GEOTHERMAL LEASING
LEASING


Providing access and a secure right to the resource for exploration and development is provided for through leasing.

RESOURCE ACCESS

Providing reasonable access and priority rights to public lands for geothermal exploration and development is crucial if geothermal resources are to become an important additional energy resource.


There are a number of ways private developers can be provided access to public resources.  Resource rights may be simply applied for and conveyed at little or no charge, i.e., federal mining claims and non-competitive oil and gas leases, or made available through competitive bidding procedures (Sacarto, 1976).


Bidding may take the form of cash bonuses, annual rentals, production royalties, profit shares, or work commitments.  Regardless of whether the resource is transferred by competitive or non-competitive means, developers may be required to pay annual rentals, production royalties, and diligently explore for and develop the resource.


Access can be provided through two or three procedures including the issuance of exploration or prospecting permits or non-competitive leases or both for lands of unknown potential while requiring competitive bidding for particularly valuable resource areas.


The federal government had adopted a three tier approach to providing access to public lands.  Prospecting permits, the first tier, are available to developers and allow for geological, geochemical, and geophysical surveys, as well as the drilling of exploration holes.  These permits are non-exclusive and are not convertible to leases.  Such prospecting permits are also available on leased lands.  Non-competitive leases are available on lands for which no competitive bids are received.  Competitive leases, the third tier, are available in the highest qualified bidder.  


A majority of the states have also adopted the two or three tiered access system.  Oregon, California and Alaska all have provisions for the issuance of exploration or prospecting permits in addition to having both competitive and non-competitive leases available.  Oregon, in addition to competitive cash bonus bidding provides for simultaneous filing of applications, with the successful qualified applicant selected by random public drawing (Oregon Administrative Rules, Chapter 141).


Montana leases all lands through a competitive bidding process.  In Montana, however, if only one person or company bids for the tract offered, an applicant may negotiate a lease with the Department of Natural Resources and Conservation. The Department may, however, choose to reject all bids and applications (Perlmutter and Birkby, 1980).  Washington State has a leasing system based upon the Montana model that allows for the negotiation of a lease if no bids are received.  Idaho employs a two tiered leasing system with non-competitive leases being available to the first qualified applicant.  Lands within KGRAs are leased through public auction on a cash bonus basis (Bloomquist, 1992).


Exclusive or non-exclusive exploration or prospecting permits can effectively attract developers to wildcat areas.  Such permits can be even more effective in encouraging exploration if developers are given preference to convert a permit to a non-competitive lease or the right to match the highest bid if the leases are awarded through competitive bidding.


Non-competitive leases provide a mechanism by which developers can secure rights to a resource with little cash outlay, and are extremely important in attracting developers to unproven areas.  The filing of a non-competitive lease application should provide protection for the applicant against reclassification of the area as a KGRA before the lease is granted.  Such protection can guarantee that the applicant will be granted a lease on a non-competitive basis if work preformed by the applicant can be given the right to match the highest bid if the reclassification is the result of work performed by another applicant or both.


Although competitive leasing results in the greatest initial monetary benefit to the public, it can discourage or prevent certain developers (e.g., public utilities) from gaining access to public lands.  This is most detrimental where leases are only offered on a competitive basis.  For example, the lower economic value of low-to-moderate temperature resources (<300° F) seldom warrants large outlays of money.  This can severely inhibit exploration and development if the state is unwilling to negotiate a lease with an applicant.  Competitive leasing can also provide great difficulties for public bodies which cannot expend large sums of money on high-risk ventures.  This is a problem for public entities because they must obtain approval of expenditures through a public forum, which provides other bidders advance knowledge of bids which are to be submitted.


Several possible solutions to these problems exist.  First, competitive areas might be limited to those areas where a significant high temperature discovery has been made so that the value of the resource may be accurately determined by both the lessor and potential lessees.  It is important that such areas be limited to those possessing high temperature resources capable of being utilized to generate electricity as the economic value of resources for direct applications seldom can justify the additional expenditures and risk required by competitive bidding.


Second, the use of non-cash bonus bidding, i.e., royalties or profit sharing, allows for maximum return to the public without tying up needed exploration dollars for cash bonuses.  This also allows for full participation by public entities.


Third, work commitments instead of cash bonuses or royalty bids can speed development by freeing needed capital for exploration activities, but will not provide maximum return to the public from the exploration of public resources if not tied to royalties or profit-sharing. (Work commitments are agreements made by the potential lessee to conduct exploration activities at a specified rate, including drilling of temperature gradient and deep exploration wells.)

RENTALS AND ROYALTIES


Annual lease rentals are normally assessed for the opportunity to explore on public lands and serve primarily to cover the cost of regulation and administration.  Rentals may also provide the lessor with a toll for ensuring diligent exploration because required expenditures on exploration must equal a set amount or increased rentals will be assessed.

     The states of Oregon and Idaho have adopted increasing rentals as a means of encouraging diligent exploration.  Other states, such as Arizona, Colorado and Washington, have no set rental fee; but instead, the rental is negotiated along with other lease terms.  Royalties, unlike cash bonuses and rentals, involve no risk for the developer and, therefore, appear to treat equitably both large and small developers as well as public and private entities.  However, the manner in which royalties are calculated may significantly penalize a developer engaged in the direct utilization of geothermal resources.  Although royalties on both electrical and direct use projects range from 10 to 15 % for state as well as federal leases, the way in which the royalty is calculated can and does make a significant difference in the amount different developers will pay.

LEASES TERM, ADJUSTMENTS AND RENEWALS


Geothermal energy is unique because it must be used on site, whether it is for electrical generation or direct utilization, and it often involves substantial outlays requiring amortization periods of 20 to 30 years for utilization facilities, pipelines, or electrical transmission lines or both.  Because of these factors, the effective lease life, adjustments of lease provisions during the life of the lease, and lease renewals are of great importance to developers.  Equally important from the government’s side is the prevention of land speculation on the part of the lessee, the ability to make adjustments in lease provisions to ensure compliance with state and federal environmental regulations, and assurances that a reasonable portion of the revenue generated from public lands is returned to the public treasury.


The use of exploration or prospecting permits that require work commitments, and which are granted for periods of 1 to 3 years, is an excellent way to prevent speculation.  But it may discourage exploration if permits are not convertible to leases, or if such permits do not provide the holder of the permit with a preference to a lease if and when leases are offered.


Non-competitive and competitive leases are normally issued for periods of 5 to 20 years.  The longer the primary lease term, the more important it is that the lease carries reasonable diligence requirements to minimize having public lands locked up by land speculators.  It is also extremely important that the lease term be of sufficient length to ensure that the developer has a reasonable opportunity to fully evaluate the leased area.


Most leases carry clauses that ensure an extension of the primary lease term if the developer is active engaged in exploration or drilling or both, and all state and federal leases provide for the extension of the lease once production of geothermal resources in commercial quantities begins. Such an extension is usually limited to 40 to 50 years.  California allows for a lease term of up to a maximum of 99 years so long as production continues and several states, including Montana, Wyoming, and New Mexico, allow for the continuation of the lease so long as geothermal resources are produced or are capable of being produced.  In the event that leases are renewable beyond the end of the primary term, they should provide for a preference to the lease holder.


Readjustment of terms during the period of the lease is extremely important, and must take into consideration what effect frequent renegotiations will have upon compounding the risks already inherent to geothermal development and in deterring investment.


Alaska provides for a renegotiation of rentals and royalties payable on geothermal leases 20 years after the initiation of commercial production and at 10-year intervals thereafter (Basescu, et al., 1980).  A number of other states, including California, Montana, and New Mexico, provide for 10-year renegotiation of rentals and royalties beginning 20 years after the lease date while other states negotiate all such lease clauses at the time the lease is granted.


Frequent readjustments in rentals and royalties deter investments in geothermal development, and appear to be unnecessary because if royalties are based upon the price for which the energy is sold, revenues will increase at a rate proportional to the rate at which the value of the energy is inflating.


Leases should also provide preference to lease holders in the event that leases are to be renewed.  Most renewal clauses, however, carry provisions for the renegotiation of lease terms.
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