United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washington, DC 20240

MAY 17 2008

The Honorable Carolyn B. Maloney
House of Representatives
Washington, D.C. 20515

Dear Ms. Maloney:

This letter responds to your April 3, 2006, letter (Enclosure 1) regarding questions from
you and the State and Tribal Royalty Audit Committee (STRAC) about mineral royalty
compliance issues. | am also including other pertinent correspondence as Enclosures 2,
3, and 4.

The MMS compliance program, supported by state and tribal partners, is very successful.
I am proud of our collective achievements, as detailed in a recent summary from Lucy
Querques Denett, Associate Director for Minerals Revenue Management (Enclosure 5).
The compliance program provides assurance to the American public and to our Indian
beneficiaries, that we are receiving the proper royalties from Federal and Indian mineral
leases and that compantes are paying and reporting in compliance with the laws, lease
terms and regulations.

MMS strives to make optimum use of its compliance resources to ensure it provides
compliance oversight of the maximum amount of mineral revenues possible. By using
“compliance reviews” in addition to traditional audits, MMS has been able to expand its
compliance coverage significantly. Many of STRAC’s questions involve the use of such
compliance reviews,

Compliance reviews apply a series of tests to the four elements of the “royalty equation”
(volume, royalty rate, value, and allowances) to determine if royalty payments are within
a prescribed range on a property basis. Full-scope traditional audits, which are much
more resource intensive, are also an important part of our compliance strategy, With over
27,000 producing Federal and Indian mineral leases under our jurisdiction, there are
simply too many properties to rely on the traditional audit approach alone.

Compliance reviews have helped MMS cover more revenue dollars and complete
compliance work more contemporaneously. MMS has established goals under the
Government Performance and Results Act (GPRA) to complete compliance work within
3 years of production. Since implementing compliance reviews, MMS has significantly
increased the amount of compliance work completed within this timeframe. For
example, by the end of fiscal year 2005, MMS completed compliance work on 71 percent
of 2002 mineral revenues. This compares to a baseline of only 10% completed within

3 years when we started the process.
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Due in large part to compliance reviews, MMS is achieving far higher contemporaneous
compliance coverage for offshore federal leases than for onshore. MMS is encouraging
the state delegations to utilize compliance reviews to help increase onshore compliance
coverage as well.

The MMS has not abandoned audits nor reduced the rigor of its overall compliance
program. In fact, by including compliance reviews, strategically integrated with audits,
we believe the overall compliance program is much stronger. The MMS encourages
states and tribes to use a combination of approaches on a risk-sensitive basis to obtain the
broadest possible coverage while providing more in-depth audit coverage for certain
properties, companies, or 1ssues, based on their judgment.

Your first comment involved the authority of states and tribes to perform compliance
reviews. The law and existing regulations are clearly broad enough to include alternative
approaches to compliance. The Federal Oil and Gas Royalty Management Act of 1982
(FOGRMA) provides for the delegation of “inspections, audits, and investigations.” The
Federal Oil and Gas Royalty Simplification and Fairness Act of 1996 (FOGRSFA) went
further by authorizing the delegation of “automated verifications.” The MMS
implemented regulations following RSFA that referred to automated activities that were
in effect at that time. Since then, those automated processes have been overtaken by new
approaches as MMS consolidated multiple processes into what is known as “end-to-end
compliance reviews.” The FOGRSFA regulations clearly cover all the essential elements
of compliance reviews.

Some STRAC members have indeed been skeptical about compliance reviews and have
periodically requested MMS to justify their use. Others have been quite supportive of
compliance reviews. We have worked closely with states and tribes during the
development and implementation of compliance reviews, consulting with them many
times and including state and tribal representatives in our pilot teams that developed the
new process.

Following are our responses to vour specific queries:

Dollars Collected - Following are the collections since FY 2001 attributable to
compliance reviews and those attributable to audits':

' MMS does not maintain the necessary data to provide requested breakouts for 8(g) and Tribal vs. Allottee
leases.
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FY 2005 FY 2004 FY 2003 FY 2002 FY 2001
DESCRIFTION Collections Collections Collections Collections Collections TOTAL

AUDIT
MMS - Faderal Onshore $4p.472 $40, 846 $38,847 $165 854 $114,908 $407 827
MMS - Indian $1,892,079 $870,777 $260 858 $108.805 $2.213 849 $5,147 387
MMS - Solids & Geothermal $3,202 $0 $0 30 $142.879 $148.181
MMS - Dffshore $13,392 830 $17,040,203 $17.674,120 $3,764, 452 $53.587 408 $105,459,161
States and Tribee B $1,265,550 $1,571,385  $7,500.685 $I3077.203 $8.838.415 $52,251,727

Tertal $16,504,041 £19,323,101 $25472 809 $37.116,154 $54,.896,057 $162.411,963
COMPLIANCE REVIEW
MMS, - Faderal Onshoce $3.726,181 50 50 ($45,043) $302,135 $3,982,673
MMS - fndian $3.750,712 $2,083,732 %1,706,700 $1,948,987 $14,727 40,574 847
MMS - Solids & Geothermal $1,629.935 $7,551,348 50 50 3% $9.481 284
MMS - Offshore $52.728. 898 $2.460,154 $9,328 359 $5,180,372 $102,001 992 51725857748
States and Tribes $168.0658 $510.812 $207,865 $404 127 428,640,599 $29,970.068

Total $62.333,792 $12,5591,848 $11,232, 732 $7T 467,824 $131,868 454 $225,594 648
GRAND TOTAL _$7TB.937,323 $31,914950 $34,805,342 $44,583.970 $196, 784,508 $389,008 611

Cost Benefit of Compliance Reviews — The MMS conducted an analysis of compliance
reviews for presentation at the May 5, 2006, STRAC meeting. These results show that
for every dollar spent on compliance reviews over the past 3 years, MMS has collected
$3.27. For every dollar spent on audits, MMS has collected $2.06. The MMS does not
believe, however, that the amount of additional collections is the sole or even the primary
benefit of compliance. Ideally, collections will actually decline over time as greater
company compliance is achieved. The increased revenue coverage provided by using
compliance reviews increases the likelihood that underpayments will be detected and
increases the incentive for companies to report and pay correctly.

Random Audits - The term “random audit™ is used to describe multiple types of audit
activities:

» Random selection is frequently used by MMS and its state and tribal partners to select
companies, properties, and sample months, (as provided for in standard audit
procedures).

e The MMS has begun performing “random audits” to validate the results of
compliance reviews and, if possible, improve the compliance tools or benchmarks
used in reviewing the properties. These random audits are typically performed a yvear
after the compliance review is complete. During FY 2002, MMS initiated 13 such
random audits—1 Indian, 9 offshore, and 3 onshore. The MMS has 49 more such
random audits underway or Planned for FY 2006-2007, including 1 Indian,

15 onshore, and 33 offshore”.

o Additional random audits are performed periodically as resources are available. For
example in FY 2003, 15 Federal onshore properties were selected for audit randomly
from those states without delegated compliance and audit authority.

Audit Referrals — The MMS has always considered the opportunity for audit referrals to
be one of the expected benefits of compliance reviews. During a compliance review, a

MMS does not maintain the necessary data to provide requested breakouts for 8(g) and Tribal vs, Allottee
leases.
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skilled analyst or auditor may determine that further investigation would be fruitful and
will refer a matter for audit. To date, MMS has not made extensive use of this approach
primarily due to the fact that compliance resources have been fully occupied with
planned audits and compliance reviews.

Results of audit referrals and random audits - While we remain committed to the
strategies, MMS has not yet made full use of random audits and referrals as means to
improve our compliance process. As we continue to adapt and refine our processes, we
expect to make greater use of these approaches in the future.

Numbers of orders issued — The MMS maintains data on audits and compliance reviews
conducted and on collections but does not maintain statistics on the numbers or amounts
of orders issued. The MMS successfully resolves many royalty payment issues identified
during audits without the use of orders. Often when MMS identifies a problem,
companies voluntarily make corrections to all properties and timeframes. An order is
only utilized when a company is unwilling to correct the reporting and payment issues
during the informal process. Frequently, during audits, we determine that no additional
royalties are due. While it is important to collect additional revenues through
enforcement actions, MMS believes it is as important, if not more important, to obtain
compliance with the laws, regulations, and lease terms as soon as possible. Ideally, this
occurs without prompting from MMS at the time the company initially reports and pays.

Compliance and Other Costs — Following are the total costs for compliance activities
from FY 2001 through FY 2005:

~ ($Millions)
FY2001 FY2002 FY2003 FY2004 FY2005
MMS Audit and Compliance 239 24.8 25.7 24.5 25.5
State and Tribal Cooperative Audit 8.2 8.3 85 83 9.1
Total Compliance Funding 32.1 33.1 34.2 32.8 34.6

The MMS recently analyzed its FY 2000 and FY 2005 costs to determine the relative
proportions of costs attributable to audits and to compliance reviews. The statistics
below reflect how MMS has shifted part of its resources from audits to compliance
reviews:

FY 2000 FY 2005
Cbstﬁ 7 Percent  Cost Percent
Audit $21.5 million 62%  $12.1 million  35%
Compliance Review $11.9 million 34%  $21.7 million 63%
Other $ L3 million 4% $0.8 million 2%
TOTAL 3 illj % illi 9

The MMS does not record costs based on all of the categories requested, For example,
costs related to “random or referral audits, quality reviews, training, preparation of
congressional reports and strategic plans” would be part of our normal mission work and
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would not be separately categorized and tracked. To the extent the data were available,
we have provided the costs related to the categories you requested:

Contractor Costs — Obligations for MRM’s major contractors and consultants:

$Millions
FY 2001 FY2002 FY 2003 FY 2004 FY 2005

AMSOCH* 93 2.9 0.0 0.0 0.0
Accenture* 16.0 204 18.5 17.5 18.0
INOVIS (electronic commerce) 0.4 0.2 0.3 0.4 0.3
Lukens (RIK assessment and

consultation) 0.3 0.1 0.4
OMS (records management) 0.3 0.4 0.4 04 0.4

*Costs include full cutsourcing of MRM system activities for financial system, RTK
system, compliance system, and data warchouse. Includes systemn design and
development, operations/support, and data center operations.

SES Promotions and Bonuses — There is no cost associated with SES promotions per se,
although the pay scale is typically modestly higher than a GS-15, depending on years of
service and other factors. Following are the numbers of SES members on board with
MMS as of the end of each year and the total bonuses paid:

Senior Executives On

Year Board at Year End Total SES Bonuses
2001 10 $26,369
2002 11 31,200
2003 13 42,800
2004 13 -0-

2005 15 77,115

Labor hours to conduct compliance reviews — For FY 2005, MMS averaged 142 labor
hours per review. This total includes detailed documentation, supervisory reviews, and
other controls required by MMS’s Compliance Review Manual.

In summary, 1 would like to emphasize that MMS’s use of compliance reviews, in
concert with audits, utilizes best practices and maximizes the compliance coverage per
tax dollar. Relying on audits alone would severely restrict the number of properties that
could be reviewed. During FY 2007, we plan to engage the states and tribes more
directly in helping MRM achieve these goals by cascading similar goals into the
delegation contracts. We plan to work cooperatively with each state and tribe to
customize these goals and to collaborate on the appropriate use of compliance reviews in
their compliance programs.
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As requested, we are also providing our response to the states and tribes participating in
the delegated and cooperative compliance program.

If 1 can be of further assistance, please do not hesitate to call me at (202) 208-3500 or call

Ms. Lyn Herdt, Chief, MMS, Office of Congressional Affairs, at (202) 208-3502. An
identical letter is being sent to each signer of your letter.

Sincerely,

G ot

R M. “Johnnie” Burton
Director

cc:  State and Tribe Managers and/or Revenue Departments
Governors and Tribal Chairpersons



Conqress of the United States

Washington, BL 20515

April 3, 2006

The Honorable Johnnie Burton
Director

Minerals Management Service
1849 C Street, NW
Washtington, D.C. 20240

Dear Director Burton,

We are writing to follow up on a February 2, 2006, letter sent by the State and Tribal
Royalty Audit Committee (STRAC) to the Minerals Management Service (MMS) requesting
information about MMS’s compliance review program. We share STRAC’s concerns about the
auditing and compliance review processes for the states and Native American tribes.

According to the letter, at a recent State and Tribal Royalty Audit Committee
(STRACYMMS meeting in Salt Lake City, STRAC was informed that as part of the individual
jurisdictions’ contracts with the Department of Interior, they must request authority to conduct
compliance reviews, Under their current contracts, these jurisdictions have been delegated the
authority to conduct audits, not compliance reviews, of leases within their respective borders.
According to STRAC, no statute or regulation exists under which 1ts jurisdictions can request the
authority to conduct compliance reviews.

Although STRAC has requested that MMS provide it with data about the quality and
efficiency of compliance reviews, it has been waiting for this information for more than two
years. STRAC contends that this information is vital to its ability to advise its jurisdictions about
the value of conducting compliance reviews. Therefore, we reiterate its request for the following
information:

. The total dollars collected since 2001 as a direct result of the compliance review process,
broken down in terms of offshore, 8(g), onshore, Tribal and Allotee leases. This should
exclude collections since 2001 attributable to the previous audit program and,
particularly, audits conducted by States and Tribes;

. The cost/benefit of conducting compliance reviews;

. The number of random audits conducted under the compliance review process, broken
down in terms of offshore, 8(g), onshore, Tribal and Allotee leases;

. The number of audit referrals conducted under the compliance review process, broken
down in terms of offshore, 8(g), onshore, Tribal and Allotee leases;

, The number of random or referral audits that revealed further underpayments of royalties,
the type of violations involved and the effort made by MMS to compile the type of
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violations into its compliance review process;

. The number of orders issued by MMS as a direct result of the compliance review process,
broken down in terms of offshore, 8(g), onshore, Tribal and Allotee leases. This should
exclude orders issued since 2001 attributable to the previous audit program and,
particularly, orders issued as a result of audits conducted by States and Tribes;

. A breakdown of MMS’s appropriated or offline dollars since 2001 allocated to
compliance reviews, random or referral audits, Accenture, other private consultants or
entities (such as Inovis); quality reviews, training preparation of congressional reports and
strategic plans, SES promotions, and bonuses; and

. Average labor hours needed to perform a compliance review.

We respectfully request that you disseminate this information to us and to STRAC as
soon as possible.

Thark you for your assistance in this matter.

Sincerely,
CAROLYN B. MALON
Member of Congress Member of Congress
( W bt G Mok
GEORGE MJLLER EDWARD M Y
Member of Congress Member of Congress

MA HINCHEY ! ;

Member of Congress

Ul Fou!

RAHM EMANUEL
Member of Congress
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STATE and TrBAL RovarTy Aupir COMMITTEE

State of Alaska » Blackfes: Nation « State o California « State of Colaraco » Fort Peck Tribes
Jjearilla Apache Tribe » State of Louisizna ¢ State of Montana » Navajo Nation » State of New Mexico

State of Norh Dakota » St of Oklaboma » Shoshone & arapzhe Tribes » Sontharn Ute Indian Tribe o Staze of Texas

State of Utal « Ute Indian Trive « Uts Mounusiz Lie Tribe » Stere af Wyoming

Liza Dockter, Charr {9703 563-5539 Former Chair, £x Officio:
Dennis B Rolier, lst Vice Chair {7017 280-4687 Yoe Vintzs

Lucy Quergues Denett
Associate Direclor

Minerals Management Service
Washington, DC 20240

Dear Ms. Denett:

On behalf of the State and Tribal Royalty Audit Commitiee (STRAC), we are writing to
request information on the Minerals Management Service’s (MMS's) “compliance
review” program.

At the recent STRAC/MMS meeting in Salt Lake City, STRAC was told that its
individual jurisdictions would be “required to request™ authority to conduct compliance
reviews as part of their contracts with Intenior. Currently, our jurisdictions’ contracts
delegate authoriry to conduct “audits” of Jeases within their respective bonders; a
compliance review is not an audit.

There is no statute or regulation under which our jurisdictions can reguest the authority to

conduct compliance reviews, despite the fact the MMS's program has been in place since
2001. MMS officials and staff at the meeting were in hopeless disagreement regarding
the authority for delegation of the compliance review function. Mr. Sykora disagreed
with the Contracting Office and MMS managers. States and Tribes cannot be paid for
work that cannot be delegated under the law, which was also acknowledged by MMS.

For well over two vears, STRAC has asked MMS to provide it with statistics and other
data regarding the quality and efficiency of compliance reviews to po avail. STRAC
needs this informarion so that it can advise its jurisdictions on whether conducting
compliance revicws is worthwhile. As you know, MMS used to publish statistics on the
revenoe collections attributable to its separate approaches, e.g., eXxceptions processing,
MMS ceased these publications in 2031, the year the cornpliance review process was
initiated. Al the Salt Lake meeting, MMS did make a presentation involving 2 few
apecdotal compliance reviews, approximately four, but these raised more questions than
they answered
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Accordingly, we must renew our request for the information that we have repeatedly told
MNMS is necessary. This includes:

. The total dollars collected sirce 2001 as a direct result of the compliance
review process, brokzn down in ierms of offshore, 8(g), onshore, Tribal
and Allotee leases. This should exclade collections since 2001
aftributable to the previous audit program and, particularly, audits
conducted by States and Tribezs;

. The cost/benefit of conducting compliance reviews;

- The number of random zudits conducted under the compliance review
process, broken down in terms of offshore, 8(g), onshore, Tribal and
Allottee leasas:

. The pumnber of audit referrals conductsd under the complance review
process, broxen down intenns of ofishore, 8(x), coshore, Tribel and
Allotee leases;

. The number of random or referral audits that revealed further
underpayments of royalties, thé tvpe of violations involved and the effort
made by MMS to compile the type of violations into its compliance
TEVIEW Process;

- The number of orders tssued by MMS as @ direct result of the compliance
Teview process, broken down in terms of offshore, 8(g), onshore, Tribal
and Allotee leases. This should exclude orders issued since 2001
attributable 1o the previous audit program and, particularly, orders issued
ag a result of andits conducted by States and Tnbes; and

. A breakdown of MMS’s appropriated or offline dollars sinece 2001
allocated to compliance reviews, random or referral audits, Aceenture,
other private consultants or entities (such as Inovis); quality reviews,
treicing, preparation of congressionzl reports and strategic plans, SES
promotions, and bonuses,

. Average labor hours needed 1o perform a compliance review.

As you know, many STRAC jurisdictions question the merit of compkance reviews. For
example, some think that these reviews are Iittle more than partial data entry verification
eforts similar to exceptions processing. In fac(, some delepations have found that
without an effective exception verification process since the re-engineering efforts, there
are mamy more reporting errors. Others think that the Jaws in MMS’s new automated
compliance system, which you recently referred 1o as “over re-engineering”, has lead to
serious deficiencies in compliance reviews, Others think that compliance reviews are
siraply a means 1o squeeze States and Trobes out of the program. Sumi‘arly, some others

>
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— with a substantial number of se-calied “siralegic” properties — fear that requiring them
to conduct compliance reviews will risk their ability to create more dollars for their
jurisdictions, which will threaten their program svalnations.

In MMS’s recent “Sirategic Business Planning Initiative”, the agency pledged to improve
its cooperation with States and Tribes. Yer, thesc jurisdictions remain without the data
necessary to enhance cooperation between them and MMS. STRAC jurisdictions need
the above information if MMS wruly desires them to support the agency’s goals.

STRAC would appreciate receiving the iriforrnation requested as soon as possibie and no
later than the next scheduled STRAC/MMS mecting in New Mexico.

Thank vou, in advance, for vour cooperation

'§1I‘|C:R:'t,:] v,
/)

[

CHpon A oorktBo

Lisa Dockter,
STRAC Chair
State and Tribal Royalty Audit Committee
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STATE and TRIBAL RovaLTy AupiT COMMITTEE

State of Alaska  Blackfcet Nation » State of California « State of Colorado » Forl Peck Tribes
Jicaritla Apache Tribe » State of Louisiana ¢ State of Montana » Navajo Nation » State of New Mexico
State of North Dakota # State of Oklahoma ¢ Shoshone & Arapaho Tribes « Southern Ute Indian Tribe # State of Texas
State of Utah « Ute Indian Tribe o Ute Mountain Ute Tribe # State of Wyoming

Lisa Dockter, Chair (970) 563-5559 Former Chair, Fx Officio:
Dennis Roller, f5¢ Vice Chair (701) 250-4682 Joe Vintz
February 21, 2006

The Honorable Richard W. Pombao
Chairman, Committee on Resources
House of Representatives
Washington, D.C. 20515

De¢ar Mr. Chairman:

This letter is to clanfy points addressed by Ms. Johnnie Burton, Director of the U.S.
Department of Interior’'s Minerals Management Service (MMS), in her letter to you dated
January 24, 2006. The Director’s letter was an attempt to address issues raised in an
article publishied in the New York Times on January 24, 20006, under the title As Profits
Soar, Companies Pay U.S. Less for (Gas Rights.

The State and Tribal Rovalty Audit Committee (STRAC) is an organization comprised of
eleven (11) states and nine (9} Indian tribes that, under agreements with the Secretary,
audit leases within their respective jurisdictions to ensure proper payment of royalties
from oil, gas and solid mineral companies. The agreements are authorized under
Sections 202 and 205 of the Federal Oil and Gas Royalty Management Act (FOGRMA),
as amended by the Federal Oil and Gas Royalty Simplification and Fairness Act of 1996
{FOGRSFA). STRAC has provided accountability for the money owed to their
jurisdictions in a cost efficient manner. STRAC also has considerable knowledge
regarding MMS’s computer systems, its prior audit programs and its current “compliance
review” initiative. For that reason, most STRAC members would like to provide you
with the following information,

1. The article questioned the MMS’s audiling practices. In order to cover a larger
percentage of the royalties paid, MMS has geared its compliance efforts away from
conducting audits in accordance with Government Auditing Standards (GAS) to
completing compliance reviews. A compliance review is an analysis designed to
determine the reasonableness of company-reported royalty and production data on
properties. They do not involve independent verification of the accuracy of the reported
information. In other words, compliance reviews do not involve getting undemeath the

Enclosure 3
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reported information to look at company books, records (e.g., invoices, run tickets) to
confirm whether the company reported correctly on any of its reports.

2. A compliance review incorporates steps that, under normal circumstances, should
be completed through automated verification. MMS® new computer system was to
provide tools for automated verification for production volumes and royalty rate. The
computer system originally delivered does not have automated verification capabilities.
As a result, since November 2001 the compliance reviews have been performed
manually, using data downloaded and manually input into Excel. We understand that the
MMS is currently developing an online compliance module with the tools being made
available to the delegations during the summer of 2007. Very little coordination has
occurred between the States/Tribes and the MMS on this module and it is unclear how
effective the tools will be based upon questionable MMS data and limitations of sharing
data across land ownerships. We would recomimend that the MMS initiate an
Independent Validation and Verification (IVV) contract to ensure that the module will
work.

3. As initially designed in the new computer system, with the input of States and
Tribes, the “company profiles” - part of the “automated” compliance system — would
have included data from SEC reports. SEC reports can be of value to a compliance
process. Although there was other evidence of oil undervaluation, SEC reports helped
expose that companies were actually receiving NYMEX prices for production and
sometimes NYMEX plus bonuses. MMS in fact relied on this information in its
evaluation of the flaws in the oil rules.

4. Several STRAC delegations have received in writing from the MMS that they are
to do compliance reviews and reduce the number of audits because MMS has “shifted a
large portion of its audit resources to compliance review work™. In fact, in January 2006,
MMS informed STRAC that its jurisdictions would be “required to request” the
compliance review function in our future contracts. In the request format provided by
MMS, the compliance review is referred to as automated verification. Jurisdictions were
to request this additional function with no additional funding. If no additional funding is
provided, part of the audit function will have to be sacrificed. This is on top of some
STRAC organizations already losing some audit positions due to MMS reallocating
funds.

5. In order for STRAC organizations to determine the efficiency and effectiveness of
compliance reviews, STRAC on numerous occasions has requested that MMS provide
statistics. MMS still has not provided STRAC with information regarding how much it
has collected as a direct result of the compliance review program, hours per review, and
the cost/benefit analysis (see attached). MMS used to publish separate statistics on the
collections attributable to its various collection systems, e.g. audit, exceptions processing,
financijal compliance, efc. MMS stopped publishing these statistics in 2001, the year it
obtained a new computer system and started compliance reviews.
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6. The 2005 “peer review”, referred to in Ms. Burton’s letter did not include an audit
or opinion on the validity of the compliance review process. It did not review the
economy or efficiency of the compliance review process. It only covered audits.

7. Although MMS made some improvements in the federal oil regulations by
adopting NYMEX/WTI prices, the current Administration has not applied these changes
to Indian leases, despite repeated public promises that this was a “priority” because of the
Trust obligation. A new rule for Indian leases has been stalled for 5 years.

STRAC jurisdictions aggressively strive to fulfill their fiduciary responsibilities. If used
properly, compliance reviews ¢an be an effective supplement to our primary
responsibility to complete GAS audits on properties selected by States and Tribes based
on their independent audit judgment and experience. Given limited resources compliance
reviews can be used as an efficient way to determine if “second tier” properties as
determined by States and Tribes are in reasonable compliance or if they should be
selected for a GAS audit. STRAC still needs to ensure their various jurisdictions they are
recciving the highest value permitted by the regulations for natural resources. This
cannot be accomplished by forsaking GAS audits for compliance reviews. STRAC needs
additional funding in order to ensure their fiduciary responsibility to their varous
jurisdictions and the American people can be fulfilled. Your consideration of our request
will be greatly appreciated.

If vou have any questions, please contact us. STRAC's next meeting is currently
scheduled for May 2-4, 2006 in Albuquerque, New Mexico. We welcome the attendance
of you or your staff.

Sincerely,

! '\
Y/ A v
N o | by
( J oo, RADLKEOC
(L

Lisa Dockter
Southern Ute Indian Tribe
STRAC Chair



United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washingron, DC 20240

Ms. Lisa Dockter

STRAC Chair

State and Tribal Rovaltv Audi Commitizs MAR 15 2006
Southern Use Tribe

P.O. Box 737

Iemacio, Colorado §1138

Dear Mz, Dockter:

This letter responds to your February 2, 2006, letter (Enclosure 1) sent on behalf of the
11 states and 7 mbes who participate in the Stare and Tribal Rovalty Audit Commitee
(SIRACE Youw letter conunues the ongoing dialocue the Minerals Managermeni Service
(hIATS has had with STRAL and s maembers over the rast fon vears recarding the
compliance revizw (CR} concept.

The MMS compliance prograim, supporied by its state and tribal partners, 1s very
suceessful and continues o make improvements. | am very proud of our collective
achievernents, detailed m a recent surnmary that [ sent to the Assistant Secretary for Land
and Minerals Management (Enclosure 2).

The MMS uses CR’s to increase compliance coverage, shorten the compliance cycle, and
mprove efficiency., STRAC has been involved in every stage of the development of the
CR approach, mcluding the reenmineering model teams 1n the late 1990s, gumerous
bnefings, and the development of the compliance review manual. Given this interaction,
we were surprised that some of your members would mischaracterize CR as “little more
than partial data entry verification.” We would be pleased to provide additional
demonstrations and training to any state or tribal delegation interested in gaiming a better
understanding of CRs. '

Some of the key advantages MMS has seen through the use of compliance reviews (CR)
are;
Using automated analysis, CRs are less costly than wraditional audits, which rely on
manual review of sourcs documents.
» CRs have helped MMS and its partners significantly expand coverage and complete
compliance work more contemporaneously.
e Previously audited properties can receive continuing, cost-effective compliance
coverage using CRs. -
» (Rs can idemify systemic probiems and company-ievel issnes for referral to audit.
» (CRshave resulted in additional collections of tens of millions of dellars since
FY 2001 from unpaid and underpaid royalties.
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Ms. Lisa Doclkter 2

No doubt you would agree that collectively we simply have too many Federal and Indiar leases
o rely on the traditional audit approach alone. Only a select few states or tribes have sufficient
resources to use audits alone for all the properties ir their jurisdictions. Therefore, other
approaches are going to be necessary. As vou know, MMS has not abandoned audits nor
reduced the rigor of its overall complience program. In fact, by including CRs, strategically
mtegrated with audits, we behizve the overall compliance pregram is much stronger.

We strongly encourage vou and the other deleganons to begin plannrag how you will
Incorporate these concepts o improve compliance coverage in your jurisdiction. I want
ta personally thank those delegations that are being proac:ive about incorporating CRs in
their overall strategies. Compliance coverage will be incorporated as a performancs
expectation in future STRAC delegation contracts.

The MMS does not agre2 with vour asserton that states and trihes cannot be delegated
thz swhority w perform CRs. Although parts o the zuirent regulatons refer 1o 19907s
orocesses the Dav e been overiaiizn by aew icclwology, the regulations clearly cover ali
the essentizl elements of CRs. We do not believe the current regulations bar MMS and
1ts partners from “working smarter” within the intent of the underlying statutes-the

ederal 01l and Gas Royalty Management Act and the Federal Oil and Gas Royalty
Simplification and Fairness Act.

Regarding vour question concerning collection statistics, MMS is now able to begin
publishing statistics agam. Since 2001, when MMS implemented its new core systems,
MMS has not published comprehensive statistics on dollar collections from audits, CRs,
bulls, settlements, etc. This was because system resources were needed for higher priority
projects, We have now completed implementation of the Comphiance Information
Management (CIM) system and resolved most of the backiogs. Preliminary resuits show
that additional collections from comphance activities (audits, CRs, settlements, and
projects) totaled over $400 muillion during Sscal years 2001-2005. At the May 2006
meeting, MMS plans to present these statistics along with additional information that will
address the peints in vour letier.

Systems access 15 an mmportant part of operating an effective comphance program. The
compliance managers and I are committed to providing states and tribes the full swite of tools and
features that are needed to perform CRs in the most efficient manner possible. As you know,
access to the centralized systern by states and tribes has been complicated by security
requirements—building special walls to ensure the confidentiality of each states’ and tribes’
royalty data. We are enhancing the cenfralized system to streamline the process and make 1t
accessible for all compliancs staff, iocluding states and tribes. This project should be completed
by approximarely mid-2007. In the interim, alternative tools are available to you that are quite
satisfactory for conducting CRs and have been used successfully for vears by our Onshore and
Indian Compliance and Asset Management (CAM) organizations.



Ms. Lisa Dockter 3

Mr. Sykora will be sending a separate letter 1o vou and the other STRAC members
requesting certain information regarding your compliance coverage, audit quabity peer
reviews, and audit progress. Mr. Sykora will represent MMS at the May session. He and
the other CAM managers and staff are Jooking forward 10 a productive session.
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Minerals Revenue Management

c¢: STRAC Managers
State and Tribe Managers and/or Revenue Departments

State of Alaska

Bob Snyder

Division of 01l & Gas
Suite 800

350 West 7% Avenue

State of California

Mr. Chris Prasad

State Controllers Qffice

P.0. Box 542850

Sacramente, Califormia 94250-3874

State of Colorado

Mr. James Mevyers

Colorado Departrnent of Revenue

Mineral Audit Section 400 South Colorado Boulevard
Suite 400

Denver, Colorado 80246

State of Louisiana

Mr. Scott Miller

Department of Natura] Resources
Division of Mineral Income

P.O. Box 2827

Baton Rouge, Louisiana 70821-2827



State of Montana

Mr. Van Chariton

Montana Department of Revenue
Compliance Valuation & Resolution
Sam W. Mitchell Bldg.P.O. Box 3805
Helena, Montana 39604-3803

State of Wyoming

Mr. Steve Dilsaver

Wyoming Department of Audit
Minerals Audit Division
Herschler Building

Third Floor East

Cheyenne, Wyoming §2002

State of New Mexico

My Valdzsan Severson

Taxation and Revenue Department
1l & Gas Audit Section

1200 South St. Francis Drive
Santa Fe, New Mexico 87502

State of North Dakota

Mz, Dennis Roller

North Dakota State Auditor Office
Royalty Audit Section

P.O. Box 3009

Bismarck, North Dakota 38502-3009

State of Oklahoma

Mr. Mark Hudson

Oklahoma State Auditor and Inspector
Minerals Management Division

P.0. Box 700001

Oklahoma City, Oklahoma 73107-00001

State of Texas

Mr. Willlam Husta

Texas General Land Office
Stephen F. Austin Building
1700 North Congress Avenue
Austin, Texas 78771



State of Utzh

Ms. Inge Lise Goss

1l & Gas Auditing

Utah State Tax Commission

210 North 19530 West

Sait Lake City, Utah 84134-240{)

Ms. Stacv Brown

Blackfeet Nation

Ol & Gas Audit Departmem
P.0. Box 292%

Browning, Montana 39417

Mr. Perry Shirley

The Nawvajo Nation

Minerals Audit Program
Window Rock Blvd,

P.O. Box 1910

Window Rock, Arizona 86513

Ms. Heidz Badaracceo, Acting
Manager Minerals Compliance
Shoshone & Arapaho Tribes
P.O. Box 830

Fort Washakie, Wyoming 82514

Ms. Karen Anderson
Southern Ute Indian Tribe
Energy Accounting Divisien
P.C. Box 1500

Igmacie, Colorado 81137

Mr. Cansle Cuch, Acting
Ute Indian Tribe

Royalty Management Aud:t
P.O. Box 70

Fort Duchesne, Utah 84026



Mr. Todd Druse

Ute Mountain Ute Tribe

Tribal Finance — MMS Aundis
P. 0. Box 69

Towaoc, Colorado 81333-0058

Michael Menger
Commissioner’s Office
Division of Oil and Gas

350 W. 7% Avenue, Ste 1400
Anchorage, Alaska 995(01-356]

Steve Westhy

Cal forrua State Controller Andit Divigion
300 Capitol Mall. 3™ Floor

Sacramento. Califamia vag]d

M. Machael Cooke

Colorado Department of Revenue
Executive Director's Office

1375 Sherman St., Room 409
Denver, Colorado 80261

Betty T, Landry, Audnt Direcior
Department of Natural Resources
Office of Mineral Resources

617 N. Third Street, 8th Floor

Baton Rouge, Lonistana 70802-3428

Jeff A. McCahan

Oklahoma State Auditor and Inspecior
2300 N. Lincoln Boulevard

State Capitol, Room 100

Oklahoma City, Oklahoma 73105

Craig Sandburg

Director of Audit

Utah Siate Tax Commission
210 Noxth 1930 West

Salt Lake City, Uzah 84134




Michael Geesey

Director, Wyoming Department of Audit
Herschler Building, Tnird Floor Eas

122 West 25" Street

Cheyenne, Wyoming R2(002

Akhtar Zaman,

Director

Migerals Department

P. Q. Box 191¢

Window Rock, Arizona 86315

Ivan Posey

Chairman for Shoshone
Richard Brannen
Chairean for Arapho
PO Box 830

Fort Washaise, Wyoming S23514

Clement J. Frost

Tribal Council Chairman
Southern Ute Indian Tribe
116 Capote Drive

P.O. Box 737

Ignacio, Coleorado 81137

Roland MeCook, Jr.

Business Comumittee Chairman
Ute Indian Tnbe

P.O. Box 190

Fort Duchesne, Uiah 84026

Harold Cuthair

Vice Chairman

Ute Mountain Ute Tribe

P.O. Box 248

Towaoe, Colorado 81334-0248

Pamick Thomas

Chairmman

Blackfeet Nation Tribal Business Counci]
P.O. Box 2929

Browning, Montana 59417



Levi Pesata

President

Jicarilla Apache Nation

P.O. Bax 507

Dulee, New Mexico 87328-0307

Dan Bucks

Director

Montana Depariment of Ren enue
P.O. Box 5813

Helena, Montana 39604-38(3

John Kezl

State Auditor

State of Texas State Auditors Ofice
PO, Box 12067

Austin Texas 787 11-2007

David Ferguson

Deputy Director of Audit

Audit & Compliance Division, Oil & Gas Bureau

State of New Mexico Taxation & Revenue Department
1200 S, St Francis Drive

P.0O. Box 3374

Santa Fe, New Mexico §875505-4034

Robert Peterson

State Auditor

State of North Dakota State Auditor
600 East Boulevard, Dept 117
Bismarck, Norh Dakota 38335-0060



United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washington, DC 20240

FEB -7 2006

Memorandum
To: Director, Minerals Management Service

D .
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From: Associate Director, Minerals Revenue Management ﬁ(,(’ f/ mﬂ(‘/) GQ,LN?/Ctj
/
L s

Minerals Management Service

Subject: Achievements in the Minerals Revenue Management Audit and Compliance
Program

A recent New York Times article raised issues regarding the Minerals Management Service’s
(MMS) performance in conducting audits and compliance reviews of mineral royalty payments.
Because that article did not acknowledge our work of the past few years, | am taking this
opportunity to summarize for you recent achievements in our audit and compliance program.

Let me first say that we maintain a strong and comprehensive audit program strengthened by the
combined efforts of professional, hard-working auditors and other professionals in MMS and
State and Tribal governments. Since 1982, the combined efforts of these auditors have resulted
in the collection of more than $2.6 billion in additional royalties. Following are examples of our
more significant accomplishments in the last four to five years:

e During the past five years, our audit and compliance program was responsible for
ensuring that royalty payments were in compliance with lease terms, statutes, and
regulations for reported rovalties totaling $36.8 billion. Of the $36.8 billion, $5.9 billion
was disbursed to the states. There was a 42 percent increase in disbursements to States
from FY 2001 ($1.2 billion) to FY 2005 ($1.7 billion).

¢ QOver the past four years (FY 2002 to FY 2005), MMS and State and Tribal auditors have
completed 1,214 audits. That compares to 784 audits completed for the prior four-year
period (FY 1998 — FY 2001). |

« In November 2005, an independent certified public accounting firm issued a clean audit
opinion of MMS’s audit program with no material weaknesses, and no reportable
conditions. In its opinion, the accounting firm stated:

“In our opinion, the system of quality contro! for the Federal Audit Function of
MMS in effect for the 2-year period ending December 31, 2004, has been
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designed to meet the requirements of the quality control standards established
by the Comptroller General of the United States for a Federal Government
audit organization and was complied with during the 2-year period ending
December 31, 2004, to provide MMS with reasonable assurance of conforming
with applicable auditing standards, policies, and procedures.” |

We implemented new aggressive compliance goals aimed at shortening the compliance
cycle. This means that we are completing our comphance work within 3 years after the
royalty payment is made. That compares to a previous compliance‘:Ele of six years or
more. Under this shortened cycle, we increased the percentage of revenues being
reviewed and/or audited from 10 percent in FY 2003 to 71 percent in FY 2005. InFY
2006, our goal is to review and/or audit 72 percent of all 2003 Federal and Indian royalty
payments. To meet that goal, we will be working jointly with our State and Tribal audit
partners. |

We modified our compliance strategy to include not only audits, but also compliance
reviews. This strategy is the result of a multi-year initiative that we started in 1996 to
shorten the compliance cycle. With the active involvement of State and Tribal auditors,
as well as advice received from Norway, Canada and industry, we used operational pilots
to model a new strategy for providing greater coverage of Federal and Indian mineral
revenues at less cost. This led to our decision to augment our audits with compliance
reviews of royalty payments. [

We developed and implemented new reengineered compliance tools to support our
compliance strategy. These tools can be effectively used by MMS, State, and Tribal
auditors to determine if all aspects of a royalty payment including volume, valuation,
royalty rate, and allowances are within acceptable parameters. We are working to
enhance these tools to maximize their capabilities and meet mandated security
requirements. |

We collaborate with 11 States and 7 Tribes through delegated and cooperative audit
agreements as authorized by the Federal Oil and Gas Royalty Management Act of 1982,
as amended in 1996. The audit agreements with the States and Tribes are a crucial part of
our overal] compliance strategy and we value the partnerships we have with the State and
Tribal auditors. Total funding for the State and Tribal audit programs for the last five
years has been over $42 million; over $30 million for State agreements and $12 for Tribal
agreements. We will be maintaining the same overall funding level for the State and
Tribal programs in FY 2007 that was in effect in FY 2006. We will continue to make
sure that the dollars allocated to the various State audit programs are justified by the

number of leases and royalty revenues at risk. '

We are operating a Royalty-in-Kind (RIK) program in which we are taking in kind and
directly selling 80 percent of royalty crude oil and 30 percent of royalty natural gas from
the Gulf of Mexico. This effort has generated an additional $18 milli¢n to the United
States Treasury in FY 2004 and an additional $29 million in FY 2005. The RIK program
has simplified and lightened our audit and compliance workload because we do not have



to audit or review the valuation. The market price is received directly by the Government
through a competitive sale. The only audit work required focuses on production
volumes. This can now be done in 180 days instead of the three years it takes when the
lessee pays royalties in cash. Therefore, the RIK Program has substantially decreased the
number of properties requiring audits.

We continue to maintain a professional, well-trained compliance staff. The efficiencies
created by our current compliance strategy and by the RIK program have allowed us to
reduce our overall compliance staffing leve] from 435 in FY 2001 to 385 in FY 2005.
However, the number of MMS and State and Tribal auditors has remained relatively
stable {165 MMS auditors in FY 2001 and 152 in FY 2005; 98 State and Tribal auditors
in FY 2001 and 96 in FY 2005). |

We implemented all of the recommendations from the March 2003 Office of Inspector
General Report and initiated and completed a 39 item Action Plan for Improved Audit
Quality. Some of the more significant action items completed includd 1) issuing policies,
procedures, and checklists for properly documenting audits, 2) developing standard
templates for audit enforcement documents and reports, 3) providing training to MMS
and State and Tribal auditors on current audit standards, policies, and procedures, 4)
reviewing audit case files to ensure compliance with audit standards, $) implementing a
centralized system to monitor, track, and document required Continuipg Professional
Education for all auditors and compliance staff, and 6) developing a new audit case
tracking system to monitor and track audits in process. ||

We updated our Audit Manual containing the procedures and processes necessary that
MMS and State and Tribal anditors must follow to ensure that our audits meet all of the
requirements of the Generally Accepted Government Auditing Standards.

We developed detailed procedures and documentation standards for conducting
compliance reviews using our Audit Manual as our model. Our experience has shown
that compliance reviews are an effective and efficient way to target our audit resources
towards areas with the greatest risk. T

We established an Internal Quality Review Team within the Office of the Deputy
Associate Director to conduct internal audits of all of our audit offices including the
States and Tribes to ensure that our audits are meeting the requirements of the Generally
Accepted Government Auditing Standards. The MMS staff assigned to perform Internal
Quality Control Reviews (IQCR’s) collectively possess the necessary professional
credentials for this task. The IQCR Coordinator has a BS Degree in Finance; over ten
years experience in various MMS offices and private sector accounting/auditing
positions; and is a Certified Internal Auditor (CIA). Additionally, the Alternative
Management Review Coordinator has a BS Degree in Accounting; over ten years
experience in MMS and other accounting/auditing positions; and is a licensed Certified
Public Accountant (CPA). |



¢ We implemented several regulatory reforms aimed at clarifying our rLlles ensuring
receipt of fair market value and increased royalties: I

» Indian gas valuation regulations issued effective January 2000 added an
alternative valuation methodology to ensure Indian lessors optimize their natural
gas rovalty revenues. We estimated an annual increase of $2.4 million in Indian
natural gas royalties from this rule. |‘

In August 2004, we issued new valuation regulations for Fedetal crude oil
production that require value to be based on transparent, well-established New
York Mercantile Exchange (NYMEX) future prices in cases where 0il is not sold
at arm’s-length. We estirnated an increase of $5.3 to $8 million in additional
annual royalties from this rule. ]

» In June 2005, we updated our Federal gas valuation regulations to comply with
recent judicial decisions and provide certainty regarding allowable transportation
deductions. We estimated an annual increase of $2.3 million i m natural gas

royalties from this rule.

» We will be issuing proposed regulations for valuing oil produ-#cd from Indian
leases.
P

While we have made substantial progress in implernenting regulatory reforms, we continue to
evaluate the effectiveness of our regulations. We have asked the Royalty Policy Committee, a
Federal Advisory Committee Act group chartered by the Secretary, to evaluate ways to improve
the existing Federal gas valuation regulations. Their recommendations are expected this fall. In
the years to come, we will accelerate efforts to track and report on our collections from audits
and compliance reviews. We will continue to work tirelessly to maintain Emj improve the level

of quality of all of our programs.

If you need any additional information regarding the MMS compliance and abidit program,
please do not hesitate to let me know. i



