Oil Valuation Issues
(1988 Regulations)

1. Sales: What do we consider a sale? What do we not consider a sale?
Are the following necessary conditions for a sale to occur under the 88 rules:

Seller unconditionally transfers title to the oil to the buyer and does not

retain any related rights such as the right to buy back similar quantities of oil

from the buyer elsewhere;

Buyer pays money or other consideration for the oil;

Al

Parties intent is for a sale to occur.

(These are the conditions for a sale to occur under the 3/15/2000 oil rules) Bottom
line: Are conditions for a sale under the 1988 rules any less stringent?

2. Gross Proceeds: !
Can there be gross proceeds in a sale/transfer between lessee and affiliate?
Can there be gross proceeds between two parties in an A/L Buy/sell exchange?
What about a non A/L buy/seli? '

3. Significant Quantity:

Should we specify any % of a lessee’s total field production as “significant” for
purposes of the benchmarks in valuing oil not sold at arm’s length?

4. Sales to Affiliates:
Do our auditors trace production to first A/L sale or apply benchmarks?

If proceeds between lessee and affiliates is greater than 1% A/L sale or
benchmark then what?

If no A/L sale do we take hi gher of lessee’s proceeds and benchmark vaiue?
5. Gathering and Handling (?)

What do we consider gathering?

Can either gathering or handling ever be deducted?

What if it is between two separate parties?
What if it is between parent company and affiliate?



6. Exchange Agreements:
How do we treat exchange agreements? A/L (7), non- A/L (7), no sale.
Trace production to first A/L sale at subsequent exchange point (?)
If buy/sell exchange is A/L and comparable to A/L sales contract, can we
use it for benchmarking?
If the proceeds from the initial buy/sell exchange is higher than proceeds

from the subsequent sale of production received (less differential) how do
we value?

7. Differential (Quality, Locality):

Can we accept differential mentioned in the contract between lessee and
affiliate? That is—a non A/L exchange differential.

8. Joint Ventures:

How do we treat Joint Ventures? As though sales between affiliates (?)
9. Hedging

Under what contract conditions do we participate in sharin g the risk (?)
10. 4" Benchmark |

For Raj’s example valuing oil from- Elk Hills area, whére value falls to the

fourth benchmark to a CA spot price, should we use ANS or Line 63 Ry
will elaborate during the meeting)?
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United States Dep_artmem of the Interior

OFFICE OF HEARINGS AND APPEALS
Interior Board of Land Appeals
4015 Wikson Boulevard
ingrom, Viegint 22203

I8LA 98-25 ‘ ' Decided May 6, 1999

Amaalfmadaas:moftbc&socmtenm I\hnmlamrngumn:

Service, denying in part amd medifying an order requiring a Federal lessee
to perform a restructured accomting for all its Ourer Continencal Shelf
Jeases between April ESGandSq:cmbermz andmpayanyaddlumal
rc:yalties M-'S-SZ-OGS?-(IS

1.

Fedexalbila:ﬂGasRnyalcyt'hnagamntActoflsaz:
Royalties--0il and Gas leases: Boyalties: Generally

Under the Quter Conrinenral Shelf Lamds Act, the' Sec-
retary of the Interior has aithority to lease lands

 on the OCS and to cbtain payment of specified royalty

from leases 1ssued DUTSUSNC Chexeco. IT 1S within che
Secretery’s discreticn to détermine the value of pro-

duction for royalty parposes, and a perty challenging -
thatvaluammhasthehzz&mofsbanrgt,hevalmtxm

J-S.IILEIIUI'

Federa.lOzla:ﬂGéquraltymnaga!mtAct of1982
Rcyalt:.as--ol_lamcasleases Royalties Genemlly

. Puxsuantt:oBOCFR. 5 206. 150 (15877, tlebencmdc

provisicns of 30 C.F.R: § 206.152(c) (1) ard the “groes
proceeds rule, " 30 C.F.R. § 206.152 (h), the mirdmam
valne of lease proxhucrion for royalty purposes shall

'_newerbelasthanthegmssp:omdsaccxmrgmche
lesses for the sale thereof.

Fecleral OilarﬂGas'RcyaltybhnagamAc,toflssz:ﬁ ,
‘Rayalties--0il axd Gas Leases: Royalties: Gerexally -

AFedemlla@eelsmt;miedmplacegas'mmﬁcemble_
cordivion ar no cost to the Federal Government imlass

- otherwise provided in the lease aqreement. Where the

value is determined by a lessee’s gross proceeds that
value may rot par se be incressed to rhe purchase price
m@mamﬁmxmuemam

-amslagthsale
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C 4. E‘ederaloila:ﬂcas-MaltylhrnmxtActoflgszz : B
Foyaltiss—0il ard Gas Ieases: Royalties: Generally

A lessee selling lease production to an acriliate that
is not a "marketirg affiliate’ as defined at 30 C.F.R.
§ 206.15] is not per se required to inclinda the dif-
Terenca betiseen the artiliate's purchase price at the
wallhead ard the affiliate’s sale price in a dowm
stmamam's—lmgthmlecflease;n:uhxztimamm;a
determination that the sale at the wellhead was not
the reasonable eguivalent of an arm! s-lergth sale at |
. the wellhead. 30 C.F.R. § 206.152(b) (1) (i); 30 C.F.R.
§.206.152(c). : , :

APPEARANCES: Thamas J. Eastman, Esq., Washingten, D.C., ard James D.
Harris, Eaq., Houston, Texas, for agpellant; Howard W. Chalker, Esq.,
Geoffray heath, Esg., and Sarah L. Inderbitzin, ‘Esq., Office of the

Saliciter, U.S. Department of the Interior, Washingten, O.C.,. for the
Minerals Manmagemarrt. Service. . ‘ :

OPDNION BY AIMINISTRATIVE JUDGE FRAZIER

Seagull Energy Carporation (Seagull or appellant) has appealed a
July 31, 199s, decision of the Associate Director for Policy and Manage-: -
"toeatt TEpeotemeert, Minerals Management Service (MMS), demying in part amd . -
rodifying a lLatter Order i September 3, 1592, by the Area Manager,
Houston Coopliance Office (KDY, M, directirng Seagull to perform a -,
restmx:t:nedatxnmtirgmaucfitsfederalamercminental Shelf (003)
_lmbmmeithad"tmaﬂymmw in calar
lating the value of production for rocyalty purposas' between April 1586
azﬁSepteubermz. : )

Seagull'istmmsseeo:prpdx:irgocsmdaruonamgaslmoff
the coast of Icrisiana and Texas. The record establishes that Seagull's
first sales of gas were wellhead sales to its affiliate, Seaqull Market-
ing Services, Inc. (). M5 then sold the gas to varicus third-party
pxdmser;mxhram's—lmgthm;_mtmgasmtmpm-

hmm'imﬁnnit'paidmwammmat the wellhaad.
Scagull based its royalty payments on the purchase price it received from

parchase rice." Id, at 1.

As a resat of an axlit of Soagull's YOyalty paywents for OCS
leases for the period April 1, 1986, through March 31. 1991, B detar-
mined that, under the gross proceeds rule, 30 C.E.R. § 206.150 (1987),
0 C.F.R. § 206.152(h), 1/ Semqill ashaild have meid rryaltioas baced on

R. § 206.150 (1987), applies to production through March 15988,

1/ 30 C.F.R. §
30 C.F.R- § 206.152(h), applies to production subsequent to March 1988.

and
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' am's~lagth sales prica. Specifically, HCO determined that Searmall
had underpaid royalties on production from Iease Nos. 0540060040 arg
054—003043-0 by $42,892.74 in December 1987, February 1988, ard March 1988,
ard underpaid royalties on production from Iease Nos. 054-004069—0 and 054-
COB131~0 by $403.23 for December 1987. : '

BXO's September 3, 1592, orter required Seagull. to pay royalty hased
- an the mocasds received by S5, its afriliate, from the thirxd party sales,
rather than on the proceeds Seaqull yeceived from SMs. Seagull appealed
the HOO Ietter Order to the Dirocctor, MMS, parsuant to 30 C.EF.R. Part 250,
arquing that HOO's clair for additiomal royalties was premised on a mis-
application of MS' regulatians. Saaqull assertad that SMS was rot a
“markating affiliate® as that term is definad at 30 C.F.R. § 206.151 ard
arplied in 30 C.F.R. § 206.152(b) (1) (1), and that the value of .gas for _
Maltypxpcsesﬁnﬂdbedetermi:ndbythabaﬁmﬁcsystm‘formm's-‘
" lergth contyacts fourd at 30 C.F.R. § 206.152(c}. Seaqull further argued
That if itwemfo.mmhaVemcorrectlypaidrqraJtispmnttothe
Letter Cxder, it was entitled to retroactive transportation allowances,

In her July 31, 1996, docisien on appeal. hereir, the Ascociate Dixec-
tor conceded that SMS was not Seagull's “marvketing affiliate,* within the
meaning of 30 C.F.R. '§ 206.152(b) (1). Nonetheless,  she concluded that
Toyalty value was properly calanlated based an the proceeds received by
Seaqull's affiliate. The Associate Divector reached this conclusion rely-
ing on the “gross preoceeds" rule, 30 C.F.R. § 206.152(h), and on Santa Fo
Fnergy Products Cob,, 127 IBIA 265 (1993), aff'g, ) -
Qo. v, McCGotcheon, No. 94-0-538, slip. op. (D. Cola. Mar. 30, 1995), arsa, |
S0 F.3d 409 (10th Cir. 1996). ' A

The Associate Director states in part:

I do not agree that the Appellant's gross procesds from:
its norrarm's-length sale(s) at the well head is, per se, caxlin-
sive with respect (o value far royalty purposes, MMS rules at
30 C.F.R. 206.152 (h) specify that in o event may value be-less:
than a lessee's gqross proceeds, In Santa Fe Pnergy Prodicts Co,,
127 THRIA 265 (1993), tha' THTA concivdad, based upon this mile,
that a lessee could not shield proceeds from consideratian in
the value calculaticn by establishing an. affiliated transfer.
On thisg basis, the TBIA crdered Santa Fe to produce records of
its arriliated sale. . -
* - * - +* &* * EY . x

It follows that M may properly look to the arms-length :
third party sales by S5, Seaqull's affiliate, to determine roy— -
alty value and whathar the benchmark value established by cper-
gtion of 30 C.F.R. 206.152(a) is consistent with subpart (h) of
that rule. In fact, Scagull.claims that MMS' nyder amounted to
requiring payment of royelties on the basis of the affiliate's
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The fact that 3 lesses, by accepting a reducticn in the
sa.les.‘prlce, TRy “pay* a third parcy, in this case Seaqull’'s
affiliate, tops—::fam'umjceti:gflmcticns. doas not alter the

The Interjcr Boavd of Lard Appeals (THLA) ‘addresead the
igsue of marketing costs in ' uls .. 112 IEIA 77,
84 (1989), stating that althaagh MVME will nenmally accept a non-
amms’ s-length contract price for royalty purposas where the con-
tzacthascharacceris:isindlartcam's.-lmgmm:tsvdﬁnh
represent. fair market value, where the cotract price refiects -
gsductions that caomot be tade in determinityy vaine for rederal
royalty purpoess, stzd:dechzc:jmsnaybeagiiadbadc'mctbecm-
tract price for puposes of camputing royalty. ‘

Eae.ttemmhﬁedthats-smsim;nimmc:nbin- -
atim of tramspartation, fuel use marketing and/cr other costs.

Since not all of these costs, or pocential costs, are allowable ’
dﬁmmsmmrwmltygm, it was proper for MMS

o inquire as to the nature and extent of thoee coste, and to
Aragtﬁ:gAppellanttomcb‘ad;intoitsgmssp:m@adsfcrzqralty
mumamstsmidaamﬂamibﬂityofthelm.

' Mm_SeaguuﬁainadthatMS'o:derammtedtomqmﬁring
payment of royalties on the basis of the affiliarm’s price; it
cxxreded that the M5 sales price, in essance, is the confluence.
af these two principles, namely (1, T reguircoent that a les-
se2 must place production inmadetable condirion at po cost to
the lessor aod (2. The groes procesds recqirmrest srbedied in
30 C.F.R. 206.152(h}). Tus, I conchide that the subject M5
the coets incinrad by SMS in the emcution of its Sortract with
:heA;pellan:and;a:ealmla:ememyaltiesdx;fcrtneam--

A Inocnclusicn,rheAsspcia:eDimmrdimadSeag\ﬂltopayany
adlitionl royalties fard to be dus, based an its recalaulations, am
ucdified tha HD letter Order to permit: Seagull to amply for amd cbtain
retruactive approval of transportation allowances for the lease production

at izms:. (Decizion at 4.)
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pToceeds ; &
proceeds of the "lessee® and the term, "lemsee® as defined in 30 C.F.R.
§ 206.15]1, ‘does not inchixde lessae’s affiliared entities. Sesgll agserre
thar MMS* raliancgmmtoaxppaztits,pcsitimisnﬁsplacedtecm:se—
rhatmedea]swimdmoilzegulatimsmdnrthanthegasregtﬂatims
arxifomseamthepmduccimofdocmmtsummisnctmismeinthis
Case, i . . .

, Seagﬁlcrrmﬂstha:%hasmlydetemﬁmai-thatﬂvsismt
8 "markering affiliate, " which is defined at 30 C.F.R. § 206.151 as “an
afﬁﬂjateof,uﬁ.]m_.ﬂm,fmimj;;c.acqﬁzemlythelm's :
production and- to markst that production,  because SMS ig an affiliared:
marketer which pochases and markets gas from both affiliatsd and nonaf-
filiared lessees/sellers. Seagull argues thar, for IoVvaloy prposes,
_thepricespajdby%totmnmaffﬂiataisauerssmndbeusedas
‘cheaccq:tablewluefcrgaspruﬁmedbyaﬂiﬁatedsenars. Seaqull
cites MMS’ exmlamarion provided in tha preamble to ite royvality valuarien
requiaticns. )

. R The MS is retaining the term "only”. If the affiliata of the
lessee also purchases gas frem other sources, [hen that affiliate
1y will have comparable awm’s-lengrh contrpcts with other

revedeis dempnigtrate the acceptability of the gross
] the ige affiliare. 53 fad. Rac.

1230, 1243 (Jan. 15, 1988). .

{SR at 5.) o
_ appellant insists that sinoe 91 is rot 2 "madketing affiliats, its
royaltyvaluamzstbebas&mtbehemhmzkmﬂyestablmhedfcr
nenarm’ s-lergth transaceims, I3, ‘ . ) :
Rrther, Seagull argues thar the discussioo in the preamble’ quoted
above, _ _ _
cuﬁmsthar.uévaluatjmmlsa@limhle to sales to
rmarketing affiliates” would mot apply to salest to ocher affil-
iaces, because in sales to other affiliarss thexe will be carpar-

abletmnsacrja;smwhim:cdm:stmtcthemasamg}ess"of
the gross proceeds acoTuing to the lessee from its affiliate.n

53 Ped. Reg. 1230, 1243 (Jamury 15, 1988) . :
(SCR a= 6.) Seagull asserts tlEASscc:ateDJ_tectordemtdlsaﬂmcr :
ignare either the plain terms of the regulations or the exress guidance
set forth in the presmble to the regulations, ) .

Citing Bahragmizadeh v. nited Stares, T.N.S., 717 F.2d 1170, 1173

(7th Cir. 1983}, arpellant argues that MVMS cammot irterprar ita.rsgtﬂz}tﬁ.m
in a mammer to mllify the effactive intent or wording of the regulatim.

148 IHIA 304



MAY-1@-~982 1@.41 FRGM:ENERCY A 'RESDURCES iD.282 2@8 15a%5 PACGE 1,89

- Roeewding to Seagull, the first benchrmrk, 30 C.7 R, § 206.152(c), is
~a;pli®letothis@s&&isthemth:dbywidd:. valusd its qas
production.’ That benchwark provides that gas is val acoording to the

g:nssp:ocee&accmingtotbelesseepman:toasalewﬂer
irs om amn’s-langth contract (cnro:be:d:.sgnsxmmctbm:thm
by an arm’s-length conrracr), Frovided that thoge groes proceeds
a:eequivalmttotbegmpmcmdsthriveifnm,‘crpajdu:ﬂer,
caparable am's-length cootracts for purchases, saleg or other
dispositions of like—quality gas in the same field {or, if neces-
SBIy to obtain & ressorable sample, from the aresn.).

Id. To svaluare comparability, tbcz&stﬂa:i&:smﬁa:wswﬂlmim:
the following factors: "price, duration of the contract, warket o markets
served, temm, quality of gas, vol:.n:eanis_mhotherapprcp:iatetacmrs.'

Saagtﬂlﬂain:ainsthatitprﬁvidadeﬁdmnamestablishthdttte
gznsspmceedgaamﬁngw&agauuﬁaritsmnn's—lmgthms
areequimlamtogrcasprccqadsthrivm;nhrcmpamm.eam‘s~lergm :
sales-in,tlesamﬁe]doram,assetfozghintrefimbaﬁnaﬁcstan-
dard. Specifically, Seagull points to a chart foud in Ex. F. of Ex. B
'actachadmitqsxm.michitdaimda:umtesrhatme"pﬁm;sidw
&BtoSeagﬂl-andthep:icemwhideeagunbaseditstwalﬁestothe
Mﬁ-mequltothepricefcrgaspaidby%tqnm—amua:adlassee/
producers for gas fram.the same or nearby leases. (SR at 9.) 2Appellant
states "uegasmnmmmmmmang;mszaammm
Islamall-*t*areemmedbySeagﬂ.larﬂanoLMrlesaee/pxmm

oarparable _
M5 ax] nen-affiliared third parties that demmstrare the acceptahilicy of
the qross proceads actrulng to Seaqull from 95" I8, .
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Recognizing that the adit pericd at issue in this case includes a
mmmwmmlsssw,&m@mm-m-
lier regulatien and mainrains that its "valuation wethod also conforms to
tha M requlaticns in efféct prior to March 1988." (SCR at 10.) Citing
Mobil O COorp., 1312 IELA 56 (1989}, appellant notes the Board held thar a
_mam'snlagmm:mmmac@tedaa‘thchaaisfcrrwyﬂtysq
long as it falls withir the range of prices received in the same fisld or
. area under amm’s-length conrracts. It also notes that the Board in
Qil Co., 51 Yara 47, 51 (1980}, "upheld the use of non-amm’s-lemgth sale
pmicafm'myaltyvaluatim,wbemevidameﬂahushedmtthapﬁmis‘

held in Shell Westerm F & P, Yoo, 112 IEIA 394 (1990], that the MS Tay
ngcapplyitsmy;lty.valnatimrules’inamerthatmfaﬁ:ly i irin-
ates against lessees who are affiliates of other parties to a traneaction.
(SOR at 10.} XArnlying the foregoing casas, appellsnr raasons that under
Gerzy, the evidenca that appellant paid royalty oo the same price that
other nomaffiliared lessaes received from'SMS demcrstrates that appellar,
peid royalty on fair market value. Seagull insists that MMS caonot demand
ahighexxwaltyvaluefrmSeagulum_ltdoes:;mtneocmrlesse&s

. raceiving the identical price from MS. 4. To do 30, appellant contends,
"would unfairly discrindnate against Seagull because it sold gas to its
affiliate, ag prohibited under Shell Westexn." I3,

In light of facts presented here, appellant insists that the prec-
edents.demnscratethat%'ordercamntbeamcainadmﬂerthepre—
March 1988 regulaticn because appellant paid royalty based on the same -
galms price other waffiliated lessees received from 9%, M atteme,
mrecver, to redefine the nature of Seaqull‘s nxravm’s-lergth sale by @
mwmamwmms-mm,wm,m
--be sustained, mmngnmﬂﬂm_mw 853 F.2d 1259 -
. (Sth Cir. 1988), Seagull conclixies that M’ reading of the “gross pro-
ceeds™ provigion is an "wreasanable interprerarion of the M8 requlations,
andze;mesamsanahzse“ofdiscrctimmﬁmmlaufulmuoactivembstanf
tiva niamicing." (SR at 10-11.) :

In its answes, MMS disputes Seaqull's.claim that it ezrooscasly
relied en the °gross proceeds" provisiad, 30 C.F.R. §.206.152(h), as a

inragratred enterprise engaged in the produrtrien amd mdmting of gas, ir
is more then reascnahle for MMS to determine thar the proceeds that the
of the gross proceeds from the disposition of Seaqull’s production. MMS
mincaing that irs positimm is supporteod by the Board' s holding in Xeno .
Inc., 134 IELA 172, 179-80 (1995), citing Shell Qil Co, (On Reomsidern-
ticn), 132 IEIA 354 (1995) (overruling Shell Oil Co., 130 TELA 93 (19%4),
aff’d, _0i LY, itt, 945 F. Supp. 752 (D. Del. 1996), aff’d,
125 F.3d 172 (3rd Cir. 1994)); Santa Pe Foeroy Prodacts 0., qpra. MMS
notes that, in Xero, the Board coocluded that "™MMS may properly look to
the first amm’s-length sale by an affiliate, less transportarion costs, :
to determine the value of production for royalty purpose.®  (Answer at 2.)
Cmsistent with Xeno, MMS determined that it was "‘veasaable’ for MMS
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tclodcattheti:starm‘s—lmgthsalebyanaffﬂiateﬂmthepzice .
received by the affiliate ‘purchaser’ for that sale is higher than the
price the purchaser paid its affiliate preducer.* 134 I ar 178. This,
ME oamtends,™*ig miy!d'atocmrmdinthisappéel.“_ {Answer at 3.)

M asserts thar Seagull camet aveid application of the "gross pro--

-eeeds® rule underx (1) foommer 30 C.P.R. § 206.150 {(1987), for gas prodiced
For to MMSY premuldation of its 1988 valuation reguiariens, snd under

(2) the "benchmark® system under 30 C.F.R. § 206.152 (¢}, for production
Occangafterp:mmgat:.m of the March 1, 1988, reqularione. MMS
detties thar ir is ignoring the requlaviens,. and respaxis that, "{e]ven

if Seamill’s production is valued wodier 30 C.P.R. & 206.150 (1987), or

30 C.F.R. § 206.152(c) (1996), MS still must determine the ‘gross proceeds

auyothervaluetbatmybeamlicablemﬁerthe:egtﬂatmmxmin
30 C.F.R. ‘Part 206. (Answar at 6-7.) MMS assercs that, having “determined
Chat‘thegrosspromdsmuixgto&‘s_m higher than the 1988 bench-
mark and pre-1988 Sectiom 206.150 values, MMS properly followed its requla- .
timmmicorderedSeagﬂlmmlmla:erwaltiesbasadmtmhig:m
- valum " T4 ar 7. . : .

MMS denies that 30 C.F.R. § 206.152(5) (1) (i) precludes it fram
requiring Saaqull to establish valus based on its arriliate’s proceeds
when ics atriliate, S5, is mot A "meoketing affiliare” as dafined ar
30 C.F.R. § 206.150. MMS mmintaing that Seaqull’s argument Tests

on tha famlty asmuptict that by specifically stating that a -
”n'azicating_afﬂljaza's"'pmceedsmldes,rahlishchevameot -
productien for royalty purposes urder Section 206.152(b) (1) (i), -
M‘Bmam:topu:_ecluieitself‘ﬁm dstermining thar an affiliate’s
pmceadsesmblisntm.vah:ebfpm:hmtjmm:thegrmsm—
ceeds rule of Section 206.152(h) in any other case. )

(Answer at 8.) ébra@pm,us'pcimqmardmdismimatﬂﬁed. o
Reg, 1189, 1196 (Jan. 15, 1588). MMS insists thar Seagull is wrtng because
M:Saddadtbemﬁce:irgaftﬂia:enﬂeinxwpmsetpimm'sm;mt
mmmmgpm,mm-m-'mwmmbm—
uaﬁ:scwldleadtoahigherwlm.thanmmepmchctimammlym -
soldfcr‘inaazbseqnm:amm—lengthsa;g." (Answer 3t 9.) ,

MG reasdns that the only difference belween cases imvolving a mar-
keting affiliare. ard a ramerketing affiliate is that, in the case of a
noomaRrkecing affiliarve, "M is por chligared to exclude cansidgrarion
ofmehendnaﬁma:'dmlusivelymtbeafﬂliate"sm:ag .

MM argues that‘valuewuldbethegmatarofthebrsx:tnaﬁcvalmmﬁer
30 C.F.R. § 206.152(c) or the affiliate’s gross prooreds urddasr its_ am’ s-

leogth sale.~ I3,

-that‘itis-raquiredmdetemdnegmsspmcaedsandm@;eﬂm:muem-

' 148 IEIA 307



MAY-12-B3 1@:37 FE_UH-ENERC“E & RESOURCES ID: 222 288 160§ "PACE /1@

. IELA 98-25

Lrom the value of its production, arguing that, under Amoco Preduction Cg.
mmaazL"meleSseebasmedmymmitsmmwvm
bedr the expenses incurred in discharging that chligation.” (Answer at
10.) Citing Areo Of1 & Gas Cp.. 112 IRIA 8, 11 (1589) and Mohil Cil Corp.,
112 TRIA 198, 208 (1989), MME ftatae rhar rhe Board” recormizad that " [¢1he
creatima:ﬁdevelqmmtcfnmketsfarpr@ctim‘isthemyamemeof
the lesses’s implied chligatiod to prudently market the production from the
leaseatthehigfmstpiiceobtaﬁnblefcrmeberefitcfthelaseeazﬂtm
lessor."  (Answer At 10.) Toevefore, MVMS argues that Sesqull carmet deduct
any cost incurred in mareating the production from its Federal leases o .
fran its gross proceeds priar to royalty valuation. Ackmowledaging thar SV
marikarg gag £rom both affiliated and nemaffilisted eellexs, MMS asperts
thatSeagullhasantsq:tedtoci:mnvencitschﬁgaﬁmcpmﬁoettbegas
by enlisting its wholly-owned affiliate, MS, to merket its qas.

M4S maintains that here where a Federal lessee pays an affiliate to
perfom markating funcrions, or accepts a reduction in price for qas, the
lessee may not dedict the costs of such services from the royalty value.
Id, ‘ac 1i. . Altctnatively, M5 reasns the warket value of Seagull’s pro-
duction was either the price SMS pald plus marketirg costs or SMS’° any’'s-
lergth sale, less allowahle transportation costs. Id. at 12. .

Cn Maxch 5, 1998, MMS filad a "Notice of Supplevental Authority,™
-arguing that Taylor Bnergy Ob., 143 TEIA 80 (1998), requires that the
Board affirm its decisicn, hersin. MMS submits that Seamll, like Tayler,
cramvented its chligacim by enlisting third parties to marker ics Gas
resulting in the Baard finding Tayler to have improperly deductsd the costs

Altermarively, MVMS argues that there is o cporare distinetion :
batwesn Seagull and SMS far prposes of determining gross procesds acoru-
ing to Seagull. 2/ Thus, MMS avers that 98 is the "alter ego” ‘of Seaqull

ity pricr statement in 132 THEIA
ar 356-58, to recognize that, in sooe ciroumstances, the term "lessee®
dees include its affiliate, and that, under established legal principles,
it would be correct to srate the following: " .

- TIhe temm ‘lessee’ may include an affiliare wrkder certain cirom- :
stanoces. When 2 lessee and the affiliate to whom it inditizlly sells peo-
ducticn operate as an integrared or single emterprisze for production amd
madu=ting of federal il or gas, the aCliliate’s arm’s-lemgth resals gro-
ceeds represents the gross proceeds accruing to the lessee from the dispo-
sition of production, This is true regardless of whether the term ‘lessce’
inchides the affiliate under the partimlar ciromstances or wherher the

e form is &i " '
s of . iy 132 THLA art 357. The lessee definitiom
sar forth in the regulaticen, 30 C.F.R. § 206.151, is clear. If MVE wants
to include the legsee’s arflliate in that definicion, it should amend the

requlation.

2/ In light of its alter:ztivea:gtmﬁ, M'Suxge;t:beaoaxdtomd:.fy
g : - -
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and urges the Board to exercisa its authority to prerce the corporate veil
oftheatﬁliatedmdememmthecmefmmﬂd
cefeat mublic palicy recognized in Shell Western BsP, Inc,, 112 IRTA 394,
400 (1930}. ™MS cpines that gpplying the rule to this case is aporopri-
ate because there exists same mnifestatico that affiliated companies
"are using their carporate relatiopship to defeat MMS royalty callection
effons.” X, ac 17. - - . :

Discprasion

The questicn presented in this appesl is whethar a Federal lesses
wo sells lease produrtion to an affiliate at the wellhsad under contract
which is for all practical poposes idenrical to the oontract wurxier which

- . same field is per se required to use the affiliate’s resale price as a
basis for deterwining value for royalty poposes. Omsideration of this -
questicp requires an eamnation of the traditioml cblicarien of the les-
See Lo market, the production at no st to the lessor ard to place the gas
in "marketahle conditicn® under 30 C.F.R. § 206.152(i), (1857), 30 C.F.R.

§ 206.151 ard an examination of what costitutes gross proveeds acscruing to
the lessee wxder 30 C.F.R. § 206.150 (1987) and 30 @.P.R. § 206.152(h).

: (1] The Secrerary of the Interior is authorized to lease land on
the OCS under the Quter Coinental Shelf Lamds Act (OCSIA), as amended,
43 U.S.C. § 1337 (1994), for the explorntion and Gerelcprent of mineral
rescxrces, incluating oil and gas. The provisioens of OCSLA, 43 U.S.C.
§§ 1331-1356 (1954), ard leases issued pursuant to that Act, rsquire pay--
TEXL of royalties equal to a spevified percontage o the smoamt o valus
of the oil and gas produced. When it passed this Act, Congress commdtted -
the Govermmenr to the goal of cbeaining fair market value for offshore cil
ard gas resanTes. ” Wait v, Energy Action Bucatienal Fourcation, 454 U.S.
151, 162 (1S81); Qoo Inc,, 110 IHIA 232, 239 (1989); Sun Bxploration &
] 104 IEIA 178,184 (1988); Ampco Progetion ¢O., 78 IRELA

Broductican Co,,
93 (1983), aff’qd, Amoco Production Cn. v. fodel, 627 F. Supp. 2375 (W.D.

la. 1986), vacaped x rengrried, B15 F.2d 352 (Sth iz, 1987), ot :
 Genied, 487 U.S. 1234 (1988}, _ .

of production for royalty prposes. Mazathop Oil Co. v, Upjted Srates
604 F. Supp. 1375, 1382 (D. Alaska 1985), aff‘d, 807 F.2d 759 (Sth Cir.
1986}, cart.. dended, 480 U.S. 940 (1967); Qoo Iinc,, stpaa at 240;
I=BCo, Inc., 104 IBLA 304, 308 (1988); Amcp Propfwtion o, 78 IRLA
at 96. That discretion is teopered mily by the standard of reascnahle-
mess. Conoco Ino,, supra: Toogoo Ing,, supa at 310, The party challeng-
inTy a royalty valuation by MMS has the hnden of showing that che method
of valvatim is in errar. IXP Cperaring Cp,, 115 IBLA 195, 204 (1S90} ;
Walter Oi] & Gas Coyp.. 111 YETA 260, 266 (1989); Mobil Qil Gorp ., 108 IBLA
216 {1989); Amoco Production (b., 85 IELA 121 (1985); Ampoo Production (o,
78 IBLA at 95.

{2] The relevant tige paricd at issue in this sppeal ie April 1986
throagh Septerber 1592. During parr of thar rime pericd irvalving produc-
tion through March 1988, the governing provision of =he royalty valuatien
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- regulaticn was fowd at 30 C.F.R. § 206,150 (1987). Thar regulaticn

The value of productien shall never be lass than the fair
markers valus, 'Il'evalueusedintheca'cpdtanimofxoyalty-'shall
be deteyminad by the Director: Tn estahlishirng the valne, the
Directar shall consider: (@) The highest price paid for a part or
fora_ﬂnjorityoﬁlﬁe—qxalitypzuﬂuctspm&madfxuntbefield "
or area;.(b) the price received by the lessee: {c) posted prices;
(1) requlared prices; ana (e) other relevant matters, Under no
ciramstances shall the value of production be less than the -
gross proceeds dccruing to the lessee from the disposition of
reagcnable unit valuve established by the Secretary.

Purtha::partoftbemlevam;timeperioda:jss_u_a involving post-
March 1998 protaction, 30 CF.R. § 206.150 (1887), quoted above, was super-
. Seded by the amended royalty product veluation requlations famd 30 C.F.R.
Part 206 Subpart D. 53 Fed. Reg. 1272-1284 (Jan. 1S5, 1988). Pursuant 0
30 C.F.R. § 206.152, effective March 1, 1988, gos ot sold parsusmt to an
arn’ s-lemgth oontract is required to be valped in asccrdance with a seriss
of benchmarks. 53 Fed. Reg. 1248 (Jan. 15, 1988). MVS explained the val-
uation procedure in the presgble: = . : : : o

Etﬁe:rrhebend'naﬁcsystmnvaluewﬂlbedetemﬁ.mdtb:mgh
application of criteria in a prescribed order. In other words,
the second eriterion would not be amsidered unless the firsc
’miteﬁmwald.mtbezeamblya;plied. Therefore, if the
pmoaedsmﬁe:rtbecxngnmbleam's_lepgthrccntmc:smthefield
are not. "equivalsat" to the proceeds under the ryn arm’s-lergth
contract, then the first benchmark does not apply ardd the lessee
shauld try to apply the sacord benchmark. IF that one also does
mtamly,menthelmseemmta;plytbethirdkmdnaﬁc.

53 Fed. Reg. 1245 (Jan. 15, 1968).

A}

Tﬁtl_xre-_q:ac:tog:osslzzoaaedc, MY eplained:

Gross proceeds wder amn’'s-length cntracts are a principal
determinant of value. The ME cammot adopt & standard and ,
‘then not require lessees to pay royalties in accordance ‘with the
exress termms of those omtracte. It is MMS’s intent that the
the buyer to the meller for the gas, whether that.consideration
is in the form of mney or amy other form of value. - Lessees.
carmat. avoid their royalty cbligation by keeving a part of their
agreemenit cutside of the famr cormers of the cemtract. e
Therefcre, ™S has parposefully draftad t;be"grcsspro'ceedgde.f:.—
nitimtobeacpansiwandtmsinduiealltyp&sofctnsldem-
tion flowing from the buyer to the seller. Toward that end, MG
hasmpla.mdchewcrd_‘paiﬂ'usalinmeruscdrar;tmalrule
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with the term "accruing.® There may be certain types of consid-
e:atimmichammcacb.:allypaidbythehr_za-totheseuer,
hn:trcmwhimtmsellerbme_fit:s. The tewm "accruing® ensiires
that alrmmmmmmmmmdmm

53 Fed. Rag. 1241 (Jan. 15, 1988.)

105 IRIA 147, 159 (1989); Wheless Drilling Co., 13 IRIA 21, 31, 80 L.D.
538, 604 {1973). 'I!EBoarﬂhasinterpmte_dtheterm“grussprocmds" .
broadly.  See Permzail O & Gas, Tno 2nrn (gress procesds inclide
rerviary incenrive revem); Emrn Corp., 106 TRLA 354 (1989) (gross
medsﬁrlzmsmnemnemrembummdebyahwzro:
gas produced from a Federal lease) i Hoover g Brogcen Fperaiee, Inc.,

52 IELA 27, 88 I.D. 7 (1981), aff'd, Hoover & Bracken Fparwies, Yno. v

U.S. of i 723 P.2d 1488 (10th Cir. 1983), =t.

denied, 465 U.S. 821 (1984) (Jross procesds inclivde state severdnce tomes
pudbyah;yerchrectly:othas:acamaddlmmcothecamngmce

set for the gas ard paid to the lessee); gee also kmwxp Production Co

2% IZCA 234 (1977) ard : Sz, In shert, the value
ofdmgasfarrwal:ypzpmaiswhatahmiswﬂling,topayfc:i;.
Enrony Corp., supra at 357, . :

(3] Rzrthatpartcftherelevanttﬁnepeziodumlvingposc-mm .
1988 production, applicahle regulatien 30 C.F.R. § 206.152(1) (1997) Gefined
a Pederal lessee’s responsibility as follows: .

. oo | LR
The lesseas i recuired to place gas in marketahle cordition at
mmtoﬂnmsmmt_**'mlessotheijsepmvided
tbissectimisdetermimdbyalessee’sgrosspmoee&s,that
wlmai:nllbeimsedtoth:cxtmt_tha::hegzmspromeds
havebeazmdmedhacamthspmcbasar,-;:ramrocherpemm.
isprwidingce.rtainservicesmamszofwhid1ordinaﬁlyis
theraspcxmibﬂity‘ofthelesseetoplacet}egasinm:kecahle

Sce Califormia Co, v, Udall, 296 F.2d 384, 388 (D.C. Cir. 1961); Zmoco Dro-
Suctdoe Qn,, 112 ILA &t 87; Ihg I8XEs O, 64 L., /6, 79 (1857). .

3/ Although not relevant to the time periad ar issue in this case the
last sentence of the regularion was amended effective Feb. 1, 1998, to read
"in marketable condition or to market the gas.” 62 Fed. Reg. 65793, 65762
{Dec. 16, 1997).
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: 'Ma.ﬂetablecaﬁlmm meams the lﬁﬁs&pm.lctsarESUfflCi—
e:ﬁyfreefmnmgmtmazxiothe:msemammmthattheywm
-mmﬂqammammty}mforthahald
or area.” 30 C.F.R. §206351

‘ioventary, receivables, and equipment. Arvooo Procuction On,, 112 THia
at 8/. As we said in R.E_ Yarbroogh & Oo., 122 IBLA 217, 221 (1993),
'themnfplam:gtbegasmusﬁcetahlecmdlmmmmxremhm—
dahydnmmmmm field gathering, compressing tha gas, sweet:a:mg ard

. However, hbeﬂ:erpmdxxlmwm"rmﬁcetablecrmitim at or near
the wellhead tums on the natire of the gas itself ard nor an whether
thagasissoldmanaffmatedws-a-vxsamffﬂ_iataipxchaser He
recogize that the concept of gms.spmczedsaa::m.rgtothelesme was
intended to be expansive and all inclusive.

mmmmam&spmmmmsﬁgmsmm
from the OCS loases at or nesr the wellhesd, andthat%alsop.trdzased
h]cequahtyOCSgasfrunnmafflhatmdlessmfpruimerspmchcmg
from the same field, ab ar near the Seaqull wellhead. Alloftbesales ,
'mpzmmtw:hetemofamsigmw:helesse&/m
and covered production from Blocks 828 and 831 Mustang Islend area. MMS
doesxmdmtmtthemfﬁllwtcdsalsmﬂtadmlasstbanm

'tm.:ket:valwa

vma_letbsmlsmdismtethatsslsnoca-rnammgafmmne"
as defined under 30 C.F.R. § 206.151 (post-March 1988 regulatlcns)
which would requive Seagull to use the sale price S5 receives in an
amm’s-length sale to determine value for royalty purposes (30 C.F.R.
- § 206.152(0) (1) (1)), Mmgw:hatnﬁsaxemcismasmanlem

this instance:

thesalfspncstosmsmls:bamcmasaitythemmof
such reductioms. In other words, as an-altermative to valu-
ing Seagull’s production based an SMS’ arm’s-length sale, less
allcwabletmusporcaumccsts,thensﬁaetmheof%agull'
profuction was the price sMS pald Seaqull plus SM15° cost of

engagex] in the production and marketing of gas" that shauld be treated
"as e axd the same entity tor purposes of the tramsactions at issue, "
and congidered a single entity for royalty porposes.  (Answer at 4, 12.)
We are not persuaded that MMS’ mbsicnthatnbeymmtbemdered
a single antity 18 supparted by tha facts or the requlations. On the
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"tocwetsitmatimswherethereaxemtxnpa:ahleann’s—lﬁrgm-

- cortracts 4n the field or area between parties ot affiliated .
with tha lecses. In those situation, the lessee’s grocs: procseds
wzudetemumﬂuevameofchepm;fﬂmyaremthinm
range of the gross proceeds derived from axparahle ann’s-length
carracts between sellers Wiy are not affiliated with the lessee
andp.zrchase.mwhoaraaffﬂia:edwitnmelmmefcrsal&so;
other disposition of like—quality production in the same field
cr, if necessary to cbtain a reascnahle saple, from the some
SATGRAE . '

__ We decline to find that the Pederal lessee’s duty to marker lease pro-
Quetien or to place leasshold products in “marketahle condition™ at no oost
to the lesser (3¢ C.F.R. § 206.152(i) (1957); 30 C.F.R. § 206.151), can be
fairlyunsczuedtoreqﬁmpersevalmimanthewr&asepricepaidto
an affiliate in a subseguent arms-lemgth sale of lease production. -

In Shell 0il Co. (Qn Regorgidemption), we said:
Departmental regqulations establish that parties are affiliated
if one cotzals, ar is cotrolled by, or is uxdsr comon control -
_with amother. - 30 CFR 206.151 (anr’s-length concract). The term-
lesses, however, is specific amd camot e expanded to inclide
an affiliatc of the lmsese. 30 CFR 206.101 (lescse). T mip
. port of the argument by Shell that it is an affiliate, bt ot
~ the lessee, and therefore need not prodice sales recomds demanded
by MB, Shell has furnished a copy of an MS policy paper, Val-
Affili dared Octcber 14, 1993. Shell
contends that this docnent is consistent with the valuation
reqularione and provides suppart for our prior Shell decisim
that exccnesd Ghell from reporting to ME becouze thell was ot o
marketing affiliate (ag thar term is defined by 30 CFR 206.101).
"Pertinently, the policy paper stares timt: -
The gross proceeds accruing to the lecsea are com-
sidered the minimm value for royalty purposes. The
gross prooesds stamiard is amplicable to both arm’s-
length and non-arm’s-length sales. Groas procesds wmy

148 TELA 313 -



MAY-1@-8B8 1@.38 FROM: ENERGCY A& REGODURCEE . ID. 2282 288 1E05 : PACE

IEIA 98-25

beredmedbyapgmqmatepmossmgarxitmnsparmm
allowances, hat mEY not be reduced by costs associated
mmmmmngtmmim,wmrmmis

am's-length or none~arm’s-length.

(Poliry Paper at 2). W:threspactﬁocalesofmlafterlhzﬁ:l,
1988, from a lessee to sm affiliate (oﬂzerchanamﬁu&tmg
az'.fm.atei.tl)epaperstats :

'memlueforbcthm_landgasmtobedeter- -
mnedbythef:.rstapphcablebmdmﬁ: [in 30 C.F.R.
§ 206. 102(.:}] LR _

tha;;plyﬁx;thebaﬁnaﬁ:s 1r.mnecessax:yto
ccnsider the gross procesds requirerent discussed pre-
vieasly. Gross proceeds may not be reducsd by costs
to place the product in marketahle condition or market-
iy oosts.  If the resale foom the affiliate to a2 thind
party occurs in tha m‘field'as_théf:izstsaleirm-
the lessee to the affiliate and if the affiliate is
performing servires other than transportacion or pro-
cassing (i.e., marketing services), the resale price
mﬂdzanesenttbemmmvahzeforrcwltypmm
Mertbegrmprmedsra;&mm

(Policy Paper at 3-4).

] Contrary to the argurent advanced by Shell, thevefire,
‘.thep:hcypaperalsomdlcatestnatttmen,sandahqatimarﬂ
an expectaticn that MMS will lock bevory] sy imter-affiliate -
t:ansf&.todetanmnea&:eﬂmctbe_facm:saﬂectpr@mm.
Cwvalue. Assuggescedmﬁm.__,mafﬁhatﬁparumpat—
zrgmamnsfercfmmsemmm@.aum
of sales to a third party should expect MMS' to scrutinize any
inter-affiliare transfer and all subsequent affiliate sales, As
a result, SWEPT and Shell shomiad have anticipated that MMS would
review their hendling of Federal production in order to properly
decammmyaltymacmrdancewlthstaw:myandregulatcry

W;@jmgmaussss

: 'nnaoardhasrmmnﬂyremgmzedws autbcz:.tytomquueaﬂedeml
lesmesaﬂilmﬁemmmmm;nfmatmnﬂamdwun
d:.sg:salandtmsferofleaseprodmm reccgniz:ngthatt:."ansactlms

datevmine the benafits dbcained by a lessee as a result of its affiliate
transacrion that may not be apparent, Sae Shell Of) . (Qn Recongidera-
tin), supra. mmednuqmyrmled:ha:thelﬁeeobcanmﬁm
bemefits other than thoss oxtained in the contract, the value of the bene-
Fit tp the lessee should be determined amd inclimed jin the lesses’'s gruss

proceeds .
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Nothing in the record suggests that MMS has required the pomaf#ili-
ares to recaiculate royalties due on their leases as it has reguired
Seaguil. Tims, S¥S' contract with the nepaffiliare producers is evidence
that gas from the field is in marketahle condition at the.wellhead. The
decision in Taylor Foevay Co., miprg, relisd an by MMS, is noc ing.
In thar case, o marker existed at or near the wellhead. Smerelling

M5 has wrged the Board to find that the affiliare rwlarienship
between Seagull and SMS is a sham cysated to avoid paying royaltiss.  How-
.arerighasnffemdmfactstosmtitsthepry.wtbat%agnlarﬂ
.95 are affilisred entiriog. ‘That is net sufficient. MMS' failire to dis-
tirquish between a "marketing affiliater defined ar 30 C.P.R. § 206.151, -
and an affiliate, has resulted in an interpretaticn which the | i

The aaw’'s-length sale by mroducers not affiliated with SMS establishes
thar thare was 3 market ar the wellhead and the gas was in mareetahle oon-
dicien. Tims, Seagull was not required to besr the costs atcributable to
‘gross proceeds® for purposes of camputing royalties. ™S, exved to the
exrent it held otherwise under either the "marketable coxditicn” rule
(30 C.F.R. § 206.152(1). (1997); 30 C.F.R. § 206.151), the dury to market
leasehold prodnction &t no cost to the lessor, or the “gross proceeds? rule
codified in the pre-March 1988 regularion, 30 C.P.R. § 206:150 (1987). or
post-March 1988 reqilations, 30 C.F.R. § 206.152(h}; 30 C.F.R. § 206.151.

In determining value for royalty peposes for the post-March 1988
poduction, MMS IS properly cuided by the firsr applicable bhenchmrk -
idenrified in 30 C.F.R. § 206.152(c), cealing with nomamys-length sales,
to which it wust superinpose coosideration of the groes proceeds rule.
under 30 C.F.R. § 206.152(h) to arrivw ac the minimm value of the lease
production for royalty porposes. Thar minimum value may be the affiliate
purchase price at the wellhead: it may not. We hold only that it is oot
per Se the price recedived by an affiliare in a downstream amm’s-length.

The record indicates that the gross proceeds received by S5 in its
nonarm’ §-langth contracts with Seacuil is equivalant tn the gross procseds
received under comparable arw’ s-leogth sales of like quality production.
30 C.F.R. § 206.152(c) (1). Neither the racmd  appeal, the Associate
Director’s decision, nor MVB’ submissions on sppeal provide sufficient data
to dispute this. . o ‘

- Xeoo Inc,, SUITR, -is a case in which the record estahlished that the
gas wag in markatahle coedition when gold and thers was a market for the
gas when sold to affiliarted or wmaffiliated entities at or near the well-
head, which is distinguishahle from Branch 011 & Gas Co,, 14¢ TEXA 304
(1938}, Brapch Qil & Gag Qo., 143 IELA 204 (1998), ax Taylor Rrergy (o,
Spra, where no rarket exasted at or pear the wellhead amd costs were
inarred by lessee to place the gas in a "razketahle condition.®  However,
in Xeng Inc,, we foud that Xemo received an econanic hepefit frem the for-
mation of tha Battle Cresk Gas Garbaring Systam (BOGGS) when it received a
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higherwellhamm.cefmmmani:hadmiwm:mm Power -in
past sales. 134 IRLA ar 179. ) :

.Msm-mtcmcmim:batmn'sgasuasnam'm:ame
caximim'whmsoldto%orthatm_mﬂcetendsnedattlmwelmead.

We coaxlixde that itmsmcnecessary-farSeagulltobeartnecostsof
domstrean mricting where the gas sold at the wellhead was in marketable
caxdition arx where a market existed there. Thus, absenr some allegarien
that the sale is determined not to be the reastmed equivalent of an awm/g-
length sala ar the wellhead, Seaqull is not required to inclide the costs
incurred by SMS in its "gross pwoceeds” for purpeses of corputing royalty.
M erred to the extenr it held ctherwise under either rthe “marketable @ -
condition” rule (30 C.P.R. §'206.152(i) (1957); 30 C.F.R. § 206.151),
the dury to market leasehnld producticn at no cost to the lessor, or the

- "gross proceeds' rule oocdified in the pre-March 1988 regulation, 30 C.F.R.
‘S 206.150 {1907), or post -Maxch 1988 regulacicons, 30 C.P.R. § 206.152(k);
30 C.F.R. § 206.151. ’ ‘

'ihsrefoze. posnt to the suthority deleqated to the Boaxd of Land
Appenls by the Secretary of the Interior, 43 C.P.R. § 4.1, the decision

' .

Gayl M. Frazier .
Admmstmtlve J

I conoer:
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PRODUCTION INC., and TEXACOINC., ) No. MMS-92-0306-0&G
| Appellants, | | s Appeal Denied

Texaco Exploration and Production Inc. (“Texaco E & P'") and Texaco Inc. (collectively
“Texaco™) (see Notice of Appeal at 2) appealed from a Mincrals Management Service (“MMS").
Order dated July 29, 1992 (the “Order™), directing Texeco to recalculate and pay additional royalties
on crude ol it sold or transferred to its affiliate under a non-arm’s-length contract and which its
affiliate then resold at arm’s length to a third-party purchaser.

Texaco Inc. is the parent of Texaco E & P. Notice of Appeal'at I. Texaco Refining and
Marketing Inc. (“Texaco Marketing™) was a wholly owned subsidiary of Texaco Inc. Statement of
Reasons at 2. Texaco E & P is the lessee of certain onshore Federal oil and gas leases in California !
Texaco E & P sold its oil production from these leases to-its affiliate, Texaco Marketing, in non-
arm’s-length transactions at posted prices.? Texaco Marketing and TTTI undertook the marketing
functions for Texaco E & P’s oil by moving the il to a downstream sales location and reselling the -
oil at arm’s-length to third party purchasers at a higher price. (E.g., Texaco’s Response to Field |
Report, dated Jan. 7, 1998, at 10-11.) Texaco paid royalties based on the posted prices used in the
non-arm’s-length “sales” to Texaco Marketing at the leases. Texaco Marketing also purchased ol
from other producers in the fields at the same posted prices that it used in the transfers from Texaco -

' E&P. (/d, attached affidavit of Zachary Brown dated Jan. 6, 1998.)

o The California State Controller's Office (“State™) audited Texaco's royalty payments for its
Federal onshore leases in California for the period February 1, 1983, through December 31, 1989,
-under a delcgation of authority from MMS under section 205 of the Federal Oil and Gas Royalty

! Lease no. 080-013414-A is in the Belgian Anticline field; nos. 080-037494, 080-019927,
and 080-019453-A ere in the Kern Front field: and no. 080-019349 is in the Midway Sunset field.
Texaco abtained these leases from Getty Oil Co. when Texaco and Getty merged effective January
1985. (California State Controller's Office Field Report dated Oct. 9, 1997, at 2.)

7. From May 1988 through the end of 1989, Texaco E & P sold the oil produced from each
of the Jeases 10 Texaco Trading and Transportation Inc. (“ITII"), which was a wholly-owned
- subsidiary of Texaco Marketing. Statement of Reasons at 3. Hereinafter, TTTI and Texaco
Marketing are referred to collectively as Texaco Marketing,



Management Act of 1982 (“FOGRMA™), 30 U.S.C. § 1735. The State and MMS determined that
. under the “gross proceeds” rule (see the former 30 CF.R. § 206.103 (1983-1987), and 30 C.FR. §

206.102(h) (1588-present)), Texaco should have paid royaities based on Texaco Marketing’s arm’s-
length sales price. .

Specifically, the State found that Texaco urxde:pald royalties on all of the five leases by a total
0f $20,375.59 for the period January 1, 1986, through June 30, 1987. However Texaco would not
provide to the State records of Texaco Marketing’s arm s-length sales price for the period July 1,
1987, through December 31, 1989. Accordingly, by Qrder dated July 29, 1992, MMS ordered
Texaco to pay additional royalties of §20,375.59 on erude oil produced from the five leases for the
period January 1, 1986, through June 30, 1987, and to recalculate and pay additional royalties due
on all California onshore Federal leases from which oil was sald to Texaco’s affiliates based on the
affiliate’s arm’s-length sales price (if grester than the non-arm s—lcngth transfer price) for the penod

July 1, 1987, through December 31, 1989

' Texaco appealed the Order to the MMS Director under 30 C.F R. Part 299,
ISSUES PRESENTED |

1. AreTmmMnrkctmg sam s-lmgthsalupmceedsmccomctmeawmoftha“mu-
proceeds accruing to the lessee” under the former 30 CF.R. § 206,103 (1987) and the current 30
C.FR 206.102(h)?

2. May a legsee deduct the expenses of, or cxdudc from royalty value proceeds resulting
from, its marketing efforts by using a wholly-owned affiliate or wholly-commonly-owned affiliate to
perform markctmg ﬁmctnons?

3. May Texaco deduct the costs of blendmg?

4. May MMS rcquii'e 'Texaco to conduct a resttuctured accounting?

.5, Do other pendmg MMS orders regardmg Texaco's Cahforma crude oil productxon
bar the instant order?

6 Areany claims for undcrpaud royalnes time-barred under the statute of Imutanons at
28USC. § 2415(:,)? . .



ANALYSIS
L "TEXACO MARKETING'S ARM'S-LENGTH SALES PROCEEDS ARE THE
CORRECI' N[EASURE OF THE GROSS PROCEEDS ACCRUING TO THE
LESSEER. )
A, The Gross Proceeds. Rule

For many decades, regulations promulgated under the authonty of the Mineral Leasing Act
{(see 30 U.S.C. §.189) and in forcc during the period relcvant to this case provided:

Mmmmmmmgm&sm from the sale thereof or

less than the value computed on such reasonabdle unit value as shall
have been determined by the Secretary.

JOCFR. § 206.103 (1983-1987), formerly 30 CFR. § 221.47 (1942-1982) (emphasis added).’
New product value regulations effective March 1, 1988 (53 Fed. Reg. 1184, 1221), continue this
requirement. Title J0CFR § 206 102(h) (1988-prcscnt) applicable to both onshore and offshore
leases, provides:

Notwithstanding any other provision of this section, under no
circumstances shall the value of production, for royalty purposes, be
less than the gross proceeds accruing to the lessee for lesse
production, less apphcabie allowances detem'uned pursuant to this
subpart’ :

The lessee’s gross proceeds are specifically defined as “the total moneys and other
consideration accruing to an oil and gas lessee for the disposition of the oil produced.” 30 CF.R. §
206.101. (Section 206.151 contains sxnﬁlarlanguage for natural gas.) This accords with the meaning

* This langusge was codified as 30 CF.R. § 221.47 in 1942, 7 Fed. Reg. 4132, 4137 (June
- 2, 1942), Essentially identical language was first promulgated in 1936 as part of section 3(e) of the
oil and gas operating regulations, 1 Fed. Reg. 1996, 2000 (Nov. 20, 1936). Since the beginning of |,
offshore leasing in 1954, the offshore royalty valuation rules contained & provision essentially identical
to section 206.103; Ses the former 30 C.F.R. § 206.150 (1983-1987), formerly 30 CFR. § 250,64
(19 Fed. Reg. 2655 (May 8, 1954)). ‘ |

¢ Identical provisions apply to natural gas produced from both onshore and offshore leases. -
"30CFR §§206.152(H) (unproccssed gas) and 206, 153(h) (processed gas). (See 53 Fed. Reg. 1272
(Jan. 15, 1988))

-



of the term “gross proceeds” established in prior judicial and administrative decisions. Those
decisions consistently have upheld the gross proceeds rule and that definition. *

. The gross praceeds rulé provides the “absolute minimum value for computation of royalties.”
Pennzoil, 751 F. Supp &t 60, quoting Marathan Oil Co. v. United States, supra, 604 F. Supp. at
1384 As 2 result, “there is no authority to allow the DOI to assess royalties on g lower basis than
gross proceeds.” Id. '

B, The Valuation Scheme under the pre-March 1, 1988'Rulu

For oil produced during periods before March 1, 1988, the former 30 C.FR. § 206,103
provided: ' -

The value of production, for the purpose of computing royalty, shall
be the estimated reasonable value of the product as determined by the
Associate Director due consideration being given to the highest price
paid for a part or for & majority of production of like quality in the
same field, to the price received by the lessee, to posted prices, and to
other relevant matters. [The gross proceeds provision quoted above
from this section then followed.}

- Under this rule, the agency had considerable discretion in establishing the reasonable valus of
- production. The specific factors listed were not given any priority. But in every case, value
-established by any measure other than the lessee’s gross proceeds had to be compared to the gross
proceeds minimum.

C; The _Va!untion Scheﬁe of the 1988 Rul&

In the 1988 rules, MMS adopted a two-pronged scheme for detetmining the value of oil and
gas production.  The rules differentiate between production sold at arm’s-length and production not
sold at arm’s-length. , ; .

‘ Under the rules, if the lessee sells production under an arm’s-length coniract, the arm’s-length
gross proceeds (the total consideration received for the production) is the royalty value. 30 CFR

* Eg., Whelexs Drilling Co., 80 1D. 599, 13 IBLA 21 (1973); Hoover & Bracken Energies,
Inc. v. Department of the Interiar, 723 F.2d 1488 (10th Cir. 1983), cert. demied, 469 U.S. 821 (1984)
(accepting the Wheless definition of gross proceeds); Pennzoil Exploration and Production Co. v.
Lujan, 751 F. Supp. 602, 605 (ED. Lz 1990), aff'd, 928 F.2d 1139 (TECA 1991); Marathon Oil
Co. v. United States, 604 F. Supp. 1375 (D. Alrska 1985); aff'd, 807 F.2d 759 (5th Cir. 1986), cert.
denied, 480 U.S. 940 (1987); Enron Oil & Gas Co. v. Lujan, TIS F, Supp. 348 (SD. Tex. 1991),
aff'd, 978 F.2d 212 (5th Cir. 1992), cert. denied, 510 U.S. 813 (1993); United States v. Century
Offshore Management Corp., 111 F.34 443 (6th Cir. 1997), cert denied, 118 S. Ct. 880 (1998). -
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§ 206.102(b)(1). If, on the other hand, the lessee does not sell production under an arm’s-length
contract, the royalty value of the oil is the first applicable of a series of so-called “benchmarks” —
external indicia of value to be used when there is no arm’s-length sale. 30 C.F.R. § 206.102(cX1)-
- {5). (Similar provisions for gas are contained in 30 CF.R. §§ 206.152 (unprocessed gas) and

206.153 (processed gu). )
The rules further provide that notwithstanding the benchmarks or any other provisions of
section 206.102, value may not be less than the “gross proceeds accruing to the lessee for lease
- production,” less applicable allowances (i.e., transportation allowances under sections 206,104 and
. 206.105), as quoted above, Section 206.102¢h).” Because “gross proceeds” is the minimum value
of production — notwithstanding any other provision of section 206.102 — MMS must determine

¢ For crude ol not sold under an arm’s-length contract, the benchmarks may be summarized
briefly as follows (further technical descriptions or explanations are not necessary here):

1. The lessee’s own contemporaneous posted prices or sales contract prices actually used
in arm’s-length transactions for purchases or sales of significant quantities of like-quality oil in the
same field or area, provided that those prices meet certain factors of comparablhty to other
contemporaneous arm's-length prices. Section 206.102(cX1). '

2. The arithmetic average of contemporaneous posi:cd prices used in arm 's-length.
transactions by persons other than the lessee for purcha.sm or sales of hkc—quahty oil in the same ﬁeld
or area. Section 206, 102(0)(2) . . .

3. The anthmcnc average of contemporaneous arm’s-length contract prices for purchases
or sales of like-quality oil in the same area or nearby areas. Section 206.102(c)(3).

4. Prices received for arm’s-length spot sales'of significant quantities of like-quality- ol
from the same ficld or area, and other relevant matters. Section 206.102(c)(4).

S. A net-back method or any other reasonable method to determine value. Section
206.102(cX5). -

7 Inthe prumbk to the Furthcr Notice of Proposed Rulemaking, MMS saxd with rcspect to
the section mxm) (52 Fed: Reg. 30826, 30843-44 (1987)):

' Tho purpose of § 206.102(h) is to make it clear that no matter what

" -valuation method is used, the value for royalty purposes cannot be less

- than the lessee’s gross proceeds less applicable allowsdnces. -
Therefore, if a benchmark derived value less applicable allowances is
less than gross proceeds less applicable allowances, gross proceeds
less applicable allowances is to be used as the value for royalty

purposes.




the gross proceeds and compare that value to any other value that may be applicable under section
206.102. Unless the non-arm’s-length transfer between Texaco E & P and Texaco Marketing were
- simply disregarded, the benchmarks of section 206.102(c) apply to that transaction, (Texaco claims
that the first benchmark — which would use Texaco’s posted price — applies.) But the value
established under whatever benchmark is first applicable must be compared to the “grosa proceeds
accruing to the lesses for lease production”

The benchmarks caver & variety of possible situations. First, the lesses may refine the crude
oil, with no sale occurring until refined products (such as gasoline or lubricants} are sold. Second,
the lessee may “sell” or transfer the oil to & corporate affiliate, who then refines it and disposes of the
refined products. Third, the lessae may use the production internally (such as for manufacture of
asphalt or of petrochemicals that the lessee then uses in other processes). ;

- What the rule and the presmble do not expressly address, however, i3 how the rule applies
when there is both a2 non-arm’s-length transaction and an arm’s-length sale in the course of
disposition of the same production. (The rules in effect before March 1, 1988, did not expressly
address this situation either.) That is precisely the situation in the instant case. In this case, the
production arm (Texaco E & P) transferred to the marketing arm (Texaco Marketing), who then sold
the cil at arm’s length. Both Texaco E & P and Texaco Marketing are wholly-owned subsidiaries
of Texaco Inc. (In this discussion, affiliates who are both wholly owned by the same corporate parent
are referred to as “wholly-cammonly-owned” affiliates.) S

The Interior Board of Land Appeals (“IBLA” or “the Board") recently addressed a similar
situation involving natural gas produced from Federal offshore leases in Seagull Energy Corp., 148
IBLA 300 (1999) (“Seagui?”). In that case, the producing entity, Seagull Energy Corp., sold gas at

- the lease to its wholly-owned subsidiary, Seagull Marketing Services, Inc. (“Seagull Marketing”).

Seagull Marketing then transported the gas.and sold it to third-party purchasers for a price which,
net of transportation costs, was higher than it paid to Seagull Energy. Seagull Marketing also had
purchased gas from other producers at am’s length st the wellhead, and had paid them the same price
it paid to Scagull Energy. The IBLA reversed the MMS Director’s decision determining royalty
value based on the arm’s-length resale price, and held that the royalty value wes the price Seagull
+ Marketing paid to its parent entity in the nom-arm’s-length transaction. Becausa I believe the holding
-and reasoning of Seagull is incorrect, and decline to follow it, this case will be discussed in detail

" below,

.

D. The Mel.mne of Gross Proceeds Used in the Comparison with Other Valuation
Chterhh\thc Marketing Entity’s Arm’s-Length Sales Price,

Texaco believes that the proper measure.of royslty value, under both the pre-March |, 1988
rule and the benchmarks in the current rule, is the particular posted price or combination of posted
prices it asserts arc applicable to the particular field. Texaca's marketing subsidiaries used their
posted prices (or an average of their postings and other companies’ postings) in the non-arm’s-length
* purchases from Texaco E & P. As explained above, MMS must determine the gross proceeds both
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for the pre-March 1, 1988 period ({o be compared with the applicable posted price or average posted
price) and for the period beginning March 1, 1988 (to be compared with the first benchmark). The
qumtxon then is: What is the correct measure of gross proceeds? Is it the non-arm’s-length transfer
price or is it the marketing entity’s arm *s-length sale pnce‘? . :

‘ Texaco further argues that under both rules, the:proper measure of “gross proceeds” is the
non-arm’s-length transfer price between Texaco E & P and Texaco Marketing (which, of course, is
~ the posted price used.) Texaco’s argument is based on two theories, namely (1) the term “lessee”
in the gross proceeds rule means Texaco E & P only, and cannot include an affiliate, and (2) Texaco
Marketing is not 2 marketmg affiliate,” as that term is defined in 30 C.F.R. § 206.101 and used in
section 206.102(bX 1Xi). I will address both of these arguments below. But beyond those arguments,
' Texaco overlooks a consideration that controls the interpretation of the gross proceeds rule in these
circumstances.

1.  Tesaco's Theory Would Effectively Vitiate the Gross Proceeds Rule.

The fundamental flaw in Texaco's podition is that it allows any lessee to avoid the gross
proceeds requirement by the sirnple and facile device of creating a wholly-owned subsidiary and then
first transferring the production to the affiliate, for 2 price the lessee determines unilaterally, before
selling the production at arm’s length at a higher price. Texaco’s theory would confine gross -
proceeds to the intra-corporate transfer price, even if the lessee’s convenient device ultimately ruhm
more money from the sale of the production.

- There is nothing in law that requires that one corporate entity conduct production operations
while anather entity of identical ownership conducts sales and marketing. There is nothing preventing
one entity from doing both. The producing entity could sell the productzon itself to the same
purchaser at the point and at the price the marketing entity does without using & corparate submdmy_
or affiliate arrangement. Were it.to do so, its gross proceeds unquestionably would be the price
realizéd on the sale — the same price the marketing entity receives. Whether a lessee conducts its

. business through one entity or two is entirely up to the lessée. (Indeed, the widespread bifurcation

of these functions between two affiliated entities is of relatively recent origin.) But the number of
entities of identical ownership used to perform these funcnons makes no difference as to the nature -
of the functions performed.

- Theeffect of Texaco's view is readily apparent if it were applied to one of the foundational
gross proceeds cases, Marathon Oil Co. v, United States, 604 F. Supp: 1375 (D. Alaska 1985), qff'd
807 F.2d 759 (9th Cir. 1986), cert. denied, 480 U.S. 940 (1987) (cited in the discussion of the gross
proceeds nule above). In that case, Marathon produced natural gas from Federal leases in Alaska,
liquefied it in a specialized plant, and transported the liquefied gas to Japan by cryogenic tankes.
There, the gas was then evaporated back into gaseous form and the first sale occurred. The court
upheld MMS® assessment of royalty on Marathon's gross proceeds, as determined by the sales price
in Japan less the costs of transporting it there (liquefaction and tankering).



In Texaco’s view, Marathon should have created & wholly-owned subsidiary and transferred
the gas to the subsidiary at a price at which other gas produced in the field was sold. Then the
subsidiary would have liquefied the gas, shipped it to Japan, and sold it for the higher price. Under
Texaco's theary, Manithon’s problem would have been solved — its gross proceeds would have been
the price at which it transferred to its subsidiary, rather than the much higher landed price m Japan
- less the costs of liquefaction md tankering. '

The potential for abuse here is obvious. I do not believe that the gross proceeds rule must -
be read to mean that its requirements can be 50 easily avoided. Nor do [ believe that its authors (and
. those who have recodified it over the years) intended for lessees to be able to use their internal
structuring arrangements to escape the rule, There is no legal principle that compels MMS to
interpret its regulation in a manner that allows lessees to rely on readily-changeable formalities of
corporate structure to avoid its application. Texaco’s theory would create an exception to the gross
proceeds rule that in practice would swallow it, and compietcly nullify its underlying intent.

The Board in Seagull overlooked this problem mtxreiy I beheve that overslght to be a central
" flaw in the Board’s reasoning in that case.

-Moreover, the result under Seagull appears inconsistent with recent statements by the Board
in other cases. In Xeno, Inc., 134 IBLA 172, 179-180 (1995), the IBLA stated that “the sale price
- received by an affiliate of the lessee in the first erm "s-length transaction'is properly considered in

determining the velue of gas produced under the gross proceeds rule” (citing Skell Oil Co. (On
Reconsideration), 132 IBLA 354 (1995) (overruling Skell Oil Co., 130 IBLA 93 (1994)), aff'd, Shell
Oil Co. v. Babbitt, 945 E. Supp 792 (D. Del. 1996), aff'd, 125 F.3d 172 (3d Cir. 1997); Santa Fe
'Energy Products Co., 127 IBLA 265 (1993), aff'd, Santa Fe Energy Products Co. v. McCutcheon,
No. 94-C-538, slip op. (D. Colo. Mar. 30, 1995), aff'd, 90 F.3d 409 (10th Cir. 1996).) The Board
- recently reiterated this view (in & case that involved & somewhat different argument) in Blue Dolphin
Exploration Co., 148 IBLA 72, 76 (1999) (citing Xeno and the othet authorities Xeno cited).

" The Santa Fe and Shell cases mvolved lessees attempts to avoid producmg documents
regarding their affiliates’ arm’s-length resales followmg inter-affiliate transfers. The IBLA and the
courts umfomxly rejected those attempts. - Though acknowledging that the cases befors them
concemned docummient production and not orders to pay that might resilt from the sudits, the courts
in both circuits recognized the potential implications. The Tenth Circuit in Sarta Fe Energy Products.
Co. v. McCutcheon scknewledged that-the gross proceeds rule justified MMS® collection of
"mforrnanou relating to [the sﬁbate 5] ules in orda' to ascertain the oil’s fair market value and to

s 90 F.3d at 414. Likewise, in Shell Oil Co.
v. Babbitt, thc Third Ck‘cmt stated:

Tt is undisputed that Shell pald Shell Ex [Shcll Wcstcrn Explorauon & -
Production, Inc., the producing arm] & “market price” for the federally
derived oil it purchased. - The gross proceeds rule requires that the
federal royzlties be based, at @ minimum, on what the lessee receives



for the oil, not the “market price” of the oil. If [the affiliate] sold the
oil at & premium above the market price, federal royalties would be.
based on that premium price. Shell appears to be arguing that it can
avoid this result by purchasing the oil from Shell Ex at the market
price and thesr reselling it ‘at & premium itself MMS is entitled to
docurnents which will allow it to determine if Shell Ex is undervaluing
oil for royalty purposes by first transferring it to Shell.

125 F.3d at 177. Moreover, while the Third Circuit said that it did not find “that MMS can impute
the proceeds received by Shell to Shell Ex,” /d., because that case involved document production,
it is clear from the above-quoted language that the Third Circuit would not condone facile devices
to avoid the agency’s rules. Both Texaco's position and the Board’s decision in Seagull contradict
the sound principles that these prior statements of the Board and the Third and Tenth Circuits

recogmze

- 'What the Third Circuit antlc:pated is exactly what occurred in the instant case. The sale frour
Texaco E & P to Texaco Marketing was 2 sale between affiliates who were both wholly owned by
the same corporate parent. and Texsco Marketing received a higher price from its third party
purchasers than the price it paid Texaco E & P. Texaco E & P and Texaco Marketlng cannot duputc
that they are an integrated enterprise under the same overall ownership that is engaged in the
production and marketing of oil. I belicve MMS was correct in interpreting the term “gross proceeds
accruing to the lessee” to mean that the true measure of the gross procccds derived from the
disposition of the production is the proceeds which that entcrpnsc receives in selling oil at arm's
length on the open market. [ believe that to do othervnse would, in practical application, csscnna.!ly
vitiate the gross proceeds rule. _

This analysis addresm only situations in which the producmg entity transfers to a wholly—
owned subsidiary or to a wholly-commonly-owned affiliate before an arm s—length sale occurs. The
foregoing analysns does not address the effect of the gross proceeds rule in situations whcrc 8.
marketmg entity is owned by multiple unrelated owners. .

!

2. Texaco Misinterprets the “Marketing Afliliate” Exception.
Texaco argues that MMS may value production based on an affiliate’s arm’s-length resale
only if the affiliate ia the lessea’s “marketing affiliate,” as that term is defined in 30 CF.R. § 206.101.
There, 2 “marketing affiliate” is defined as "an affiliate of the lessee whose only function is to
acquire only the lessee’s production and to market that productxon Title 30 CF.R. §
206.102(b) 1 Xi) then provides:

The value of oil which is sold pursuant to an am *s-length contract
shall be the gross proceeds accruing to the lessee, except as provided
in paragraphs (b)(1)(ii) and (iii) of this section. The lessee shall have
the burden of demonstrating that its contract is arm’s-length. The



value which the lessee reborts. for royalty purposes, is subject to

itaring, review, and audit. For purposes of thig section oil which
wise trans

Texaco infers from this that because Texaco Marketing is not a “marketing affiliate” under 30 C.F.R.
§ 206.101 (because it buys oil from unrelated scliers and not just from Texaco E & P), MMS may
not require Texaco to value the production at Texaco Marketing's arm's-length resale price.

- Texaco wrongly agsumes that by specifically stating that a “marketing affiliste’s” proceeds
would conclusively establish the value of production for royalty purposes under section
206.102(b)(1)(3), without any reference to the benchmarks, MMS meant to preclude itself from
determining that an affiliate’s proceeds may represent the “gross proceeds” under section 206, 102(h)
in any other case. That assumption and the conclusion Texaco draws from it are incorrect.

MMS added the last clzuse in Section 206,102(b)(1)(i) in response to industry’s request
during the rulemaking process.” See 53 Fed. Reg. 1189, 1196 (1988). Industry objected to MMS’
use of benchmarks to value production in instances where a producer transfers its production to an -
 affiliate who did not buy from enyone else, who then sells to an independent third parties in arm’s-

“length transactions. /d. See also 52 Fed. Reg, 30826, 30841 (1987). The basis of the industry’s
' concern was that applying the benchmarks could lead to a higher vatue than what the production
actually was sold for in the subsequent arm’s-length sale. 52 Fed. Reg. 30826, 30841; 53 Fed. Reg.
1189, 1202. The lessees wanted the “protection” that other arm’s-length transactions had, namely,
that value would equal the gross proceeds in the arm’s-length transaction, See 52 Fed. Reg. 30826,
30839, 53 Fed. Reg. 1189, 1200. Thus, MMS added the “marketing affiliate” clause to establish that
in' cases where a producer sells to its marketing affiliate (as narrowly defined), the gross proceeds-in
- the subsequent transaction between the marketing affiliate and the independent third party would
establish the royalty value. 53 Fed. Reg. 1189, 1198-99. ’ : ‘ '

However, nothing in the rule or the preamble implies that MMS intended to prevent itself
from looking to the subscquent arm's-length sale as establishing the lesses's gross proceeds if an
affiliate is not a “rnarketing affiliate " as defined in section 206.101. See 52 Fed. Reg. 30826, 38843-
44. The difference is that if an affiliate is not & “marketing affiliate” as defined in the rules, then MMS
is not obligated to exclude consideration of the benchmarks and conclusively accept the affiliate’s
. proceeds as royaky valua. If the benchmark value under 30 CFR. § 206.102(c) is higher than the
arm’s-length resale proceeds, then the benchmark value is higher than the gross proceeds minimum
and is 8 proper royalty value. ' ' ‘ :

In a parfunctory sentence in Seagull, the Board appears to adopt the same argument Texaco

 asserts: “MMS’ failure to distinguish between a ‘marketing affiliate’ defined at 30 C.F.R. § 206,151,
and an affiliate, has resulted in en interpretation which the regulations do not support.” 148 IBLA
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- at 315. For the reasons just discussed, I do not believe the Board’s interpretation is correct, and I
decline to adopt it.

3 The Term “Lessee” in the Gross Proceeds Rule May Include a Wholly-
Owned or Wholly-Commonly-Owned Afﬁliate.r

Texaco further argues that the term “lessee™ in the phrase “gross proceeds accruing to the
lessee” is limited to the particular corporate entity that holds an ownership interest in the lease or has
been assigned royalty payment responsibility. Texaco relies on the Board’s dictum in Shell Qil Co.
(On Reconsideration), 132 IBLA 354, 357 (1995) that “[t]he term lessee, however, is specific and
cannot be expanded to include an affiliate of the lessee.” In Seagull (decided long after briefing in
the instant case was complete), the Board elevated this dictum to a holding, rejecting MMS’
contention that it should be recxammed 148 2t 308 n. 2.* I disagree.

In circumnstances where the producing entity sells or transfers to & wholly-owned or wholly-
commonly-owned affiliated marketing entity — such as the circumnstances in this case — I believe the
plain intent of the gross procceds rule is to encompass the total consideration the production and
marketing enterprise receives from selling the oil on the open market that it does not either refine
before an arm’s-Jength sale or use intemnally. The gross procceds rule existed for decades before the
~ development of current marketing methods, and the agency’s task is to apply the intent and purpose
of the rule in the current context. - In cifcumstances such as those presented here, common sense,
reasonableness, and the underlying logic and purpose of the rule itself support interpreting the term
“lessee” to encompass both entities. Therefore, I believe that the Board's interpretation in Seagu!l
and its dictum in Shell (On Reconsideration) are incorrect. It is therefore correct for this reason, in
addition to the reasons explained previously, to measure the gross proceeds as the marketing entity’s
- arm’s-length sale proceeds.

‘I emphasize that this decision does not seek to simply disregard the corporate form or to
“pierce the corporate veil.” The question in this case is the meaning and application, in the context
of the facts presented, of a term in MMS' rules governing estahlishment of royalty value, not whether
one corporation is the “alter ego” of the other. This does not mean that MMS may not seek to

" ' The Board based its refuisal to reexamine its statement in Shell in part on two memoranda
. which the then-Deputy Assistant Secretary for Land and Minerals Management issued on October
14, 1988, and December 12, 1988, respectivdy 148 IBLA at 313. These documents addressed the
application of the gas vahue benchmarks in situations where there are no comparable arm 's-length

- contracts in the field ormbetweenpamesnot affiliated with the lessee. While those memoranda
address the interpretation of the benchmarks, because they do not address the gross proceeds rule,

they do not logically support the Board's holding that the term “jessee” in the gross proceeds rule can
never include an affiliate,
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“paeme the corporate veil” in an appropriate case as an additional ground for how it determines value
in that case, if the ﬁcu warrant, but this decision does not seek to do so herc

IL TEXACO MAY NOT DEDUCT THE EXPENSES OF, OR DISREGARD THE
ADDPITIONAL VALUE ACCRUING FROM, ITS MARKETING EFFORTS BY
USING A WHOLLY-OWNED AFFILIATE OR WHOLLY-COMMONLY-OWNED
AFFHJATE TO PERFORM MARKETING FUNCTIONS.

A, Fedeml Lessces Have an Implied Duty to Market Product:on at No Cost to the
Tessor. . _ B,

In several decisions, IBLA has addressed disputes involving marketmg costs and their relation
‘to royalty value. The Board consistently has held that the lessee has an implied duty to market
- production at no cost to the govemnment."* In Walter Oil and Gas Corp., 111 IBLA 260 (1989), and
Arco Oil and Gas Co., 112 IBLA 8 (1989), lessees of Federal leases on the offshore Louisiana Outer
Continental Shelf contracted with independent marketers to locate buyers for the lessees’ gas,
negotiate ‘sales contracts, and monitor gas sales. In Walter, the Board uphs!d MMS® denia! of
Walter's request to deduct the amounts lt paid to its marketer ﬁom royalty value, The IBLA held:

The only allowances recogmzed as proper deductjons m_detcrmmmg
royalty value are transportation allowances for the cost of transporting
production from the leasehold to the first availzble market, which has
been considered a relevant factor pursuant to 30 C.F.R. § 206.150(¢)

. and processing allowances for processed gas authorized by. 30
CFR. §206.152(a)X2) (1987). . . . Welter’s unsupported assumption
that it is somehow entitled to dcduct its marketing costs from royalty
velue fails in the face of contrary regulatory rcqu:rcmcnts

. . ‘ % . .

. * MMS did seek to disregard the corporate form in Seagui/ as an additional ground for its
postion in that case. The Board rejected the argument without analyzing the factors on which MMS
relied. 148 IBLA at 312. It is not necessary to address here whether the Board in Seagull was
correct under the facts of thu case becauge the facts i in the instant matter are not identical to those

in Seagull. ‘f e

1° In the context of Federal leases, the D.C. Circuit referred to this implied lease covenant
many years ago in California Co. v. Udall, 296 F.2d 384, 387 (D.C. Cir. 1961), stating that “the
lessee was obliged to market the product.” Nor is it unique to Federal leases. See, e.g., Mermill,
Covenants Implied in Oil and Gas Leases (2d Ed. 1940), §§ 84-86 (Noting “[n]o part of the costs
of marketing or of preparation for sale is chargeable to the lessor™); “Direct Gas Sales: Royaity
Problems for the Producer,” 46 Okla. L. Rev. 235 (1993); Amoco Production Co. v, First Baptist
Church of Pyote, 579 S.W.2d 280 (Tex. Civ. App. 1979), writref'dn.r.e., 611 5.W.2d 610 (Tex.
1981), and cases cited in these authorities.
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* The lesses has a duty to market the gas. See California Co. v. Udall,
296 F.2d.384, 387 [D.C. Cir. 1961). Alsssee may choose to employ
. ita own perionned to find markets for its gas, or it may decid to hire
an independent marketer to perform these functions The lessee's .
business decision as to which method it prefers does not affect the
value of gas for royalty purposes. A lessee performing these duties
with its own employees may not deduct the costs of finding markets
© for the gas; neither may a lessee that contracts out these functions
deduct those costs. :
111 IBLA at 265 (footnotcs omitted) (emphuls added) In Arco Oil and Gas Co., decided shortly
after Wa]ter the IBLA hcld

The creation and development of merkets for production is the very

- essence of the lessee’s implied obligetion to prudently market
production from the lease at the highest price obtainable for the
mutual benefit of the lessee and lessor. Traditionally, Federal gas
lessees have borme 100 percent of the costs of developing a market for
gas. Appellant has cited no authority, nor do we find .any, which
supports an allowance for creation and development of markets for
the royalty share of production.

llZIBLAat]l

" Recently, in Taylor Energy Co., 143 IBLA 80 (1998), the Board considered a case in which-

 the lessee, Taylor Energy, arranged with PSI Gas Marketing, Inc,, to sell Taylor’s gas. PSI paid

Taylor 97 percent of the price PSI obtained when it sold the gas. In other words, PSI sold Taylor’s
production for a 3 percent commission. PSI's only function was to market thc gas. The Board

reiterated its holdmg in Arco, and added

It is the lessee's duty to perform that service [marketing] at no cost to ‘
the lessor. - That means that the lessor’s royalty is not reduced by the
cost ot‘ﬁ.ndmg a market for the g3, in this case the 3-percent payment
to PSI

Nor can Tay!or avoid paying royalty on the cost of sellmg the gas.
because & third party (PSI) performed that duty, It is established that
#t-is irrelevant who performs the necessary obligations of a tessee, or
that title may have passed from the Federal lessee prior to undertaking
an activity the lesses is obligated to perform. See Apac)u Corp., 127
IBLA 125, 134 (1993)

13



143 IBLA at 811!

Several weeks ago, in Yates Petroleum Corp., 148 IBLA 33 (March 9, 1999), IBLA affirmed

MMS?’ finding that & 2-percent deduction from the net proceeds received by & processor from sale

of the plant products and drip liquids derived from the producer’s gas constituted a marketing cost

that was not deductible from royalty velue. The Board reiterated its holdings in Taylor Energy and
‘Arco. 148 IBLA at 34. -

: On March 24, 1999, the IBLA issued its decision in Amerac Energy Corp., 148 IBLA 82.
In addition to again reiterating its prior holdings, the IBLA found that, “despite Amerac’s
characterization of the underlying agreement as an ‘indefinite price escalation clause,” the contract
~ as a whole appears to be and declares itself to be & marketing agreement pursuant to which [the
agent] was to market [the lessee’s] oil to the ultimate purchasers for the best possible price.” 74 gt
88. Moreover, the IBLA heid that the marketing agent was “merely 2 conduit to the ultimate
purchasers, and that its share of the marketing net profits constituted a marketing fee.” Id

The IBLA also reiterated that the duty to market &t no cost to the 1cssor exists “without
regard to whether the lessee chooses to market its production using its own staff and efforts, or
engages an affiliate or a third party to perform such services.” Jd Notably, the IBLA held that “any
fees paid to a third party for marketing services are properly regarded as gross proceeds sccruing to
[the lessee].” Jd at 89. o

: -Several principles are apparent from these decisions. First, the lessee has an implied duty to
. prudently market the production at the highest price obtainable for the mutual benefit of both the

" Taylor has filed with the Board a motion for reconsideration of this decision. The perties
and en amicus have filed additional briefs. One month after the Taylor decision, in Amoco
Production Co., 143 IBLA 189 (1998), the Board considered 2 situation in which Amoco Production
Co., the Federal offshore lessee, sold its gas to an affiliated marketing entity, Amoco Gas Co., ina
non-arm's-length transaction, for a price equal to 90 percent of the price Amoco Gas Co. received
in its anm's-length resale of the gas. The Board initially upheld MMS® order to add the ten percent
difference ta the value ot whick Amoco paid royalties (the non-arms’-length price) on the basis that
Amoco had impéoperty. deducted marketing costs. However, on reconsideration, 148 IBLA 255
(1999), the Bodrd reversed the MMS order on the ground that under the facts of that case, MMS had
not provided evidence that the difference between the non-arm’s-length price and the arm’s-length
resale price constituted a marketing fee. 148 IBLA at 261-262. The reason for this finding was the
rather unique circumstances involved. Amoco Gas Co. was a regulated utility that sold to end users
at an “end user” or “burner tip” price that was regulated by the State of Texas, and that. Amoco Gas
Co. was entitled by law to a certain rate of return on its investment. These circumstances are not .
present in any of the other cases discussed here, and they are irrelevant to Texaco’s situation in the
instant case, : ‘ - :
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lessee and the l@r ‘i "The creation and development of markets is the essence of that obligation.
Second, lessees have alway: borne all of the marketing costs, and the Department has never permitted
an allowance or deductwn from royalty value for marketmg costs. el

Further, marketing com are not deductlble regardless of whether the fessee bears them
directly or transfers the marketing function or costs to a contractor, affiliate, or any other entity, If
marketing costs are bomne by a purchaser, affiliate, or contractor, they may be added back to gross
proceeds (or other measure of value, if appropriate) to arrive at the value of production. Moreover,

‘the fact that marketing arrangements enhance the lessee's ability to obtain a higher price does not -
imply that costs are deductible. It also follows that a lesase may not deduct or. dlsregard for royalty
purposes the additional benefits it gains or value it receives through obtaining a higher price through

its‘marketing skill or expertise. If the lesses manages to ‘obtain & higher price for its oil through

+ skillful marketing efforts, that higher pnce is the minimum roya]ty value under the gross procecd.s

rule.

Finslly, the lodalion of the market at which the lestee chooses to sell its productxon does not
" change the marketing obligation. For sa]es at distant markets, the !essee is entitled to an aliowance
for transportatxon costs, but not for markctmg costs.

'3 This does not imply that lessees must market production “downstream” of the lease.
Lessees may market at the lease without breaching the duty to market. However, if a lessee chooses
to market downstream, the choice to do 30 is for the mutual benefit of itself and the lessor, and does
not affect the lessee’s relationship to the lessor, The choice to market downstream does not make
marketing costs deductible. - ' :

Y Lessees may deduct from value only those costs ailowed by the regulations, especially in
light-of the gross proceeds minimum value requirement. The only deductible costs are trmsportanon-
costs and, in the case of “wet” gas with heavier entrained liquid hydrocarbons, processing costs.
Transportation allowances are permitted because the government is entitled to a royalty on the value
of production in marketable condition at or near the lease. Sales away from (or “downstream” from)
the lease often are the starting point for determining royalty value, and the costs of transportation
always have been allowed in order to ascertain value at or near the lease. An excellent example is
Marathon Oil Co. v. United States, supra, in which the lessee deducted the costs of transportation
(tankering and liquefaction) from the sales price in Japan to determine the gross proceeds value at
~ the lease. A lesses who transports production to sell it at a market remote from the lease or field is
entitled 10 an sliowance for the costs of transportation. See 30 C.F.R. 206.104, 206.105 (crude oil),
206.156 and 206.157 (gas) (1988-1997). Before the 1988 regulations, transportation costs were
allowed under judicial and administrative cases. See, ¢.g., United States v. General Petroleum Corp.,
73 F. Supp 225 (S.D. Cal. 1946), af"d, Continental Qil Co. v. United States, 184 F.2d 802 (9th Cir.
1950); Arco Ol and Gas Co., 109 IBLA 34 (1989); Shell OdCo. 52 1BLA 15 (1981); Shell Oil Co.,
70 LD. 393, 396 (1963)
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B. The Lessee’s Duty to Market at No Cost to the Lessor and Its Duty to Put
Production into Marketable Condition Are Related but Are Not Idc_:nticai.

. Notwithstanding the glarity of the holdings discussed above, there is another line of statements
in IBLA cases regarding the lessee’s duty to market that results in considerable confusion. These
statements confise the lessee’s duty to market discussed above with its duty to put production into

“marketable condition” discussed below. That confusion appeirs in Seagull (decided on May 6,
1999), as discussed further below. It is necessary to address these other Board statemmts to
correctly apply the relevant iaw '

Before doing so, some background is necessary, Rules in place since at lean 1542 for Fedcral
onshore leases and 1954 for offshore leases require Federal lessees to put production into marketable
condition without deduction from royalty value for the costs of treatment.'* For oil, those functions
include removal of basic sediment and water, etc. (For gas, those functions include gathering,
. compression, dehydration, and dcmlphunzatlon) The current oil regulatlon provndes

The lesscc is required to place oil in marketable condition at no cost
to the Federal Government or Indian lessor unless otherwise provided -
in the lease agreement or this section. Where the value established
under this section is determined by a lessee’s gross proceeds, that
value shall be increased to the extent that the gross proceeds have
been reduced because the purchaser, or any other person, is providing
certain services the cost of which ordinarily is the responsibility of the
lcs'wc to place the oil in marketable condition '

I 30 C.F.R..§ 206. 102(1) (1997). The gas rules (30 CFR §§ 206. 152(') and 206.153(i)) contain
essentna.lly 1deﬂtlcal language.

. The Flﬁh Circuit upheid the “merketable condition” rule in Mesa Operating Limited
Partnership v. Department of the Interior, 931 F.2d 318 (5th Cir. 1991), cert. denied, 502 U.S. 1058
(1992), and held that reimbursements paid to a lessee for the costs of putting production into
marketable condition are part of the lessee’s gross proceeds. The Tenth Circuit adopted and followed
Mesa in Amerada Hess Corp, v. Department of the Interior, 170 F.3d 1032 (10th Cir. 1999). -
California Ca. v. Udall, 296 F.2d 384 (D.C. Cir. 1961) likewise held that the Secretary could require
value on production in marketable condition. ‘ .

* See, 30 C.F.R §§ 206.102(i) (crude oil), 206.152(i) (unprocessed gas), and 206. 153(i)
(processed gas) (1988-present), and predecessor regulstions at 30 CF.R. §§ 250.42 (1987),
250.42(b) (1969), and 250.41(b) (1956) (promulgated at 19 Fed. Reg. 2655, 2658 (1954)) (offshore
leases), and 43 CF R § 3162.7-1(a) (1987), formerly 30 CFR. § 221.31 (promulgated at 7 Fed.
Reg. 4132, 4136 (1942)), and Notice to Lessees and Operators of Federal and Indian Onshore Oil
and Gas Leases No. 5 (NTL-S), 42 Fed. Reg. 2261, 22611 (1977) (onshore leases).
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Against this background, we may now address the Board's other line of statements. The first
one occurs in Viersen & Cochran, 134 IBLA 155 (1995). In that case, the lessee attempted to
continue taking a transportation allowance although it was no longer transporting production away
from the lease. The IBLA properly upheld MMS’s determination that such costs could no longer be
deducted. In arriving at its conchusion with regard to the transportation allowances, the IBLA stated
that “the Department has long permitted an allowance for certain costs which have been deemed not
to be directly related either to the costs of preduction or to the fulfillment of the lessee’s contractual
obligation to market producuon from the lease.™ 134 IBLA at 164. Ina footnotc the IBLA further
stated: -

In this regard, it is important to emphasize that the Department has
consistently held that the obligation to market the product “is not a
coveriant read into the lease by implication” but rather is an affirmative
duty expressly imposed under the terms of the lease via the
incorporation of the Department’s regulations into the lease. See The
Texas Co., 64 1.D. 76, 79-80 (1957). . . . Thus, as the decision in The
Texas Co. noted, judicial interpretations of the scope of the “implied”
covenant to market are of limited utility since & Federal lessee’s
obligations in computing royalty are a matter of contractual
interpretation and regulatory construction.

134 IBLA at 164 n.8, This statement is largely mlsplaced First, Viersen & Cochran did not mvolve
either the duty to market or the obligation to put production into marketable condition. Second; the
. IBLA holdings cited above uniformly rely on the lessee's implied covenant to market which the
Viersen & Cochran dictum appears to dismiss. Moreover, the 1957 decision on which this dictum
relies, The Texas Co., is a marketable condition case. (Specifically, the appellant sought to deduct
ﬁ-ommyalty value the costs of compression and of gathering gas from two wélls to a central delivery
point in the field.") The obligation to put production into marketable.condition js an express lease
covenant imposed by longstanding regulations. The obligation to market is implied under the lease,

. and still would be implied even in the absence of an express marketable condition rule.

In AnSon Co., AnSon had sold its gas produced from Federal and Indian leases to its affiliate,
AnSon Gas Marketing, at & price equal to 98 percent of AnSon Gas Marketing’s resale price — i.e.,
for a two-percent marketing fee. In upholding MMS® order to-add the two-percent difference into
the groas proceeds and pay toyalty on it, the Board quoted the marketable condition rule, bneﬂy
explained what om:hfutu “ma:kctable condition,” and said: : . , _

'I'-l’ic.conupt of “marketable condmon entails not only the physical
conditioning of the gas but marketing services as well. Thus, for
royalty purposes a lessee is responsible for arranging transportation

¥ The decision in The Texas Co. correctly held that those costs were not Heductib.lc, but,
ironically, did not mention the marketable condition rule in its discussion.
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downstream of the delivery point, dealing with local distribution
companies, and aggregating nominations of customers on the same
pipeline. Arco Oil & Gas Co., 112 [BLA 8, 10 (1989).

145 IRLA st 225. The source of the Board's notion, expressed in the first sentence quoted, that the

putting production into marketable condition includes the functions identified in the second sentence
- (s well as finding purchasers, developing markets, etc.) is unclear. The fact that marketing functions

are not the same functions as the proceeses necessary to put production into marketable condition

does not imply that marketing costs are deductible — for the reasons discussed above, they are not,

and the Board’s result in AnSon was correct. But its reasoning relies on incorrectly combining two
- obligations that are not identical, - ‘ :

- In Amerac Energy Corp., 148 IBLA 82 (1999), as discussed above, the IBLA reaffirmed its
prior holdings in Arco, Taylor, and Walter regarding the lessee’s implied duty to market. However,
the Board also cited the marketable condition rule and said that “[a]n ‘element of this so-called -

.marketable condition rule is the duty to market production. 7he Texas Co., 64 LD. 76, 79 (1957)."
148 IBLA at 88. This dictum suffers from the same defects as the statements in Viersen & Cochran
and AnSon. : . - -

Lastly, in Amoco Production Co. (On Reconsideration), 148 IBLA 255 (1999), though it
reversed the MMS order because of the unusual facts involved, the Board summarized its decisions
- in Walter, Arco, and Taylor. However, the Board also again cited the marketable condition rule and
- said that “the concept of marketsble condition embraces not only the physical conditioning of the gas

| .- (e.g., separation of impurities, compression, etc.), but marketing services as well. AnSon Co., 145

| IBLA 221,225 (1998)" 148 IBLA at 261, This dictum is misplaced for the same feasons discussed
.ebove with respect to AnSon, : : )

_ - The Board’s various statements in thess cases appear to incorrectly perceive the relationship

 between the marketable condition rule and the implied covenant and duty to market the production. -
The marketable condition rule is related to marketing in the sense that production must be
conditioned before it can be marketed.* Indeed, in California Co. v. Udall, supra (D.C. Cir. 1961),
the court specifically noted near the outset of its analysis that “[a]ppellant admits that it has a duty
to market gas removed from these leaseholds.” 296 F.2d at 387. In addressing whether the Secretary -
had muthority to require the lessée to put the production into marketable condition, the Court viewed
the conditioning obligation as sdditional to and in furtherance of the lessee’s already existing duty to

matket. A

[ b SR . .
Muk-ul; pmducma is &n expected condition of the lease as much as other implied -
. covenants, muck s the lessee's duty to drill wells, protect against drainage, and act as a diligent -

16 Some state law cases rcéognize- the obligation fo place production into marketable
condition as & subset of the implied duty to market. See, e.g., Garman v. Conoco, 886 P.2d 652, 659
(Colo., 1994), Martin v. Glass, 571 F. Supp. 1406, 1415-1416 (N.D. Tex., 1983).
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operator, Indeed, if the lesses had no duty to market, production would be futile. The marketable
condition rule supplements the implied covenant to market the production. It would make no sense
for a lessee to be required to put production into marketable condition without cost to the lessor —
which is a higher obligation of the lessee than under many private leases — if the lessee were not also
obligated to actually do the marketing without cost to the lessor.

C. The Board's Decision in Seagul.’ Regarding Marketiug Costs Is Incorrect.

The Board’s decision in Seagull compounds thc dxfﬁcume: with its statcments in Vzersen d
~ Cochran, AnSon, etc. In Seagull, as discussed above, the producing entity, Seagull Energy, sold gas
at the lease to its wholly-owned marketing subsidiary, Seagull Marketing. Seagull Marketing -
transported the gas and sold it to third-party purchasers for a-price which, net of transportanon COsts,
was higher than it paid to Seagull Energy. Seagull Marketing also bought gas &t arm’s length from
other producers at the wellhead, and paid them the same price it paid Seagull Energy.

In Seagull, the Board found:

The arm’s-length sale by producers not affiliated with SMS [Seagult
Marketing] establishes that there was a market at the wellhead and the
gas was in marketable condition. Thus, Seagull was not required to
bear the costs attributable to downstream sales, and appeliant was not
required to include them in their [sic] “gross proceeds™ for purposes

. of computing royalties. MMS erred to the extent it held otherwise
under either the “marketable condition” rule (30 CF.R § 206.152(1)
(1997); 30 CFR § 206.151), the duty to market leaschold
production at no cost to the lessor, or the “gross proceeds™ rule
codified in the pre-march 1988 regulation, 30 CFR § 206.150

. (1987), or post-March 1588 regulations, 30 C.F.R. § 206.152(h); 30
C.FR. § 206.151.

MMS does not contend here that Seagull's gas was not in “marketable
: condmon when sold to SMS or that no market existed at the
. We < Rather, MMS contends’ that Seagull has ‘improperly
ed maﬁccung costs, costs incurred by SMS to market the gas

' dwnmum only because those two entities are affiliates.

. We mhdethnnwumtmsryfor Seagull to bear the costs of
downstrearh marketing where the gas sold at the wellhead was in
marketable condition and where & market existed there.

148 IBLA at 315-316.
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I believe this analysis is incorrest, and decline to follow it, for several reasons, First, the fact
* that production is in marketable condition does not imply that the lessee’s duty to market has no
. relevance beyond the point where production physically is in marketable condition. Nor does it imply
that the lesses may deduct marketing costs incurred — or exclude from royalty value additional
proceeds received for the production — “downstream” of the point where production physically is
in marketable condition. ' o :
Yet the Seagull rationale effectively allows lessees to deduct marketing costs, and avoid
paying royalty on additional proceeds resulting from marketing — at lesst in circumstances where
- some production is sold at arm’s length at the point where production is first physically in marketable
condition. Under Seagull, 2 lessee may incorporate a wholly-owned affiliate, transfer the production
to the affiliate for a lower price (at which some production is sold) at the point where the production
physically is in marketable condition, and have the affiliate resell “downstream” at a higher price.
Under Seagull, the lessse would owe royalties only on the inter-affiliate transfer price; any proceeds
for the production realized above that price would be excluded, and downstream marketing costs
incurred would not be added to the royalty value. ‘ ' S

. :This contradicts the long line of prior holdings that lessees mey not deduct their costs of
marketing by transferring the function to other entities and accepting a lower price. Indesd; the .
Walter, Arco, Taylor, Yates, and Amerac cases make clear that a lessee may not avoid the
Tequirement to market at its own expenise, and cammot exclude from toyalty value part-of the procesds -
.-it realizes from marketing, even by hiring a marketer at arm’s length. It follows, a fortior, that s
~ lessee may not do so when it hires & wholly-owned (or wholly-commoniy-owned) affiliated marketer,

a8 Seagull did. The Seagull decision again creates an exception big enough to swallow the
established rule, : ' N
Moreover, the result and reasoning with respect to the lessee’s duty to market at no cost to
the lessor do not change simply because there is a “market” at the lease, or because the wholly-owned
or wholly-commonly-owned affiliated marketing entity buys other production at arm’s length from
other working interest holders in the field at the same price it pays to its affiliated producer. The
Board's incorrect inference from, and incorrect application of, the marketable condition rule in
Seagull cffectively adopts & “lowest common denominator” theory of valuation — i.c., the price at
which any production is sold at arm's length will be the value of production initially transferred non-
arm’s-length, even if'a the latter production nets a higher price in the open market. That position is

incorrect in & number of respects.

First, for the ressons discussed above, it ensbles a lessee whose enterprise realizes more
proceeds or greater value foe its production than some other producers in the field to avoid paying
royalty on part of those procesds. The producing entity could have sold its production at the point
and at the price its affiliate did, instead of using the wholly-owned affiliate arrangement. Had it done
%0, its gross proceeds unquestionably would have been the higher price realized on the sale

.downstream, minus the lessee’s transportation costs, regardless of the fact that other producers sold
 for less. It is perfectly proper to value the production of a producer who markets through a wholly-
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owned affiliate at & higher level than the production that other producers sell at arm’s length in the -
first instance, when the gas marketed through the wholly-owned affiliate commands a higher price.
Indeed, this is the very situation wiuch the Third Circuit correctly antlcxpated in Sheill Oil Co. v.

" Babbitt, as quoted above.!’ .

Further, the Seqgull view creates an incentive for 2 lessee to sell some small percentage of its
- production at the lease at arm s-length for a lower pn'cc s0 that it can pay royalty on the rest of its
production at that price. .This is not the mtent or meaning of the nm'ketnble condition rule or the
gross proceeds rule.

The Board in Seagull atwmpts to bolster its position by claiming that “[n]othing in the record
suggests that MMS has required the nonaffiliates to recalculate royalties due on their leases as it has
required Seagull.” 148 IBLA at 315. In other words, the Board says that the record gives no
indication that MMS added marketing costs to the royalty value of production sold at arm’s length
to Seagull Marketing by other producers. This argument has at least three major problems.

First, the lack of specific reference in this record to any orders issued to other producers is
irrelevant. The absence of such a reference does not imply that MMS did not issue orders to other
producers, or will not do o in an appropriate case, if MMS finds that an arm’s-length contract
between a particular producer and Seagull Marketing is & marketing contract and not an ordmary
arm’s-length sale. However, there is nothing that compels MMS to ensure thaz the record mtlusca.sc
refers to assessments agamst ‘others. :

Sccond assunung arguenda that thc Board’s supposxtlon that there are no orders to other
producers is correct, and further assuming arguendo that the facts would warrant issuing such orders,
the failure on MMS’ part to enforce the other producer’s obligations does not change Seagull’s
- obligations or the royalty value of its production undcr the rules and establlshed legal pnncxples

. Finally, while Seaguil Mnrkdmg performed markctmg for Scagul.l Energy it does not follow
‘that Seagull Marketing's contracts with other producers at arm’s length were marketing contracts,
as opposed to ordinary arm’s-length sales contracts whose gross procccds establish royalty value.
The other producers may well have sought the best deal for their gas, with the resuit that Seagull
Marketing offered them the best price or best overall terms. Whether any of those contracts
~ constituted marketing contracts (with the producer hiring Seagull as its marketing agent) as opposed
1o outright arm’s-length sales, is unknown. It cannot be assumed that MMS either can or should
increase the royalty value paid by those produccrs without a2 much more thorough knowiedge of the
facts in each case — facts which are not in ﬂmeSeaguIIrword and have no reason to be in the Seagull
record. : :

" The Board apparently has a perception that lessees in Seagull’s position unfairly are being -
treated differently from those who sell at arm’s'length at the lease. 1 believe that such a perception
is not well-founded when the production transferred to the wholly—ov.rm:d affiliate bnngs a higher
price when it is sold at arm's length
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D. Texaco Cannot Avoid the Murkctable Condntion Requirement or Exclude
" Proceeds Derived from Marketing by Workmg through Its Affiliate.

For the reasons discugsed above, I believe that the Board's holdings in Walter, Arco, Taylor,
Yates, and Amerac (except for the dictum noted previously ) are correct, and I adopt and follow them
here. 1 believe the Board’s ruling in Seagwl/ is incorrect and I decline to follow it here. As noted
previously, the several Board cases followed here establish that a lessee may not avoid the
requirement to market at its own expense, and may not exclude from royalty value part of the
. proceeds resulting from marketing, even by hiring & marketer at arm’s length. *The principles of those
cases apply with even greater force if a lexsce uses & wholly-commonly-owned affiliated marketer,
as Texaco did hcre

“In this case, it 1 undisputed that Texaco Marketing performs marketing for Texaco E & P’s
- production.' Texaco E & P therefors may not effectively deduct marketing expenses, or exclude
from royzlty value procceds derived from the production, by first trmsfcmng to Texaco Marketing
before selling at arm’s length on the open market. ' ,

1t follows that Texaco must value the production, at a minimum, at the price Texaco
‘Marketing received in its arm’s-length sale (less allowable transpcmnon costs) The MMS order
: thereforc is correct.

- HOL TEXACO MAY NOT DEDUCT THE COSTS OF BLENDING

. In support of its position that myahy is due only on the basis of the posted prices used in the
non-arm’s-length transfers, Texaco argues that Texaco Marketing “added substantial non-royalty-
" bearing value” to some of the crude oil produced from the subject leases by blending it with higher-
- quality crude before reseﬂmg it. Texaco asserts that this changed the physical composition of the |
-+ Crude oil and increased its value downstream of the field from which it was produced. Texaco argues
- that blending facilitates more efficient movement of a wide variety of crudes to refineries through a
limited number .of pipelines, and that some crudes ere blerided to deliver a stream with particular
specifications- to & refiner. Texaco asserts that blending requires substantial investment and
operatmna.l costs. (Response to Field Report 8t 10- l 1)

: As explmned a.bove, fongstanding rcgulanans and apphcable cases require Texaco to put
- production into marketsble condition at its own expense, without deduction from royalty value. 43

- CFR 3162.7-1(a)(1986), 30 CF.R. § 206.102(i) (1988-present). In Davis Exploration, 112 IBLA:
254 (1989), af"d, Davis v. Lujan, No. 30-CV-0071-B, 1991 U.S. Dist. LEXIS 21678 (D. Wyo.
1991), aff"d, No. 91-8030;,.1992 U.S. App. LEXIS 7251, notice of unpublished decision at 961 F.2d
219 (10th Cir. 1992), IBLA addressed the blending and marketable'condition'ismcl "The Board held:

" Texaco summarizes the various spec:ﬁcﬁmcnom Texeco Marketmg performs at pp. 10-11
of its Janwary 7, 1998 response to the State's field report Thcy include location exchangc, storage,
ard terxmmlmg and handlmg services.. o . .
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Although Davis argues that its blending constitutes manufacturing, we
agree with BLM [the Bureau of Land Management] that it is not
manufacturing because the blending does not transform the crude oil
it produces. Although Davis might have been able to sell its crude oil
unblended, that would not meet ity obligation to render the product
marketable, see California Co. v. Udall, supra [296 F.2d] at 387-88,
and Davis acknowledges that until water and basic sediment are
removed its product is not marketable, We therefore conclude that
“ Davis has not met its burden of demonstrating that the basis for
BLM's royalty determination — the price received for the blended
- product léss the cost of the offiease condensate [that was blended with . -
- -Davis' crude], Le., the gross proceeds from the sale of the product —
~ was'in error.. '

112IBLA at 259. | |
On judicial review, the District Court ther explained that the method the Secretary employed

involves first determining the sales price of the blended crude as
established by the arm’s-length sale. That factor is established without
contradiction in this case. Considering that the sales price reflects the
value of low and high grade crude in a blended state, the next step in
~ this valuation method is to subtract from this established sales price
-the cost (reflecting quality) of the particular quantity of high grade
crude blended in with the low grade crude. The cost of the high grade
crude which plaintiff utilized is also established without contradiction.
The resulting figure reflects the contribution of low grade crude to the.
contract sales price of the blended product, thus establishing = value
of the low grade crude as adjusted by the quality and quantity of the
high grade crude blended in, pursuant to 30 CFR. § 206.103(a)(2).

Slip Op., Davis v. Lujan, No. 90-CV-0071-B (D. Wyo. Apr. 29, 1991), at 9-10, 1991 U.S. Dist.
LEXIS 21678. The Tenth Circuit affirmed this holding, :

Thum, the costs of blending are costs incurred to put crude oil into marketable condition and
are not deductible from royalty value, Likewise, royalty is due on the value of the oil after blending
(less the cost of the higher-grade crude blended in with the lower-grade crude). Texaco may not
avoid this principle through the device of an initial transfer to a wholly-commonly-owned affiliate,
Just as it may not avoid the requirements of the gross proceeds rule or the duty to market at no cost -
10 the lessor through that device. MMS’ methodology of valuing Texaco’s oil is in' accordance with
its regulations and therefore is not erroneous. o
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| IV. MMS PROFERLY REQUIRED TEXACO ‘TO PERFORM A RESTRUCTURED
ACCOWG. . : o

Texaco argues that, the MMS order’s requirement that Texaco recalculate and pay the
royalties due for the period July 1, 1987, through December 31, 1989, is improper becguse it
supposedly requires Texaco to conduct. a “seif-audit” Texaco’s theory is based on a
mischaracterization of what an audit is and what function it serves.

When MMS issues an order to a lessee such as the order in this case, it has conducted an audit -
with respect to the issues identified and is directing the lessee to correct specific types of
noncompliance. It is not ordering the lessee to perform en audit. At the time an order ig issuad,

- MDMS already has performed an audit and, finding patterns of noncompliance, is ordering the lessee
to take corrective action — i.e., a revised or restructured accounting — to remedy the irregularities

_already found. The order requires the lesses to locate accounting transactions meeting specifically
identified conditions and then make certain directed corrections. Rather than calling for first-instance
investigation and testing to assess the adequacy of compliance, it simply requires correction of & class
of mistakes or errors already identified. - : : -

There is ample authority to require accounting revisions of this nature. FOGRMA section
'107(a), 30 U.S.C. § 1717(a), provides: _ -

In carrying out his duties under this Act the Secretary may

- conduct any investigation or other inquiry necessary and - . -
- _-appropriate and may condict, after notice, any hearing or
- audit, necessary and appropriate to carrying out his duties
under this Act. In connection with any such hearings,
inquiry, investigation,. or audit, the Secretary is also
.authorized where reasonably necessary — '

(1) to require by special or gencral order,
any person to submit in writing such
affidavits and answers to questions as the
Secretary may reasonably prescribe . _ .

When an audit has identified a systemic error, such as failure to pay royalty on the correct
measure of gross proceeds on all five of the subject Federal leases for the period January 1, 1986,
-through June 30, 1987 (Statement of Reasons 8t 3), it is reasonable and appropriate to require the
lesses to answer the inquiry as to where clse the error has occurred, which is what a restructured
accounting does. If additional royalty is dus, the lessee is obligated by law to pay it to cotrect
existing underpayments, : . '

When MMS orders & lessee to perform a restructured or revised Munﬁng the MMS audit
elrendy has demonstrated noncompliance with the lease terms, related laws, and regulations which

24



resulted in the lessee paying less royalty than required. Since the order directs actions to correct
royalties for demonstrated deficiencies, it is not a requirement to “self-audit,” but instead is a
requirement for the lessee to comply with its obligations to properly determine and pry royalty.
Specific corrections required by such orders are simply part of the remedy. :

The Board has upheld this principle on several occasions. E.g., Amoco Production Co., 123
IBLA 278 (1992). Indeed, the Board has rejected Texaco's “self audit” argument in three of
Texaco’s own cases. Texaco Exploration & Production Inc., 140 IBLA 287 (1997); Texaco Inc.,
138 IBLA 26 (1997); Texaco Exploration & Production Inc., 134 IBLA 267 (1995).

* In this case, Téxpco does not seriously dispute that a systemic deficiency exists if royalty is
due on Texaco Marketing’s arm’s-length sale proceeds. Texaco does not contend that it paid royalty |
on that basis, and, indeed, admits that it did not. Statement of Reasons at 3. The MMS order’s

restructured accounting requirement therefore is proper. ‘

V. OTHER PENDING ORDERS REGARDING CRUDE OIL PRODUCED FROM
TEXACO'S FEDERAL LEASES IN CALIFORNIA DO NOT BAR THE INSTANT
ORDER. . - , '

Texaco argues that the MMS order in this case is inconsistent with three later MMS orders
issued in 1996 relating to Texaco's crude oil production from Federal leases in California. All of these .
orders resulted from MMS' examination of the overall question of the proper royalty value of crude-
oil produced from leases in California. That examination included a report by a special interagency
task force. The larger controversy involving oil produced in California is beyond the scope of this
decision and need not be addressed here for reasons including those explained below. It suffices here
to note that MMS has issued the following orders:

1. On September 5, 1996, the MMS Houston Compliance Division issued an order to
Texaco to pay approximately $4.49 million in additional royalties and interest on crude oil produced
from Texaco’s Federal leases in California during the period March I, 1988, through May 31, 1996.
For crude oil not sold at arm’s length, this order prescribes a value based on weighted average
premiums over posted prices obtained in arm’s-length sales. The period involved overlaps that part
of the order in the present case from March 1, 1988, through December 31, 1989. Texaco appealed
this order to the MMS Director under 30 C.F.R. Part 290. Docket No. MMS-96-0424-0&G. That

appeal is pending. - :

2. On October 18, 1996, and December 20, 1996, the Houston Compliance Division
issued orders to Texaco which, taken together, assess additional royalties and interest of more than
$13.9 million on crude oil produced from Texdco’s Federal leases in California during the period from
January 1, 1980, through February 29, 1988. These orders require that value be based on prices for
Alaska North Slope oil sold in California, adjusted for location and quality. - The period involved
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overiaps that part of the order in this case from January 1, 1986, through February 29, 1988."
Texaco hag appealed both of these orders to the MMS Director under 30 C.F.R. Part 290. Docket
Nos. MMS-96-0412-0&G (Oct. 18, 1996 order) and MMS-97-0018 (Dec, 20, 1996 order). Both
of these appeals zre pending., In addition, Texaco has filed suit alleging that MMS is time-barred
under the statute of limitations st 28 U.S.C. § 2415(a) from collecting additional royalties. Texaco
Inc. and Texaco E&P Inc. v. Babbitt, No. 99-CV-058 BU (N.D. OM,, filed Jen. 21, 1999).%

Whether additional royalties are owed under these orders does not affect the outcome of this
appeal. The royalties assessed under the July 29, 1992 order at issus here are due under the gross
proceeds rule. The lessee’s gross proceeds constitute the minimum value of production for royalty
purposes. Royalty value may be higher than grogs proceeds in certain circumstances. Ifthe later
‘orders identified above are upheld on sdministrative appeal or judicial review, then Texaco owes -

-additional amounts over and above the gross proceeds value at igsue in the instant case. But those
orders do not nullify Texaco's obligation to pay on a minimum value of the gross proceeds accruing
for disposition of ease production. S ' ‘

Any royalty paid as a consequence of the instant appeal that duplicates or overlaps any
smounts that may be due under the later orders would not have to be paid again. MMS may not, and
- 13 not attempting to, make lessees pay twice.* : - |

.. " MMS July 29, 1992 order in the instant case states that the “State will be unable to

complete its determination of the product (crude oil) value for royalty purposes until California
product value determination issues have been finalized.” Order at 3. This refers to the controversy
regarding royalty value on oil produced from leases in California. o

®.Two other lawsuits challenging, on statute of imitations grounds, similar orders to other .

lessees for the 1980-1988 period are the subject of District Court decisions adverse to the United
States in which appeals gre pending. Oxy USA, Inc. v. Babbitt, No. 96-CV-1067 K (N. D. Okl. Sept.

- 8, 1998), appeal pending, No. 98-5222 (10th Cir.); Shell Oil Co. v. Babbint, No. 96-CV-1078 X
(N.D. OKL Oct. 7, 1998), appeal pending, No. 98-5252 (10th Cir.) :

3 - Texaco also has asserted that “all of the MMS® claims based on leases Texaco E&P

- acquired from Texaco Inc.” are barred by a U.S. Bankruptcy Court order in Texaco Inc.’s Chapter
11 bankruptcy reorganization proceeding filed in 1987, Texaco Inc., Debtor, No. 87 B 20142 (Bkey.
 S.D.N.Y.) Responss to Field Report at 1-2 n. 3. Texaco says that in thas proceeding, “all pre-
 confirmation claims against Texaco were discharged.” Jd. Texaco neglects to point out that under
2 Bankruptey Court order dated August 18, 1987, Texaco assumed all of its Federal oil and gas leases
~under 11 US.C. § 365. Texaco thereby became obligated to cure all defaults under all of its leases
end pay MMS all amounts owed under its leases. Texaco also retained all of its leases when it -
emerged from the reorganization proceeding. Its argument therefore has no merit,
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VL  THE STATUTE OF LIMITATIONS AT 28 U.S.C. § 2415(a) DOES NOT APPLY TO
TIIIS ADMINISTRATIVE PROCEEDING.

Finally, Texaco argues that under the statute of limitations at 28 U.S.C. § 2415(a), MMS is
time-barred from collecting the royalties due under the MMS order in this case. The IBLA has
. consistently and repeatadiy held that section 2415(a) is a judicial defense and is not applicable to
administrative proceedings. Eg., Foote Mineral Co., 34 IBLA 285, 306 (1978); Anadarko
Petroleum Co., 122 IBLA 141 (1992); BHP Petroleum (Americas) Inc., 124 IBLA 185 (1992). For
this reason, the Department has declined to rule on asserted limitations defenses in administrative
proceedings.

Texaco has petitioned for oral argument in connection with this appeal. Inasmuch as fhe
issues involved were adequately briefed, oril argument would serve no useful purpose. Accordingly,
_ Texaco’s request for oral argument is denied. - .

mﬂcmsm
For all of the foregoing reasons, MMS’ July 29, 1992 order is affirmed in al respects, and
Texaco’s appeal is denied. Texaco must comply with this decision not later than 30- days after

receiving this decision, unless the MMS Associate Director for Royalty Management grants a written
extension of time.

Because this decision is issued by an Assistant Secretary of the Department of the Interior, _
it is not subject to appeal to the Interior Board of Land Appeals and is the final action of the
Department. Blue Star, Inc., 41 IBLA 333 (1979); Marathon Oil Co., 108 IBLA 177 (1989).-

Aétmg/Assxstant Secreiary
Land and Minerals Management

=

Secretary of the Interior
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United States Department of the Interior

MINERALS MANAGEMENT SERVICE

Washingron, DC 20240 .S, Department af the Infero:
| NBAID DB
AUG 211
MMS/RMP
Mail Stop 3000
Memorandum
To: Deputy Associate Director for Royalty Management '

Chief, Royalty Valuation Division

Chief, Lakewood Compliance Division
Chief, Houston Compliance Division

Chief, State and Indian Compliance Division

From: Associate Director for Royalty Management %MM DM

Subject: Guidance for Determining Control for Ownership Between 10-50 Percent in Light
‘ of the National Mining Association (NMA) Decision

The attached paper provides guidance for determining control in situations where a lessee sells
its production to a purchaser in which the lessee has between 10 and 50 percent ownership. This
guidance is based on the National Mining Association, Appellant v. United States Department of
the Interior, et al., Appellees decision, dated May 28, 1999. This guidance should be used when
auditing or giving guidance for oil, gas, coal, or geothermal leases under existing regulations.

Address any questions about the policy to the Chief, Royalty Valuation Division.



Guidance for Determining Control for Ownership
Between 10 and 50 Percent in Light of the
National Mining Association Decision

Arm’s-length Contract

The definition of arm’s-length-contract contained in existing regulations is generally consistent
for all minerals:!

Arm's-length contract means a contract or agreement that has been arrived at in the
marketplace between independent, nonaffiliated persons with opposing economic
interests regarding that contract. For purposes of this subpart, two persons are affiliated
if one person controls, is controlled by, or is under common control with another person.
For purposes of this subpart, based on the instruments of ownership of the voting
securities of an entity, or based on other forms of ownership:

(a) Ownership in excess of 50 percent constitutes control,

(b) Ownership of 10 through 50 percent creates a presumption of control; and

(c) Ownership of less than 10 percent creates a presumption of noncontrol which
MMS may rebut if it demonstrates actual or legal control, including the
existence of interfocking directorates, [Underscore added.]

The May 28, 1999, United States Court of Appeals Decisio

In National Mining Association, Appellant v. United States Department of the Interior, et al.,
177 F.3d I (D.C. Cir., 1999) the court concluded that four of the six (factors 1, 3, 4, and 5)
Office of Surface Mining’s presumptions of ownership and control were impermissible. The

Office of Surface Mining Reclamation and Enforcement (OSM) regulations at 30 CFR
§ 773.5(b) (1999) state:

The following relationships are presumed to constitute ownership or control
unless a person can demonstrate that the person subject to the presumption does
not in fact have the authority directly or indirectly to determine the manner in
which the relevant surface coal mining operation is conducted:

(1) Being an officer or director of an entity;

(2) Being the operator of a surface coal mining operation;

'The new Federal oil regulations that are effective for production after June 1, 2000 contain
separate definitions for the terms arm’s-length contract and affiliate. The definition of affiliate
was also modified in light of the NMA decision consistent with this guidance.
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(3) Having the ability to commit the financial or real property assets or working
resources of an entity; :

-(4) Being a general partner in a partnership;

(5) Based on the instruments of ownership or the voting securities of a corporate
entity, owning of record 10 through 50 percent of the entity;

(6) Owning or controlling coal to be mined by another person under a lease,
sublease or other contract and having the right to receive such coal after
mining or having authority to determine the manner in which that person or
another person conducts a surface coal mining operation.

The court found that OSM had not offered any basis to support the rule’s presumption “that an
owner of as little as ten percent of a company’s stock controls it.” 177 F.3d at 5. The court
continued, “While ten percent ownership may, under specific circumstances, confer control,
OSM has cited no authority for the proposition that it is ordinarily likely to do so.” Id.
{(Emphasis added.) In a footnote, the court referred to the existing MMS rule:

In its brief OSM referred the court to several regulations promulgated by other
agencies but none of them presumes control based simply on a ten percent
ownership stake, although another Department of Interior regulation does so.
See 30 C.F.R. § 206.101(b) [sic] (“based on the instruments of ownership of
the voting securities of an entity, or based on other forms of ownership: . . . (b)
Ownership of 10 through 50 percent creates a presumption of control”). We do
not consider the validity of section 206.101 here. Id.

The United States did not file a petition for rehearing, nor did the United States
seek Supreme Court review.

Guidance

If there is ownership or common ownership of between 10 and 50 percent of the voting securities
or instruments of ownership, or other forms of ownership, of another person, you must consider
the following factors in determining whether there is control under the circumistances of a-
particular case:

* The extent to which there are common officers or directors;

*  With respect to the voting securities, or instruments of ownership, or other forms of
ownership:

- the percentage of ownership or common ownership,
- the relative percentage of ownership or common ownership compared to the
percentage(s) of ownership by other persons,
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- whether a person is the greatest single owner, or
- whether there is an opposing voting bloc of greater ownership;

+ Operation of a lease, plant, or other facility;

+ The extent of participation by other owners in operations and day-to-day management of a
lease, plant, or other facility; and

+ Other evidence of power to exercise control over or common control with another person.

Regardless of any percentage of ownership or common ownership, relatives, either by blood or
marriage, are affiliates.

All the factors listed above must be considered in determining whether there is control under the
circumstances of each particular case. However, just because one entity is found not to control
another on the basis of stock ownership and other factors, and therefore that the entities are not
affiliates, that does not always mean that the relationship between the two entities is.at arm’s
length. The determination of whether a contract is arm’s length or not is a two-part test. The
contract must also be between parties with opposing economic interest in order to be arm’s-
length.

The determination of whether parties to a contract have opposing economic interest must be
made on a case-by-case basis. You must be able to show that the companies to the contract have
a tight relationship including shared employees or facilities or that the individuals or firms have
identical or substantially identical business or economic interests (e.g., shared profit or loss
risks). See Créme Manufacturing Co., Inc. v. United States, 492 F.2d 515 (5" Cir. 19 74}

In the case of a contract between a producer and a joint venture in which the producer owns
10-50 percent of the joint venture purchaser, you must determine whether the producer is wiiling
to accept a lower-than-market price knowing that he/she could “make-up” the difference on the
resale by the joint venture. Information you should obtain to make that determination includes,
but is not limited to, (1) the arm’s-length sales contract of the joint venture and.(2) the arm’s-
length purchase contracts of the joint venture for production from the same field or area. You
should also obtain information to determine whether: (1) there is additional consideration paid by
the purchaser to the producer and (2) the purchaser is performing services that are the '
responsibility of the producer at no cost to the Federal Government. Such additional
consideration and/or services are royalty bearing.

This guidance does not affect the existing provisions that ownership of more than 50 percent
constitutes control or that ownership of less than 10 percent constitutes a presumption of
noncontrol. The Circuit Court decision does not affect these provisions.

However, while a lessee might sell its production to an entity that owns less than 10 percent and
therefore is presumed noncontrolling, the relationship may not be one of “opposing economic
interests” and therefore would not be at arm’s length. An illustrative example would be a number
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of working interest owners in a large ficld forming a cooperative venture that purchases all of the
working interest owners’ production and resells the combined volumes to a purchaser at arm’s
length. Xeno, Inc., 134 IBLA 172 (1995) involved a similar situation for a gas field. If no
single working interest owner owned 10 percent or more of the new entity, the new entity would
not be an “affiliate” of any of them. Nevertheless, the relationship between the new entity and
the respective working interest owners would not be at arm’s length.





