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Executive Summary

The predominant leasing process currently used by the Bureau of Land Management (BLM), the
agency within the Department of the Interior (DOI) that manages the federal coal leasing
program, does not obtain fair market value for taxpayers. It seldom generates competitive bids,
and studies indicate that the resulting losses are substantial. Additional and potentially larger
losses may be in store if certain current leasing practices continue and markets for exported
federal coal expand.

Estimates of losses from BLM practices from 1983 to date run as high as almost $29 billion.
The DOI Inspector General (IG) documents that “even a 1-cent-per-ton undervaluation in the
FMV calculation could result in a $3 million revenue loss” in the average lease sale in the
Powder River Basin (PRB) of Montana and Wyoming.? Still more revenues are lost as part of the
royalty collection processes when the full value of exported coal is not considered, possibly as
much as $40 to $100 million in recent years.?

Congress has repeatedly and expressly directed federal agencies to ensure a fair return to the
government for the development of public assets, such as coal. Yet, DOI’s coal leasing program
has been the subject of repeated cycles of audits, studies, moratoria, legislation, and new
regulations, all attempting to uncover and cure problems that cost the government and taxpayers
money. New concerns over current and future revenue losses have resulted in another round of
audits and studies of agency regulations and practices. So why are taxpayers still losing money
on federal coal?

The evidence points to a leasing system put in place by BLM. Known as Lease by Application
(LBA), a system has supplanted the competitive system envisioned by Congress. It improperly
skews the valuation of lease tracts, garners significantly reduced bids, and shrouds crucial
information in secrecy. Under this system, BLM allows coal companies to play a large role in
delineating tracts for leasing, a process that has resulted in tracts that do not generate competitive
bids. The problem has been most evident in the Powder River Basin of Wyoming, where over the
past 23 years alone, BLM has leased 7.9 billion tons of coal.*

BLM has also failed to account for the growing foreign markets for federal coal, especially in
Asia. BLM states that coal leases “meet the nation’s energy needs,” provide “a reliable,

! Tom Sanzillo. “The Great Giveaway: An analysis of the costly failure of federal coal leasing in the Powder River Basin.” June 2012. Pg. 3. Cited as Sanzillo
Report. Available at: https://docs.google.com/file/d/0B_qWeYLAqoqlV2YyX3hnR25IcXM/edit

2 Office of Inspector General. Report No. CR-EV-BLM-0001-2012. “Coal Management Program, U.S. Department of the Interior.” Department of the Interior. 11
June 2013. Pg. 7. Cited as June 2013 DOI IG report. Available at: http://www.doi.gov/oig/reports/upload/CR-EV-BLM-0001-2012Public.pdf

3 Patrick Rucker. “Asia coal export boom brings no bonus for U.S. taxpayers.” Reuters. 4 Dec. 2012. http://www.reuters.com/article/2012/12/04/us-usa-coal-royalty-
idUSBRE8B301L20121204

4 Bureau of Land Management. “Successful Competitive Lease Sales Since 1990, Powder River Basin, Wyoming.” Department of the Interior. Accessed September
10, 2013. Auvailable at: http://www.bIm.gov/pgdata/etc/medialib/blm/wy/programs/energy/coal/comp_lease-1990.Par.55365.File.dat/SuccSales080813.pdf

% Bureau of Land Management. “Final Environmental Statement for the Wright Area Coal Lease Applications.” Department of the Interior. Vol. 1, Ch. 1, Pg.17.
Auvailable at: http://www.blm.gov/pgdata/etc/medialib/blm/wy/information/NEPA/hpdo/Wright-Coal/feis.Par.33083.File.dat/01WrightCoalVol1.pdf.



continuous supply of stable and affordable energy for consumers throughout the country,” and
help “to reduce our nation’s dependence on foreign energy supplies.”® Yet, the growth plans of
coal companies like Peabody and Arch depend on the export of coal to Asia. According to
Peabody Energy Chairman Gregory Boyce, Peabody is “opening the door to a new era of U.S.
exports from the nation’s largest and most productive coal region to the world's best market for
coal.”” The U.S. Energy Information Administration reports 125 million tons of coal were
exported during 2012, more than twice 2007 levels. Likewise, the price of exported coal has
more than doubled from 2007 through 2011.2

In the last year, two new Congressionally-directed reviews have been requested. First, Senator
Ed Markey (D-MA), former Ranking Member of the House Natural Resources Committee, has
asked the Government Accountability Office (GAO) to review the federal coal leasing program,
focusing on how fair market value (FMV) for federal coal is determined and the relationship of
FMV processes to exports of federal coal.® Second, the Senate Energy and Natural Resources
Committee Chairman and Ranking Member, Senators Ron Wyden (D-OR) and Lisa Murkowski
(R-AK) have asked DOI to investigate and ensure that adequate royalties are paid on federally-
leased coal, especially in the context of sales for the export of coal.’

In response, the DOI is auditing coal sales from the Powder River Basin, and has asked the
Inspector General to investigate allegations regarding Powder River basin coal sales to affiliated
export purchasers or broker. Separately, the IG investigated the coal leasing process, the coal
lease inspection and enforcement program, and the venting of methane gas from coal mines.*
The report resulting from this latter I1G investigation was released on June 11, 2013, and included
a series of recommendations for changes to various aspects of the coal leasing program.** The
other reports are pending.

In the context of recent Congressional focus on federal coal leasing, this paper is meant to
provide a basis for analyzing the current laws, regulations, and agency practices, as well as
recommend areas for additional oversight and actions needed to ensure adequate compensation
to federal taxpayers for extraction of coal on federal lands. The increased attention and scrutiny
from the latest round of reviews must be used to catapult real reforms of the coal leasing
program.

The following recommendations must be implemented to ensure that taxpayers receive fair value
for the coal resources they own:

® Bureau of Land Management. “RECORD OF DECISION: Environmental Impact Statement for the North Porcupine Coal Lease Application WYW173408.”
Department of the Interior. 20 Oct. 2011. Pg. 10. Available at: http://www.blm.gov/pgdata/etc/medialib/bIm/wy/information/NEPA/hpdo/Wright-Coal/n-
porcupine.Par.91450.File.dat/ROD.pdf

" Peabody Energy Corp. “Peabody Energy and SSA Marine Enter Into Long-Term Agreement for Powder River Basin Coal Exports.” 28 Feb. 2011.
http://www.peabodyenergy.com/content/120/Press-Releases

8 June 2013 DOI IG report, supra note 2, Pg. 7.

9 Letter from Rep. Edward Markey to Mr. Gene Dodaro, Comptroller General GAO, April 24, 2012. Available at:
http://democrats.naturalresources.house.gov/sites/democrats. naturalresources.house.gov/files/documents/2012-04-24_GAO_Coal_Exports.pdf. Rep. Markey and
Sen. Max Baucus made a similar request in 1982.

10| etter from Sen. Ron Wyden (Chairman) and Sen. Lisa Murkowski, January 3, 2013. Available for download at: http://www.wyden.senate.gov/news/press-
releases/wyden-murkowski-seek-answers-on-coal-royalty-payments

11| etter from Secretary of DOI Ken Salazar to Sen. Ron Wyden, February 7, 2013. Available for download at:
http://www.energy.senate.gov/public/index.cfm/democratic-news?1D=2ffebb2b-7d3e-4f27-90af-59b0690c071a

2 June 2013 DOI IG Report, supra note 2.



1. Sustained congressional oversight is needed. Several inquiries have been recommended
and are underway. Depending on the extent of these reports, additional information should
be obtained on a variety of aspects of the federal coal leasing program, as described below.

2. Fair Market VValue must be obtained for coal extracted on federal lands.

e No pending or new leases sales should be completed until ongoing investigations
are finished and all recommendations are considered and implemented,
particularly those recommendations that affect fair market value appraisals.

e BLM’s methods for appraising fair market value must be reviewed and
evaluated. If the pending GAO report does not address the validity of BLM’s
methods, Congress should either obtain an additional GAO review or require
external audits of each FMV appraisal and minimum bid calculation prior to
future lease sales.

e Any adjustments made to the methods for calculating FMV (including the
pending 1G recommendation that BLM consider export market potential) should
be accompanied by a plan to ensure that old comparable sales are not being used
to established minimum bids, and that new methods are evaluated. For example,
it could be specified that a limited number of sales of a limited number of tons of
coal shall be held under the new procedures and then evaluated. If acceptable
returns are achieved, these sales could constitute a new set of “comparables” to
serve as the basis of sales going forward.

e BLM should make fair market value appraisals and appraisal methods public,
opening them to public review and comment, similar to the State of Montana.

e Congress should obtain a GAO study of the relationship between a coal mine’s
reserves and the amounts bid for new leases, and consider whether new leases
that are most likely to be of interest to companies with significant reserves
should be limited.

3. The lease by application system should be examined. The decertification of all Coal
Production Regions and associated transition from competitive leasing procedures to the
industry-led lease by application process raise serious concerns about whether that system is
in taxpayers’ interest. Congress should obtain a GAO review of:



Whether current leasing levels, including pending lease by application sales, are
in the national interest and contribute to obtaining fair market value for federal
coal, and whether pending LBAs should be completed.

Whether tracts leased since 1990 would have been more likely to attract more or
higher bids if they had been delineated differently, including whether sequential
single bid tracts could have been consolidated to constitute competitive tracts,
whether there might be improper, actionable decisions in the nomination and
approval sequences of limited interest tracts, and whether new guidelines are
needed to ensure delineation of genuinely competitive tracts.

Whether another bidding system would increase competition or bid amounts. For
example, if multiple leases are offered at once, but it is announced in advance
that only a certain percentage of tracts with the highest bids relative to the value
of the coal will be sold.

4. Use of lease modifications should be reviewed. Congress should obtain a GAO study of
the use of lease modifications since the Energy Policy Act of 2005 expanded the acreage
allowed to be included in modifications, including how many modifications have been
applied for and granted, what acreage and amount of coal was applied for and granted,
whether any of the modifications included coal that might have generated competitive
interest, and any recommendations for changes.

5. Protections against speculative leasing should be enforced. Given the declines in U.S.
coal demand and increasing leasing levels, Congress should obtain an GAO review of
existing leases and lease terms to ensure that the Mineral Leasing Act’s diligent
development requirements are being enforced.

6. Create safeguards for royalty calculations

Congress and DOI must ensure royalty payments are calculated on the full value
for federal coal. Congress must ensure royalty payments are not based on a low
domestic price of the sale/transfer from one corporate subsidiary to another,
which then sells the coal abroad for a much higher price.

A full audit and review of the royalty collection program for coal must be
completed. Key questions must be answered including: what percentage of coal
leases and leased acreage have been granted reduced royalties, what are those
rates and are the reductions appropriately justified, and what percentage of gross
proceeds of coal leases for royalty calculations are reduced for washing and
transportation expenses. Following the audit, DOI should take legal action as
appropriate to ensure that taxpayers receive a fair return.



The Office of Natural Resource Revenue (ONRR) must proceed with new rules
clarifying valuation, and Congress must exercise active oversight to ensure these
rules are implemented. ONRR should ensure that royalty payments are not
based on a low sale price to a corporate subsidiary or affiliate rather than the
ultimate sale for a higher price, especially within the export market context.

Royalty rates should be increased to match offshore rates for oil and gas
extraction on federal lands.

A special approval process by ONRR should be required for allowances or
deductions for coal washing and transportation that exceed a specified
percentage of coal product value.



Introduction

Coal is an important energy fuel in America. More than 90 percent of coal mined in America is
used to generate electricity.*® The Powder River Basin (PRB), located in eastern Montana and
Wyoming, is estimated to contain about one third of all U.S. coal reserves and produce 42
percent of U.S. coal.'* Eighty percent of the PRB reserves belong to the federal government.™
Wyoming, with 13 active mines in the PRB, accounted for 83 percent of all federal coal
produced and 86 percent of federal coal revenues in 2011.%° With federal coal playing such a
significant role in the nation’s energy supply, the proper management of the federal program is
of great significance, particularly in the PRB.

Yet federal coal leasing has been the source of controversy
for decades.'” The first significant leasing of federal coal ;
occurred in the 1960s, but largely for speculative reasons. As iy )
criticisms of the BLM’s management of the program At ‘
mounted, DOI imposed a moratorium on leasing to provide

time to review the program and make needed changes.

Since then Congress has stepped in repeatedly to try to fix

the coal leasing program and to help ensure a fair return to
taxpayers.

Powder River Basin
Province
““““““““

After World War I, Congress enacted the Mineral Leasing

Act of 1920 (MLA) that directs the Secretary of the Interior

to set up leasing systems for the development of federally

owned deposits of war-related minerals such as oil, gas, coal, ', .-
sulfur, and phosphate. The MLA requires the payment of

rents, bonuses, and royalties to the government.

METERS

In the 1960s and 70s, federal coal leasing expanded but little actual mining occurred. To address
growing concerns, including speculative leasing and failure to obtain fair value, Congress
enacted the Federal Coal Leasing Amendments Act of 1976 (FCLAA), which amended the MLA
to require competitive bids and to specify that no bid may be accepted that does not represent fair
market value, as well as establish diligent development requirements to reduce speculation and
institute minimum royalty rates. Implementing regulations were adopted in 1979 and 1982. This
language was added to replace more flexible language that had authorized the Secretary to
negotiate sales as provided in regulations. Those negotiated sales had resulted in serious
problems and a congressional commission made recommendations for reforms.*®

¥ Memorandum from Mary L. Kendall, Deputy Inspector General, to Tommy P. Beadreau and Rhea Suh in: June 2013 DOI IG Report, supra note 2, Pg. 2.

4 United States Geological Survey. “Assessment of Coal Geology, Resources, and Reserve Base in the Powder River Basin, Wyoming and Montana.” Department of
the Interior. Fact Sheet 2012-3143. Available at: http://energy.usgs.gov/Miscellaneous/Articles/tabid/98/1D/233/New-Powder-River-Basin-Wide-Coal-
Assessment-of-Recoverable-Resources-and-Reserves.aspx.

15 U.S. Government Accountability Office. Report No. RCED-83-119. “ANALYSIS OF THE POWDER RIVER BASIN FEDERAL COAL LEASE SALE:
Economic Valuation Improvements and Legislative Changes Needed.” 11 May 1983. Available at: http://gao.gov/products/RCED-83-119

%6 june 2013 IG Report, supra note 2, Pg. 3.

17 Between 1972 and 1994, the U.S. Government Accountability Office issued 22 reports, audits, and testimonies on several aspects of the federal coal leasing
program.

%8 David F. Linowes, Chairman. “Report of the Commission on Fiscal Accountability of the Nation’s Energy Resources.” Jan. 1982. Ch. 9, Pg. 237-367. Cited as the
Linowes Report. Available at: http://www.onrr.gov/Laws_R_D/FRNotices/1978-1989/default.htm - Under 1982.



The MLA requires that a royalty of “not less than” 12 /2
percent be paid on the value of the coal as defined by
regulation, but royalties may be less for coal from underground
mines.'® However, the Secretary may also “waive, suspend, or
reduce the rental [payment], or minimum royalty or reduce the
royalty on an entire leasehold or on any tract or portion thereof
... whenever in his judgment it is necessary to do so in order to
promote development, or whenever in his judgment the leases
cannot be successfully operated under the terms provide
therein.”?® The MLA directs that monies received from sales,
bonuses, royalties and rentals from leasing be shared 50/50
with the states other than Alaska. Forty percent of the federal
share goes into the Reclamation Fund that funds construction

_ and maintenance and operation of water resource projects in
UL most western states. **

Despite Congressional direction, problems with BLM’s management of the coal program
continued, culminating in the alleged leaking of proprietary data to coal companies during the
highly controversial lease sales of 1.6 billion tons of PRB coal in 1982. The subsequent
investigation by the GAO found that undervalued federal coal and minimal bidder participation
(many tracts attracted only one bidder) resulted in the leases being sold for $100 million less than
the fair market value. Both the GAO and the Congressionally-appointed Linowes Commission
made recommendations for reforms to the coal program. However, although a few changes were
made to the program in 1985, there has been little meaningful oversight of the program since
then.

Today, a shift in domestic coal markets has set off a new controversy surrounding the federal
coal program, once again focused on the PRB. Domestic markets for coal have declined due to
the depletion of Central Appalachian coal, rising production costs, and competition from other
fuels, such as cheap natural gas.?* Coal companies appear to be focusing on increasing exports
of federal coal, primarily to Asian markets, where energy prices are significantly higher. At the
same time, a recent study by the United States Geologic Survey (USGS) indicates that the
remaining PRB reserves are smaller than previously believed and may be exhausted much earlier
than projected.

30 U.S.C. §207. The MLA has been amended many times. The Federal Coal Leasing Amendments Act (FCLAA), Pub. L. No. 94-377, 90 Stat. 1083 (1976) added
" many modern provisions, including those on royalties and those requiring competitive sales and prohibiting acceptance of less than fair market value bids.
30 U.S.C. §209.

230 U.S.C. §191. Because Alaska does not share in the Reclamation Fund, Alaska’s share of leased mineral revenues is 90%. However, after August 8, 2005 and
for fiscal years 2006 through 2015, monies received from rentals in connection with leases in any state other than Alaska, are to be deposited in a special fund, the
“BLM Permit Processing Improvement Fund” for the coordination and processing of oil and gas use authorization on onshore federal lands under the jurisdiction
of the Pilot Project offices identified in section 15924(d) of title 42.

2 sanzillo Report, supra note 1, Pg. 35-37.



Fair Market Value

As noted above, the requirement that no bid can be accepted which is less than the FMV, as
determined by the Secretary, of the coal subject to the lease is at the heart of the FCLAA reforms
enacted by Congress in 1976.2 Accurate determinations of coal value are critical to the revenues
realized by the government. “Value” or “fair market value” enters into the lease sale and
management processes at several points, and is the basis for evaluating lease sale bids and lease
prices paid, which, in turn, influence coal prices and calculations of royalty revenues.

Many documents (including BLM’s Handbook 3070-1,
Economic Evaluation of Coal Properties) and analysts have

noted that prices obtained through a competitive system are the “Fair Market Value” is the
best evidence of the true value of a comparable property, and a amout:‘lt In Cé}Sth Oftft’“ te”nsf
competitive system is the best check to ensure that true value is reasonably equivalent to cash, for

which in all probability the

; 24
obtained. property would have sold on the
effective date of the appraisal,
Developing fair valuations for tracts can be both difficult and after a reasonable exposure time
controversial. Appraisals necessarily involve subjective on the open competitive market,
. ] from a willing and reasonably
valuations of the elements that comprise the value of a property. T
.. . . knowledgeable seller to a willing
There are legitimate problems with attempting to apply the same and reasonably knowledgeable
valuation processes used for competitively bid leases to lease buyer, with neither acting under a
tracts that genuinely lack competitive appeal. Regulations, compulsion to buy or sell, giving
agency guidance, and practices affect how “value” and “FMV” due consideration to all available

economic uses of the property at

are determined in connection with coal lease sales. BLM ) !
the time of the appraisal.

prepares a pre-sale estimate of the FMV of a tract that is used to
set a minimum bid that would be accepted. Under the current
regulations, when a sale is conducted, sealed bids are submitted, and a sale panel reviews them.
The panel determines, among other things, whether the high bid meets or exceeds the BLM
estimate of value of the tract, and makes recommendations to the authorized officer who will
make the final decision.?

Once a tract has been sold, the price paid becomes the FMV.?® If the highest qualified bid comes
in higher than the estimated pre-sale minimum, that bid becomes, by definition, the FMV.%’

Final lease sale values can then be used as comparables for estimating values of new tracts. Thus,
when value estimates are low, it is thereby possible to lock in a rolling system of continuing
undervalued leases. The reverse, however, does not seem to always play out. As articulated in a
report issued by Tom Sanzillo (‘the Sanzillo report’), shortly after the BLM awarded Arch Coal a
lease for the South Hilight tract for $1.35 per ton, it awarded the comparable South Porcupine
tract for just $1.11 per ton.”®

230 U.S.C. §201(a)(1).

2 sanzillo Report, supra note 1, Pg. 16, discussing the fact that the Commission on Fair Market Value Policy for Federal Coal Leasing, a separate Linowes
Commission, came to the same conclusion in its 1984 report.

% 43 CFR §3422.3-2.

% June 2013 DOI IG report, supra note 2, Attachment 1 Pg. 32.

27 June 2013 DOI IG report, supra note 2, Attachment 1 Pg. 32.

2 sanzillo Report, supra note 1, Pg. 50-51.



The possibility that failure to capture the full fair market value in pre-sale estimates could result
in lower value tracts and lost revenues has been confirmed by the GAO and other analysts. In
1983, after controversial PRB lease sales, the GAO concluded that the 1982 sales had probably
lost $100 million.?° In 2012, an independent report, applying the same adjustment factors used
by GAO in its 1983 report, concluded that up to almost $29 billion has probably been lost on
sales since then.*® Both reports question the appropriateness of the use of the usual appraisal
measures in the context of limited interest lease tracts and conclude that more guidance on
standards and practices for market assessment is desirable.*

Exports and Fair Market Value. While exports are still relatively low,* and west coast ports
adequate to handle increased exports to Asia have yet to be built, both exports and the prices paid
for them doubled from 2007 through 2011.% It is likely coal that is being sold now is being
sought, at least in part, as reserves for profitable export in the future. The domestic coal market
demand is down and projected to stay down by most analysts. Not surprisingly, several of the
companies — Alpha Natural Resources, Arch, Cloud Peak, and Peabody — bidding for federal
leases and mining federal coal have asserted their plans to export significant tonnages of PRB
coal. Some of these same companies are also principle sponsors of export terminals. Because
coal leases are issued for an initial term of 20 years that can be extended,* leasing decisions
made today will lock in prices and terms for decades to come. Therefore, understanding and
consideration of market trends and projections is vital.*®

BLM in the 3070-1 Handbook directs that markets in general and the export market in particular
be considered,® but the Sanzillo and the IG reports assert that BLM appraisals have not
adequately done so. According to the IG, “it appears that several state offices overlook the
export potential, thus possibly undervaluing the public’s coal.” The IG recommended that BLM
and DOI’s Office of Valuation Services (OVS) fully account for export potential, and BLM
concurred. The target date for implementation of this valuation is not until August 31, 2014,
however, and at least one coal lease sale is scheduled to occur before then with others possible.*’

Coal Leasing Program

In response to the direction from Congress in 1976 to require competitive bids for leases, BLM
adopted detailed regulations for competitive lease sales.

The MLA establishes a framework for the leasing of coal on the public lands. The Secretary is
to delineate tracts for leasing from among those lands classified for coal leasing. Tracts are to be
of a size the Secretary “finds appropriate and in the public interest and which will permit the
mining of all coal which can be economically extracted...”® Tracts are then offered for lease at

2 U.S. Government Accountability Office Report No. RCED-83-119, supra note 15. Pg. 1.

% sanzillo Report, supra note 1, Pg. 4-5.

31 sanzillo Report, supra note 1, Pg. 33-37, asserts that BLM does not adequately take into account dwindling quantities of both western and central Appalachian
coal, rising production costs, falling natural gas prices, and the potential for profitable exports.

Zi June 2013 DOI |G report, supra note 2, Pg. 7 states that 125 million tons of coal was exported for calendar year 2012.
1d.

3 43 CFR §3475.2.

% The BLM has indicated that it is nearly finished updating its coal leasing Handbooks and perhaps guidance on this issue and others will change.

% Bureau of Land Management. Handbook 3070-1. “Economic Evaluation of Coal Properties.” Department of the Interior. Pg. 11. Available at:
http://www.blm.gov/pgdata/etc/medialib/blm/wo/Information_Resources_Management/policy/blm_handbook.Par.29194.File.dat/h3070-1.pdf

37 June 2013 DOI IG report, supra note 2, Pg. 7, 10.

%30 U.S.C. §201 (a)(1).



sales held either on the motion of the Secretary or upon the
request of any qualified applicant. The Secretary must award
leases by competitive bidding, except for certain sales expressly
authorized to be negotiated sales. Lands to be leased must be
included in a comprehensive land-use plan and be compatible
with that plan, and the Secretary is to consider the effects
mining might have on an impacted community or area, and
other factors. Leasing is to achieve the maximum economic
recovery of the coal within the tract. Public hearings in the area ¢
shall be held by the Secretary prior to the lease sale.

The BLM’s implementing regulations authorize the
establishment of “coal production regions” (CPRs).* A
“regional coal team” (RCT) was to be established for each CPR. 7
An RCT consists of the BLM State Director (or representative)
for each state in the region, the Governor (or representative) of
each state in the CPR, and a representative of the Director of - %
BLM. The RCT “guides” all phases of the competitive leasing planning process, 1nclud1ng
identifying leasing areas, recommending leasing levels to the secretary, issuing calls for
expressions of leasing interest, and handling preliminary tract delineations, regional tract
ranking, tract selection, environmental analysis and sale scheduling.

The regulation’s applicable definition of “producing” is actually severing coal. A lease is
considered to be producing if the operator/lessee is processing or loading severed coal, or
transporting it from the point of severance to the point of sale.*® Yet, despite the clear definition,
BLM concluded by 1990 that there were no coal production regions in America. Even the huge
and valuable PRB Region was decertified in this Alice in Wonderland scenario®* — even though
that Region currently provides 42 percent of the coal used for electricity in the United States, *
and is the source of 83 percent of total federal coal production.*®

Lease By Application

Decertification short-circuited the full competitive system, eliminating the first step on which all
the other regulations depend, and allowing the alternative LBA system to be the new general
rule.

The LBA system eliminates the formal process by which BLM sets leasing levels, a process that
involved extensive public participation and directed the consideration of many facets of the coal
resource, uses of the public lands, and current and future market factors. Under the LBA system,
BLM fails to take into account changing markets, including the decline in domestic demand as
well as the increase in profitable coal exports, and has not attempted to adjust the level of coal it

%943 CFR §3400.5.

“° 43 CFR §3400.0-5(rr)(6).

41 55 Fed. Reg. 784 (January 9, 1990).

“2 sanzillo Report, supra note 1, Pg. 23.

3 June 2013 DOI IG report, supra note 2, Pg. 3.
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is leasing. This failure contributes to the rolling system of under valuations, and shortchanges the
government and the public.

Under the LBA system, BLM allows coal
companies to play a large role in
delineating tracts for leasing, a process that
typically results in tracts that do not
generate competitive bids because the
location and configuration limit their
appeal to companies other than the one that
applied for a tract to be sold. This role of
companies in delineating tracts of limited
interest seems to conflict with the MLA,
under which the opportunity for applicants
to request a lease sale applies only to the
holding of the sale itself, not to the delineation of tracts.* Even though there may be little
competition for a tract because of limited mining companies, it may be possible to design
competitive tracts to be attractive to at least two bidders or intentionally design them to only
attract one.

BLM asserts that they do not simply accept a tract for leasing as it is described in an application,
but rather the agency uses:

“... awide variety of information, including geologic data that delineates the location,
quality, and quantity of coal within a given area, to determine the most appropriate tract
configuration that would encourage competition and help achieve maximum economic
recovery of the resource.”*

However, most tracts are adjacent to deposits already leased by a company and the tracts are
often of a size or design that precludes another company from economically mining them and
bidding on them. The recent IG Report states that that investigation found that “over 80 percent
of the sales for coal leases in the PRB received only one bid in the past 20 years. No coal lease
has had more than two bidders on a sale....This lack of competition also applies to the coal
producing regions in other States.”*® The IG did not, however, make recommendations to
address this concern, and neither Congress nor the GAO has looked at this issue since the
transition to the LBA system.

Coal mines are expensive to establish and permit, and are generally sited near the highest quality
tracts of coal, then expanded from there through the leasing of “maintenance tracts.” In the PRB,
there are currently 16 coal mines, owned and operated by seven companies*’ — a limited pool of
bidders who are generally only interested in the coal beside their existing mines. Although there

* The Secretary is to: divide any lands subject to [that chapter] that have been classified for coal leasing into leasing tracts of such size as he finds appropriate and in
the public interest and will permit the mining of all coal which can be economically extracted in such tract and thereafter he shall, in his discretion, upon the

(emphasis added.)(Certain exception to competitive bidding is not set out.)

“ June 2013 DOI IG Report, supra note 2, Attachment 1, Pg. 33.

46 June 2013 DOI IG Report, supra note 2, Pg. 8. The Report also noted that the PRB was the most active sales region with 18 sales during that period.

47 John T. Boyd Company. Report No. 3155.001. “Powder River Basin Coal Resource and Cost Study.” Prepared for XCEL Energy, Sept. 2011. Available at:
http://www.xcelenergy.com/staticfiles/xe/Regulatory/Regulatory%20PDFs/PSCo-ERP-2011/8-Roberts-Exhibit-No-MWR-1.pdf
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is inherently somewhat limited
competitive interest in coal tracts in
the PRB, as mines expand (see map),
nev | they begin to encroach upon each
other, increasing the prospects for
competition. There are, in fact,
examples where competition has

wx | Occurred in the PRB and could
reasonably guide appraisals of
FMV.

w | Theevidence shows that BLM,
instead of deciding whether there is
sufficient demand for coal and
designing tracts to maximize
competltlon defers to industry, which avoids competition and de5|gns tracts to maximize
company share value and strategic positioning in the market.*® This view is also articulated in a
report prepared for XCEL Energy by mining and geological consultant John T. Boyd Company:

As a practical matter, most companies will attempt to define LBA tracts that, because of
location or geometry, are of interest only to the nominating company. This minimizes
competitive bidding on the tract, and may result in a lower cost lease. Where competition
has existed for coal leases (mostly in the southern Gillette area but recently in the

central portion of the coalfield) relatively high bonus bids in the range of $0.90 —
$1.10/ton have resulted. BLM has, even in non-competitive cases, required “Fair Market
Value” bids in this range, particularly in the Southern PRB.*

Allowing coal companies to take the lead on delineating tracts as a general rule has the potential
to set up a vicious cycle: offering tracts of limited interest results in sales with limited numbers
of bidders, which in turn justifies the avoidance of the competitive system.

Decertification of the PRB Region was recommended by the Powder River RCT in 1987. The
RCT also recommended that it (the RCT) should continue to exist after decertification to award
leases under the LBA system. The Director of BLM, Cy Jamison, approved the decertification
and the other recommendations of the RCT. These included the stipulation that only
maintenance tracts would be leased under the LBA system and that requests for new mines or
broader leasing would be considered by the RCT on a case by case basis. The RCT argued that
“most industry interests could be accommodated [by the LBA process]” and “widespread leasing
would not be necessary.”

Production from the PRB Region greatly increased after its decertification as a coal producing
region. In 1983, before decertification, the PRB coal region produced 151 million tons of coal;
by 1993, production had jumped to 275 million tons annually and by 2010, the PRB region was

“ See Belle Ayr North and Caballo West lease sales at http://www.blm.gov/wy/st/en/programs/energy/Coal_Resources/PRB_Coal/lba_title.html.
4 sanzillo Report, supra note 1, Pg. 18.

%0 john T. Boyd Company. Report No. 3155.001. “Powder River Basin Coal Resource and Cost Study.” Prepared for XCEL Energy, Sept. 2011. Available at:
http://www.xcelenergy.com/staticfiles/xe/Regulatory/Regulatory%20PDFs/PSCo-ERP-2011/8-Roberts-Exhibit-No-MWR-1.pdf
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producing 470 million tons of coal. > Since 1990, the BLM reports a significant amount of coal
has also been sold. The Wyoming BLM state office indicates that 7.9 billion tons have been
sold™? and another 3.4 billion tons are pending®® — all proposed to be sold under LBA procedures.
And absent new legislation or other direction to the agency, the LBA system will apparently be
used for future sales of the remaining federal coal.

Other Concerns

Lease Modifications. The MLA allows the Secretary to modify an existing lease to avoid
“bypass” coal — stranded coal not sufficient in quantity to be sold competitively.>* Lease
modifications are not conducted through competitive sales, but through a separate application
process that is open to public review and comment.

The Energy Policy Act of 2005 expanded the
amount of acreage that can be added to an
existing lease by a lease modification from 160
acres to 960 acres — a quantity that might
represent significant value to a company with
equipment already in the area. Because lease
modifications are not offered for competitive
bidding through the LBA process, it is even
more important that BLM establish the correct
FMV.

AT

The recent 1G Report concluded that $60 million had been lost in the 45 lease modifications
since 2000 that it examined. The BLM faulted that conclusion because the 1G had valued the
coal at the same rate as the main lease to which additional deposits were added. BLM thought it
should be valued at a lower rate as coal for which there was no competitive interest — one choice
for valuation. If coal is being added to an existing lease because it is by definition coal for which
there is no competitive interest, determining its value to the company requesting it might be
appropriate — a second valuation alternative. The course taken by the 1G — valuing the coal at the
same rate as the lease being modified — is a third alternative. This difference of opinion
highlights the need for further thinking and guidance regarding valuing coal deposits both for
lease modifications and also for maintenance tracts.

Lease Speculation. As mentioned above, in 1976, Congress enacted statutory protections to
protect against speculative leasing and ensure that leased federal coal is developed. The MLA
establishes lease terms as 20 years and “for so long thereafter as coal is produced annually in
commercial quantities from that lease.” However, “[a]ny lease which is not producing in
commercial quantities at the end of ten years shall be terminated.” >> Continued operations may

! sanzillo Report, supra note 1, Pg. 20.

%2 Bureau of Land Management. “Successful Competitive Lease Sales Since 1990, Powder River Basin, Wyoming.” Department of the Interior. Updated August
2013. Available here: http://www.blm.gov/pgdata/etc/medialib/blm/wy/programs/energy/coal/comp_lease-1990.Par.55365.File.dat/SuccSales080813.pdf

53 Pending Federal Coal Leases in Wyoming: North Hilight Field, 468 million; West Hilight Field, 440 million; West Jacobs Ranch, 957 million; Hay Creek II, 167
million; Antelope Ridge (North and South), 1 billion; Belle Ayr West, 253 million; Maysdorf I1, 149 million.

5430 CFR §3432.

%30 U.S.C. §207(a)
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be suspended if interrupted by strikes, the elements, or casualties not attributable to the lessee, if
suspension is in the public interest and advance royalties are paid.>

There has not been a review of BLM’s enforcement of anti-speculative requirements since 1994,
when Et)pe GAO found that BLM had taken actions that do not further diligent development
goals.

The increased federal leasing rates coupled with declining mine production and declining
domestic demand call into question the ability to stop speculative leasing, especially given the
potential rise in coal prices due to increased exports in the future.

Transparency and Fair Market Value. It is difficult to verify the adequacy of BLM’s FMV
analyses because the data BLM used are not publicly available, as the Sanzillo report has
asserted. Before determining the FMV, the Secretary is to provide an opportunity for and
consideration to public comments on that issue, but that statutory direction cannot be construed
to require the Secretary to make his judgment on FMV public before the issuance of the lease in
question.”® Nothing prohibits making FMV appraisals public after a sale, but concerns about
corporate proprietary information and the potential to harm the competitive position of the
government have been expressed as justification for not releasing information and data on how
appraisals are determined.> While the BLM does request public comment on FMV calculation
and methodology, it does not share its valuation data or methodology, prohibiting substantive
comments.

The State of Montana, by contrast,
releases its FMV calculations for
public review and comment before
lease sales. In the case of Montana’s
2010 lease sale of the state-owned
Otter Creek tracts, the Montana
Department of Natural Resource
Conservation (DNRC) contracted
with Norwest Corporation to prepare
an appraisal of the FMV of the tracts.
Norwest used BLM’s Handbook H-
3070-1, Economic Evaluation of Coal
Properties to calculate the value of the coal as $0.0539 per ton or $30.8 million using the
Comparable Lease Sales Approach and $0.0652 per ton or $37.3 million using the Income
Approach. Norwest noted that these values are lower than similar federal lease sales because of
the lack of existing mining equipment and rail service at Otter Creek.*

30 U.S.C. §207(h)

57 U.S. Government Accountability Office. Report RCED-94-10. “Federal Coal-Leasing Program Needs Strengthening.” 16 Sept. 1994. pg. 23-33. Available at:
http://www.gao.gov/products/RCED-94-10

%30 U.S.C. §201 (a)(1)

% June 2013 DOI IG Report, supra note 2, Pg. 10-12.

% Norwest Corporation. “Montana Otter Creek State Coal Valuation” 30 Jan. 2009. Available at:
http://dnrc.mt.gov/Trust/MMB/OtterCreek/2009/ValuationReport.pdf
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The DNRC released the Norwest valuation to the public and requested public comment in
advance of the lease sale. The DNRC then used the appraisal and public comments® to design a
minimum bid package to secure fair market value for the coal leases. The winning bid by Ark
Land Company, a subsidiary of Arch Coal, approved on March 18, 2010, was $85,845,110 —
significantly higher than the initial appraised FMV.%

Exposing all of this information to public review may have contributed to the higher bid the state
received, and certainly provided a more transparent process that could be a model for federal
lease sales.

Who Should Appraise Coal VValue? The IG also concluded that the performance of coal
appraisals by BLM staff rather than by OVS staff violates Secretarial Order 3300 and that lease
sales would be enhanced if OVS conducted appraisals. The IG noted that “even a 1-cent-per-ton
undervaluation in the FMV calculation could result in a $3 million revenue loss” in the seven
coal lease sales conducted in Wyoming’s PRB since 2011.%% Each cent-per-ton undervaluation of
the 3.4 billion tons of coal proposed to be leased would result in a $34 million revenue loss — half
to the federal treasury and half to the state of Wyoming.

Secretarial Order No. 3300, issued on May 21, 2010 established OVS, which was to have “sole
responsibility for contracting for valuation services for the Department’s bureaus and offices.”

The issue is whether this general authority of OVS and the Office of Minerals Evaluation to
contract for mineral appraisals applies only to individual real estate transactions by which
property is acquired or conveyed by the United States, or whether the authority also encompasses
ongoing mineral valuations that are the basis for mineral leasing programs.

Rents, Royalties, and Revenues

Establishment of FMV for lease sales is just one of the processes that are intended to secure a
fair return for publicly owned mineral resources. Once FMV is estimated, the lease sale is held
and bonus bids are paid. Then royalties must be collected on coal actually produced. Significant
deductions are allowed that are relevant to the final amount of royalties owed, especially in the
export context.

The MLA requires $3 per acre rent payments,® but the principal source of intended revenues is
royalties. The major amendments to coal leasing enacted in 1976 directed that royalties on
federal coal be “not less than 12 % percent,” but may be lower for underground mining
operations. However, because this represented a significant increase in royalties at the time and
the GAO expected that requests for royalty reductions would increase as a result of the increased
rates, the statute also authorizes the Secretary to waive, suspend, or reduce a rental, or minimum
royalty, or reduce the royalty on an entire leasehold or on any tract or portion thereof ...

5 Land Board. « Otter Creek Appraisal Comments/Response.” Montana Department of Natural Resources & Conservation. Agenda Item of 21 Sept. 2009. Available
at: http://www.dnrc.mt.gov/Trust/ MMB/OtterCreek/LandBoard/Agenda/909-7OtterCrComments.pdf

%2 Trust Land Management Division. “Otter Creek Tracts.” Montana Department of Natural Resources & Conservation.
http://dnrc.mt.gov/Trust/ MMB/OtterCreek/Default.asp

%3 June 2013 DOI IG report, supra note 2, Pg. 7.

43 CFR §3473.3-1.0
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whenever in his judgment it is necessary to do so in order to promote development, or whenever
in his judgment the leases cannot be successfully operated under the terms provide therein...%
The GAO recommended that the DOI develop policies and procedures for uniform processing of
such requests and also noted the tension between carrying out the new statutory direction for
higher royalties versus encouraging production:

“Of course, these decisions must be tempered by congressional intent to raise
Federal royalty rates to significantly higher levels than were in effect prior to the
Federal Coal Leasing Amendments Act of 1976. A decision that freely permits
royalty reductions may undermine FCLAA's mandate and cause de-facto
reductions of the statutory minimums. Conversely, a stringent policy that makes
reductions virtually impossible might lead to situations where Federal coal is lost
to future recovery.”®®

Decades later, this need for royalty

reduction is no longer justified as the 12.5 7
percent rate for surface coal is not a 5
dramatic increase to existing rate. |
Royalty rate reductions are determined
separately from lease renewal or other
lease term periods, and in fact may not be
specified in the terms of an initial lease
issuance or in lease readjustment terms.®’
Two essential MLA elements must both be
met to qualify for a rate reduction: 1) the
royalty rate reduction must encourage the b= !
greatest ultimate recovery of coal; and 2) the royalty rate reductlon must be in the interest of
conservation of natural resources. Even if these elements are demonstrated, a rate reduction may
be granted only when it is necessary to promote development or if the lease cannot be
successfgglly operated under the lease terms.?® Royalty rates may be reduced to as low as two
percent.

The recent IG report examined six royalty rate reduction requests in four state offices. However
the IG noted that BLM staff may lack the expertise to evaluate a company’s financial statements
and documentation when the reduction request rests on a claim of financial hardship.™

The Washington Office of BLM cannot provide statistics on the number of leases with reduced
royalties, the rates involved, and the amounts of royalties foregone. BLM advises that such
statistics would have to be collected from BLM State offices, where records on individual leases
are kept. Congress should request information about what percentage of all coal leases have

€30 U.S.C. §209.

% U.S. Government Accountability Office. Report EMD-82-86. “Need for Guidance and Controls on Royalty Rate Reductions for Federal Coal Leases.” 10 Aug.
1982. Pg. 17. Available at: http://gao.gov/products/EMD-82-86

7 BLM Manual 3485.23 C 4.

% BLLM Manual 3485.23 A.

9 BLM Manual 3485.23 C 3.

" June 2013 DOI IG Report, supra note 2, Pg. 14.
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reduced royalty rates, as well as what the royalty rates applied to coal product actually are and
how they are justified, since reduced rates obviously reduce royalty returns. Most studies on lost
revenues have focused on BLM valuations for bids and comparables rather than on the extent of
royalty revenues foregone because of rate reductions or other reasons.

Calculation and Collection of Royalties

The 1982 Linowes report’® stated that management of royalties from the nation’s energy
resources had been a failure for more than twenty years. It recommended system changes
including the creations of an independent body to supervise collection of royalties. In response,
Congress enacted reforms in the oil and gas context, and Secretarial Order 3071 (1982) created
the Minerals Management Service (MMS), with responsibility for royalty management.
However, the MMS also was faulted for inadequate royalty management and scandal that
resulted in the creation of the Office of Natural Resource Revenues (ONRR) in 2010."

Coal extracted from federal lands, except coal unavoidably lost (unless the lessee receives
compensation for it) is subject to royalty.”® The royalty is computed on the basis of the quantity
and quality of federal coal in marketable condition measured at the point determined jointly by
BLM and ONRR.” With some exceptions, the lessee is to pay the royalty rate specified in the
lease at the time the coal is used, sold, or otherwise finally disposed of.”® It is important to
ONRR’s collection activities to receive accurate and complete information from BLM as to the
royalty rates in effect for particular leases. This did not always happen in the past, and it is not
known to what extent there may or may not be problems in this regard currently, since ONRR
relies initially on a lessee to report the correct and applicable royalty rate.” In addition, any
document indicating a royalty rate reduction is separate from the lease document itself.

After the royalty collection duties of the MMS were transferred to ONRR, the regulations on
valuation of coal product for royalty purposes were repromulgated.”” The regulations define
many terms, including “arm’s length contract,” a phrase on which many of the valuations are
premised, and several presumptions are created.”® The definitions of arms-length, ownership,
and control are especially relevant in the current export controversy because royalty calculations
can vary significantly depending on those factors. Non arms-length royalties are more difficult to
verify because there are many alternative elements and proofs of value that can be used and
considered. The non arms-length approach could make it easier to misreport data or to conceal
intentional discrepancies. Misreporting would also be easier if a multistep process is involved,
such as transporting the coal product to washing preparation sites or to a distant selling point or
both. These elements are involved in moving coal to ports for export.

™ Linowes Report, supra note 18, Pg. XV.

"2 Secretary of the Interior. Order 3299. Department of the Interior.19 May 2010. Available at:
http://www.doi.gov/deepwaterhorizon/loader.cfm?csModule=security/getfile&PagelD=32475.

%30 CFR §1206.253.

730 CFR §1206.255(a).

7 30 CFR §1206.255(c).

6 A 1987 GAO report found that BLM did not communicate lease royalty rates to MMS in connection with lease readjustments (the issue GAO was asked to
investigate). GAO. Report RCED-87-164. “Coal Lease Readjustment and Revenue Collection.” 25 Aug. 1987. Available at: http://gao.gov/products/RCED-87-
164

7776 Fed. Reg. 76612 (December 8, 2011).

830 CFR §1206.251.
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Royalties for coal leases are calculated on a cents-per-ton basis (typically older leases) or as an
ad valorem percentage royalty. The regulations state that leases still on a cents-per-ton basis
cannot take an allowance for transportation costs, removal of impurities, coal washing, or any
other processing or preparation of the coal.” Ad valorem leases — those based on the value of
the coal as opposed to a cents per ton calculation, including leases converted from a cents-per-

ton basis, can claim allowances for such activities, and the deductions can be substantial.

Determining Value. Determining the value of coal product for ad valorem leases is the basis for
calculating royalties owed. ONRR has published proposed regulations for the valuation of
advance royalties, to be coordinated with changes to BLM regulations and clarification of
respective agency responsibilities.?® “Value” refers to the gross proceeds accruing to a lessee if
the proceeds are the total consideration actually transferred directly or indirectly from a buyer to
a seller. Value can be evidenced by an arms-length contract and the lessee has the burden to
show the contract was arms-length.

If value cannot be determined through an arms-length contract, alternative means of determining
value are set out, that must be applied in the order in which they are listed and value “shall be
based upon the first applicable criterion. The first of these is if the gross proceeds accruing to
the lessee (presumably as stated by the lessee) are within the range of proceeds under
comparable arms-length contracts, considering “[p]rice, time of execution, duration, market or
markets served, terms, quality of coal, quantity, and such other factors as may be appropriate to

reflect the value of the coal.”®!

Other benchmarks that may be used
are: the prices reported for that coal to
a public utility commission; prices
reported for that coal to the Energy
Information Administration of the
Department of Energy; other relevant
matters including, but not limited to,
published or publicly available spot
market prices, or information
submitted by the lessee concerning
circumstances unique to a particular
lease operation or the saleability of :
certain types of coal; and if reasonable value cannot be determlned using this methods then a
net-back method or any other reasonable method shall be used to determine value.*? Value
determined by these means is more subjective than value determined by an arms-length contract.

If a lessee determines value by means other than the arms-length contract, the lessee must retain
all data relevant to the determination, and the data is subject to review and audit.®® In language
that is used consistently in many sections, if ONRR determines that a lessee has not properly
determined value, the lessee is liable for the difference between the proper value, less the value

30 CFR §1206.256.

8 78 Fed. Reg. 49062 (August 12, 2013) and 78 Fed. Reg. 49080 (August 12, 2013), respectively.
8130 CFR §1206.257(c)(2)(i).

8230 CFR §1206.257(c)(2)(ii-v).

8 30 CFR §1206.257(d)(1).
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the lessee used, plus interest.** This language is much closer to being a correction than it is a
penalty. Once value is shown to establish the gross proceeds subject to royalties, an ad valorem
lessee may claim applicable coal washing allowances and transportation.®

“Coal washing” is defined as any treatment to remove impurities from coal, including flotation,
air, water, or heavy media separation; drying; or related handling or combination of activities.®
An ad valorem lessee may deduct actual costs incurred to wash coal unless the value of the coal
was based on like-quality unwashed coal. Costs that are normally associated with mining
operations and are necessary to place coal in marketable condition will be allowed as a cost of
washing. Coal washing costs are recognized as allowances when the washed coal is sold and
royalties are reported and paid.®’

Deductions for the costs of coal washing can be quite large, but “[u]nder no circumstances will
the authorized washing allowance and the transportation allowance reduce the value for royalty
purposes to zero.”

Similarly, an allowance is allowed for
transportation costs for ad valorem leases
where the value for royalty purposes has
been determined at a point remote from the
lease or mine. The allowance is for actual
costs to transport the coal from a federal
lease to a sales point which is remote from
both the lease and mine or to transport the
coal from a federal lease to a wash plant that
is remote from both the lease and mine and
from the wash plant to a remote sales point.
For coal that is not washed at a wash plant,
the transportation allowance is authorized
for the total production which is transported,
and is recognized when the coal “is sold and royalties are reported and paid.”®® Similarly too,
under no circumstances will the authorized washing allowance and the transportation allowance
reduce the value for royalty purposes to zero. It appears that no further deduction is allowed for
the additional enhancement beyond marketable condition.®

By contrast, any deduction for transportation expenses with respect to the development of oil and
gas leases against royalty value may not exceed 50 percent of the value of the resources without
the permission of ONRR after a review of data demonstrates that the costs claimed are
reasonable and necessary.*

8 30 CFR §1206.257(e).

8 Allowances determined through §§1206.258 through 1206.262

% 30 CFR §1206.251.

87 30 CFR §1206.258. 30 CFR §1206.259 provides considerable detail on how washing allowances are determined, and also requires that a lessee must claim a
washing allowance by reporting it as a separate line entry on the appropriate form.

8 30 CFR §1206.261. 30 CFR. §1206.262 elaborates on how transportation allowances are determined and what expenses may be allowed to be deducted.

8 If coal has been “enhanced” beyond of the value of coal that has been placed in marketable condition, the value of the coal shall be determined as that of the
feedstock coal in marketable condition (only) under §1206.257 (c)(2)(i-iv) or if value cannot be established that way, then under §1206.257(2)(c)(v).

30 CFR §1206.109.
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It is not known what percentages of lease values have been allowed as deductions on actual
leases. Crucial information regarding coal valuation may also be difficult for the public to
obtain:

“Certain information submitted to ONRR by a lessee to support valuation proposals,
including transportation, coal washing, or other allowances under 8§1206.265 is exempted
from disclosure by the Freedom of Information Act, 5 U.S.C. 522. Any data specified by
the Act to be privileged, confidential, or otherwise exempt shall be maintained in a
confidential manner in accordance with applicable law and regulations.”*

The extent of deduction allowed and the percentage of gross proceeds the government actually
receives is another area that GAO or the IG should probe further.

Conclusion

Taxpayers are not receiving a fair return for the extraction of publicly owned coal. An overall
lack of transparency and accountability at the BLM, along with systemic changes that impeded a
competitive leasing process, have led to decades of taxpayer losses and the problems continue to
run rampant today. If coal mining increases, as predicted with expanded need for coal exports,
the problem will only get worse.

Unless significant changes are made to the BLM leasing process and Congress exercises more
enforcement and oversight over the federal coal program taxpayers will continue to lose millions
in revenue. At a time of ballooning deficits and sky-rocketing debt, taxpayers cannot afford to
giveaway federal assets—it’s time to collect what we are rightfully owed.

This report is available online at: www.taxpayer.net

For more information, contact Autumn Hanna, Taxpayers for Common Sense at (202) 546-8500
or autumn@taxpayer.net.

9130 CFR §1206.257(K).
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APPENDIX ONE: COMPANY PROFILES

ALPHA NATURAL RESOURCES INC.

The Bristol, Virginia based Alpha Natural Resources Inc., founded in 2002 and made public in
2005, was the third largest publicly traded U.S. coal producer in 2012.% In that year, Alpha
extracted 106 million tons of coal from 107 mines in Northern and Central Appalachia and the
Powder River Basin, but recorded a loss of $2.44 billion.*® Approximately 42 percent of all 2012
revenues were a result of coal exports.”* The mining company’s coal production has decreased
significantly in 2013. In the first six months of the year, Alpha Natural Resources sold 44.5
million tons of coal generating $2.67 billion, a 19 percent decrease in sales and a 29 percent
decrease in revenue compared to the same period in 2012.% The mining company now operates
88 mines and 24 processing plants in Virginia, West Virginia, Kentucky, Pennsylvania, and
Wyoming.

Alpha Natural Resources acquired its two mines in the PRB, Belle Ayr and Eagle Butte, through
its merger with Foundation Coal in July 2009. The two surface mines produced 46.7 million tons
in 2012, 44 percent of all coal sold by Alpha. Approximately 18.7 million tons of coals were
extracted from the two mines in the first two quarters of 2013.%

ARCH COAL INC.

Founded in 1969, the Saint Louis based Arch Coal Inc. operates 32 mines at 17 mining
complexes in eight states across the U.S. In 2012, the company produced 136 million tons of
coal” (13.4 percent of U.S. coal production) and sold 141 million tons of coal representing
roughly 14.4 percent of the U.S. coal supply.® Arch’s coal exports hit a record high in 2012
reaching 13.6 million tons. “We see exports as a long-term development opportunity,” states
Arch in its 2012 annual report.”® Despite having an average profit of $174 million in the previous
four years, the company recorded a loss of $684 million in 2012. In addition to decreasing its
capital expenses which contributed to the loss, Arch notes that it should decrease its long term
indebtedness which totaled $5.1 billion in December 2012 to improve its financial health.*®

Arch Coal divides its operations into four sectors, but its PRB sector extracts and sells more coal
than the other three combined (74 percent of sales in 2012).2** The company acquired its two
active PRB mines — Coal Creek and Black Thunder — in June 1998 from Atlantic Richfield
Company, marking Arch’s expansion into the western U.S. The Black Thunder Mine which
extracts around 100 million tons of coal a year from seven pit areas is the company’s single most
productive complex.'® In November, 2009, Arch Coal acquired the rights to extract coal from
the part of the Otter Creek Tracts located in southeastern Montana in the PRB owned by Great
Northern Properties Limited Partnership. Through its subsidiary Ark Land Company, Arch Coal

92 Alpha Natural Resources Inc. “Form 10-K 2012 Annual Report.” 1 March 2013. http:/alnr.client.shareholder.com/secfiling.cfm?filingID=1301063-13-
10&CIK=1301063. Pg. 5.

% 1d. Pg. 12, 58.

 Alpha Natural Resources Inc. “2012 Annual Report.” March 2013. http:/alnr.client.shareholder.com/secfiling.cfm?filingID=1301063-13-10&CIK=1301063. Pg. 5.

% Alpha Natural Resources Inc. “Form 10-Q Quarterly Report.” 8 August 2013. http://alnr.client.shareholder.com/secfiling.cfm?filinglD=1301063-13-
47&CIK=1301063. Pg. 46.

*1d.

Z; Arch Coal Inc. “2012 Annual Report.” 1 March 2013. http://thomson.mobular.net/thomson/7/3060/4711/document 0/ArchAR12 FinalWebView.pdf. Pg. 56.
Id. Pg. 54.

 Id. Pg. 16.

1004, pg. 41, 70.

0114, pg. 13.

192 Arch Coal Inc. “2012 Annual Report.” 1 March 2013. http://thomson.mobular.net/thomson/7/3060/4711/document_0/ArchAR12_FinalWebView.pdf. Pg. 13-14.

21



won Montana’s auction for the lease of Otter Creek Tracts on state land in March 2010.'%
Mining operations have not commenced at Otter Creek. Arch Coal’s 3.5 billion tons of coal
reserves in the PRB including the Otter Creek reserves represent 63.8 percent of its total 5.49
billion tons of coal reserves.'%*

CLOUD PEAK ENERGY

Headquartered in Gillette, Wyoming, Cloud Peak Energy is one of the largest U.S. coal
companies. Founded in 1993, Cloud Peak is a spinoff of Rio Tinto Energy America (RTEA)—
Rio Tinto Plc’s American business arm. Cloud Peak engages in the exploration, mining, and
production of coal solely in the Powder River Basin of the United States. Within the PRB, Cloud
Peak produces coal at three coal tracts and is the lead developer of two major projects. These
include Antelope Mine, Cordero Rojo Mine, Spring Creek Mine, Youngs Creek Project, and
Crow Big Metal Project. Cloud Peak holds more than 1.2 billion tons of coal reserves and is
positioning itself “to serve Asian export and domestic customers.” In 2012, Cloud Peak exported
near record amounts of coal overseas.'® Over the past five years, Cloud Peak has averaged
nearly $1.5 billion in total revenue and $168 million in net profits.'*

PEABODY ENERGY CORPORATION

Headquartered in St. Louis, Missouri and founded in 1883, Peabody Energy Corporation is the
world’s largest private coal company. Peabody engages in the exploration, mining, and
production of coal. It owns majority interests in 28 coal companies throughout the U.S. and
Australia that do business in six continents worldwide. Peabody holds more than 9 billion tons of
coal reserves.'®” Within the Powder River Basin, Peabody produces coal at three major mining
operations. These include the North Antelope Rochelle Mine that produces “more coal than most
companies and nations,” Caballo Mine, and Rawhide Mine.*® Peabody’s PRB coal reserves
amount to more than one-third (38 percent) of the company’s total worldwide coal reserves.® In
2012, Peabody exported record amounts of coal overseas. Over the past five years, Peabody has
averaged nearly $7 billion in total revenue and $509 million in net profits.**
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