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(Government Financial Policy) 


SUBJECT:: 	 Elk Hills 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-I")], [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-l (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 ofOMB 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 ofaction other than the immediate sale of 
the reserve is in the best interests of the United States. 

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

Over the last three months, the Office ofGoverrunent Financial Policy (OGFP), in consultation 
with the Ofl'ice of General Counsel and the Office of Tax Policy, hasdosely participated with 
OMB and the Department of Energy (Energy) in the development of the purchase and sale 
agreement (the "PSA"). , . 



The purp08e 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. 

n. The Elk Bills Naval Petroleum Reserves 

NPR-l is owned jointJy 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-l 
produced over 21 million barrels ofcrude 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 )0 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 ofS3.3 billion. 

Ill. Chronology of Key Events 

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

o 	 Aug;ust 12 -- Energy distributed the procedures for the bidding process to interested 
parties, with the commitment to distribute shortly the draft PSA. 

o 	 August 15 -- Energy will distribute its report on the net present value ofNPR-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 
acce:ptable price that must be exceeded for the sale ofNPR-l to be consummated.) 

o 	 August 20 -- Energy would like to distribute the draft PSA to interested parties. 
(Treasury andOMB's ~pprovalsofthe draft PSA are to be obtained 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 
indk:ated to Treasury and the OMB that it wi)) provide buyers with an opportunity 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. 

o 	 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 



NlPR'-l by February 10.) 

IV. Strudure of the Sale 

Energy hats 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-I); 
and (2) 1;I-smaller interests each equal to 2% of the Assets. Bidders may bid on some or an 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 15nancial advisers prepared a "white pap(~r" that discusses the rationale for the sale 

structure. (Attached at Tab A.) 


V. Key 1:lements of the Purchase and Sale Agreement 

The PSA contains the following important elements that we are reviewing in consultation with the 
Office ofGeneral 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 Febmary 1998, since Energy needs to complete all 
environm~:ntal 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-I assets held by the federal government 
(the "Asse:ts"), provided that the option is exercis<~d by March 10, 1998. The United States must 
exercise the option after the expiration of the "lie before" period unless (I) the Secretary of 
Energy suspends the sale, (2) Congress' passes supervening legislation that prevents the sale, (3) 
Energy's ~:nvironmental review requires additional environmental provisions in the PSA, or (4) 
Justice rai:;es antitrust concerns. 

! . 

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

2. Adj ustments to Purchase Price 

The purchase price will be based on the value ofthe Assets as' of October I, 1997 (the "Effective 
Date"), with the expected closing date ofFebruary 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 tra.ditional commercial transactions, buyers will not receive a period ofdue diligence 
during thf: 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 agg;regate purchase price (Energy must have certainty that the price exceeds the minimum 
price established by the independent assessors). 

After the Effective Date the <·'risk ofloss" due to c.atastrophes 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-l, Energy may 
choose to (1) repair or restore the Asset at Energy's expense, (2) indemnify the buyer for 
reasonablt~ 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 litigation, necessary approvals and the absence of broker's 
comnusslOns. 

The buyer will make similar representatiqns 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 envirorunental 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 envirorunental 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 claims 
occurring prior to the closing date, and (4) damages occurring from Energy's envirorunental ' 
remediation efforts. For all of the items, except the remediation, claims must be raised by the 
buyer before the third anniversary ofthe 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 deduc1:ible), 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 Jegisll:ltion provides that the Secretary ofEnergy "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-l] by the United States." Counsel for Treasury, OMB 
and Energy are working on the issue of how Energy will fund any indemnification that is caned. 

5. Small Refiners "Set Aside" 

The existitlg operations at NPR-l 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 privatiz.ation legislation required that purchasers ofNPR-l continue this set aside, neither the 
Administnlltion's nor the Senate's versions included the provision. During conference, the 
provision was stricken. Nevertheless, Energy has reconunended 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 (:all 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 C:oast 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 pro~ision would not result in more than an "insignificant" change in the purchase price. 

VI. Implkations of Treasury Approval of the ])SA 

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 tenns· "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 reconunendation that the 
Treasury a(~provalof any draft PSA be conditioned upon further consultation iftenns or 
conditions of the PSA are materially changed during the negotiations. 
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HO\loton, T(!JIU 77002·3003, 

Au~~ust 8, ,997 

Ms; PatriCia F. Godley 
~i$taot Secretary for Fossil Energy 

HERBeRT C. WIUiAMSON /II 
Director 

U.S, Department 01 Energy 
Naval Petroleum and 011 Shale Reserves 
1000 ,Independence Aven'ue SW 
Was,hlngton.DC 20585 

Dear Ms. Godley: 

As requested, please find attaclled a summary descrlption 01 the considerations attendant 
to the final formulation of the divestiture strategy reCommended by Credit Suisse First 

, BostC1n tlJ1d Petrie Parkman & Co. This should permit a review of the process and 
rationaJa used ttl amve at the recommended structure. Please let me know should there 
be questions or if additional information would be helpful. . 

Very truly, 

/ ,L'i' " ~~~~ ...~ .. "'r 

Herbert C. Williamson III 
Director 
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Divestiture Strategy FOr~uliltjon 

The stl'iB.tegy select~forlhernonetizatlon Of the Naval Petroleum Res9Ne Numbered 1, ("Elk 
Hills") was that deoormlned to have the greatestllkellho,od of acnieving two stated 'and two 
perceived or assumed objectives. The first two of these' objectives were, as slated in the 1996 ' 
Oefensl;: Authorization Ad; 

, ;' 

to achieve me maximum value for the United States and; , 

to complete'the transaction, or transactions, within the time frame mandated by'the ' 
enabling legislation; (before March 1998). ' 

Ful'1hem,ore, these stated objectives were evaluated within the context, as mandated by the 
enabling legislation. that the United States must divest of all right, title and interesti,n ~Ik Hille. 
This condition as a giVen eliminated any rationale for evaluating or considering any form of 
continuirlg inter-em Including any of 1he several forms Of actual. contingent or future optJons. 
royalty or net profits interests {IO include any formof continuing minerai or economic ownership, 
interest (Ir right) as generally utilized in the extractive industries., Obviously, this premise also J 
ellminat~d from consideration a continuing interest in the form of a govemment corporation. . 
agency or other partially privatized entity and direct Investment vehicles (traded or not) includIng 
ma.ster IIrnit~d partnerships. true royalty trusts and net profits interests (often called "royalty 
trusts-). 	 ' 

The two perceivedand assumed objectives were: 

to conduct an open 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 scrutiny of CQngres&onar oversight, oil and gas Industty observation ~nd 
comment.as well as the examination by any special interest group that might be 
opposed to the moneUzation of Elk Hills or disposed to be critical of the antlclpated 
process and outcome; . , . 

. to conduct a process that would provide. a wide range of credible Interested private 
parties an equa.l opportuni!y to gain an economic interest Elk HiJls through the 
divestrn.mtprocess, ., 

It should bti noted that the advisors inCluded the added and presumed objectives due to their 
, judgment a~te!;lY formulation th,at there ~s no significant potential for conflict 

~~cctives and the stated objectives'or between the two presumed 

. objectives. .' ,. 


Within the c'ontext 01 satisfying the four g'eneral obJectivee doscribed above, the financial 
advisors examined a universe 01 all practical options and alternatives for effecting a di"estitura 
or privatization. AdCnowiedging that any divestiture must be complete and without conUnuins 
Interest, structural aitemativ6e ranged between two general types; 

1. 	 securitization through the sale of financial instruments as either a public offering of 
C01nmon equity (traded and reporting). as a private placement (non·trading but 
reporting) or as a cornbination of such trading end norHrading instruments: 

http:divestrn.mt
http:comment.as
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II.' 	 n,orietization through the sale 01 Elk Hills to oil and gas industry buyers and, 
potentiaJIy. to financial buyers. 

I. ~.ritWirtiott· 
A. Q9.rjl!Tl9n Ssluiti 

The first method considered within the context of sec~rltizatlon was a corporate Initi8J public 
offering of common stock representing all of the United Statss'ln.tersat The value 01 8k Hills 
(assUm(~d to be $2.5-3.0 bilnon for eval~ative purposes), its significant development and 
~plorat(on potential. strong c:ash flow and ability to be capitalized with a modest or quite : 
acceptable level of leverage would an be viewed 81$ decided attributes by potentiai public equity 
buyers. However, there wereothsr factors that would constitute decidedly negative limitations 
in any attempt to affect a divest.ltute through an initial public offering of common equity. These 
limiiatil;ms were evaluated to include:· . . 

, . 	 ,~complete lac.k of generally reCognized and respectsd senior management upon 
which a pubUc Q~ulty Investor could readily depend wlthconfidenee for future 
investment and e~at1ng economic return would be a detlning problem .. The quality of 
management is crlticalln detgrmining tha marke~ valuation 01 any oil and gas company. 
"The valuation 01 a prospective company relative to its peer group·and ex:l&Ung proven 

. mserve base is a function ot management's ability, as demonstrated by record, to 
c.reate or destroy value through its investment decisions. 

2. 	 Allied with the lack of recognized management was the lack of a verifiable track record 
in escalating net reserves and production through the reinvestment of cash flow from ~ 
Of)e rations. While this fact may have been due to chronic underlundlng relative to 
ac.:tual net cash flows from operations because or the Federal Budget process, it was a 
nE!gative factor that had to be considered. 

3. 	 In addition thEire was, for understandable reasons, no reoorci of admInistrative or field 
mil.Oagement cost stiuctUt'9S within appropriate and expBcted privato sector I.evels. 
Withou' a proven reoord of acceptable private sector efficiency levels, the mal1c:~t would 
be unaecepling of anyfarec:asl presuming such and, as with the first two factors, would 
demand a significant discount to acceptable value, defined as a mean of comparable 
market valuation levels. 

. 	 . 
4. 	 ThEl 1act that any newly public entity would consist of only the Elk Hills field would be 

considered by the mar'Ket to have a relatively high degree of asset concentration.· This 
concentrationis termed by analysts as ~slngle field rl51( and is a negative factor in 
arriving at a market equity valuation. Most all companies have a portfolio of properties 
which fact is genarally held to diversify asset COhcentration and thereby to reduce 
spe,::ific risk.· . 	 . 

Of the negative factora cited above, the most limiting were those of (i) no recognized 
management leam with a verifiable record of valu.e creation and (ii) the issue of no record of 
operations or administration with the efficiency level expected by the investment communlty for 
a privatG enH!rprise. Based on rna negative factors dIscussed above, the financial advisors 
concluded to not recommend divestmenUhrough a public offering of common equity. 
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Thore were aiSd 'tWO additlonal bLlt exogenous factors that contributed to notadvoc~tin9 a 

public equity offering. The first was that the sheer size of an offering sufficient to achieve a 

compli~te dlllestttui'e of Elk t:Jills ($2.5 to $3.0 billion) would likely necessitate a niaterialdiscount 

in exc(!ss of the standard 15% djscount to mean market valuations of comparable companies 

that is u9ually required for an Initial public offering. The s.eoond was the fact of equity market 

risk gIven the long lead tJme to prepare for an inltialpubUc oHaring of Elk Hills. At times the 

eQuity 'markets are simply closed to new entrants regardless 01 price or issuer. Insofar as 

divesti~urene8ded to be achieved prior to March 1998, the fact of market dependency would' 

have addedsignlfieant riskto achieving the objective through this method." . . 


B. 	 Altern!""" Secudti8$ 

. In addition tei an Initial public common equity, three other types 01 securities to a.chieve 
divestiture were also considered. MoSt of the negative factors with an initial publkt,01tering of 
common slocl< were also found to apply. alth9ugh to different degrees. to privately pilleed 
equity. traded partnel'5hips and royalty trusts. There were, however, specific: additlonal 
nega.~"'Et fac10rs that added to the reasons tor also rejecting securities 'other than common ' 
stock. 111e three categories of 8.Jternate securities all represent much smaller mai'kets than the 
market for pub~c common stool<. Consequently anyone of them would simply be too small to 
etfidentty absorb the alternate equity sec;uriti~Si of s $2.5 to $3.0, billion independent oil and gas ' 
c9mpany., The discount to comparable mean'ftrm valuations that would be required to attempt 
IIny of. these metho<.is would be more aa--erse than for public cammon equity'.. 	 . 

,. 	Irl the case c;if traded pal1net!!hips (or MI.Ps, etc.) there were particular negative factors 
Inherent in this strLicture. The first was that traded partnerships and other direct 
Investments (unlike common stock and other indirect securities) generate hUable . 
buslness·jl1Corne for investment entities that are otherwis.e tax exempt (pension 
management entities). Consequently, very few financiai ,institutions, which form the vast 
majoniy 01 domestic capital market liquidity, willinv'est In this type of security thereby 
relegating direct investments of this. type to almost eXClusively th~rities 
m::trket. Not only is this market cotnparatively small and insufficient in size for an . 
efl1cient securitlmtion of Elk Hills, but it Is also qtiven by a need to mSke cash 
distributions to provide individual investor a current cash yield as a "fixed income 
altemative... · An income stre~m is also noededto provIde liquidity for tax payments to 
cO'lier the taxable income allocated to investors from partnerships .or direct inlieslment 
stnJctures. As a result of.lIl8S8 factors, tne fully developed potential and consequent 
optima! valUation otCik Hills would net be real/2ed because ahigh !evel (or all> of net 
operating cash flow would not be available for reinvestment In the field. In essence. the 
historic problr;m at Elk Hills of insufficient iiwestment in new drilling and infrastructure 
would be exacerbated by this tYpe of stlUcture. 

ThE! specific problems reviewed above have largely eliminated the traded partnership ~ 
a "I~hicle for the securitization of oil and gas assBts. The e)(tensive Issuance 01 traded, 
oil and gas partnerships in the mid 1980s generally r.esulted in illiquidity, poor cs$h 
returns, poor market valuations and in most cases they have been replaced through an 
exchange offer and conversion to corporate form or-through asset sales attendant to . 
liquidation. AccOrdingly this type of security waS ellminated from consideration. 

( .2. 	 Royalty trusts and net profits interests (burdened and unburdened direct economic 
participation:s) do, at times, provide market valuations comparable to common equity 

http:metho<.is
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. and an!! still viable as a security for; oil and gas asset securitization. However they are 
not viabtefor the djvestltur~ of an asset suCh as Elk Hills for two primary reasonS. The 
first is that, as with a partnership, there is no ability to p,rcVide for extensive cash flow 
.	reinvestment for full value realization in that market val~tions are highly dependimt on , 
current cash distributions. Ware Elk HiUs a fully 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 
I~ntirety of Elk Hills. Notwithstanding these facts, a royalty trust was considered as a 
potentially viable vehicle for a portion ($250 million to $400 million) of the, proved , 
developed prodUcing teserves that could be separated from othElr oil and gas reserve 
asset categories to potentiallv optimize valuation within the context' of other. 
securitization or monetization methods used to realize complete divestiture... 

In summary, none of the methods available under the 98nerl'1l category of securitization were 

judged viable to satisfy the two stated objectives •. 


II. 	Diree!! Sale 

The second category of monetiZatJonconsidered was that of a direct sale to oil and gas industry 
buyers. ~Vithin this category there were four goneral types of potential structures possible: 

A. 	 a single comprehensive saJe of all of Elk Hills to a single purchaser; 
. 	 . 

8. 	 separate sales of discreet sub-diVisions delineated by defined surface topographical . 
demaroation such that multip·te well groupings eould constitute multiple operating 
and non--operatlng working interest sagments or in effect multiple fields potantiaJly 
joined by a development slliance; 

C, 	 salas of interests by separate producing formations resulting in lateral sl.Ib surface 
divisions with discreet operating and non-operating segments for each horizontal 
geological producing horizon; . .. . . . 

D. 	 Ii economic segmentation of the field between an operatorshlp portion and multiple 
undivided non-operating portions - essentially creating ml.lltiple indi\lidl.lal but 
tJl'\divided working interests in the field similar in structure to the economic dMslon of 
most on and gas fields. whether unitized or not. . 

The evaluation of the four general typeS 01 ,asset sale structures was considered within the 
cont9xt of sl~9klng to facilitate bIdding tension by appealing to. all else beingequal,the widest 
and largest !~roup of responsible bidders in order to aid in maximizing value and to aid in 
satisfying thl9 twa assumed objectives regarding the character of the process. A larger and 
more diverstfied bidding group was sought to provide the fact and atmosphere of a very 
competitive ilroc6ss with a high level of general industry Interest to urg~ bid maximi28tion by 
establishing scarcity and desirability. A larger and more diverse universe would also· 
discourage attempts to ~slgnarbetween bidders to limit the range of possible outcomes and to 
make competitive analysis quite difficult by having diverse parties not well known to each other 

. to introduce the possibility of upside irrationality; 

The first strudura considered (A. Above) was the simplest and most dIrect consisting of a 
complete sal~1 of air of Elk Hills to a single industry buyer. The advantages of this process ware 
found to consist of: ., 
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1, 	 Simplicity of process irrthat due to.the absolute large value of Elk Hills there would 
be a ~elativety small universe of potential buyers due to limited finanoial capacity 
and resulting asset concentration' . 

2. 	 Speed of process in that f~i1itating·the required dissemination of initial sales 
information, e:w;change of evaluative infol)'nation, 'due diligericB process and' 
negotiations would irwolve a relatively small group. . 

:3. Assurance of cloSing would be enhanced due·to dealing wtth only a single 
sophisticatoo and eminently well financed buyer. 

. , 
Disadvantages of this structure were conclu~ed to Include: 

4. 	 A high potential of having only a few valid and very similar' biddelli whic:h.:fact could 
prevent the realization of maximum value by having less than the most available ..--­ '1 competitive process , 

5. 	 Neither of the presumed objectives WQuid be satisfied in that the universe of ac::tual 
bidders would be relatively limited and narrow in scope. 

6. 	 The dissemination of information supporting lin ope" process would be limited 11 
only very large Integrated "'major" 011 companies were to conatitute the potential 
universe. 

The !wailable universe of capable industry buyers with a potential interest In Elk Hills 
(doml;:stic. onshore California production) wae judged to consist of the following members: 

Amerada Hess ' . 
Amoco 
Areo 
British Petroleum 
Chevron 
Exxon 
Mobil 
Unocal 
Occidental Petroleum 
Sheri (Cal Resources) 
Texaco 

Of this group a high degree of interest waS quIte probable from only four companies: Arco, 
Chevron, Occidental and Shell. This conclusion was formulated through a review 01 each of 
these "major" company's current upstrearn producing property base, indicrations of core area!!! 
for future concentration and expansion as well as those areas being de·emphasj~ed or 
divested, 'rhis information was,discemed from public indications or as was known through 
investment banking and equity research contacts with these ....arious comp~iBs. With the 
distinct possibility of having only four (or 1ewer) very similar bidders the risk of only mode:;;t 

~mpetitiorr and a rather closed process was con,sidered quite high. 

A u -~o(8 serious disadvantages deemed attendant to the single bU,Yer process,~,. 
\ .' 

determin.ed t t if a segmented approach was possible it would be a preferable stru~ure. 
, Conse Iy structurssproviding for an economic or property'segmentation of the asset were 

--...:~rn ned. 	 ' 

http:determin.ed
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The fi~;t ~f.the segmented structures consld~red wer~ those potentially possible with a property 
division as ouUin9d in structures (8. and C., above). These two forms of segmentationw\,?uld 
producl3simllar benefits, but would also prove to have similar problems and will 'therefore be 
des;:;rlbed together. The obvious beneflt to either method of property segmentation with 
multiple operatorships,would be the material expansion In the number of potential bidders. 
Simply reducing the size of any gjyen transaction to ~ $300 to $500 million per segment range 
would expand the universe of possible buyers ,t!? indude the larger and intermediate. size 
windepei1dent" oil and gas companies. Indicative of the added elass·of potential buyers were the 
tollowins~ companies: ' '. 

Anada",o 
Apache 
6urlington Resources (Meridian) 

Cabot 011 & Gas 

Devon Energy 

Enrcn . 
Enserch exploration' 

Gutf Canada Resources 

Lomak I Snyder 

Louis Dreyfus 011·& Gas 

Marathon 

Noble Affiliates 

Nuevo I Torch Energy 

Parker & Parsley Petroleum 

Pennzoll 

Phillips Petroleum 

Santa Fe Energy (Monterey Resources) 

Seagull 

Union Pacific Resources' 

United Meridisr:l 


With smallQr value packages. there would also be a greater probability of attracting intemational 
bidders possibly including: 

BHP 

ONOC 

~LF 
ENI 

Enterprise· 

Repsol 


( I Santos 

'\ Total 


. Western Mining 

.1' YPF 

/ Smaller :segments would significantly increase the number of companies that could potentially 
'( partiCipate h'l the sales process and thus increase competition, The tact of a much wider 

. bidding group would maKe "signaling" almost impossiblttand 8 gathering·of marketintelligence 
as to others' v~luation methods and strategies very difficult. A larger number of prospecti ....e 
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buyers woUld help to deflect potential claims that the SaIQP~SS favO'red any particular buyer 
or that the process and dissemination of information was limited or In some way.restrlcted. ' 

, , 

, While EI physically segmentad process would provide 'benefits compared to offering the fields as 
a elngl(~ unit, it would alsoprov:ide serious operational and analytical difficulties. that would 
pre....enr. maximum value from being realiz.ed and might place at rIsk the ontire divestiture 
proces~l. As cen be readily recognized, the maximization of operating efficiency and therefore 
the highest net present value are dependent on,Elk Hills and its ~rjous 'reservoirs being. 
produc{ld and m~nag8d on·a unified basis. Issues arising from the prospect ofproperties~ 
(surfaCEI or vertical division) or formations (sub-surface ot horizontal dIvision) being managed by 
competing companies with cflVlded ownership interests would include some of the following
itsms: . . .' , . 

., 

The Shallow oil zone formation overlays two of the three major Ste"en~io[mation 
geologic structures (29R and 31 A) making 11 vertlcal dl....ision determlntRi oy surface 
area ....ery diffi~ult. A division by surface area would attempt to create discreet partial 
ownership positions of several producing or prospective zones without being able to 
delineate with precision either the i::orrespondlng relationship of geologic zone to 
surface area or the quantity of recoverable hydrocarbon by formation segment. To' 
attempt this could result in a drilling frenzy to capture productlon beiore depletion by 
,other owners that would reduce economic'totalvalue. This problem is in part the 

. reason klr the pradice of unltliation,torced pooling and spacing limits by regulation., 

Horizontal division would alsQ be difficult due'to stacked pay zones being present in 
Qxlstlng and prospective wellbores with 8xi!tlng and potential commingled and dual 
completed production to enhance economic returns. Consequently. a vertical or 
horizontal division could dramatically Increase lhe hWmber of new we(/s re~uired to 
drain these S1acked pay ;tones with a corresponding reduction in a buyer's expected 
ffirum. . . 


. . 


High pressure. low pressure and vacuum gathering systems tied to producing 
formadon interval depths. additional overlap 01 gathering lines, multlzone gas 
rcinjec1ion programs and unified proces~ing facilities with conflicting eoonomlc effect 
jf divided, water disposel systems and unified usage faoilities such as LACT (Lease 
Automated CU5tody Transfer) units would all require extensive and redundant· 
surface facilIty modification. 'It ~ould also require a myriad of negotiated 
interdepandet'lt agreements to provide the ability to determine production ownership 
and value through setting tho economic relationship between portions of an entire 
production system designed to be operated as it unified ~ole. Attendant to an 
exte,,~ve modification and expansion of surface facilities to accoinrTi.odate 8 field or 
rormatlon dhrisiori would be a negati ....e environmental impact dUB to an expanded 
surface "footprint-

Other problems with either B 6 or C division were revIewed and could be clll5cussed her; at 
length, however,.lt was readily apparent thatthis structural type WQuld resurt In an inability for.1I 
prospective owners toaehlella maximum operational efficiencies and production. There would 
be a complt~te lack 01 coherent, unified reservoir and field management. Elk Hills would 
eventuaJly halla to be reunitized 'Vtth a ~igh probability of litigation In light of, among other 
reasons, ,no dear uni1ization or pooling guidelines ioGalifomia, From an economic geological 
or operational basis there is no method to efficiently divide Elk Hills into multiple dIscrete 
operating (and non operating) paclcages without a sighfficanr loss of value. Either of these 

http:however,.lt
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methods of divisiOn WOUld prevenf value maximization by any evaluation parameter indudlng 
. .unit operating costs. ,achievement of maximum production. futUre c:apital investmen't with new 

reserve development and ultfmate reclamation coats. Consequently, these divided structures' 
wouldp,recfude tho realization of maximum value. ' 

, ' . 

The final structure Considered (D., above) was 'a configuration whereby the ,United States' 

interesn" the integrated operation !hat is Elk Hills (rvserves, acreage, gathering and 


. processing facUlties, pOwer generatlon. etc.) wOUld be parsed Into multiple undivided segments 
each of which would represent a percentage of the enUre U.S, ownership position. It was , 
determined that the optimal structure would Include one large segment which would comer 
operator.3hipof Sk H~ls and rnu4tiple non-operating segments. It was determined thst to 
ensure the maximum valuation of the operatorship segment. such sBgment had to be large 
enough that potenUal buyers were highly confident that If they acquired such interests, their 
position ~I.S operator would be seC1.lre. The determination was made that transfertitlg:a majority 
interest (at least 50%) in aacn l.Initized zone as part of the operatotShip segment wbuldmeet 
this criteria. Simple arithmatic then dictated that an operatorship segment ot 74% of the United 
States' Interest would include at least 51% of each producIng zone. It would ;also level the 
playing fiE~ld with the other existJngwol1Qng interest owner In that, in order to operate, Chevron 
would nood to secure the sarna operatotship segment "control block" as any other bidder rather 
than to simply add to its existing position (apptoximately22%) to achieve a majority interest. 

It was further determined that in order to afford companies too small to acquire the operatorshlp 
segment ~I valid opportunity to acquire an interest in Elk Hills, several much smaller interests 
would b~ ()ffered, The size (and thus number) of such interests was determined based on 
consideraljon of multiple factors ·Iricluding (i) the likely ma(ket (breadth and compOSition) for 
non-operated interests in a Califomia oil field, (II) the concern of the aequirerof the partners 
would constrain maximum efficient development of the fjeld, and (Iii) the desirability of allowing 
for compai'lies to ac~uire significant flon-operated positions (10% or 20"1..) without artlflCially 
da.signatinl;I the specific.size of such larger non-operatfng blocks. It was determined that 13. 
Z% segml:mts would be optlmal. The undivided I"lOn-operating working Interest segments would 
expand the: potential universe of bidders to potentially indude r"IOn~.oil and gas Industry 
(fin~ncial) buyers that might desire a direct interest but would not be In a position to operate a 
producing field of substantial complexity. For smaller industry independents there would ~Iso 
be en opportunity to participafe through the relatjvely smaller (2%) undivided working interests 
thereby further expanding the universe of potential bidders to induda entitles similar to the 
following I!st; 

8elco Petroleum 

Bellweather Oil & Gas 

Berry Petroleum 

Cross TamberG Oil & Gas 

Cheeapeake Energy . 

C':Jmstock Resources 

H.!r-Cor Energy 

McFarland Energy 

.Vintage PetrOleum 

otJ,er C\PA members as well 


financial or trading buyers: 

8liacon Group 

BI,lckstone Group 

Contour Investments 
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Encap Investments 

First Reserve Corp. . 

Rdelity Management & Research 

Natu~ Gas Pann9rs . 

NGCCorp. 

Pan Energy 

Pruderitiw 

Red Diamond Energy 

TeJas Gas . 


The opportunity to acquire both operating and non-operating interest8 was judged to be quite 
familiar and acceptable to the oil and gas industry in that participation in almost every proclucing 
field in the wor1d is similarly structured. The operating segment would be large enough to 
maintain the Interest of the major companies (approximately $l.BS to $2.22 billlc:mlwbile also 
r:w:ll'iTiH'·lI'r'lg the participation of the larger independents. Assuming a total value tor the United 
Sates' .terest of between $2.5 and $3.0 billion. each 2% segment would represent a value of 

liilatety $50 to $60 mUlion. Increments of this relatively modest size would permit all of 
the inte(medlate and man)' smallsr Independents to participa1e. It lNas also decided that entities 
would bEl permitted to formconaortia or alliances to effect participation thfOugh joint ventures 
and that prospectlve purchases would be allowed to bid on one, some, or all of the various 
segment!:i; The advantages of this struc:;ture were considered"to be: 

1.. 	 An operationally sound and optimally ecor:lQmic str\Jcture for segmentation tha.t 
would permit the full value potential of Elk Hills to be realized through iii 

comprehensive and unified production and development program. 81' securing the 
operatorship segment the field operator Would be assured that its plan for efficiency 
improvements and .accelerated exploration and development would be secure for 
unfettered implamentation. 1nsofa'r as the (eafizatlon of economic.potential will 
provide the highe~tjncrement of \lalue, this fact wOl.lld aid in receiving a maximum· 
price, Furthermore, with only en entity of substantial S\%9 and capability able to 
acquire thBoperatorshlpsegment. the smaller nOrHlperating participants could be 
confident in an aggressive and capable management and devel9pment program to 
effec:;t the economic maXimization of their undiVided Interest. 

. '.''. 
2, 	 By.raducing the size of the control position, relative to offering Elk Hills as a single· 

unit, the unillerse 0' potential buyers was at least trebled given the ability of the 
larger independent Qompanies to partiCipate in bidding for the most valuable 
segment 	 . 

3, 	 Permitting conventional undivided working Interests as small as 2.0% would prodU~B. 
the potential for at least one hundred identified entities 10 participate. The smaller 
operating segment combined with relativ~ly modest mfJltiple non~peratjn9 
segments were together found to produce the largest number of potential bidders 
within'the conatraint of maximizing economic value through unifIed field 
management. .. '. " 

4. 	 This structure also provided for flaxibllity through permitting bids for all 01 the field, 
the operating segment and from one to all of the 2% non-operating segments, 
indi\lidu~ly.or in any combination. . 

http:indi\lidu~ly.or
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5~ The wider universe of potential buyerS aids in achieving the two assumtJd objectives 
, of a broader disseminati~n of information and a more open process.. ' 

In.summary, the sale of individual undivided interests was recommended as the best viable 
alternative for monetization. this method preserved the compeiling economic; imperative of a 
potential for full valuatton through unified management and development At the same time, the 
largest E:tnd widest potential universe of buyers could be SOL.\ght through having segments small 
enough to encouragG the participation of all but the least substantial industry participants. 



..... 
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," LinutBtions ~n Seller's Indemnificatio~ or Buyer'fl' 	 ,

', , , , :" 

' " ,,)' 
!Description()f~~ilUiiti~ obli~~on 

, , ,. 

,< 	 , 
" , 

Material breach of SeUer's re~ntations 'Or warranties 
(§ 12.1(a)(i)) 

Persona] injury or property damage ari.sing prior LO the 
Closing Date (§ 12.l(a)(ii)(A» 

Breach or default under Assumed Conlract~ prior to the 
Closing (§ 12.l(a)(ii)(B» 

Third Party Claim otller than by a eJOvemmental 
AutllOrily because, of Seller's failure: to perfom 
Remediation 

-
Remediation required by Governmental Authority of for 
(i) On-going Remediation SHes, (ii) New Sites and (iii) 
Federal Sites (§ 12.l(a)(iv» 

TIlird Party Claims arising (rom Seller's disposal of 

Environmental Contamination (§12.l(a)(v» 


Persona] injury 1:0 or death of any employees of Seller 
or its COnlractor:; while conducting post-closing 
Remediation 

'. . 

Notice of 
~in 
3yrs 

Yes 

Yes 
~ 

Yes 

No 

No 

No 

No, 

" 	 Subject 
to $2SK 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

No 

'Subject to 
$tOMM " 
deductible 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

No 

" " 

.. .' 

,,'.',:':. ' ,Sub)ect~, I, 

overaU limit of' , 
,10% or .all B~ , 
PurchaSe Prices 

Yes 

Yes 

.­
Yes 

Yes 
.: .:: 

Yes, 

Yes 

Yes 

Limits,tions on Seller's Liability ror Environmental Matters for which Seller is ResponsibleI 
Description 

, , 

Subject 
to $2SK 

Subject to 
$tOMM 
deductible 

Subject to overaU 
limIt of t 0% of all 
Base Purchase 
Prices 

On-going Remediation Sites (§12.1(a)(i)(l) No No No 

New Sites (§ 12.7(a)(i)(2) and (3» 
(i.e., eit-ler (A) Unknown Environmental Site identified 
within :;, years or (B) Known Environmental Site, On-
Going Remediation Sites or Unknown Envirorunental 
Siteswhere SeUer previously acbieve(fCompletion that 
needs additional Remediation becaus« of certain events) 

Yes· Yes Yes 

Federal Siles No No No 

/ 



L 
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" . \ .' 
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LIABILITY LIABILITY 
UNTIL AFTER 

CLOSURE CLOSURE 
. COMPLETE COMPLETE 

ON-GOING ANY NPR-l LANDS . SELLER SELLER . BUYER 
I 

REMEDIATION SITES 

KNOWN BUYER 

ENVIR9NMENTAL 


SITES (already closed) 


ANY NPR-l LANDS N/A N/A 

BUYER 
UNKNOWN 

LD. SELLER SELLERANY . 
WITHIN NPR-l 


ENVIRONMENTAL 
 3 YEARS LANDS - .~ 

SITES 
LD. AFfER ANY BUYER BUYER BUYER 
3 YEARS NPR-I LANDS 

FEDERAL S[TES U.S. LANDS ONLY SELLER SELLER SELLER 

Il is assumed that Chevron will contribute to closure and liability costs paid by Sellerandlor Buyer for 
contamiilation !hat arose rrom UPC operations. 

2. 	 If allY Known Environmenlal Site or on-going Remediation Site is reopened wi!hin 3 years after 
closing. Seller would Wive "Closure Responsibility" and "Liability Until Closure Complete" until site is 
~~~ . 

3. 	 As belwl~n Buyer and Seller, Buyer is responsible for cOntamination arising afterClosmg. 
4. 	 Neither Buyer nor Seller assume responsibility for any contamination on CbevronLands Caused by 

persons other than SeUer or its agents (e.g.• during Unit operations under the UPC). 
5. 	 At present, the Purchase Agreement does not directly cover conlatltination off NPR-l. 
6. 	 THIS T.ABLE DOES NOT DEPICT ALL SITUAnONS UNDER PURCHASE AGREEMENT. 



DEPARTMENT OFTHE TREASURY 
WASHINGTON, D.C. 20220 

BRIEFING 

,August 14, 1997 

MEMORANDUM FOR 	 SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 

UNDER SECRETARY HAWKE 

GENERAL COUNSEL KNIGHT 


'FROM: Mozelle W. Thompson~ '. 

Principal Deputy Assistant Secretary 
(Government Financial Policy) 

Peter Necheles ~.~ , 

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 ofthesale of the 
interest of the United States in the [Naval Petroleum Reserve Numbered 1 ("NPR-l")], [are] 
subject to the review and approval by the Secretary [of Energy], the Secretary of the Treasury, 
and the Director of the Office ofManagement and Budget." 

The Secn:tary of Energy is directed to sell the government's interest in NPR-l (the "Assets") "in 
a manner consistent with commercial practices and in a manner that maximizes sale proceeds to 
the Govemment." The legislation also provides that the Secretary ofEnergy and the Director of 
OMBare to set the minimum acceptable price for the Assets. Additionally, the Secretary of 
Energy and the Director ofOMB 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. ofaction other than the immediate sale of 
the reserve is in the best interests of the United States. 

To assist in the development and implementation of the sale, the Department ofEnergy 
("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 ofGovernment Financial Policy (OGFP), in consultation 
with the Office of General Counsel and the Office ofTax Policy, has closely participated with 
OMB and the Department of Energy (Energy) in the development of the purchase and sale 
agreement (the "PSA"). 



The purpose ofthis memorandum is to (1) familiarize you with the nature of the Department's 
role, (2) 'su~arjze our work to date, and (3) identify key issues in the PSA. 

II. The Elk Bills Naval Petroleum Reserves 

NPR-l is owned jointly by the U.S. government and Chevron USA, and is'operated under a 1944 
agreement (the u.s. governrnellt owns approximately 78% of the interest in the field). NPR-l 
produced over 21 million barrels of crude oil in 1996 arid ranks among the 11 largest domestic 
producing oil fields in the lower 48 states. It is alSo one ofthe top 10 producing gas fields in the 
nation, producing almost 360 million cubic feet ofnaturaI gas per day. In preparation for the sale, 
two reserVe reports of the entire field (including Ghevron'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 rep,ort establishes a present value of the reserves (at a 10% 
discount :rate) in excess of $6.3 billion. The Ryder Stott report establishes a present value of the 
reserves (also at a 10% discount rate) in excess ofS3.3 billion. _ ~ 

ill. Chronology of Key Events 

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

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

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

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 
di~,tribute to potential purchasers.) 

o 	 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.) , 

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

o 	 January 1998 -- the negotiated contracts will be submitted to the relevant conunittees 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~I by February 10.) 

IV. Stnlchl.re 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-l); 

and (2) 13-smaller interests each equal to 2% ofthe Assets. Bidders may bid on some or all of 
the undivided interests bejng 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 salC? 
. structure. (Attached at Tab A.) 

V. Key :Elements of the Purchase and Sale Agreement 

The PSA contains the following important elements that we are reviewing in consultation 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 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 bidde·r 
to purchase an undivided percentage interest in the NPR-l 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 fonn 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 ofOctober 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 ofthe Assets. 

http:Stnlchl.re


Unlike traditional commercial transactions, buyers will not receive a period ofdue diligence 
during the period between the Effective Date and closing. Energy, based on the recommendations 
of its inv'estment bankers, has elected. this structure to reduce the likelihood ofsubstantial changes 
to the aggregate purchase price (Energy muSt have·certainty that the price exceeds the minimum 
price established by the independent assessors) . 

. After the:: Effective Date the "risk of loss" due to catastrophes generally is passed to the buyer. 
HoweveJr,ifany portion of the Assets is materially damaged or destroyed before closing as a 
direct result of actions by Energy or its contractor tluit is currently operating NPR-l, 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 \vill make the traditional representations and warranties regarding'its authority, 
perform,mce, the absence ofmaterial litigation, necessary approvals and the absence of broker's 
commissions. 

The buy(~r \viU make similar representations and warranties, as well as that it has not relied on any 
representation or warranty oth~r than those expressly provided in the PSA, and that the buyer is 
"knowledgeable" and purchasing the Assets for its own account, and not \vith an intent to make a 
distribution \vithin the meaning ofsecurities laws. 

, For both Energy and the buyer, the representations and warranties survive for a period of three 
years aft,er 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 1.0 the closing date if they are identified \vithin three years. We understand that OMS 
advocate::s 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) contractiJal 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. 



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 ofEnergy "may extend such indemnities and 
warranti(:s as the Secretary considers reasonable and necessary to proteCt the purchaser from 
claims arising from the ownership in [NPR-l] 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-l provide for a small refiner "set aside" of25% of the proguction 
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 ofNPR':l 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 a provi~ion be included in 
the PSA that would require the buyer of the 74% interest in the Assets (the "Opernto~') to 
provide 2l 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 $0.1 0 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. 
Addition.ally, 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. ImpJicationsof 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 hav~ ·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 if 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 

MEMORA.NDllM FOR SECRETARY RUBIN 

FROM: Mozelle W. Thompson~ 
Principal Deputy Assistant Secretary 

(Go\:ernment Financial Policy) 


Peter C. Necheles ;;: J.-w 7N 

Policy Advisor 

(Ciovernmenl Financial Policy) 
 - -. 

SUBJECT: Elk Hills Naval Petroleum Reserves 

Afler revie\ving our August 14 memorandum on the sale of the (iovernment' s interests (the 
"Assets") in the Elk Hills Naval Petroleum Reserves (the "NPR-l"), you raised several questions. 
This note clddresses your inquiries. 

J How is a aC{l/al sales price (nol base price), determined? / gather a auction ofsome sort? 

Energy is required to estahlish a minimum acceptable price for the Assets, which must exceed 
the nct 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 Assets being offered by 
Energy: (1) an "ownership" interest that will assure the holder at least 51 <Yo interest in NPR-I : 
and (2) 13 smaller investment units. Offers may be made for one, some or all of the offered 
illteres[s in any combinatiol. 

l:ncrgy expects to conduct 1urther negotiations with bidders that meet the minimum acceptable 
price and lhe essential terms and conditions set forth in the Purchase and Sale Agreement. We 
arc in discussions 'with Energy concerning the 'extent of Treasury and OMB involvement in the 
negoti<ltion process .. 

2. (Re. SlruClure 0.1 Sale) /., Ihere a bidding process? 

As set lorth above, there wi II 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 reserve reports, and the operating history for the NP R-J. As a . 
condition fi)r partiCipation, however, bidde.rs are required to execute non-collusion agreements. 

On Augusti 3. the bidder." were provided with the bidding proccdurt~s, and Energy hopes to 

provide bidders with a (oj)) 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 ofPSA, as modified by the bidders. Upon receipt of the bids, Energy has reserved the right 
to fUliher negotiate with bidders. Energy has directed bidders to indicate whether their offer is 
for all of the interests, or pans thereof. The investment bankers will advise Energy on which 
offers will maximize proceeds to the federal government. 

Energy will tl1ereaftcr negotiate will individual bidders to clarify terms and conditions, as \vell as 
to 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. I gather 
an auction of some sort? 

Pa~e 3 -:- Structure of Sale 
Is this a bidding process? 

Page 5 - Implications of Treasury Approval of the PSA 
Agreed. 

Attachment 

J 
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Policy Advisor 
(Government FII18llcial Policy) , 
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DEPARTMENT OFTHE TREASURY 
WASHINGTON, D.C. 20220 

August 14, 1997 ­

MEMORANDUM FOR 	 SECRETARY"RUBIN 
DEPUlY SECRETARY SUMMERS 
UNDER SECRETARY HAWKE 
GENERAL COUNSEL KNIGHT 

FROM: Mozelle W. Thompson~ . <---~ \ 
JPrincipal Deputy A.ssistant Secretary 

(Government Financial Policy) ­

b .... 1< L~~)
I. 	 Overview I ~ r ---c..c ./ ~ 

- _ .~r ..... , ,..•...[. '1 rJ.~ 
By statute, the "draft contract or contracts. including the terms and provisions ofthe sale of the 

interest c.fthe United States in the [Naval Petroleum Reserve Numbered 1 ("NPR..:-r")], [are] 5", , 

subject to the review and approval by the Secretary [ofEnergy] , the Secretary of the Treasury, t.. ..... 


and the Directororthe Office of Management and BUdget." . - -----"" "l '"'c..r~ 


The Secretary ofEnergy is directed to seU the government's interest in NPR-l (the "Assets") "in '1 .f-:. <-{ t. 


a manner consistent with commercial practices and in a manner that maximizes sale proceeds to r'".., S . 

the Government." The legislation also provides that the Secretary ofEnergy and the Director of 

OMB are to set the minimum 8cee t b ' or the Assets. Additionally, the Secretary of 

Energy and the Directofo MB are provided with e thority to cancel the sale if they jointly 

determim~ that (a) the sale is proceeding in a manner inconsistent with achievement of a sale price 

that reflects the full valuyflhe IQitIve. or (b) a course of action other than the irrunediate sale of 

the reserve is in ~iriterests of the United States. ­

------. 
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-bllSed investment 
banking 61111 with experienCe in petroleum sales), as well as the law fum O'Me\veny & Myers. 

Over the 1ast three months. the Office of Governmen( FinanciaJ Policy (OGFP), in consultation 
with the Office of General Counsel and the Office of Tax Policy. has closely 'participated with 
OMB and the Department ofEnergy (Energy) in the development of the purchase and sale 
agreement (the "PSA"). 
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The purpose Ofthi.. ·s memorandum is to (1) ~~you ~th the ~f-t~DepartmenCs 


role, (2) S\Jll1lIW1Zt our worle to date, and (3) Identify~~~.P~ .. 


II. '(he Elk Hills Naval Petroleum Reserves . . -."~-." . 	 . 

NPR-I 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 mtere3t in the field). NPR-l 
produced over 21 million barrels ofcrude oil in 1996 and ranks among the 11 largest domestic . 
produoUlgoil fields in the lower 4g states. It is also one of the top 10 producing gas fields in the' 
nation. producing almost 360 million cubic feet ofnatura1 gas per day. In preparation for"the sale, 
two reSi::rve reports ofthe entire field (mcluding ChevTon's interests) were prepared; an "upside 
study" conducted by Energy,. and a study conducted by an independent oil and gas assessor, the 
Ryder Scott Comp.any. The upside report estahlish~ a present value ofthe tesery~ (at a ·10% 
discount: rate) in excess ofS6.3 billion. The Ryder Scott report establishes a present value of the 
reserves· (also at Ii. 10% d~ excess of$3.3 billion. '., _ ­

ilL Chronology of Key EveDts 

o 	 May - Energy published a solicitation ofthe government's interest and has since 

established a'prOGess for interested parties to have access to relevant information. 


o 	 August 12 •• Energy distributed the procedures for the bidding process to interested 

parties, with the commitment to distribute shortly the draft PSA. 


o 	 August 15 ~ Energy will distnbute its report on the net present value of NPR-l if it were . 
to Continue to be held by the fedend government. (The authorizing legislation requires . 
that Energy retain independent assesSOfi to a.s..sist with the est.ablislunent of a minimum 
acceptable price that must be exceeded for the sale ofNPR-l to be consummated.) 

o 	 August 20 -:- Energy would like to distribute the draft PSA to interested parties. 

(Treasury and OMB's approvals of the draftPSA are to be obtained before Energy may 

distnbute to poientialpurchasers.) '. 


o 	 October 1 •• bids "Will be due. This date will be the effective date of the PSA (Energy has. 
indicated to Treasury and the OMB tl;at it will provide buyers with an opportunity to 
propose changes to the draft PSA) 

o 	 October through early-November -- negotiations VliU take place in Houston on the price 

and any proposed changes to the PSA. . 


o 	 January 1998 •• the negotiated contractS will be submitted to the relev~t committees o( 
Congress for the 3 I-day "lie before." 

. 0 	 February 1 0, 1998_-- is the scheduled closing date; (Subject to its authority to suspend the 
sale, Energy must enler into one oc more contracts for the sale of its entire interest in 

! 
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.~rPR~l by February 10.) 

IV. Strtu:ture 'urthe Sale 

Energy ~as elect~ to offer the Assets in two types ofinterests;· (1) an "operato~ interest equal 
. to 74% Ctfthe Assets (guaranteeing the purchaser an interest in overS 1 % of the entire NPR-l); 
and (2) 13-smaIler interests each equal to 2% ofthe 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 d.i.ff'erent PSAs. . 

Energy's financial advisers prepared a "white paper" that discusses the rationale for thesa1~ 
structure. (Attached at Tab A.) 

V. Key Elemcntsof tbe Purchase and Sale Agreement 

The PSA contains the following important elements that we are reviewing in consultation 'With the 
Office of General Counsel: 

1. Option Agreement 

Energy has structured the sale to require award _..J ~xecute the PSA in late..Octobcr or·· 
early-November. along with an Option Agreem~ould also sign the Option 

. Agreeme:nt, but would not sign the PSA until February 1998. since Energy needs to complete all 
enwofUllentaJ 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 per~t.age interest in the NPR-] assets held by the federal government 
(the "Assets"). provided that the option is exercised. by March 10, t 998. 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 ~se purchase price in the form of a letter of credit. The LC must be irrevocable and 
immediaielyarawable UilUlt upon the presentation of a sight draft. . . 

2. Adjustments to Purchase Price 

will be based on the value of the Assets as orOctober I, l~the "Effective 
Date"), '.lo'l t e ected closing date ofFebruary 10, 1998. Adjustments will be required for 
production and ope . g expenses during this period. e base n "11 be decreased for the 
net proci:eds from the 0 eration of the Assets. 
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Unlike traditional commercial tra.nsactions. buyers will not receive a period of due diligence 
. during the 'period between the Effective Date and closing. Ena-gy, based on the recommendations 
of its irivestq\en't bankers, has elected this &tructure to reduce the likelihood ofsubstantial changes 
to the ag.gregate purchase price (Energy must have certainty that the price exceeds the minimum 
price established by the independent assessors). 

After the Effective Date the "risk ofloss" due to ~oph~ generally is passed to the buyer. \ 
Howevc;r. if any portionofthe Assets is materially dama.ged or destroyed before closing as a 
direct f(!SuIt of actions by Energy or its contraCtor that is currently operating NPR·l, Energy may 
choose lto (I) repair or restore the Asset at Energy's expense, (2) inderrinifY the buyer for 
reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do not!Uns 
and pennit the buyer to terminate the PSA. 

. ;3. Representations a.nd Warranties 

Energy will make the traditional representations and warranties regarding'its authority. 
perfonnance, the absence of rnateriaIlitigation, 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., arid that the buyer is 
"knowlc~gea.ble" and purchasing the Assets for its own account, and not with an intent to make a 
~istribution within the meaning of securities laws. 

For both Energy and the buyer. the representations and warranties survive for a period oftlu-ee 
years after the closing date. . . 

4. Indemnification and Environment 

Ene;rgy has proposed a range of indelTUlification obligations and environmental obligations to 
buyers that are considered, by Energy's investment bankers, to be consistent·with conunerciaJ 
practice:s. One item that we understand is not the conunercial norm is Energy's agreement to 
continue remediation activities on environmental sites that are currently being undertaken. Energy 
also COlruruts to conduct remediation activities on environmental.sitcs that were not known to 
buyer prior to the clos~ng date if they are identified v.ithin 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) pe~~onal 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 indemn.i.fication obligations are limited 
by a $25.000 minimum claim amount, a S 1 0 million threshold for all claims (which is in the fonn 
of a de<4uctible), and an overall cap for indern.rufication at 10% of the base purchase price. 
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Energy'll outside counsel prepared a table that sets forth the range of indernni1ications and 

environm~ obligations. (See Tab B.)· . 


The legiislatiori provides that the Secretary ofEnergy "may extend such indemnities and 
warranties as the seCretary considers reasonable and ne<:ieSsary to protect the purchaser from 
claims al1sing from the ownership in [NPR-I] by the United States." Counsel for Treasury, OMS 
and Energy are working on the·issue ofbow Energy will fund any indemnification that is called . 

. ~j. Small Refiners "'Set Aside" 

The «<cisting operations ~t NPR-l provide for a small refiner ~set aside" of25% of the pr~duction 
at the bid price for the crude oil sold at auction (the market price). While the House version of 
the priV2~tization legislation required that purchasers ofNPR-l continue this set aside, neither the 
Administration's nor the Senate's versions include(rthe provision. During confeumce; the 
provisio:11 was stricken. Nevertheless, Energy has reconunended that a provision ~ 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 ofthree years up to 25% of the production 
of crude oil. Unlike the existing set aside, the small r.efiners would be charged an administrative 
fee of$0.10 per barrel. 

Energy believes· that this provision m..akes 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. 
Additiorlally, Energy believes that the inclusion of the set aside would preempt antitrust issues at 
the Stat(~ ofCalifomi a 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.. Impliutions of Treasury Approval ofthe 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 apl)roved by Treasury and OMB, provided that Energy consults with Treasury in the event 
that the modified agreements have terms "less favorable eco!"omically to the Government than 
those induded in the draft of the agreement provided" to the Treasury. 

After consultations with the Office ofGeneral Counsel, it is our recommendation that the 
Treasury approval of any draft PSA be conditioned ~fterrns or "< (' r c..d. 
conditions of the PSA are materially changed during the negotiations. . J 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 

BRIEfING 

AugusU 5, 1997 

MEMORANDUM FOR SECRETARY RUBIN 

fROM:· Mozelle w: Th\)mpSOn~ 
Principal DepUl) Assistant Secretary 
(Government Financial Policy) 

Petcr ('. Necheles ~-; hi 7101 
Policy Advisor 
(Government r· inancial Policy) 

SUBJECT: Elk Hills Naval Petroleum Reserves 

After rcviev,;jng our August 14 memorandum on the sak of the Government's interests (the 
"Assets") in the EI k Hills Naval Petroleum Reserves (the "NPR-l "), you raised· several questions. 
This note addn.:sses your inquiries. 

1. How is a acll/al sal.:.)' price (not hase price). de/ermined? I Kather' a auction (!{some sort! .. 

~ 

Energy is required to establish a minimum acceptable price f(Jr the Assets, which must exceed 
thi: net present value calculated by tIve independent assessors lor a continued ownership in the 
Assets by the federal government. There are two types of interests in the Assets being offered hy 
l-:nergy: (I) an "ownership" interest that will assure the holder at lc:ast 51 % interest in NPR-I; 
and (2) 13 smaller investment units. Offers may be made f()]' one, some or all of th~ (;ncred 
interests in any combination . 

. Energy expects to conduct further negotiations with bidders that meet the minimum acceptable 
price and the ·:;:.ssential terms and conditions set forth in the Purchase and Sale Agreement: We 
arc in discussions with Energy concerning the extent of Treasury and OMB involvement in the 
negotiation pn )CCSS 

2. (Re: SlruClllre IJ/Sa/e) Is there a hiddiflK process? 

As set i<)rth ahove, 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-l. As a 
condition for participation. however, bidders are required to execute non,..coUusion agreements. 

On August 13. the hidders WL're provided with the bidding procedures. and J;nergy hopes to 
provide hidders with (l copy of the draft purchase and sale agreement (the "[lSA") within the next 
week. 



Energy has ~stablished a deudline of October I, 1997, j(lr the submission of bids along with the 
form of PSA, as modified by the bidders. Upon receipt of the bids, Energy has reserved the righl 
to further 1lI:.'g:otiate with bidders. Energy has directed bidders to indicate whether their offer is 
j()r all of lilt: intereSlS, or parls thereol: The investment bankers will advise Energy on which 
() ITers wi II max imize proceeds to the Jederal government 

Energy will thereath:r negotiate will individual bidders to clarity .Lerms and conditions, as well as 

10 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. I gather 
an auction of some sort? 

Page 3 ;,- Structure of Sale 
Is this a bidding process? 

Page 5 -- Implications of TreaslIO' Approyal of the PSA 
Agreed. . 

Attachment 
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DEPARTMENT OFTHE TREASURY 
WASHINGTON, D.C. 20220 

BRlEFING 

August 14, 1997 

MEMORANDl)'M FOR 	 SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 
UNDER SECRETARY HAWKE 
GENERAL COUNSEL KNIGHT 

FROM: Mozelle W. Thompson~ . 	 ~T-'0<,~\ 
J'Principal Deputy Assistant Secretary 

(Government Financial Policy) 	 (~ 'A) 

Peter Necheles ~~ 

Policy Advisor 

(Government FUlancial Policy) 


SUBJECI': Elk Hills Naval Petroleum Reserves 

b ""/'l ILA .... _) . 
I. 	Overview I ~ , ~ .J ~ 

. ~r~ , ,.. • ..J, 1.".~ 
By statute, the "draft contract or contracts, including the terms and provisions of the sale ofthe . 
interest onhe United States in the (Naval Petroleum Reserve Numbered 1 (''NPR-l'')], [are] 5.., , 

subject to the r~ and approval by the Secretary [ofEnergy] , the Secretary oCthe Treasury, .
4. <v 

and the Dir,ector of the Office of:Management and Budget." -, - > "I. ....::.,.r~ 

The Secretary ofEnergy is directed to seUthe g~vernmcnt's interest in NPR~1 (the "Assets") "in '1 ..i-:.<-{(. 

a manner consistent with conunercial practices and in a manner that maximizes sale proceeds to .('<>.;s;- . 
the Goveminent." The legislation also provides that the Secretary ofEnergyand the Director of 
01vfB are to set the winimurn a . or the Assets. Additionally, the Secretary of 
Energy and the DireCtor 0 MB are provided with e thority to cancel the sale if they jointly 
detennine that (a) the sale is proceeding in a manner inconsistent with achievement of a sale price 
that reflects the full valu.Hftbc rcscxYe. or (b) a course of action other than the immediate sale of 
the reserve iis in ~nterests of the United States. , 

, To assist in the development and implementation ofthe sale, the Department ofEnergy 
("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 FinanciaJ Policy (OGFP), in consultation 

with the Office of General Counsel and the Office of Tax poUer. has c10sely 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) familiarize youwilh the n Department's 
role. (2j SUIII!II3riZe our work to date. and (3) IdentifYZ~.PSA 

II. 'Illc Elk Bills Naval Petroleum Reserves .' ­
, .' '. 

NPR-l is ,)wnecijointly by the U.S. government and Chevron USA, and is operated under.a 1944 
agreement (the U.S. government owns approximately 78% ofthe irlterest in the field). NPR-t 
produced over 21 million barrels ofcrude 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 ofnatural gas per day. In preparation for the sale, 
two reserve report$ of the entire field (mcluding Chevron', inlerests) were prepared: an "upside 
study" COi\ducte.d by Energy,. and a study conducted by an independent oU and gas assessor. the 
Ryder Scdtt Company. The upside repon estahlish~ a present value ofthe reserves (at a 10% 
discount rate) in exceu of$6.3 billion. The R.yder Scott r~pon establishes a prCiCllt value ofthe 
reserves (also . at a lOOIa diScOunt i'iiICJ1n excess of$3.3 billion. _ ­

m. Chn::toology of Key Eveots 

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

. . 	 . 

o 	 August 12 -. Energy distributed the procedures for the biddini process to interested 
parties. wi~h tbe conunitment to distnbute shortly the draft PSA. 

o 	 August 15 -- Energy will distnbute its report on the net present value of NPR·l if it were 
to Continue to be held by the fedenJ goverrunent. (The authorizing legislation requires 
that Energy retain iridependent assesSOf1 to assist with the establishment ofa minimum 
acceptable price that must be exceeded for the sale ofNPR-l to be consummated.) 

o 	 August 20 - Energy would like to distribute the draft PSA to interested parties. 
(1'reasury and OMB's approvals or the drafiPSA are to be obtained before Energy may 
distnbute to potential purchasers.) 

o 	 October 1 -- bids will be due. This date will be the effective date oftbe PSA(Energy has 
mdicated to Treasury and the OMB that it will provide buyers with an opportunity 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. 

o 	 January 1998 .- the negotiated contractS will be submitted to the relevant committees of 
Congress for the 3 I-day "lie before," 

o 	 Fj;:t)ruary 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-I by February 10.) 

IV. StruCltUreofthe Sale 
. . 

Energy has,. el~ to offer the Assets in two typeS ofi.nteresta: (1) an "operator'~ interest equal 
to 14% of '[be Assets (gua.rante:cini the purchaser an interest in over S1% of the entire NPR-I); 
and (2) D··smaller interests each equal to 2% ofthe Assets. Bidders may bid on some or all of 
the undividecl inte.rests being sold by Energy, Therefore. there may be OPe. some or fourteen 
different pllrchasers, along with up to fourteen different PSAs. . 

Energy's financial advisers prepared a "white paper" that discuiSCS the rationale for the sal!! 

. structure. (Attached at Tab A) 


v. Key Elements of the Purtbase and Sale Agreement 

. The PSA contains the following imponant elements that we are reviewing in consultation with the 
Office of Genera1 Counsel: 

1. Option Agreement 

Energy has structured the. sale to r~uire award -..1 ~xrx;:ute the ,PSA mlate:-0ctober or 
early-November, along WIth an OptIon Agreem~ould also Sign the Option 
Agreement, but would not sign the PSA until February 1998, since EnCfgy needs to complete all 
envirorunental 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 purch.a..s.e an undivided percentage interest in the NPR-I 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 oftheUlie before" period unless (I) the Secretary of 
Energy suspends the sale, (2) Congress passes supervening Jegislation that prevents the sale, (3) 
Energy's Emvironrnental review requires additional environmental provisions in the PSA, or (4) 
Justice raises antitrust concerns. 

Along witb the Option Agreement,' the prospective buyer would provide a deposit equal to 10% 
of the ~~ purchase price in the form of a letter ofcredit. The LC must be irrevocable and 
imrnediate~ ~pon the presentation ofa sight draft. . " 

2. Adjustments to Purchase Price 

Ghe pur~ase .. will be based on the value of the Assets as of October I, I~the "EffectiYe 
Date"), WI e ected closing date ofFebrua.ry 10, 1998. Adjustments will be required for 
production and ope . g expenses during this period. e base n "11 be decreased for the 
net proc~~s from the 0 ation of the Assets. 
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Unlike'traditional conunercial transactions. buyers Win not receive a period of due diligence 
dwing the period between the Etrcctive Date and closing. Energy. based on the recommendations 
of.its i.Mres~erit pankers, bas elected this structwe to reduce the likelihood ofsubstantial changes 
to the aggtegate purchase price (Energy must have.certainty that the price exceeds the minimum. 
price established by the independent assessors). 

After the l~tfective Date the "ri:ik ofloss" due to catastrophes generally is passed to the buyer. 
However; ifany portion ofthe Assets is materially damaged or destroyed before closing as a 
direct resuh of actions by Enerey or its contractor that is currently opera1ln8 NPR-l. Energy may 
choose to (1) repair or restore the Asset at EneriY's expense, (2) indemni.tY the buyer for 
reasonable repair or restoration expenses, (3) reduce the base purchase price, or (4) do not.runs 
and permil: the buyer to terminate the PSA. 

3. RepresentJltions and Warn.aties 

Energy will make the traditional representations and warranties regarding'its authority. 
penonnan,ce, the absence ofmateriaJ litigation. necessa.ry approvals and the absence ofbroker's 
commissions. 

The buyer will make similar representations and warranties, as weU as that it has not relied on any 
representa.tion or wam.nty other than those expressly provided in the PSA, arid that the buyer is 
"knowledgeable" and purchasing the Asset.s for its own account, and not with an intent to make a 
distribution within the meaning ofsecurities laws. 

For both i:'nergy and the buyer, the representations and warranties survive for a period of three 
years after the closing date. . 

4. IadeU)nification and Environment 

Energy has proposed a range ofinde~fication obligations and environmental obligations to 
buyers th~~t are considered, by Energy's investment bankers, to be consistent,with conunercial 
practices. One item that we understand is not the commercial norm is Energy's agreement to 
continue remediation activities on environmental sites that are eurrentlybeing undertalcen. En'ergy 
also cormnits to conduct remediation activities on environmental sites that were not known to 

'.J buyer pri()f to the clos~g date if they are identified within three years. We undentand that OMB 
advocat~; these environmental positions based on policY concerns. 

Indemnifi·cations will be provided for (1) material breaches ofthe 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 occumng from Energy's envirorunental 
remediati,::>nefforts. For all of the items, except the remediation, claims must be raised by the 
buyer before the third 8JUliversary ofthe closing date. The indemnification obligations are limited . 
by a $25,000 minimum claim amount, a .$10 million thresholB 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 indemnifications and 

environmental obligations. (See Tab B.) 


The legislation provides that the Secretary oeEner-gy "may extend such indemnities and 
warranties as the Secretary considers reasonable and netlCSsaty to protect the purchaser ti'om 
claims arising ti'om the ownership in [NPR-I] by the United States." Counsel for Treasury, OMS 
and Energy are working on the.issue ofbow Energy will fund any indemnification that is called. 

5. Small Refioen "Set Aside" 

The ~stiilg operations at NPR-l provide for a small refiner "'set aside" of25% ofthe 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 ofNPR-l continue this set aside. neither the 
Administr,ltion's nor the Senate's versions includcdthc provision. During conference, the . 
provision was stricken. .Nevertheless, Energy has reconunended that a provisioQ ~ 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 ofthree years up to 25% ofthe production 
ofcrude clil. Unlike the existing set aside, the smal1 refiners would be charged an administrative 
fee ofSO. 10 per barrel. . 

Energy bdievesthat this provision makes sound energy policy. allowing for the small refiners on 
the West Coast to <:ontinuC' to have access to light crude oi~ necessary for their operations. 
Adclitioll<llly, Energy believes that the inclusion ofthe set aside would preempt antitrust issues at 
the State of Califomi a level. Energy's financial advisers have informed Energy that the inclusion 
ofthe provision would not result in more than an "insignificant" change in the purchase price. 

VI. Impilic.ations of Treasury Approval oC the PSA 

In conveying the draft PSA ~d requesting Treasury approval, Energy suggested that the Treasury 
may wi.sh to au'thorize 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 Cfless favorable economically to the Government than 
those included in the draft ofthe agreement provided" to the Treasury. 

After cor'lsultations with the Office ofGeneral Counse~ it is our recommendation that the 
Treasury approval of any draft PSA be conditioned ~lftenns or /.. <(' (C.J
conditions oflhe PSA are materially changed during the negotiations. ,J 
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DEPARTMENT OF THE TREASURY 
WASHINGTON·. 

June 10, 199.4 
UNDER SECRETARY 

MEMORANDUM FOR SECRETARY BENTSEN ) 

FROM: 	 Frank N. Newman' ~~ .F"'''/

Under Secretary of the Treasury 

Domestic Finance 


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

ISSUE: 

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, 
Assistan1: 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 F.I~deral Housing Finance Board, the FHLBank System's 
regulator. Since the Finance Board currently lacks~'a chairman 
and a qucJrum, Mr. Retsinas, as a practical matter, is running the 
agency. 

BACKGROU1~ : 

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 ass~ts, 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 risk. ' 

OUTLINE OF TESTIMONY: 

My statE~ment will cover three main topics. 

1. stlidy Recommendations: We will review the major 
recommendations of the five congressionally mandated studies that 
have recently been completed,,' with particular emphasis on the 
changin9 mission ofthe,FHLBank System. 

The FHLBa.nk System's traditional mission of providing 
liquidi1:y to home lenders--through collateralized loans known as 
advances--should be maintained. Because of the Administration's 
interes1: in c,ommunity development, the mission statement has been 
expanded, to include community development lending.. We believe, 
for reasons of safety and soundness, that collateral rules should 

http:FHLBa.nk


not be relaxed to reflect this expansion in the mission 
statement. HUD supports us on this point. 

MembE!rship in the System should be offered to commercial 
banks and savings associations on an equal basis. Thus all 
members wL~J.__b.ecoI1le voluntary (currently savings and loans are 
m(;l,ndatorymembers), a11members would' have equal access to 
advarices(presently, commercial banks must pay more for 
advances), and all members would share the System's obligations 
equally. 

with voluntary membership it becomes important to provide 
for permanence in the System's capital base, as well as maintain 
a meaning:t:ul requirement linking System membership with an 
ongoing cc)mmitment to a public purpose. 

• The Financial Institutions Reform, Recovery, and Enforcement 
Act (FIRRE:A) '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 the 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 
arbitragirlg its GSE status in the mortgage-:-backed securities 
market. \<re strongly believe that these investments are L.tt:-_-------,::1//I .;. 

inappropriate. The lack of equity in how the FHLBanks share the ...-:;-. 
REFCorp arid AHP obligations is also an issue. We would prefer a 
different allocation formula for the distribution of these 
obligations. Attempts to IIfix",this problem have failed because 
of pay-as...·you-go budgetary considerations. still, we continue to 
look for Cl way to overcome these problems. 

2. Capit:al and Regulatory Structure: We will review proposals 
for establishing a regulatory capital requirement and offer an 
outline 01: Treasury's recommended approach. We will also discuss 
system regulation. 

The capital currently in the System is redeemable by members 
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 '¥7ith these principles but disagree with the approaches 
put forth. Approaches proffered include publicly tradeable stock 
and increClsed retained earnings. We will, make a strong case in 
our statement that' issuing publicly traded st.ock would weaken or 
eliminate the cooperative nature of the System and increase the 
incentivef; 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. 
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We believe modifications to the System's existing capital 
structure rather than a complete overhaul is the best approach. 
We are devE~loping a proposal which strengthens the conditions 
unger which a member could leave the System and redeem its 
capital stc)ck. The proposal will also provide for risk-based 
rules for E~stablishing minimum capital levels for each FHLBank. 

The rE~ports 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 En1:.erprise 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 resul1: of our letter to Mr. Panetta during the interagency 
clearance process for the HUDreport, the location of the 
System's safety and soundness regulator was left unresolved in 
the HUD study.) 

3. ComprE~hensive Legislation: We call for comprehensive 
legislation to mo~ernize 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 involve considerable collaboration with HUD, OMS, 
and NEC.), 

We believe it would be unwise to legislate piecemeal changes 
to the Sys1:em. 

INTERAGENC;{ ISSUES 

A couple of issues may receive particular a·ttention during the 
clearance process. HUD, OMS and NEe supported the expansion of " 
the System i s mission to include community development lending. We \jL"J 1\ (J 
feel that a broadly defined expansion of community development is I . /' ,~ 
unwarranted: and have tried to provide a focus for this expansion . 
in our tes1:imony. HUD may disagree with our opposition to 
tradeable ~;tock as a solution to the shortcomings with the 
current cal)ital 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 regulator as 

3 



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 issu'es. 

Attachment 

cc: 	 Deputy Secretary Altman. 
General Counsel Hanson 
Assistant Secretary Levy 
Assistant Secretary'Munnel~ 
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ATTACHMEN'I' , 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). In ove:£J60' . 
years of making collateralized advances to savings and loans, it .) \ I~ (! 
has never lost a dollar from a loan default. . rd!-A-t..-'-" 

~u 

. . ':I,,~ 

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 nation~l 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 FHLBankshad $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. In 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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TREASURY CLEARANCE SHEET NO. ---,.._---..,-~~--
Date: 6/09/94 

MEMORANDUM FOR: SECRETARY DEPUTY SECRETARY EXECUTIVE SECRETARY 
ACTION BRIEFING INFORMATION 

LEGISLATION 
PRESS RELEASE PUBLICATION REGUlATION SPEECH 
TESTIMONY OTHER 

FROM: Ft Morales Marks 
THROUGH: 
SUBJECT: Memo on the Senate Banking Committee Hearing 

REVIEW OFFICES (Check when office clears) 
o Under Secretary for Domestic Finance o Enforcement o Management 

o Financial Ill.6titutioll.6 Policy DATF o Treasurer 
o OCC o Customs o Mint 
o ors o FLETC o Engraving & Printing 
o Fiscal o FinCEN o Savings Bonds 

·0 FMS o PAC o Public Affairs 
o Public Debt o Secret Se rvice o Tax Policy 

o Legislative Affairs o Inspector General 
o Under Secretary for International Affairs o General Counsel o IRS 

D International Affairs o Economic Affairs o Public Liaison 
o Chief of Staff o Other 

NAME (Please Type) OFFICE TEL. NO. INITIAL DATE 

INITIA TOR(S) 


DeMarco 
 Thrift Institutions Policy 622-2792 

REVIEWERS 

. Affleck-Smith Thrift Institutions Policy 622-0191 


Levy 
 . Legislative Affairs 622-1900 


Hanson 
 General Counsel 622-0287 

~~t,~~ , 

, 

, 
, , 

SPECIAL INSTRUCTIONS: Please provide your comments/clearance to Ed DeMarco (622-2792 or room 3202) by 
4:00 p.m. on Thursday, June 6. 
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MEMORANDUM FOR: SECRETARY DEPUTY SECRETARY EXECUTIVE SECRETARY 
ACTION· BRIEFING INFORMATION 

LEGISLATION 
PRESS RELEASE PUBLICATION REGULATION SPEECH 
TESTIMONY OTHER 

FROM: Fe Morales Marks 
THROUGH: 
SUBJECT: Memo on the Senate Banking Committee Hearing 

REVIEW OFFICES (Check when office clears) 
. 0 Under SecretaI)' for Domestic Finance o Enforcement o Management 

o Financial Institutions Policy DATF 	 o Treasurer 
o OCC o Customs o Mint 
DOTS o FLETC o Engraving & Printing 
o FisI:al 	 o FinCEN . o Savings Bonds 

o FMS 	 o FAC o Public Affairs 
o 	:Public Debt o Secret' Service o Tax PoliCy 

D· Legislative Affairs o Inspector General 
o Under SecretaI)' for International Affairs o General Counsel' 	 o IRS 

o Inti:rnational Affairs o Economic Affairs o Public Liaison 
.. 0 Chief of Staff o Other 

DATENAME (Please Type) INITIAL OFFICE TEL. NO. 

INITIATOR(S) 

DeMarco G. ;(}1L{ 622-2792 

REVIEWERS 

. Thrift institutions Policy ~~~p 

: 
:
Il. \,ohCJ~~sAffleck-Smith Thrift Institutions Policy 622-0191 . 

, . : 

Legislative Affairs· 622-1900 !LeVY/1bi~ ~ w(t/cJ ! 
Hanson General Counsel 

: 
622-0287 

I 

f 

,Marks -1rnIYL Financial Inst. Policy 622-2610~/0;r 
I 

Carnell Financial Insts. !622 26000-ID-CJ~~ 
! 

, 

.. 

I 
r 

; 

. 
I 

SPECIAL INSTRUCTIONS: Please provide your comments/clearance to Ed DeMarco (622-2792 or room 32(1) by 
4:00 p.m. on Thursday, June 6. 
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DEPARTMENT OF THE TREASURY 

~. 	 WASHINGTON

•e· 	 November 14, 1994 

MEMORANDOl!! FOR DEPUTY SECRETARY NE~ )2' 

FROM: Fe t:1orclles. Marks ~a,U~i~ Vh.·~ 


Actl.ng Assl.stant s'~r~t:ary fo 
I 

Financial Institutions 

SUBJECT: Key open issues on FHLBank reform 

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 
allocation, so that each FHLBank shares the same 
proportionate REFCorp burden.}' 

b. 	 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 t:he FHFB be divided? Where should safety and soundness 
oversight responsibility be assigned and where should 
prosrrammatic oversight be assigned? (We recommend a five­
meml>er 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.) 

\ 

b. 	 Wha1: should be the role of the System I 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. } 

INITIATOR REVIEWER REVIEWER REVIEWER REVIEWER SECRETARIP 



capital standards and structure 

a. 	 Sho'uld the System's new capital structure be a one-tier 
structure of redeemable common stock that has more 
"pernanence" than the current stock? Or, should a two-tier 
structure of nonredeemable common and redeemable preferred 
be adopted? {Although we continue to await the system" s 
fina:l recommendation on c,!lpital structure, our position 
remains that the existing one-tier structure should be 
improved to add more "permanence" to the existing capital.} 

b. 	 . 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 credi tjmanagement 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 eRA rating? {The program regulator 
should not be allowed to limit a member's access to advances 
based on community support requirements established by the 
program regulator.} ~ 
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Department 
of the Treasury to: Secretary Rubin 
Office of the 
Assistant Secretary 

. date~_/_17_/_95_ for Financial Institutions room:--, 

Attached is an outline of our proposal to 
. reforrn the Federal Home Loan Bank 
. Systeln. 

The issue of the REFCorp payment 
formula, which engendered considerable 
controversy at today's hearing, is 

, discussed on page 5. 

Attachmeht 

Richard S. Carnell 

room 2326 
phone 622-2600 
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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 Ifederal Home Loan Bank (FHLBank) System's housing finance mission will 
be reinforced through a statutorily-defined statement of purpose and a new 
mortJ~age portfolio requirement. The FHLBanks will have an explicit statement 
of purpose that affinns tlie System's important role in supporting housing and 
community development finance, particularly through portfolio lending. Members 
wjll be required to demonstrate an ongoing commitment to housing finance by 
mainltaining 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 Ifederal Housing Finance Board's (FHFB) conflicting roles as System 
man21lger 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. 

• 	 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 capital 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 (i.e., 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 
alloc~ltion 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 fmancial losses in the System. 
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Benefits of the Administration's 

FHLBank System Modernization Proposal 


) 

1. Mission, Activities, and Collateral 

, 
The Administration proposes to adopt the following explicit mission statement for the 
FHLBank System: 

The Federal Home Loan Bank System is a proftJ maIdng enterprise whose purpose is 
to support residential mortgage lending (including mortgages on housing for low- and 
nuxJejrate-income families), as Well as community development lending. throughout 
the Ncation, safely and soundly, primarily through a program of collateralized 
advances to System memben.The.System jaciIitaJes such lending by increasing the 
Iiquidity and improving the distribution of investment capital available through 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 lending 
by induding mortgages on housing for low- and moderate-income families in the 
scope of residential mortgage lending and including community development 
lending 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 
SystelrR'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 
resid(mtial mortgages .., 
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2. Membership and Tenns of Advances 

The Administration proposes to ofTer FHLBank System membership on the same tenns 
to all eligible members (currently, federal saving associations are mandatory members, 
while commercial banks, state-chartered savings associations, and credit unions are 

, voluntary m.embers). All members will have equal access to advances (presently, banks 
and credit unions face greater restrictions on their access to advances), and all 

, FHLBanks win share the System's REFCorp and Affordable Housing Program (AHP) 
obligations equitably. ,The Administration's proposal will: 

Stre:ngthen 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 m~mbers. 

Strengthen commercial bank and credit union member~ sta·ke in the System by 
equalizing their membership rights, improving their access to a~vances, 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 coordinator. The, 
Administration's proposal will: 

Remove tlie 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 
safely and soundness and program oversight responsibilities for FHFB. 

Have the System's debt obligation issued through a central 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 reqillirements. Additionally, prompt corrective action rules will specify remedial 
actions should a FHLBank fail to, meet its capital requirements. The Administration's 
proposal willI: . 

. 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) (!apital 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 
Systc!m obligatio~. Regulatory capital requirements will also include a leverage 
requirement and a retained earnings requirement. Prompt 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 
peri~d will extend to 3 payments over 18 months. 

• 	 If the FHLBank is undercapitalized, FHFB will reduce (i.e., haircut) any 
redemption by the member's pro rata share of the FHLBank's capital 
deficiency. 

• 	 FHFB will measure a FHLBank's capital net of all pending 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 ~efeat 
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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. 

S. 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 wiill 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 cU,rrent 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 proportionately 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-takiI)g. Since risk­
based capital rules will be applied the same way in setting each FHLBank's 
required capital, each FHLBank's REFCorp payment will be in proportion to the 
size and risk of itS operations. 

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

The Administration proposes a System-wide set of capital requirements that would help 
protect taxp~l\yers 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 S'Dme early warning signals and capital conservation steps to protect 
taxpayers. The Administration's proposal would establish the following System-wide 
capital safe~ards: " 

• 	 IfSystem 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 will likely be considerably 

burdensome to Jill the FHLBanks. 

Questions and Answers on the Administration's 

FHLBank System Modernization Proposal 


Modernizilllg the FHLBank System 

The System has undergone considerable study over the past few years. What did the, 
Administration conclude from these studies? 

There have been 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 Corrunittee 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 

•. 	has we~ak.nesses in its membership 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 FIRREA legislation, which first 
permitted commercial banks to join the System? 

• 	 Membf~rship 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. 

My is the Aldmini.ftration propoSing this legislation? Is there a problem 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 allocating 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. 

• 	 Theriegulatory structure has built-in conflicts of interest. A fundamental conflict 
exists between the Federal Housing Finance Board's roles as the System's 
manalW and relWlator. The Board is, in effect, managing the very enterprises it 
is responsible for regulatirig~ 

•. 	 The System's capital stock lacks resiliency and the regulatory capital rules are 
not based on FHLBanks' risk-taking. The FHLBanks must redeem a 
withdtawing 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 
capita] requirements that take account of the FHLBanks' particular structure and 
risks, underscores ~he need to strengthen the System's capital structure. 

• 	 The Resolution Funding Corporation (REFCorp) allocation fonnula 
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 
advan(:es to savings associations runs counter to the System's purpose. 
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What are the Administration!f 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; 

• 	 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 compliance with the ' 
System's public purpose. 

• 	 Stre .. gthen the System's safety and .soundness through risk-based capital 
requir,ements 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 Administration!f proposal for institutions that are voluntary 
members today? 

• 	 Removes limit on advances to non-QTL members. All restrictions on advances to 
memb(~rs 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 
proposal. 

• 	 Reduces risk by putting each FHLBank on 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 
FHLlBanks and, through the joint and several liability, overall System risk as well. 

• 	 Strengthens their ownership \c1aim on the System. Through equalizing their 
membership rights and removing FHFB's role in' managirig 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 financing; , 

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

,.tl' 

• 	 correspondent services; 

• 	 advisory services for interest rate risk mariagement and affordable housing; 

• 	 elF and AHP programs. 

What are the benefits of the Administrations proposal for institutions that are mandatory 
, members 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 propo~al. The Administration expects the 
vast nlajqrity 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 
holdings of FHLBank stock. ' 

• 	 StrenbJthens their oWnership claim on the System., 
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• 	 Continues the benefits of System membership. that thrifts have enjoyed for over 

sixty years. 


What are th.e "equal responsibilities" of System membership that go along with these benefits? 

• 	 Maintaining at least ten percent of assets in whole residential first mortgages. 

• 	 Direding FHLBank management through selection of boards of directors; 
. 

• 	 Ensuring the member's FHLBank has sumcient capital to satisfy its risk-based 

and leverage capital requirements; . 


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

• 	 Abs{lrbing the cost of the REFCorp and AHP obligations through reduced 

FHLBank earnings. 


. What are the public benefits of this proposal? 

• 	 Protects taxpayers. Removing the perverse incentives inherent in the 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. 

. i 	 . . 
• 	 Continues the System's important role in increasing the liquidity of mortgage 


loam; 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 deperids upon community-based portfolio lenders that make 

mortgage loans on terms different than· those of the secondary markets. 


• 	 IncrE!ases mortgage lending. FHLBank membership reduces the heed 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-01L members and a strengthened nexus between membership, advances, 
and home financing will work together to increase the availability of mortgage 
credit. 

• 	 Encourages members to become more involved in community development 
lending, especially community development lending oriented toward housing. For 
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exarnple, the AHP and CIP programs, while still relatively 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, advanc!!s structured to the asset/liability 
management needs of members, and advisory services offered by the FHLBaitks 
all e:nhance the interest rate risk management abilities of members. 

Establishing a New Capital Structure 

How will FHFB determine a FHLBank's regulatory capitOl n!quiremenl? 
\ 

FHFB will establish a risk-based capital requirement and a leverage capital 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
base:d capital required for well-capitalized banks and savings associations. This 
component will cover both on- and offibalance 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 
FHLBank's ability to withstand large changes in interest rates, as well as severe 
rate volatility and changes in the shape of the yield curve. 

. \ 	 . 

• 	 REF'Corp 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 FHLBanksof no less 
than 4 percentcapital-:to-assets. 

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

To ensure there is some non-redeemable capital in the System, given the voluntary 
membership structure being proposed, FHFB will also establish a retained earriings 
requirement for tbe FHLBanks. 
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What will be the role of retained earnings in the regulatoly capital requirements? 

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

• 	 basf:d on an interest rate risk sfress test or some other standard as FHFB deems 
appropriate to ensuring the FHLBank's safety and soundness; and 

• 	 built directly into the risk-based capital requirement or may be a separate 
req1.:drement. 

How will a member's Stock purchase requireinent be set; given these regulatory capital 
requiremenJ's? 

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

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

How long will be the transition from the current capital requirements to these new capital 
requiremenJs? 

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

Once FHFlJ issues the new capital rules (and thereby informs each FHLBank of its 
nunimum rc!gulatory capital requirement under these niles), each FHLBank's board of 
directors !pust 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 c(lmpliance with the new capital rules. 


