches to value for the mineral rights. Our value
“conclumon reflects all known information about the subject propefty, market conditions and

available data.

The:t}pc of appraisal performed here. namely a Limited Appraisal, is the act or process of
. estimating value performed under and resulting from invoking substantial departure provisions.
In that h\ pothettcal case, both the appraiser and the cltent would have agreed prior to the
engagement that the appraiser will not use all apphcable approaches to value or that the value
conclusion will pot reflect all known information. In the case of appraising the surface, some

- departure provisions were invoked and are discussed below. Hence, this is a Limited Appraisal.
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In the process of preparing t_he- surface appraisat, the work completed has gone beyond the typical
deﬁhition of a limited appraisal and would approach a complete appraisal, limtted though by the
fact that (a) only the rrratket apprdach was used (the incorne appro’ach'coul'd have been marginally
useful but was left otlt'because of schedule c_ons‘traintsj, and (b) some of the comparable sales
datawas furnished by others and not independently verified. It is the opinion of this Appraiser
that the market data approach provides a reasonable estimate of value for the surface wh1ch can

l be relied upon for valuing the property in its entirety.

This self-contained report. is 'prepared under USPAP Standard 2-2(A) to document this
Appraiser’s Complete Appraisal and consulting service. This self—corxtained report contains to
the fullest extent possible ‘and practicable full aﬁd complete explanations of the data reasoning
and analyses that were used to develop the oplmon of value and the results of our consultmg
service. It also mcludes thorough descnptrons of the subject property, the property s locale, the

market for the property type and this Appraiser’s opinion of the highest and best use.

This appraisal report provides enough information on each topic so that the reader of the report

- can follow the. reasomng without having to make leaps of falth In cases where additional details

may be necessary the reader will, at each occasion, be referred to the Property Descnptron and

* Fact Finding Report for each of the NPR and NOSR properties dated 30 June 1996 and submitted-
on 18 July 1996, for further substantiation. The intention has therefore been that the reader
should understand solely on the basis of what is herein written how this Appraiser has arrived

at the conclusions and recommendations.
1.3 PROPERTY SUMMARY

The United States of America owns 100 percent of the mineral rights and 96.1 percent of the
, surfaee rights in 10,447 acres of the 30,182 acres contained within NPR-2. This property'
comprises the Buena Vista Hills oil field (Figure 1.1). Oil and gas compames have leased out
9,227 acres in 17 separate leases. Dlscovered in- 1909, this field has approximately 435 active

wells producing 2,819 gross barrels of oil and 8.6 million cubic feet of gas per day. Net
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,
production to the government royalty interests includes 200 barrels per day and 750 thousand

cubic feet of gas per day. | Royalty income from_this production is about $1.7 million per :year.

Significant plugging and abandonment(P&A) liabilities are present. The current operators are
- responsible for the plugging and abandonment of the existing operations on NPR-2. However,
- if they default, then ult1mate or contmgent llablhty rests with the United States. This risk may

increase as the leases are sold to smaller and smaller operators

1.4 DESCRIPTION OF SCENARIOS

As authorized in contract DE-AC01-96FE64202, Gustavson Associates was retained by DOE to
serve as an Independent Petroleum Appraiser as specified in Section 3416 of the National Defense
V’Aut’horizatipn Act for Fiscal Year 1996, P.L. 104-106 (110 :Stat. l86). As stated in the Act, we
_.have conducted a study and made feeommendations, regarding »which of the following bptioné, |

or combination of options, would méximiz_e the value of NPR-2 to the United States:

Retention and operation of “all or part of NPR-2 by the Secretary of Energy under
Chapter 641 of Title 10, United States Code.

e  Transfer of all or part of NPR-2 to the jurisdiction of another federal agency for
‘administration under Chapter 641 of Title 10, United States Code.

¢  Transfer of all or a part of NPR-2 to the Department of the Interior for leasing in
accordance with the Mineral Leasing Act (30 ,U.S.C._ 181 et seq.) and surface
‘management in accordance with the Federal Land Policy and Management Act (43

»U.S.C. 1701 et seq.).

e  Sale of the interest of the United States of all or a part of NPR-2.
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Our study includes an examihation of the value to be derived by the United States from the -

~ retention, transfer or sale of NPR-2. The study includes an assessment and estimate of the Fair
Market Value of the interest of the United States in this property. The assessrnent and estimate
were made in a métnner'consistent with customary property valuation practices in the oil and gas

industry.
1.5 GENERAL SCOPE OF REPORT

This Report reflects the following general scope of work performed by this Appr’aiser from April
to August, 1996: | | |

1. Delivery of an Implementation Plan in ‘May, 1996, containing an initial review of
 documents, a time frame and schedule for project completion, and identification of

' additional work and studies required.

2. Meetings with DOE petSOnnel in Washington, D.C. and‘Tupfnan, California and a personal
inspection of the property. '

3. Research fot, and preparation of, a Phase I re’port, titled Property Deseription and Fact-
Finding Report for NPR-Z which was previously submitted to DOE in draft format, dated
June 30, 1996. It is included with this Phase 11 Final Report as an Addendum The
research was descrlbed in detall in the Phase I Report Corrections to the draft, based on
mformatmn provided by DOE (and subsequent research), have been made and 1ncorporated
in the Addendum. .

4. Completion of Task II, a review of the government s mineral estate in the Buena VlstaA

Hills 011ﬁe1d (Appendlx I of the Addendum).

5. Upon completion of Phase I, research for, and preparation of, this Phase IT Final Report,

which is consistent with the Implementation Plan and contains the relevant findings,
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' suppofting data, underlying assumptions and recommendations. The research is described

in detail later in this Report.

1.6 ORGANIZATION OF REPORT

This Report is orgamzed in seven major sections. Preceding this Introduction (Section 1) is an
Executlve Summary which highlights the methodologies utilized and the recommendations
provided. Following the Introduction is a section on each of the alternatives for future operatlons

at NPR-2 that‘DOE authorized us to consider. These are:

Section 2: Retention and Continued Operation by DOE
“Section 3: Transfer to the Depértmenf of Interior
* Section 4: Transfer to Another Government Agency

. Section 5: Sale of the Property.

Section 6 provides a Comparative Arialysis of the four alternatives'li’sted above. Section 7
- includes our Recommendations for future operations of NPR-2.

A number of Appehdicesvfollow Section 7, so that the body of the Report can be kept relatively
 brief. The original Phase I Prop'ertjz_Déscription and Fact—Findihg Report is‘included asan -
Addendum to this Final Report. ‘

1.7 ACKNOWLEDGEMENTS

/ ‘Gustavson Associates gratefully acknowledges the gracious cooperation of DOE personnel in
Washington, D.C. and in Tupman, California; and Evans, Carey and Crozier, in Bakersfield,

California.
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The findings of this Report are considered‘,c’onﬁdential to our Client, the U.S. Department of

Energy. We have not released these ﬁndings to any’ other party.




2. RETENTION AND CONTINUED OPERATION
BY DEPARTMENT OF ENERGY

2.1 RETENTION OVERVIEW

2.1.1 Introduction

As authorized in contract DE-AC01-96F,E64202, Gustavson Associates; wa§ retained by DOE to-
serve\ as.aanndep'endént Petroleum Appraiser as specified in Section 3416 of the National Defense
Authorization Act for Fiscal Year 1"996, P.LT 1 04-106 (110 Stat. 186).' As stated in the Act, we
~ have conducted a Study and made recommendations regarding ;X/hich_option, or combination of

- options, would maximize the value of NPR-2 to the United States. including the following:

®  Retention and operation‘ of all or part of NPR-2 _by‘ the Secretary of Energy under

~ Chapter 641 of Title 10, United States Code. ' '
Our study includes an ‘examination of the value to be derived by the United States from th¢
retention of NPR-2 and inqludes an asse_sysment'\of the interest of the United States in this
property. The assessment was made in a manner consistent with the customary property valuation

practices in the oil and gas industry.

2.1..2 Summarv of Current Ogerati-ons

Of the 10,447 acres of land owned by the government at NPR—Z, 9,227 acres have been leased
out to oil and gas production companies in 17 separate parcels. Private sector companies conduct
all oil and gas production ahd development activities on NPR-2, with ;jche goverhment receiving

income from production royalties.

~ Over the past 40 years, six units have been formed in NPR-2. There are nine specific producing
groups into which NPR-2 has been divided for production accounting purposes. These are listed =

below with the year of discovery of each producing horizon.
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Shallow Pool : o912

27-B Pool | | 1944 (unit formed in 1949)
Aﬁtelope Shaie Zone Unit | 1952 (unit formed in .1954)
Antelope Shale Non-Unit E 1952 |
| 555 Stevens Zone Unit ' 1957  (unit formed in 1962)
Stevens Pobl Non-Unit . - 1957 |
2D Unit (portion of Shallow Pool) Unit formed in 1969~
11D Unit (portion of Shallow Pbool)‘ Unit formed in 1961
 Calidon Gas Sands Unit D 1958 (unit formed in 1966)

The California Gas Sands Unit is no longer productive and has been terminated. The DOE’s
lease and unit records at NPR-2 were reviewed as Task II of this study to determine applicable
ri'o;s':_lh}' rates for the ‘above producing groups. Results of this research are included in the

Addendum‘:to this Report;

The government agencies and private companies kfhat conduct oil and gas .acti.iviti»es on DOE-~
owned NPR-2 lands includ_e Chevron USA., Iné.; DOE; Fred S. Holmes Western Qil Corp.; Mobil
01l Corporation: Oakland Petroleum Op'eratin’g Company; Ph@llips Petroleum Company: Texaco,
(-’S.~\. 1 N( )(‘AL beporaﬁon; and -Vintag’e Petroleum Company. (Note: the four ‘diffc‘_erent
townships c«)ntéihing parts of NPR-2 have been designated with létters for.convenieﬁce‘: sections
in T 31N, R.23E are referred to as "B"; T 318, R24E is "G"; T32S, R23E is "C"; and T 32S,
R24E is "D". |

Chevron USA,» fnc. Chevron leases a total of 1,490 acres of DOE land in Sections 22B, 26B,
28B. 34B. 12C. 2D, and 18D. Chevron has 31 édtive oil and gas wells on these sections,
produéing about 200 barrels of oil pef day (BOPD) and 225,000 cubic_feet of gas per day
(MCFGD). | o




Department of Energy. DOE maintains operations on unleased lands in Sections 8B, 12C, and |
"18H; however, DOE does not eurrently have any active oil production wells on NPR-2. There

is one abandoned well on Section 18H and one abandoned well in Section 12C.

"Fred S. Holmes Western Oil Corp. Fred S. Holmes operates 80 acres of land in Section 32G
: through a DOE-approved farm-out agreement with Phillips Petroleum Company. Holmes has

four actlve oil wells producing 119 BOPD in this sectlon

Mobil Oil ﬂCorpotation/Oakland Petroleum Operating Company. Mobil has three leases
totahng 280 acres in Section 32G. MObll has rea551gned one of these leases totaling 80 acres to
the Oakland Petroleum Operatmg Company and has not conducted operatlons on lands under the

‘other two leases for over 30 years.

) -Phllllps Petroleum Company Ph1111ps leases 2,280 acres of DOE land in Sections 18B, 28B
2D, 12D, 30G and 32G. Most of Phllllps oil production activity occurs on Section .)ZG Three

| 101l wells and one gas well Phillips’ lease on Section 18B has been inactive for more than 30
years. Phillips is in the process of rehnqulshmg their non-productive leases encompassmg

Sections 18B and 30G.

Texaco USA. Texaco leases 4,520 acres of DOE landin'11 sections. 'The majority of Texaco’s

operating facilities are on Sections 6D. .’8D, and 14D. Texaco operates approximately 124 oil and ~
~ gas wells and produces approximately 4‘47 BOPD, 6,857 MCFGD of gas per day, and 150 barrels

of natural gas liquids per day. Texaco’s leases in Sections 22B, 28B. 34B. 2D, 4D. and 12D

have no production.

Texaco has a gas plant located on Section 8D with one fractionation and one compression system.

The fractionation portion of the plant is eurrently idle.- -

'UNOCAL Corporaﬁon. UNOCAL leases 360 acres of DOE land on Sections 34B and 32G;

however, UNOCAL is not currently operating any equipment or facilities on these sections.
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UNOCAL has recently agreed to sell this lease as part of é‘package deal to NUEVO with Torch

- Energy as opéfator.

Vintage Petroleum Company. Vintage leases 400 acres of DOE land in Sections 20B and 28B.
The lease on Section 28B is inactive. Vintage operates approximately 26 producing wells on

Section 20B. Vintage’s wells produce approximately 1,000 BOPD and 3,000 MCFGD"

2.1.3 Specific Scope of Reviéw

To evaluate this option, a review has been conducted of all activities genératiﬁg income or
expense currently carried out by DOE at NPR-2 for the mineral and surface estates. These
include receiving royalties "from oil and gas pfoduction‘ by lessees, overseeing and auditing the
payment of these royalties, recéiving income from an égticultural'lease, and managing the surface

of non-leased acreage.

Forecast of future income of oil and gas production was based on production fore}casts.rmade
previously on a reservoir-by-reservoir and lease or accounting entity (a porﬁon of af lease) basis,
as described in detail in Section 7 of the Addendum to this Report. Sonie of thése forecastg‘have
been revised based on input from DOE personnel. Detailed royalty calculations and the effects
" of sliding-scale royalties have been incorporated based on the findings of this Appraiser’s Task
I effort to> review the mineral estaté_ at NP(R—2..’ Economic limit has been estimated based on
expected operating costs for wells of various depths in the Bueha Vista Hills and Buena Vista
Front Fields, as published by the County of Kern Assessor-Recorder in “1996 - 1997 Oil and Gas
Division Appraisal Parameters.” These economic limits have been applied to the ’productio\n

forecasts to approximate the likely economic life of future_ production at NPR-2.-

Current income and expenses from surface activities at NPR-2 were estimated based on
information provided by personnel with the DOE and BLM in California. Assumptions are

discussed in the following section:




2.1.4 Assumptions and Limiting Conditions -

Information provided by the Bureau of Land Management regarding number of animal unit
months has been relied upon by this Apprarser for the purpose of an ana1y51s of income from :

surface activities for the subject properties.

DOE receives an adjusted average of thef three highest prices which are posted by regional
refineries. The adjustment is based upon gravity. and transportation charges in the form of a $/bbl
- bonus. Based upon a summary of royalty invoices prepared by DOE from’March. 1996, DOE
received $18.53/bbl, $1.20/mcf for gas, and $0.31 per gal forva weighted average price for liquids »
- from the gas plant. Oil and liquids prices are increased using an annual escalation factor of 2.27
percent.‘while gas prices are escalated at "2.57 percent per year.. The escalation factor are
obtamed from the Society of Petroleum-Evaluation Engineers (SPEE) “Flfteenth ‘Annual Survey

of Economic Parameters Used in Property Evaluations”.

' The discount rate is a key variable in the income method that is used in determlnmg the net
present value (NPV). In the income approach to. valuatlon a discount rate is apphed to future
net income to determine the present value of the cash stream. The discount rate is a function of -
the recipient’s cost of capital and it‘s perception of risk associated with realizing the predicted

cashflow.

Cost of Capital_ - The office of NPOSR, as a part of the Federai Government, has the same cost -

of capital as the U. S. Government. The Federal Government raises capital through the sale of
Treasury bonds and bills (T-bonds and T-bills). The weighted average of the portion of debt in
each of the various denominations determines government’s cost of capital. As shown in the
attached Figure 2.1, the resnlti‘ng value‘ ranges between five and seven percenti In addition,
Treasury rates are shown to vary over tirne. An estimated cost of capital is based upon the mean
average for all government interest rates, that is, the five year T-bond. The rate for the five year
T-bond has risen from a low of 5 .25 percent to rate over 6.5 percent between mid-Fehruary‘and .

the first of Aughst.'This analysis assumes the Federal Government’s cost of capital to be 6.5

~ percent.
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- Perception of Risk - To determine the applicable discount rate, the various components of the

perception of risk are added to the cost of capital. The risk of achieVing the predicted cashflow
from producing oil and gas operations can be divided into three major components, the
combination of which yield the cashflow risk. These three components are the price, production

‘and operating cost risks. -

Price risk is estimated to ei;ual three percent The efforts by ihdustry to protect themselves from
oil and gas price ﬂuctuatlons -- through the use of hedgmg, future selling and other actlvmes --
has hxstorxcally resulted in ‘adding three percent to cost of capital. In other words those who use

these risk reducing mstruments are able to lower their cost of capltal approxxmatelv three percent

- There is production risk in obtaining oil and gas that is unique to the petroleum industry. As
opposed to other sectors of the fnineral extraction industry, oil and gas production declines
si'gniﬁ.cantly ovef time. Historically, the sale of mineral extraction operatioris fof other fypes of
“minerals, such as aggregate stone, ‘marble quarries, etc - are purchased based upon a lower
 discount rate than petroleum production operatlons For comparable examples, the difference --
approximately two percent -- is assumed to be attributable to the uncertamty in forecastmg oil

and gas production.

1ncreases in operating cost result in lowering the NPV. The risk of vhigher than forecast operating
cost results increasing the discount rate by two percent. This difference is apparent when two
- similar property sales are compared where the only difference between the two sales is the type
of interest being purchased. Historically, a working interest purchase is based upon a discount

rate that is approximately two percent higher than a simil'ar'purcha‘se of only the royalty interest.

Since DOE holds orﬂy a non-participating royalty interest in these .producing broperties, its
revenue is not.subject to operating risk. The result of cdmbining’,the government’s cost of capital
(65 percent) with the five pefeent for the perception of risk provides NPR—2‘i with a ﬁominal
discount rate of 11.5 percent. This is in line with OMB guidelines which allow the government’s
cost of capital to be increased by the industry risketo\ determine the proper discount rate (OMB
Circular A-94). | - .
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OMB recdmr’nends using a nominal seven percent discount rate to evaluate the NPV of
government pfograms. There are three cash streams which are considered govemmeﬁt prograihs.
’ The kﬁrst is the maintenance cost of $5,000 per year. ’The second is the income from an
agricultural lease of $1007'p’er year. . The third are the rentals from existing mineral leases. The |
/m‘aintenance expense_ is discounted at the nominal seven percent. However, leasing activities
include price risk. As such, three percent for perception of risk is added to the nominal seven
’percent government progfam discount rate discussed above. The resulting ten percent nominal

discount rate is then used to estimate NPV of the leasing activities.

~ Future oil and gas ,pro’du,ction has been forécasf based on decline curve .analysis of past
pfoduction. It should be noted that different interpfetations of decline curve performance are
" possible, resulting in different reserve ’estimates. The numbers used herein reflect the best
' engineering judgment of this Appraiser, and were estimated using the. most accurate approach of
forecasting on a leaseAby-iease basis. Because no clear trenci in yields of natural gas liquids per.
unit volume of gas produced from NPR-2, production cf natural gas liquids has been forecast
based on the March 1996 yields held flat into the future. No new clrilling is assumed to take
place, and no renewal of activity.is assuhled for currently non-productive leases.

Les.see’s operating costs have been estiméted and used in calculating a minimum oil production
rate at which contmued operatlons can be economically sustained (economic hmlt) These
~ calculations included the benefit of income from sales of natural gas and natural gas liquids based
on the current producing ratios. For leases or accounting entities producmg only gas, a minimum
gas production rate wés calculated, and the published expected operating costs on a per well basis
were reduced by 50 percent to reflect the lower costs typically assoc1ated with the product1on of
gas alone. In some cases pro;ected Fiscal Year production rates were already below the
calculated economic limit. ‘Because it is impossible to calculate economic limit precisely without
an operator’s specific cost records, no. leases or accountihg entities were assumed to be shut down

due to uneconomic production until after two full years of forecast production.
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Overhead for the DOE of $100,000 per year to oversee and audit royalty collections has been
-assumed, based on current levels of spending. Overhead expenses are escalated by 3.04 percent

annually based upon the SPEE survey

"The Federal Government is currently receiving federal ‘income taxes which are paid by the
operators based upon the operators taxable income from the producihg properties The present'
value of this future income stream has value to the Federal Government Smce this income will
not change whether DOE retams transfers or sells thelr mterest in the propertles its value is not

h included in this analysis.

‘Although significant plugging and abandonment and environmental liabilities are.associated with
this property, these are the responsibility‘of~ the le‘ssees.‘ If current lessees default on their -
' obhgatlons their predecessors are hable The chance of these ohligations ultimately falling.on
‘the Government is therefore con51dered neghglble If the Government does become liable for‘
these costs, the chance and dollar amount would be expected to be the same under any scenario -

evaluated herein. Therefore, these contingent liabilities have not been quantified.

2.2 VALUATION METHODOLOGY

~2.2.1 Standards
2.2.1.1 Unit Rule

The standards for using the umt rule are described in detail in Section 5 of this Report. The unit

rule will need to be considered when combining the various components of the fee simple estate.
2.2.1.2 Reserve ’Reportingv

Reserves are estimated volumes of hydrocarbons anticipated to be recoverable from known

| accumulatlons from a given date forward. The estimation of reserves is predicated upon certain
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historically-.developed pr‘ihc’iples of petroleum engineering. 'The application ot' suchr priﬁcip'les
~ involves extensive judgments and is subject to change based on existirig knowledge data and
» techhology'; economic conditions, statutory and regulatoty provisions, and the purposes for which
the reserve estimate is to be used. The Society of Petroleum Engineers (SPE) has adopted
standards pertaining the estimation of oil and gas reserves. The SPE standards include reserve
definitions by wh'ichi all oil and gas reserves should be categorized. All of the feserve estimates °
1nc1uded as part of the valuation of the subject property conform to the SPE standards and

definitions pertaming to oil and gas reserves.

2.2.2 Income Approach

The income approach bases the value of an asset.upon the present worth of the asset’s futute net
income. This approach is common to industry and recommended by the Office of Management
and Budget Circular No A-94 Section 8.b.1). The present worth is obtained by discounting the
asset s future net income to the current year. A nominal discount rate of seven percent plus three
percent ad;usted for risk, is used as descrtbed in Section 2.1.4. This results in a total discount
‘rate of ten percent. ‘The midyear discounting method 1s used to reflect mcome and/or
expenditures occurring over the course of the year. In the case of retention of NPR-2 by the
DOE, the income approach is applied to the expected revenue. Using the income approach to .

the cashflow results in a net present value (NPV) as described in Section 2.3.

For this scenario, all expected future net income from continuation of currently existing activities
is evaluated. Although other 1ncome-generat1ng activities amy be possxble the initiation of new

activities is not speculated upon for valuation.

2.3 EXAMINATION AND DISCUSSION OF VALUE :

2.3.1 Minerals

The government’s royalty share of future production of oil, gas, and natural gas liquids has been

~ projected as described above. The annual forecast is shown in Table 2.1. This includes net
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| reserves of 4()7 437 barrels of oil, 1,647 million eubic feet of gas, and 629,734 gallons of natural
gas liquids. This productlon stream’ w1th pricing. assumptlons and overhead costs as described
above have been evaluated usmg the economic model descrlbed in detail in the Addendum to this
Reporfc. -The resulting estxmated value is $5.084 million, based on a NPV at 11.5 percent. The
detailed output of this evaluation is included as Appendix A to this Report. O\Iote:. The main
page “of output shows a discounted cashflow of $4.753 million. This cashflow is discounted at
13.5 percent in the econoxnic‘_'m(’)del for the cher NPOSR\ properties that include DOE-operated
pprovducti’on Howevef DOE’s interests 1n NPR—2 are non-participating royalty interests.

Therefore, the DOE income from production for this case must be discounted at 11.5 percent

The resultmg value is $5. 084 million, as shown above ) . I _ ; -

In addition to the royalties, DOE receives $480 per year in renfals on non-productive mineral
' leases. This rental income is expected to cenﬁnue for the next thii'ty’years and has a net present
value of $4,796 or $4,800, based upon a nominal interest rate of 10 ‘pereent as described in .
Section 2.1.4. Combining this value with the $5.084 million frofn royalties yields a total mineral
~ value of $5.089 million. | |

2.3.2 Surface and Water Rights

We have been informed'by the DOE that the only current income from surface uses at NPR-2
is that resulting from 1‘67 acres leased for agricultural puifposes to the City‘ of Taft. Final
.payment has been made prior to the termination of the lease in 1997. .The City of Taft would
like to renew the lease for alfalfa production for a five-year lease term. Therefore, the annual

income to DOE of $100 has been carried forward. -

Unleased NPR-2 acreage includ'es eight 1/2 block lots comprising 16.735 acres in Ford City, just
" north of the City of Taft Presently, these lots are designated drill sites; howevef their proximity
to an urban setting lmpedes oil and gas development The City of Taft has requested ownershlp
- of the tracts to be used for affordable housmg The DOE dechned their request in 1991

indicating that these lots will continue to be held as drilling sites. The DOE incurs costs related
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‘to management of the surface of the unleased acreage within NPR-2, and has future surface
remediation liabilities aSsociated with this acreage. ‘Maintenance for unleased lands is necessary
for ﬁrebreaks, weed controlr,v surface subsidence, fencing, encroachment, etc., .at an estimated
annual cost of $5;000. Therefore, a negative value_is attributed to the surface righty if NPR-2."

Property ad)acent to NPR-2 is used for sheep and cattle grazmg in the winter months. Accordmg :
- to the Bakersﬁeld BLM office, grazing does not occur on the NPR-2 property. " Therefore, in the
case of retention of ownership by the DOE, grazing is not assumed to be initiated. ‘

Endangered species inhabit the lands a’t}NPR-‘Z; therefore, continued ‘development'by the DOE
could result in the loss or alteration of habitat for_‘ th‘reatened, end_angered or candidate species as
deterrnined- by the E‘ndangered Species Act. According to a 1994 Environmental Assessment
conducted by the DOE, development actiVities may affect the San Joaquin‘ kit.fox blunt-nosed
leopard lizard, giant kangaroo rat, Tipton kangaroo rat. Hoover’s wooly star, Kern mallow and

the habitats of these specxes

Mmgatton strategies have been proposed and are beheved to rmmmize the 1mpacts to these
species under a continued development scenario. Contmued surface management of NPR-2 by
the DOE would result in a conttnuatlon of aggressrve habitat preservatton programs for

| k endangered species and their habttats

Lessees on NPR-Z purchase water from the West Kem County Water District (The cost of '
purchasing water does not impact DOE as a non-partrcxpatmg rovalty interest owner). The water
ispartofan allotment from the California Water Project aqueduct system. Due to this allotment, ,
surface and ground water rights‘were never adjudicated for NPR-2. Retention of ownership by
~ the DOE ’.vvould constitute continuation of the current water program for oil and- gas_development'
and other site activities on NPR-2. No _iﬁcotne nor expenses are expected. |

The NPV of the maintenance program has a negative value of $65 400‘ t‘he ‘agrieultural" lease _
has a positive value of $1,000. The net resultmg value to the Federal Government from the
surface rights is a negative $64.400. '

213




~ 2.3.3 Opinion of Value

- The mineral and surface activities described in the preceding sections are not expected to interfere
with each othe‘r' and are expected to continue concurrently. Therefore the values determined
separately for mineral and surface rights are additive. Thé expected value to the U.S.

Government under the scenario of retention and continued operation of NPR-2 by the DOE is

" estimated as follows:

* Mineral Rights - 5,088,700

Surface Rights - - - (864.400)
TOTAL VALUE '$5,024,300
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3. TRANSFER TO THE DEPARTMENT OF INTERIOR

3.1 TRANSFER OVERVIEW

3.1.1 Introduction ‘

As authorized in contract DE-AC01-96F E64202, Gusitavson Associates was retained by DOE to
serve asan Independent Pet_roleum Appraiser asfspeciﬁed in Section 3416 of the National Defense

Authorization Act for Fiscal Year 1996, P.L. 104-106 (110 Stat. 186). As stated in the Act, we

have conducted a study and made recommendations regarding which options, or combmation of

‘options, would maximize the value of NPR-2 to the United States ‘including the followmg

. Transfer of all or a part of NPR-2 to the Department of the Interior for leasmg in
accordance with the Mineral Leasing Act (30 U.S.C. 181 et seq.) and surface
management in accordance with the Federal Land Pohcy and Management Act (43

US.C. 1701 et seq)

Through the Bureau of Land Management (BLM), the Department of the "Interior has the
fesponsibility for leasing and administering federal mineral rights. In the case of a transfer to the
Department of Interiobr(_ mineral leasing ‘activity at,vNPR-2 would typically' fall under the -
jurisdiction of the BLM. | ' B

3.1.2 Scope of Review

As part of the Addendum, this Appraiser researched and identified standard terms for oil and gas
leasing on federal lands. In addition, ‘data were obtained on market bonuses and rentals in order - '

" to estimate the future income from oil and gas leasing.

Research was also conducted for surface uses of public lands as it pertains to Federal Land Policy

Act. Certain officials at the Colorado State office of the BLM were interviewed regarding DOI
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.rules‘ and regulatiOns for oil and gas leasing and sur__face uses under the Federal Land Policy and

Management Act of 1976 (FLPMA).

To evaluate this option, a review has been conducted of all activities expected to generate income
or expehse if management of the mineral‘and, surface estates of N?R—Z were carried out by the
~ Bureau of Land Management.' Thkeseinelude receiving royaities from oil and gas production by
lessees on existing leases, overs_eeing and auditing the payment of these royalties, receiVing
bonuses and rental from leasing out acreage that is cui‘rently unleased, receiving ‘income from an
R agricultural lease and new surface leases for grazing sheep, and managing the surface of
government-owned acreage

The projection of income from royalties on future oil and gas' production was the same for this
scenario as for that of DOE retention. A review,of federal leasing activity in the area was carried ,
out and described in the Addendum to this Report. Data obtained from this review were analyzed .
in'the Phase of the study in order to estimate expected lease bonuses and frequency of leasing

for the currently unleased acreage. .-

An evaluatioh was'made‘ of the expected income from ,iss‘uing‘ grazing leases for sheep on
government-bw_ned surface within NPR-2, based o information provided by the BLM office in

Sacramento.

3.1.3 Assuinptions and Limiting Conditions

Many of the assumptions and limiting cdnditions pertaining to tax impact, oil and gas prices and
escalation, oil and gas production forecasf, overhead e){penses, and surface activities that were
‘described in Section 2.1.4 pertain here as well. The seven perbenf ncminal discount rate used
in Section 2.1.4 is apphcable with the addition of three percent for price risk for the mmeral
leasmg program. The three percent is based upon an assumptlon about the relationship between
oil and gas prices and the impact of pnce risk as seen in the mdustry The efforts by industry

" members to protect themselves from oil and gas prlce fluctuations -- through the use of hedging, '
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futures selling and other activities - has historically resulted in adding three percent to.cost of
capital. In other words, those who use these risk-reducing instruments are able to lower their cost
of capital approximately three percent. Therefore, the three percent is added to the recommended

- seven pérce_nt for a total nominal discount rate of ten percent.:

Future income taxes paid by current leases Would be expected to be the same under all scenarios

and so are not valued here.

" Based on discussions with Robert YLOpe’s in BLM’s Salt Loke City',': Utah office, leasing costs
’ BLM approximoteiy $0.82 per acre for the 250,000 to 300,000 acres this offices currently leases
annually. We assume thart -the additional 2500 acres would increase  the cost of BLM by
$0.75/acre. Furthermore, Mr. Lopés stated that costs to maintain their lease records were
- minimal. We assumed no additional cost for these 2500 acres for record keeping. Expected costs
are thus calculated as follows_: Acres leased (2500) times $0.75/acre = $1875. The BLM cost

E per acre is an agency-wide policy and would apply to all of their leasing costs.

The cost to the BLM of administering the receipr of royalties from the existing producing leases
is assumed to be similar to the costs currently incurred by the DOE, or approximately $100,000°

per year.

3.2 VALUATION METHODOLOGY

3.2.1 Income Approached Applied to Potential Mineral Uses under the Mineral Leasing Act

As discussed in detail in the Addendum, the Mineral Leasing Act of 1920, as arnended, 30 U.S.C. ’
§§ 181 et seq., and the Mineral Léasing Act for Acquired »Land.s of 1947, as amended, 30 U.S.C.
§8§ 351 et seq., give rhe BLM responsibility for oil and gas leasing on BLM, national forest and
other federal lands where mineral rlghts have been retained by the Federal Government.
regulations that govern the BLM’s oil and gas leasmg program are found in 43 C. F.R. §§ 3100.0

et seq.
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According to the dtrector of the Real Estate and Apprarsal Sectlon of the Colorado State Office
of the BLM, since Congress enacted legislation in 1977 creating DOE and transferred to it
Jurlsdlctron over the Naval Petroleum and Oil Shale Reserves, Congressional approval will be
~ required for the\transfer of full jurisdiction over the reserves from DOE to DOI. The director
 stated that eXisti_ng lease and other contractual arrangements in effect at the NPOSRs could be
grandfathered under the legislation authorizing the transfer to DOL. COnseqne‘ntly, the rules and
p regulattons presently governing the leases and agreements in effect at- NPR;Z, including royalty
rates, would eontinu_e in effect for the duration of said leases and related agreements. Since the
leases and agreements currently in effect are not subject to the 1920 or 1947 Mineral\rLeasing
Acts, the provisions of those acts vstill not apply to the leases transferred from DOE to DOL For
_ example, the requirement that 50 percent of the royalties payable under any oil and gas lease
issued thereunder be paid to the state in Which the leased lands are loeatedv in order to compensate.
the state for the impact of the federal leasing activities on those lands will not apply to the
current leases and related agreements which are transferred to DOI. Future leases issued by the
BLM on any portion of the NPOSRs would, however, be subject to the applicable Mineral -
Leasing Act and would be suoject tov the provisions of the act requiring f)aYment of the 50 percent» |
state impact fee described above, and would be subject to all other BLM rules and regulatlons _

currently apphcable to leasing act1v1ty, both surface and mmeral conducted by BLM.

The 1220 acres of unleased government-owned land within NPR-2 (Figure 3.1) were assurned
to be issued for leasrng under this'scenario. Although this acreage is in the vicinity of productive
acreage, a criteriawhieh frequently results kin high lease bonuses, no defined prospects exist on
any of this acreage. Potential for production .from deeper .reservoirs ;reserv’oir- which are
- productive nearby at NPR-1 rnay be _considered by prospective lessees of‘ this acreage, but no
specific prospective deeper reservoirs have yet been deﬁned at NPR-2. Thus the lease bonuses
for the majority of this acreage are expected to be in the mid—rangeof bonuses paid in the area:
oetter'than those received for rank wildcat acreage, but not as high as highly p.rospective acreage

near existing production.
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/

One of the unleased areas owned by theD\OE (420 acres in Section 12 T32S, R23E) undérliés ,‘
the City of Taft. The majority of the Surface rights (about 403 acres) has been sqld, and aéC'ess |
to the hiineral_s from the surface is limited to eight half-block drill sites within ';he city, totalling
about 17 acres of land. It wéuld be expected that the difficulty in obtaining drilling permits,
“objections by local citizens, and, if permits are succéssfully obtained, the probable requirements
for expensive noise reduction and other mitigating equipment associated ‘with any potential
drilling operations, would be considered as a detriment to the value of this acreage by a potential
lessee. in the opinion 6f this-Appraiser, the lease bonuses likely to be received for this acreége
are expected to be ébout the same as those received for rank wildcat acreage.
Additidnally. 1,280 acres of land leased to‘Phil'lip,s‘ Petroleum are in the process of being
relinquished by Phillips. The‘relinquishmen‘t awaits final approval by DOE, pending final
conclusion that no additional environmental rernediatidn work is required to be performed by
Phillips. \ﬂ'e are assuniing for purposes of t‘his“valuation that those relinquishments will be
approved and this land will be made availablé for ré—leasing uhder the BLM management
‘scen:mtu. This acreage includes several depléfed, abandoned wells, but is in thé-Vicinity of
existing productioyn. and has the defined deeper potential similar to the unleased acreage described
_above- Therefore. lease bonuses expected for this acreage would be similar: in the mid-'raiige‘of
bonuses paid in the area: better than those received for rank wildcat acreage, but not as high as

highly prospective acreage near existing production.

Figure 3.2 displays a stafistical ahalysis of the federal lease»bolnus data over the past three yéars
in this area of California. The minimum bid required for bonuses on federal leases is $2.00 per
acre . The mean. median; and mode of the federal leases issued in the area of NPR-2 for the last
three years are $9.10, $2.00, and $2,00, resi)ectively. This Appraiser estimates a lease bonus of
$5.00 per acre for the 800 acres of unleased DOE land at NPR-2, Which excludes the 420 acres
undc-rlyihg the City of Taft, and for the 1280 acres formerly leased by Phillips. The 420 acres
underlying Taft are expected to receive the ;hinimurh bid of $2.00 per acre. The weighted
average of these bonus émounts results in an estimate of $4.50 per acre. Lease rental payments

of $1.50 per acre per year for the first five years and $2.00 per acre for the remainiflg five years.
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are expected over the ten-year term of the leases, based on the standard terms of federal lease
data described in the Addendum to this Report. Seventy-six percent of the acreage is assumed
‘to be leased, based on the percentage of leases taken out of those offered in recent federal lease

sales in California.

| 3.2.2 Income Approach Agphed to Potential Surface Uses under the Federal Land Policy and

’

Management Act

The Federal Land Policy and Management Act'of 1976 (FLPMAI), 43 U.S.C. §§ 1701 et seq.
directs the Secretary of the Interior to develép and maintain "land use plans which provide by
tracts or areas for the use of the public lands." FLPMA declares a general pohcy that the United
States should "receive Fair Market Value of the use of the publlc lands and their resources." Id.
§§¢ 1716(a). FLPMA further impacts BLM land management by reafﬁrmmg the management
principle of "multiple use" by imnosing the substantive duty "to manage the public lands under
principles of muitiple use and sustained yield." the BLM implements these FLPMA directives
through various statutes, including, among_ numerous other acts, the Mineral Leasing Acts
 discussed in the previous section of this Report, and the Taylor Grazing Act, 43 U.S.C. §§ 315
et seq., which authorized the Secretary of the Interior to establish "gra'zing districts ... from any |
part of the public domain ... which in his cpinion ‘are chiefly valuable for grazing and raising
| forage crops." In these grazrng districts, the privilege of grazing livestock is regulated through

a system of allocatrng grazrng permits, as discussed below in Section 3.3.2.

o Therefore for valuation of the option of transfer cf NPR-2 to DOI, it is-assumed that the BLM
would pursue the issuance of grazmg permlts as a surface use of the government-owned land.

Income from this usage ‘has been prOJected as ‘described i in Sectlon 3.3.2 below.

Other income and expenses related to surface ownership at NPR—2 are not expected to change

under BLM management.
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3.3 EXAMINATION AND DISCUSSION OF VALUE .
3.3.1 Income from Mineral Leasing and Production ', :

The projected income from receiving royalty payments’from the productlve acreage ét NPR-2,
less the expected costs of adm_inistering the royalties, as"vde‘scribed ebove, has been evaluated
using the economic model d,es’eribed in the Addendum to_this Report. (See Appendix B for
detailed output from the*eeonomic model for this scenario.) Resulting NPV to the government
discounted at 11.5 percent is $55084 million. ‘(Note: The main page of ‘output ‘shows a
discounted cashflow of $4.753 million. This cdshﬂow is discounted at 13.5 percentv in the
economic model for the other NPOSR' properties that include DOE- Operated ptoduction

However DOE’s interests in NPR-2 are non-participating royalty interests. Therefore, the DOE

llncome from productton for this case must be discounted at 11.5 percent The resulting value :

is $5.084 million, as shown above. )

The projected income from receiving bonuses and rental payments for the currently unleased

acfeage at NPR-2, less the expected costs of issuing: the leases, as described above, has been

: evaluated using the economlc model. (See Append1x B for detailed output from the economic

model for this scenario.) Resultmg NPV to the government discounted at 10 percent is $18,600.
~Offsett1ng this income is the expected cost for the Govemment to perform an updated
- Environmental Assessment which would hkely be required under the National Environmental
Policy Act (NEPA) under the scenario of leasing this acreage, resultmg in a net value of this
leasing program of a negative $10,000.; Additional income from rental payments on actlve but
non-’producing lease ls expected to continue at $480 per year. The NPV of this cashflow is
$4,800.> Cornbining this with the NPV of the mineral leasing and the Vcontinued royalty stream

results in a total from mineral income under this scenario of $5,078,700.
3.3.2 Income from Surface Leases =

’ o . ‘t |
According to the Bakersfield BLM office, sheep and cattle grazing does not occur on the NPR-2

property. However, there is grazing on adjacent property in the winter months. In the case of
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a transfer of NPR-2. to the Department of Interlor grazing is assumed to generate a nominal
income of $1.35 per ammal unit month (AUM). An animal unit month i is defined as the amount
of forage requlred to mamtaln one animal unit (one cow or ﬁve sheep) for one month. - The
average number of acres requlred per aum in this area is 6 acres. The aridity of this region
would allow for no more than six months of grazmg annually. Approximately 800 acres of
/unleased acreage is avallable for development of agnculture and grazing. Therefore, an annual
income of $1,080 could be reahzed by the BLM for grazing. Agricultural leases could potentlally
add a nominal revenue to the annual income from agnculture and grazmg, but this more

speculative revenue has not been 1ncluded.

The $100 from the egricultural lease (described in Section 2.3.2) is expected to continue under
superv151on by DOIL. Thus the combined income from grazmg ($1 080/year) and agricultural
$100/year) leasing is forecast to be $1,180-per year. This income continues for 32 years in the

NPV calculation, wh1ch results in a value of $11,800.

. General maintenance for the drillsite acreage in Ford City is estimated to continue at annual cost

of $5,000. This results in‘a negative NPV of $65,400. The total NPV from surface activities
is thus a negative $53,600.

Endangered species inhabit the lands at NPR-2 as described in Section 2.3.2. Under BLM
management, the mitigation measures ‘would\remain the same and habitat preservation would

continue to be a high priority for surface management of NPR-2.

- Surface or ground water rights do not exist for NPR-2; therefore, in the case of a transfer to the

Department of Interior an income will not be realized from water rights for this property.

o]

3.3.3 Opinion of Value

In this case, none of the ant1c1pated surface uses of the property 1nterfere with the antlclpated ‘

mineral uses and vice-versa. Therefore, the values descrlbed in the two preceding sections are
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additive.  This yields a total expected value to the government for transfer of NPR-2 to the

Department of Interior for leasing as follows: -

Mineral Rights - - $5,078,700
Surface Rights -- o g$53,600) h
TOTAL VALUE ~ $5,025,100
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~ 4_TRANSFER TO ANOTHER GOVERNMENT AGENCY
4.1 INTRODUCTION

~ As authorized in contracf DE-AC01;96FE64202 Gustavson Associates' was retained by DOE to

- serveas a.n Independent Petroleum Appraiser as specxﬁed in Sectlon 3416 of the National Defense
Authonzatlon Act for Fiscal Year 1996, P.L. 104-106 (1 10 Stat. 186). As stated in the Act, we
have conducted a study and made recommendatlons regardmg the followmg optlon to maximize
the value of NPR-2 to the United States: ‘

‘® Transfer of all or part of NPR-2 to the jurisdiction of 'ano‘ther federal agency for-
administration under Chapter 641 of Title 10, United States Code.

In this regard several other federal agencies were cdnSidered for transfer, butvn_one_'we.re fdund \
" to be suitable for this purpose. This alternative for the future nne:ations of NPR-2 was
considered inappropriate, No as‘sessxnent of the value to be derived by the 'United States from
the transfer to another federal agency was made. The other federal agencies considered are

briefly- dxscussed below
42 NATIONAL FOREST SERVICE

One federal agency considered for transfer is the Departlnent of Agriculture’s National Forest
Service (NFS). Mineral rights under NFS-zoned surface are administered by the Bureau of Land
Management. Therefore, Option 2, transfer to the ljepartxnent of the Interior, applies directly

to this option, as well.

4.3 FISH AND WILDLIFE SERVICE

| Another possible use for the NPR-2 property that merits .some-coneiderati‘on. is that of a wildlife _ |

-refuge. Because of the several endangered species which inhabit the lands at NPR-2, continued
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development could result in the further degradatlon or alteratlon of habitat for the endangered
- plants and ammals | ‘

' The Bureau of Land Management would presumably adrmmster and manage the minerals under
such a scenario whereas ‘the Fish and . Wlldhfe Service would adrmmster the refuge. It is
presumed that existing oilfield operatlons could continue under such a scenario and also that.

- grazing penmts could be 1ssued as descrrbed in Section 3.3.1, Leasing of unleased acreage would

- not be expected to occur under this option. "l’herefore, this option would have the same dollar

value as that described in Sectxon 3.3.3 or $5,025,100, less the i income from leasmg of $18,600,
or a total of $5,006,500. Thls option would have the added benefit of preservmg critical wildlife
. habitat.
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5. SALE OF THE PROPERTY

5.1 INTRODUCTION

As authorized in contra@t DE-ACO 1-96FE64202, Gustavson Associates Waé retained by DOE to
- serve asan Independent Petroleum Appraiser as spéciﬁed in Section 3416 of the National Defense:
Authorization Act for Fiscal Year 1996, P. L. 104-106 (110 Stat. 136) As stated in the Act, we
' have conducted a study and made recommendatlons regardmg the following optlons to rnax1mlze

the value of NPR-2 to the Umted States

. Sale of the interest of the United States of all or a part of NPR-2.
Our study includes an examination of the value to be derived by the United States from the sale -
of NPR-2. The study includes an assessment and estimate of the Fair Market Value of the
interest of the United States in this property. The assessment and estimate were.made in a
manner consistent with customary. property valuation practices in the oil and gas industry.

5.2 APPRAISAL OVERVIEW

5.2.1 Assumptions and Limiting Conditions’

The aésumptions discussed in Section 2’..1.4 regarding product priciﬁg, inﬂaﬁon, and production ;
forecasts are c_:onSistent through this scenario as well. Overhead for a 'p;iyate company already
monitoring rdyalty income would be expected to be considerablv lowef and is estimated at
$40, 000 per year. This includes an assumed $25 000 per year for external audltmg and $15,000

: per year for a portion of the costs assoc1ated w1th one full-time employee.

These numbers reflect the minimal added cost for an existing petroleum company to administer

this income.
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The purchaser of ‘these mineral royaltieé will be subject to local, state, and federal taxes as
dlscussed in the Addendum to this Report The purchaser is expected to take full advantage of

any beneﬁts available under current IRS tax code by considering this royalty income as "actrve

income".

As opposed to using the Federal Government’s cost of capltal the purchase pnce under the NPV
method. is estimated usmg 1ndustry cost of capital. Based upon the SPEE survey, the 1ndustry ‘
cost of capital is 10.2 percent. The perceptron of risk for prlce risk (three percent) and
production risk (two percent) is combined with industry cost of capital to derive a 15.2 percent
discount rate. This rate is applied to the expected future cashflow from the royalties to determine
its present value. The value to the govern'ment of the expected income from taxes remains at

13.5 percent for reasons discussed in Section 2.1.4 regarding income from royalties. -

This Report is based on documents and information obtained from the Departme/:nt of Energy, the
, Department of the Interior Bureau of Land Management, various parties inyolved i_n'market
~ transactions. and other sources available in our firm’s lvibrary. We have relied on data supplied

by these sources and have not verified information obtained from these sources.

Acreage totals and' land descriptions for the appraisal tract were obtained from the Department

of Energy. and we have relied on this information as presented to us.

The water rights \yere not valued separately from the value of the land because they are
constdered to be part of the inherent value of the land which supports the user for the designated
use at the ume of the water appropriation. Water can be severed from property and sold in most
states: hm\ ever. reapproprlatmg an ex15t1ng water right for an alternat1ve use is d1fﬁcult and
expensn ¢ to accomplish. Therefore, this Appraiser assumes that the water rights will remain with
“the subject properties in the case of retention, transfer or sale of the properties. The value of the

water rights is reflected in the land value as part of its overall utility.




5.2.2 Scope of Appraisal

This Appraiser met with DOE ofﬁmals in Tupman, Cahforma and Washmgton D.C. and with
personnel from Evans, Carey, and Crozier (Appralsers to the DOE) over the course of the prO_]eCt

The property was also visited in April for the purposes of inspecting production operations.

This Appraiser has analyzed'the izighest .and best use of both the surface and mineral eomponents
of the property. All relevant reports prov1ded by the DOE were rev1ewed and con51dered as part
‘of this appraisal. '

Copies of records were obtained from the county records of Kern Courlty:in order to review
transactions involving the purchase and sale of mineral properties. This Appraiser made a
'~ diligent effort to contact affected parties involved in the relevant transactions in order to establish

the terms of each sale.

- 0il and gas production data and lease proviSions were obtained from the DOE files. These data

were used as a basis for making projections of future production from NPR-2 leases.

Market data used in the surface appraisal were obtained from research within Kern county and
the surrounding area. contact with other appraisers, realtors, lenders and others ‘famil'iar with the

market.
5.2.3 Purpose of Appraisal

The purpose of the appraisal is to provide the DOE with an estimate of the Fair Market Value
for both the mineral and surface components of the NPR-2 should the property be considered for
sale. Thls value will then be compared to the other options analyzed in this Report to make a

recommendation as to which optlon max1mxzes the value to the USA.
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5.2.4 Summary 6f Appraisal Problems

Difficulty was initially cncounfered defining and confirming the complicated royalty provisions
~ of the leases and units within NPR-2. A Task 1I" study was. conducted by this Appraiser,

including a detailéd review of DOE lease and unit files, which resolved this pfoblem.

Further difﬁculties were related to surface appraiéal of the efght half-block lots within Ford City.
Speciﬁc comparable sales data Were unavailable for vacant propérty within Ford City or‘Taft.
Further, the any such comparable sales would ilave to be severely adjusted to account for the fact
that these eight drill ‘site's contain the equivaléhf df about 96 standard city lots of apprbximately
17,000 square feet each. The flood of 96 lots Emfo the market all at once in a small town-area
Such as this would undoﬁbt,ed_l'y severely depress the market; however, this is difficult to quantify.
This Appraiser has takgn the approachﬁof adjusting the market opihion obtained_ffom a local real
estate agent familiar with the market for mobile home loté by estimating a percentage decrease :
‘in value due to flooding of the market. This estimate of Fair Market Value was then compared |
with the assessed value of the -land obtained’ from fhe bfﬁce of the Kern Cdunty Tax Assessor,

and the numbers were reconciled.

5.3 APPRAISAL PROPERTY PROFILE

~ 5.3.1 Description of the Property being Appraised
'5.3.1.1 Mineral Rights Developments
Producing Acreage

The 30,181 acre Naval Petroleum Reserve No. 2 encompasses most of thc‘ Buena Vista Hills Oil |
and Gas Field. “The field was discovered in 1910 with a well that produced from the Shallow
Pool. Since then, the deeper Antelope Shale Zone and the Stevens Zone have been discovered.

Cumulative oil production from all leases and fee lands within NPR—2 is just over 650 million
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* barrels. Current production (as of December, 1995) from the DOE leases is 1,827 barrels of oil
per day and 8.62 million cubxc feet of gas per day, of which DOE’s royalty share is 200 barrels
of oil. per day and 750 MCF of gas per day.

‘Although the Navy was unable to wtilize the whole area of NPR-2, a 1935 "Plan Agreement”
‘esta‘blished spacing regulations for the development of the Shallow Pool and other potential
deeper zones. Smce then development has been orderly Several operatmg units have been_ '

formed and the followmg units are presently producmg today

e 27.BPool Unit
e Antelope Shale Zone Unit
® 555 Stevens Pool Unit
e 11-DUnt =

e 2.DUnit

There is also production from these zones outside these operating units. The Etchegoin formation.

(or shallow pool) is produced throughout the Buena Vista Hills Field and much of this productnon

| - is non-unitized. Much of the Antelope Shale is non-umtlzed also. Most of the Stevens Zone is

unitized but t_here is a small amount of productron from outsxde ‘the unit.
27-B Pool Unit

_ The 27-B Pool was discovered in 1944, and consists of four differert sands at the base of the |
. Etchegoin. Cfumu'lativé prodtiction from the 27-B Unit, as of December 1995, is nearly 100 -
* million barrels of oil. Current productton as of December 1995 is 179;000 cubxc feet of gas per -

" day, and no oil. The Govemment s share of productron is 4 MCF per day

Initial development pnor to unitization resulted in notable pressure depletlon and gas’ cap'
expansion. The 27-B Pool was unitized in 1949 Gas xnjectxon was begun unmedrately, and

 continued until 1958 when the mjeetxon became unjustifiable.
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A full-scale waterflood was implemented in 1961. Over the ‘next five years nearly 2,700,000
barrels of water were injected and it was estimated that only 14,000 barrels of incremental oil -

‘were recovered. The waterflood was discontinued.

Unit participants have been filing for the release of mémy unit wells so that they could recomplete
those wells in the Upper Etchegom under non-unit terms. It is uncertain how many 27-B Pool

‘wells were released for recompletron Chevron continues to be the operator of this unit.

Antelope Shale Zone Unit

* The Antelope Shale Zone was drscovered in 1952 and extends over two main structures in the
Buena Vista Hills Field, the East Dome and the West Dome. These structures are not 1n pressure
communication; hence, only the East Dome has been unitized. The "West Zone" was never

unitized but was developed in compliance with the 1936 Plan Agreement.

- Texaco is now the operator of the Antelope Shale Zone. Production as of December 1995 is 188
barrels of oil per day and 4.1 million cubic feet of gas per day, of which the Government share

is 10 BOPD and 214 MCF/D. Cumulative production from the unit is 22.6 million barrels of oil.
This zone is an unconventronal petroleum reservoir with sand lenses intermixed in fractured
shales. Gas mjectlon was never attempted, and a pilot waterflood proved mconcluswe Acid

treatment is the only successful method of stimulation in this zone.

Antelope Shale Zone Non-Unit

The non-unit production from the ‘Antelope Shale comes from the area northwest of the Antelope
Shale Zone Unit on Seotions 25B, 26B, 27'B, 35B, and 36B. Most of the non-unitized producti'on .
~comes from Section 26B. Texaco and Chevron operate all of the non;unitized wells with DOE
‘ royalty‘interest.. Production as of December 1995 from the fractured Antelope Shale in this

section is 86 barrels of oil per day and 0.7 million cubic feet of gas per day, with the
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Governfr1ent royalty share at 11 BO_PD and 93 MCE/D. Cumulative produetjon from all leases,
~ Government and non-Government, is 10.3 million barrels of oil. Chevron is evaluating a pilot
CO, flood in Section 26B. | " |

555 Steverrs Pool Unit

1In 1957, the Stevens Pool was discovered in the northwest area of NPR-2. Moét of the reservoir
was unitized in 1962. The Stevens Pool is comprised of sandstone interbeds within the Antelope
Shale on the flank of the West Dome. Production as of December 1995 is 705 bérrels of oil per
day and 1.23 million cubic feet of gas per day. The DOE’s share is 68 BOPD and 119 MCF/D.

, Nearly 51 million barrels of oil have been pr_odﬁce‘d»frdm’ the 555 Stevens Zone unit.

Most of the reserveir was imitiz_ed in 196<1; Gas reinjection began early in the development of
the Stevens Zone and continued until 1968 when gas sales were started. Over 51 billion cubic
feet of gas had been remjected into the Stevens Zone unit. Vintage Oil Company recently

acqulred operatorship of this unit from'ARCO, the ongmal operator
Stevens Pool Non-Unit

The Non-Unit area produces primarily in Sections 21B, 28B and 29B. Total production to date
from the non-unitized Stevens Zone is eStirnatedlat 4.4 million barrels of oil. DOE has royalty
interest in production from Sectron 28B Production as of December 1995 from the Stevens Zone
in this section is 39 barrels of oil per day and 59,000 cubic feet of gas per day with the DOE’s -

share at 5 BOPD and 7 MCF/D. Texaco and Chevron operate Stevens Zone wells in this section.
11-D Unit

Production in the 11-D Unit comes from the "Top Oil" interval. Cumulative oil production as
of December 1995 is 972, 954 barrels of 011 Production from the 11-D Unit is 32 barrels of oil .
_per day, with IBOPD DOE- royalty share.




The 11-D Unit was formed in response to an apparently successful waterflood pilot in the
Shallow Pool. Three units were produced -- the 11-D, the 2-D and the 14-D -- in order to flood
these three separate fault blocks. The initial waterflood in 11-D vproved to be uneconomical but

the unit has remained with Texaco as the operator today.
2-D Unit

Production in the 2-D Unit comes from the "Top Oil" interval. Cumulative oil production as of
December 1995 is 475, 072 barrels of oil. Production from the 2-D Unit is 17 barrels of oil per
day, with DOE-royalty share at 1 BOPD

Even thoagh the waterflood that prompted the formation of the 2-D Unit was never implemented,

the unit continued to be produced under primary methods with Chevron as operator.

Shallow Pool

The Shallow Pool includes all the production intervals above the Antelope Shale including the
~ 27-B Pool, the 11-D Pool and the 2-D Pool. With the exception of these three units, the Shallow

Pool remains a competitive operation across most of NPR-2.

Several gas injection and waterflood prbjects have been attempted in the Shallow Pool with none
of these projects continuing for long There has also been ‘some steamﬂoodmg activity but 1o

results are avallable at thlS time.
Cumulative total production from all leases from the Shallow Pool is 462.5 million barrels of oil.

Production as of December 1995 from DOE leases is 761 barrels of oil per day and 2.34 million
cubic feet of gas per day. The DOE’s share is 105 BOPD and 313 MCF/D.
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Calidon Gas

The Cahdon Gas Sands were discovered to be productlve in 1958. Commercrahty and unitization
were reviewed and negotlated for some tlme and the zone was finally unitized in 1965 with
’, ‘Texaco as the operator. The Calidon Gas Unit has not produced smce 1987 and is not expected

to have any remalnmg potentlal
Nonprospective Acreage

NPR-2 also includes acreage Wthh would fall info the nonprospective acreage designation.
Generally, this includes that acreage ‘between the Buena Vista Hills structural closures (domes)
and the Buena Vista Front Atea. The swath of nonprospective acreage runs northwest-southeast '

along trend with the field itself. .

The nonprospective acreage is structurally too low and conseduently below the oil/water contact
at both the West Dome and East Dome areas. Additionally, the acreage is too far up the structure
and therefore structurally higher than the stratigraphic pinchOut trap that forms the Buena Vista

front.
5.3.1.2 Surface Description

The Buena Vista Hills Oil and Gas Field (NPR-2) is approached from Bakersﬁeld Cahforma by
traveling approx1mately 30 miles southwest on nghway 119. The nearest 01ty is Taft, which is
located directly south of NPR-2 (part of Taft is actually located within the NPR—2 boundary).
There_ is free entry to NP.RFZ with Midway Road and Highway 119 providing the main paved
access within the Reserve. Movemehr between the various DOE leases and fee acreage is
unrestricted, though 'advising the varioue operators before vrsiting facilities is the generally

observed procedure. Chevron is particularly sensitive to this procedure.
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- The surface is relatively barren and gently rolling. There are few trees and the vegetation is
mainly sagebrush, typical of an arid, desert-like environment. The well spacing is very close

throughout much Of the 'Bnena Vista Hills field and well access roads cover the terrain -

’Publi‘c and ‘pfivate ‘parties have been issued revocable permits by the government for surface
- rights to conduct the following activities on leased and unleased lands at NPR-2: agricultural and
- produced water Vdisposal activiti\es; maintaining oil, ‘gas and water pipelines; operating the
California Aqueduct and a pumping plant; and maintaining television cables, telephone lines, and

powerlines.
NPR-2 comprises approximately 30, 180> acres. About 10, 447 acres  belong to the U.S.
- Government, most of which (9,227 acres) has been leased to various oil compames The

remainder of the land within the boundary is prxvately owned

5.3.2_Owner Contact and Pronertvlnsnection

Representatlves from. Gustavson Assoc1ates initially visited the" DOE NPR-2 office fac1l1tv in
Tupman California on Apr11 29 and 30 1996. At that time this Appralser met with key DOE
personnel and was provided with an overview of operations at NPR-2. No contact was made
with operators in the Buena Vista Field other than an occasional phone call to clarify some

* production-related issues.

~This Appraiser performed a visual surface inspection of the Buena Vista Field and had an

epponunity t‘e .view some of the equipment and locai tepography. The surface part of the
~ leasehold estate was briefly viewed and found to be in slightly better condition than the standard -
for the oil industry in this area: On the Government leases in NPR-2, le'ss abandoned equipment‘
was observed lylng around than on the fee leases in the same area, apparently due to DOE efforts
encouraging the lessees to keep the leases in good condltlon Because the mineral property belng
appraised is deep in the subsurface, a physical inspection of the hydrocarbons present there was
not possible. Subsequent to the ‘initial 'two-day. data ;gathering/technical fact finding trip to the

site, this Appraiser dispatched a landman,to the Kern ‘County courthouse to research lease records.
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5.3.3 Division of OmiersLip_

The lengthy, convoluted history of the formation and development of NPR-2 has resulted in a .
~checkerboard of land ownership, mineral leases and land uses. DOE adfni{nisters' 10,447 acres
which are owned by the U.S. Government. The remaining acreage is owned by the City of Taft,

Ford City, private companies and private individuals.

The oil and gas rights associated With 9,227 acres of the DOE properties have been leased to o
seven oil compames under 17 leases Two of these leases are in the process of relinquishment
be the lessee. Phllhps Petroleum Oil and gas rlghts on the remamlng | 220 acres have been

retamed by DOE The surface rrghts of about 403 acres on these lands have been sold

5.4 HIGHEST AND BEST USE

5:4.1 Tests

The \pprmsal Instrtute (1992) deﬁnes highest and best use as: "The reasouable probable and
legal use of \acant land or: 1mproved property, which is physically possible, appropriately

supported. financially feasrble, and that results in the highest value." Each of these criteria must |

be met sequentially.

For oil.. gas and rrrineralr properties the comparable definition can be epplied by testing the

candidate uses sequentially against each of five criteria:

. Physically possible. | The prOperty must possess adequate siie, dimension, shape,
| quality.of reservoir and resource, and geotechrlicel quality to support the proposed use.
As an example an oil reservoir con51st1ng of many, very thin 1nterﬁnger1ng sands and

shales may not be physically possible to produce a) Continued productzon from NPR-

2 is physically possible; and b) Leasing of the unleased lands is physzcally possible at

NPR 2.is physzcally possible; , B




(VS

"L‘egally permissible. The proposéd use of the propérty must conform to all local, state

and federal zoniﬁg and ,uSe restrictions fof the property. A negative exémple‘ is an
o{herwiSe well-tested stone quarry, ready to develop except for the lack of a fnining \
bermit; a) Continued p};oduction from NPR-2 is legally permissible; and b) Add_’itional
legi;vlation may be fequired to ‘enable‘ leasing of unleased acredge’ at NPR-2, but

passage would be considered likely.

Leasing of th¢ Phillips Petroleum abr_eage in process \ofy relihquishment is not legally
permissible at this point in time, however, it is reasonably certain thét the acreage will |
be legally perthissible in the near future. Financially bfeasible. The proposed use must
be capable of providing a net return to the property owner or leasehqlden | Here, the
ﬁn(:ertainty of, for example, :‘the‘amcl)unf and category of gas reserves could reduce an

undeveloped location to an exploratory drilling prospect; a) Generation of income from

‘continued proditction from NPR-2 is financially feasible; and b) Income from leasing

at NPR-2 is financially feasible.

Maximally productive. Of those physically _posSible,, legally permissible, and
financially feasible uses, the highest and best use for a property is that use which

results in the highest value; that is, the use that provides the greatest net return to the

_property owner and leaseholder in combination, and as of the date of the evaluation
or firmly planned for the immediate future; a) Continued production will provide the

" highest value to the owner of NPR-2; and b) Leasing of unleased oil and gas rights

will provide the highest value to the owner of NPR-2.

Economically_ fitting. ;l"his ﬁfth criterion adds: the proposéd use must fit with the
constraints with regard to oil and mineral development of relevant firms, institutions,
governments, and markets. For example, impénding environmental or surface access .
regulations on the area as a whole may make the>proposed use of a mineral property
problematic; a) Com"inuyed,production satisfies this criterion’; and b) Leasing of the

unleased acreage satisfies this criterion.



- 5.4.2 Highest and Best Use

5.4.2.1 Mineral Rights

‘The highest and best use for the ‘mineral rights under currently producing leases is continuatiori
of generating royalty income by oil and gas production. For the unleased DOE acreége within
NPR-2, the highest and best use is to generate incomé from leése bonusés and rental payments
through issuance of minerél leases. For the Phillips léases in procéss of relinquishment, the
highest and best use is to complete the relinquishment process, followed by the generation of

income from lease bonuses and rental payments through issuance of mineral leases.

It should be noted that five of the fifteen act_ivér leas;es on NPR-2 are cufrently‘honproductive and’
are held by continﬁation of rental payments: The use of these mineral rights which would
- generate the most. income to the Government, issuing of new oil and gas leases, is not legally
permissible, and so fails the test of highest and best use. The hzghest and best use of these rlghts

is thus to continue to receive rental payments.
'5.4.2.2 Surface Rights

The land use pattern across Kern County 1is influenced by the variety of flat, hilly, and
mountainous terrain and by proximit}; kand access to water. .About 90 percent,éf_ Kern County’s
total land area is devoted to agriculture, inéluding sheep4 andréattlej' grazing aﬁd crop production.
‘The region has most of the characterlstlcs of a semi-arid subtroplcal climate, including mild,

‘moist winters and hot, dry summers.

When considering the highest and best use of the Government-owned surface estate at NPR-2,

the area must be subdivided into the 10,044 rural acres and the 16.7 acres of reéerv‘ed drill sites

within Ford City.
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Potential surface uses con51dered as the hzghest and best use for the rural portion of NPR—2
surface include agrlculture and grazing: Industrial development mlght be a potential use, despite
the presence of endangered species and the need for mmgauon measures. As long as m1t1gat1on -
strateg1es are proposed very few development plans are demed due to the presence of critical
habltat The limiting factor for surface development by industry in thls area will be 1ts dxstance

from a major urban area.

Much of the area surroundmg NPR-2 consists of agrlcultural land and open space. Agricultural
act1v1t1es located east of NPR-2 consist of 1rr1gated crops in the Buena Vista Lake Bed areas to
area of interspersed crop product1on and livestock grazing 1mmed1ately adjacent to the site.
: Alfalfa production is a current agricultural use on 167 acres of unleased lands on NPR-2.
However, due to the hilly topography throughout the majority of NPR-2, combined with the need
for irrigation and the fact that the surface ‘acreage is encumbered w1th oil producuon facilities,

widespread commercial use for growmg crops lS not feasible.

Although grazing is not a current surface use on NPR-2, sheep and cattle are grazed on open
space to the north, west, and south of the site on BLM-managed land in the winter months.
Cattle grazing and mineral proddction are not compatible because cattle reciuire extensive fencing
‘and cross-fencing. ‘Cattle ranching also requires extensive water development. The land could.
however. be used for sheep grazing because | extensive fenclng is not required, and water
requlrements are lower.- Sheep'grazing nieets all the bcriterion,‘and is therefore considered to be

the highest and best use of the rural portion of the surface at NPR-2."

Unleased NPR-2 acreage includes eight half-block lots in the Ford City comprising 16.735 acres.

Presently, these lots are designated drill sites; however, their proximity to an urban setting
impedes oil and gas development, along with the lack of a specific drilling prospect on the
acreage. Agricultural uses are not feasible due to the urban location. For those 16.735 acres, the-

highest and best use is to sell as town lots for residential or commercial development.




5.4.3 Highest and Best Use of Property

For the majority of the Government-owned property Within'NPR—Z, the mineral rights represent
the dominant estate, and the ~highest and best use of the property is for continued ‘gene'ration of
-income from the productio‘n of oil and gas. However, the highest and best use of the surface of
~ generating inﬁ:ome from kleasving out grazing rights ishoti incompatible with the surface mineral

use, as described in Section 5.4.2.1.

For thenonproducing‘ and unleased DOE lands within NPR-2, the sufface is the dominant ésfate.
'Thls includes the 480 acres held by nonproducmg leases, the 1280 acres being relinquished by
Phillips, and the unleased acreage, both rural and w1th1n Ford City. For all this acreage exceptA
 the 16.735 surface acres in Ford City, the surface and mineral uses do not conflict and can be

conducted concurrently.

For those 16.735 acres, the highest and best use is to‘ sell as town iots for residential or
\ commerc1al development. This use essentlally precludes the highest and best use of the mineral
estate, to generate income from leasmg of oil and gas rights, since development of the surface‘
drill sites kwould leave no feasible way for drilling and accessing the minerals, other t,han\
expensive directiOrial dfilling techniques. from possible surface drilling loéatioris outside of the
town. The minimal value of tﬁese pcb)orlyr prdspective rhiﬁerals would be reduced to a negligible

value when burdened with the expense of directional drilling.

5.5 FAIR MARKET VALUE DEFINITION

The guidelines set out in' the Uniform Appraisal ‘Stahdqrds for Federal Land Acquisition,
Interagency Land Acquisition Conference, Washington, D.C., 1992, state the definition of "Fair =
Market Valile" is set forth as, "...the amount in cash, or in terms reasonably eyquivalent to cash,
for which in all\probability the property would be sold by a knowledgeable owner willing but not.
obligated to sell to a knowledgeable purchaser who desires but is not obligated to buy. In

ascertaining that figure, consideration should be given to all mattérs that might be brought
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- forward and reasonably given substantial weight in bargaining by persons or ordinary prudence,

but no consideration whatever should be given to matters not affecting market value" (pp. 3-4).

5.6 _APPRAISAL METHODS

5.6.1 General

Anafysis of geologic, engineering and economic factors was necess'ary for this Appraiser’s choice
of which‘appraisal method(s) to use in appraising the subject acreage. Research of the courthouse
-records in Kern County, Cahforma was also conducted in order to-check for data on recent.
leasing activity that might be used to estabhsh market bonuses. Because of the nature of the
appraisal tract. the Market Data Approach the Income Approach and the Lease Bonus methods

were all used to estlmate the Fair Market Value of the property.

A minerals appraiser must estimate the Fair Market Value as of a specific date using information
available as of that date. The as of date for this Appraisal was October 1, 1996. The minerals
appraiser must use research data to create an accurate market model. This model is then used k

" to estimate the Fair Market Value of the subject property.

5.6.2 Standards

This appraisal has been conducted according to the guidelines set out in the Uniform Standards
of Professional Apprazsal Practice, The Appralsal Instltute 1992 and the Uniform Standards for

Federal Land Acquzsmon Interagency Land Acqu151t1on Conference 1992

5.6.3 Obevance of the Unit Rule

All appraisal standards require adherence to the Umt Rule. It is a_ principle designed to reflect

the true situation in the market for Fair Market estimation. The rule has two main aspects.

!




 First, the Rule requires the property to be valued as a whole (as a "bundle of stieks")' rather than
summing the value of the various portions of ownership (the individual "sticks"). Value of the
constituent parts (the "sticks") are to be considered to the extent of their contribution to the value
of the whole. The essence of this pnnc1ple is that it is the property and not the various titles

which is being con51dered for Fair Market appralsal

Second, the Rule : requires that "different elements of a tract of land are not to be separately
' valued and added together. The property is to be valued as a' whole and its constituent partS
considered only in light of how they enhance or dimniish to value of the whele, with care bei.ng\
exercised to avoid so-called "eumulaﬁve appraisals”. (Uniforrn Appraisal Standards for Federal

Land Acquisition A-12, pp. 25-28.)

- The values of buiidings and improvements, timber, crops, mineral rights, oil and gas production,
~ and other rights are considered to the extent that Fair Market Value of the property. as a whole |
is enhanced. It is stated in the Standards that the mere possibility of the existence of minerals,
oil’,v or gas is not sufﬁcierrt to affect market value. It is further stated that Such a possibility can
be ’gikven‘_ consideration only when there is sufficient likelihood of the presence of rninerals‘,r such
as oil or gas, as to affect market value and when ‘that likelihood would be given Weight by‘a

prudent person in bargaining.

These guidelines should‘ be followed when valuing the mir;eral and surface components of a given
property. The quantity of minerals must be estimated fby a qualified expert along with a

determination of the market for the mineral commodity in question.

It must be understood that under the Unit Rule technlcally there can be only one appraiser.
' Appraisers are often employed by this overall apprarser to estimate Falr Market Value of
producing and nonproducing mineral rights, equipment, timber rlghts, and other rights. Results
- of secondary valuation reports prepared by them cannot be added to the value ‘of' the land in order

- to arrive at a value of the property as a whol'e without proper'analysis by the overall appraiser.
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The appr_aiser must consider the value of the components of the property only in light of how the
components contribute to the value of the property as a whole. Thus, it is improper to simply
multlply the mineral quantlty by a unit value or gross multlpher and then add it to the value of
the land. Thxs results m a summation or cumulatwe appraisal which is not reﬂectwe of market.
The various components (sugface, mmeral and otherw1se).of the fee 51mple property must be
considered by’the appraiser as factors in arriving at the market value of the property as a whole
(Eaton, 1989). | |

In this particular case it v&.rilll'be shoWn that the valne of the mineral component is the greatest,
it is classified as the "dominant estate". Yet, this Appraiser has followed the Unit Rule. From
a skill and expertise standpoint it is important to make full disclosure and state (a) that Gustavson
Associates is primarily a mineral appraisal ﬁnn, (b)\‘that surface and water appraisers are less
" frequently performed wherefore we na{/e utilized qualified appraisal consultants for those
components, as neede‘d‘ and (c) that the overall appraisal under the Unit Rule and for the purpose
of this Study has been performed by Gustavson Assoc1ates in accordance with the standards of

‘the appraisal profession.

Thus, inaccuracies, even if inadvertently introduced, are not likely to occur in the major and most
valuable c':ompOnent of the property, namely the mineral component due to the expertise of this
Appraiser. Likewise, we have taken utmost care in evaluating the effects of the surface and water

components in the overall appraisal and recommendation.

- 5.64 ApprOach to Value

5.6.4.1 Minefal nghts

Market Data/Sales Comparison ApgroaCh
Prior Sales of Idendcal Propectyr ’

There were not direct sales of the identical property appraised herein which could be used to

estimate Fair Market Value of the snbject property.
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Prior Sales of Comparable Property

" There are no prior sales of reasonably comparable property that could ‘be used directly for
‘appraising’ the subject property. However, several sales of reasonably comparable property have
been identified from which purchase price in dollars per barrel of oil equiValent reserves ($/BOE)

has been derived. - These sales are listed on Table 5.1.

Several mineral conveyances were identified during the fact-finding effort. The terms of these

conveyances, as far as they could be determined, are summarizéd in Table 5.2. |

This apprbaéh to appraisal of oil and gas properties is referred to as the "Dollars per BOE-in-the-
- ground" method, ~and'is generally based on\ deteﬁnining a national or regional average value per
barrel of oil equivalent reserves from similar property trahsactions. The advantages of this
method are that it is very simple to apply and understand, and that it provides for convenient
comparison among property transactions. The major disadvantage is that it has no sensitivity to
cashflow timing, and may tend to\overVa_lue‘ long—lived properties such as the one appraised

“herein. The factor derived for this method for the producing acreage at NPR-2 is $4.00 per BOE.

Cost .Approach-

" The cost approach bases the Fair Market Value of an asset on either the costs invested in it or
its repiacement cbst. This approach is sometimes useful for facilities and equipment. Also. in
some cases, the Fair Méfket Value of a drilling prosp‘eét can be eétimatéd based 6n the various

- costs which have been spent in developing it: the costs of obtaining seismic dat\a,'condlylcting
~ geblogical‘ and geophysical ané.lysis, and the cbst of obtaining a land pbsitibn_. This method is

not considgred applicable to any portion of the mineral estate at NPR-2.
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Engineering (Income) Approach

This approach makes use of an estimate of oil and gas reserves of the appraised tracts, and of an
analysis of production therefrom and from surrounding tracts, if appropriate.  This estimate is
sometlmes determined by volumetric computatlons mvolvmg thickness of producing formatrons
p0r051ty of source rocks, water saturation levels, dramage areas, ete. In some cases the reserves
are estimated by analogy or the average of oil and gas reserves for other wells in the area.
Probabilities of success are sometimes introduced wherefore the eonﬁ‘dence level in the estimate

reduces with the distance away from actual production.

Oil and gas production exists in the appraisal tract Therefore ‘the Engineering (Income) |
Approach is considered apphcable for appralslng those portlons of the fee mineral estate.
Pro;ected future production and 1ncome and costs associated with that productron have been
~ estimated as descnbed in prevrous sections of thls Report. These proj ections have been evaluated '
| usmg the economic model described in the Addendum (See Appendix A for detarled output from |

the economic model for this scenario).

Although there may be infill drilling potential on the ex1st1ng leases the hkehhood is rather small

(see Addendum) and 1mpossrble to quantify.

This Apprarser utilized three methods for the Engmeerrng Income Approach. The first of these
methods is the "Cumulative Cashflow" method which is used in individual transactions among
operators in various oil ’patches’. - This method represents a Fair Market Value that results in the
return of the purchaser’s investment within a certain amount of time. While this is a classic
income approach, it does not consider time value of money. To attempt to compensate for this,
a longer recoVery period can be used for long-lived properties, or a shorter period for short;lived |

| properties. In this case, this Appraiser considered a four-year cashflow.
The second method is the "Risked Present Worth" method. This -approach begins with a present
worth representing the effects of the time value of money on the expected cashflow stream, and

 further adjusts the value by a factor representing risk/desire for proﬁt. In general, it is expected
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discounting the cashflow expected from a property at that discount rate, 'Typically a royalty

interest would require a lower discount rate, The rate used by this Appraiser for this method is

- This method is a derivative of the Income Approaich, being based on the income from a different
‘highest and best use of the property than that represented fby oil or gas production. The value
._ of interests to be appfaj,sed under this method derive from the actual or 'pot’ential fut/u're income

stream from the receipi of bonus and \rentayl's‘ through ‘lea‘sing, which represents the highest and




production and only;spe‘c\-ulati\/e potential therefor. In contrast, leases are executed, sold and

bargained in the market.

Large amounts of acreage in the vicinity' of the subject property are federal and state owned and
Vas a result provide accessible data on ;bo‘nus'es, rexitéls and lease terms. Additionally, several fee
mineral leas_es‘ in the area WCre identified through courthouse research. A summary of the leasing
activity for the area is provided in the Addendu.m.' Figuré' 5.1 illustrafes the distribution of the
bonus amounts that were paid in the area of study. These data establish market trends and value
patterns which can be used for appraising that por/tion of the mineral estate involving oil and gas ‘
eXploreitory potenﬁal. The value of this potential is additive to the value estimated for the

remainder of the mineral estate.

Figure 5.11s é. histogram showing a high concentration of leases in a) the $1 to $2 per-acre
range; a few leases in b) the $10 to $30 per-acre range; and c) one lease at $110 to $120 per
acre. EXaminatiQn of the specific Conditions involved in these transactions reveals that a) the low
range repi‘esents the value paid for rank exploratory acreage. The higher bonﬁs amounts b) are
typically paid for fairly good prospective leases; and the 'highest bonus at ¢) is paid for acreagel

closer to production. In short, the bonuses represent a tri-modal distribution.

These data can now be used to ’appraise‘ the subject', property. The nature of this property is such
that. although {t is close to existing prbduction‘, the Iikélihodd of extending that production to the °
subjecf properfy is quite small, based on enginéering and geologié assessments of available data.
Therefore. bdnus values paid for the subjéct'property would be somewhat higher than rank
exploratory acreage, but still in the low range'éf comparable bonuses. Therefore, the market

lease terms would be as follows: . S L o

Bonus. The bonus is the consideration initially paid in exchange for an oil and.gas lease.
Usually the Lease Bonus is a one-time payment made to an owner of the mineral estate upon the
owner’s execution of a lease. Although' bonuses are occasionally paid in installments, and

sometimes paid in forms other that U.S. dollaré,' we have determined from market'data for this.
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. appralsal that a leasehold bonus is a one- tlme payment made in its entlrety to the mmeral owner

upon the owner’s execution of an il and gas lease The current market leasehold bonus for the
oil and gas leasehold estate (commonly referred to within an oil and gas lease as 011 gas and _

~related hydrocarbons ") on the subject property is in the range of $5 per mineral acre.

Royalty. Landowner’s royalty is a percentage of the value of production made payable to a
landowner through contractual provisions within an oil and gas lease. Landowner’s royalty is
usualt~y expressed as a fraction of total production removed from the leasehold premises that will

be stored for the lessor’s account, or paid in dollar equivalents to the lessor. The landowner’s

royalty share is paid "off the top," ‘or without being subje_ct: to drilling or lifting costs. The : o

market landowner’s royalty is one-eighth, or 12.5 percent, for leases similar to this tract.

‘Annual (or Delav) Rentals. Oil and gas leases for more than one year’s duration usually contain
‘provisions for an annual rental amount to be paid to the lessor’s credit at a specified bank or
address in order to compensate for delay of drilling. Annual rentals may'sometimes be
CO!'lSOhdillLd into an addmon to the initial leasehold bonus (and thereby comprlsrng total payment

obligations under a "paid-up" oil and gas lease)

If delay rentals are not paid on time, and pursuant to the general instructions given in a lease, the
lease will often expire under its own terms. We have assumed that leases on the present‘tract -
mll be tor the market term of years shown below and that all rentals will be paid. The market
dnnu.xl idelay) rental for oil and gas leases 51mrlar to this tract is $1.50 per mineral acre for the
first five vears and $2.00 per acre for the next five years. We have also assumed that the first

delay rental payment will be paid on the first anniversary of lease execution.

Term of Years. This is the length of time that a typical oil and gas lease will be in effect..

- Usually the term of years specified in an oil and gas lease will be automatically extended for so
long as oil or gas are ‘produced from the lands under lease or for so long as drilling and

‘ development operatlons are conducted on the leasehold property.




- The term of yearS for which this acreage could be ‘expected to be leased is five to ten years (state
and federal leases, respectively). We have assumed that such a lease would explre at the end of

five years and a new lease would be granted within a reasonable time.

Percentage of the’ Acreage‘Expec_ted to be Leased -

Based on a review of recent federal lease sales in the area, this Appraiser has estimated that 76
percent of available land is leased each year. This same percentage is assumed to occur for the

~

nonprospective acreage at NPR-2.

The estimated future income from hypothetical leasing of the subject acreage is shown in
Appendix C. This income would approximate the value of the cashflow from the exploratory
: acreage as a prospect that the landowners would recelve from oil companies mterested in

exploring and possibly developing the acreage

In short, the cashflow in Appendix C reflects the market. The future income is based on
expected market bonusesof $5 per acre and rentals, as described above. The net present value
at 13.2 percent discount rate of this future income\stream is $27,900 (rounded). This ameunt
represents the Fair Market Value for the mineral ownership in the nonprospective acreage at

NPR-2. Offsetting this value is the expected expense of an environmental assessment at $30.000.
Reconciliation
Four different methods were used to value the mineral interest in the producing portion of the

: subJect property. The Comparable Sales Approach and three different methods of applying the

Income Approach were used to value the reserves and future income therefrom, Table 53

- summarizes these calculatrons based on calculations detailed in Appendix C. The three income-

"based methods are considered to be more reliable. This Appraiser has rcconclled the four
different values and estimated Fair Market Value of the producing royalty interest at $4,250,000
as of October 1, 1996. - |
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TABLE 5.3

FAIR MARKET VALL!E WORK§HEET

NPR-2
Category: Prov ed Prc
1) METHOD ONE ($ per BOE-in-the-ground):
Total Net Oil and NGLs ‘
Total Net Gas 1,646,758 MCF
5 Years, @1/ 153 BOE/MCF x 823,379 MCF
15 Years, @1/ 6.0 BOE/MCF x 823,379 MCF
Total Gas _
Total Oil and Gas
Value @ 4 $/BOE
Value Risked at . 100%

2)

(for geol./devt.)
Capital Costs : ,
Method One Value of Property

METHOD TWO (Return of Purchase Price):
First Year Net Cash 12 months)’
Second Year Net Cash (12 months)
- Third Year Net Cash (12  months)
Fourth Year Net Cash U2 months)
Fifth Year Net Cash (0  months) .
Total Net Cash | . -
Value Risked at 100% " (for geol./devt.)

3)

4)

" Value Risked at , ‘
. Less Capital Costs (at 100%)

Capital Costs
Method Two Value of Property

METHOD THREE (Risk-Discounted Present Worth): -

Present Worth

at a discountrate of = = -
Mechanical/Operator Risk Factor
Value of Property (at productlon stage) -
Plus Capital Costs
Value (before: Capntal. Load)
Value Risked at ‘
Less Capital Costs (at 100%)
Method Three Value of Property

100% (for geol./devt.)

METHOD FOUR (15% Present Worth): -

Future Net Cash Flow Discounted @
Plus Capital Costs
Value (before Capital Load)

'15.2%

100% (for geol./devt.)

Method Four Value of P'roperty

5) FAIR MARKET VALUE

After reconciliation of above methods:

417,970

53,766
137,230
190,996

— 508955
52436 865
$2,435,865

$0

- $1,207,499
$1,105,998
$991,322
-$721,226

$0

$4,026,045

$0

$5,823,000

10%
80%

$0

$4,658,400
$4,658.400_

- 30

$4,797,000

$0

$4,797,000
%4, 797 000

$0

BOE

BOE
BOE

BOE -

BOE

$2,435,865

$4,026,045

$4,658,400

$4 797,000

$4,250,000




The Lease Bonus rhethod was used to value the speculative oil and gas potential from exploration
of the ndnproductive acreage, and provided a value of $27?900 (rounded) as of the date of this
’ appraisal. The Income Approach was used to value the rental stream from the nonproducing
leases at $3,800. The three portions of the mineral estate are physically separaté, and therefore
“are additive.. This AppraiSer’s Fair Market estimate of the total DOE-owned mineral estéte is

therefore $4,281,700 as of October 1, 1996.
>' 5.6.4.>2\ : Surfgée Rigﬁts

‘Mafket patw Saleé Cpmp,arison Apgroa;:h
Prior\'Sales of Identical Prdperty -

- There were not direct sales of the identical property appraised herein which could be used to
estimate Fair Market Value of the subject property.

Prior Sales of Comparable Property

For the rural property, seven prior sales of reasonably comparable property were found that could -
" be used directly for appraising the ‘subje(:t property. These sales described in detail in Section
4 of the Addendum to this Report. The three sales described below are considered most

compérable, to NPR—2:~ ‘
Sale No. 1:
This.sale is located in the ‘same mountain range as the Sﬁbject pfdperty. The sale price was $125

per acre. This is an operating cattle ranch. It is fenced and has developed livestock water. This -

ranch was in poor condition at the time of sale.
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A downward ad_]ustment is required to. this sale for three reasons: fencing, developed hvestock
water, and lack of 1mped1ments due to oil ﬁeld surface operations. The adJuste.d sale price is

.\ '$100 per acre.
" Sale No. 2:

This is a sale of an 8,132.66-acre cattle ranch located in San Luis Obispo County, east ffom Paso
Robles. Sale price was $261.30 per acre. This is a good quality ranch. It is fenced and it has

developed livestock water. This parcel is superior to the subject property.

Downward adjustments were made for the same reasons as for #1 The adjusted sale price is’

estimated to be $209 per acre. ‘
Sale No. 3:

~ This is a sale of ‘an 11,560-acre cattle-ranch located north .fr.om the subject property. Sale price
‘was $173 per acre. This is an operating cattle ranch. It’s fenced and it has a developed water

- supply.

Downward adjustments were made for the same reasons as for #1 and #2. The adjusted sale

price is estimated to be $138 per dcre.

These compafablé sales are reconciled by this Appraiéer to yield an estimated sales 'pr.ice for the
rural surface acreage at NPR-2 of $125 per acre. Multiplied by the 10,044 acres yields a total
estimated Fair Market Value using the Market Data Approach of $1,255,500.

For the surface acreage within Ford City, specific comparable sales 1nformat10n was not avallable
However discussions with a real estate agent famxhar with the local market and personnel at the
Kern County Assessor’s office 1nd1cat¢ a vvalue of approx1mately $15,000 per city lot of

approximately 7,000 square feet. No appraised values for the actual lots owned by DOE are
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| carried on the Kern County tax records due to the non-taxable Federal ownership. Approximately
- 96 lots could be subdivided from the drill site acreage. The impact of flooding the market with;
this many lots at once would be significant. This Appraiser estimates the lots 'would' trade at
about 20 cents on the dollar. Thus the Falr Market Value of the DOE-owned surface vacreage

within the town of Ford City is estimated as follows: -

96 lots x $15,000 per lot x 20 percent =  $288,000
The two portions of the surface estate are physically separate and therefore are badditive This
- Appraiser’s Fair Market estimate of the total surface property owned by the DOE at NPR-2 is

therefore $1 543, 500 as of October 1, 1996

Cost Approach

The cost approach is dlscussed in the previous sectlon of this Report ThlS method is not

considered apphcable to any portlon of the surface estate at NPR—2

Income ‘Approach ’

This approeteh makes use of an estimate of future income and expenses resulting from the highest
and best use of the subject property As a Limited Appraisal, this appraisal did not consider this

method of estlmatrng the Fair Market Value of the surface.

5.7 ANALYSIS OF WHOLE PROPERTY

The surface value o'f' the rural property is ealculate,d as follows:

$125 per acre x 10,044 acres -$1,255,500

The mineral value of this property consists of' the following:
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Producing leases - .’ . $4,250,000

Nonproducing leases - - , 3,800
- Unleased acreége - ) o 27.900
TOTAL . $4,281,700

This unleased acreage excludes the 420-acre tract underlying Ford City: For that 420-acre tract,
the surface estate is dormnant and precludes feasible developmem of the mmerals Thus,
4 applying the unit rule, the rmneral value of these 420-acres does not r.ontnbute to the value of

the whole. The estimated value of the 16.735 surface acres in Ford City is as follows:

96 town lots x $15.000 per lot per 20 petcen’t = $288.000

These mineral and surface values are not additive under the unit rule. The value of the rural
surface is considered.to be impacted by the intensive o'il’pr'oductio'n operations. The mineral
rights represent the dominant estate, and contribute at 100 "percent. The portion of the rural‘
- surfaee value contributing to the whole is,estimated at 75 percent. For the acreage underlying N
Ford City, the surface is the domiuant estate,y-a_ndthe centribution from the mineral value is

~ negligible. The total value is thus estimated as follows:

Rural Surface value at 75% - $941.625
Urban Surface Value . $288.000
Mineral value, less 420 acres = $4.281.700
GRAND TOTAL 85,511,325

5.8 FAIR MARKET VALUE
Based on the analy51s described above the Fair Market Value of the mmeral surface and water

nghts of NPR-2 is estimated at $5, 511 325 as of October 1, 1996 Thxs is the amount that could
be expeeted to be realized 1f the opnon of sale of NPR-2 is carried out.




The value to the govermhem would also include revenue from federal income taxes paid by the

_purchaser on subsequent. income from NPR-2 operations. This projected tax streaxh has an
_ estimated NPV discounted at 13.5 percent of $801,770. Additi'onally, sales cosfs would be -
expected to be 1ncurred associated with this option. -The amount of these costs is estunated at
- $300,000, whlch is about six percent of the value of the property, or about three years of
projected overhead expenses. ~(An estimate of divestiture cost of $1,300,000 was prov1ded by
DOE, but this is considered unréalistically high because (l)i NPR-2 personnel are ’difecrtly related
to employment at NPR-1 and (2), the ﬁon-operated nature of the property demands far less staff
time than NPR-1 and the other NPOSR properties.) - Therefore, the total value to the government
under the sale option is $6,013,095. ‘
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6. COMPARATIVE ANALYSIS

The value of NPR-2 to the United States under each of the specified options is as follows:

Option 1:

Op tion 2:

- Op tion 3: -

Ogtion 4:

Retention and operation of all or part of NPR-2 by the Secretary of Enérgyr under
- Chapter 641 of Title 10, United States Code. Value = $5,024,300.

| Transfer of all or a part of NPR-2 to the Department of the Interior for leasing in .

accordance with the Mineral leasing Act (30 U.S.C. 181 et seq.) and surface -

managément in accordarice with the Federal Land Policy and Management Act (43

U.S.C. 1701 et seq.). Value = $5,025,100. -

Transfer of all or part of NPR-2 to the jurisdiction of another Federal agency for,
administration under Chapter 641 of Title 10, United States Code. The agency

‘ 'cons1dered here was. the Fish and Wlldhfe Service under the Department of the

Interior as a wildlife refuge. Value = $5 006, 500.

Sale of the interest of the United States of all or a part of NPR-2. Value =
$6,013,095. ' '







7. RECOMMENDATIONS

This 6ption reépmniended to maximize value to .the’United States is Option 4, sale of thé interest
of the United States of all or part of NPR-2.- Evaluation of ithis\ option results in é value of
' $6;013,095 which is about 20 percent higher than the next highcst value of $5,025,100 for ;Opti'on
| 2, transfer of all or pai't of NPR—Z to the Department of Interior. ‘
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 APPENDIX A

DETAILED OUTPUT OF ECONOMIC MODEL
FOR RETENTION BY DOE
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Surface and Mineral Leasing and Maintenance

Leasing Program .

NPR-2 - Maintenance Costs . . '
NPV @ Surface NPV @ -1 Ongoing First Sale Total NPV@ |
Annual 7.00% . - Income 10.00% Rentals Bonus Rentais Costs Revenue 10.00% f
FY97 (5,000) (4,834) 100 95 480 0 0 0 480 458
FYos (5.000) (4,517) 100 87" 480 : 0 0 480 416
FY99 (5,000) {4,222) 100 79! 480 o . 0 480 -378¢
FY0O0 {5,000) (3,946) 100 72° 480 0] 0 - 480 344
FY1 (5.000) {(3,688) 100 65. 480 0 0 480 313
FY2 {5.000) (3,446) 100 59, 480 0 0 480 284
FY3 (5.000) (3,221) 100 54 480 0 0 480 258
FY4 - {5.000) (3,010) 100 49 480 0 0 480 235°
FY35 {5.000) (2,813) 100 44 - 480 0. . 0 480 214
FY8 (5,000} (2,629) 100 40 480 0o . 0 480 194 .
FY7 5.000). . (2,457) 100 37 480 o 0 480 176
FY8 £.000) (2,296) 100 33 480 0 0 0 480 160
FYS - 5.000) (2,146} 100 30 480 - 0. 0 480 146
FY10 - . (5.000) . (2,006} -100 28 480 0 0] 480 133:
FY11 {5.000) (1,875) 100 25 . 480 0 0 480 121
FY12 - {5.000) (1,752) 100 .23 480 0 e 480 110
FY13 {5.000) (1,637) 100 S21 480 0 o] 480 100.
FY14 {5.000) (1,530) 100 19: 480 0 0 480 91!
FY1s {5.000) (1,430) 100 17 480 [0} 0 480 82:
FY186 {5.000) {1,337) 100 16", 480 0 0 480 751
FY17 {5.000) {1,249) 100 14 480 -0 0 480 ‘68!
. FY18 "15.000) (1,167) - 100 13 480 ' 0 480 62!
- FY19 (5.000) {1,091) 100 12 480 0 0 0 480 561
FY20 {%.000) (1,020) 100 11 480. -0 0 480 51
FY21 {5.000) (953) 100 S 10 480 0 0 480 46
FY22 '£.000) (891) 100 9 © 480 0 0 480 42
FY23 -5 000) (832) 100 8 480 0 0 480 38
Fy24 5 000) (778) 100 -7 - 480 0 0. 480 35
- FY2¢% £ 000 - (727) 100 7 480 - 0 0 480 32
FY26 < 000) (679) 7100 6 480 0 0 480 29"
FY27 £ 000) - (635) 100 - 5 - 480 0 0 480 26
FY28 . 5000) (593) 100 5 . 480 0 0 480 24
TOTAL 3460 C0C)  (865.408) $3,200 $999 - 315.360 $0__ 30 $0 315,360 34,796
Known ; ’ Value to DOE ]
‘ acres in NPR-2 w/o mineral leases : (%) ($/acre)
76% of acres offerea for leased were actually taken. [Maintenanc - (65,408) ERR
S ' ) - - {Surface inc 999 ERR
Assumed |Mineraiinc. 4,796 " ERR
BLM can iease t.:n FYS7 NEPA cost 0 ERR]
$0 Env:ronmemal costs required to begin Ieasmg {Total ($59.614) ERR
$5.00 intiat bonus per acre ' ‘
$1.50 rental per ponus first 5 yrs
$2.00 renta! per bonus second 5 yrs.
$100 per year in surface leases . .
$5,000 annual costs to maintain fee property
S0 Lease sale expenses @ $0.75/acre. o
Gustavson Associates

08/19/96







'APPENDIX B

DETAILED OUTPUT OF ECONOMIC MODEL
~ FOR TRANSFER TO DOI |
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Surface and Mineral Leasing and Maintenance k

'NPR-2 . Maintenance Costs | ‘ ‘ Leasing Program

DOICase i = ° NPV @ Surface NPV @ | Ongoing - First Sale Total NPV@ |
. Annual  7.00% Income  10.00% Rentals Bonus Rentals Costs Revenue 10.00% |
FYS7 - (5,000) (4,834 1,180 ~1425]0 . 480 . 4275 1,425 (1,875) 4,305 4,105
FYos (5,000) (4,517 1,180 -1,0231 480 1,425 0 1,905 1,651!
FY99 . (5,000) . (4,222 1,180 . 930] 480 1,425 0 1,905 - 1,501]
FYO00 (5,000) (3,946) 1,180 845| = 480 ) 1425 . o] 1,905 1,365]
FY1 (5,000) .  (3,688) 1,180 768! 480 . : 1,425 0 1,905 1,241
FY2 (5,000) (3,446) 1,180 699 | 480 - 1900 0 2,380 1,409
FY3 - (5,000) (3.221) 1,180 635! - 480 . o 1,900 0] 2,380 1,281
Fy4 (5,000) (3,010)-. 1,180 - 877! 480 1,900 0 2,380 1,164
FY5 (5,000) (2,813 1,180 525 480 1,900 0 2,380 1,059
Fye - (5,000) (2,829) 1,180 477 -+ 480 ' 1,900 0 2,380 962!
FY7 - (5,000} (2,457) 1,180 . 434% 480 0 480 176
FYs (5,000) = (2,296) ' 1,180 394 480 4,275 - 1,425 (1,875) 4,305 1,439
Fye (5,000) - (2,146} 1,180 358! 480 1,425 0 1,905 579
FY10 (5,000) (2,006} 1,180 . 3261 480 . 1,425 0 1,905 526
FY11 (5,000) (1,875} 1,180 296! 480 - 1,425 o] 1,805 478
Fy12 (5,000) (1,752) 1,180 - 269 480 1,425 0 1,905 435
FY13 - (5,000) {1,637) 1,180 245 480 ’ ‘ 1,900 0 2,380 494 :
FY14 (5,000) (1,530), 1,180 2231 480 1,900 0 2,380 449
FY15 (5,000) (1,430 1,180 202 480 1,900 .0 2,380 408
FY16 (5,000) ~ (1,337 =~ 1,180 - 184 480 - S 1,900 0 2,380 371!
FY17 ©(5,000) . (1,249). - 1,180 1671 480 1,900 0 2,380 - 3371
FY18 (5,000) (1,167} 1,180 - 1521 480 . 0 480 . 62,
FY19 (5,000) (1,091) 1,180 1381 480 4,275 1425 - (1,875) 4,305 504 |
FY20 (5,000) - - (1,020) 1,180 1261. 480 1,425 0 1,905 . 203
Fy21 (5,000) (953} .. 1,180 114 480 . : 1,425 0 1,905 184.
CFY22 (5,000) (891} - 1,180 104! - 480 1,425 0 1,905 - 168:
Fy23 . (5,000) (832) 1,180 94, 480 1,425 0] 1,905 152
FY24 (5,000) (778) 1,180 861 480 ] 1,900 0. 2,380 173
FY25 (5,000) (727} 1,180 - 78: 480 ; 1,900 0 2,380 157
FY26 (5,000) (679) 1,180 71 480 . 1,900 0 2,380 143
Fy27 (5,000) (635} 1,180 641 480 1,900 o] 2,380 . 130,
FY28 (5,000) (593) 1,180 591 480 1,900 v 0 2,380 118
TOTAL  ($160,000) -($65 408) $37,7601  $11.790: $15 360 $12.825  $49875  (§5625) $72435 $23425
‘Known o Value to DOE o -
2,500 acres.in NPR-2 wio mineral Ieases : %) ($/acre)
76% of acres offered for leased were actually taken. |Maintenanc ~ (85,408) (26.18)
. 50% of bonus and rentals go to the lessor, fSurface Inc 11,790 472
Assumed ) Mineral Inc.. 23,425 - 9.37
BLMcan lease it in FY97. ... \ - NEPA cost .~ (28.604) {11.44})
$30,000 Environmental costs required. o0 |Total _($58,797) ($23.52

$4.50 initial bonus per acre )

$1.50 rental per bonus first 5 yrs

$2.00 rental per bonus second 5 yrs

$100 per year in surface leases
$5,000 annual costs to maintain fee property
$1,875 Lease sale expenses @ $0.75/acre.




APPENDIX C

DETAILED OUTPUT OF ECONOMIC MODEL FOR SALE
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NPR-2 ' Maintenance Costs

Surface and Mineral Leasing and Maintenance

121

i : Leasing Program
Sale Case NPV @ | Surface NPV @ | Ongoing’ First Sale Total NPV @ !
, ' Annual 7.00% Income ~ 13.20% Rentals Bonus Rentals Costs Revenue ~13.20% :
FYg7 L 0 0 0 480 7,804 2,371 {1,560) 9,195 8642
FYo98 0. 0 0 -0l 480 2,371 -0 2,851 2,367,
FY99 0 -0 0 0l 480 2,371 0 2,851 2,091:
FY00 0’ 0] 0 0! 1480 2,371 - 0 2,851 1,847
FY1 0 0 0 -0 480 2,371 0 - 2851 1,632
FY2 - 0 ol o 0! 480 3,162 0 3,642 1.841:
FY3 0 0 o 0 480 3.162 o 3,642 1,627
FY4 0 - 0 0 0i 480 3,162 0 3,642 1,437
FY5 0 - 0] 0 0: -~ 480 3.162 0 3,642 1,269
FY6 . S0 0 0 0i 480 3.162 "0 3,642 1,121+
FY7 0 o] 0 0: 480 - 0 480 131!
FY8 0 o 0 0 480 7.904 2,371 (1,560) . 9,185 2,210°
FY9 0 0! 0 0: 480 - 2,371 0 2,851 605
FY10 0 0i 0 0i 480 - 2,371 0 2851 535:
FY11 0 0} o] o 480 - 2,371 0 2,851 472"
FY12 0 ol -0 ol . 480 2,371 -0 ~2,851 417 .
FY13 o 0[ (oF ., 0Ol 480 3,162 0 3,642 471
FY14 - 0 0l 0 0! 480 3,162 0 3,642 416 -
FY15 0 0l 0 0i 480 3,162 0 3.642 367
FY16 0 0! .0 0: 480 3,162 0 3,642 325
FY17 0 0! 0 0! 480 3,162 0 3,642 287
Fy18 0 0 -0 0 480 o 480 33
FY19 -0 0] 0 0: 480 7,904 2,371 (1,560) 9,195 565:
FY20 0 0} 0 0 480 - 2,371 0 2,851 1585
FY21 0 0| 0 0 480 2,371 0 2,851 137
FY22 0. 0! 0 0! 480 2,371 0 2,851
FY23 0 ol 0 0i 480 2,371 0. 2851 107
FY24 0 0] 0 0 480 3,162 0 3.642 120
FY25 0 0 0 0. 480 3,162 0, 3,642 106
FY26 Q R E 0 0. 480 3,162 0 3,642 g4
FY27' 0} 0 0 0: 480 3,162 - 0 - 3,642 83
-FY28. - 0 0! 0 . 0 480 - 3,182 0 3.642 73
TOTAL $0 $0| 301 $01. $153680  $23.712 $82,992 ($4,680). $117, 384 X 706
Known ‘ Value to DOE
2,080 acres in NPR-2 w/o mineral leases %) ($/acre)
76% of acres offered for leased were actually taken. |Maintenanc 0 0.00
100% of bonus and rentals go to the lessor. Surface inc 0 0.00
Assumed Mineral Inc. 31,706 - 16.24
BLM can lease itin FY97 NEPA cost (28,197) (13.56)
$30,000 Environmental costs required. Total $3.509 $1.69

$5.00 initial bonus per acre

$1.50 rental per bonus first 5 yrs

:$2.00 rental per bonus second 5 yrs

$100 per year in surface leases
$0 annual costs to maintain fee property

$1,560 Lease sale expenses @ $0.75/acre.
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DISCUSSION OF DISCOUNT RATES.
Concept of Discounting Cashfldw vs. Market Values

‘ ’Alfhough the concept of discounting is widely acceptéd, thé selection of the appropriafce discount
rate has been the source of considerable debate and much disagreement. Gustavson Assdciafes,
for the purposes of valuing the NPR-2 &3 as well as NOSR-1,2 & 3 pro\pelities,' applied different
discount rates to the different sites due to (a) the relative risk }associated with develxoping’and
producing them and (b) the different ownersﬁip .and -operator under the retention and sale

scenarios. These discount rates were built up as described in detail below.

Gustavson Assdciates have studied the market for producing oil and gas properties. It has been
found that recent market transactions (sales and purchases) have reéently been conducted at net
present values of the future cashflows determinéd at discount rates in the 17 to 18 percent range.
Theserrates are applied ona pre-tak basis and to a cashflow based on'nominal oil prices. At the
same_;time the weighted cosf of capital has been 10 to 11 percent.

Further, it has been found that the market diséount rate has been varying over the last decade as -
a direct function of the weighted cost of capital for the oil sector. For example, in theveérly to‘v
mid-1980s during high inflation rates and With the cost of capital being in the 15 percent rangé,
producing properties }sold at discouht rates around 22 to 23 percent, égain a hiark—up of about 7 ~

- percent.

Ctis apparent thkatrthe oil sector in general requires a reasonable reward or proﬁt corresponding
to about seven percentage points for taking the risk of putting its capital to work. The same
seven point mark-up for risk has also been experienced in other extractive industries of high unit-
value commodities sﬁch as copper. IntervieWs with financial executives have revéaléd that these
industries target their intérﬁal rate of return ‘at the same general level, namely 17 to 18 percent.
They discount at higher rates for more risky properties such as non-producing reserves and at

lower discount rates for leSs risky (thereby buying at higher purchase prices).
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- We have analyzed these seven percentage points which the oil sector wants to realize above and

beyond the return of its capital, w',ithbinterest.» But first, we will discuss the cost of capital.

. COST OF CAPITAL

- C'ost of capital rates vary, but can be ‘gener"alized for particular industries. This is the case with
the oil industry, where the cost of capital as surveyed by the Society of Petroleum Evaluation
| Engineers (SPEE) is averaging 10.2 percent in 1996 (Spring). This number is weighted for debt -
at 30 percent. On the other haﬁd, it was hypothesized that the government’s cost of capital
should approximate Treasury bill rates, that is, be weig}tted as 100 percent debt.' Furthe’r, the
ﬁnancial inciustry' will normally not make comﬁ1ercia1 oil loans much past ﬁve y‘earsdue to‘,
oilfield reserve half-life gener‘allyi being around five years. A rate of 6.5 pereent (an average of -
the 5-year U.S. Treasury-bill interest rate over the last several years) was considered appropriate
for this analy51s That rate (6 5 percent) is readlly reconciled w1th the 7 percent suggested as a

fall-back by the OM&B.

As mentioned above, producing U.S. oil properties sell at 7 percent above the industry cost of
capltal We make the assumptlon that the Federal Govemment will be exposed to the same rtsks'

as an oil operator as will a. large oil company.

In this Consultant’s opinion, this risk associated V\vzith; oil and gas production can be further
summarized as follows. The risks relate to the fealization of the predicted cashflow. Cashflow
(net revenue before income taxes). is predominantly the ‘produ'cec‘i net quantity of oil or gas
multiplied by the market ptices of the commodity less the operating cost. Local taxes play less
. of a role. Therefore, there are three risk eategories inherent in oil and gas production, namely
market price risk, operating cost risk, and\production rate (quantity) risk. Market price risk is
that risk associated with the rise and fall of oil and/or gas prices worldwide, in the operating
region or both. The second categorjf, operating cost risk, is that risk associated with the
fluctuations in the cost of operations ‘ Finally, there is production rate.or engirieering risks
inherent in any. 011 and gas prOJect namely that risk associated with the ability to forecast and

meet a specific rate of productlon subject to reservmr ‘dynamics.




Based on m'arket research, these various sﬁbcategories of risks have been broadly quantified as
- -follows: market price risk weighs heav1ly and makes up about 3 percent of the total of 7 percent

while operating cost and production rate risks are approx1mately 2 percent each.

A few market exémples help support the numbers presentéd above. The 2 percent adjustment
for operating cost risk can be .clearly seen through the ‘following example. Oil company and. :
other investors are often given the choice between purchasing full working interest in a particular 7
propertv or merely a royalty interestin a producmg property. Full working 1nterest indicates that -
the investor will be responsible for all costs and will share in the. net revenue interest from the
production.. A royalty interest conveys the right to receive oil or cash from the production
without being responsible for any operating cost. Therefore, royalty interests usually sell ata 15
percent discount rate or expected rate ef return), while total working‘ interests sell at 17 percent
discount rates as discussed above. This 2 pereen_t difference represents the market’s operating
cost risk adjustment. ‘In other words, when there is n_e operating cost risk the market values a

producing property at a higher value corresponding to a 2 percent reduction in the discount rate.

Production rate risk can be quantified by comparing the oil industry with another extractive
industry, where the rate of production of thecommodity is rarely a factor, for instance, the
aggregate industry. Only sand and gravel price and cost of production and transiaortatio'n are
major risks and not reserves or short-term rates of ‘producti’ori/. * Aggregate industry operators -
usualls “experience a discount rate of around 15 percent for discounting the net cashﬂows

ztss’ociaxcd with an operating mine or quarry. Production rate risk is again the diffetence between

these two numbers. namely 2 percent.

| Finall v. the remaining three pércent can in discount rate adjustment for risks be attributed to price
risk. This is further proved by looking at the newly formed oil and gas derivatives market. A
knowledgeable investor who understands and has experience in the derivative_ markets can nearly
eliminate all market price tisk associated with oil and gas inve,stments,' by locking into a set price
for the eom_rnodity well into the future. This has had a profoﬁnd effect on{t‘he valuation of oil

and gas ptoperties; the cumulative effect of efficiently using derivatives to hedge against price
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ﬂuctuatlons has increased the value of subject propertles by about 3 percent (when applied to

future net cash ﬂow) lendmg further proof to the discussion above.

A summation of the. three i maj or risk factors and their correspondlng effect on dlscounted present
value yleld atotalofa 7 percent adjustment equal to the difference between cost of cap1ta1 and

market pnce

APPLICATION TO DOE STUDY

The compositiorr o_f both the p,ublic‘(govemment) and private (US oil company) discount rates
\used in the DOE study are summarized in Table E-1. All of the specific discount rates used in
the study for all of the different properties are sumrnarized under different use scenarios in Table
- E-2. As dlscussed throughout the DOE study, Gustavson Associates studies four general
scenarios available to the DOE for each of the five properties. “The property could be retained
by DOE (Scenario 1), the property could be transferred to the DOI for leasing by the BLM
(Scenarlo 2), or to another department or agency (Scenano 3) or the property could be sold
outright to the prlvate sector (Scenario 4) For purposes of dlscountmg future cashflow (income

and expenses) Scenarlos 2 and 3 can be treated as one.

~Table E-2 mcludes eight different “income” categones for all five propertres (not all are
applicable to- all propertles) and one expense category (surface mamtenance) with varying
discount rates apphed depending on. the characteristics of the property and the owner. - Each

category as well as its determined dlscount rate can be explained as follows:

“Royalties” is defined as that royalty income to be received by the DOE or another
government agency/department (only possible under Scenarios 1, 2 and/or 3 and/or for
NPR—Z, NPR-3 and NOSR-3), from existing and future production on a property currently
operated by a third party; thus only those properties which are currently producing or
predicted to\ produce are applicable. . The appropriate rate to be used to discount this

expected income stream would be the government’s or public sector cost of capital (6.5
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TABLE E-1 COMPOSITION OF A DISCOUNT RATE

ENTITY TYPE

DISCOUNT RATE PUBLIC. | PRIVATE
COMPONENT | (US GOVERNMENT) |  (US OIL COMPANY)
COST OF CAPITAL o 650% o 10.20%
PROJECT RISK: o o
- PRICE RISK 300% | 3.00%

OPERATING COST RISK| - 200% |- 200%

PRODUCTION RATE L 200% - 2.00%

TOTALS R 13.50% 17.20%




TABLE E-2 DISCOUNT RATE SUMMARY

— SCENARIO

INCOME CATEGOR .(1)‘ RETENTION (2) and (3) LEASING (4) SALE
Royalties ‘ 11.5 115 ' N/A
Surface Maintenance 7 7 N/A
o N/A 10 -13.2
N/A - N/A 13.5
Mineral Leasing _ ’
{Bonuses & Rentals) N/A 10 13'2, o
Rental of Existing Leases 10 10 132
Royalties ' ' ‘
(to Estimate Bonus/Sale Price) , ,N/A N/A 1572
135 N/A N/A
10 10 13.2
Income Taxes - N/A 13.5 135
Mineral Leasing ' _
(Bonuses & Rentals) :N/A 10 13.2
Royalties - N/A 11.5 N/A
Production: , .
(to Estimate Bonus/Sale Price) N/A 7.2 172
Royalties ‘ N/A N/A- N/A
Surface Maintenance 7 7 N/A -
Grazing T 10 10 13.2
Income Taxes ‘N/A - N/A N/A-
Mineral Leasing
(Bonuses & Rentals) : N,/A ‘ 10 13.2
Rental-of Existing Leases “N/A N/A N/A
Production N/A N/A N/A
Surface Maintenance 7 "7 N/A
Grazing 10 10 13.2
Income Taxes . N/A - N/A N/A
Mineral Leasing :
(Bonuses & Rentals) NIA 10 132
_ ‘ N/A N/A N/A
roduction '
{(to Estimate Bonus/Sale Price) N/,A N/A NIA
Production ~135 N/A N/A
ISurface Maintenance - 7 7 N/A
| 10 10 13.2
{Income Taxes N/A 13.5 13.5
Mineral Leasing ‘ i
13.5
J(Bonuses & Rentals) NA 10 3
jRoyalties N/A 11.5 N/A
roduction B ) ~ 172

. ](to Estimate Bonus/Sale Price)

N/A

17.2




percent see above) plus price I'ISk (3 percent) and productlon rate risk (2 percent) which |
relate to the amount of royalty The total adjusted discount rate equals 11.5 percent total
Since DOE would not operate these properties, its royalty revenue. is not subject to

' operatlng cost risk.

“Royalties' /(to estimate bonus/sale price)”, is the same royalty income | as above;
however, the property has been sold to the private sector (not the public sector) (Scenario
4 - only' for NPR-2), and thus should be discounted as ankinvestrnent from‘ the private
sector’s perspective. Thus, instead of starting at the public sector’s cost of capital; we
start with the private sector"s (10. 2 percent see above) and add price and production rate
rrsks (3 and 2 percent respectlvely) which equals a total of 15.2 percent This revenue

is llkerSC not subject to any operatmg cost I‘lSk

“Grazing”, is considered income received by allowing ranchers grazing privileges for
their livestock (Scenarios 1,2, 3 and 4 applied to‘all properties).. A disconnt rate of 10
percent is used for Scenarios 1, 2 and 3. The’ Office of Management and Budget (OMB)
'Circnlar No. A-94 recommends using a discount rate of 7 percent for “public
investrnents”‘ conveying independent rights to graze on government property is considered
to constitute such an investment. To this 7 percent must be added an additional “livestock
prlce risk” component of 3 percent, the only difference being that the commodity in
question urder this analysrs is livestock and not oil or gas. We have. not studied the
commodity rnarket and hedging for best.prices but this approach was 'substantiated based
" on interviews with a few representatives of the ranching community. For Scenario 4,
‘ however we start with the private sector’s cost of capltal (10.2 percent) and account for

“price risk" (3 percent) which equals 13.2 percent total.

“Production”™ is that working interest income received _’ from produced oil and/or‘ gas
(Scenario 1 and only applicable to NPR-S} and NOSR-3) on those currently produced
propertie_s whrch are operated by NPOSR. The discount rate adjustment used for these
. scenarios is 2 percent higher than that used for royalty income (as explained above) due

to the fact that the DOE is now the operator and does indeed face operating cost risk.
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“Production (to estimate bonus/sale price)”, is based on the exact same income as under

“Productlon but as transferred to another department and- leased/sold or to the private
sector (Scenanos 2,3 and 4 for NPR—3 and NOSR—3) We must account for the value to
that third party. In other Words this category assumes an i ndusm operator who continues
,producrng the ﬁeld unt1l an economrc lumt is reached. The approprlate discount rate is
therefore the same as the “Royalties (to estlmate bonus/sale price)" plus an addrtlonal 2
percent due to the fact that operating cost risk must be accounted for, adJustmg to a total

Cof 17.2 percent for these scenarios.

“Mineral leasing (bdnuses & rentals)"_’; are those particular scenarios whereby a party
( either another government agency/department or a prlvate/ investor) would lease the
~ property out to the other oil companies for their purpose of mineral extraction (Scenarios
2.3 and 4 for all properties).  Under Scenarios 2 and 3 _(another‘ government
agency/department), a discount rate is found by taking the Office of Management and
Budget (OMB) recommendation for the appropriate discount rate used above for public
~ investments, which,’is 7 percent. To this must added price risk, because a potential oil
company lessor would be faced with commodity price risk. This is the same derivation
used under the “grazing” scenario above. It is assumed that if prices for the commodity
(be 1t livestock or oil)’ suddenly 'becarne depressed, the chances to lease the land for a '
particular use .(be it grazing or oil production) is directly affected by the price of that
commaodity: thus perception of price risk must be included when discounting the expected
future income stream Tms same methodology is also used under Scenario 4; however
since the property has been sold to the private sector under this case, we begin with
mdusm s cost of capital ( 10.2 percent). When perception of prrce risk is included, as
abme the total selected discount rate under this i income category and Scenario will equal

13.2 percent.

“Rental of existing leases”, applies to those 'oil and gas leases that are pre-existing
(apphcable under all Scenarlos for. NPR-2) The appropriate discount rates are derived
under the exact same methodology as “Mineral leasing” described 'in the precedlng

paragraph




“Income taxes”, refers to the federal tax income accruing to the Federal Government
- from first transferring and leasing or outright selling a property to an oil company and
then expectmg that taxpayer to ‘produce the 011 and/or gas. The latter would in turn pay

income taxes to the government (apphcable for the three producmg properties - NPR—2

NPR-3 and NOSR-3 for Scenarios 2, 3 and 4). The first component of the discount rate ‘

k therefore would be the government s cost of capital, since the government is the "owmer"

of the tax rlghts The risk components, however, should include all risk components
- outlined above (3 percent price risk + 2 percent operatmg cost risk + 2 percent productlon
" rate risk = 7 percent) because they:all directly affect the net taxable total revenue
generated and therefore the perception of the risk of receiving the 1ncome tax to be pald
to the government. The selected drscount rate used under the “Incorne tax scenario is

thus 13.5 percent.

“Surface mamtenance 1s actually an expense" category, and involves the perceptlon

of the government’s future mcurred expenses due to mamtamlng the surface land on all

- of the five properties. ThlS future expenditure stream must be discounted in the same
‘manner as the future income streams defined above for risk perception above the cost of
capltal the approprlate discount rate is simply the base rate recommended by the OMB
for pubhc investments, namely 7 percent for each of the propertles under Scenarios 1,

2 and 3 (the government retains the property under some form). There is no probablhty

that the 'surface maintenance shall not be paid.
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