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MEMORANDUM FOR  SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS
UNDER SECRETARY HAWKE ‘
GENERAL COUNSEL KNIGHT
FROM: Mozelle W. Thompsonmﬂ'g
| Principal Deputy Assistant Secretary
(Government Financial Policy)

Peter Necheles IJ ,
Policy Advisor =
(Government Financial Policy)

SUBJECT: Elk Hills Naval Petroleum Reserves

I. Overview

By statute, the “draft contract or contracts, including the terms and provisions of the sale of the
interest of the United States in.the [Naval Petroleum Reserve Numbered 1 (“NPR-1")], [are]
subject to the review and approval by the Secretary [of Energy], the Secretary of the Treasury,
and the Director of the Office of Management and Budget.”

The Secretary of Energy is directed to sell the government’s interest in NPR-1 (the “Assets”) “in
a manner consistent with commercial practices and in a manner that maximizes sale proceeds to
the Governinent.” The legislation also provides that the Secretary of Energy and the Director of
OMB are to set the minimum acceptable price for the Assets. Additionally, the Secretary of
Energy and the Director of OMB are provided with the authority to cancel the sale if they jointly -
determine that (a) the sale is proceeding in a manner inconsistent with achievement of a sale price
that reflects the full value of the reserve, or (b) a course of action other than the immediate sale of
the reserve is in the best interests of the United States. ,

To assist in the development and implementatioh of the sale, the Department of Energy
(“Energy”) retained CS First Boston and Petrie Parkman & Co (a Houston-based investment
banking firm with experience in petroleum sales), as well as the law firm O’Melveny & Myers.

Over the last three months, the Office of Government Financial Policy (OGFP), in consultation
~with the Office of General Counsel and the Office of Tax Policy, has closely participated with
OMB and the Department of Energy (Energy) in the development of the purchase and sale
agreement (the “PSA”) ‘ .
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~ The purpose of this memorandum is to (1) familian'zé you with the nature of the Department’s
role, (2) summarize our work to date, and (3) identify key issues in the PSA.

1L The Elk Hills Naval Petroleum Reserves

NPR-1 is owned jointly by the U.S. government and Chevron USA, and is operated under a 1944
agreement (the U.S. government owns approximately 78% of the interest in the field). NPR-1
produced over 21 million barrels of crude oil in 1996 and ranks among the 11 largest domestic
producing oil fields in the lower 48 states. It is also one of the top 10 producing gas fields in the
nation, producing almost 360 million cubic feet of natural gas per day. In preparation for the sale,
two reserve reports of the entire field (including Chevron’s interests) were prepared: an “upside
study” conducted by Energy, and a study conducted by an independent oil and gas assessor, the
Ryder Scott Company. The upside report establishes a present value of the reserves (at a 10%
discount rate) in excess of $6.3 billion. The Ryder Scott report establishes a present value of the
reserves (also at a 10% discount rate) in excess of $3.3 billion.

IIl. Chronology of Key Events

o  May -- Energy published a solicitation of the government’s interest and has since
established a process for interested parties to have access to relevant information.

[} ‘ August 12 - Energy distributed the procedures for the bidding process to interested
parties, with the commitment to distribute shortly the draft PSA.

0 August 15 -- Energy will distribute its report on the net present value of NPR-1 if it were
to continue to be held by the federal government. (The authorizing legislation requires
that Energy retain independent assessors to assist with the establishment of a minimum
acceptable price that must be exceeded for the sale of NPR-1 to be consummated.)

o August 20 -- Energy would like to distribute the draft PSA to interested parties.
(Treasury and OMB’s approvals of the draft PSA are to be obtained before Energy may
distribute to potential purchasers.)

0 October 1 -- bids will be due. This date will be the effective date of the PSA. (Energy has
indicated to Treasury and the OMB that it will provide buyers with an opportunity to
propose changes to the draft PSA))

0 October through early-Noyerhber -- negotiations will take place in Houston on the price
and any proposed changes to the PSA.

0 January 1998 -- the negotiated contracts will be submitted to the relevant committees of
~ Congress for the 31-day “lie before.”

o  February 10, 1998 -- is the scheduled closing date. (Subject to its authority to suspend the
sale, Energy must enter into one or more contracts for the sale of its entire interest in



NPR-1 by February 10.)
IV. Structure of the Sale

Energy has elected to offer the Assets in two types of interests: (1) an “operator” interest equal
to 74% of the Assets (guaranteeing the purchaser an interest in over 51% of the entire NPR-1);
and (2) 13-smaller interests each equal to 2% of the Assets. Bidders may bid on some or all of
_ the undivided interests being sold by Energy. Therefore, there may be one, some or founeen
different purchasers, along with up to fourteen different PSAs.

Energy’s financial advisers prepared a “white paper” that discusses the rationale for the sale
structure, (Attached at Tab A)) -

V. Key Elements of the Purchase and Sale Agreement

The PSA contains the following important elements that we are rewewmg in consultanon with the
Office of General Counsel: :

1. Option Agreement

" Energy has structured the sale to require awarded bidders to execute the PSA in late-October or
early-November, along with an Option Agreement. Energy would also sign the Option
Agreement but would not sign the PSA until February 1998, since Energy needs to complete all
~ environmental review procedures, complete consultation with Justice on antltrust concerns, and
lie the contracts before Congress for 31 days before executing them. :

The Option Agreements provide the United States with the right to require each awarded bidder
to purchase an undivided percentage interest in the NPR-1 assets held by the federal government
(the “Assets™), provided that the option is exercised by March 10, 1998. The United States must
exercise the option after the expiration of the “lie before” period unless (1) the Secretary of
Energy suspends the sale, (2) Congress passes supervening legislation that prevents the sale, (3)
Energy’s environmental review requires add;t:ona] environmental provisions in the PSA, or (4)
Justice raises antitrust concerns. :

Along with the Option Agreement, the prospective buyer would provide a deposit equal to 10%
of the base purchase price in the form of a letter of credit. The LC must be irrevocable and
immediately drawable in full upon the presentation of a sight draft.

2. Adjustments to Purchase Price

" The purchase price will be based on the value of the Assets as of October 1, 1997 (the “Effective -
Date”), with the expected closing date of February 10, 1998. Adjustments will be required for
production and operating expenses during this period. The base price will be decreased for the

net proceeds from the operation of the Assets. :



Unlike traditional commercnal transactions, buyers will not receive a period of due diligence
during the period between the Effective Date and closing. Energy, based on the recommendations
of its investment bankers, has elected this structure to reduce the likelihood of substantial changes
to the aggregate purchase price (Energy must have certainty that the price exceeds the minimum
price established by the independent assessors).

After the ZEﬁ"ective Date the “risk of loss” due to catastrophes generally is passed to the buyer. |
However, if any portion of the Assets is materially damaged or destroyed before closing as a
direct result of actions by Energy or its contractor that is currently operating NPR-1, Energy may
choose to (1) repair or restore the Asset at Energy’s expense, (2) indemnify the buyer for
reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do nothing
and permit the buyer to terminate the PSA.

3. Representations and Warranties

Energy will make the traditional representations and warranties regarding its authority, |
performance the absence of material lltlgauon, necessary approvals and the absence of broker’s
commissions. :

The buyer will make similar representations and warranties, as well as that it has not relied on any
representation or warranty other than those expressly provided in the PSA, and that the buyer is
“knowledgeable” and purchasing the Assets for its own account, and not with an intent to make a
distribution within the meaning of securities laws.

For both Energy and the buyer, the representatnons and warranties survive for a period of three
years after the closing date.

4. Indemnification and Environment

Energy has proposed a range of indemnification obligations and environmental obligations to
buyers that are considered, by Energy’s investment bankers, to be consistent with commercial
practices. One item that we understand is not the commercial norm is Energy’s agreement to
continue remediation activities on environmental sites that are currently being undertaken. Energy
also commits to conduct-remediation activities on environmental sites that were not known to
buyer prior to the closing date if they are identified within three years. We understand that OMB
advocates these environmental positions based on policy concerns. -

Indemnifications will be provided for (1) material breaches of the representations and warranties,
2) personal injury or property damage occurring prior to the closing date, (3) contractual clalms
occurring prior to the closing date, and (4) damages occurring from Energy’s environmental
remediation efforts. For all of the items, except the remediation, claims must be raised by the
buyer before the third anniversary of the closing date. The indemnification obligations are limited
by a $25,000 minimum claim amount, a $10 million threshold for all claims (which is in the form
of a deductible), and an overall cap for indemnification at 10% of the base purchase price.



Energy’s outside counsel prepared a table that sets forth the range of indemnifications and
environmental obligations. .(See Tab B.) ,

The legislation provides that the Secretary of Energy “may extend such indemnities and
warranties as the Secretary considers reasonable and necessary to protect the purchaser from
claims arising from the ownership in [NPR-1] by the United States.” Counsel for Treasury, OMB
and Energy are working on the issue of how Energy will fund any indemnification that is called.

5. Smgl! Refiners “Set Aside”

The existirig operations at NPR-1 provide for a small refiner “set aside” of 25% of the production
at the bid price for the crude oil sold at auction (the market price).- While the House version of -
the privatization legislation required that purchasers of NPR-1 continue this set aside, neither the
Admunistration’s nor the Senate’s versions included the provision. During conference, the
provision was stricken. Nevertheless, Energy has recommended that a provision be included in
the PSA that would require the buyer of the 74% interest in the Assets (the “Operator”) to
provide a call option to the small refiners for a period of three years up to 25% of the production

“of crude oil. Unlike the existing set aside, the small refiners would be charged an administrative
fee of $0.10 per barrel.

Energy believes that this provision makes sound energy policy, allowing for the small refiners on
the West Coast to continue to have access to light crude oil, necessary for their operations.
Additionally, Energy believes that the inclusion of the set aside would preempt antitrust issues at
the State of California level. 'Energy’s financial advisers have informed Energy that the inclusion
of the provision would not result in more than an “insignificant” change in the purchase price.

VI Imphrat:ons of Treasury Approval of the PSA

In conveymg the draft PSA and requesting Treasury approval Energy suggested that the Treasury
may wish to authorize Energy to negotiate purchase and sales agreements that differ from the
draft approved by Treasury and OMB, provided that Energy consults with Treasury in the event
that the modified agreements have terms-“less favorable economically to the Government than
those included in the draft of the agreement provided” to the Treasury.

After consultations with the Office of General Counsel, it is our recommendation that the
Treasury approval of any drafi PSA be conditioned upon further consultation if terms or
conditions of the PSA are materially changed during the negotiations.
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Ms: pamc;a F. Godlay . EHBERTC thunusooJ m
Assistant Secretary for Fossil Energy © Director :
U.S. Department of Energy :

Naval Petroleum and Oll Shale Reserves

1000 Independance Avenue SW

Washington, DC 20885

1)
t

Dear Ms. Godley:

As requested, please find attached a summary description of the cansiderations attendant
to the final formulation of the divestiture stratégy re¢ommended by Credit Suisse First -

- Bosten and Petrie Parkman & Co. This should permit a review of the process and
rationale used to arive at the recommended structure. Please let me know should there
be questions or if additional information would be heipful.

Very truly,
" .
Herbert C. Whamsonlll ' . , ,
Director , , . o :

"W/8/57 11:26 AM Documenty/i
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Houston, TX 77002-3003
Divestiturs Strategy Fdrrn_m‘ation ,

The strategy selscted for the monetization of the Naval Petroleum Reserve Numbered 1 {“Elk
Hills™) vras that determined to have the greatest likellhood of achieving two stated and two
perceived or assumed objectives. The ﬁrst two of these objectives were, as s:atad in the 1996°
Detense Authonzahon Act.

7

to achleve the maximum value for the Uni-tsd States and;’

-, to complete the transachon or ransactions, within the tsme frame mandated by the -
‘ enablmg Eegsslanon (before March 1998) ' ‘ 4

Furthermore, these stated objectives were evaluated within tha context, as mandated by the
enabiing legislation, that the United States must divest of all right, title and interest4n Elk Hills.
This condltion as a given sliminated any rationale for evaluating or considering any form of
continuirig interest Including any of the several forms of actual, contingent or future options,
royalty or net profits interests (to include any form of continuing mineral or econemic ownership,

~ interest or right) as generally utilized in the extractive industries. Obviously this premise also

eliminated from consideration a oontinuing interest in the form of a government corporation,
agency or other partially privatized entity and direct Investment vehicies (traded or not) including
master [ifnited partnerships, true royalty trusts and net profits interests (often called "royalty
trusts” )

- The two parceived and assumed abjectives were:

- to conduct an apen or transparent process that would reflect positively on the DOE
_and generally, thereby, on the United States Government by being able to bear the
“intense serutiny of Congressional oversight, oil and gas industry observation and

- comment.as well as the examination by any special interest group that might be
opposed to the monetization of Elk Hills or disposed 1o be cnhcal of the antlcipated
process and outcome;

‘to conduct a process that s.#ould provide a wide raﬁge of credible Interested private
parties an equal opportunity to gain an aconomic mterest Elk Hills through the
divestment process,

t should be noted that the advisors included the added and presumed objactives due to their

s{rategy formulation that there was na significant potantial for conflict
Pectives and the stated objectives-or between the two presumed
ob;ectwes. , .

Within the context of satistying the four general objactives described above, the financial

~ advisors examined a universe of all practical options and alternatives for effecting a divestiture
- or privatization. Acknowledging that any divestiture must be compiete and without continuing

interest, structurat altemat:vea ranged between two gene ral types;
I securitization through the sale of financial mstrurnents as either a pubhc oftering of

common equity (traded and reporting), as a private placement (non-trading but
reporting) or as a combination of such trading and non-trading instruments:

W/B/B7 11115 AM GAALPHA-D\DOEWEMOSIOT2797 doe/{ -
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o monehzahon thmugh the sale of Elk Hxl!s to ail and gss industry buyers and,
potentialiy, to fi nanCtal buyers
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The first method considersd within the context of securitization was a corporate Initial public
offering of common stock representing all of the United States’ Intereat. The value of Elk Hills
{assumed to be $2.5-3.0 billlon for evaluative purposes), its significant development and

- exploration potential, strong cash fiow and abillty to be capitalized with a modest or quite

* acceptable level of leverage would sll be viewed d& decided attributes by potantial public equity

buyers. However, thers werp-other factors that would conatitute decidedly negative limitations
in any attempt to affect a divestiture through an mitAaJ pubhc offering of common equity. These
limitatiors were evaluated to include: _ =

- -

1. A complete lack of gsnarally recogmzad and respected senior management upon
which a public equity Investor could readily depend with confidence for future
investment and escalating economic return would be a defining problem. - The quality of
management is critical In determining the market valuation of any oil and gas company.

“The valuation of a prospective company relative to its peer group-and existing proven
reserve base is a function ot management’s ability, as demonstrated by record, lo
~ create or destroy value through its investment decisions.

2. Allied with the lack of recognized managermnent was tna lack of a verlfiable track record
in escalating net reserves and production through the reinvestment of cash flow from
operations. Whiia this fact may have been due to chronic underiunding relative to
actual net cash flows from operations because of the Federal Budget process, itwas a
neégative factor that had to be considered. :

3.  |In addition thers was, for understandable reasons, no record of administrative or field
© management cost structuras within appropriate and expacted private sector levels.
Withoul a proven record of acceptable private sector efficiency levels, the market would
‘be ynaccepting of any farecast presuming such and, as-with the first two factors, would
demand a significant discount to acceptable value, defmad as a mean of comparable
market valuation levels. ~ :

4.  The fact that any newly pubhc entxty would consist of anly the Elk Hills field would be
considered by the market to have a relatively high degree of asset concentration. This
concentration is termed by analysts as “single fisld risk” and is a negative factor in
arriving at a market equity valuation. Most oil companies have a portfolio of properties
which fact is genarally held to d;vers:fy esset concentration and thereby to reduce
spedcific risk,

Ot the negative tactors cited above, the most limiting were thosse of (|) no reoogmzed
management team with a veriflable record of value creation and (ji) the issus of no record of
operations or administration with the sfficiency level expacted by the invastment community for
a private enterprise. Based on the negative factors discussed above, the financial advisors
concluded to not recommend divestment through a public offering of common equity.

. 8/8/97 11115 AM GIALPHA-D\DOEWMEMOSW072797 daove
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There were alSo two additional but exoegenous factors that contributed to not advocating a
public equity offering. The first wds that the sheer size of an offering sufticient to achievea -
comph=ta divestiture of Elk Hills ($2.5 to $3.0 blilion) would likely necessitate a material discount

. in excess of the standard 15% discount to mean markst valuations of comparable companles

- thatis usually required for an Initial public offering, The second was the fact of equity market

risk glven the long lead time to prepare for an inltial public offering of Elk Hiils. At times the
equily markets are simply closed to new entrants regardiess of price or issuar. Insofar as
divestiture nesded to be achieved prior to March 1998, the fact of market dependency would
have added significant risk to achsevmg rhe ob;octive through this methed. ,

8. Al tem_gﬁvo Securities

.. In addition to an Initiai pub!lc common equaty three other types of securities to achieve .
divestiture were also considered. Most of the negative factors with an initial publie oHering of
common stock were also found to apply, although to ditferent degrees, to privately placed
equity. traded partnerships and royalty trusts. There were, however, specific additlonal
negative factors that added to the reasons for also rejecting securities other than common -
stock. The three categaries of allernate securities all reprasent much smaller markets than the
market for public common stock. Consequently any one of them would simply be teo small to
efficiently absorb the alternate equity securities of & $2.5 to $3.0 billion independent oil and gas
company. The discount to comparable mean firm valuations that would be réquired to attempt-
any of these methods would be more adverse than for publlc commen equity.

1. In the case of traded pannerships (or MLPs, etc.) there were particular negative factors

- Inherent in this structure. The first was that traded partnerships and other direct
Investments (uniike common stock and dther indirect securities) generats taxable
business.income for investment entities that are otherwise tax axempt (pension
management entities). Consequently, very few financiai institutions, which form the vast
majority of domestic capital market liquidity, will invest in this type of security thereby
relegating direct investments of this-type to almost exclusively the retajl securities

market. Notoniy is this market cotnparatively small and insufficient in size for an .

efiicient securitlzation of Elk Hills, but it Is also driven by a need to make cash

- distributions to provide individual investor a current cash yleld as a “fixed income
alternative.”- An income stream is also needed to provide liquidity for tax paymenis to -
cover the taxable income allocated to investors from partnerships or direct investment
structures. As a result of thesa factors, the fully devalopad potential and consequent
cptimal valuation of Eik Hills would nat be reallzed because a high tevel (or alt) of net
operating cash flow would not be available for reinvestmaent In the field. In essence, the
hiatoric problem at Eik Hills of insufficient investment in new drilling and :nfrastructura
would be exacerbated by this type of structure.

The speclfic problems reviewed above have largely sliminated the traded partnership as
a vehicle for the securilization of oil and gas assets. The extensive Issuance of raded.
oil and gas partnerships in the mid 1980s generally resulted in liliquidity, poor cash
retums, poor market valuations and in most cases they have been replaced through an
exchange offer and conversion to corporate form or'through assat sales attsndant to
liquidation. Accordingly this type of sacurity was el minated from consideration. -
4 . :
2. Royalty trusts and net p_roﬁts mterests {burdened and unburdenad direct economic -
participations) do, at imes, provide market valuations comparable to common equity

B78/97 11:15 AM GAALPHA-D\DOEWMEMOS\O72757.doc/3
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' and are stili viable as a security for.oil and gas assst securltization, Hawever they are
. not viable for the divestiture of an asset such as EIk Hills for two primary reasons. The
first is that, as with a partnership, there is no abiilty to provide for extensive cashfiow
‘reinvestment for full value realization in that market valuations are highly dependent on .
current cash distributions. Were Elk Hills a fuily developed, efficient and liquidating
asset, this issue-would not be a deciding consideration. The second reason is that the
market for securities of this type is simply not of sufficient size to accommodate the
" entirety of Elk Hills. Notwithstanding these facts, a royalty trust was considered as a
potentially viable vehicle for a portion ($250 miflion to $400 million) of the proved
developed producing reserves that could be separated from cothar ait and gas resetve
asset categories to potentially optimize valuation within the contaxt of other. ‘
securltization or mcnetnzabcn methcds used to realizs complete divestiture.

In summary. none of the methods available under the general cmegory of securhimﬂan were
judged viable to sansfy the two stated ob;ecmves

I. Direct Sale

" The second éatégory of monetization considered was that of a direct sale to oil and gas. industry |
buyers. WEzhin this category there were four ganeral types of potential structures possible:

A. a single comprehensive sale of all of Elk Hills to a s:ngle purchaser;

B. separate salos of discreet sub-dlwslons delineated by defined surface topographlcat :
demarcation such that muttiple well groupings could constitute multiple operating
and non-operating working interast segments or in effect multipls fieids potentially -
joinsd by a development alliance,

C. salas of interests by separate producing formabons rasultmg in lateral sub surface
divisions with discreet operating and non- operatlng segments for sach hcnzcntal
gseological producing herizon; -

D. a economic segmentatxon of the field between an operatorship portion and muitiple ‘
undivided non-cperating portions - essentiaily creating muttiple individual but -
undivided working interests in the fisld similar in structure to the economic dxvlsicn of
mast oil and gas fields, whether unmzed or net,

The evaluation of the four general typas of asset sale structures was consldered within the
context of szeking to facilitate bldding tension by appealmg to, all else being equal, the widest
and largest group of responsible bidders in erder to aid in maximizing value and to ald in
satisfying the two assumed objactives regarding the character of the process. A larger and
mare diversified bidding group was sought to provids the fact and atmosphere of a very
competitive process with a high level of general industry Interest to urge bid maximization by
establishing scarcity and deslrability. A larger and more diverse universe would also
discourage attempts to “signal” between bidders to limit the range of possible outcomes and to
make competitive analysis quite difficult by havmg diverse pames not well known to each other
to xmroduce the possibility of upside irrationality.

The first structure considemd (A Above) was the simplest and most direct consisting of a

compieta sala of all of Elk Hills 1o a smgle industry buyer. The aduanmges of this process were
found to consist of: .

B/B/Q7 11:15 AM GIALPHA-D\DOEWEMOS\072787,doc/d
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1. Simplicity of pmcéss in that due to the absolute large value of Elk Hills there wouild
be a relatively small universe of potential buyers due to l mited ﬁnanosal capacily
and resulting asset concentration : .

2. Speed of process in that facilitating the required dissemination of minal sales
. information, exchange of evaluative information, dus diligence process and’
nagoﬂatxons would invalve a relatively small group. :

3. Assurance of closing would be enhahced dus-to dealing with only a smgle
sophusncated and eminently well financed buyer.

Disadvantages of this structure were concludad to Include:

4. A high potential of having only a few valid and very similar bidders which fact could

© prevent the realization of maximum value by having less than the most available
competitive process

§. Neither of the presumed objectwes would be satisfled in that the universe of actual
biddars would be relatively limitad and narrow in scope.,

6. The dissemination of information supporting an open process would be limited If
only very large Integrated “major” oll companies were to consta(ute the potential
universe.

The awvailable universe of capable industry buyers with a potential interest in Elk Hillls.
(domestic, onshore Cailfarnia production) was judged to cons:st of the foilowmg mambera
Amerada Hess ’
Amoco
Arco
British Petroleum
Chevron
Exxon
Mahil
Unocal
Occidental Petroleurn
~ Shell (Cal Resources)
Texaco

Of this group a high dagree of mterast was qulte prabable from only four companias: Arco,
Chevron, Occidental and Shell. This conclusion was formulated through a review of each of
these “major” company's current upstream producing property base, indications of core areas
for future concentration and sxpansion as well as those areas being de-emphasized or

divested. This information was discernsad from public indications or as was known through
investrent banking and equity research contacts with these various companies. With the
distinct possibility of having only four {or fewer) very simliar bidders the risk of only modest
//competmon and a rather ¢losed process was ccnsxdered quite high. -

tif 3 segmented approach was possubte it would be a preferable structure.
Iy structures providing for an economic ar property: segmentat:on of the asset were
ad. A ~

determined

t}(?a serious disadvantages deemed attendant to the single buyer process, it was
Conse

8/8/97 11:15°AN GAALPHA-D\DOEWMEMOS\072767 doc/S
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The ﬁr;’:t of the segrmented atructures considerad ware those potentially possible with a property

divisiori as outfined in structures (B. and C., above). Thege two forms of segmentation would

praduce similar benefits, but would also prove to have similar problems and will therefore be
described together. The obvious banefit to elther method of property segmentation with
multiple operaterships would be the material expansion In the number of potentlal bidders.
Simply reducing the size of any given transaction to the $300 to $500 millicn per segment range

would expand the universs of possible buyers to include the larger and intermediate size

“indepeident” oil and gas companies. Indicative of tha added class of potentxal buyers were the

followms; compames

Anadarko

Apacho

Burlington Resources (Merid:en)
Cabot Oll & Gas »
Devon Energy ’ - ‘
Enren _ oo

Enserch Exploration -

Guif Canada Resources

Lomak / Snyder

Louis Dreyfus Oll-& Gas

Msarathon

Noble Affillates

it

" Nuevo / Torch Energy

Parker & Parsley Petroleum

Pannzoll

Phillips Petroleum

Santa Fe Energy (Monterey Resourcas)
Seagull . ,
Unlon Pacific Resources

Umted Mendran .

@oos

erh smalisr value packages, thera wou!d also be a greater probability oi a!tractxr;g mtematxonal V
bidders poss:bfy inctuding: .

ra

8HP
CNOC
ELF

ENI
Enterprise
Repsol-
Santos
Total

‘Westem Mining

YPF

< Sma!ler segmants would :ugnzficanuy increase the number of compamcs that could petentially
participate In the sales process and thus increass compatition, The fact of a much wider

" bidding group would make “signaling” almost impossible and a gathering-of market intelligence
as to others’ valuation methods and strategies very difficult. A larger numbier of prospective
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buyaré'wouzd help to deflect potential claims that the sala pméess ﬁvo'md any particular buyer '
or that the process and dissemination of mfcrmanon was limited or in some way. restricted. -

“While & physmally segmented process would prowde benefits compared to offering the fields as
- a single unit, it would also.provide serlous operational and analytical difficultles that would

‘prevent maximum value from being realized and might piace at risk the ontire divestiture
process. As can be readily recognized, the maximization of oporating effi caency and therefore
the highest net present value are dependent on Elk Hills and its various reserveirs being .
produced and managed on a unified basis. Issues arising from the prospect of properties’
{surface or vertical dwusiors) or formations (sub-surface or horizortal division) being managded by
competing oompamas with divided ownarship interests would mclude some of the following

tams:

The shallow oil zone formation overlays two of the three major Stevengjo:mation
geologic structures (29R and 31A) making a vertical division determingd by surface
area very difficult, A division by surface area would attempt to create discreet pantial
ownership pesiliens of several ﬁmducing or prospective zones without being able to
delineate with precision either the corresponding relationship of geoclogic zone to
surface area or the quantity of recoverable hydrocarbon by formation sagment. To
attemnpt thls could result in a drilfing frenzy to capture production befare depletion by

other owners that would reduce ecohomic total value, This problem is in part the
' reason for the practice of unitization, forced pooling and spacing limits by regulation.

Morizontal division would also be difficult due to stacked pay zones being present in
existing and prospactive wellbores with existing and potential commingled and dusi -
completed production to enhance economic returns. Consequently, a vertical or
hortzontal division could dramatically Increase the humber of new wells required to
drain these stacked pay zones with 3 coresponding reduction in a buyar's expected
ratum. . .

High pressure, low pressura and vacuum gamering sys*tems tied to producing
formation interval depths, additional overap of gathering lines, multizone gas
reinjection programs and unified processing facllities with conflicting economic effect
it divided, water disposal systems and unified usage facilities such as LACT (Lease
Automated Custody Transter) units would all require extensive and redundant
surface facllity modification. It would also require a myriad of negotiated
interdependent agreementa to provide the abllity to determine production ownership
and value through setting the econamic relationship between portions of an entire
production system designed to be operated as a unified whole. Attendant toan
extensive moditication and expansion of surface facllities {o accommodate a field or
tormation division wauld be a negatwe environmenta! impact dus to an expanded
surface Yootprint.” .

Othar problems with either a B or C division were reviswed and could be discussed here at
length, hawever, it was readlly apparent that this structural type would result in an inability for ail
prospective awners to-achleve maximum cperat:onal efficiencies and production. There would
be a compliete lack of coherent, unified reservoir and field management. Eik Hjlls would
everitually have to be reunitized with a high probability of litigation In light of, among other
reasons, no clsar unitization or pooling guidelines in California. From an economic geological
or operational basis there is no method to efficiantly divide Elic Hills inte muttiple discrete
operating (and non operating) packages without a significant loss of value. Either of these
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. methods of divislon wowd prevant value maximization by any evaijuation parameter lndudlng
© unit operating casts, achievement of maximum producttcn, future capital investment with new
reserve development and uitimate reclamation costs. Conseguently, these divided su'uctures
: woutd ‘preciude the realization of maximum value.

The final structure considered (D., above) wasa ccnﬁgummn whereby the United States’
interest in the integrated operation that is Elk Hills (reserves, acreage, gathering and

- processing faclifties, power generaton, ste.) would be parssd Inte multiple undivided segments
each of which would represent a parcentage of the entire U.S. ownership position. It was
determined that the optimal structure would Include one large segment which would conter
operatorship of Elk Hills and multiple non-operating segments. It was determined that to
ensure the maximum valuation of the operatorship segment, such segment had to be large
enough that potential buyers were highly confident that if they acquired such interests, their
position 4s operator woukd be secure. The determination was made that transfersfig-a majonty
‘interest {at least 50%) in each unitized zone as part of the operatorship segment would meet
this critaria. Simple arithmetic then dictated that an operatership sagment of 74% of the United
States' Interest would include at least 51% of each producing zone. It would also level the
playing field with the other existing waorking interest owner In that, in order to operate, Chevron
would need to securs the aame operatorship segment “contro! block” as any other bidder rather
than to simply add to its existing position (approximately 22%) to achieve a majority interest.

It was further determined that in order to afford companies too small to acquire the operatorship
sagment a valld opportunity to acquire an intersst in Elk Hills, several much smaller interasts
would be offered. The size (and thus number) of such interests was detemmined based on
consideration of muitiple factors Including (i) the likely market (breadth and composition) for
non-operated interests in a California oil field, {ll) the concern of the acquirer of the partners
would constrain maximurn efficient development of the field, and (lii) the deslrability of aliowing
for comnpanies to acquire significant non-operated positions (10% or 20%) without artiticially
designating the specific size of such larger non-operating blocks. It was determined that 13,
2% segmaents would be optimal. The undivided non-operating workmg interest segments would .

expand the potential universe of bidders to potentially include non-cil and gas industry
{financial) buyers that might desire a diract interest but would not be In a position to operate a
producing field of substantial complexity. For smaller industry independsnts there would also
be an opportunity to participate through the relatively smaller (2%) undivided working. interests
theraby further expanding the universe of potential bidders to include animes similar 1o ths
following list; .

Beico Petroleum

Beliweather Oil-& Gas

Berry Petroleum

Cross Timbers Oil & Gas

Chesapeake Energy -

- Comstock Resources

Har-Cor Energy

McFariand Energy

Vintage Petroleum

other CIPA mambers as well

financial or trading buyers:

Béacon Group

Blackstone Group

Contour Investments -
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Encap Investments

First Reserve Camp.

Fidelity Management & Research
Natural Gas Partners

NGC Corp.

Pan Enargy

Prudential

Red Diamond Energy
Tejas Gas

The opportunity to acquire both operating and non-opetatmg interests wasjudged to be quxta
familiar and acceptable to the oil and gas industry in that participation in almost every producing -
field in the world is similarly structured. The cperating segment would be large enough to
mamtam the Interest of the major companies (approximately $1.85 to $2.22 billlon} while also’

{ préximately $50 to $680 miilion. increments of this relatively modest size would permit all of ,
J B tha intermediate and many smaller Independents to participate, It was also decided that entitles

1g tha participation of the larger independents. Assuming a total value for the United
terest of between $2.5 and $3.0 billion, each 2% segment would represent a value of

would be permitted to form conaortia or alliances to effect participation through joint ventures
and that prospective purchases would be allowed to bid on ane, some, or all of the various
segments. The aduantages of this structure were considered to be:

1.

An operationally sound and optimally sconomic structure for segmentation that
would permit the full value potential of Elk Hills to be realized through a
comprehensive and unitied production and development program. By securing the
operatorship segmant the field operator would be assured thatits plan for efficiency
improvements and acceléerated exploration and development would be secure for
unfettered implamentation. insofar as the realization of economic potential will
provide the highest increment of value, this fact wouid aid in receiving a maximum.
price, Furthermore, with only an entity of substantial size and capability able to
acquire the operatorshlp'segment the smaller non-operating participants could be
confident in an aggresswe and capable management and develcpmani program to
etfect the economic max:mizancn of thelr undivided Interest.

' By,raducmg the size of the control pos:tzon, relative to offering Elk Hills as a single -

unit, the universe of potential buyers was atleast trebled given the ability of the
larger mdepandant eompamas to pamcxpare in bidding for the most valuable
segment. -

Pemitting canventional undivided workmg Interests as small as 2.0% would pmducs
the potential for at least one hundred identified entities to participate. The smaller
operating segment combined with relatively modest multiple non-operating
segments were together found 1o produce the | a;ges: numbar of potential bidders
within the conatraint of max:mnzmg economuc value through unitled field
management. . )

This structure also provided for ﬂaxibility th(ough permitting bids for all of the field,
the operating segment and from one to all of the 2% non-operating segmants
mdwnduany or in any combmaucn o ,
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B Thc wider universe of potential buyers aids in achieving the two assumed obyecnves
‘ofa broader d:ssemmauon of infarmation and a more open pracess.

In.summary, the sale of individual undwlded mterests was recommendﬂd as the best viable
alternative for monetization. This methad preserved the compelling economic imperative of a

- potential for full valyation through unified management and development. At the sama time, the
largest eind widest potential universe of buyers could be sought through having segments small
snough to encourage the participation of all but the least substantial industry participants.

"
1
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’ N Limitations on Seller’s lndémniﬁcz_xiié;i of Buyer
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Description of Indemnified obligation .~ ' | Notice of | Subject | Subject to .Subjectto L

T ‘ S E Claim in | t0$25K | $10MM . _0verall Limit of
ST, Jyrs deductible | 10% of all Bas_g '

. L : Purchase Prices

Material breach of Seller’s repmscmanm or warranties | Yes | Yes Yes Yes '

(§12.1)i»

Personal injury or propchy damage arising prior 1o the Yes Yes Yes Yes

C osing Date (§12.1(a)iiNA)) :

Brcach or default under Assumed Contracts pner tothe | Yes Yes Yes Yes

Closing (§12.1(a)ii)(B)) ] ‘ ‘

Third Party Cla‘tm other than by a Governmental No Yes Yes Yes

Authority because of Seller's failure to perform ‘ | = -

Remediation

Remediation required by Governmental Authority of for | No Yes Yes Yes .

(i) On-going Remediation Sites, (ii) New Sites and (m} :

Federal Sites (§12.1(a)Giv))

Third Pany Clmms arising from Seller's disposal of No Yes Yes Yes

Environmental Contamination (§12.1(a)}v)) ‘

Personal injury 1o or death of any employees of Seller | No, No No Yes

or its contractors while conducting post-closing

Remedialion

Limitations on Seller’s Liability for Environmental Matters for which Seller is Resbonslble ’

Description Subject | Subject to | Subject to overall
‘ to $25K | $16MM limit of 10% of all
deductible | Base Purchase
Prices
On-going Remeddiation Sites (§12.7(a)(i{(1)) No No- No
Ncw Sites (§12.7(a)(1)(2) and (3)) Yes - Yes Yes
~(i.c,, cither (A) Unknown Environmental Site xdcnuﬁed :
within 3 years or (B) Known Environmental Site, On-
Going Remediation Sites or Unknown Eavironmental
Sites where Seller previously achieved Completion that -
needs additional Remediation because of certain events)
Federal Sites No No No -




" LIABILITY | LIABILITY
" UNTIL | . AFTER
CLOSURE | CLOSURE
- COMPLETE | COMPLETE

ON-GOING |~ ANYNPR-ILANDS | . SELLER SELLER BUYER
REMEDIATION SITES . .
KNOWN ~ANY NPR-1 LANDS N/A N/A BUYER
ENVIRONMENTAL ‘ :
SITES (already closed) ) )
LD. ANY SELLER SELLER BUYER
UNKNOWN WITHIN NPR-1 -
ENVIRONMENTAL 3 YEARS LANDS } : - .
SITES. :
. LD. AFTER ANY BUYER BUYER BUYER
' 3 YEARS NPR-1 LANDS : . ) .
‘FEDERAL SITES - US.LANDS ONLY SELLER SELLER © SELLER
Notes:
1. It is assumed that Chevron will contribute © closure and liability éosts paid by Seller and/or Buyer for
contamination that arose from UPC operations. ' '
2. If any Known Eavironmental Site or On-going Remediation Site is reopened within 3 years after
closing, Seller would have "Closure Responsibility” and "Liability Until Closure’ Complete” until site is
reclosed. . : , '
3 As between Buyer and Seller, Buyer is responsible for contamination arising after Closing.
4, Neither Buyer nor Seller assume responsibility for any contamination on Cbevron Lands caused by
persons other than Seller or its agents (e.g., during Unit operations under the UPC). _
5. At present, the Purchase Agreement does not directly cover contamination off NPR-1.

THIS TABLE DOES NOT DEPICT ALL SITUATIONS UNDER PURCHASE AGREEMENT.

’




DEPARTMENT OF THE TREASURY
~ . WASHINGTON, D.C. 20220

August 14, 1997

MEMORANDUM FOR  SECRETARY RUBIN
| DEPUTY SECRETARY SUMMERS

: UNDER SECRETARY HAWKE
= ; GENERAL COUNSEL KNIGHT
FROM: Mozelle W. ThompsonM’ ~
Principal Deputy Assistant Secretary
(Government Financial Policy)

Peter Necheles rJ ‘
Policy Advisor , o=
(Government Financial Policy)

ri

SUBJECT: ' Elk Hilis Naval Petroleum Reserves

1. Overview

By statute, the “draft contract or contracts, including the terms and provisions of the sale of the
interest of the United States in the [Naval Petroleum Reserve Numbered 1 (“NPR-1")], [are]
subject to the review and approval by the Secretary [of Energy], the Secretary of the Treasury,
and the Director of the Office of Management and Budget.”

The Secretary of Energy is directed to sell the government’s interest in NPR-1 (the “Assets”) “in
a manner consistent with commercial practices and in a manner that maximizes sale proceeds to
the Government.” The legislation also provides that the Secretary of Energy and the Director of
OMB are to set the minimum acceptable price for the Assets. Additionally, the Secretary of
Energy and the Director of OMB are provided with the authority to cancél the sale if they jointly
determine that (a) the sale is proceeding in a manner inconsistent with achievement of a sale price
that reflects the full value of the reserve, or (b) a course of action other than the immediate sale of
the reserve is in the best interests of the United States. :

To assist in the develépment and implementation of the sale, the Department of Energy
(“Energy”’) retained CS First Boston and Petrie Parkman & Co (a Houston-based investment
banking firm with experience in petroleum sales), as well as the law firm O’Melveny & Myers. -

Over the last three months, the Office of Government Financial Policy (OGFP), in consultation
with the Office of General Counsel and the Office of Tax Policy, has closely participated with
OMB and the Department of Energy (Energy) in the development of the purchase and sale
agreement (the “PSA”) '



The pﬁrpose of this memorandum is to (1) familiarize you with the nature of the Department’s
role, (2)-summarize our work to date, and (3) identify key issues in the PSA. :

IL. The Eik Hdls Naval Petroleum Reserves

NPR-1 is owned jointly by the U.S. government and Chevron USA, and is operated under a 1944
agreement (the U.S. government owns approximately 78% of the interest in the field). NPR-1

- produced over 21 million barrels of crude oil in 1996 and ranks among the 11 largest domestic
producing oil fields in the lower 48 states. It is also one of the top 10 producing gas fields in the
nation, producing almost 360 million cubic feet of natural gas per day. In preparation for the sale,
two reserve reports of the entire field (including Chevron’s interests) were prepared: an “upside
study” conducted by Energy, and a study conducted by an independent oil and gas assessor, the
Ryder Scott Company. The upside report establishes a present value of the reserves (at a 10%
discount rate) in excess of $6.3 billion. The Ryder Scott report establishes a present value of the
reserves (also at a 10% discount rate) in excess of $3.3 billion. : oz =

IIl. Chronology of Key Events

0 May -- Energy published a solicitation of the government’s interest and has since
established a process for interested parties to have access to relevant information. -

0 ~ August 12 -- Energy distributed the procedures for the bidding process to interested
parties, with the commitment to distribute shortly the draft PSA.

0 August 15 -- Energy will distribute its report on the net present value of NPR-1 if it were
to continue to be held by the federal government. (The authorizing legislation requires
that Energy retain independent assessors to assist with the establishment of a minimum
acceptable price that must be exceeded for the sale of NPR-1 to be consummated.)

) August 20 -- Energy would like to distribute the draft PSA to interested parties.
‘(Treasury and OMB’s approvals of the-draft PSA are to be obtained before Energy may
distribute to potential purchasers.) :

0 October 1 -- bids will be due. This date will be the effective date of the PSA. (Energy has
indicated to Treasury and the OMB that it will provide buyers with an opportumty to
propose changes to the draft PSA))

o October through early-November -- negotiations will take place in Houston on the price
' and any proposed changes to the PSA.

0 January 1998 -- the negotlated contracts will be submitted to the relevant committees of
Congress for the 31-day “lie before.”

o  February 10, 1998 -- is the scheduled closing date. (Subject to its authority to suspend the
sale, Energy miust enter into one or more contracts for the sale of its entire interest in



NPR-1 by February 10.)
IV. Structure of the Sale

Energy has elected to oﬁ‘er the Assets in two types of interests: (1) an “operator” interest equal
. t0.74% of the Assets (guaranteeing the purchaser an interest in over 51% of the entire NPR-1);
and (2) 13-smaller interests each equal to 2% of the Assets. Bidders may bid on some or all of
the undivided interests being sold by Energy. Therefore, there may be one, some or fourteen
different purchasers, along with up to fourteen different PSAs.

~ Energy’s financial advxsers prepared a “white paper” that discusses the ratxonale for the sale
structure. (Attached at Tab A)

V. Key Elements of the Purchase and Sale Agreement

-~ o~
- -

The PSA contains the following xmportant elements that we are rcvxewmg in consultation with the -
‘ Ofﬁce of General Counsel

7
%

1. Option Agreement .

Energy has structured the sale to require awarded bidders to execute the PSA in late-October or
early-November, along with an Option Agreement. Energy would also sign the Option
Agreement, but would not sign the PSA until February 1998, since Energy needs to complete all
environmental review procedures, complcte consultation with Justice on antitrust concerns, and
lie the contracts before Congress for 31 days before executing them.

The Opuon Agreements prowde the United States with the right to require each awarded bidder
to purchase an undivided percentage interest in the NPR-1 assets held by the federal government
" (the “Assets™), provided that the option is exercised by March 10, 1998. The United States must
exercise the option after the expiration of the “lie before” period-unless (1) the Secretary of
Energy suspends the sale, (2) Congress passes supervening legislation that prevents the sale, (3) -
Energy’s environmental review requires additional environmental provisions in the PSA, or (4)
Justice raises antitrust concerns. -

Along with the Option Agreement, the prospective buyer would provide a deposit equal to 10%
of the base purchase price in the form of a letter of credit. The LC must be irrevocable and
immediately drawable in full upon the presentation of a sight draft.

2. Adjustments to Purchase Price -

The purchase price will be based on the value of the Assets as of October 1, 1997 (the “Effective
Date”), with the expected closing date of February 10, 1998. Adjustments will be required for
production and operating expenses during this period. The base prxce will be decreased for the
net proceeds from the operation of the Assets. :


http:Stnlchl.re

Unlike traditional commercial transactions, buyers will not receive a period of due diligence
during the period between the Effective Date and closing. Energy, based on the recommendations
of its investment bankers, has elected this structure to reduce the likelihood of substantial changes
to the aggregate purchase price (Energy must have certainty that the price exceeds the minimum
pnce established by the independent 4SSEssors).

After the Effective Date the “risk of loss” due to catastrophes generally is passed to the buyer.
However, if any portion of the Assets is materially damaged or destroyed before closing as a:
direct result of actions by Energy or its contractor that is currently operating NPR-1, Energy may
choose to (1) repair or restore the Asset at Energy’s expense, (2) indemnify the buyer for
reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do nothing .
and permit the buyer to terminate the PSA.

3. Representations and Warranties

- -
- -

Energy will make the traditional representations and warranties regardmg its authonty, .
perfonmmce the absence of material htrgatron, necessary approvals and the absence of broker’s
- commissions. : .

The buyer will make sumlar representatwns and warranties, as well as that it has not relied on any
representation or warranty other than those expressly provided in the PSA, and that the buyer is
“knowledgeable” and purchasing the Assets for its own account, and not wrth an intent to make a
distribution within the meaning of secuntles laws.

“ For both Energy and the buyer the representations and warrantres survive for a perrod of three
years after the closing date. : : .

4. Indemniﬁcatim; and Environment

Energy has proposed a range of indemnification obligations and environmental obligations to
buyers that are considered, by Energy’s investment bankers, to. be consistent with commercial
practices. One item that we understand is not the commercial norm is Energy’s agreement to ,
continue remediation activities on environmental sites that are currently being undertaken. Energy
also commits to conduct remediation activities on environmental sites that were not known to -
buyer prior to the closing date if they are identified within three years We understand that OMB
advocates these envrronmental positions based on policy concerns.’ ‘

Indemnifications will be prcmded for (1) matenial breaches of the representations and warranties,
(2) personal injury or property damage occurring prior to the closing date, (3) contractual claims
occurring prior to the closing date, and (4) damages occurring from Energy’s environmental
remediation efforts. For all of the items, except the remediation, claims must be raised by the
buyer before the third anniversary of the closing date. The indemnification obligations are limited
by a $25,000 minimum claim amount, a $10 million threshold for all claims (which is in the form

- of a deductible), and an overall cap for indemnification at 10% of the base purchase price.



. j
Energy’s outside counsel prepared a table that sets forth the range of indemnifications and
environmental obligations. (See Tab B.)

The legislation provides that the Secretary of Energy “may extend such indemnities and
warrantiés as the Secretary considers reasonable and necessary to protect the purchaser from
claims arising from the ownership in [NPR-1] by the United States.” Counsel for Treasury, OMB
-and Energy are working on the issue of how Energy will fund any indemnification that is called.

5., Small Refiners “Set Aside”

The existing operations at NPR-1 provide for a small refiner “set aside™ of 25% of the production
at the bid price for the crude oil sold at auction (the market price). While the House version of
the privatization legislation required that purchasers of NPR-1 continue this set aside, neither the
Administration’s nor the Senate’s versions included the provision. During conferencc the
provision was stricken. Nevertheless, Energy has recommended that a provxsnon be included in
the PSA that would require the buyer of the 74% interest in the Assets (the “Operator”) to
provide a call option to the small refiners for a period of three years up to 25% of the production
of crude oil. Unlike the existing set aside, the small refiners would be charged an administrative
fee of $0.10 per barrel.

Energy believes that this provision makes sound energy policy, allowing for the small refiners on
the West Coast to continue to have access to light crude oil, necessary for their operatlons
Additionally, Energy believes that the inclusion of the set aside would preempt antitrust issues at
the State of California level. Energy’s financial advisers have informed Energy that the inclusion
of the provision would not result in more than an “insignificant” change in the purchase price.

VI Implications of Treasury Approval of the PSA

In conveying the draft PSA and requesting Treasury approval, Energy suggested that the Treasury
may wish to authorize Energy to negotiate purchase and sales agreements that differ from the
draft approved by Treasury and OMB, provided that Energy consults with Treasury in the event
that the modified agreements have terms “less favorable economically to the Government than
those included in the draft of the agreement provided” to the Treasury.

After consultations with the Office of General Counsel, it is our recommendation that the
Treasury approval of any draft PSA be conditioned upon further consultation 1f terms or
conditions of the PSA are materially changed during the negotiations.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

'BRIEFING

August 15, 1997
MEMORANDUM FOR SECRETARY RUBIN

FROM: Mozelle W. ’l“hompson'/(
Principal Deputy Assistant Secretary
(Government Financial Policy)

Peter C. Necheles gar \"W?N
Policy Advisor
(Government Financial Policy)

SUBJECT:  Elk Hills Naval Petroleum Reserves

After reviewing our August 14 memorandum on the sale of the Government’s interests (the
“Assets”) in the Elk Hills Naval Petroleum Reserves (t 1e “NPR-1"), you raised sevexal questions.
This note addresses your inquiries.

1. How is a actual sales price (not base price), determined? [ gather a auction of some sort?

Energy is required to establish a minimum acceptable price for the Assets, which must exceed

“the net present value calculated by five independent assessors for a continued ownership in the
Assets by the federal government. There are two types of interests in the Assels being offered by
Energy: (1) an “ownership™ interest that will assure the holder at least 51% interest in NPR-1:
and (2) 13 smaller investment units. Offers may be made for one, some or all of the offered
interests in any combinatior :

Energy expects to conduct further negotiations with bidders that meet the minimum acceptable
price and the essential terms and conditions set forth in the Purchase and Sale Agreement. We
are in discussions with Energy concerning the extent of Treasury and OMB mvo]\ ement in the
negotialion process.

2. (Re: Structure of Sale) s there a bidding process?

As set forth above, there will be a combination minimum bid and negotiation process. Over the
last three months, interested parties (the “bidders”) have been provided with access to the
production records, oi] and 2as reserve reports, and the operating history for the NPR-1. Asa
condition for participation, nowever, bidders are required to execute non-collusion agreements.

On August |3, the bidders were provided with the bidding procedures, and Energy ho‘pes‘t'o '
provide bidders with a copy of the draft purchase and sale agreement (the “PSA™) within the next
week. - '


http:bidde.rs

Energy has established a deadline of October 1, 1997, for the submission of bids along with the
form of PSA, as modified by the bidders. Upon receipt of the bids, Energy has reserved the right
lo further negotiate with bidders. Energy has directed bidders to indicate whether their offer is
for all of the interests, or paris thereof. The investment bankers will advise Energy on which
offers will maximize proceeds to the federal government.

Energy will thereafier negatiate will individual bidders to clarify terms and conditions, as well as
lo maximize price. '



The Secretary of the Treasury

" August 14, 1997

NOTE FOR MOZELLE THOMPSON
PETER NECHELES

FROM: BOB RUBIN
How is actual sales price (not base price), determined. [ gather
an auction of some sort? ' ‘

3 r f I

Is this a bidding process? -
5 - Implication T A ] A
Agreed.

Attachment
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220 '

August 14, 1997

MEMORANDUM FOR  SECRETARY RUBIN |
DEPUTY SECRETARY SUMMERS
UNDER SECRETARY HAWKE
GENERAL COUNSEL KNIGHT

FROM: Mozelle W. Thompson%/ /‘ﬁ W T ~\J

Principal Deputy Assistant Secretary Y

(Goverament Financial Policy) Jéj:‘ W

Peter Necheles IJ

Policy Advisor @ - -
Government Financial Policy)
( i ‘ P : I ‘Lm \"} A )1]
SUBJECT: Elk Hills Naval Petroleum Reserves .
I. Overview | e e , dBda

PPV

By statute, the “draft contract or contrams including the terms and provisions of the sale of the

interest of the United States in the [Naval Petroleum Reserve Numbered | (“NPR-~1")], [are] S “Htcx
subject to the review and approval by the Secretary [of Energy], the Secretary of the Treasury, v

and the I)kectomanagcmem and Budget.”’ T M

The Secretary of Energy is directed to sell the government’s interest in NPR-1 (the “Assets”) “in 4 b Lo
a manner consistent with commercial practices and in a manner that maximizes sale proceeds to Co S,
the Government.” The legislation also provides that the Secretary of Energy and the Director of

OMB are to set the Wt& Additionally, the Secretary of

Encrgy and the Director of OMB are provided with the-aathority to cancel the sale if they jointly
determine that (a) the sale is proceeding in a manner inconsistent with achievernent of a sale price

that reflects the full valu , or (b) & course of action other than the immediate sale of
the reserve is in est interests of the Umted States :

\_,....\‘

To assist in the development and implementation of the sale, the Department of Energy
(“Energy’™) retained CS First Boston and Petrie Parkman & Co (a2 Houston-based investment
banking firm with experience in petroleum sales), as well as the law firm O’Melveny & Myers.

Over the last three months, the Office of Government Financial Polxcy (OGFP), in consultation
with the Office of General Counsel and the Office of Tax Policy, has closely participated with
OMB and the Department of Energy (Energy) in the development of the purchase and sale
agreement (the “PSA™).
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Ihe'pﬁq;ose of this memorandum is to (1) familiarize you with et{lwm:ea Department’s
role, (2) summarize our work to date, and (3) identify key i in the PS
IL The Elk Hills Naval Petroleum Reserves - ‘ “‘ ?" )

NPR-I 15 owned Joxntly by the U.S. government and Chevion USA, and 1s operatcd under a 1944
agreement (the U.S. government owns approximately 78% of the interest in the field). NPR-1
produced over 21 million barrels of crude oil in 1996 and ranks among the 11 largest domestic
producing oil fields in the lower 48 states. It is also one of the top 10 producing gas fields in the |
nation, producing almost 360 million cubic fect of natural gas per day. In preparation for the sale,
two resérve reports of the entire field (including Chevron’s interests) were prepared: an “upside

* study” conducted by Energy,.and a study conducted by an independent oil and gas assessor, the
Ryder Scott Company. The upside report establishes a present value of the reserves (at a 10%
discount rate) in excess of $6.3 billion. The Ryder Scort report estabhshes 8 present value of the
reserves (also ot 8 10% daum\"“‘raTcm excess of §3.3 billion. -

oL Chmnology of Key Events

o May - Energy published s solicitation of the government’s interest and has since
established a'proccss for intcrested parties to have access to relevant information.

o " August-12 -- Energy distributed the procedures for the bidding process to mterested
- parties, wilh the conunitment to distribute shortly the draft PSA.

o - AugustlS- Energy will distribute its report on the net present value of NPR-1 if it were
to continue to be held by the federul government. (The authorizing legislation requires
that Energy retain independent assessors to assist with the establishment of a minimum
acceptable price that must be exceeded for the sale of NPR-1 to be consummated.)

0 August 20 — Energy would like to distribute the draft PSA to interested parties.
(Treasury and OMB's approvals of the diaft’ PSA are to be obtained before Energy may
- distribute to potential purchasers.)

o - October I - bids will be due. This date will be the effective date of the PSA. (Energy has
indicated to Treasury and the OMB that it will provide buyers with an cpportumty to
propose changes to Lhe draft PSA) _

o October through early-November -- negotiations will take place in Houston on the pnce '
and any proposed changes to the PSA.

o Ianuary 1998 -- the negotiuted contracts wdl be subrmtted to the relevant committées of
Congress for the 31-day “be before.”

‘o February IO, 1998 -- is the schaduled closing date: (Subject to its suthority to suspend the
- sale, Energy must enter into one or more contracts for the sale of its entire interest in

-/



08/14/97 22:03 ° 'B202 622 1829 WATCH

@oo3

DR S | : |
NPR-1 by February 10.) ’ | /““%Z

IV. Striicture of the Sale

Energy has elected to offer the Assets in two types of interests: (1) an “operator” interest equal
_to 74% of the Assets (guaranteeing the purchaser an interest in over 51% of the eatire NPR-1);
and (2) 13-smaller interests each cqual to 2% of the Assets. Bidders may bid on some or all of
the undivided interests being sold by Energy. Therefore, there may be one, some or fourteen
different purchasers, along with up to fourteen different PSAs.

Energy’s financial advisers prepared a “white paper” that discusses the rationale for the sale
structure. (Attached at Teb A.)

V. Key Elements of the Purchase and Sale Agreement T

The PSA contains the following important eIements that we are reviewing in consultation with the
Office of Genera! Counsel: :

1. Option Agreement

Energy has structured the sale to require awardxecute the PSA in late-October or -
early-November, along with an Option Agreement~Energy would also sign the Option
~ Agreement, but would not sign the PSA until February 1998, since Encrgy needs to complete all

environmental review procedures, complete consultation with Justice on antitrust concerns, and
lie the contracts before Congress for 31 days before executing them.

The Option Agreements provide the United States with the right to require each awarded bidder .
to purchase an undivided percentage interest in the NPR-1 assets held by the federal government
(the “Assets™), provided that the option is exercised by March 10, 1998. The United States must
exercise the option after the expiration of the “lie before™ period unless (1) the Secretary of
Energy suspends the sale, (2) Congress passes supervening legislation that prevents the sale, (3) -
Energy’s environunental review requires additional environmental provisions in the PSA, or (4)
Justice raises antitrust concerns. -

-Along with the Option Agreernent, the prospective buyer would provide a deposit equal to 10%
of the base purchase price in the form of a letter of credit. The LC must be imevocable and
mmcdtamm upon the presentation of a sight dmﬁ

2. Adjustments to Purchase Price

Ghe purq’ﬁasc Gpe will be based on the value of the Assets as of October 1, 1 the “Effective
ected closing date of February 10, 1998. Adjustments will be required for
1 ing this peri ill be decreased for the
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Unlike tradmonal commercial transactions, buyers will not receive a period of due dlhgcncc
“during the penod between the Effective Date and closing. Energy, based on the recommendations
of its investment bankers, has elected this structure to reduce the Likelihood of substantial changes
to the agpregate purchase price (Energy must have certainty that the price exceeds the Immmum
price established by the independent assessors).

ARer the Effective Date the “risk of loss” due to catastrophes generally is passed to the buyer. \

However, if any portion of the Assets is materially damaged or destroyed before closing as a2

direct result of actions by Energy or its contractor that is currently operating NPR-1, Energy may

choose to (1) repair or restore the Asset at Energy’s expense, (2) indemnify the buyer for

reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do nothing

and perinit the buyer to terminate the PSA.
3. Represenmtinnx and Warranties -

Energy will make the traditional representations end warranties regarding its authority,

perfonnance the absence of material litigation, ncccssaxy approvals and the absence of broker’s

commissions.

The buyer will make simular representations and warranties, as well as that it has not relied on any
* representation or warranty other than those expressly provided in the PSA, and that the buyer is
“knowledgeable” and purchasing the Assets for its own account, and not with an intent to make a
distribution within the meaning of securities laws.

For both Encrgy and the buyer, the represenmxons and warranties survive for a penod of three
years after the closing date.

4. Indemnification and Environment

‘Energy has proposed a range of indemnification obligations and environmental obligations to
buyers that are considered, by Energy’s investment bankers, to be consistent-with commercial
practices. One item that we understand is not the commercial norm is Energy’s agreement to
continue remediation activities on environmental sites that are currently being undertaken. Energy
also comumits to conduct remediation activities on environmental sites that were not known to
buyer prior to the closing date if they are identified within three years. We undcrstand that OMB
advocates these environmental positions based on policy concerns. ,

Indemnifications will be provided for ¢)) material breaches of the representations and warranties,

(2) personal injury or property damage occurring prior to the closing date, (3) contractual claims

occurring prior to the closing date, and (4) damages occurring from Energy’s environmental

remediation efforts. For all of the items, except the remediation, claims must be raised by the

buyer before the third anniversary of the closing date. The indemnification obligations are limited

by a $25,000 minimum claim amount, a $10 million threshold for all claims (which is in the form
of a deductible), and an overall cap for indemnification at 10% of the base purchase price.
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Energy’s outside counsel prepared & table that sets forth the range of indemnifications and
environmental obhganons (See TabB.) :

The legi >latxon provides that the Secretary of Encrgy “may extend such indemnities and
warranties as the Secretary considers reasonable and necessary to protect the purchaser from
claims arising from the ownership in [NPR-1] by the United States.” Counsel for Treasury, OMB
and Energy are working on the issue of how Energy will fund any indemnification that is called.

%, Small Refiners “Set Aside™

The existing operations at NPR-1 provide for a small refiner “set aside” of 25% of the production
at the bid price for the crude oil sold at auction (the market price). While the House version of
the privatization legislation required that purchascrs of NPR-1 continue this set aside, neither the
Administration’s nor the Senate's versions included the provision. During conference; the
provision was stricken. Nevertheless, Energy has recommended that 8 provision b¢ included in
the PSA that would require the buyer of the 74% interest in the Assets (the “Operator”) to
provide a call option to the small refiners for a period of three years up to 25% of the production
ol crude oil. Unlike the existing set aside, the small refiners would be charged an administrative
fee of $0.10 per baxrel

Energy belucves that this provision makes sound cnergy policy, allowing for the small refiners on
the West Coast to continue to have access to light crude oil, necessary for their operations.
Additionally, Energy believes that the inclusion of the set aside would preempt antitrust issues at
the State of California level. Energy's financial advisers have informed Energy that the inclusion
of the provision would not result in more than an “insignificant” change in the purchase price.

VL Implications of Treasury Approval of the PSA

In conveying the draft PSA and requesting Treasury approvsl Energy suggestcd that the Treasury
may wish to authorize Energy to negotiate purchase and sales agreements that differ from the
draft approved by Treasury and OMB, provided that Energy consults with Treasury in the event
that the modified agreements have terms “less favorable economically to the Government than
those included in the draft of the agreement provided” to the Treasury.

After consultations with the Office of General Counsel, it is our recommendation that the
Treasury approval of any draft PSA be conditioned Wf terms or K j (e J
conditions of the PSA are materially changed during the negotiations. : .
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DEPARTMENT OF THE TREASURY
WASH{NGTON, D.C. 20220

August ]5, 1997
MEMORANDUM FOR SECRETARY RUBIN

FROM:- Mozelle W, T‘hompsonw(’
Principal Deputy Assistant Secretaly
((Jovunmem Financial Policy)

Peter C. Necheles gar b PN
Policy Advisor
(Government I'inancial Policy)

SUBJECT:  Elk Hills Naval Petroleum Reserves

After reviewing our August 14 memorandum on the sale of the Government's interests (the
“Assets”) in the Elk Hills Naval Petroleum Reserves (the “NPR-1"), you raised-several questions.
This note addresses your inquiries., »

1. How iy « actual sales price (not base price). determined? 1 guther a auction of some sort? .
Energy is requiréd to establish a minimum acceptable price for the Assets, which must exceed
the net present value calculated by tive independent assessors for a continued ownership in the
Assets by the federal government. There are two types of interests in the Assets being offered by
Energy: (1) an "ownership™ interest that will assure the holder at least 51% interest in NPR-1;

and (2) 13 smaller investment units. O!‘fe1s may be made for one, some or all of the offered
interests in any combination.

‘Energy expects to conduct further negotiations with bidders that meet the minimum acceptable

price and the zssential terms and conditions set forth in the Purchase and Sale Agreement, We
are in discussions with Energy concerning the extent of Treasury and ()MB involvement in the
negotiation process.

>

2. (Re: Structure of Sule} s there a bidding process?

As sel forth above, there will be a combination minimum bid and negotiation process. Over the
last three months, interested parties (the “bidders’) have been provided with access to the
production records. oil and gas reserve reports, and the operating history for the NPR-1. Asa
condition for participation. however, bidders are required to execute non-collusion agreements.

On August 13. the bidders were provided with the bidding procedures, and Energy hopes (o

provide hidders with a copy of the draft pumhdsc and sale agreement (the “PSA”™) within the next .
week.

BXECUTIVE SECHE 1ARIAI



Energy has established a deudline of October 1, 1997, for the submission of bids along with the
form-of PSA. as modified by the bidders. Upon receipt of the bids, Energy has reserved the right
to further negotiate with bidders. Energy has directed bidders 0 indicate whether their offer is
for all of the interests, or parts thereol. The investment bankers will advise Energy on which
offers will maximize proceeds to the lederal government. ‘

Energy will thereafier negotiate will individual bidders to clarify lerms and conditions, as well as
10 maximize price. : =

s



The Secretary of the Treasury

‘-

August 14, 1997

- NOTE FOR MOZELLE THOMPSON
PETER NECHELES

FROM: BOB RUBIN
How is actual sales price (not base price), determined. I gather.
an auction of some sort? ' ‘

3w
Is this a bidding process?

age S -- icati fT 1 h
Agreed. '

Attachment
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

August 14, 1997
MEMORANDUM FOR  SECRETARY RUBIN
- DEPUTY SECRETARY SUMMERS

UNDER SECRETARY HAWKE
GENERAL COUNSEL KNIGHT ~ /

FROM: Mozelle W. Thompsonw‘g/ W T ~J

Principal Deputy Assistant Secretary ,-

. {Government Financial Policy) - = - o )(9 ;{ - /\)
Peter Necheles ON ' ‘ |
Policy Advisor @ -
(Government Financial Policy) ' .
: o - Nrnv =
SUBJECT: - Elk Hills Naval Petroleum Reserves

P

. j L—‘! (/\»-(; ( I
boa,.
1. Overview B ~ e e | di

Mr‘“"’i\-{ ,1

By statute, the “draft contract or contracts, including the terms and provisions of the sale of the

interest of the United States in the [Naval Petroleum Reserve Numbered 1 (“NPR-1")], [are] S 'Hlﬁ
subject to the review and approval by the Secretary [of Energy], the Secrcta:y of the Treasury, “v -
and the Dmectom&'BFMamgemem a.nd Budgct " Au '

C..P%

The Secretary of Energy is directed to sell the government’s interest in NPR-1 (the *‘Assets”) “in ‘7 Bu
a manner consistent with commercial practices and in a manner that maximizes sale proceeds to Co S,
the Governinent.” The legislation also provides that the Secretary of Energy and the Director of

OMB are to set the nWm@%ts Additionally, the Secretary of ,

Encrgy and the Director of OMB are provided with the"athority to cancel the sale if they jointly

determine that (a) the sale is proccedmg in a manner inconsistent with achievemnent of a sale price

that reflects the full valu . or (b) a course of action other than the immediate sale of
the reserve is in Z5t interests of the Urited States. :

\M-_"ﬂ

- To assist in the development and implementation of the sale, the Department of Energy
(“Energy’”) retained CS First Boston and Petrie Parkman & Co (a Houston-based investment
banking firm with experience in petroleum sales), as well as the law firm O’Melveny & Myers.

Over the last three months, the Office of Government Financial Policy (OGFP), in consultation
with the Office of General Counsel and the Office of Tax Policy, has closely participated with
OMB and the Department of Energy (Energy) in the development of the purchase and sale

" sgreement (the “PSA™). ‘

CVEMITIVE CEranTARIAT
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The puxpose of this memorandum is to (1) familiarize you with the n Dcpartment 5
role ) smnmanzc our work to date, and (3) identify key i in the PSA.
IL The ‘Elk Hills Naval Petroleum Reserves

NPR-1 is owned jointly by the U.S. government and Chevron USA, and is operated under a 1944
agreement (the U.S. government owns approximately 78% of the interest in the field). NPR-1
produced over 21 million barrels of crude oil in 1996 and ranks among the 11 largest domestic
producing oil fields in the lower 48 states. It is also one of the top 10 producing gas fields in the
nation, producing almost 360 million cubic fect of natural gas per day. In preparation for the sale,
two reserve reports of the entire field (including Chevron’s interests) were prepared: an “upside
study” conducted by Energy, and & study conducted by an independent oil and gas assessor, the
Ryder Scott Company. The upside report establishes 2 present value of the reserves (at a 10%
discount rate) in excess of $6.3 billion. The Ryder Scott report establishes 8 present value of the
reserves (also at a 10% discount rafe) in excess of $3.3 billion. -

ML Chronology of Key Events

o May -- Energy f)ubﬁshed a solicitation of the government’s interest and has since
established a process for intcrested parties to have access to relevant information.

o August 12 -- Energy distributed the procedures for the bidding proceﬁs to interested
parties, with the commitment to distribute shortly thc draft PSA.

) August 15 -- Energy will distribute its report on the net present value of NPR-1 if it were
to continue to be held by the federul goverrunent. (The authorizing legislation requircs
that Energy retain independent assessors to assist with the establishment of a minimum
acceptable price that must be exceeded for the sale of NPR-1 to be consummated.)

0 August 20 - Energy would like to distribute the draft PSA to interested parties.
(Treasury and OMB's approvals of the draft PSA are to be abtained before Energy may
distribute to potential purchasers )

o October | -- bids will be due. This date will be the effective date of the PSA. ‘(Energy has
indicated to Treasury snd the OMB that it will provide buyers with an o;:portumty to
propose changes to the draft PSA )

o October through early-November -- negotiations will take p]ace in Houston on the pnce
anid any proposed changes to the PSA.

0 January 1998 -- the negotiated « comracts will be submitted to the relevant committees of
Congress for the 3 1-day “lie before.”

o February 10, 1998 -- is the scheduled closing date. (Subject to its authority to suspend the
- sale, Energy must enter into one or more contracts for the sale of its entire interest in
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’ ‘ . . ¢
NPR-1 by February 10) }’”chz

IV. Structure of the Sale

Energy has elected to offer the Assets in two types of interests: (1) an “operator” interest equal
to 74% of the Assets (guaranteeing the purchaser an interest in over 51% of the entire NPR-1);
and (2) 13-smaller interests each equal to 2% of the Assets. Bidders may bid on some or all of
the undivided interests being sold by Energy. Thercfore, there may be one, some or fourteen
different purchasers, along with up to fourteen different PSAs.

Energy’s financial advisers prepared a “white paper” that discusses the rationale for the sale
_structure. (Attached at Tab A.) : ,

V. Key Elemecnts of the Purchase and Sale Agreement
. The PSA contains the following important elements that we are reviewing in consultatton with the
Office of General Counsel:

1. Option Agreemeat

. Energy has structured the sale to require awardxumtc the PSA in latesOctober or
‘early-November, along with an Option Agreement>~Energy would also sign the Option
" Agreement, but would not sign the PSA until February 1998, since Encrgy needs to complete all

envirorunental review procedures, complete consultation with Justice on antitrust concemns, and
lie the contracts before Congress for 31 days before executing them.

The Option Agrcements provide the United States with the right to require each awarded bidder
to purchase an undivided percentage interest in the NPR-1 assets held by the federal government -
(the “Asscts”), provided that the option is exercised by March 10, 1998. The United States must -
exercise the option after the expiration of the “lic before” period unless (1) the Secretary of
Energy suspends the sale, (2) Congress passes supervening legislation that prevents the sale, (3)
Energy’s énvironmental review requires additional environmental provisions in the PSA, or (4)
Justice raises antitrust concerns.

Along with the Option Agreement,'the prospective bufer'would provide a deposit equal to 10%
of the base purchase price in the form of a letter of credit. The LC must be irmevocable and
immediately drawable in full upon the presentation of a stght draft.

2. Adjustments to Purchase Price

will be based on the value of the Assets as of October 1, 1 the “Effective
ected closing date of February 10, 1998. Adjustments 'Mll be required for
ing thi ill be decreased for the

,C:I‘he purdfiase pQ
Date™), wi
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Unlike traditional commercial transactions, buyers will not receive a period of due diligence
during the period between the Effective Date and closing. Energy, based on the recommendations
of its investment bankers, has elected this structure to reduce the likelihood of substantial changcs
to the aggregate purchase price (Energy must have certainty that the price exceeds the rmmmum
price established by the independent assessors).

After the Effective Date the “risk of loss™ due to amstroph&s generally is passed to the buyer.
However, if any portion of the Assets is materially damaged or destroyed before closing as a
direct result of actions by Energy or its contractor that is currently operating NPR-1, Energy may
choose to (1) repair or restore the Asset at Energy’s expense, (2) indemnify the buyef for
reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do nothing
and permif the buyer to terminate the PSA.

3. Representations and Wamnﬁ&
Energy will make the traditional representations and warranties regarding its authority,
perfonnance the absence of material lmgatxon, necessary approvals and the absence of brokcr $
commissions.

" The buyer will make similar representations and warranties, as well as that it has not relied on any
representation or warranty other than those expressly provided in the PSA, and that the buyer is
“knowledgeable” and purchasing the Assets for its own account, and not with an intent to make a
distribution within the meaning of securities laws, :

For both Energy and the buyer, the representations and warranties survive for a period of three
years after the closing date.

_ 4. Indemnification and Environment

Energy has proposed a range of indemnification obligations and environmental obligations to
buyers that are considered, by Energy’s investment bankers, to be consistent -with commercial
practices. One item that we understand is not the commercial norm is Energy’s agreement to
continue remediation activitics on environmental sites that are currently being undertaken. Energy
also comrnits to conduct remediation activities on environmental sitcs that were not known to

v buyer prior to the closing date if they are identified within three years. We undcrstand that OMB
advocates these environmental positions based on policy concerns,

Indemnifications will be provided for (1) material breaches of the representations and warranties,
(2) personal injury or property damage occurring prior to the closing date, (3) contractual claims
occurring prior to the closing date, and (4) damages occurring from Energy’s environmental
remediation efforts. For all of the items, except the remediation, claims must be raised by the
buyer before the third anniversary of the closing date. The indemnification oblxganons are limited -
by a $25,000 minimum claim amount, 2 $10 million threshold for all claims (which is in the form
of a deductible), and an overall cap for indemnification at 10% of the base purchase price.
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Energy’s outside counsel prepared a table that sets forth the range of mdemmﬁcanons and
cnvxromnental obhganons (See TabB.)

The leg:slanon provides that the Secrewy of Energy “may extend such mderruuncs and
warranties as the Secretary considers reasonable and necessary to protect the purchaser from
claims arising from the ownership in [NPR-1] by the United States.” Counsel for Treasury, OMB
and Energy are working on the issue of how Energy will fund any indemnification that is called.

%, Small Refiners “Set Aside”

The existing operations at NPR-1 provide for a small refiner “set aside” of 25% of the production
at the bid price for the crude oil sold at auction (the market price). While the House version of
the privatization legislation required that purchascrs of NPR-1 continue this set aside, neither the
Administration’s nor the Senate’s versions included the provision. During conference, the '
provision was stricken. Nevertheless, Energy has recommended that & provision be included in
the PSA that would require the buyer of the 74% interest in the Assets (the “Operator”) to
provide a call option to the small refiners for a period of three years up to 25% of the production
of crude cil. Unlike the existing st aside, the small refiners would be charged an aérmmstmtwe
fee of $0.10 per barrel.

Energy believes that this provision makes sound energy policy, allowing for the small refiners on
the West Coast to continue to have access to light crude oil, necessary for their operations.
Additionally, Energy believes that the inclusion of the set aside would preempt antitrust issues at
the State of California level. Energy's financial advisers have informed Energy that the inclusion
of the provision would not result in more than an “insignificant™ change in the purchase price.

VL Implications of Treasury Approval of the PSA

In conveying the draft PSA and requesting Treasury approval, Energy suggested that the Treasury
may wish to authorize Energy to negotiate purchase and sales agreements that differ from the
draft approved by Treasury and OMB, provided that Energy consults with Treasury in the event
that the modified agreements have terms “less favorable economically to the Government than
those inciuded in the draft of the agreement provided" to the Treasury.

~ After consultations with the Office of General Counsel, it is our recommendation that the
Treasury approval of any draft PSA be conditioned upon further on if terms or j Ce Czj
conditior:s of the PSA are materially changed during the ncgotiations.
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DEPARTMENT OF THE TREASURY NI
WASHINGTON..

June 10, 1994
UNDER SECRETARY ,

MEMORANDUM FOR SECRETARY BENTSEN

FROM: . Frank N. Newman @E:hm fh”J ‘ . SRS
Under Secretary of the Treasury N
Domestic Finance |

S8UBJECT: Senate Banking Committee Hearing on the Federal
Home Loan Bank System '

B

IS8BUE:

I am scheduled to testify before the Senate Committee on Banking,
'Housing, and Urban Affairs on June 15 to discuss Federal Home
Loan Bank (FHLBank) System reform. We expect Nicolas Retsinas,
Assistant Secretary of Housing - Federal Housing Commissioner,
will also testify on behalf of the Department of Housing and
Urban Development (HUD). Mr. Retsinas, in addition to his
‘responsibilities at HUD, is Secretary Cisneros' designee to serve
on the Federal Housing Finance Board, the FHLBank System's
regulator. Since the Finance Board currently lacks™a chairman
and a quorum, Mr. Retsinas, as a practical matter, is running the
agency. ‘

BACKGROUND:

The attachment. to this memo provides a brief background on the
FHLBank System and on the recent events that have led to this
"hearing. The System currently has $187 billion in assets, of
which $101 billion is in loans (advances) to members. We have
been developing the Administration's policy goals for needed ,
FHLBank restructuring and reform through interagency discussions,
and expect the process to continue into next year. Treasury's
principal concern is the safety and soundness of a system that
has been low-risk in the past, but has been rapidly incurring
additional rlSk

OUTLINE OF TESTIMONY:

My statement will cover three main topiés.

1. Study Recommendations: We will review the major
recommendations of the five congressionally mandated studies that

have recently been completed, with particular emphasis on the
changing mission of the FHLBank System.

. The FHLBank System s traditional mission of prov;dlng ‘
liquidity to home lenders--through collateralized loans known as
advances--should be maintained. Because of the Administration's
interest in community development, the mission statement has been
expanded to include community development lending. We believe,
for reasons of safety and soundness, that collateral rules should’
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not be relaxed to reflect this expansion in the mission
statement. HUD supports us on this point.

. Membership in the System should be offered to commercial
banks and sav1hgs associations on an equal basis. Thus all
mandatory EEhbers), all members would have equal access to -
advances (presently, commercial banks must pay more for —7~
advances), and all members would share the System's obligations

equally.

ST

. " With voluntary membership it becomes important to provide
for permanence in the System's capital base, as well as maintain
a meaningful requirement linking System membership with an
ongoing commitment to a public purpose.

. The Financial Institutions Reform, Recovery, and Enforcement

Act (FIRREA) of 1989 gave the System an ongoing obligation to pay

$300 million per year towards the interest payments on REFCorp

bonds, and an obligation to fund, at approximately $100 million
annually, an affordable housing program for the System (AHP).

(Should tlie System fail to meet its REFCorp obligation, that

obligation would be absorbed by taxpayers.) The fixed nature of

these obligations has been problematic for the System because of

the variability of System income., The System has responded to

recent declines in its traditional source of income by

arbitragirig its GSE status in the mortgage-backed securities

market. We strongly believe that these investments are e
inappropriate. The lack of equity in how the FHLBanks share the //
REFCorp arnd AHP obligations is also an issue. We would prefer a
different allocation formula for the distribution of these

obligations. Attempts to "fix" this problem have failed because

of pay-as-you-go budgetary considerations. Still, we continue to ‘
look for a way to overcome these problens.

2. Capital and Requlatory Structure: We will review proposals
for establishing a regulatory capital requirement and offer an
outline of Treasury's recommended approach. We will also discuss
system recqulation.

. The capital currently in the System is redeemable by menmbers
and is not risk-based. The five reports agree that the System
needs permanent capital and needs capital, rules that are risk-
based, but they disagree on how best to accomplish these ends.

' We agree with these principles but disagree with the approaches
put forth. Approaches proffered include publicly tradeable stock
and increased retained earnings. We will make a strong case in
our statement that' issuing publicly traded stock would weaken or
eliminate the cooperative nature of the System and increase the
incentives of the System for risk-taking, thus increasing risk to
the Treasury, if financial problems ever lead to a potential
bail-out by the government.



. We believe modifications to the System's existing capital
structure rather than a complete overhaul is the best approach.
We are developing a proposal which strengthens the conditions
under which a member could leave the System and redeem its
capital stock. The proposal will also provide for risk-based
rules for establishing minimum capital levels for each FHLBank.

e The reports recommend that the System's three
responsibilities -- program regulator, safety and soundness,
regulator and manger -- be separated. HUD recommended that it be
the System's program regulator and that the Office of Federal
Housing Enterprise Oversight (OFHEO), which was created in 1992
as an independent office within HUD to oversee Fannie Mae and

" Freddie Mac, be the safety and soundness regulator. We do not
support the latter recommendation. (We see a conflict between
OFHEO as the safety and soundness regulator of the System and
HUD's responsibility to promote housing. You should know that,
as a result of our letter to Mr. Panetta during the interagency
clearance process for the HUD report, the location of the
System's safety and soundness regulator was left unresolved in
the HUD study.)

3. Comprehensive lLegislation: We call for comprehen51ve
legislation to modernize the System.

. We believe that the inter~relationships between the issues
involved in System reform require comprehensive legislative
action, and plan to draft legislation later this year. (We expect
that process to 1nvolve considerable collaboration with HUD OMB,
and NEC.)

. We believe it would be unwise to legislate plecemeal changes | -~ .
to the Systemn. , .o e

INTERAGENCY ISSUES

A couple of issues may receive particular attention during the

clearance process. HUD, OMB and NEC supported the expansion of .

the System's mission to include community development lending. We yLw & L/
feel that a broadly defined expansion of community development is /- :
unwarranted and have tried to provide a focus for this expansion
in our testimony. HUD may disagree with our opposition to ‘
tradeable stock as a solution to the shortcomings with the

current capital structure. HUD, OMB and NEC all support merging
the System's safety and soundness responsibilities into OFHEO.

We have serious concerns about that approach for the reasons
stated above. We think this will be a particularly difficult
issue, but we are concerned that it would be difficult for OFHEO
to be a strong, independent safety and soundness regqulator as



long as it is located within HUD - the same agency that has
responsibility for promoting housing programs.

We will keep you apprised, as appropriate, on these issues.

Attachment

cc: Deputy Secretary Altman
General Counsel Hanson
Assistant Secretary Levy
Assistant Secretary Munnell



ATTACHMENT ’ - ATTACHMENT
Background on the FHLBank System

Since its inception in 1932, the Federal Home Loan Bank System

has been an important source of mortgage credit for home buyers.

Federal Home Loan Banks sell bonds in the securities market at

near Treasury rates and loan the proceeds (in the form of

advances) to their thrift and bank institution owner-members, who

in turn are able to lend this money on to home buyers. While the

housing finance market has changed dramatically since 1932, the

Bank System continues to operate largely as it was initially

structured. Historically, the FHLBank System has been the safest

of the seven government-sponsored enterprises (GSEs). 1In ovei/ii// o
it L

vears of making collateralized advances to savings and loans, b
&vb.cf

has never lost a dollar from a loan default. —

. : T
FIRREA opened System membership to commercial banks and credit
unions that have at least 10 percent of their assets in mortgage
related assets. It also created the Federal Housing Finance
Board as the System's regulator, and gave the Board certain
managerial responsibilities for the System. This has created a
conflict of interest at the Finance Board that is essentially
inherited from the one that existed with the Federal Home Loan
Bank Board's oversight of the Bank System in the 1980s.

. As of April 30, 1994, the Bank System had about $187 billion in
,assets, of which $101 billion was advances outstanding and $83
billion was investment securities. the national average loan
amount on conventional home mortgages currently is about
$111,000. Thus, $101 billion in advances is equivalent to over
912,000 mortgage loans, or 3 percent of all outstanding single-
family loans. ' ‘

The Bank System is an active user of derivatives. FHLBanks use
derivatives to (1) lower funding costs, (2) diversify funding
sources, and (3) hedge risks. Much of the FHLBanks' derivative
activities involves the use of bond/swap combinations to obtain
structured financing that lowers FHLBanks' overall cost of funds.
As of December 31, 1993, the FHLBanks had $89 billion in notional
principal of interest rate swaps and interest rate caps and
floors. The associated maximum credit risk is estimated to be
$1.2 billion. System use of derivatives is restricted by the
Financial Management Policy issued by the Finance Board.

The Housing and Community Development Act of 1992 required five
studies of the Federal Home Loan Bank System. Studies were
prepared by HUD, CBO, GAO, the Federal Housing Finance Board, and
a committee of FHLBank shareholders. 1In April, the last of these
studies was issued. The purpose of this hearing is to consider -
the results of the studies and to discuss the Administration's
legislative agenda with respect to FHLBank System reform. The
Treasury Department, in conjunction with HUD, will develop a
comprehensive legislative proposal by the end of the year.
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FROM: Fé Morales Marks

Acting Assistant S

Financial Institutions
SUBJECT: Key open issues on FHLBank reform A
ISSUE:

You asked Assistant Secretary Richard Carnell to provide you, by
the close of business today, with a summary of the key open
"issues remaining to be resolved with HUD regarding FHLBank

reform.

The following is a brief summary of those key issues,

along with a notation of Treasury's tentative position on each.

.REFCorp

a.

Should the internal allocation of the REFCorp obligation be
altered? (We support phasing out the existing shortfall
allccation, so that each FHLBank shares the same
proportionate REFCorp burden.}) :

Should there be statutory restrictions on the amount of MBS
held by the System, instead of the current regulatory
limits? (MBS restrictions should be left to the System's
regulator.) ,

Governance and Regulation

a.

How should the current regulatory and governance authorities

of the FHFB be divided? Where should safety and soundness
oversight responsibility be assigned and where should ‘
programmatic oversight be assigned? (We recommend a five-
member board responsible for the current regulatory
responsibilities of FHFB and OFHEO -~ the safety and
soundness regulation of the three housing GSEs and program
regulation of the FHLBank System.} . .
What should be the role of the System's fiscal agent?
Should it be established in statute and, if so, how? . {The
fiscal agent should be established in statute as part of the
System. We are awaiting analysis by FHFB and by our General
Counsel's Office on the precise role and responsibilities of
the fiscal agent and/or any other System-wide governing
structure. )
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~Capital standards and Structure

a.

Should the System's new capital structure be a one-tier
structure of redeemable common stock that has more ‘
"permanence" than the current stock? ©r, should a two-tier
structure of nonredeemable common and redeemable preferred
be adopted? (Although we continue to await the System's

- final recommendation on capital structure, our position

remains that the existing one-tier structure should be
improved to add more "permanence®" to the existing capital.)

.Under either structure, how should required capital levels

be established? (The formula for required capital should be
based on, but not limited to, the present value of REFCorp,
a credit/management risk component, and an interest rate
risk component.} - : :

community Support Regulations

a.

Should access to advances be predicated on a member's
satisfactory record in community lending, perhaps even
beyond a satisfactory CRA rating? (The program regulator
should not be allowed to limit a member's access to advances

" based on community support requ1rements establlshed by the

program regulator ) ~
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Attached is an outline of our propos'al to
- reform the Federal Home Loan Bank
‘System

The issu'e of the REFCorp payment
formula, which engendered considerable
controversy at today’s hearmg,

| dlSCUSSCd on page 5.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220 -

Highlights of the Administration's
Federal Home Loan Bank System Modernization Proposal

The Federal Home Loan Bank (FHLBank) System’s housing finance mission will
be reinforced through a statutorily-defined statement of purpose and a new
mortgage portfolio requirement. The FHLBanks will have an explicit statement
of purpose that affirms the System's important role in supporting housing and
community development finance, particularly through portfolio lending. Members
will be required to demonstrate an ongoing commitment to housing finance by
maintaining 10 percent of their assets in whole residential mortgages.

System membership will carry the same rights and responsibilities for all member
institutions. The System will be voluntary for all eligible members and
membership rules will apply equally to all System members.

The Federal Housing Finance Board's (FHFB) conflicting roles as System
manager and regulator will be separated. The FHLBanks will manage and
coordinate their own activities, while a restructured FHFB will continue to
provide safety and soundness and program oversight. FHFB's safety and
soundness focus will be reinforced by adding the Secretary of the Treasury to the
Board 4

The System’s capital structure will be strengthened and required capital will be
based on the risks undertaken by each FHLBank. The proposal will:

. specify the rules governing stock redemption;

. require FHFB to establish risk-based and leverage capital requirements for
each FHLBank, as well as prompt corrective action rules that require
remedial actions by FHFB and the FHLBank when a FHLBank fails to
meet its capital requirements; and

. require each FHLBank to meet its capltal requirements by having its
-members purchase sufficient stock in their FHLBank. Each member will
be required to purchase stock in proportion to its total assets,

The System's obligation to pay $300 million annually to help cover interest on
REFCorp bonds (ie., the System's REFCorp obligation) will be more equitably
distributed, thereby making the System more stable. System-wide capital
requirements will provide greater protection for taxpayers. The REFCorp
allocation formula will be changed to a percentage of each FHLBanK's required
capital. An opportunity will be provided for the FHLBanks to develop an
acceptable alternative allocation formula. System capital requirements will
protect taxpayers from the cost of the System's REFCorp obligation and from any
risk from financial losses in the System.
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* Benefits of the Administration’s
FHLBank System Modernization Proposal

J

1. Mission, Activities, and Collateral A

The Admxmstratmn proposes to adopt the following expllcxt mission statement for the
FHLBank System. ‘

The Federal Home Loan Bank System is a profit making enterprise whose purpose is

- to support residential mortgage lending (including mortgages on housing for low- and
moderate-income families), as well as community development lending, throughout
the Nation, safely and soundly, primarily through a program of collateralized
advances to System members. The System facilitates such lending by increasing the
liquidity and improving the distribution of mvestment capital available thmugh its
member institutions.

The Administration’s proposal will:

Affirm the important role played by the FHLBank System in making mortgage
credit available both for residential lending and community development lendmg
by including mortgages on housing for low- and moderate-income families in the
scope of residential mortgage lending and including comrnuruty development
lendmg in the statement. :

Recognize the need for the System to operate safely, soundly, and profitably.

Miniinize credit risk in making advances by retaining existing restrictions
governing acceptable collateral.-

Preserve the link between advances and mortgage lending, which is central to the
System's public purpose, by continuing to require mortgage-related collateral and
by requiring members to maintain at least 10 percent of their assets in whole
residéntial mortgages. ° , '



2. Membership and Terms of Advances

The Administration proposes to offer FHLBank System membership on the same terms
to all eligible members (currently, federal saving associations are mandatory members, -
while commercial banks, state-chartered savings associations, and credit unions are
“voluntary members). All members will have equal access to advances (presently, banks
and credit unions face greater restrictions on their access to advances), and all
. FHLBanks will share the System’s REFCorp and Affordable Housing Program (AHP)
obligations equntably. The Administration’s proposal will:

Strengthen FHLBank managers' incentives to operate their FHLBanks efficiently
and be responsive to their members by allowing all members to vote with their
feet by voluntarily withdrawing from the System.

Give all members the same incentives to ensure their FHLBank is prudently
managed by equalizing the relative risk exposure of all its members.

Strengthen commercial bank and credit union members’ stake in the System by
equalizing their membership rights, improving their access to advances, and
equalizing the cost of advances to all members.

3. Management and Regulation

The Administration proposes to separate the FHFB's conflicting roles as program and
safety and soundness regulator from its role as System manager and coordmator. The -
Administration’s proposal wxll

Remove the inherent conflicts between FHFB's regulatory and managerial
responsibilities, while strengthening all members' stake in the System, by
devolving FHFB's managerial responsibilities to the FHLBanks while retaining
safety and soundness and program oversight responsibilities for FHFB.

Have the System's debt obli‘gétion issued through a centfal office of the
FHLBanks, instead of by its regulator, by replacing the Office of Finance with a
central office of the FHLBanks that will act as the System’s fiscal agent.

Ensure that the System remains safe, sound, and true to its public purpose by
having the Secretaries of Treasury and HUD on the Board.

Make two of the appointed board members part-time, instead of full-time, since
the Board's revised oversight responsibilities will be less time-consuming.
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.
4. Capital
The Administration proposes to strengthen the capacity of FHLBank capital to absorb
losses by establishing stricter stock redemption rules and risk-based and minimum
capital requirements. ‘Additionally, prompt corrective action rules will specify remedial
actions should a FHLBank fail to meet its capltal requn'ements The Admlmstratlon S
proposal will:

- Establish risk-based and leverage capital rules for the FHLBanks by directing
FHFB to develop a risk-based capital requirement consisting of 3 components:
(1) capital for credit risk, (2) an interest rate risk stress test, and (3) additional
capital sufficient for the FHLBank to generate the earnings needed to meet its
System obligations. Regulatory capital requirements will also include a leverage
requirement and a retained earnings requirement. Prernpt corrective action rules
will ensure ongoing enforcement. of these requirements. -

Make all members share proportionally in capitalizing their FHLBank by \
requiring each member to purchase stock in proportion to its total assets. Each -
FHI.Bank will determine its own capital level, provided it satisfies its regulatory
capital requirements.

Specify the rules governing redemption of FHLBank stock by defining the
relevant capital tests and time frames for redeeming (partially or entirely) a
member's stock investment in its FHLBank.

. A member will normally receive payment for its stock in two equal
installments, one after six months, the second six months after that.

. If the FHLBank is experiencing large capital outflows, the redemption
period will extend to 3 payments over 18 months.

. If the FHLBank is undercapitalized, FHFB will reduce (i.e., haircut) any
: redempnon by the mémber's pro rata share of the FHLBank's capital

deﬁmency
. FHFB will measure a FHLBank’s caplta] net of all pendmg stock
' ‘redemptions.
. As under current law, a member that withdraws from the System may not

rejoin for ten years.

. A member that files a redemption notice but then cancels the notice would
pay a fee. The fee would discourage members from attempting to defeat
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- the waiting period or other safeguards on redemption by continually filing
withdrawal notices -- notices filed not because the member actually intends
to leave but because it wants to keep its options open.

- 5, REFCorp

The Administration proposes to eliminate the perverse incentives created by the current
formula for allocating the System's REFCorp obligation among the FHLBanks. Each
FHLBank will contribute to the System's annual REFCorp obligation on a pro rata
basis, based on its required capital. The Administration's proposal will:.

- Eliminate the current penalty on making advances to SAIF-insured members by
dropping the shortfall allocation formula.

-Enhance the FHLBanks' ability to work cooperatively in dealing with the broad
array of new responsibilities being delegated to them by making the FHLBanks
share propomonately in the System's REFCorp obligation.

. Mitigate the incentive to increase risk in order to generate earnings for REFCorp
by relating a FHLBank's share of the obligation to its risk-taking. Since risk-
based capital rules will be applied the same way in setting each FHLBank's
requued capital, each FHLBank's REFCorp payment will be in proportion to the
size and risk of its operatlons

Give the FHLBanks an opportunity to develop an acceptable alternative to the
Administration's proposed allocation formula within 60 days after enactment.

The Administration proposes a System-wide set of capital requirements that would help
protect taxpayers from the risk of absorbing the System's REFCorp obligation. Since
any failure by the System to meet this obligation would directly increase taxpayer costs,
we propose some early warning signals and capital conservation steps to protect
taxpayers. The Administration's proposal would establish the following System-mde
capital safeguards:

. If’System capital falls below $7 billion (currently, it is nearly $14 billion),
the System must submit a System-wide capital restoration plan to the -
FHFB. This capital plan would describe how the FHLBanks, individually
and collectively, will deal with the declining System-wide capital base.

. If System capital falls below $6 billion, no FHLBanks could distribute
retained earnings. This restriction represents a modest first step toward
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conserving capital to prevent a dissipation of retained earnings before, or .
in connection with, withdrawals from the System.

. If System capital falls below $5 billion, no FHLBank could pay dividends.
At $5 billion, the fixed REFCorp obligation wﬂl llkely be considerably
burdensome to all the FHLBanks. .

Questions and Answers on the Administration’s -
FHLBank System Modernization Proposal

Modernizing the FHLBank System

The Systermn kas undergone considerable study over the past few years. What did the.
Administration conclude from these studies? . :

There have bxeen five studies of the System completed over the past two years. The.
studies were mandated by the Housing and Community Development Act of 1992 and
were written by the Federal Housing Finance Board, HUD, CBO, GAO, and the Federal
Home Loan Banks Stockholders Study Committee. - In addition, the Treasury
Department formally commented on the five studies in testimony before the Senate
Banking Comimittee last June. The studies concluded that the System:

] continues to have an important public purpose as a source of liquidity, both
short-term and long-term, to institutions specializing in housing finance; and

m . has weaknesses in its mémbership rules, regulatory structure, and capital
structure, as well as perverse incentives created by the REFCorp allocation -
formula that need to be dealt with in order to ensure the System's safety and
soundness in the future.

How has the System’s membership changed since the 1989 FIRRE4 legislation, which first
permitted commercial banks to join the System?

n Membership composition has changed dramatically, After nearly 60 years of
serving just thrifts, most of which were required to be System members, FIRREA
opened the System to commercial banks and credit unions. '

. As of March 31 1995, there were 5,442 System members, of which 2, 040
were thrifts and 3,285 were commercial banks,
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«  Beginning last month, state-chartered savings associations were no longer
required to be System members. This effectively made membership
voluntary for all eligible institutions, since federal savings associations
(which are required by law to be System members) may leave the System
after first changing their charters.

Why is the A[dmm:stratzon proposing this Iegulatlon? Is there a pmblem today with the
System?

Current weaknesses put the System's future at risk. After Fannie Mae, the System is the-
largest private issuer of debt securities in the country. Yet its unequal membership rules, .
its conflicted regulatory structure, its non-risk-based capital structure, and the perverse
incentives arising from the formula allocatmg its fixed REFCorp obligation necessitate
comprehensive reform.

Membership rules differ based on a member's charter. Such differences treat
members unequally and arbitrarily, and create perverse incentives to take risks.

The regulatory structure has built-in conflicts of interest. A fundamental conflict
exists between the Federal Housing Finance Board's roles as the System's

manager and 1 regulator. The Board is, in effect, managmg the very enterprlses it
is responsible for regulatmg

The System's capital stock lacks resiliency and the regulatory capital rules are
not based on FHLBanks' risk-taking. The FHLBanks must redeem a
withdrawing member's. capital stock at par so long as the FHLBank's capital is not
impaired. Ninety-eight percent of FHLBank capital consists of stock, none of ‘
which would have sufficient permanence to qualify as capital as the term is
generally used. This lack of permanence, combined with a lack of regulatory
capital requirements that take account of the FHLBanks' particular structure and

risks, underscores the need to strengthen the System's capital structure.

The Resolution Funding Corporation (REFCorp) allocation formula
disproportionately burdens certain FHLBanks and creates a perverse incentive to
not make advances to savings associations. The disproportionate financial
burden weakens the System's financial integrity, and the penalty on making
advances to savings associations runs counter to the System's purpose.
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What are the Administration's goals in its modernization legislation?

Promote housing finance through portfolio lending. In that context, the
Administration seeks to encourage mortgage-lending on housing for low- and
moderate-income families, as well as community development lending, through
the System's Affordable Housing and Community Investment Programs and its

‘traditional advances products.

Make membership voluntary, with equal rights and responsibilities, for all
members; o

Improve the government's oversight of the System by giving the FHLBanks full
management responsibility for running the System while focusing FHFB's
oversight on FHLBanks' safety and soundness and their comphance with the
System's public purpose.

Strengthen the System's safety and soundness through risk-based capital
requirements and associated prompt corrective action rules.

Protect taxpayers by ensuring payment of the REFCorp obligation so long as the

System remains a going concern, while removing the perverse incentives created
by the current allocation formula. ‘

Benefits to Eligible Member Institutions

What are the benefits of the Adnunutm'tzons pmposal far institutions that are vquntary
members today?

Removes limit on advances to non-QTL members. All restrictions on advances to
members based on whether they comply with the qualified thrift lender (QTL)
test will be removed. The limit on total System advances to non-QTL members
will also be removed..

Increases their ability to leverage their capital. While most thrifts can borrow
advances up to twenty times their FHLBank stock, some voluntary members may
borrow advances only up to twice their FHLBank stock. All institutions may

- leverage their FHLBank stock to the same extent under the Administration's

propos.a.l

Reduces risk by putting each FHLBank o’n the same financial footing. The
FHLBanks are jointly and severally liable for System debt obligations. While they
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have the same cost of funds and offer similar products and services, the

disproportionate allocation of the REFCorp obligation creates economic
differences among the FHLBanks that increase the earnings pressures in certain
FHLBanks and, through the joint and several 11ab111ty overall System risk as well.

- Strengthens their ownership \clalm on the System Through equahzmg their

membership nghts and removmg FHFB's role in managing the System, voluntary

- members will gain greater say in the operations of their FHLBank and of the

System.
Continues the beneﬁts from:

- immediate access to credit, both for short-term liquidity needs and longer-
term financmg,

. structured financing such as variable rate repayment and other structured
financing that may improve a member's interest rate risk management;

. correspondent services;
. advisory services for interest rate risk management and affordable housing;

. CIP and AHP programs.

What are the benefits of the Admuustm!zons pmposalfor mstx.futxons that are mandatory
memberx today?

Become voluntary members. After a brief transition period, all federal savings
associations will become voluntary System members. At that point, they may
continue to be System members, or they may withdraw from the System under the
terms and conditions specified in the proposal The Administration expects the
vast majority of mandatory members to remain in the System because of the
benefits of System membership, which will be enhanced by this proposal.

Reduces their FHLBank stock purchase requirement. The new risk-based capital
requirements should generally require thrifts to hold less capital than under the
present rules. Provided System membership remains stable, the new capital
requirements should permit mandatory members to gradually reduce their
holdinigs of FHLBank stock.

~ Strengthens their ownership claim on the System..
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] Continues the benefits of System membershlp that thrifts have en_]oyed for over
sixty years '

What are the "equal responsibilities” of System membership that go along with these benefits?

- Maintaining at least ten pei;cent of assets in whole residential first mortgages.

] Directing FHLBank management through selection of boards of directors;

] Ensuring the member's FHLBank has sufficient capital to satlsfy its nsk-bascd
and leverage capital requlrements

| Underwriting the risks taken by a FHLBank on a pro rata basis through a capital
stock investment based on a member's assets;

.- Absnrbmg the cost of the REFCorp and AHP obligations through reduced

FHLBank earnings.
" What are the public benefits of this proposal? ] A
- Protects taxpayefs. Remofriﬁg the perverse incentives inherent in thve current’

REFCorp allocation formula will eliminate the penalty on making advances to
SAIF-insured members while enhancing the ability of the FHLBanks to work
together. These improvements will make the System more stable. At the same
time, prompt corrective action and System-wide capital requirements will provide
additional taxpayer protection.

" Continues the System's important role in increasing the liquidity of mortgage
loans held by portfolio lenders. While the secondary mortgage market is a vital
and growing part of our housing finance system, many home buyers' access to
mortgage credit depends upon community-based portfolio lenders that make
mortgage loans on terms different than those of the secondary markets.

] Increases mortgage lending. FHI.Bank membership reduces the need for a
' member to carry liquid assets on its balance sheet. This allows the member to
hold more mortgages, which are relatively illiquid. Expanded access to advances
by non-QTL members and a strengthened nexus between membership, advances,
and home financing will work together to increase the availability of mortgage
‘ credlt ‘

] Encourages members to become more involved in community development
lending, especially commumty development lending oriented toward housmg For
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exarnple, the AHP and CIP programs, while still relativeiy new, show great

promise. The proposed mission statement takes this development one step.
further to encourage System members to become active community lenders.

Improves the ability of depository institutions to manage their interest rate risk.
Expanded access to advances for non-QTL institutions, risk-based capital
requirements for FHLBanks, advances structured to the asset/liability
management needs of members, and advisory services offered by the FHLBanks
all enhance the interest rate risk management abilities of members.

Establishing a New Capital Structure

How will FHFB determine a FHLBank's regulatory capital réquizement?l

FHFB will establish a risk-based capital requirement and a leverage cavpital requirement
for the FHLBanks. The risk-based requirement will be the sum of three components:

Credit risk: Capital required for credit risk will be no less than the tier 1 risk-
based capital required for well-capitalized banks and savings associations. This
component will cover both on- and off;balance sheet risk exposure.

Interest rate risk: Capital required for interest rate risk will be based on an

interest rate risk stress test developed by FHFB. Such a test will rigorously test a

FHI.Bank's ability to withstand large changes in interest rates, as well as severe

rate volatility and changes in the shape of the yield curve. ‘ '
: : | .

REFCorp and AHP Obligations: FHFB will establish as a third component of
each FHLBank's risk-based capital requirement an amount sufficient to generate
the earnings needed to meet the FHLBank's ongoing obligations, including its
payments for REFCorp and the Affordable Housing Program.

FHFB will also establish a leverage capital requirement for the FHLBanks of no less -
than 4 percent capital-to-assets. '

A FHLBank's effective capltal requxrement will be the greater of the risk- based or
: leverage capital requirements.

To ensure there is some non-redeemable capital in the Systefn, given the voluntary
membership structure being proposed, FHFB will also establish a retained earnings
requiremerit for the FHLBanks. ‘
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WhathII be the role ofretamedeanwzgsmtke regulzxrory capital requzrements? |

FHFB will establish a retained eammgs requirement for each FHLBank. This
requirement should be: : .

n based on an interest rate risk stress test or some other standard as FHFB deems »
' appropriate to ensuring the FHLBank's safety and soundness; and

m - built directly into the nsk-based capztal requxrement or may be a separate
requirement.

How will a member’s stock purchase requirement be set, given these regulatory capzfal
requirements? ‘

Each FHLBank will determine its own desired capital level giv'eh its regulatory
requirements. Each FHLBank will also determine its own desired mix of member-owned
capital stock and retained earnings, given its regulatoxy requirements.

Once a FHLBank determines its desired level of capltal stock, it will issue this stock to
its members on a pro rata basis, based on each member's total assets.

How Iong szI be the trwmtxon fmm :he current capttal reqwrements to these new capital
requirements?

FHFB must make the new capital requirements effective within one year from the date
of enactment, although final completion of the interest rate risk stress test may take '
longer. FHFB will determine the appropnate phase-m of the retained earmngs
requirement.

Once FHFB issues the new capital rules (and thereby informs each FHLBank of its
minimum regulatory capital requirement under these rules), each FHLBank's board of
directors must establish a capital target for the FHLBank, and a transition plan to get
there. Within two years after the new capital rules are effective, all FHLBanks should
be in full compliance with the new capital rules.

T



