United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Royalty Management Program
' P.O. Box 25165
Denver, Colorado 80225-0165

IN REPLY REFER TO:

AD/PSO/RIB 6-047-2d
Mail Stop 3062

_Mr: Jack J. Grynberg ‘ - - 3 1996
President SEP | -
Grynberg Petroleum Company 7
5000 South Quebec, Suite 500
Denver, Colorado B80237-2707

Dear Mr. Grynberg:

This is to follow up our April 8, June 3, and July 12, 1996, letters in response to your
. March 18, 1996, Freedom of Information Act (FOIA) reguest.

‘We have completéd'our consultations with the affected companies. Enclosure 1 is a
290-page copy of documents responsive to your request.

‘Certain information in these materials has been withheld under FOIA Exemption 4.

Our palicy, in keeping with the spirit of FOIA, is the prompt release of records to the
greatest extent possible. At the same time, we must protect the rights of individuals
and the administrative processes surrounding such rights. The FOIA regulations requre
us to withhold information protected under FOIA exemptions at 43 CFR § 2,13 (1995)
when disclosure is prohibited by statute or Executive Order, or if sound grounds exist to .
apply an exemption. -

EXEMPTION 4.

We have determined that the materials containing commercial.and financial infarmation
are privileged and confidential. This information is being withheld pursuant to
Exemption 4 of the FOIA, which exempts from disclosure ". . . trade secrets and
commercial or financia! information obtained from a person and privileged or

confidential.” We have replaced the deleted information with the marking "X-4."

Qur policy is to-employ Exemption 4 of the FOIA by withholding from public release any
financial information that could jeopardlze the financial standing and/or competitive
position of those associated with this information. We believe that the public releabe of
this information could jeopardize the competitive and financial standing of those partaes
associated with this information.

As the Royalty Management Program FOIA Officer, | am the official denying a portion of
your request. If you disagree with this determination, you have the right under
- Department_ of the Interior regulations at 43 CFR § 2.18 (1995) to appeal to:




Mr. Jack J. Grynberg : ‘ - ' , 2

Freedom of Information Act Appeals Officer -
Interior Service Center, MS 1414
1849 C Street, NW.

Washington, D.C. 20240

Your written appeal must be delivered to the FOIA Appeals Officer no later than
20 working days from the date of this letter. The appeal must include copies of your
original request and of the initial denial. To expedite the appeliate process and to ensure
" full consideration of your appeal, include a brief statement as to why you believe th:s
-decision-is-in-error. Both, the envelope containing the-appeal and-the-face-of - the: appea|
itself should include the legend "FREEDOM OF INFORMATION APPEAL."

: F

. b
In accordance with 43 CFR § 2.20(a}{1) {1995), we assess user fees to fulfill a FOIP“
request. Personnel charges cover our costs to conduct document searches and to review,
identify, and delete privileged and confidential information.’ Other charges cover the direct

costs of providing the material. Standard charges are:

P.rofessional support $ 18.60/hour
Clerical support , .$ 9.20/hour
Photocopies o $ .13/page
Microfiche $ .O8/papge
.Computer/magnetic tapes - $25.00/each
8 mm. tape : $10.00/each
- Computer Diskettes $ 1.25/each
Computer (CPU) time - $356.00/minute ($25 00 minimum)

Fees for overdue bills include a $35 administrative charge plus interest at the prevailing
Treasury rate. '

. Enclosure 2 is a bill for $468.63, the cost to fulfill your FOIA request, This inciudes the
costs of the 535 pages of documents provided with our April 8 and July 12 letters.

This completes our response to your FOIA request. If you have any questions, please

contact me at {303} 23‘_]—3013.

Sincerely,

Gregory K. Kann

Freedom of
Information Act Officer

Enclosures




SHEEP MOUNTAIN CQ, TRANSPORTATION ISSUE: COMPRESSION

Isgue

Is compression of the Sheep Mountain CO, solely an integral and necessary part
of transportation or a function of placing thé'cozih marketable condition)

-and should the costs of compression be allowed or denied in the transportation

allowance -accordingly?

‘Background

Sheep Mountain C0; is transported from the Sheep Mountain Unit in Huerfano

'Countf, Colorado,—tqrte;tiaryrrecove;y-p?ojecbs-iﬁ-West Texas, a distance of
about 408 miles. Trangportation is via the-Sheep Mbunﬁéin Pipeline. ‘The Unit
and the pipeline are jointly owhed and operated by ARCO 0il and Gas cOmpaJy'
(Aﬁco) and Exxon-Coﬁpany. U.s.A. (Exxon) . Owing to the physical properties of
.CO;and the design optimization pf the transportation system, thelcolis-
‘tranéported in a supercritical (dense fluid) phase, which requires a pressure

in excess of ¥ +.{ ©peia. (CO, separates into liquid and vapor phages at

pressures below 1,071 psia; two phase flow is highly undesirable for pipeline
trangpertation, causing physical damage to pipeline equipment and measurement

difficulties. Transportation in the supercritical phase alsc allows a smaller .
diameter pipeline, permitting a gréater volume of product to be transported in
a smaller space and resulting in an overall lower cost per Mcf for

transportation.)

Wellhead pressures at Sheep Mountain vary between gy and #44-psig. The

produced CO, is dehydrated and compressed from wellhead‘pressures to

approximately \k,q ssia at conditioning facilities located at each of the




five drill sites in the production field. This compressed CO, is then

vn11ACted;ﬁrdethemfive”drill_sites;by_two~field_pipelines+mwhich~cgnyexgéﬁﬁt

the Origin Meter Station (OMS) whére;the CO, is megsured for royalﬁ? purposes. \
‘The OMS marks the beginning of the Sheep Mountain Pipeline. At the OMS tme

€0, enters the pipe;ine at pressures between Yot ani‘ﬁ.q i psia. . The
-p;essuréuofmﬁhgrcozin,the pipeline drops to .a low of qu psié.at,thé'nafon
Pass croésing Ehen builds to Y .« psia at the Seminole délivery point in west

Texas. This pressure increase is the result of hydfostatic load of the CO, in.

the pipeline that occurs bécause of the'S;Dbo ft elevatian drop from the Sheep '
Mbunﬁain Unit to the west Téxas delivery péints. If the pipeline did not have
to cross Raton Pasé, delivery pressure would have been approximately X;w'
peia. ' Inrfact, in order to assﬁre'that pipeline pressﬁre does not éxceed
deslgn requlrements as elevatlon ig lost on the downhill eide of . Raton Pass,

ARCO and Exxon had to install a pressure reduction station. The irony of |the

~ situation is that while: ARCO and Exxon must focus on achlev1ng and malntalnlng -

sufficient pipeline pressure to keep the COz in supercrltlcal phase from the

field to the top of Raton Pass, they must focus on reducing pipeline preasure'

on the downhill side of Raton Pass to wesBt Texas.

' Purchasers of the CO, generally boost the delivered pressure to meet the

unique conditions of their individual tertiary recovery operations. One

operator boosts the delivered Sheep Mountain CO, tr ¥uq psia to meet its

field {injection) requirements. We are unaware of the existence of a

"standard delivery pressure" or -industry marketablility standard for €O, which

could be equated to standards establlshed and recognlzed for natural gas.

However, we have been advised that all long dlstance CI% plpelxnes in the

United States have been designed to maintain CO, in the supercritical phase.

As previouély mentioned, the compression function occurs at the five

drillsites rather than somewhere along the pipeline. Although pompression




:

equipment-could have been installed either,upstream or downstream of the OMS

\
—without - affectrngﬁthe_operatlonrof_therplpelrneL“drrll,s;te compres51on wase.

chosen for reasons of deslgn cptimization, economics, and environmental
oonsiderations. 'Advantages of locatisg the compression facilities at the
drill sites included the availability of space and easy access; availability'
of exlstlng bulldrngs,rutllltles, and common support systems, much of whrch
would have had to be duplicated in the limited space at the OMS ; mrnlmrzaﬁlon:
of envrronmental 1mpact; and mitigation of product deliverability risks owing .

to catastrophic failure on a part of the operation, which would cause

cessation of deliveries if equipment were located at a common facility.

ARCO/Exxon Position

ARCO and Exxon contend that the compressron equ1pment at Sheep Mountain is

‘only used. to place and malntaln the CO; in a supercrrtlcal phase, thereby

allowing the most efficient transportation through the Sheep Mountain

Pipeline. For this reason, ARCO and Exxon assert that the compression is| an

‘integral and necessary part of transportation. Furthermore' ARCO and Exxfn'
state that the faot that compressron occurs at the drzllsltes should not be an
ingsue in deciding whether the function 1s part of transportatlon
Concelvably, ‘the compression function could have been performed downstream of

the OMS and the rovalty meter. Tastly, because the" del;very pressure in West

Texas must be further increased by purchasers to meet their individual project

requirements, ARCO and Exxon contend that the West Texas CO, market does ?ot

dictate the pressure needed for transportation.

Analvyeis

The Sheep Mountain CO, is heated, dehydrated, cooled, and'compressed at the
five drill sites in the Sheep Mountain Unit, and then moved via field

pipelines to the OMS where it is measured for r0ya1ty'purposes. The Minerals




Management Service (MMS) has traditionally viewed the point of royalty

_mqmea.auremént_as_thempnint_a.t__wh:Lch“prqduqti.on_i.B__;i.n,ﬁmarkatghle...c.o&di.tiq_., and
has consistently interpreted the regulations, court decisions, and lease terms

as requiring the lessee to absorb all costs necessary to place the produci in

marketable condition. Marketable condition refers to products that are .

eutficiently free of impurities and, in the case of gaseous products, at 4
pregesure that will be accepted by a ﬁurchaserf Accordingly, MMS has

.traditionally disallowed comprespion costs for natural gas in the computation

of transportation allowances. Only one instance exists where MMS specifically

disallowed compression costs for CO,. At Exxon's Shute Creek procéssing
facility CO, production exiting the plant_ié recompressed at the plant
tailgate. Exxon contended that recompreésion of the (0, was required as a

final step in the manufacturing process. The MMS determined that
recompression was not a function of processing the gae but part of the cost to

place production in marketable condition. All CO, recompression costs were

denied at the Shute Creek facility.

Although compression prior to royalty measurement would, following.traditmonal
practice, be considered a function of placing the gaseous product in

. - , , - . . . |
marketable condition, the MMS does recognize the compression of CO, performed

after the initial delivery in the field, and which is critical to

transportation, ag an allowable component of the transportaticn allowance.
For example, such compreggion costs were granted in computing the McElmo Dome

Unit transportation allowance for‘Mbbii's segment of €O, pipeline that

connects the Cortez Pipeline with the Sheep Mountain Pipeline in West Texas.

. The primary function of the compressors along Mobil?s pipeliné ie to maintain
the pressure at all points aleng the pipeline. - Compression performed (afLer
initial delivery from the field) where the primary function is to move
production from one pipeline into another pipeline that leads to a sales'point

is also an allowable component of the transportation costs; such compression

costs were also granted in computing the transportation allowance for Mobil's




pipeline. However, in Mobil's case McElmo Dome CO, ig compressed and enters

the_transportatlon_plpellne at. theﬁMcE1momDomeﬁUnLtwatﬁa$pressureuofmjﬁu?r,
psia. Mobil did not request that these compression costs be 1ncluded in éhe

transportaticn allowance calculation.

In summa:y,-ﬂMS‘s current policy is to allow Cca_cdmprgséion‘costa where the
compressors are located.along the pipeline and.compression is necessary to
maintain pipeline pressure. Compression costs are disallowed where
compressbrs are used to make initial delivery from ghe production field into a

pipeline.

In the case of Sheep Mountain there is no contract specifying pipeline’

pressure or identifying a "marketable condition."‘ Rather, pipeline pressure
is dictated by the need to transport the CO; in the supercritical ﬁhase and to
ingure movement over mountain passes. (The dehydration of the CO. prior ﬁo. -
transportation is a requirement both for marketing and to meet pipeline design
standards.) There is no afgument that the design and opérating
specifications of the Sheep Mountain Pipeline are optimum and the most -
economical. - In fact, as pfeviously mentioned, we have been advised that all

existing long distance €O, pipelines in the United States have been designed

‘to maintain CO, in the supercritical phase.

Option 1: Deny all costs incurred by ARCO and Exxon for‘compression at Sheép

Mountain.

Pro: This action would be comsistent with the decision involving the

initial delivery of Mobil's CO, from the McElmo Dome Unit to the
' |
Cortez Pipeline and MMS's longstanding policy of denying any costs -




associated with gathering, measuring, compressing, dehydrating,

or

Con:

Option 2:

Pro:

Con:

Option 3:

Pfo:

_ transporter.

‘do net exist in transporting CO;, from the McElmo Dome Unit. It

Allow compression costs in the Sheep Mountain transportation

production. The €0, from Sheep Mountain must be compressed to meet

designed pipeline pressure for optimum transportation, regardless

of whether this compression is performed by the lessee .or the

This action does not'reccgnize the difficulties involved in

trangporting €0, from the Sheep Mbuntian'Unit; difficulties that

also may not account for all the actual costs incurred by ARCC|and

Exxon to transport Sheep Mountain Co,.

allowance calculation.

. Including compression costs in the Sheep Mountain transportation

allowance calculation would acknowledge that the CO, must be

‘transported in a supercritical phase under unusual pressures and

stringent conditions.

Allowance of these compression costs would be contfary to MMS's

past policy of denying any costs assocdiated with gathering,

measuring, compressing, dehydrating, or performing other services

necessary to market productioﬁ.

Allow a portion of the compression coste in the Sheep Mountain

transportation allowance calculatiomn.

Compression facilities for placing production in marketable

condition and compression facilities associated with transporting




the production are usually separate, distinct facilities. For

econcmic and environmental reasons, ARCO and Exxon combined these

Cbn :

. the transportation allowance calculation would recognize ARCO'

two types of faciiities into one planf and located the varioué

piants at each individual drillsite. Although the facilities are
located on the leases, a portion of ﬁhe compresgsion costse could be -
attrlbutable to plac;ng productlon in marketable condition andlthe'
remalnlng portion of the compression costs could be attrlbutabie

to the transportation function. Includlng that portion of the

compression cosLs associated with the transportation function in

—

and Exxon's actual costs associated with transportation.

It would be difficult, if not impossible, to create a formula that
would accurately apportion compression costs between the two

geparate functions.-




SHEEP MOUNTAIN {0, TRANSPORTATION ISSUE: ALLOWANCE CAP

N

Issue

Should MMS grant ARCO and Exxon an exception to the 50 percent cap normally
establlshed for onshore transportatlon allowances?

Background

The MMS's historic policy has been to limit transpcrtaticn'allowances for

onshore leases to 50 percent of the value of the product as specified in the .

Conservation Division Manual, gection 647.5.3E. If a lessee believes it 13
entitled to reliefifrom thig limitation, MMS has required the lessee to
specifically request, in writing, an exception to the limitation. In certain
instances;'the Secretary of the Interior (Secretary), upon regquest of the
lessee, may grant exceptions to the 50 percent allowance limitation. -

ARCO and Exxon object tolthe 50 percent transpcrtaticn allowance limitation on

the grounds that it unlawfully deprives the lessee of its right to deduct |from

royalty all reascnable costs of trangporting the royalty share of production

from the field to a distant market. ARCO and Exxon‘criginally pfoposed using
a seveh‘year transportation allowance reporting period, then proposed a two-

year transportation allowance reporting period with a loss roll-forward

provisicn. In a draft decision sent to ARCO and Exxon on January 5, 1990, the

MMS_required ARCO and Exxon to calculate the Sheep-Mountain Pipeline
transportation allowance on a yearly basie. ARCO'and Exxon now offer a
compromise position that they be allowed to deduct all actual tranéporﬁation
costs' not to exceed ¥4 percent of the value of the CO,. ARCO and Exxon
observe that this proposal will always yield a positive royalty value and can
be administered on an annual basis. ARCO and Exxon emphasize that this
proposal will result in their sub51dlzlng a slgnlflcant portion of the
transportation costs.

" Analysis

Owing to the physical propertieg of the CO;, and the limited use of CO, miscible

flood technology, the ratio of transportation cogts to commodity value is | much

1
. Actual transportat;on Costs as calculated by ARCO and Exxon are based
on a weighted average prime interest rate and include compression, abandonment,
and interest during contruction costs.




2

greater for the Sheep Mountain €O, transportation/pipeline operation than for

- - normal methane transportation/pipeline cperations. Typically, the market |for

€O, ie limited to a small class of operators using miscible co; flooding in

tertiary recovery projects. These tertiary recovery projects are usually
located great distances froﬁ the CO, source field. BSales cgntracts for Sheep
Mountain CO?index the commodity value of CO, to the posted prices of oil
‘Fg?ovgrgg‘agrthe wgﬁF.?exas te;;%qry recovery projects.A'ppring_the_desig?
phase of the Sheep Mountain Pipeline oil prices were high. These prices .began
declining at about the mame time initial deliveries of Sheep Mountain CO,
began. Calculated ti’ansportatidn allowances as a percentage of the CQ, price

are shown in the folloﬁing table.

Calculated Unit : Allowance as a
Year ’ transportation allowance - pricez ‘ percentage of
price '
{$/Mcf) : - ($/Mcf)
===============‘—"========-_“============================‘_"‘===================T====
1983 3 -
1984 ///// ‘““=-\>LM %//,///
1985 N s
~ f?L—’ ( T —
198¢
1987 /

! The calculated allowances are based on projected expenses. Costs for

compression, abandcnment, and intereet during construction are not included.
The rate of return -used in computing the return-on-investment component of the
allowance isV'“! percent, the prime interest rate in effect at the beginnihg of
‘the period for which the allowance would be approved. '
* Unit prices were provided by ARCO and Exxon. These prices are providéd for
_illustrative purposes only and may not represent the price accepted for

royalty purposes.

As ghown in the above table, the projected cost of transporting Sheep Mountain
CO; exceeded the 50 percent allowance limitation for the first two years of
operation, a period during which initial throughput is low. As yearly
throughput increases, the projected allowances will drop below the 50 percent
limitation, . -




Currently, the Director, MMS, has granted an exception to the 50 percent
allowance limitation for onshore leases in omne instance. In a decision dated

August 28, 1986, Chevron U.S.A. Inc. (Chevron) appealed the 50 percent
limitation applied to gulfur recovered at the Carter Creek Gas Processing
Plant. The Director granted Chevron's request to exceed the 50 percent
limitation but decided that under no circumstances shall a transportation
allowance exceed 100 peréent of the sales value bf“the sulfur under any

“individual éelling~arrangement. In another decision dated October 30, 1587,

the Director rendered a decieion in an appeal filed by Mobil Producing Texas

. \ . . . . . .
and New. Mexico In¢. (Mobil) on various issues inveolving the transportatlo? of

CO, from the McElmo Dome Unit in Colorado. This decision was rendered wiﬁhout

prejudice to Mobil's right to seek relief from the 50 percent ceiling on -

transportation alllowance by submitting a reguest for relief to MMS. Thu?,
the Director indicated that MMS would grant relief to Mobil from the 50 '}

percent limitation if Mobil provided specific figureﬁ or documentary evid?nce
in support of ite contention that it was entitled to relief. MMS's curre?t
policy is to grant a trangportation allowance up fp 99 percent of the.value of

the product.

Qptione

Opticn 1: Limit the Sheep Mountain transportation allowance to 50 percent of
‘ the wvalue of the product. '

Pro: The MMS has con31stent1y enforced the CDM guidelines establlshed
for transportaticn allowances (1nc1ud1ng the 50 percent
limitation) and lessees have, for many years, conputed and paid
rovalties on this basis. “Tnis lcngstanding.intérpretation of | the
leases by the parties supports the 50 percent limitation and
limiting the Sheep Mountain transportation allowance would be
consistent with this policy. A

Con: In cases where a lessee can demonstrate that unusual circumstances
warrant relief from the 50 percent limitation, MMS may grant gn
exception to the 50 percent allowance limitation. ARCO and E;xon
have demonstrated that during the first few years of operatio£
when throughput of the system ig low, actual allowance costs ;ill

exceed the 50 percent limit. Upholding the 50 percent 1imita£ion
will merely force ARCO and Exxon to appeal to the Director. ‘Et is
highly probable that thé Director would grant ARCO and Exxorn gn




exception to the limitation and remand the case back to MMS for
recalculation.

_ Option 2: Grant ARCO and Exxon an allowance in exceps of the 50 percent

limitation.

Pro: This action would recognize‘that ARCO and.Exkon transport Sheep
' ,Mountain COz-unde:_unusuél circumstances and the costs of‘
transportation are in excess of the 50 percent limitation for the

first few years. ' '

Con: Given the uniqueness of the commodity, the atypical operational
constraints of the pipeline, and the.fact that the allowance éniy
exceeds ‘50 percent of the value in the first few years, adopting
this option would produce no adverse effect.

Recommendation

The ‘MMS should grant ARCO and Exxon an -exception to the transportation
allowance limitation for the first two years. It is reccmmended that ARCO and
Exxon be limited to the legser of the actual trahaportation costs or 99
percent of the value of the productl ' -




Side-by-Side Analysis
Shepp Mountain COZ Unit
HcElno Dome CO2 Uit

bnit Location

Unit Bperatnr'

_ 5§peline5 through which unit
£02 is tramsported

~ Gheep Hountain Unit

ARCE Dil and Gas Coapany,
fperator

Exxon Coapany, U.S.4.,
Working Interest Dwner

HcEiso Dowe Unit

‘Mobi} Producing Texas &

New Mexico Inc.,
¥arking Interest Owner

Huerfano County,

Colorado

ARCD il and Gas Company
(ARCD) -

Dolores County,

Montezusa County,
Colorado

Shell Western £ & P Inc.

. {Bhell}

Sheep Mountain Pipeline#

# Pipelines for which an

allowance was requested

- of granted.

Cortez Pipelinet
McElap Treek Unit Pipeline
Llano-Pipelioe '

" Mobil Producing Texas & Hew

Mexico Inc., Pipeliped
Sheep Hountain Pipelinet
West Texas Fipeline#

t Pipelinés for which an
“allowance was requested
or granted.




Units/leases where unit prod-
uction is sold/exchanged/pro-
vided in-kind ’ ’

#RCO
Seainole-San Andreas linit
¥ellaan Unit
BMK South Unit
Denver Unit

- “Sable Unit
#asson ODC Unit
Hillard-San Andreas Unit

Exxon
Cornel} Unit
Sesinole-5an Andreas Unit
Keans-5an Andreas Unit

. Willard-San Andreas Unit

Boliarhide Field Devonian Unit

Denver Unit

Yates Field Unit

Heans Queen Ko, 1 0il Uni
Sable Unit , :
MK South Unit

H.0. Mahoney Lease

South Wasson Clearfork Unit

Initial Reservoir Conditions

~ Pressure of Production at
Surface Separation Farilities

. Pressure:

osia, Dakota Fs.
o i

sia, Entrade Fa.
Teaperature:

(o Fo dakota Fr.
+ ° F, Entrada Fm.

Pressure:
\i_u4 psig, Dakata Fa.
psig, Entrada Fa.

Teaperature:
Kimigus of -

o

Mobil ]
. Xillard-San Andreas Hnit
¥ellsan Unit
K.0. Mzhoney Lease
enver Unit )
South-Massan Clearfork Bnit
Dollarhide Field Devonian Umit .

East Vacuum Unit
NcElsc Creek bnit
Semingle-San Andreas Unit

Prassure:
N Leadville Fa.
jesperature:

- Leadville Fs.

e e e Tk T e e BT

Pressure:

Yoo pgiq

Tepperafure:
YRRy




On-Unit Treatment of Productien

Bff~tUnit Treateent of Production

. Production is hested at the

wellsite, woved to 2 treateent

. plant and dehydrated. Low-
. pressure gas iz compressed frow

Y psig to. X-idsig, cooled and
cosbined-with dehydrated high-
pressure gas, . The coebined
streas is compressed to . .f

‘psig, cooled, metered and sent

by pipeline to-the central

aptering station,

ARCO/EXYON HAVE REQUESTED THAT

ALL COSTS FOR CONPRESSIDM AT THE
WELLSITE TREATHMENT PLANTS BE
INCLUDED IN THE TRANSPORTATION
ALLUKANCE CALCULATION.

Production is transported froe
the well cluster facilities to
the cospressor stations, The
gac is heated, compressed to
¥-“ -sig, cooled, dehydrated,
roapressed to X''f asig, cooled,
and discharged to the Corte:
pipeline.

HORIL HAS ﬂBT'REEUESIED THAT ANY

OF THE CDSTS OF COMPRESSION AT
THESE COMPRESSOR STATIONS BE
IHCLUDED IN THE TRANSPORTATIDN
ALLOWANCE CALEULATION,

"located downstreas of -the

wellsite cdlpression planmts.

fas streass fros all wellsite
tacilities are coabined into one
streas and metered at the pipe-
line origin seter station.

origin meter station is suffi-
cient for the pas to cross over
Raton Fass without dropping
belon the critical pressure
needed to eaintain single-phase
fiow. - Because of the drop in
elevation from Raton Pass to
gelivery points in West Texas,
the gas must be decoapressed

50 a5 not to exceed centractual

delivery reguiresents,

’

: ﬂRED!EﬁXﬂH HAVE NOT REBUESTED

THAT COSTS FOR DECOMPRESSING
THE GRS BE INCLUBED IR THE
TRANSPORTATION ALLOWANCE ..
CALEULATION.

The custpdy transfer seters are
located downstreas -of the
coapressor stations, Gas streaws
fromn each of the cospressor
stations are setered separately.

In order to deliver McElmo. Dose
£02 to the Willard, Wellsan,
Seminole-San -Andreas Units, and’
the H.0. Mahoney Lease, the

gas sust pass fros the Corte:
Pipeling through the Hobil
Pipeline inte the Sheep Mountain
Pipeline. Because the operating
gressure of the Sheep Hountain
Pipeline is higher than the
operzting pressure in-fobil's
pipeline, Wobil aust coapress
the gas before sending the gas
to the Sheep Mountain Pipeline.

HOBIL HAS REBUESTED THAT COSTS.
T0 COMPRESS THE GAS IH ORDER TO
MEET THE PRESSURE RERUIREMENTS
OF THE SHEEP KOUNTALM PIPELINE
BE INCLUDED 1N THE TRANSPOR-
TATION ALLOWAWCE CALCULATIDA.




Side-by-Side Analysis
Sheep Mountain CO2 Unit
McElap Dose COZ Unit

Sheep Mountain Unit

ARCD 0l and Bas Cospany;

Operator S
Exxon Company, U.S.R.,

" Working Interest Owner

~ HcElao Dose thit

‘Mobil Producing Texas &
- New Mexico InC.,

Working Interest ﬂyner

Unit anat;En

Huerfano County,

Colorado

ARCD €3l and Bas Copany
(ARCD) . C

'Dulnfes County,

Montezusa County,
Colorado

Shell Mestern E & P lnC.

- 15hell)

ﬁfpelines through which wnit
C02 is transported

Sheep Mountain Pipelimet

# Pipelines for which an
allowance was requested

or granted.

Cortez Pipelinet
HcElmo Creek Unit Pipeline
Llano-Pipeline '
Nobil Producing Texas L Hew

Hexico Inc, Pipelined
Sheep Mountain Pipelinet
West Texas Pipelinet

t Pipelines for which an
" allowance was requested
or granted.
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Units/leases where unit prod-

uction is snldlexchangedlpro-'

v1ded in-kind

ARCO
Seainole-San Andreas lnit
¥ellaan Unit '
GWY South Unit
Denver Hnit

- ‘Gable Ynit
Wasson OOC Unit ,
¥illard-5an Andreas Un1t

Exxan

Cornel} Unit
Sesincle-San Andreas Unit
¥cans-San Andreas Unit

. Willard-San Andreas Unit

Mebil . :
_¥illard-San Andreas Unit
Wellsan Unit
H.D. Mahaney.Lease
. benver Unit
“Soath Wasson Clearfork Unit -
" Dollarkide Field Devenian Unit
East Vacuua Unit
NcElap Creek Unit
‘Seminole-5an Andreas. Unit

[

Doliarhide Field Devonian. Unit

Denver Unit .

Yates Field Unit

Means Gueen No, 1 0il Unit
" .Sable_Unit

GMY South Unit

H.0. Wahoney Lease

South Wasson Clearfork Unit

Initial Reservpir Conditions

.Prassure:
L{ vsia, Dakota Fl
\L sig,. Entrads Fa.

Teaperature: .
\{, F, Dakota Fa.
- F, Entrada Fa.

‘Pressure!

Nev( | Leadville Fa.

Teaperatures '
YL Leadville Fa.

Pressure of Production at
- Surface Separation Farilities

Pressure:
‘f'“{ psig, Dakota Fl
~ psig, Entradd Fa.

Temperature: 4
Kinisua of;f' F

Pressure:

¥y psig

Teaperdfure: '
FUCFE




Or-Unit Treatsent of Productian

04f-Unit Treataent of Production

_ Production is heated .at the

wellsite, aoved to a treatsent
plant and dehydrated. Low-

. pressure gas is compressed from

WY osig to. X-Wiig, cooled and

coshined- with dehydrated high-

pressure gas. The coshined
streas is.cospressed to Y. ./

‘psig, cooled, aetered and sent

by pipeline to.the central

-aptering station.

ARCD/EXXON HAVE REQUESTED THAT

ALL COSTS FOR COMPRESSION AT THE
WELLSITE TREATHENT PLANTS BE
INCLUDED IN THE TRANSPORTATION
ALLONANCE EALCULATION.

The custody transfer seter is

"located downstreas of the

wellsite compression plants.
Gas streass fros all wellsite

farilities are cosbined into ore.
streas and setered at the pipe-

line origin aeter station.

Production is transparted froa

" the well cluster facilities to

the coepressor stations. The
pas is heated, cospressed to
¥-4 'sig, tooled, dehydrated,

tospressed to X'{ 1sig, cooled, - O
" and discharged to the Cortez

pipeline.

‘HUBiL HAS NOT REQUESTED THAT ARY
OF THE COSTS OF COMPRESSIOK AT

THESE COMPRESSOR STATIDNS BE
INCLUDED IN THE TRANSPORTATION
ALLONANCE CALCULATION,

The custody transfer meters are

- located downstreas of the

coapressor stations, Gas streass
fros each of the cospressaor
stations are setered separately.

The -pressure of the gas at the )

origin aeter station is suffi-

cient for the gas to cross over

“Raton Pass without dropping
below the critical pressure
needed to eaintain single-phase- -

tlow. - Because of the drop in
elevation from Raton Pass ta
delivery points in West Texas,

the gas sust be decospressed

sp a5 not to exceed contractual
delivery requiresents.

ARCO/EXYDR HAVE KOT REGUESTED

THAT £OSTS FOR DECOWPRESSING
THE GAS BE INCLUDED IN THE
TRANSPORTATION ALLOWAKCE ..
EALCULATIDN.

-1n order to deliver ¥cElac, Dose

C02 to the Willard, Wellsan,
Seainole-5an Andreas bnits, and
the H.0. Mahoney Lease, the

gas ausi pass from.the Cortez
Pipeline thratgh the Mohil —
Pipeline into the Sheep Mountain
Pipeline. Because the operating
pressure of the Sheep Mountain
Pipeline is higher than the
operating pressure in-Hobil's
pipeline, Mobil aust coapress
the gas betore sending the gas
to the Sheep Mountain Pipeline.

HOBIL HAS REQUESTED THAT CO5TS:-

T0 COMPRESS THE GAS 1 ORDER TO
NEET THE PRESSURE REQUIREHENTS

. OF THE SHEEP MOUNTAIN PIPELINE

BE INCLUDER IN THE TRANSPOR-
TATION ALLOWANCE CALCULATION.




LABARGE'COMPARISON‘SPREADSHEET (allowance cost only)

LABARGE WHITNEY

FEED GAS MMCFD. .

 CAPACITY
THRUPUT

REVENUE -
CH4

co2

N2

s -
NGL
COND

TOTAL
OPERATING COSTS
NO DEPR OR ROR
TOTAL

$/Mcf thruput

CAPITAL COSTS .

S/Mcfd capacity

Net Revenue
$/Mcf thruput

1+ 3+ 3+ttt

CARTER

_s35,763.b06f

o~ - o~




LABARGE COMPARISON SPREADSHEET (Total Cost Case)
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FEED GAS MMCFD
CAPACITY

THRUPUT " « o -
REVENUE =~ - _ ,

CHE .

€02 '

N2 '

S .

NGL .

'COND" - |

TOTAL | - ikf}( \*(/L(

" OPERATING COSTS
NO DEPR- OR ROR .
. TOTAL’ : |
© &/Mef thruput
. CAPITAL COSTS '
S/Mcfdfcapacity ;
Net Revenue '

$/Mecf thruput
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‘Un_it‘cd States -Departméht of the Interior

" MINERALS MANAGEMENT SERVICE
Royalty Management Program

s e POBaIES S pQ;K;;lva |
L N - " Deaye, Colorado 202250185 M. .
I8 REPLY REFERTO: SR - 9-3 ﬁj \#K&/
' WMs-vsD-06:95-0047 -~ FEB -39%5 B
~ Mail Stop 3152 R
‘Memorandum
To: Office of the Solicitor |
Division of Energy and Resources - o o :
Attn: Geoff Heath, Attorney-Advisor . (Original signed by
. ‘ _ e Martin C. Grieshaber
From: Chief, Valuation and Standards Division: ' -
Subjectl) Revenue Impact--Actual.Costs VW‘Cnrtei_Pipé]jghuTariff

Shell/Mobil--McEimo Dome Unit--CO, Production-

The Valuation and Standards Division (VSD) was asked to calculate the'revénue
impact for the difference between the actual transportation costs versus the. -
use of the Cortez Pipeline tariff rate, for the following time periods:

« March 1, 1988 - 1992

. . . L e C o

. . 1992 - present & estimate for the future. :

.Since neither Shell or Mobil have provided the data to make an in-depth
analysis, VSD is unable to calculate the revenue impact, accurately. However,
in reviewing a reguest from Shell for an exception to the 50 percent.

‘limitation, certain amounts listed as "other expenses” included non-allowable. ..
costs, as follows: . . ‘ . S o

3 S ET T AMOONTS YT AMOUNTS AMOUNTS
CATEGORY  3/1/88-12/31/88 1989 | - 71909)
- =

1990
 Interest . ,/f”/’f’f’
~ Banking Fees . ‘H““-H___________‘ ’ .
‘Totais | __— T S~
Example: For 1983 ' _
el et N
Allowable expenses —~ \\\\»

Shell’s percentage ' :
Shell’s throughput = Yoo

i
1




|I Yoy

Shell’s: expense/She]] s throughput (X u _/L ){fﬁ&( o= _)<?'?I_Q/Mcf)
“Cortez pipeTine Tariff- Rate c1a1med =$0.39 per Mcf ' -

Allowance rate . o )éjjff per Hcf

Underpayment per Mcf f ‘ >¢‘-ﬁ" per‘Mcf

Please be advised that the a]]owance rate of X~%  per Mcf used in the -
calculation shown above includes Federal and State income taxes, a profit| -

" ‘margin of 7 percent, as well as any-other potential non-alTowable costs.
Further, theé Cortez Pipeline tariff rate increased from $0.39 per Mcf to

$0. 493 per Mcf during all of 1990 and to $0.525 per Mcf during ail of 1991.

Included are copies of the documents you requested Attachment 1 through
Attachment 4:

Attachment 1 -- “Shell IBLA dec151on, dec1ded Jan 23 1990, regardinﬁ
- income taxes. ,

Attachment 2 -- Field Repprt that backed off a termination date.
'.1/%&%2- P2 sﬂ~¢*f-/§§?¢w§ PoO-O7E2

Attachment 3 -- Examples of recent FERC o0il OCS tariff denials.
and ‘ _ _ , o : -
Attachment 4 -

If you have any quest1on please call Sh1r1ey Keller (303) 275 7217.

4 Attachments_

bcc: RM Chron:95-0047

RM Chron DC/Lkwd (2)

VSD Chron (2)

0&G Chron (2)

States
{ MS:RMP:VSD:0&G:SKELLER: MS3152 275- 7217 P: \USERS\OANDG\KELLER\QS 0047
final:mkr:02/03/95




United States Department of the Interior

OFFICE OF HEARINGS AND APPEALS
INTERIOR BOARD OF LAND APPEALS
4015 WILSON BOULEVARD .
ARLINGTON, VIRGINTA 22208 -

~ IEIA 87-47 | . Decided January 23, 1990

 MMS-84—0013-MISC.

. Minerals Management Service. ~° -~

SHELL WESTERN E & P, INC.

©Appeal from a decision of the Directar, Minerals -Management Service,
affirming an order of the Royalty Valuation amd Standards Division dis-
allowing Federal and state income-taxes as elements of transportation
costs in calanating zoyaltiesmmxbmdicﬁdﬂetrarsportedby;:)ipe_lim.

1. 0il and Gas Leases:-Royalties: Generally -

- MMS mfairlydiscrimimta-agai:staa)z'lsseein
..dmyirgademctimforthatcmpaﬂtofapipdm
tariff relating to Federal and state income taxes solely
‘on the basis that such lesses is an affiliate of the | -

APPEARANCES: William G. Riddoch, Esq., Houston, Texas, for appellant?”

Peter J. Schaumberg, Esg., and Howard W. Chalker, Esq., Office of the -~

Solicitor, U.S. Department of the Inmterior, Washingtor, D.C.; forthe. T |

.. -OPINION BY ADMINISTRATIVE JUDGE FRAZIER
She.ll Western E & P, Inc. (SWEPI), has appealed from the August 6,

- LQB&, decision of the Director, Minerals Management Service (MMS), affirming -

an order of the Chief, Royalty Valuation and Standards Division,| M4, disH

. mwﬁqmmmgehmtmaselmtsofmnsportaﬁmmsts o

in calculating royalties on carbon dioxide (003) produced from the MCEImo | .
Dame (Iaadviug) Unit, 1/ located in Dolores and Montezuma caunties,

1/ mmmnmisamlidatimofsmlpmviwsmitsintoasﬁql%
mitmimaamﬁammuzdtmdmmmﬂnmmmm
Leadville Formation underlying lands in Ts. 36, 37, 38, 39 N., and Rs. 174 -
18, 19, ard 20 W., Mmdcoprimipal}!eridian.rvnitizedmbstamasin-

mation. The term “"gas" specifically and expressly includes carbon ai

Robert D. Lanier, 90 IBIA 293, 93 1.D. 66- (1986) (carbon dioxide produced|.
frunmElmDmem'der-Fedemlqﬂardgasleasas). -

112 IBLA 394
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Colorado, and transported via a pipeline owned by the Cortez Pipeline Com—

pany (Cortez) 2/ over 500 miles to the Denver Unit Q0 pruject in western

SWEPI, the successor in interest to Shell 0il Campany (Shell), is the
operator of the McElmo Dome Unit. On October 25, 1983, reprisentativ:es of
Shell met with representatives of MMS to provide an overview of and a status
" report on Shell's McElmo Dome/Derver Unit (O, Project. At the meeting, MMS
requested information concerning the tariff to be charged to Shell by Cortez
for transportation of Shell's share of (05 produced from McElmo Doame ard
sold by Shell to the Denver Unit, via the 500-mile pipeline then urder con-
struction from southwestern Colorado to the Wasson Field in West Texas
where the Denver Unit is located. ‘

By letter dated December 9, 1983, Shell advised MMS of certain i“nfoma-
tion provided by Cortez concerning the tariff to be established for trans-
portatimofcnz'frmﬁcmm[xxnetotmm:wervnit. In the letter,| Shell
proposed that the Cortez tariff be allowed as a transportation deduction

fram the proceeds received by Shell forthesaleofo:)z,—a:ﬂthatﬂméllmt
be required to pay royalty under the Federal leases on that amount.

By letter dated March 29, 1984, MMS advised SWEPI that the Cortez
tariff calculation mh to M4S, with the exception that
Federal ard state incame taxes should not be considered in camputing trans-
portation costs. MMS explained that "Federal and State income tax should
be eliminated before transportation costs are camputed. Should they be
retained in the camputation, royalty must be paid on that porticn of the
pipeline tariff represented by the Federal amd State income taxes" {Letter
from MMS to SWEPT dated Mar. 29, 1984, at 2). :

By letter dated May 1, 1984, SWEPI appealed the March 29, 1984,
decision to the Chief, Royalty Valuation and Standards Division, MMS,
arguing as follows: '

There currently is no market for (0, produced from the McElmo
Dame (Leadville) Unit except forc}zpardxasedbyﬁxenemermit.
'meactmalcostoftm'sportht;cozmmx;htmmrtezpipeli:n
f;un_SouthwestemeloradotothTexasisamﬁcetmgccst
midxmstbeassmedbytherwaltyomerasmllasmewﬂdrg
interest owners. These actual costs of transportation, which
will in the future include payment of both Federal and State
incame taxes, constitute the Cortez tariff and are incurred by
the Federal lessee who transports (9 to the Derver Unit far .
sale. SWEPI, as a Federal lessee transporting O, to the Denver
Unit for sale, is entitled to be reimbursed by the purchaser of|

for the tariff charged for transporting such (05, subject to
certain limitations as set forth in the Denver Unit €O, Sale ard

2/ Oortezisagmeralparnnrstﬁpmmedby&nllmrtezpipeli:eo;parw,
Mobil Cortez Pipeline Company, and Continental Resources Cortez Pipeline
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Purchase Contract. Since the Sale of (0, to the Denver Unit was
the first such sale of (0, fram the McElmo Dome (Leadville) Unit -
ard is still the only such sale - it was moassarytoagreewith
the Denver Unit working interest owners that they would not bear
"~ the full cost of the Cortez pipeline tariff. :

Thus, any actual costs of transportation borme by SWEPI which
are not reimbursed by the Derver Unit were agreed to through -
negotiation with the Denver Unit working interest owners. The
M1S, however, by its determination not to permit deduction of
all the actual transportation charges (the tariff) incurred by
SWEPI has arbitrarily and without justification imposed a penalty
on SWEPI which was neither negotiated nor amticipated. The full
tariff paid by SWEPT should be permitted to be deducted from
the price received for (0, sales by SWEPI for royalty payment
purpeses to the MMS.

(Letter dated May 1, 1984, fram SWEFI to MMS, at 3-4).

By memoranchm dated September 10, 1984, the Chief, Royalty Valuation
ard Standards Division (RVSD), recommended to the Chief, Division of :
Appeals, Office of Program Review, that the March 29, 1984, decision be

upheld, providing the following rationale for its position:

The RVSD upholds its previous position with regard to income
taxes. In William and Meyers 0il ard Gas law, Vol. 3, § 604. 6(b)
clearlydefnmvnndmccstsmaybecmsldemdasacostofcper
ation; "the current cost of operation has been held to include
taxes (othex than income taxes) payable by the owner of the
wrk.m;mterests" ‘In addition, in Matzen v. Hugeton Production

., (321 P.2d 576), theSupra:eOwrtofKarsasu;inldeviderm
‘midxestablishedthat"frmanaccamtlrgstampomt income tax
is a sharing of profits, not a cost; that in cost accounting,
income tax is never used as a factor in determining cost of
operation, cost of sales, nor of any other item." (Bmphasis in
.original.] \ .

By letter to the Chief, Division of Appeals, Office of Payment Review,
MMS, dated February 7, 1985, SWEPIreglstereditsdlsagreanerrtwlm}'GVD'
Septeiberm 1984, nenom:ﬂxm SWEPI argued that RSVD's relianceupmthe
definition of "oost of operation" from Williams apd Myers was misplaced,
stating that "[i)t is a partial quote from Section 604.6(b) * * * taken out -
of context, which relates to a subject campletely different from
tation costs which are allowed as a deduction from the value of royaltia"
(Letter dated Feb. 7, 1985, from SWEPI to the Chief, Division of A;peals
Office of Payment Review, MMS, at 7). According to SWEPI, "[t]he mtire
socpeofthedlsmssimintmspartofthetreatiseislﬁnitedtocostsof
'paying preduction', within the overall canstruction of a habencum clause in
an oil and gas lease for purposes of determm:gtheduration of the lease,"
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andthat“[t]hlssectimofﬂ:etmatisehasmrelevarneatalltocosts
J.rmrredinthetmnsportata.mofaprcdu:t inth:lsmse,CDz, qu:u-
tatlc:n of royalty payments." JId. SWEFI arqued as follows: ‘

Itxexssxxeurﬂara;pealtnremmtﬂreidentifi@timofmidm‘~
costs of production are to be assessed against the nonoperator-
lessor's usual royalty interest, l:utismsteadtheldarttficatlm'
of "costs subsequent to production® which are usually borne pro-
portlmatelybytheqaeratmmthemn—operatianmemsts
3 R. Williams, Qi) and Gas Iaw Sections 645.1-.2 (1981). Irdeed,
the quoted definition itself clearly identifies the party whose
mtaxesammttobeucluiedinthecxrerrtcostofqaer-
ations, i.e., "themaerofthemmngmterest“azﬂmta
cammon carrier pipeline.

(Letter dated Sept. 7, 1985, at 8).

In addition, SWEPI maintained that RSVD "msses the mark" by placing
its reliance upon Matzen v. Hugoton Production Co,, 321 P.2d 576 (xas
1958). SWEPI conceded that the "Matz gnowrtpmpe.rlydetermnedﬂmatan
operator-lessee amd a non-operator-lessor must bear the urden of the.l.r own
nmretaxwltha:tcontnb.rtimfrmthectherparty“ (Sept. 11, 1985,
letter (emphasis in ongmal)) SWEPI conterded, -however, that Matzen "
not stard for the proposition that incame taxes of a camon carrier plpe_h.ne
carrier mist be borme exclusively out of the operator lessee's interest."
Id. at 9. SWEPI reasons as follows:

Mtd.lstu'z;mshstheholdnqofnatzenfrmthemm ,
theSWEPIAppeallsthefactthatthecmrtdlsallmeddech.\:tlm'
ofthelesseesnmnetaxesfrcmthelessorblardcmms'royalty
Whereas in the MMS Decision, pipeline owners' income taxes which
arexmltﬁedmaplpellmtanffarﬂpassedmasacosttoa\
shipper-lessee as an overall transportation charge are disallowed
,asdechzctlblecostsforthepurposeofoamtlmthetranspor-\
tation allowance for royalty purposes. Stated simply, the Matzep
casemolvaixmanetamofal&see,arﬂﬂnmstantappeal
involves inccme taxes of a cammon carrier pipeline. The former
is not, arﬂthelatte.rls,aprcpercm;xmmtoftransportatim
expense deductible from lessor royalty. (Emphasis in original.)

(Letter dated Feb. 7, 1985, at 10).

By memoranchm dated May 6, 1985, fram the Chief, RVSD, to the dnef
Division of Appeals, Office of Program Review, the Chief, RVSD, rapaﬂed to
SWEPI's arguments. RVSD explained that its decision to disallow Fede.ral ard
stateucmetaxesastmrsportaumocstswasbasedupmthemrservatlm
Division Marual ((TM 647.5), which "prc\rldes standard guidelines for‘dete.r-
mining allowable pipeline transportation deductions for royalty purposes for
Federal and Indian onshore lands" (Memorandum dated May 6, 1985, at 2) he
CIM specifies transportation allowances for (1) producer-cwned ard- ope.rated
pipelines (CIM 647.54); (2) producer-owned (by productim -payments) pipe-
lines ‘which are not operated by the lessee (CIM 647.5B); amd (3) pipelines
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owned by parties cther than the lessee (CIM 647.5C). RVSD determined that
becauseSWEPI"mamjorinterastofmecortezP;pelhnOmparwmrux;h
ltssmsmlaxy,ShellCortezPipduecmpany***QmMgmdelmesmﬂer
'producer-owned and operated pipelines,' 647.5A, are most applicable|in this
-;aﬁ" (Manrarﬂm dated Mays 1985, at 3). 'meseguidelmes provide as

ollows:

Irrtanglble and direct costs in the folla.rmg or like categories
which can be shown to the satisfaction of the Supervisor to be
part of the operating costs: Insurance (hazard, liability,

‘workman's campensation, etc.); Taxes (Social Security, property
taxsass&ssedmthempelmearﬂothe.reqmpme:tapprwedas

pipeline investment items, etc. However, corporate incame taxes
are not_an allowable deductlm) K (E:nphasls added]. '

RVSD explained that its pollcy is to deny Federal and state income
taxesastransportatlmcostsvmenthe "pipeline lspmducerﬁw‘edam
transporting that producer's production only to a sales point® {Memorandum
dated May 6, 1985 at - 3). By contrast, RVSD noted that "[J.Jn s:.t:.xaticns
where a third- party pipeline, generally a camon carrier, imposes a tarlff
on a producer under arm's-length conditions, MMS will approve the enti.re
tariff, regardless of how such tariff is derijved, asthepmd.ne.rsactual
-costoftmnsportahmthatmybedechx:tedfrm?ederalroyalty Id.
Further, "[i)f a pipeline is a commn carrier, and carries both afflllated
and ronaffiliated production, it is MMS policy-to acoept a published tariff
for the rnonaffiliated production, but to require actual cost data to justlfy .
an allowame for afflllated production.” Id, at 3: - &

By letter to the Division of Appe-als offlce of Program Review, |MMS,
dated September 9, 1985, SWEPI maintained that other producers not related
to the pipeline campany would be able to deduct the entire pipeline t.arlff
mareasmwmldaﬂybeallwedtodedu:tlessmanthatammtsmﬂue
portion of the tariff attributable to Federal and income taxes will not be
recognized as a transportation cost. SWEPI concluded that this application
of the CIM was arbitrary, resulting in ™undue discrimination against the
producer—mwers of the Cortez 0, pipeline, 2 .common carrier® (I.etter dated
Sept. 9, 1985, at 6). SWEPI asserts:

The pmduce.r—o:mars are subject to ll,a.blllty for a higher royalty
payment to the MMS than are other producers of (0, fram the McElmo
Dame (Leadville) Umtorfn:ncthercnzsammtmnsportcaz
trmo.ughmecortezoozp;pelm,mtmdomtmnanmterest\
the Cortez (0, pipeline, solely because the transportatim of OO,
lsmt:rag'ulated

Id.

By decision dated August 6, 1986, the Du:ector, MMS, denied SWEFI's .
~ appeal, and affirmed the order of-the RSVD, explaining its policy of | denying
the deduction of Federal and state income taxes as transportation costs on
the following basis:
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This policy is premised on the impossibility of accurately|
allocating the correct tax burden to the pipeline, as well as the
other activities of the pipeline/producer. An inflated pipeline
tariff in those circumstances would benefit the lessee in pro- |
viding for a greater reduction from royalty (and thereby depriving
the lessor of its full royalty entitlemert). The MMS adopted the

~ policy -of limiting the transportation allowance to actual costs
exclusive of income tax., The MMS policy is a reasonable measure
intended to eliminate the potential for abuse that could result
fram expense manipulation between pipelines and production
facilities not wholly indeperdent of each other.

(Decision dated Aug. 6, 1986, at 6).

{1} -As noted by appellant, MYS relied upon Matzen to support its
decision to deny a deduction for incames taxes as transportation costs.
However, the record demonstrates that despite its application of Matzen
against SWEPI, MMS does not follow Matzep as a general rule. MMS appears
untroubled by the general concept of allowing a lessee to include incame
taxes paid by a pipeline as an element of transpartation costs, since it

allows such a deduction if there is a published tariff for a camon carrier
which includes income taxes as transportation costs. 3/ When there is no
published tariff, as in the instant case, only lessees who are affiliates
ofpipelimoumersaremtallaaaitodedmti:nanetaxesastraxsportatim
costs from the value upon which royalty is calculated. MMS' application of
the Matzen rule only when the lessee is an affiliate-of the pipeline cwner
is untenable,. : -

In Getty 0il Co,, 51 IBIA 47 (1980), the Director, Geological Survey’
(GS), affirmed an order of the Acting 0il and Gas Supervisor, Gulf olf_!'exico
Area, GS, requiring Getty to pay additional royalties for gas sold to its
"wholly controlled” subsidiary in accordance with a contract bel:dee.n{ Getty
and the subsidiary. GS contended that since Getty had the right to rescind
the contract, and thus sell the gas at higher interstate prices, the\Area
Supervisor should properly value the gas for royalty parposes.as if Getty .
had sold it at the highest price obtainable on the interstate market! '

'The Board stated that "[e]ssential to Getty's appeal is the validity"
of its agreement for the sale of gas to (its subsidiary].” 51 IBIA at 49.
The Board's analysis of this issue is relevarnt to the issue of whether M
chould have denied SWEPT the incame tax deduction on the basis that it
wanted to "eliminate the potential for abuse that could result from expense

3/ The Board has held that section 28 of the Mineral leasing Act of| 1920;
as amended, 30 U.S.C. § 185 (1982), provides the authoirity for issuance of
a right-of-way for a carbon dioxide pipeline for transportation of produc—
tion from Federal oil and gas leases. Bxon Corp., 97 IBIA 45, 94 I.D. 139
(1987). Such pipelines are required by statute to be operated as "comon
carriers." 30 U.S.C. § 185(r) (1) (1982). ,
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. . |
manipulation between pipelines and production facilities not wholly inde-
perdent of each other" (Decision by Director, MMS, dated Aug. 6, 1986, at
6). The Board stated:

We agree with appellant that a parent corporation and its
~wholly owned subsidiary may emter into a valid contract. In
United States v. Weissmap, 219 F.2d 837 (2nd Cir. 1955), Judge
Learned Hand wrote: "It is true that there can be legal trans-
actia‘sl_:etmentwocorporatia'xs-all of whose shares are owned by
a single individual, and that the same cbligations will arise out
of them as would arise, had they been between either oorporatior'l
~ard a third person.” It is the general rule that courts will not,
because of stock ownership or inmterlocking directorates, disregard
the separate legal identities of corporations, unless such rela-
tionship is used to defeat public convenience, justify wrongs
(e.q., violation of antitrust laws), protect fraud, or deferd
crime. Norton v. Integral Corp.,.584 S.W.2d 9§32, 935 (1979).

51 IBIA at 50.

M\Sprooeedsmﬂaeawmptiontlntmmelesseeisanafﬂliate
of the pipeline operator, the incame tax burden of the operator may scmehow
be chifted to the lessee, thereby reducing the amount upon which Federal
royalty on the 0D, is calculated. MMS'-policy, while "intended to preciude
amuse and overcome audit burdens,” unfairly discriminates against lessees
who are affiliates of pipeline cperators. In the absence of same manifes-
tation that affiliated campanies are using their corporate relationship to
defeat MMS royalty collection efforts, the general rule recognized in Getty
0il Co. applies. 4/ MMS does not allege, and there is nothing in the record
to suggest, thatCortezismttzansportingSWEPI's(I}zatapriceequalto
that cbtainable under an arms-length contract. MMS' denial of a transpor-
tation allowance-for incame taxes in this case solely an the basis that
SWEPI is an affiljate of the pipeline operator was improper.

4/ Moreover, the factual predicates of the M5 decision are substantially
undermined by the fact that SWEPT owns only a 50-percent-interest in| the

. ‘Cortez pipeline; While the Board has, indeed, recognized that econamic
incentives exist which might impel producers to shift profits to wholly -
cumed subsidiaries as a means of decreasing royalty cbligations (see| Transco
Exploration ¢9,, 110 IBIA 282, 96 I.D. 367 (1989)), the econcmic viability
of such a strategy declines where, as here, outside interests in the| sub-
sidiary are substantial. Thus, while a parent corporation might well
desire to have profits transferred form ocne corporaticnn to another in.

an attempt to lessen royalty payments of 12.5 percent on the value of
production, the incentive to do so when the parent corporation owns only -
50 percent of the second corporation evaporates, since such a procedure
results in the net loss of 37.5 percent. Similarly, it is difficult! to
see how the manipulation of allocation of incame taxes works effectively

_ where the parent corporation owns only 50 percent of cne of the entities
involved, particularly where the ‘expressed fears of MMS can only be real-
ized by increasing the tax burden of the partially-owned entity.
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Accordingly, pmmttoﬂmaﬁﬂnritydelegatedmtmaoardofgm
Appeals by the Secretary of the Interior, 43 CFR 4.1, the decision of| the
Director, M4S, is set aside and remanded for action consistent with this
opinion. '

Gail M. Frazier O
Mministrative Judge

ey W AR B W
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United States Department of the Interior

MINERALS MANAGEMENT SERVICE

Royaly Management Program
P.O. Box 25165
Penver,-Colorado.80225-0165
luumuvaszo; o
.~ MMS-VSD-0G:94-0146 _— ,
Mail Stop 3152 NOY 23 1394

CERTIFIED MAIL--
_RETURN RECEIPT REQUESTED

Mr. Colling K. Tam

Section Supervisor, 0il Revenue Accounting
Unocal Corporation

P.0. Box 4531 ' -

Houston, Texas 77210-4531

Dear Mr. Tam:

By letter dated March 22, 1994, ‘the Unocal Corporation (Unocal) requested the
Minerals Management Service (MMS}) approval for an allowance in excess of the
-50-percent limitation to transport condensate (Product Code 02) from Platform
Habitat in the Pitas Point Area, offshore California, to Port Hueneme, onshore
California, for the actual cost data in Calendar Year -(CY) 1993 and CY 1994
estimated cost data. This request applies to the following accounting
identification (AID) numbers, and selling arrangements (S/A), for Payor

- Code 73770.
AID No. ' . S/A
088-000234-0-001 I 001

088-000346-0-001 : 001

The MMS has reviewed the documentation submitted with your request which shows

 that the costs to transport condensate from Platform Habitat to Port Hueneme
were  Y.-<  percent of the value of condensate transported during CY 1993.
In accordance with 30 CFR § 206.104(b) (1993), Unocal is authorized to deduct
a transportation allowance for condensate in excess of the 50-percent.
Jimitation, subject to future review and audit. The allowance that may be
deducted will be the actual costs incurred each month, but may not exceed

-y~ nercent of ‘the value of -condensate transported from Platform Habitat|to
Port Hueneme for CY 1993 actual cost data and CY 1994 estimated cost data.

Until such time as Unocal’s application for an exception to the 50-percent
limitation is approved by MMS, Unocal may not deduct allowances in excess of
the 1imit on the Report of Sales and Royalty Remittance (Form MMS-2014)! In
addition, the 0i1 Transportation Allowance Report (Form MMS-4110) filed|by
Unocal should not reflect allowance rates in excess of the Timit prior to
receipt of this letter. Upon receipt of this approval letter, Unocal may
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Mr. Colling K. Tam

report its actual costs not to exceeo ¥“{percent on Forms MMS-2014 and
MMS-4110 for CY 1993 actual costs and CY 1994 estimated costs. L_

~* The transportation rate shown in the Point Pedernales Pipeline Company FE

A request for an exception to the 50-percent limitation must be submitted

annually. Your request, with sufficient justification to obtain MMS approdal,

should be submitted within 30 days after the end of the calendar year or

within 30" days after the non-arm’s-length situation is amended or| terminatdd.

In addition to the above request, Unocal requested an exception from the

1isted below under non-arm’s-length contracts. This request applies to th
following Federal Energy Regulatory Commission (FERC) Tariffs for!the peric
January 1 through December 31, 1994.

FERC Transportation
Tariff Allowance
Lease No. No. Segment Rate/bb]l .
088-000241-0 7 Platform "B" to Rincon $0/21 -
088-000240-0 ‘ Facility, Ventura County
' Platform "A" Tie-in to -~ $0./20
Rincon Facility, Ventura
"~ County : 7
088-000202-0 9. - Platform Gina to Mandalay $0.19
088-000203-0 ~ Facility, Ventura County
088-000437-0 3 Platform Irene to Lompoc - $0.98*
088-000441-0 HS&P Facility, California ‘ :
088-000444-0 '
088-000215-0 9 Platform Gilda to Mandalay $0.21

088-000216-0 - Facility, Ventura County
088-000217-0 . : :

Tariff No. 3 is $2.00 per barrel. However, MMS previously determined tha
~ -4 per barrel is attributable to transportation of wet barrels and
%-4 per barrel is attributable to processing the wet oil at the Lompoc’

HS&P Facility. . . .

Federal regulations and instructions establish the procedures for Fa1¢u1ati
and reporting transportation allowances. Title 30 CFR § 206.105(b)(5) (1993

states in part:

A lessee may apply to the MMS for an exception from the requirement thi
it compute actual costs in accordance with paragraphs (b)(1) through
(b)(4) of this section. The MMS will grant the exception only if the

lessee has a tariff for the transportation system approved by the Feden

Energy Regulatory Commission . . . . [Emphasis added.

or A
[

[=%

. requirement to .compute actual. cests for transporting crude 0il from the leases-

[

1




. UNCOAL CORPORATION
_FEDERAL ENERGY COMMISSION (FERC) TARIFF - .
FOR THE PERIOD JANUARY 1, THROUGE DECEMBER 31, 1994

TRANSPORTATION

|

|

[
|
TRANSPORTATIO!

CMMS FERC ACCOUNTING TRANSPORTATION N
FROJECT TARIFF IDERTIFICATION POINT " POINT - RATE
HUMBER HUMBER NUMBER FROM ™ _PER’ BARREL
94-0189 5 D54-0602391-0-002 HIGH ISLAND BLOCK 573 EIGH ISLAND
: ONSHORE FACILITY s1.25
94-0191 30 054-004000-0-001 SOUTE TIMBALIER BLOCK 53 SOUTE TIMBALIER 52 -50.317
94-0193 42 055-000827-0-001 SHIP SBOAL 208 ST. JAMES STATION $0.195
054-001228-0~001 .
054-001220-0-001,
84-0194 51 054-002423-0-001  HIGH ISLAND BLOCK 334 HIGH ISLAND
: ONSHORE FACILITY 51,40
‘94-0195 ¥ 054-001031-0-001
: 054~-001529-0-001 SHIP SHOAL 253 ST. JAMES STATION 50475
" 94-0196 51 054-002392-0-001 HIGH ISLAND BLOCK 573 HIGB ISLAND $1.25
054-002392-0-002 : ONSHORE FACILITY
054-002393-0-001
©54~002757-0-001 HIGHE ISLAND BLOCK 585 EIGH ISLAND $1.35
054-002722-0-002 ONSHORE FACILITY
054~002721-0-001
‘054-003850-0-001
94-0187 42 054-001036-0~-001
) SHIP SHOAL 268 ST. JAMES STATION 50.70

054=-007757-0~-001




Enclosure 2

Appeals—Procedure—and-Bonding—-Regquirements

You have the right to appeal in. accordance with the provisions of 30 CFR 290
(1993). Any appeal taken will be to the Director, Minerals Management Service
(MMS}, and the notice of appeal must be filed within 30 days from receipt of
‘this letter with: - . , :

‘Minerals Management Service - . -
Attention: Ms. Deborah Gibbs Tschud
Chief, Valuation and Standards Division
"P.0. Box 25165, MS 3150 -
Denver, Colorado 80225-0165

Telephone: (303) 275-7200

Fax No.: (303) 275-7227

Any notice of appeal must be accompanied by a written showing, as you deem
adequate, to justify reversal or modification of this directive. Within

60 days from receipt of this letter, the appellant will be permitted to file
an additional statement of reasons or written briefs. Extensions for filing. -
the statement of reasons will not be permitted unless rrequested in writing by
the appellant within 60 days from receipt of this letter. The request for
extension must be submitted to the Deputy Associate Director for Valuation and
Operations at the address shown above.

You should be aware that compiiance with the orders and directives contained
in-this letter shall be suspended by reason of an appeal pursuant to

30 CFR & 243.2 (1993) unless the Director, MMS, notifies the appellant in
writing that the decision or order shall not be suspended pending appeal.

Title 30 CFR § 243.2 further provides that unless the amount under appeal is

$1,000 or less, suspension of an order or decision requiring the payment of a
specified amount of money shall be contingent upon the appeilant’s submission
‘within a time period prescribed by MMS of an MMS-specified surety instrument

deemed adequate to indemnify the Tessor frem loss or damage. Nothing.in this
.paragraph shall be construed to prohibit an appellant from paying any demanded .
amount pending appeal. ' ‘




ENCLOSURE 1 -

UNCOAL CORPORATION

FEDERAL ENERGY COMMISSION (FERC) TARIFF
FOR THE PERIOD JANUARY 1, THROUGE DECEMBER 31, 1984

TRANSPORTATION

TRARSPORTATION

WS FERC ACCOUNTING TRAKSPORTATION
PROJECT TARIFF  IDENTIFICATION POINT POINT RATE
NIMBER NUMBER NUMBER FROM 10 PER BARREL
94-0174 51 . 054-002647-0-001 BIGE ISLAND OFFSHORE A
054-002648-0-001  EAST BREAKS BLOCK 160 FACILITY $1.40
94-0176 12 054-002176-0-002  SOUTH PASS BLOCK 49 SOUTH PASS BLOCK 27 _
054-002176-0-003 PLATFORM OFFSHORE ONSBORE FACILITY $0.90
04-0177 16 055-000787-0-001  SOUTE MARCE ISLAND BURKS TERMIRAL $0.60 I
BLOCK 48 :
94-0178 41 DS54-006358-0-001 GARDEN BANKS BLOCK 189-A  INTERSECTION OF HIGH $2.75
- ISLAND SEGMENT LII
INTERSECTION OF HIGH .
SEGMENT III BIGH ISLAND ONSHORE 51,80
94-0178 43 054-000989-0-001  EUGENE ISLAND 276-B EUGENE ISLAND 259-A $0.30
30 EUGENE ISLAND 276-B EUGENE ISLAND 258-A $0.09
. BLOCK 28, SHIP SEOAL AREA  GIBSON STATION 30.085
94-p180 51 054-002645-0-001 EAST BREAKS BLOCK 158  HIGH ISLAND ONSHORE
054-002646-0-001 . FACILITY $1.65
s4-0181 51 054-002696-0-001 HIGH ISLAND BLOCK EIGH ISLAND
054-002697-0-001 A-536-537 .ONSHORE FACILITY
£54-002688-0-001 . : . $1.20
94-0182 51 054-003241-0-D01 HIGH ISLAND BLOCK Aé4z HIGH ISLAND i
. ONSHORE FACILITY 51.40
94-0183 16 054-004858-0-001 EUGENE ISLAND BLOCK 42 BURNS TERMINAL $0.60
94-0185 30 054-005502-0-001 EUGENE ISLAND BLOCK 212 EUGENE ISLAND BLOCK 213 50,95
054-005503-0-002 » ' ‘
054-005550-0-002
94-0186 16 054-004442-0-001 SOUTH MARSH ISLAND BLK B BURNS TERMINAL $0.60
94-0187 55 054-001034-0-001 SHIP SHOAL 266 ST. JAMES STATION $1.18
84-0188 40 054-006887-0-001 GREEN CANYON EWING BANK 978 $0.90
054~007989-0-001 BLOCK 6 , -




L S N : T Attachment 3

Umted States Department of the Interior

MINERAIS MANAGEMENT SERVICE
Royalty Management Program

-P-O-Box-2516%

Denver, Colocado 80225-016%

"IN REFLY REFER TO; )
MMS-VSD-06:94-0174 . -
Mail Stop 3152 - ocT 28 1994

CERTIFIED MAIL--
RETURN RECEIPT REQUESTED

.-Mr T. A. Nlnkelmann ‘
Supervisor, Qil Revenue Account1ng
. Unocal Corporation
P.0. Box 4531
Houston. Texas 77210- 4531

Dear Mr. N:nkelmann

Thank you for the additional information you provided on June 24, 1994, on
behalf of Unocal Corporation to the Minerals Management Service (MMS). You
requested the use of various Federal Energy Regulatory Commission (FERC)
Tariffs in lieu of computing actual costs for transporting oil production from
the ‘Accounting Identifications (AID) numbers listed on Enclosure 1. Your
request was for January 1 through December 31, 1994.

The MMS hereby deniesryour request. Federal regulations and
instructions establish the procedures for transportation allowances.
Title 30 CFR § 206.105(b)(5) (1993) states in part:

A lessee may apply to the MMS for an exception from the requirement
" that it compute actual costs in accordance with paragraphs (b){1}
through (b)(4) of this section.. The MMS will grant the exception
only if the lessee has a tariff for the transportation system
' Egroved by the Federal Emergy Requ]atory Commission . . . . -

mphasis- added.

On October 8, 1992, FERC lssued the Order Granting Petitions for Declaratory
Orders and D1sc1a1m1ng Jurisdiction, DOxy Pipeline Inc., 61 FERC § 61,051
(1992) which states in part' '

The jurisdictional issue of whether the ICA [Interstate Commerce
Act] applies to outer Continental Shelf oil pipelines requires the.
Commission to interpret its authority over-oil pipelines on- the
outer Continental Shelf under Sectijon 1{(1) of ICA. That section

provides in pertinent part of the Act ". .. . shall apply to common
carriers engaged . . [t]he transportation of 0il . . . by
p1pe]1ne . . o .

from one State or Territory of the United States, or the
District of Columbia, to any other State or Territory of
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the United States, or the District of Columbia, or from _
one_place_in_a.Territory to_another_in_the_same Territory,

or from any place in the United States through a foreign
country to any other place in the United States, or from
or to any place in the United States to or from a fareign
country, but only insofar as such transportation or
transmission takes place within the United States.

H~The}60mmissionragrées~with-0xy-that-theultﬁ doesvnotuexpresslyléover e

~pipelines transporting oil solely on or across the outer Continental-
Shelf. While the outer Continental Shelf appertains to the United
States, the outer Continental Shelf is not.a State or Territory of.
the United States.

In the issuance of this order, the FERC renounced jurisdiction over oil
pipelines transporting oil solely on or across the Oufer Continental Shelf.
Therefore, MMS. cannot approve your request to use various FERC tariffs in lieu
“of computing actual costs for transporting oil production from the subject AID
. numbers for Janutary 1 through December 31, 1994. Your transportation
allowances for the subject AID numbers will be approved as prescribed at

30 CFR § 206.105 entitled "Determination of transportat1on allowance”:

(b) Non-arm’s-Tength or no contract.

{1) 1f a lessee has a non-arm’s-length transportation contract or
has no contract, including those situations where the lessee
performs transportation services for itself, the transportation
allowance will be based upon the Tessee’s reasonable, actual
costs as provided in this paragraph. . . . A transportation
allowance may be claimed retroactively for a period of not more
than 3 months prior to the first day of the month Form MMS-4110
is filed with MMS, unless MMS approves a longer period upon

. the1r showlng good cause by the lessee.

The regulations provide additional 1nformat1on and 1nstruct1ons for
calculating transportat1on allowances.

You have the r1ght to appeal this decision, P]eise refer to the enclosed
Appeals Procedure and Bonding Requirements (Enclosure 2).

If you have any questions, please call Ms. Shirley Barton at (303) 275-7222.

S1ncere1y, _
- P 4 4 JAEE .
_ AN ,
' Deborah Gibbs Tschudy
e ‘ Chief, Valuation and _

Standards Division

2 Enclosures
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: Amdirgly, pursmarrﬁ:o the““aamity ae:legated”to"tﬁ'e“aﬁa“rd“af Iéx_il”
Appeals by the Secretary of the Interior, 43 CFR 4.1,. the decisimn of the '
Directnr l-!S, issetasidearﬂrmﬁedtoractimmistentwiththis

'éa.i.l M. Frazier
Mdninistrative Juge

éames L.
Admmistrative Judge

BTy "‘I"ﬂLJq g0t
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and-that-"[t)his— sechim! of .the “treatise- ha.s rn“relevame -at-all-to- —
mmadinthetransportatimofapmmnt in this case, (0;, or capu-
tatim of royalty payments." zg SWEPI argued as follws

"Ihexssuemﬂe.rappealheremmtﬂ:eidentiﬁmtimofuﬁdx _
costs of production are to be assessed against the non-coperator- :
. lessor's usual royalty interest, bit is instead the identification
'of"ccsrsmbsequenttoptcdlxctim"Mareustxallybon)epm- -
porticnately by the operating and the non-operating interests.
3 R. Williams, Qi) and Gas law Sections 645.1-.2 (1981). "Indeed,
the quoted definition itself clearly identifies the party whose
imanetaxaaremttobenr:ltﬂedmtheamentcostotcpexﬁ-
ations, .e,"tl‘neomerofthevm:ld.mmt,"a:ﬂmta
cmnmcarrlerplpe_lme . , .

(Letter dated Sept. 7, 1985, at a)

Inaddxtmn,ﬁ!ﬂ?lmmtamedthat!&VD"mmsesthemrk"byplachg
its reliance upon Matzen v. Hugoton Production Oo., 321 P.2d 576 "(Kas.
1958) . - SWEPI conceded that the "Matzen court properly determined that an
opemtor—lasseearﬂarm—cperatorl&asornstheartlnhndmottteirgn
income tax without contribution fram the other party” (Sept. 1.1,1985,_
letter (emphasis in original)). SWEPI contended, however, that Matzep "

nctstardforthepmposmlmthatunmetaxmofacmcarrierpipelmg L

ca:rlermstbeboneencluswdymtofmeq:emtorlesseesintemst“
Id, at 9. SWEPI reasons as follows:

W!utd;stn:gmshestlnetmldlrgd@gnfrmtlaelssuem _
the SWEPT Appeal is the fact that the court disallowed deduction -
of the lessee's incame taxes from the lessor-landowners' royalty.
‘Whereas in the MMS Decision, pipeline owpers' incame taxes which
are included in a pipeline tariff and passed on as a cost to a
shipper-lessee as an overall transportation charge are disallowed
as deductible costs for the purpose of camputing the transpor-
tation allowance for royalty purposes. Stated simply, the Matzen
casemvolvedlmetamofalessee,a:ﬂﬂninstamappeal
wolvesmtmmofac_amig_gglgg The former
is not, and the latter is, a proper camponent of transportation
expasedeductiblefrmlessor royalty (Emphasis in original.}

(Letter dated Feb. 7, 1985, at 10). )

By memoranchm dated May 6, 1985, frtmtheChief, RVSD, to the Chief, E
Division of Appeals, Office of Program Review, the Chief, RVSD, responded tg . :
SWEPI's arguments. RVSD explained that itsdecisimtodisallwl’-‘ederalam
~ state income taxes as transportation costs was based upon the Conservation

Division Marmal (COM 647.5), which "provides standard quidelines for deter-|

mining allowable pipeline transportation deductiocns for royalty parposes for
Federal and Indian onshore lands" (Memorandm dated May 6, 1985, at 2). ‘mr:
M spec1fle£ transportation allowances for (1) producer-owned and- cperated ‘
pipelines (CIM 647.5A); (2) producer-cwned (by pzodntim ‘payments) pipe-
1mm1d1aremtoperatedbythelssee (C::H 647.5B); and (3) pipelines
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'lhispolicy isprenisedmthe inpcssibﬂity ot acaurately . -
alleocating the correct tax turden to the pipeline, as well as the -
other activities of the pipeline/producer.  An inflated pipeline
‘tariff in those circumstances would benefit the lessee in pro- -
udugforagmterreductimfrmroyalty(amtrm'ebydeprivhg

~ ‘the lessor of its full royalty entitlement). ~The MMS adcpted the

.- policy of limiting the transportation allowance to actual costs -
exclusive of incame tax. The MMS policy is a reasonable measure
interded to eliminate the potential for abuse that could result
frmeaq:ememnipalatimbemempipelinsardpmductim
fac111t1es not wholly uﬂeperﬂerrt of each other. =

(Decxsmn dated Aug. 6, 1986, at 6).

: - [1) Asmtedbya;pe.llarrt M'Sreliedupmug_t_;g)toss.pportlts
decision to deny a deduction for incomes taxes as transportation costs.
However, the record demonstrates that despite its application of Matzep
against SWEPI, MMS does not follow Matzen as a general rule. MMS appears: .
untroubled by the general concept of allowing a lessee to include income
- taxes paid by a pipeline as an element of transportation costs, since it
allows such a deduction if there is a published tariff for a common carrier
which includes income taxes as transportation costs. 3/ When there is no
published tariff, as in the instant case, only lessees who are affiliates
ofpipelinemme:saremtallmedtodeducti:metaxesasm:sportatim
~ costs from the value upon which royalty is calaulated. MS' application of
theMatzennﬂeaﬂyﬂmthelsseemmaffﬂlateofﬁ'xepipelinem
1suntenab1e.

In Getty 0il gg. 51 m 47 (1980), the Director, Geologlcal Su'rvey'

(GS),affJ.rnedanordaroftheActmgouarﬂGasSupe:vmor Gulf of Mexico

Area, GS, recuiring Gettyto;:ayadditlmalmyaltlesforgassoldtoits
wholly cmtmlled" ‘subsidiary in accordance with a contract between Getty
and the subsidiary. GS contended that since Getty had the right to rescimd
the contract, and thus sell the gas at higher interstate prices, the Area - .
Stxpewmrstmldprq:-erlyvaluethegasforrqmltypnpcsesasifcetty
hadsoldltatthehlghestpncedrtamablemthemter—tatemrket

maoardstatedﬂat"[e]ssentlaltocettysappeallsthevalidity
of its agreement for the sale of gas to [its subsidiary]."” 51 IELA at 49.
The Board's analysis of this issue is relevant to the issue of whether MMS
should have denied SWEPT the income tax deduction on the basis that it .
wanted to "eliminate the potentjal for abuse that could result fram expense

3/ The Board has held that secticn 28 of the Mineral leasing Act of 1920,
as_amended, 30 U.S.C. § 185 (1982), provides the authoirity for issuance of
a right-of-way for a carbon dioxide pipeline for transportation of produc—

tion from Federal oil and gas leases. Exxon Corp., 97 IHIA 45, 94 I.D. 139 | -

(1987) &x:h pipelines are required by statute to be cparatad as "camon
. carriers." 30 U.S.C. § 185(r)(1) . (1982) ' _




United States Department of the Interior
" OFFICE OF HEARINGS AND APPEALS
INTERIOR BOARD OF LAND APPEALS

4013 WILSON BOULEVARD
ARLINOTOX, VIRGINIA 22208 -

L 11986, decision of the Director, Minerals Management Service (M), aff
: anadingFederalandstatghmnetamaselmrtsofmrantatim

18, 19, amd 20 W., M}Bdmpdmipalneridianmtizadsm

SHEIL WESTERN E & P, I¥C. |
TEIA 8747 S Decided January 23, 1990 .
Amaélfrcnadecisici\.ofﬂnbixector, e Servis vice,

‘MMS unfairly discriminates against a QO lessee in
..dsvixga-datndmforﬁatcmpmmt-fapipﬂhe :
tariff relating to Federal and state incame taxes solely -
an the basis that such lessee is an affiliate of the: =
. pipeline operator. | o Ee :
APPEARANCES: William G. Riddoch, Esg., Houston, Texas, for appellanti

Peter J. Schaumberg, Esq., and Howard W. Chalker, Esq., Office of the "~

Solicitor, U.S. Department of the Interior, Washingtar, D.C.; farthe

- - OPINICN BY ADMINISTRATIVE JUDGE FRAZIER

énel] Western E & B, Inc. (SWEPT), has appedied from the Angust 6,

an crder of the Chief, Royalty Valuation and Stardards Division, MMS,

in calcilating royalties ‘on carbon dioxide (C0p) produced from the Mc
Dome (I.aadvillg) Unit, 1/ located in Dolores and Montezuma Counties,

Ieadville Formation underlying lards in'Ts. 36, 37, 38, 39 N.

McElmo Dore are all oilarﬂgaswithinorpmduo&ifrmthemitizai
mation. The term "gas® specifically and expressly includes carbon
Robert D. Laniey, 90 IBIA 293, 93 I.D. 66 (1986) . (carbon dioxide m
from McElmo Dame under Federal oil and gas leases). -

112 IBLA 394
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‘olorado, and transported via a pipeline ouned by the Cortez Pipeline Com-

pany (Cortez) 2/ over 500 miles to the Derver Unit 00 project in western

© SWEPI, the successar in interest to Shell 0il Campany (Shell), is-the
operator of the McElmo Dame Unit. On October 25, 1983, rq:resmtativesof :
Sheumetwithrepmsemativeeofmtopmwideanaverviwofaniastaun
report on Shell's McElmo Dame/Denver Unit (O, Project. At the meeting, MMS

information concerning the tariff to'be charged to Shell by Cortez
for transportation of Shell's share of (05 produced from McElmo Dome and :
sold by Shell to the Denver Unit, via the 500-mile pipeline then under con—
—stmntimfrmswttnmternmlomdotomemssmneldmmm
\-he.rethenemer{mitislocated '

By letter dated December 9, 1983 Shelladvised%ofcertaininforma-
timprwmedbycnrtezoammirgthetanfftobeestabhshedfortra:s—.
- partation of (O, from McElmo Dome to the Denver Unit. . In the letter, Shell
'prcposedthatthecarteztanffbeallanedasatm:sporutimdemmim _
'frmtheproceedsmceivedbyﬂmellforﬂ:esaleofcnz,ardﬂntﬂlellrnt
berequaredtopayroyaltywﬂertte?edemlleasamthatammt

By letter dated March 29, 1984, MMS advised SWEPI that the Cortez .
tariff calculation mm to M4S, with the exception that
Federalaxﬂstateimmmstnddmtbemidemdincmpmhgtmrs
portation costs. MMS explained that "Federal and State incame tax should
beeliminatedbeforetmrsportatimcostsarecaprted Shauld they be
retajnedmthecmpxtatim,rqyaltymstbepaidmthatportimorthe
-pipeline tanffrqxr:sextedbythe?ﬁeralarﬂsmteunmetam" (Letter -
from MMS to SWEPT dated Mar. 29, 1984, at 2). ,

By letter dated May 1, 1984, SWEPI appealed the Mard'l 29, 1984,
decision to the Chief, Royalty Valuatlm and Standards Dnnsmn, MS,

. arguing as follcws

‘meremrrentlyisnomrketforcnzprodxmdfrmtlnncmm
Dme(laadville)mitqu:tformzpndmasedbythenenvervmt
The actual cost of transporting CO, through the Cortez pipeline
fram Southwestern Colorado to West Texas is a marketing cost
which must be assumed by the royalty owner as well as the
interest owners. These actual ocosts of transportation, which
will in the future include payment of both Federal and State
income taxes, constitute the Cortez tariff amd are incurred by
ﬂn?ede;allsseeutntrmspommztothenemervmtfor i
sale, SWEPI,asal‘hd&rallaseetmnsportirgmztotmne:wer
Unit for sale, is entitled to be reimbxursed by the purchaser of
mzfort}ntariftdﬁrgalform:sportimsmmz subject to
certainlimitatia‘sassetforthmmemmitmzsaemﬂ

2/ Cortezisagmlparmerstﬁpcmaibyﬂnllmrtezmpelimm-
Mobil Cortez Pipeline Campany, and Continental Resources Cortez Pipeline
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‘Memorandum |
To: Office of the Solicitor
~ Division of Energy and Resources: o -
Attn: Geoff Heath, Attorney -Advisor - . Original signed by
‘ ' Martin C. Grieshaber
From: Chief, Valuation and Standards ‘Division '

Subject " Revenue Impact--Actual Costs v. Cortez. P1pe11ne Tar1ff
She]]/Mob1]--McE1mo Dome Unit--CO, Product1on

The Valuat1on and Standards Division .(VSD) was - asked to ca]cu]ate the revenue
impact for the difference between the actual transportation costs versus the
use of the Cortez Pipeline tar1ff rate, for the fo11ow1ng time per1ods )

o March 1, 1988 - 1992
- ° 1992 - present & est1mate for the future

Since neither Shell or Mobil have prOV1ded the data to make an in- depth
analysis, VSD is unable to calculate the revenue impact, accurately. However,
in reviewing a request from Shell for an exception to the 50 percent.
limitation, certain amounts 11sted as "other- expenses“ inciuded non- a]]owab]e
.costs, as follows: - o S

AMOUNTS " AMOUNTS AMOUNTS

CATEGORY  3/1/88-12/31/88 1989 . 1990 . 1991
Interest - T
o Banking_Fees ' Hﬁ““-~a__“______h_ﬁ ,f’",”

Totals : __— s " Te—
Example: For 1989" o e
Shell claimed total costs of : '
Less nonallowable costs of \\\\ ><:,L4 f{’///;
Aliowable expenses _ - \\\\

Shell’s percentage B
Shel1’s throughput = pt




'She11’s‘expense/5he]1}s throughput ¢ ¥X-¢ _2_ /XY = ,Fﬁﬁ‘ﬁ”  /Mcf)

Cortez pipeline Tariff Rate claimed = $0.39 per Mcf
Allowance rate . X per Mcf

Underpayment per Mcf . : >§i*${' - per Mcf

Please be advised that the allowance rate of >X=% per Mcf used in the
.calculation -shown-above -includes Federal and State income taxes, .a .profit.
margin of 7 percent, as well as any other potential non-alTowable costs.
Further, theé Cortez Pipeline tariff rate increased from $0.39 per Mcf to
$0.493 per Mcf during all of 1990 and to $0.525 per Mcf during all of 1991.

‘Included are copies of the documents you requested, Attachment 1 through
Attachment 4: : ‘ : ’ B

Attachment 1 -- ‘Shell IBLA decision, decided Jan 23, 1990, regarding
: _ income faxes. -

Attachment 2 -- Field Repprt that bacEsg off a termination date.
-a/qﬁ%ﬁ. Mer o) SheH . DO~O7S 2
Attachment 3 -- Examples of recent FERC oil OCS tariff denials.
and o S -
Attachment 4 ' '

If you have any question please call Shirley Keller (303) 275-7217.

4 Attachments

bcec: RM Chron:95-0047
RM Chron DC/Lkwd (2)
VSD Chron (2)
0&G Chron (2)
_ States ' :
- LMS:RMP:VSD:08G: SKELLER:MS3152:275-7217 : P: \USERS\OANDG\KELLER\95-0047
final:mkr:02/03/95




Mr. Coi]ing K. Tam

On October 8, 1992, FERC issued the Order Granting Petitions for Declaratory
Orders and Disclaiming Jurisdiction, Oxy Pipeline Inc., 61 FERC § 61,051

(1992), which states in part:

The jurisdictional issue of whether the ICA [Interstate Commerce
Act] applies to outer Continental Shelf oil pipelines requires the
Commission to interpret its authority over oil pipelines on the
outer Continental Shelf under Section 1(1) of ICA. That section

provides in pertinent part of the Act ". . . shall apply to common.
carriers engaged in . . . [t]he transportation of oil.. . . by
pipeline . . . . - :

from one State or Territory of the United States, or the
District of Columbia, tc any other State or Territory of
the United States, or the District of Columbia, or from
one place in a Territory to another in the same Territory,
or from any place in the United States through a foreign
country to any other place in the United States, or from
or to any place in the United States to or from a foreign
country, but only insofar as such transportation or
transmission takes place within the United States.

‘The Commission agrees with Oxy that the ICA does not expressly cover
pipelines transporting oil sclely on or across the outer Continental
Shelf. While the outer Continental Shelf appertains to the United
States, the outer Continental Shelf is not a State or Territory of
the United States. '

In the issuance of this order, FERC renounced jurisdiction over oil pipelines
transporting o0il solely on or across the Outer Continental Shelf. Therefore,
MMS cannot approve your request to use the various FERC tariffs in lieu of
calculating actual costs for transporting oil or condensate preduction from.
the ‘subject AID numbers from January 1 through December 31, 1994. Your

- transportation allowances for the subject AID numbers will be approved as

. prescribed at 30 CFR § 206.105 entitled FDetermination of transportation

alTowance":
(b) Non-arm’s-length or no contract.

(1) If a lessee has a non-arm’s-length transportation contract or has

_ no contract, including those situations where the lessee performs
transportation services for itself, the transportation allowance
will be based upon the lessee’s reasonable, actual costs as
provided in this paragraph . . . . A transportation allowance may
be claimed retroactively for a period of not more than 3 months
prior to the first day of the month Form MMS-4110 is filed with
MMS, unless MMS approves a longer period upon their showing good
cause by the lessee.

The regulations provide additional information and instructions for
calculating transportation allowances.




O ("f ' o AN

Mr. Colling K. Tam - | | - | 4

Unocal also requested MMS approval for a transportation allowance at certain
rates for each lease. -Effective March 1, 1988, MMS .approval is no longer

required-before—a—lessee-may-deduct—an—allowance—from-royalties—due;—so Tong
as the appropriate allowance report (Form MMS-4110, in this case, for oil
transportation) has been filed by the lessee prior to taking the allowance,
according to 30 CFR § 206.105(b)(1) (1993). . :

You have the right to appeal this decision. Please refer to the‘enc]osure‘for
the Appeals Procedure and Bonding Requirements (Enclosure 1). '

In an effort to improve the services we provide our cdstomers, we have
enclosed a questionnaire regarding the quality of our response to your
request. We would appreciate your taking a few minutes to fill out the

questionnaire and return it to us in the self-addressed envelope
(Enclosure 2).

If you have questions regarding this matter, please call Ms. Shirley Keller at
(303) 275-7217.

Sincerely,

W AN

Deborah Gibbs Tschudy
Chief, Valuation and
o Standards Division

2 Enclosures
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SEP 7 ¢ 1993

CERTIFIED MAIL--
RETURN RECETPT REQUESTED

Mr. R. Terry Williams-

Director, Royalty Issues and Aud1ts
Controller’s Department

ARCO 0i1 .and Gas Company

1601 Bryan Street

Dallas, Texas 75201-3499

'Dear'Mr; Williams:

Your June 23, 1992, letter requested permission to utilize certain proposed

_interest rates in ca1cu1ating'interest.during construction (IDC) costs. These
IDC costs are to be included in the depreciable asset base for purposes of -
determining the applicable transportation allowances for the Sheep Mountain
o, project in Colorado.

As you know, final action on this issue was delayed pending consultation with
the State and Tribal Royalty Audit Committee and preparation of an option
_paper for our Director on the general allowability of IDC costs..  Subject to
the conditions listed. in the enclosure titled "Summary of F1nd1ngs and
Conclusions,” the IDC costs are perm1ss1b1e

The information you submitted has been reviewed. We have approved, subject to
future audit, the interest rates that you have proposed for the 4-year
construction period (1980-83). The enclosure describes in detail the basis
for our determination.

As agreed by the participants in our July 21, 1993, meet1ng in Denver, we will
not address the ailowability of other spec1f1c audzt related costs here
Determinations on those costs await further Just1f1cat1on/exp1anat1on from you
and further review by the State of Colorado. :




Mr. R. Terry Williams

If you have any questions,.p1ease'ca11 David Wiechman at (303) 231-316l.

-

Enclosure

Sincerely,

Deborah Gibbs Tschudy

~ Chief, Valuation and

Standards Division
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Pat Milano, SIPAD
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'ROYALTY MANAGEMENT PROGRAM
VALUATION AND STANDARDS DIVISION

‘Findings and Conclusions —~ 7
on .
Proposed Interest Rates
for
Interest During Construction Costs
for the
Sheep Mountain CO, Project

Issuye

The issue is whether the costs of interest during construction (IDC) are
permissible for allowance purposes and whether the proposed alternative
methods of calculating IDC are reasonable approximations of the actual costs
incurred. In addition, can the effective interest rate calculated from the
interest expenses and debt load be utilized if more.specific data are not-
available? Further more, can short-term borrowing be included in the
calculation of an effective interest rate?

Background

* The Sheep Mountain CO, project, in southern Colorado, is a 50-50 joint
venture of ARCO 0il and Gas Company -(ARCO) and Exxon Corporation (Exxon).
ARCO is the operator. S :

° ARCO requested that IDC costs be included in the project’s depreciable asset
base for purposes of determining the appropriate transportation allowance.

The Minerals Management Service’s (MMS) February 5, 1992, determination
letter permitted the inclusion of the IDC costs in the depreciable asset.
base. The letter required that ARCO submit sufficient documentation to
Justify any interest rates claimed.

It is general MMS practice to utilize actual cost data that can be
documented .as being applicable to the subject project. :

® ARCO, by letter dated June 23, 1992, submitted documentation requesting use
of an interest rate for each of the 4 years (1980-83) that the Sheep
Mountain project was under construction.

° Prior to final action on the ARCO request, MMS consulted with the State of
Colorado and the State and Tribal Royalty Audit Committee (STRAC) on whether
IDC is a proper inclusion in a royalty allowance base. As a result of the
STRAC feedback, the Valuation and Standards Division developed an option
paper for the Director on the allowability of IDC. '




ARCO claimed that neither they nor Exxon had data available regarding the
actual interest costs incurred specifically for this project. ARCO stated
that both of.the companies fund all of their debt requirements through
general borrowlng at the corporate level.

The Royalty Valuation and Standards D1v1s1on, by Jetter dated ,
. August 25, 1992, requested that both companies explicitly verify that there -
was no f1nanc1ng undertaken specifically for the Sheep Mountain project.

ARCO, by letter dated October 8, 1992, submitted written statements- from -
both companies, testifying that neither company had borrowed funds
specifically for the Sheep Mountain project.

ARCO proposed an alternative methodo]ogy to approximate the project’s actual

borrowing costs. They submitted documentation showing the average interest .

costs for each company for each of the 4 years, ARCO then averaged the two

- companies’ interest rates to arrive at a progect annual interest rate for
each year of the construction peried.

ARCO proposed to approximate their actual parent-company-level financing
during the 4 years by using the interest rates associated with ARCO’s nine
bond 1ssues during the construction period. ARCO submitted copies of the
. company’s annual report to shareholders, which 11sted the ‘nine bonds and
their associated interest rates ,

We used Moody's Industrial Manual to verify the interest rates that ARCO
c]aimed for the nine bond issuances during the construction period;

The MMS’ policy on permissibility of interest charges in transportation and
processing allowances is that, "When a company issues bonds to raise money
for capital investment, the correspond1ng interest charge capitalized during
the development phase . . . should be limited to the interest on only that
part of the bond proceeds applied to construct1on of these facilities."

Exxon claims that it does not possess records comparable to ARCO s.
Instead, Exxon proposes to calculate their effective interest rate during
the construct1on period by dividing their annual interest expense by the
corporation’s total outstanding debt

A review of Moody’s Industrial Manual provided no evidence of long-term debt
undertaken by Exxon during the -1980-84 time period.

Exxon’s interest expense and debt figures include both long-term and
short-term financing. Under normal circumstances, long-term financing

~ entails h1gher interest rates than does short-term financing.

Exxon’s methodology includes borrowing from periods prior to 1980 when
interest rates were generally lower than those of the project construction
period. The calculation method yields interest rates that are cons1stent1y
lower than those used by ARCO.




As a point of reference, a comparison of the figures proposed by ARCO and
Exxon found that their interest rates were generally lower than both the

Sfandard & Poor’s BBB industrial bond rates—and—the-prime-interest-rates
during the same time periods. A summary of these data follows:

Summary of Interest Rates During Sheep Mountain Construction Period

1980 - 1981 1982 .~ 1983
~ ARCO I B o
Exxon v T
Project average -«”"’\7\ \\H\h""‘zsy
BBB industrial ° 11.5% - 13.2% - 13.28% - 11.68% -
bond rate 14.24% 16.82% 17.03% 13.67%
Prime Rate : 15.27% 18.87% . 14.86% 10.79%

Standard accounting practice, as articulated in section 167 of the.
Accounting Standards Current Text, General Standards as of June 1, 1988,
published by the Financial Accounting Standards Board, states that IDC is to
be calculated using the actual interest rates of borrowing. It eiaborates
that if actual data are unavailable, the best available information should
be utilized. oo : : ‘

The Direcﬁor concurred that IDC is a permissible cost'for-a110wance
purposes, subject to audit and approval of costs incurred in the project .
development phase. : :

- Conclusions

Where interest costs are incurred during a project’s development phase, such
costs generally will be permitted in the capitalized cost basis for a
transportation or processing allowance, subject to audit and approval of
costs incurred. '

For purpoées of ca1cu]atihg IDC, it is MMS’ genefal practice to utilize -
actual data whenever possible and, when such data are not available, to
utilize the next-best information available. - :

ARCO’s and Exxon’s assertions that the project was financed out of parent
company borrowing appear to be consistent with general business practice. -

The methodology that MMS will accept: in determining interest rates for IDC
costs will depend upon the specificity of data available. The most specific
data available should be used to determine the IDC interest rates. The
hierarchy to be followed is as follows: ‘

“A. Any project-specific or related borrowing.

B. Any company-level general borrowing during the applicable time
period. o




1. Any specific bond issues or separate financing during the
period.

2. An effective borrowing interest rate calculated by dividing
interest expenses by debt.. '

ARCO’s proposed use-of its nine bond interest rates is consistent with MMS’
policy and practice.

Exxon’s.proposed calculation of an effective interest rate using long-term
and short-term interest expenses and debt should be accepted given our

- understanding, based on Exxon’s statements, that it is the best information
available, : ' :

The project average rates proposed by ARCO and Exxon and highlighted in the
summary table above should be applied in calculating IDC over the
construction period.

Any interest rates approved for IDC costs are subject to audit.
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~ Memorandum
To: Director -
- From: Associate Director for Roya]ty Management i ?VVOLL{A’P?”“/

Subject: Policy on Interest During Construction (1D0) - -

Attached is an option paper on IDC (see Attachment 1). The issue is whether
IDC is an allowable deduction for royalty allowance purposes. We need to
reach a final decision in order to resolve a longstanding valuation/
transportation issue involving carbon dioxide produted in Colorado.

We tried to use a balanced approach in summar121ng techn1ca1 points and the
positions of affected parties. Note that the States and tribes are uniformly
_ opposed to inclusion of this cost component and to most any component that
increases allowance ‘amounts and decreases royalty value. They feel that the
need to 1imit further royalty deductions ‘outweighs the correctness of the
‘technical/accounting principles involved. : .

Before writing the option paper, we involved the State and Tribal Royalty
Audit Committee (STRAC) in two stages. First we asked the STRAC membership to
review the 1988 discussion paper that established our initial policy on IDC
(see Attachment 2). We received written comments from several STRAC members
and got oral feedback during a subsequent STRAC meeting. We incorporated

these comments in the option paper. Then, after drafting the option paper, we.

sent it to the STRAC membership for comment on the facts included. At this
stage we received comments only from the State of Alaska and our office of
Policy and Management Improvement (PMI). The State of Alaska comments
repeated earlier contentions that the existing 01l and gas product value
regulations do not permit IDC deductions. The State alsc opposes permitting
IDC on the grounds that it would further intrude on States’ royalty rights,

with a consequential reduction in royalty value. We did not change the option:

paper based on these comments. Based on the PMI comments, however, we
clarified several points. : : :




We request that you review the option paper and other background material
attached and select a policy-option. We recommend Option 1, continuing
to permit IDC, subject to audit and approval, as the appropriate policy.

————If-you—need-more—information;—I-will-arrange-to-have-a-briefing—for-you,—-or
you may contact Mr. Dave Hubbard of our Valuation and Standards Division at
(303) 275-7260.

ﬂ T ~ Option/Option Option
T 2 3
APPROVED: A ‘6/@1/ 4} | - ‘

. Tom ry, DfFEEtor S U Date




DRAFT OPTION PAPER Attachment 1

iHCLUUIHG‘INTEREST‘DURiNG“CONSTRUGTION—IH*TQANSPOR¥A$1ON*AND—PROCESéING :

- Issue

" The purpose of aliowances for royalty purposes is to permit the lessee to . -
deduct the actual, reasonable costs of moving or processing the product before
sale. Interest During Construction (IDC) is a charge requested for inclusion
in the allowance cost base in two separate cases. The IDC is interest payable
on construction loans during project development. The question is whether IDC
js an actual, reasonable cost attributable to the lessee’s transportation or
processing facilities. : .

1. History of Policy -

Findings on General Permissibility of IDC

The Financial Accounting Standards Board (FASB) addresses IDC in detail.
~ The FASB holds that interest.cost shall be capitalized as part of the
historical cost of acquiring certain assets. Specifically, where interest is -
incurred during the period of construction necessary to bring.a plant asset to
the condition of its intended use, the interest cost may be treated as a cost
of the asset. Such interest is considered a real cost of putting the asset
into usable condition. The rationale is that capital raised through borrowing
is employed for construction purposes, and if the capital. item were purchased,
the price would include an implicit interest charge. The result of
capitalizing such interest charges, then, is that interest emerges as a
- depreciation or amortization charge during the project’s income-producing
period. a C . : o

If project-specific financing is obtained, the interest rate for that debt is
used to determine capitalized interest costs. If asset expenditures exceed
the amounts of specific new borrowings, the capitalization rate applied to the
excess should be a weighted average of the rates applicable to other
borrowings of the enterprise. Where development .period interest is
capitalized, it should be Timited to the amount related to borrowed capital
applied to construction. Likewise, revenues received during the development
- period should be credited against development expenditures to réduce the .
amount of deferred development expenditures. ‘ '

Checks of several financiaI texts showed consistency with FASB’s treatmént'bf
I0C. The Internal Revenue Service provides similar freatment.




Historical Allowance Components

Hhefe allowances are baséd on the lessee’'s actual costs of building and
operating a facility, the permissible costs include the following:

1. Yearly depreciation.’

2. Return on capital invéstmént (a]]owabTezrate-Of return times
beginning-of-year, undepreciated capital balance).’

3. Operating, maintenance, and overhead costs@ ‘

Total a110wab1e costs divided by annual throughput gives the per-unit
transportation or processing allowance. T ‘

Historica]]y,'interest charges as components of transpdrtation and processing
allowances were treated. as follows: - :

1. Where a rate of return was claimed against the remaining
- undepreciated capital balance, a separate yearly interest charge for
borrowed -capital -funds -could not -alse berclaimed-because-therrate of.

return already served as a proxy for that charge.

2. If a lessee incurred interest charges on money borrowed te cover
routine operating and maintenance costs, such interest directly
allocable and attributable to the facility would be permissible as a
separate component of the allowance. This interest charge would be a
true cost to the lessee not accounted for otherwise, as in-a rate of
return. : ' - ‘

In fact, the above principles were embodied in the preambles to the revised
0il and gas product value regulations effective March 1, 1988:. '

. interest on money borrowed for operations would be
considered as a valid operating expense. Interest on money
borrowed to build a transportation facility is not considered

allowable. A return on investment is given in lieu of interest
-on capital investments . . . . ,

Although the previous two sentences cover non-allowability of interest on
borrowed funds, their purpose is to bar "double-dipping" of interest charges
during the productive 1ife of the facility (synonymous with the period during
which an allowance can be claimed for royalty purposes). The revised.
regulations did not -address the. concept of IDC. They address rate of return
on the remaining undepreciated base, but. do not address interest as part of
the beginning capitalized base. The specifics of IDC were not addressed by

' Under the revised 0il, gas, and coal product valuation regulations, the
lessee has the option to claim a yearly return on the initial capital
investment in ljeu of yearly depreciation and return on that year’s beginning
capital balance. , - R




these rules because the issue had not yet been raised, and thus not

contemplated by thé rules’ authors: : T
Past Precedence

In 1988 the first case involving IDC arose. A Federal coal lessee in
Colorado, Western Fuels-Utah, Inc. (Western Fuels), requested-that "deferred
development expenses” be part of the cost basis for washing and transportation
allowances. Part of these expenses were IDC--interest charges payable during
the project development phase on money borrowed to buiid the facilities.
These charges were included in the capitalized basis to be depreciated or
amortized. The coal’s royalty value was based .on total costs reported to the
State Public Utility Commission, including capitalized IDC, plus a reasonable
profit. The Minerals Management Service’s (MMS) policy, as_ documented in’an
- issue paper of November 1988, has been that IDC is a generally-accepted cost
of acquiring certain assets and can be a very real part of lessees’ actual,
- yeasonable costs. The discussion paper summarized the circumstances where
interest charges other than a rate of return on undepreciated capital would be
permitted, as follows: : ' RN

1. When, during the development period of a project, interest
incurred on .2 loan for construction. costs that are integral-to,
or directly allocable and attributable to, transportation or
processing facilities, is properly capitalized and thus becomes
part of the basis for undepreciated capital upon which a rate of
return is later applied. . -

2. When interest is incurred on loans for routine operating and
' maintenance expenses.

Of course, such interest charges are subject to'aﬁdit.

As a result, the interest charges included-in "deferred development expenses®
by Western Fuels were judged to qualify as part of the capitalized basis for -
allowance purposes. The principles discussed here are being applied in the
ongoing audit of Western Fuels.. : -

If IDC deductions are not permitted in the Western Fuels case, an apparent
problem arises. Their royalty value is computed as cost-plus-profit, with IDC
as part of the cost base. The ongoing audit follows the principle that IDC is
properly a part of both value and allowances. If the allowance does not
include an IDC component, then logically IDC should not be part of the value
base either. : :
The revised coal rules became effective March 1, 1989. They contained no
reference to IDC for several reasons. First, the rules were near compietion
before the issue ever arose. A revision to accommodate this lone issue would
have required a new round of public comments and further delayed the final
coal rules. Also, the Western Fuels case was seen as one-of-a-kind, and it
was not considered necessary to develop separate rules to address this issue.




Treatment of IDC in Gedthermal‘Requ]ations

During development of the revised geothermal va]uat1on regulations effect1ve
- November 8, 1991, the issue of IDC arose again.  Several commenters stated
that carrying costs incurred during the construction phase of a project,
including both debt and equity, are an 1ntegra1 ‘part of the lessee’s invested
_.capital because_investments_do_not produce income until the facility is

"-qperat1ona1 Consistent w1th the pr1nc1p1es discussed above, the preamble to

the rules states:

The MMS agrees that debt and equity costs associated with power
generation and transmission facilities are part of the lessee’s
actual capital costs to install those facilities. ‘The regulations
governing allowable capital investments . . . are intended to
reflect inclusion of debt and equity costs.

and

- Interest charges 1ncurred by a 1essee on cap1tai borrowed to f1nance :
construction of a project, also known as interest during
“construction -(IDC), are-currently recognized-by-MMS-as-part of the
depreciable capital. investment base on which the transmission-and
generating cost rates are calculated . . . . However, the interest
. . . must be . . . clearly attr1butab1e and allocable to the
powerplant or transmission line for which the money was borrowed,
and must be incurred during the planning and construction phases of
those facilities; these payments also must be verifiable upon audit.
In those cases where IDC . . . cannot be attributed to a particular
powerplant or transmission line, MMS may, at its discretion, approve
an amount provided the Jessee submits a written request and provides
adequate documentation supporting the proposed amount.

1I. cCurrent Issues

Sheep Mountain Audit

An ongoing audit involves another preject in Colorado, this time involving
carbon dioxide production. The project includes pipeline transportation to
Texas, with substantial capita1 investment. The operators have requested

approva1 to include IDC in their capitalized basis. In discussing this issue

with State of Colorado auditors, they requested that Royalty Management
Program (RMP) get feedback from the State and Tribal Royalty Audit Committee -
(STRAC) on the -concept of IDC before a final decision was made. Thus in
February of 1993, RMP sent copies of the 1988 discussion paper and other
related information ‘to the STRAC membership for their comment.- :

STRAC Written Comments

Comments were received from the States of Co]ofado, A]aska, and Montana, and
the Navajo Nation. The comments from Montana and the Navajo Nation were non-
specific to the IDC issue; they voiced general objections to any more




deductions that would reduce the roya]ty'share Comment# from Colorado and

ATaska provided specific objections to inclusion "o “IDC in~alTowances:
A summary of their comments is included as Append1x 1.

STRAC Verba1 Comments

~ The RMP a]so d1scus ed this issue with members of STRAC at a STRAC meeting - =
held in Denver on n;rll 6-7, 1993. The major theme of their comments was that .
royalties continue ‘to be dlluted by more and bigger allowances. The attendees
were concerned that issues such as this were snowballing; in the words of one
‘attendee, "Where will this stop?" There was concern not only that allowance
of IDC would be very costly, but that lessees would request retroactive
approvals. The attendees were unanimous 1n the1r opposition to a110w1ng 1DC.

However, the attendees were also unanimous in the1r agreement with the
correctness of FASB’s handling of IDC. Their differences with MMS’s proposed
approach were philosophical; they felt that just because a procedure is
technically correct does not mean it must be applied for allowance purposes.
The attendees felt MMS has the authority to set the ground rules for .o
allowances without strict adherence to standard accounting theory.

.III.— Summar!

Need_for resolution of IDC jssue

Inclusion of IDC is permitted in the Western Fuels case now under audit. It -
is also permissible under the geothermal product value regulations. However,
neither the oil, gas, or coal product value regulations (effective March 1,
1988 for oil and gas and March 1, 1989 for coal) address IDC specifically. .

" Resolution..of the Sheep Mountain audit (and similar future cases) requires a
final decision on permissibility of IDC in allowance computations.

OPTIONS

1. Continue allowing IDC subJect to_audit and approval of costs 1ncurred~
in development Dhase .

Pros:

* Reflects 1ongstand1ng ph11osophy to permit actual, reasonable
- costs

¢ Cons1stent with FASB guidelines, IRS rules, financial texts
* Policy established in 1988 stays consistent

* Industry would support-




Cons:— :
* States and Indians oppbse_'
* Would increase allowahces claimed

* Could be numerous retroactive applications once policy widely

2. Change policy -- deﬁy 1DC.

Pros:
* States and Indians would support .
* Would 11ﬁ1t allowances claimed
¢ Hpu]d.avoid retroactive reqdestﬁ for IDC- .
* ContfadiCts“MMS'phi]osophyvto‘permit actual costs - f"
* Cbntfadicts accepted aécounting princ%p]es |
* Incoﬁsistent policy
° May require redo of-Hestern Fuels audit
° Industry'appe§1s can be expected
3. Allow iDC, but only ggger-strict condffiﬁﬁs.. For example: (a) the
" Jessee must demonstrate project-specific financing or (b) the lessee

must_demonstrate that its proposed handling of IDC for allowances is
the same as used in its other financial reporting.

Pros:
* States and Indians may be more suppoftive o

* Would Timit é11oyances claimed




Cons:

——

* Counter to actual cost philosophy

* Cdntradicts accepted_accdunting principles
* Inconsistent bo1icy' _ 7 |

* May affect Western Fuels audit

* Industry appeais can be expected

RECOMMENDATION

We believe Option 1, continuing our past policy on IDC, is the most
appropriate course of action. It is technically correct and provides
consistency with past applications. Perhaps most important is that it
reflects MMS’s consistent allowance philosophy to permit actual, reasonable
costs. Of course, rates and cost basis used for IDC purposes would be subject
to audit and approval. S

Although States -and Indians -would support Option 2, and 1ikely Option 3,
neither selection would conform with standard accounting treatment or our own
stated philosophy to allow actual costs. Also, either of these options could
- compromise our past treatment of the Western Fuels case, and would create an
inconsistency with the geothermal rules. ' - o
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WRITTEN STRAC COMMENTS ON IDC  Appendix 1

"~

The Conservation Division Manual did not allow for interest incirred
during the construction phase of tranSportat1on or processing

: fac111t1es

The new oil and gas produht valuation .requlations do not address the

issue. -However, the preamb1e,states'"Interest~on'money borrowed to-
build .a transportat1on fac111ty is not _considered_allowable..

return on 1nvestment is given in lieu of 1nterest on cap1ta1
1nvestments - .

The MMS does not use standard accounting. theory in some other areas,
such as a11ow1ng taxes as a deduction, so why here?

The FASB statement on capitalization of interest was issued in 1979,
yet MMS did not authorize interest to be cap1ta1tzed in the decade
that followed.

The operators should not be aliowed to deduct IDC because they have
failed to prove their corporate debt to be integral to, or directly.

) -a11ocab1e and attr1butab1e to, the Sheep Mounta1n fac111ty

The companies should be required to demonstrate that they cap1ta11zed
the interest for financial accounting and tax purposes.

Since there was no borrowing specifically for this project no
allowance for IDC is justified.

A deduction shou]d not be allowed for both 1DC and a return on
investment related to the same capital items; it could 1ead to
excess1ve royalty losses to States and tr1bes.

If IDC is a11owed companies will be encouraged to. finance projects

even if the company has the needed funds at hand; companies may
structure financing to maximize permlss1b1e deduct1ons.

If MMS allows IDC to be cap1ta11zed, it should change its regulations
rather than its po11cy

Al
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Memorandum ] N

To:l Chief, Royalty Va1uat10n_and'$tandards Division

From: Chief. Economic Valuation Branch |

Subject: Permissibility of Interest Charges in Transportation and Processing
Allowances -

Attached is a discussion paper concerning inclusion of interest charges in
transportation and processing allowances. If you concur with the conclusions,
they will be used as guidelines for resalution of future a11owance 1ssues

related to interest charges.

- ]

David A. Hubbard

Attachment.
Interest as a Deduction In Transportation or Processing Allowances

) s .

| | Concur with the following changes




INTEREST AS A DEDUCTION IN TRANSPORTATION OR-PROCESSING ALLOWANCES

Issue

° In calculating transportation and processing allowances applied as

_deductions from royalties payable by lessees of Federal and Indian
minerals, questions have frequently arisen regarding the applicability of
interest charges. This issue is common to all leasable minerals,
including, for example, oil transportation allowances, gas processing.
allowances, and coal washing allowances. Of particular concern is the
occurrence of both an interest deduction-and a deduction for return on
‘investment related to the same capital item{s). This concern arose in a
specific case being handled currently by the Solid Minerals Valuation
Branch and involving Western Fuels-Utah, Inc. (Westerr Fue's). In
addition, there is a question as to deductibility of interest for -
allowance purposes when the interest payable by a. lessee is the result of

" a general debt obligation, such as a bond issuance, not necessarily tied
to the specific transportation or processing project.

History and Precedent

° At least as early as 1937, the Secretary recognized that

The Government does not wish to collect royalty on that part of
the value which is derived. from the cost of manufacturing,
inasmuch as the Government's equity is confined to the value of
the raw material involved.

He also directed that natural gas royalties be based on the higher of
either the combined value of gas and derivative products as measured by
the lessee's gross field realizations less actual extraction costs, or the
value of one-third of all natT al-gas gasoline extracted and sold plus the
value of the dry residue gas.=

° . In addition to processing costs; the Federal government has long
recognized the cost of transporting lease production to the nearest market
as a legitimate deduction in determining royalty value. The first
apparent case where an interest deduction was permitted as part of a
transportation allowance resulted from United States v. General Petroleum
Corporation of California et al. (March 30, 1946; Supplemental Opinion
January 10, 1947). In that case the government had allowed the actual
cost of operating a gas pipeline, in addition to depreciation on the

- pipeline capital investment, but had refused to allow a return on capital
investment. The court ruled, however, that a reasonable return on the
capital investment should have been allowed, and that the return was as
much a cost to the company as its daily out-of-pocket expenses.

e e e i —

1/Memorandum of June 7 1937, from the Acting Secretary of the Interior to
the Director, U. S. Geo]ogicaT Survey, concerning natural gas royalty
computations.
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In its Supplemental Opinion, the court embodied this rate of return in the
form of an. interest rate: : , .

It is a matter of common knowledge that the rate of interest
prevailing in this community on sums approximating the amounts
designated -in the judgment was, for .the period in question, less
than 7% per annum. Such rate of interest was approximately

4% per annum, The court finds that interest at the rate of 4%
is fairly compensatory, and it establishes such rate as just
compensation. , o ' :

®  Subsequently, the Conservation Division Manual (CDM) of the
U. S. Geological Survey provided for the inclusion of interest or return
on undepreciated investment items that are integral parts of, or are
.directly allocable or attributable to, onshore processing facilities and
producer-owned transportation facilities. This was the only form of
interest specifically allowed on a yearly basis, because permitting both a
rate of return on undepreciated capital and a separate interest deduction
for borrowed funds would have resulted in separate charges representing
the same cost component and thus would have overstated the true cost to.
the Tessea. The Appendix provides data on rates of return that have been
‘permitted in calculating oil and gas allowances, as well as information on
rates used in coal and geothermal allowance computations. -

°  The general policy and pﬁi]osobhy'régarding interest charges- as components
' of trahsportation and- processing aliowances thus evolved as follows: -

(1) Where a rate of return was claimed against the remaining
’ undepreciated capital amount, a separate yearly interest charge
for borrowed capital funds could not also be claimed, because the
rate of return already served as a proxy for that charge. '

(2) If a lessee incurred interest charges on money borrowed to cover
' routine operating and maintenance costs, such interest directly
allocable and attributable to the facility in question would be
permissible as a separate component of the allowance. " Such an
interest charge would be a true cost to the lessee not accounted
for otherwise, as in a rate of return.

- In fact, the above pkincfpleé were embodied in the preambles to
the new o011 and gas product value reguiations: -

- « . interest on money borrowed for operations
would be considered as & valid operating expense.

- Interest on money borrowed to build a transportation
facility is not considered allowable. A return on
investment is given in lieu of interest on capital
investments . . . , '

Interest Incurred During Development/Case Example

® Another type of interest charge that has rarely been evident in past
‘2allowance applications, and one that apparently was not contemplated by
the new 011 and gas product value regulations, is interest that was
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incurred and capitalized during a project's development phase. An example
occurs in a recent coal washing and transportation allowance application

by Wéstern Fue1s covering Fedé?ﬁ1”teﬁse5“NGST“C?OZ3703“EﬁH“F“T26669.

In its application, Western Fuels capitalized certain "Deferred
Development Expenses," including interest and other development costs
incurred to bring the mine to commercial production (inc]uding costs of -
constructing the transportation and washing facilities).  The development
expenses in given development years were reduced by the value of coal
sold. These capitalized development costs were then amortized on a yearly
basis over the project 1ife, and together with depreciation charges, were
claimed as yearly depreciation and amortization expenses. Likewise, the
yearly rate of return was claimed against the total undepreciated and
unamortized capital investment. At issue was whether the rate of return
should be applied against the "Deferred Development Expenses,” including
the interest charges capitalized during the development period.

Standard accounting theory holds that where interest is incurred during
the period of construction necessary to bring a plant asset to the
condition of its intended use, the interest cost may be treated as a cost:
of the asset. Such interest is considered a very real cost of putting the
asset into usable condition--just as much so as "hard" capital equipment
and materials. The rationale is that capital raised through borrowing is
employed for construction purposes--and, if the capital item(s) were
purchased, the purchase price would include an implicit interest charge.
The result of capitalizing such interest charges, then, is that interest
emerges as a depreciation/amortization charge during the project's
income-producing per1od

Accepted practice 1s,that where development period interest is
capitalized, it shouid be limited to the amount related to borrowed
capital applied to construction.. Likewise, revenues received during the
development period should be credited against development expenditures to
reduce the amourit of deferred development expenditures.. In the case of
underground coal mining, any coal removed and sold while driving the main
tunnels and entries should be credited against the development
expenditures (in this case including interest). Development costs,
including interest, are amortized either over reserve tonnages being
deve1oped or the 11fe of the m1ne.

For tax purposes, mine development expenses may be deducted when computing
taxable income for the year, or, if a proper election is made, such

- expenses for each mine or deposit may be deferred and recovered through
amortization. The election to defer must be made yearly and, once made,
is binding with respect to that year. Development expenses for each mine
or deposit must be treated consistently within the tax year; part of the
expenses cannot be capitalized and the remainder expensed.

In the Western Fuels case, the proposed allowance approval by the Minerals
Management Service (MMS) permits the inclusion of capitalized interest as
a component of depreciation/ amortization and, hence, permits a rate of
return on the undepreciated/ unamortized balance including interest. Once
the project enters the production phase, no yearly deduction for interest
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charges (apart from the rate of return on remaining undepreciated capital
1nvestment) are permitted.

]

'Conc1us1ons

In‘ca1cu1ating transportation and processing allowances, an interest
charge separate from the rate of return on undepreciated capital shou1d
generaT]y be permitted only under the following circumstances

(1) when,-dur1ng the - development period of a-project, interest - _ :
incurred on a loan for construction costs that are integral to, or |
directly allocable and attributable to, transportation or
processing facilities, is properly capitalized and thus becomes
part of the basis for undepreciated capital upon which a rate of
return is 1ater applied. _

(2) When interest is incurred on loans for routine operating and
maintenance expenses. -

of coufse, such interest charges are subject to MMS audit and approval.

Conversely, some circumstancés under which interest charges should
generally not be permitted are as follows: : -

(1) When the lessee attempts to claim, during the production phase of
the progect interest payments for loans on capitalized items
(this is not permitted because a separate rate of return is being
applied against remaining undepreciated capital).

(2) When some part of the interest capitalized during the development
phase is not related to borrowed capital applied to construction--
i.e., the amount of interest that may be capitalized for allowance
purposes should be Timited to the interest charge that would have
been avoided- if expenditures for the transportation or processing _

-facility hadn't been made. :

(3) When the interest c1a1med in the capitalized basis is otherwise
not directly allocable or attributable to the transportation or
processing project/facility.

The interest charges included by Western Fuels in 1ts "Deferred
Development txpenses" thus appear to properly qualify as part of the
capitalized basis to which a rate of return may apply for allowance
purposes. This conclusion is contingent, however, upon MMS audit and
verification of -these charges, including app11cation of the guidelines
listed 1mmed1ate1y above.

When a company issues bonds to raise money for capital investment, the
corresponding interest charge capitaiized during the development phase of
the transportation or processing facility should be limited to the
interest on only that part of the bond proceeds applied to construction of
these facilities. In such instances the company must provide an
21location schedule demonstrating disposition of the bond proceeds and
interest -corresponding to each such disposition. In this way MMS may




determine which portions of a bond issuance, and the corresbonding
interest, are truly allocable to development of the -transportation or
processing facility. Likewise, if bond proceeds were used to pay ongoing

operating and maintenance expenses during the production phase, a similar
‘allocation schedule, including associated interest charges, would be
required. _




July 14, 1993

MMS-RVS-0G
To: Debbie Gibbs
' Jim Morris

Colette Haines

Dave Hubbard

Charlie Brook
‘From: : Susan Lupinski _
Subject: Synopsis of Discussion'on'Cost Items, Sheep Mountain CO, Meeting

of July 13, 1993

The following is a synopsis {as best as I can remember) of the d1scuss1on we
had about the cost items for the Sheep Mountain C02 proaect

.RIGHT -OF -WAY
There is no clear precedence for how to”treat.rightfbf—way (ROW) costs.

"Is ROW a real, depreciable 1tem7" We think the State is using the nexus that
if land is not depreciable, then the ROW for -land is also not depreciable. If
you buy land, it can be sold later for the same (or- more) money and therefore
is not a "wasting" asset. However, the ROW on 1and expires at the end of the
term and has no value; it cannot be sold, traded, etc. In essence, our
discussion seemed to indicate that ROW is a wast1ng asset and shou1d be
depreciated.

- The CDM is silent on allowing ROW in the transpbrtatfon section. However, the

processing allowance section denies pipeline ROW as a plant capital cost
(presumably because it is a transportation cost) but allows including plant.
roads ROW in the plant capital investment costs. Even though not 'stated in
the transportation section,.the same “logic" may permit us to allow the
~ pipeline ROW as a capital investment for the transportation system.

The Transportation and Process1ng Section (T&P) has a policy that allows a
company to depreciate a Tump sum ROW payment over the life of the pipeline.
However, the example illustrating this policy does not show that the company
may take a return on investment (ROI) for this item. Also, this policy
applies to the post 3-1-88 time perioed, no definitive policy for pre 3-1-88 -
exists. To date, T&P has not encountered this situation, so there is no
precedence in actua] projects. In an appeal situation, if we require
ARCO/Exxon to expense ROW and given that our current policy is to depreciate
ROW, would the appeal be granted? .

Jim Morris will look through the Gower compilation and see if there are any
cases that cover this subject. He will also search some -of the Taw literature
to see if he can find any treatises that discuss whether real estaté law
considers ROW as a depreciable property.




Lastly, if we direct ARCO/Exxon to amortize the ROW over 20 years and ireat it
as a yearly O&M expense, ARCO/Exxon will not.get a ROI benefit. This .creates
a new category of expenses that has never before been allowed in allowance
calculations.  Our discussion indicated that we think this would be a bad

precedent to establish. It also takes a cost that covers several years and
puts it into. a yearly cost category. _

TESTING/START-UP

This cost was necessary to place the pipeline in service. The cost should bé_
capitalized and depreciated. R

SPARE PARTS |

_Cosfs for spare parts should be expensed in the year the part is installed in
the pipeline. An inventory of spare parts is not necessary to place the -
. pipeline in service, it is merely good operating practice. N

OTHER

If these costs were incurred prior to pipeline completion, they will be
allowed-as capital investment costs. If the phones, xerox, field office or
warehouse remain at the site after the pipeline began operations, costs must
be prorated and any post-operation costs must be expensed.

* ORIGIN METER STATION-NO. SEGMENT

A1l costs for measurement are costs of placing production in marketable
condition or costs to market the production. The costs of these components
are disallowed. : ' -

Costs associated with the on-line densitometers.and contrel valves used to
maintain pressure are allowable compression costs. The costs of these
components are allowed. '

The total amount must be prorated between measurement and compress}on. Only
costs associated with compression will be allowed.

SEMINOLE METER STATION-SO. SEGMENT DELIVERY POINT

A11 the costs appear-to be for measurement and are costs of marketing
production. Even in FERC tariffs, if components of the tariff are for
measurement, MMS disallows that portion of the tariff for calculating
transportation allowances. This entire amount is disallowed. '




PAYROLL MARKUP

The State’s discussion of payroII costs indicates that ARCO/Exxon uses w.4% of
the payroll cost for mark-up. Only actual, reasonable costs are used to

‘calculate allowances. This cost is d1sa110wed

: FEASIBILITY STUDY

Feas1b1]1ty studies are spec1f1ca1]y allowed as capital investment costs in
MMS’ 2-5-92 valuation letter, signed by the Director. This cost will be
allowed as a capital investment cost.

OTHER

Based on the description prOV1ded by ARCO/Exxon, the costs appear to be
‘allocable to the construction of the pipeline. If true, these costs will be
;allowed as capital costs. If these costs were for lease use purposes (for
instance, the grading of the roads is for roads to the wellsites) these costs
are not allowable. : .




'tl] F rom: James P. Morris 7/15/93 12:30PM (1345 bytes: 20 Ln)
‘To: Susan Lupinski, Deborah Gibbs Tschudy, Colette Ann Halnes David A. Hubbard,
" Charles A. Brook ‘
Subject: Re: Synopsts of items discussed at July 13 Sheep Mountain mtg.
------------------------------- Message Contents ==--r-----~-sr=-osmavoconwommmuen
1 have done a little research and found the following:

I reviewed American Jurisprudence 2nd Edition and 1 believe
that a Right-of-Way is real property. I think we would be
hard pressed to come to the conclusion that the CDM had a
different meaning in mind.

Finding examples where we specifically appﬁoved the
inclusion of the ROW in the Rate of Return célculation‘uas
more difficult since it would have required that we asked

. for that level of detail when making the approval. T found
one case, an approval of a producer owned :pipeline on the
Wind River Reservation in 1984. This looks like a. high
profile case and RVSD requested all of the data to support
the capital costs. In the calculation they list the ROW
expense in capital costs, we allowed the expense to be used
in both the depreciation and in the ROI.

v

Do we need to talk agéin before we meet with ARCO and
Col orada?
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United States Department of the Interior

.OFFICE OF THE SECRETARY
"WASHINGTON, D.C. 20240

ENCLOSURES CONTAIN COMPANY :
PROPRIETARY INFORMATION FOR RELEASE
ONLY TO EXXON COMPANY. U.S.A.

AUG 13 1997

 CERTIFIED MAIL--
RETURN RECEIPT REQUESTED

Mr. J. Wayne Achee
Acting Division Manager
Exxon Company, U.S.A.
P.0. Box 1600 ) '
Midland, Texas 79702-160

Dear Mr. Achee:

I have reviewed Mr. -Robert 0Olsen’s letter dated December 16, 1991, and your
letter -dated April 24, 1992, addressing certain issues raised in the Minerals
Management Service’s (MMS} draft decisions outlining the requirements for
determining transportation and processing allowances for gas produced from the
LaBarge Project, Wyoming. Thé draft decisions were prepared in response to a
decision issued by the Interior Board of Land Appeals (IBLA) on March 8, 1991
-(1BLA-86-626), which also focused on the transportation and processing
allowances for the LaBarge Project production. The issues ruled on by IBLA
were under appeal by Exxon Company, U.S.A. {Exxon) for gas production prior to.
March 1, 1988, the effective date of the new 0il and gas valuation
regulations. However, IBLA’s decision also has bearing on certain aspects of
the allowance determinations for gas produced on and after March 1, 1988.

The MMS has given considerable ‘thought to the concerns expressed in your
letter before preparing this decision for the valuation, for royalty purposes,.
of the gas produced from the LaBarge Project. The MMS has decided that the
basic requirements outlined in the draft decisions must be adhered to in
valuing the gas, particularly the method for allocating the transportation and
p;?cessing costs and the limitation on the extraordinary processing cost
allowance. -

The purpose of the remainder of this letter is twofold: (1) to issue a new
decision in light of the IBLA decision pertaining to production prior to
March 1, 1988; and (2) to provide a final decision for production on and after
March 1, 1988, that takes into account the impact of the IBLA decision on the
transportation allowance determination for that period and our review of the
issue of extraordinary cost for processing gas production. Our decision is
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_explained below and has been divided into two parts, one govefning’production
occurring prior to March 1, 1988, and the other governing production on and

after-March—1—1988;

VALUATION FOR PRODUCTION PRIOR TO MARCH 1., 1988

Post-Plant Transportation

A deduction from the sales point va]ue is perm1tted for the . costs of
transporting the methane, the carbon dioxide (C0,), and the sulfur from the .
Shute Creek Plant to the respective sales po1nts for each product (post-plant
transportation allowance). Post-plant transportation allowances should be
determined for each product based on the actual costs incurred to transport
that product through its transportation system.

In determ1n1ng the post-plant transportat1on allowance for CO,, the costs of
C0, recompression are considered costs necessary to transport that gas to
market and should be included in the ailowance calculation. This decision
recognizes the need to achieve and maintain a dense vapor phase for the (O,
for efficient and safe transportation. It also implements [BLA's guidance
that the purpose of costs ‘incurred be thé focus in determining whether they
should be included in the transportation allowance.

The requlations at 30 CFR § 206.106(b) (1987) specifically prohibit -an
-allowance for the expenses of boosting residue gas, and therefore, ‘the
recompression costs associated with the methane are not allowable in. -
determining the methane post-plant transportation allowance.

For the period prior to March 1, 1988, it has been MMS’ policy to approve .
onshore transportation allowances up to 50 percent of the sales point value of
the product. However, where the lessee has been able to demonstrate actual
costs that exceed 50 percent, MMS has approved higher allowances. For the
LaBarge Project, because recompression costs are an allowable component. of the
post-plant transportation allowance, that allowance is permitted up to the
ac%ua] cost amount, not to exceed 99 percent of the CO, sales point value
under each selling arrangement. Exxon’s transportat1on costs for methane and
sulfur do not exceed 50 percent of the sales point values, and the
transportation allowances for these products are therefore limited to actual
costs .

Processing

A deduction .from the plant tailgate value of each royalty-bearing product, or
portion thereof, recovered at the Shute Creek Plant is permitted for the cost
of processing that product (processing allowance). Based on IBLA’s decision,
the recovered methane is also eligible for a processing allowance for the-
period prior to March 1, 1988. Individual processing allowances for each
royalty-bearing product must be calculated by a]]ocating_theltota1 costs .of
processing to each recoverable product contained in the raw gas stream
delivered- to the plant based on the fraction of that product’s volume to the
total volume of recoverable products (in Mcf). The recoverable products to be .
used "in the allocation of the process1ng costs are CO,, n1trogen, sul fur,
methane, and helium. _

[¥4]
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The processing costs must be alliocated to the full volumes of each recoverable
product, inciuding both those portions-that are royalty bearing and non-

—royalty-bearing~—-7Fhe-non-royalty-bearing-portions—are-those-fractions—-that—f--~—

are recoverable by the plant processes at Shute Creek but cannot be sold due
to market constraints (such as the nitrogen and the vented COQ,).. Helium also
is non-royalty bearing. It is MMS’ position that all products recovered at
the plant benefit from the processing operation on a proportional basis, even
though a portion of certain products are not sold. Those products that are
not sold do, nonetheless, have value, although that value is insufficient to
warrant additional expenditures to save those fractions. Fractions of the gas
stream lost due to plant process, such as unrecoverable CO, at the Tailgas
Unit of the sulfur recovery process, should not be allocated a proportionate
share of processing costs. For example, Y.Y percent of the CO, iniet
stream is unrecoverable due to plant process and is therefore exempt from the
allocation of processing costs.

Based on [BLA"s decision that the Shute Creek Plant is processing an atypical
gas stream not subject to the Timitations under 30 CFR § 206.106 (1987), Exxon
is granted a processing allowance for the actual processing costs allocated to
the royaity-bearing fractions of the methane, COz, and sulfur, not to exceed:
93 percent of the tailgate value of the respective product. Only those costs
allocated to the royalty- bearing fraction may be deducted from the value of
that fraction. Any processing costs remaining unrecovered due to the

- Timitation shall not be deductibie.

Pre-Plant Transportation

A transportation allowance may be deducted from the plant inlet value of each
of the royalty-bearing products or portions thereof recovered at the Shute
Creek Plant for the costs of transporting those products in the raw gas stream
from the field to the plant (pre-plant transportation allowance). The pre-
plant transportation allowances for methane, C0,, and sulfur should be
determined by allocating the total costs of the pre-plant transportation
facilities to each recovered product in the same proportion as described above
for allocating processing costs. In accordance with IBLA’s decision, the
. costs of the central dehydration facilities may be included in determ1n1ng thd
total costs of the pre-plant transportat1on facilities.

The pre-plant transportatlon allowance for any product may not exceed

99 percent of the plant inlet value of that product; the total of all
allowances (post-plant transportation, processing, and pre-plant
transportation) for any -product may not exceed 99 percent of the sales point
value of that product.

__LQATION FOR PRODUCTION ON AND AFTER MARCH 1,.1988

Post-Plant Transportat1on

For production -on and after March 1, 1988, the post-piant transportation
allowances for methane, €0,, and su]fur shou1d be determined in the same
manner as outlined for the period prior to March 1, 1988. Again, the costs g¢f
€O, recompression are permitted in calculating the CO post-plant
transportatlon allowance, whereas the recompression costs for methane are nof
deductible in accordance with 30 CFR § 206.153(i) (1991).
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Processing

.“_;“H,u_mm_“-éunsuantvtoﬁ30_CER_§“2DEMLSBLa)_LJQQJJ,_avpnoces§ingma]lowance«isdpenmiitedh_mwm.

against the value of the gas plant products recovered at the Shute Creek Plant
on and after March 1, 1988. However, only those gas plant products, or
portions thereof, that are royalty bearing are eligible to receive a
processing allowance in accordance with 30 CFR § 206.158(d) (1) (1991). The
gas plant products currently qualifying to receive a processing allowance are
€O, and sulfur. The methane is considered residue gas and is therefore not
eligible for a processing allowance (30 CFR § 202.158(c)(1) (1991)).

Pursuant to 30 CFR § 206.158(b) (1991), the allocation of the processing costs
is Timited to the gas plant products--C0,, nitrogen, sulfur, and helium--
~recovered at ‘the plant, but, as is the case prior to March 1, 1988, such costs
must be allocated to the entire recoverable volume of each gas plant product,
including any portions that are non-royalty-bearing. However, only those
costs attributable to the marketed portions (currently CO, and sulfur) may be
deducted from the value as a processing allowance. - '

The processing allowances for the CO, and sulfur may not exceed 99/ percent of -
their tailgate values in accordance with 30 CFR § 206.158(c)(3) (1991). Exxon
is granted an exception to the 66 2/3 percent limitation on the basis that it
has demonstrated that its processing costs for the CO, and sulfur are

. reasonable, actual, and necessary and are in excess o% 66 2/3 percent of the
tailgate values of the products.

Pre-Plant fransportgtion

The pre-plant transportation allowances for each royalty-bearing product--
methane, C0,, and sulfur--produced.on and after March 1, 1988, must be

. determined similarly to the pre-plant transportation ailowances for periods
prior to March 1, 1988, by allocating the total pre-plant transportation costs
in the same proportion as the recoverable volumes of each product contained in
the raw gas stream transported to the plant. In a decision dated October 19,
1988, the Assistant Secretary for Land and Minerals Management agreed to
follow, for the pericd on and after March 1, 1988, IBLA’s guidance concerning
the costs .of the central dehydration facilities. Thus, the proportionate
share of the dehydration costs may be included in the determination of the
pre-plant transportation allowances for methane, CO,, and sulfur. '

Again, the pre-plant transportation allowance for any product may not exceed
99 percent of the plant inlet value of that product, and the total of all

allowances for the transportation and processing of any product may not exceed -

99 percent of the sales point value of that product.

Extraordinari Costs

The IBLA recognized that the Shute Creek Plant was designed to process an
atypical gas stream which the regulations in effect prior to March 1, 1988,
did not adequately address. "As the IBLA correctly observed, the LaBarge gas
"stream is atypical in a methane recovery project in that only about
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21 percent of the feed gas stream is methane and no liquefiable hydrocarbons
are present. The March 1, 1988, regulations (53 F.R. 1230, January 15, 1988)
specifically—included-provisions-that--were-written- w1thﬂthe full- understandxng**

of the nature of the gas from the LaBarge Project. Title 30 CFR § 206, 158(d)
(1991), providing for an extraordinary processing allowance, was included, in
Targe part, with the Shute Creek Plant in mind. As evidence of this, MMS
stated in the preamb]e to these reqgulations -(53 F.R. 1240) that it was
including "a provision for an extraordinary process1ng cost aI]owance for
atyp1ca1 types of gas product1on operations.” :

To contend w1th the phys1ca] uniqueness of the LaBarge PrOJect feed gas
stream, the Shute Creek Ptant design is extremely complex and atypical when
compared to typical methane recovery plants. Examples of its atypical
characteristics include the existence of two separate Selexol recovery systems
to address the extremely high proportionate presence of €0, and hydrogen
sulfide in the feed gas stream as well as a complex n1trogen
rejection/recovery process. Due to the atypical composition of the LaBarge

- Project feed gas stream and the complex nature of the Shute Creek Plant, the
~cost to process the principal recoverable product, methane, is extraord1nary
compared with traditional methane recovery plants. As evidenced by industry
surveys of gas processing plants, the range of variable costs for processing
methane are between $0.025 and $0.60 per Mcf. The Shute Creek Plant _
experiences, at current full throughput of 600 million cubic feet per day, a
cost of approximately ~¥%-¢{ per Mcf of methane, which is we]] beyond the :
aforementioned range.

Based on the atyp1ca1 composition of the LaBarge Project feed gas stream and
the unusual complexity and operating cost of the Shute Creek Plant, MMS
concludes that the costs of processing at the Shute Creek Plant are
extraordinary, unusual, and unconventional by industry standards within the
meaning of 30 CFR § 206.158(d). As such, an allowance for the'extraord1nary
costs of processing at the Shute Creek Plant is hereby granted in accordance
with the provisions of 30 CFR § 206.158(d) (2} (1991). The extraordinary
processing cost allowance is permitted against the value of the methane for
those processing costs allocated to the gas plant products but left
unrecovered due to either the imposition of allowance limits or the venting of
unsold products due to market constraints (such as the nitrogen and. CO »}, and
excludes any processing costs attributable to helium. The extraord1nary
processing cost allowance, however, may not exceed 50 percent

of the plant tailgate va]ue of the methane. :

Enclosed are sample royalty value calculations based on 1987 actual data
showing the allocation of the LaBarge Project processing and transportation
costs and the allowable portions of those costs to.be used in claiming the
transportation and processing allowances on a Form MMS-2014. Enclosure 1
shows the sample calculations for the period prior to March 1, 1988, using

actual data for Calendar Year 1987; Enclosure 2 details the ca1cu1at1ons for [

‘the per1od on and after March 1, 1988 using the same 1987 data.

Exxon is herewith directed to recalculate all roya1t1es due in accordance w1tT
the valuation instructions outiined above for all production prior to March 1
1988, and ail production on and after March 1, 1988. The results of the
'recalcu1at10ns must be submitted to MMS w1th1n 120 days of receipt of this
lTetter.
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The MMS reserves the right to amend this decision in the event of changed
circumstances or a determination that such an amendment is necessary to

e prOduce 2. fair_and._reasonable_value for..royalty purposes....Such.an_amendment— .|
may be made only following notice to Exxon for production following the date
of notice.

This order is approved and adopted as the final action of the Department of
. the Interior and, therefore,. is not subject to appea1 to the IBLA (Blue Star,
Inc., 41 IBLA 333 (1979)) ~

S1ncere1y,

Lot

David C. 0’Neal
Assistant Secretary -
Land and Minerals Management -

2 Enclosures
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LABARGE VALUATION FOR.FEDERAL ROYALTY PURPO
POST-MARCH 1, 1988, PRODUCT!EN APOSES

(Based on Data for Calendar Year 1987)

ENCLOSURE 2

‘ oee Proc. Costs . ' :
Post-Plant Plant X Volume : Prl'cl:c. Costs Limited by - “Aliow. Plant - ""Pre-Plant “Allow.
Sales - Transp. Tailgate Processed - Allec. on " Roy-bearing Prog ‘ Inlet ' Ifansp Alloc - Trans
. , A FunE : . . - P. Royalty
broduct Volupe Tﬂgﬁss Value ° (Exel. CH H‘M& ~ Eraction Costy Yalue on Yolume - . costs Value
cH, 34,492 o ___
co, 54,032 - \\‘*‘E—H——H\‘X ‘_/ "
s 9,380 _ - \
N, : 0 ; -
: . : .
He 803 ~r~—‘—‘X'—' ¢« T —_— -_— _
| .
10TAL: 9,607 - N ——

_ﬁ__ﬁ_ﬁ_“_-“f-_-— 'X ,_;_(

‘The lesser of 99% of thefplant tailgate value for CO,, N; and S, or the processing
costs allocated to the royelty-bearing fraction of each respective product.

“The pre-plant trensportation costs allocated to the royalty-bearing fraction of
each respective product) not to exceed 99% of plant inlet value.

"'The minimum value for royalty purposes can be no less then 1% of the sales value ) S
of any gas plant product. However, for methane, the only processing aliowance
availeble is for extracrdinary costs with such alliowance limited to 50 percent

of the plant tafipate value,
| | | |
“""Volumes used for dllo;a;ion purposes qust inélude recovered products, whether sold or "ft'
and exclude fractions of the gas stream lost due to plant process, such as U“f?°°r°'::;;g|t
CO; at the tail aas unit of the sulfur recovery process. (For the purposes of this !
approximately Y ‘Y i?f the inlet volume of the CO, is considered unrecoverable.)

H
ALl valumes in MMct; all costs and vatues in $1,000's)

'



ENCLOSURE 1

Product
CH,

co,

S

"l

He
TOTAL:

Sales
Volume

34,492
54,932
9,380
0
__803
99,607

LABARGE VALUATION FOR FEDERAL ROYALTY PURPOSES
" PRE-MARCH 1, 1988 PRODUCTION .

(Based on Data for Calendar Year 1987)

)  limfied by tl Plant "“Pre-Plant “Atlow
Post-Plant Plant X Volune Proc. Costs Limited by Ablow. | an .
Transp.- Tailgate Processed Atlec. on- Roy-bearing Proc. . Inlet Transp. Alloc. E;:rtt:p. c:r:éty
Costs value (Incl, CH,) Inlet Yolume Fraction Costs ' Value : on Volume _

- ) i

T

N - v e

‘The lesser of Y of the plant tailgate vatue for €O,, N;, S, and methane, or the processing
costs allocated to tl'uat royalty-bearing fraction of each respective product.

“The pre-plant transpori_:ation costs allocated to the royalty-bearing fraction of each
respective product, not to exceed ¢{-“of plant inlet value. :

"“The minimum value for royalty purposes can be no iess than 1% of the sales value of any

product,

"volumes used for nll!ocation purposes must fnclude recovered products, whether sold or not,
and exclude fractions of the gas stream lost due to plant process, such es unrecoverable

CO; at the tall gas{unit of the subfur recavery process. (For the purposes of this exhibit,
approximatety ¥ -‘:’( )

f the fnlet wolume of the 0, is considered urirecoverable,)’

{ S
(ALl volumes in MMcf; all costs and vatues in $1,000's)
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MINERALS MANAGEMENT SERVICE
WASHINGTON, DC 20240

FEB 5 1992

. ENCLOSURE AND APPENDICES
CONTAIN COMPANY PROPRIETARY
INFORMATION FOR RELEASE ONLY
TO EXXON COMPANY, U.S.A.

CERTIFIED MAIL--
RETURN RECEIPT REQUESTED

Mr. R. R. Hickman
‘Exxon Company, U.S.A.
P.0. Box 1700
Midland, Texas 79702

Dear Mr. Hickman:

Through various oral ‘and written presentations, Exxon Company, U.S.A. (Exxon},
and ARCO 041 and Gas Company (ARCO) jointly requested approval of a
transportation allowance for carbon dioxide (C02) produced from the Sheep
Mountain Unit (Sheep Mountain), Huerfano County, Colorado. On its own behailf,
Exxon also requested a royalty valuation procedure for the subject production.

The Minerals Management Service (MMS) has reviewed al} information
" submitted. The valuation of Exxon's C0, produced prior to March 1, 1988, will
be determined as follows: The value at the point of royalty settlement for
Exxon's portion of Sheep Mountain C0, that is exchanged, supplied, -or provided
in-kind under various contracts to west Texas tertiary recovery units will be
based on the prices established in arm's-length CO, sales and purchase
‘contracts-in existence for each unit, less MMS-approved Sheep Mountain
Pipeline transportation allowances. If no arm's-length contract exists for a
unit where Exxon delivers Sheep Mountain C0,, the prices established in
comparable arm's-length CO, sales and purchase contracts in a nearby unit,
field, or area will establish value. Each value determined by this method
shall be used to determine the value for the allocable portion of the .CO, at
-Sheep Mountain boundary measurement point. :

The transportation allowance for the period prior to March 1, 1988, must be
determined under the following conditions: Capitalized and expensed
compression costs may be included in computing the transportation allowance.
Dehydration costs cannot be included in the transportation allowance
calculation. The prime interest rate as compiled by the Federal Reserve Board

sy / ~ S
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‘of "DaTlias™ w111“h;‘usedﬁto calculatethe—Sheep Mountain- Com—trnnsportat1on
allowance. Interest during construction (IDC) cannot be ‘included in the -
depreciable capital base used to calculate yearly depreciation until ARCO jand
Exxon provide adequate documentation supporting their proposed IDC figure.
 Abandonment costs for the Sheep Mountain COZ pipeline cannot be included 1n

the allowable expenses. The Sheep Mountain CO, transportation allowance w111

not be subject to the 50-percent limitation. QRCO and Exxon may deduct actual
transportation costs (calculated in accordance with this letter) not to exceed -

99 percent of the value of the COZ

This decision app]ies .only to production occurr1ng prior to March 1, 1988:
Production occurring on or after March 1, 1988, must be valued 1in accordance
with the regu1at1on at 30 CFR 206 (1990).

The enclosed "Summary of andings and Conc1us1ons" prov1des the basis for|this
determination. o . .

You have the right to appea1 th15 determination in accordance with the :
provisions of 30 CFR 290 (1990}, and 43 CFR §§ 4.411 and 4.413 (1990). Any
appeal taken will be to the Interior Board of Land Appeals, Office of Hearings-
and Appeais, Office of the Secretary, and the notice of appeal must be filled
in my office within 30 days from the date.of receipt of this letter.

If you have any quest1ons, please call Mr. Donald T. Sant Deputy Assoc1ate
Director for Va1uat10n and Audit, at (303) 231- 3899 |

Sincere]y, :

'(s/ Sco'ﬁL Se.we,(/{

D1rector

Enclosure
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‘ ROYALTY MANAGEMENT PROGRAM :
ROYALTY- VALUATION ARD STANDARDS DIVISION

Summany,of Findings and Conc]usions on
Sheep Mountain Carbon Dioxide Valuation ,
" and Transportation AIIowan¢e

BACKGROUND

The Sheep Mountain Unit {Sheep Mountain) is a carbon dioxide (C0,) field in
~ Huerfano County, Colorado. ARCO 011 and Gas Company (ARCO) is tEe operator of
the unit and lessee of record for nearly 100 percent of the unitized Iand‘

Exxon Company, U.S.A. (Exxon), has an
dated May 1, 1981, whereby Exxon receives 50. percent of the CO, product1on
from Sheep Mounta1n (delivered in the field) in exchange for Exxon's capital
investments in Sheep Mountain field facilities and the Sheep Mountain
‘Pipeline. ,

In August 1985, Exxon féquested a transportét1on-6110wance and royalty
valuation method for the subject CO0,. Numerous submittals and meetlngs.
listed below in chronclogical order. followed:

Date - Event

August 29, 1985 Meeting her.bétweEanxxon, ARCO, - and ‘Minerals Hanagéﬁént )
: ‘ Service (MMS) representatives; joint submittal of
transportation allowance request is provided to MMS.

April 7, 1986 ~ Exxon submits 1etteriproposing a valuation methodo]oéy for
Sheep Mountain CO, production. - ,

April 13, 1987 " The MMS provides Exxon Qith a draft decision detailing a
iif; - valuation and transportation allowance method.

June 12, 193Fwa‘l. Exxon and ARCO jointly submit additional 1nformat1on
relative to the transportat1on allowance caIcuIat1on.

June 17, 1987 Meeting held between Exxon, ARCO and MMS representat1ves '
to discuss the April 13 draft decision and transportat1on
allowance information provided in the June 12 joint
submittal, Meeting held between Exxon and MMS-
representatives to discuss valuation method.
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Date : . Event

August 28, 1987 " Exxon submits second letter containing -additional
o information on ﬁts*propoéed'v61uatﬁoﬁ”méthod010gy.-

December 12, 1989 Meeting held between Exxon, ARCO, and MMS representatives
' " to discuss in further detail severa] transportation

al]owance issues.

January 5, 1990 The MMS-prov1des Exxon Qith a-secdnd'draft decision
detai1ing a valuation and transportation allowance method.

March 8, 1990 Meet1ng held .between Exxon, ARCO, and MMS representatlves
I to discuss the January 5 draft decision. Exxon and ARCD
provide MMS with a joint submittal conta1n1ng add1t1ona1
discuss1on of transportation allowance 1ssues.

The valuation procedure and transportat1on a110wance calculation described in
the following. sections incorporate all information presented orally at the
meetings and in writing through the various submittals. This decision
pertains only to COs, produced prior to March 1, 1988, in accordance with
regulations at 30 cfr § 206.103 (1987) and MMS policy in effect at that |
time. Vvaluation and transportation allowances for production on or after
March 1, 1988, should be computed 1in accordance with 30 CFR §§ 206.152,
206. 156 and 206.157 (1988) :

SHEEP MOUNTAIN CO, VALUE

Find1ng

Disposition of Production

: ;Tlsported through the Sheep Mountain Pipeline to 0il f1e1ds in

, IgtEEasin of west Texas where 1t 1s-used in tertiary recovery
projects:H :E;Sheep Mountain Pipeline 1s operated by ARCO Pipe Line
Company.‘g;,;u; t1on. of the pipeline between Sheep Mountain and the |Bravo
Dome CO, ‘UK’ ¥nterconnection in New Mexico 1s owned equally by ARCO |and
Exxon. The remainder of the pipeline from the Bravo Dome CO, Unit
interconnection to west Texas is owned 35 percent by ARCO, 3§ percent by
Exxon, and 30 percent by Amerada Hess Corporation. A1l cost 1nformat10n _
submitted to MMS 1s relative only to that portion of the pipeline from Sheep
Mountain to west Texas that is owned by ARCO and Exxon.
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* The point of roya1ty_measurement; deéignated by the Bureau of Land
Management, is the Sheep Mountain origin meter station. Sales points
coincide with the various delivery points at-the tertiary recoyery'projgcts_‘

in west Texas. - . o 1l
) , - C e |

. . |

° Exxon disposes of its share of Sheep Mountain CDZ under 13 contracts. Eight
of these contracts are in-kind supply agreements and five are exchange or
supply/make-up agreements. : : . _

' ‘ [

|

Exxon's Valuation Proposal o r

° In its letter of April 7, 1986, Exxon proposes to value any Sheep Mountgin
€0, production sold under an arm's-length agreement at the sales price-; :
es%ab1ished in the agreement, less transportation costs. For any production
disposed under in-kind or exchange agreements, Exxon proposes using a. o
current market value of CO, in the Denver City area (a location near '

Oenver City, Texas, where several CO, pipelines converge)., less ) !

‘transportation costs. Because all og Exxon's share of Sheep Mountain CO,
is currently disposed of under in-kind, exchange, or supply/make-up
agreements rather than sold, Exxon proposes using the current market value
in the Denver City area to value its Sheep Mountain»COz. :

° In its draft decision dated April 13, 1987, MMS disagreed with Exxon's|
proposal to use Denver City area market values and determined that the!
value for Exxon's portion of Sheep Mountain C0, would be based on the prices
established in the arm's-length CO, sales and purchase contract(s)
in existence for each tertiary recovery unit where Exxon delivers Sheep
Mountain CO,. . o f

® In its response letter of August 28, 1987, Exxon contends that Denver Fity
has become the principal market place for C0, in the Permian Basin (west
Texas and southeast New Mexico) and explains that the Denver City areal is
.the nearest available market for Sheep Mountain COZ and is the first ppint
downstream:of Sheep Mountain where Exxon can sell Significant quantities of

Sheep Mouﬂﬁajh;gﬂ . Exxon contends that the Denver City -area is the best
point at”witich Exxon's in kind or exchanged production can be va]ued.( For
 this reason, Exxon proposes using prices in its most recently negotiated
arm's-length agreements for €0, transported to or through Denver City jas the
basis for determining royalty value. Exxon argues that the value of Sheep
Mountain'COz disposed of in-kind, exchanged, or supplied to end-use
customers is its "replacement” value; that is, the value at which Exxon
would have to replace Sheep Mountain C0, by purchasing other €0, at
Denver City. ' : o

-;
|



CONTAINS COMPANY PROPRIETARY

4

INFORMATION "FOR™RELEASETONLY

TO _EXXON COMPANY, U.S.A.

° Exxon disagrees with the MMS-valuation method for the following reasons:

-- The tertiary recovery units where Exxon supp}iesfcdé-in kihd are not| the -

N nearest available ‘market for Sheep'Mountain,COQ. Rather, the Denver C1tyl'

area is the nearest market.

-- The MMS method is unreasonable because it does not reflect the value of
Sheep Mountain CO, that Exxon currently uses in kind, primarily because
the value is based on "outdated" CO, prices. R

-~ The value of COZ supplied in kind is its replacement cost, not the
average price provided in the arm's-length C0, sales contracts for that
particular unit. . o g

° Exxon alleges that the MMS method does not indicate how to value Sheep.
Mountain C02 used in tertiary recovery units where no -arm's-length sales
exist. Becduse Exxon currently supplies (0, to tertiary recovery units -
where no arm's-length sales exist, Exxon claims that its valuation method
(using Denver City's prices) is more workable than the MMS method.:

° Exxon also alieges that the MMS method is not consistent with the new | |
valuation regulations (effective March 1, 1988) whereas Exxon's proposed
method is consistent with the new regulations. :

MMS Valuation Procedures

General MMS Policies

° The MMS delineates.a-market area as an estabiished market where arm's-length

contracts are regularly negotiated and where publicly available posted or
spot prices exist. As acknowledged by Exxon, no posted prices for COé
exist for Denver City. - Also, although three major COZ pipelines J

" (Sheep Mountain, Bravo -Dome, and Cortez Pipelines) paSs through the il
Denver Cityearea, Denver City is not the terminus of these pipeline systems
and no arm’S:length contracts exist that cite Denver City as the final

delivery paint:
WA DS

° The MMS views in-kind, exchange, and supply/make-up agreements as
operational agreements entered into for the convenience of the contracting
‘parties. Under the lease terms, regulations, and enabling laws, the
Secretary of the Interior has broad regulatory authority to determine| the
"reasonable value" of production. The Secretary is not limited to the
actual "value" received in order to determine the value of production[For_
royalty purposes. The value to the lessee is not aiways the value for
royalty purposes. _ '
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_ : : S , |
° The MMS normally accepts the prices established in arm's-length contracts as
- representat1ve of value for royalty purposes. In those instances where‘no
arm's-length contracts exist, MMS p011cy is to logk to prices established in
comparable arm's- length contracts in nearby un}ts as the best measure.of

value, .
J

ng Disposed of Under In-Kind Agreements ' ' _ '

° ‘Exxon supplies Sheep Mountain €O, to the Cornell, Seminole-San Andreasj
Means-5an Andreas, Willard-San Andreas, Do11arh1de Field Devonian, Denver, _
Yates Field, and Means Queen No. 1 011 Units under in-kind agreements.‘

" In every tertiary recovery unit, each working interest owner .has a

‘responsibility to pay for or supply its unit participation share of the
total volume of CO, used in unit operations. In~kind supply agreements .
allow a working interest owner in a tert1ary recovery prOJect to supply fits
-share.of the required C0, "in kind" in lieu .of sharing in the .cost .of f
purchasing CO, for the project. In units where a working interest owner .

- cannot supply CO, in kind, the unit operator-usually purchases COZ andI
charges the working 1nterest owner's account for the amount of CO J
purchased. The contract under which the unit operator purchases EO on
behalf of working interest owners that are not able to supply their own CO,
in kind is considered by MMS as the principal 002 sales and purchase
contract for that unit. - ’

° Arm's-length principal C0, sales and purchase contraets'ex1st in the

- Seminote-San Andreas, H11?ard San Andreas, Dollarhide Field Devonian,
Denver, and Yates F1e1d Units. The sales prices established in these _

. .contracts will determine royalty value for CO, furnished under Exxon' s
in-kind supply agreements in these five units?

° There are no principaL COZ sales and purchase contracts in the Cornell,
Means-San “ﬂdreas. ‘and Means Queen No. 1 0i1 Units. To value Exxon's

' 1n~k1ndua:4:-u¢1és h such s1tuat10ns. MMS policy is to use the prices
establis mu.'n?comparabIe arm's-length contracts in nearby units to

, determ1nsV<-J&Ity value. For CO, disposed at the Cornell Unit, the
‘Willard-San Andreas Unit is the fiearest unit where a comparab1e arm's;length
contract exists. For C0, disposed at the Means-San Andreas and Means Queen

" No. 1 Units, the Seminole-San Andreas Unit is the nearest unit where a '
comparable arm's-length contract exists. The sales prices established in
the Willard-San Andreas Unit and Seminole-San Andreas Unit principal. CO

- sales and purchase contracts therefore will determine the royalty va]ue for
Sheep Mountain CO, supplied in kind by Exxon to the Cornell, Means- San
Andreas, and Means Queen No. 1 011 Units.




6

o

CONTAINS COMPANY PROPRIETARY:

CUZ Disposed of Under Exchange and Supply/Make-Up Agreements :

a

" the Seminole-San Andreas, Sable, Denver, and GMK“South Units for:
: )‘-q account. In add1t1on, Exxon also delivers Sheep Mountain COZ

Exxon has two exchange agreements witi. .. X—

Llearfork Units on beha]f of Exxon to mee

INFORMATION FOR RELEASE| ONLY
TO _EXXON COMPANY, U.S.A.

|

S 4-'C{ ™" under which Sheep Mountain C0, is delivered to

to the.H. 0 Mahoney lease and various unspec1f1ed units for x-4 In
exchange, )&, felivers McElmo Dome COZ at various points for Exxon's |’
account. - '

) |
Exxon has three supply/make-up contracts w1tl . Y= }
under which %-¢ supplies McElmo Dome CO, to the Denver and South Wasson
£ Exxon's in-kind obligations |for a
1imited period .of time. "Exxon subsequently de11v?rs make-up volumes of
Sheep Mountain CO, in the same un1ts to meet X _ 3b11gat1on to deliver
C0, to these units. . . . _ {

Arm's¥1ength principal CO, sales and purchase contracts ex1st in the ]
Seminole-5an Andreas, Denver, South Wasson Clearfork, and GMK South Units.

- The sales prices estab11shed in these contracts will determine roya1ty|va1ue |

| roya1ty:

for the CO, disposed of under Exxon's exchange or supply/make-up agreements
in these four units. i

The Sab1e Unit has a non-arm's-1ength principal CO, sales and‘purchase[
contract. The MMS has determined that this non-arm's-length contract hs
comparable to arm's-length contracts executed at approx1mate1y the same time
for like-quality products in the area. The sales price established 1n the
Sable Unit principal C0, sales and purchase contract, therefore, w111|
determine royalty value for the C02 Exxon exchanges at the Sab1e Un1t‘-

No principal COZ sales and purchase contract exists at the H. 0. Mahoney
lease where Exxon delivers Sheep Mountain CO,. The Willard-San Andreas Unit
is the n-z_;% unit to the H. 0. Mahoney lease where a comparable arm's-
length Gonge Preextsts. The sales price established in the Willard- San
Andreas.. _jfhc1pa] CO, sales and purchase agreement will determ1ne the
.Tﬂﬁ?'Sheep Mountain C02 supplied to the H 0. Mahoney lease.

The remaining de11very points at which Exxon exchanges or supp11es Co ,
have not been specified in Exxon's contracts.  If arm'‘s-length principal Co,

sdles and purchase contracts exist in units where Exxon delivers Sheep
Mountain C0,, the prices estab11shed in those contracts will determine

royalty vaTue. If non-arm's-length principal C02 sales and purchase

contracts exist, the price established in the noh-arm's- length contracts
may be used to determ1ne royalty value if the contracts are comparable to

~ other arm's-length contracts executed at approximately the same time for

I




‘ 7
'CONTAINS COMPANY PROPRIETARY & -

INFORMATION FOR RELEASE ONLY

TO EXXON COMPANY, U.S.A.

1ike-quality products in the same field or area. Otherwise, Exxon must
designate which comparable arm's-length principal CO, sales and purchase
contracts from nearby units will be used to determine royalty value.

T1m1ng_of Royalty Payments

° Applicable laws, regu1at1ons and lease terms spec1f1ca11y require -
that royalty is due on production removed or ‘sold from the leased lands.
For each of the valuation scenarios discussed above, MMS will require
royalties on the volume of €0, leaving Sheep Mountain, regardless of when
‘Exxon receives final sett?ement

Conc]usions

° The Va1uation of Exxon's CO produced prior to March 1, 1988 is subject to
the provisions of 30 CFR § 506 103 and MMS policy in effect at that time.

® The MMS has consistently used arm's-length contracts as the basis for

- determining value. Th15'po11cy is consistent with industry's position |that
prices established in arm's-length contracts are proof of market value, a
value freely arrived at in an.open market by parties of opposing’ econom1c
interests. The arm's-length contracts executed at the same time as the -
exchange or in-kind agreements are the best measure of value. i

® Exxon's proposal to use prices in its most recently negotiated arm's- length
agreements for C02 transported to or through Denver City as a measure of
value for its Sheep Mountain C0, is contrary to MMS valuation princ¢iples of
using comparable arm's-length contracts to establish value. Exxon's
proposal would use prices established in recently executed contracts to
value Sheep Mountain CO, provided by in-kind, exchange, or supply/make-up
agreements that were exécuted several years earlier. The C0, source,
delivery points, terms, duration, and other factors specified in these
recentlyA-¢1~'ted contracts may not correspond te terms specified in Exxon s

b QI8 i

_'a1n COZ in-kind, exchange, or supply/make-up agreements.

° Exxon's &¥ at1on that the MMS method does not apply in tertiary recovery
units whers’né. arm's- -length contracts exist, whereas Exxon's -method does,
is unfounded The policy of using prices estab1ished in comparable i
arm's-length contracts as the best measure of royalty value can indeed be
applied to instances where no arm's-length contracts exist in the tert1ary
recovery units. For those tertiary recovery units where no arm!s- 1ength
contracts exist, MMS would look to prices established in comparable |
arm's-length contracts in nearby units as the best measure of value. !This
valuation method is consistent with past MMS policy and practice.
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° Exxon's allegation that the proposed MMS valuation method for produgtiop,
disposed of under in-kind, exchange, and supply/make-up agreements is not.

consistent with the new requlations, is unfounded and irreievant. The_hew |

regulations are effective for production on or'after March 1, 1988, andL _
therefore, they are not applicable to production prior to March 1, 1988, the
period for which Exxon is requesting a valuation procedure. However, ‘
although the method determined by MMS applies to the .period prior to th
‘March 1, 1988, effective date of the new regulations, contrary to Exxoq's
assertion, the method prescribed by MMS is also consistent with these new
regulations. Exxon has correctly determined that MMS would use the
‘benchmark system to value production disposed of under in-kind, exchange,
and supply/make-up agreements as detailed in the new regulations at j

30 CFR § 206.152(c) (1988). However, Exxon has incorrectly applied the
benchmarks. S ‘ : i

° The value at the point of royalty settlement for Exxon's portion of Shéep
Mountain CO, that is exchanged, supplied, or .provided in kind to arious
. west Texas tertiary recovery units will be based on the prices ec .ablished
in arm's-length CO, sales and purchase contracts in existence for each|unit,
less MMS-approved gheep Mountain Pipeline transportation allowances. If no
arm's-length contract exists for a unit where Exxon delivers Sheep Mountain
COZ, the prices established in comparable arm's-length €O, sales and
purchase contracts in a nearby unit, field, or area (as 15entified in Fhe
"Findings" section) will establish value. Each value determined by this
method shall be used to determine the value of the allocable portion'of the
C0, at Sheep Mountain boundary measurement point. Allocable portions will
be determined by dividing each individual west Texas monthly delivery by the
total monthly west Texas deliveries to arrive at a percentage allocation. A
hypothetical example for month A is provided below:

Unit D $1.50/Mcf

Measured C0, Production at Sheep Mountain o
Origin Mefer Sgation, Month A: 5,000 Mcf ;
Exxon'S'Hééﬁélékas Deliveries During Month A: Volume Percent
, e i , - _ - .
Del1véﬁiﬁs'tb=Un1t-B“ 100 Mcf 10% l.
Deliveries to Unit C 500 Mcf - 50% | .
Deliveries to Unit D 400 Mcf 0% |
MMS-Approved Values -
Unit B $2.00/Mcf
Unit C $1.75/Mcf

Total West Texas Deliveries , 1,000 Mcf 100% {
i
[
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Calculation of Royalty Value

, Arm's-Tength Percent of volume Value for )
Unit - price ' leaving Sheep'Mountain royalty purposes
B $2.00 “x 10 percent of 5,000 ~ $1,000
C - $1.75 X 50 percent of 5,000 $4,375
D $1.50 x40 percent'of 5,000 $3,000

These amounts represent the value of all Sheep Mounta1n COZ produced dur1ng
month A,

° By. regu?ation royalty shall never be less than the gross proceeds
“accruing, or which could accrue, to Exxon for the sale or disposition of

Sheep Mountain CO,. _ ;
. o , | i
SHEEP MOUNTAIN CO,_TRANSPORTATION ALLOWANCE . P

Findings ! "

° Information relative to the calculation of the Sheep Mountain CO . l
transportation allowance was jointly submitted by ARCO and Exxon in - |
letters dated August 29, 1985; June 12, 1987; and March 8, 1990. Specific
information was deta11ed in exh1b1ts 1 through 34 of the August 29, 1985,

letter.

° The transportation allowance costs submitted by ARCO and Exxon are separated
into four major components- depreciation, expenses, interest, and |
throughput. Each major component will be discussed separately. o

° The following discussion pertains only to the calculation of transporéation
allowances for the period prior to March 1, 1988. The calculation ofﬂ
transportation @llowances on or after March 1, 1988, must be in accordance
with the ngqujrements of 30 CFR §§ 206.156 and 206. 157 !

B

Depreciatioms: .. - - _ -

® The items that comprise the depreciation component (exhibits 6 through 14)
include pipeline capital, salvage value, compression-related capital
investment, interest during construction (IDC), and inflation.. The !
following is a discussion of each item. |

Pipeline capital -- ARCO and Exxon request % —y in capital 1nvestment

costs for constructing the pipeline. This figure includes costs for l

[ .

|

|
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. materials, labor, engineering, feasibility, environmental assessments, [ ‘
-construction; and inspection. Capital investment costs. that .are directﬂx'
allocable and attributable to the physical construction of a pipeline are
'generally accepted by MMS as part of the depreciable capital. However,
pipeline capital investment costs for the Clovis Operations Center include
- costs for "purchase of land" upon which the aperations center is bui]tJ
Land is not a depreciable asset and is not properly included in the J
undepreciated capital investment. The capital investment cost of .
t X ~4 1 requested by ARCO and Exxon must be reduced by the purchase
price of the land. ‘ :

Salvage value -- ARCO and Exxon used a zero salvage .value -in calculating the
depreciation. The Conservation Division Manual (CDM), a procedural guide of
the U.5. Geological Survey (USGS), predecessor Agency to MMS, directs that a
salvage value of 10 percent should be applied to tangible items when
determining the depreciable investment cost to be -used in allowance
‘calculations, unless the lessee can justify a different salvage value.  In

- Justifying their zero salvage value, ARCO and Exxon claim that "[njo known
‘pipeline transportable commodities have significant supply at one end of the
pipeline and demand at the other, so use of the line after depletion of
Sheep Mountain is unlikely." In addition, ARCO and Exxon argue that after
_the depreciation period, the value of the 20-year-old equipment is estimated
to be less than the cost to move it to a useful location. The MMS considers
this acceptable justification and will allow a salvage value of.zero. J
However, if it becomes apparent in the future that the pipeline will be
salvaged or used for other purposes, MMS would no longer accept a zero
salvage value. :

|

Compression and dehydration-related capital investment -- Five drill sites
were constructed at Sheep Mountain, each containing a conditioning plant
capable of heating, dehydrating, and compressing the CO produced from the
various wells drilled from each site. Included in the depreciation

- component of.the original request is compression-related capital associated
with these:icgnditioning plants, including the equipment and installation .
costs for ‘thé-heaters, dehydrators, and compressors and the costs allocated
to the eleftrical power supply system and the electrical/control system
necessary to .operate thfs equipment. ARCO and Exxon assert that compression
is essential to transport Sheep Mountain CO, to west Texas and is not|a
marketing requirement. ARCO and Exxon argué that MMS draft decisions|are
_premised on the assumption that the compression function at Sheep Mountain

~ is indistinguishable from typical compression functions performed by lessees
to condition hydrocarbon gas for marketing. :

--The point at which compression occurs is significant to the issue of
whether to allow compression costs in the transportation allowance.
Compression occurring prior to the point of royalty measurement is




|
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considered by MMS as necessary to place production in marketable conditjion
and fs a function to be performed at no cost to the lessor. The regulation
at 43 CFR § 3162.7-1(a) (1987), "Disposition of production," stipu1ates}that
the lessee shall put- into marketabie condition, "if economically feasible,
all oil, other hydrocarbons, gas, and sulphur produced from the leased
land. This regulation applies to CO, under the term “gas." o

--The Notice to Lessees and Operators No. 1 {(NTL-1), "Procedures for
Reporting and Accounting for Royalties," provides in pertinent part under
Section III, “Gas and Associated Liquids Production, Sales, and Royalty
Requirements":

. Under no circumstances will the royalty value be computed on
less than the gross proceeds accruing to the operator from the
sale of such leasehold production. Gross proceeds inciude, but
are not limited to, tax reimbursements and payments to.the
operator for gathering, measuring, compressing, dehydrating, or
performing other services necessary to market the production.
Likewise, no deduction will be allowed for the cost which an J
operator occurs [sic] by reason of placing the gas in a marketable|
condition as an operator is obligated to do so at no cost to the
lessor, :

The preceding statement is primarily concerned with gross proceeds.
However, it is very explicit that gathering, dehydrating, and compressiing
CO, are considered part of the activities to be conducted by the lessee at
no cost to the lessor, :

--The CDM addresses the lessee's responsibility to make lease production
marketable. The CDM, section 647.2.3A, directs in pertinent part:

The lessee is obligated to place lease production in marketable
+ conditdon without deduction of costs for measuring, compressing,

or ottigywise conditioning the gas for market. Under no
circiftantes will royalty be computed on less than the gross
procegSzaccruing to the lessee from the sale of leasehold
prodetith.

--Decisions by the Director, USGS, and the U.S. District Court for the
District of Coiumbia in The California Company v. Secretary of the Interior
(No. 16132), August 10, 1961, have upheid the principle that the lTease
operator is obligated to perform necessary dehydration and compression
operations.

On March 8, 1991, the Interior Board of Land Appeals (IBLA), addresseL'Exxoh_
Corporation's appeal of a denial by MMS to ailow inclusion of dehydration

INFORMATION"FOR RELCEASETONLY |
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costs in a transportation allowance for product1on transported to the Snute
Creek gas processing plant (IBLA 86-626). ' In this decision, IBLA determ1ned
that MMS must cons1der the purpose of dehydration in determ1n1ng whether an
a1lowance is proper. In the Shute Creek'case, IBLA found that dehydrat1on
at the central dehydration facility serves only one purpose:
transportation. The gas processing plant had to be located 40 miles distant
- because of environmental constraints. [f the gas processing plant was }
closer to the field, the central dehydration faciiity would not have been
built. The IBLA conc1uded that dehydration costs for the Shute Creek case
were allowable transportation costs
The CO, produced at Sheep Mountain is maved to drill-site. conditioning
plants located within the unit where it is heated, dehydrated, compressed
cooled, and metered prior to moving to the p1pe11ne origin meter station.
In order to determine whether compression and dehydration at Sheep Mounta1n )
should be included in the transportation allowance ca1cu1at1on MMS must
- consider what purpose the functions serve.

ARCO and Exxon contend that the compression equipment at Sheep Mounta1n is

- only used to place and maintain the CO, in a supercritical phase, thereby
allowing the most efficient transportaglon through the Sheep Mountain

- Pipeline. Additionally, ARCO and Exxon contend that the west Texas CO
market does not dictate the pressure needed for transportation as evideénced
by the fact that several west Texas purchasers further increase the de11very
pressure to meet their individual proJect requirements. For these reasons,
ARCO and Exxon assert that the compression is an integral and necessary part
of transportation and is not a marketing requirement. Based on the evidence
presented, the compression function at Sheep Mountain does not serve the
purpose of conditioning the gas for market. In accordance with the
directives established by IBLA in the Shute Creek case, ARCO and: Exxon may
include compression costs 1n the Sheep Mountain transportat1on allowance
ca]cu]at1on.,;

A typical Sheop Mountain C0, delivery contract for west Texas spec1f1es that
the CO <not contain any free water or more than 30 pounds of water per
1,000 ﬁcf 4.7 psia and 60 °F. In order to meet these contract
spec1f1cat40us. the COZ produced at Sheep Mountain must be dehydrated.

Thus, dehydration clearly serves the purpose of placing Sheep Mountain co

in marketable condition. Applicable regulations, court cases, and 1ease

- terms require the Tessee to absorb all costs necessary to condition the .
production for market. No dehydration costs shall be included in theJSheep
Mountain transportation a]]owance calculation.

ARCO and Exxon request X -¢f - in cap1ta1 investment costs for
compression-reiated capital (exhibit 10). Exhibit 14 describes the types of

INFORMATION FOR RELEASE TONLY
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expenditures and the port1on of these expenditures a]]ocated to the
compression function. Capital investment costs that are directly, allocable
and attributable to compression-related equipment are generally accepted by
MMS as part of the depreciable capital. However, if these costs include any
costs associated with the dehydration Funct1on, the capital investment
figure must be reduced by such costs.

IDC -- ARCO and Exxon argue that because construct1on of .the transport4t1on
facilities was a relatively long-term effort, the real cost of 1nsta111ng
the facilities exceeded the as-spent investment capital. ARCO and Exxon
claim that money tied up in the facilities could have been utilized in |other
investments and, therefore, have included IDC as part of the depreciable
capital. ARCO and Exxon contend that capitalization of interest costs[
recognizes that interest costs are an integral part of the costs necessary
to bring an asset to the.condjtion“necessary for its intended use.

--When a company uses borrowed capital to finance construction of a
facility, MMS policy will permit-an interest charge separate from the rate
of return on undepreciated capital in calculating transportation allowances
subject to MMS audit and approval. However, this interest .charge 1s
permitted only under the following circumstances :

(1) Hhen during the development period of a project, interest lncurred
on a loan for construction costs that are integral to, or direct1y
allocable and attributable to, transportation fac111t1es is prOper1y
capitalized and thus becomes part of the basis for undepreciated
capital upon. which a rate of return is 1ater applied; or

(2) When interest is incurred on loans for routine operating and
maintenance expenses.

--Conversely, interest charges will generally not be permitted under the
fo11ow1ng ctrcumstances.

(1) thn-the lessee attempts to c1a1m during the production phase of
the project, interest payments for loans on capitalized items|(this
is not permitted because a separate rate of return is applied|
against the remaining undepreciated capital};

(2} when some part of the 1nterest capitalized during the development
phase is not related to borrowed capital applied to constructp
(the amount of interest that may be capitalized is limited to, the
interest charge that would have been avoided if expenditures for the
transportation fac111ty had not been made), or
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(3) When the interest claimed in the capitalized base is otherwise}not
directly allocable.or attributab1e to the transportation facility.

" --1f a company issues bonds to raise money for capital investment instead of
borrowing the capital, the corresponding interest charge capitalized dur1ng

the development phase of the transportat1on facility may be permitted 1n ' the

. transportation allowance calculation but is limited to the interest on on1y
‘that part of the bond proceeds applied to construction of that facility.| | In
such instances, the company must provide, upon request, an allocation schedule-
demonstrating d1spos1t1on of bond proceeds and interest corresponding to|each
disposition.

--The explanation of IDC provided in ARCO and Exxon's exhibit & indicates that
instead of borrowing money to construct the Sheep Mountain Pipeline or WSsu1ng ‘
bonds ‘'to raise the capital, ARCO and Exxon used jnternally available company
"funds. The IDC figure of . ¥ +~{ ' does not represent actual out-of- pocket o//

interest charges incurred by ARCO and Exxon. Instead, the IDC cost is based

on the assumption that had the money been borrowed, ARCO and Exxon would have
incurre. ‘% =Y in interest charges. .

--The MMS allows inclusion of IDC in the depreciable capital -investment |figure
when such costs are actual amounts clearly attributable and allocable to the
project for which the money was borrowed -and were incurred during the planning
and construction phases of the project. The IBC also must be verifiable upon
audit. In those cases where IDC cannot be attributed to a particular
pipeline, MMS may, at its discretion, approve an amount provided the 1essee
submits a written request and provides adequate documentation supporting the
proposed amount.

~--ARCO and Exxon support inclusion of IDC by arguing that both the Financial
Accounting Standards Board and the Internal Revenue Service required
capitalization of the interest cost. However, ARCO and Exxon have not
provided sufficient documentation detailing-or illustrating how the IDC figure
was calculated, - Accordingly, the IDC figure is not included in the cap1ta1
expenditure gosts used to calculate yearly depreciation. The MMS w111
reconsider 1#luding IDC in the depreciable capital base if ARCO and Exxon
submit sufficient documentation that more fully explains the proposed 10C
figure.

Inflation -- ARCDO and Exxon also ctaim that the value of the completed
facilities is higher than the cumulative capital investment due to inflation
during the long-term construction period. For this reason, ARCO and Exxon
have inflated all capital investments prior to 1983 before including them in
the depreciable base. ARCO and Exxon emphasize the time lag between 1n1t1a1
construction and final completion of the pipeline as justification to request

|

!
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inflation as a depreciable cost. However, long-term construct1on is in fact
usual for major pipeline facilities, both onshore and offshore.

--The CDM, section-647.5A.3B, 1imits investment costs to those costs for -
real property and those de]ivered and instailed costs for equipment or]other
facilities which are deprec1ab1e. Allowable investment costs are 11m1ted to
those items.which are an integral part of the pipeline (downstream from the

_ point of measurement on the leasehold); these costs shou1d not include |items
normally considered to be lease equipment.

| .
-—Inflation is not a depreciable asset, nor is it an integral part of the

pipeline. Accordingly, inflation will not be allowed as a deprec1ab1e '
investment cost.

Expenses

* The CDM, section 647.5A.3B, 1imits operating expenses in the ca1cu1ation of
a transportation aliowance to the fol]owing

0perat1ng costs are those nondepreciable expenditures required
to operate and maintain the pipeline system and shall be limited
to the lesser of the following values: actual operating costs or |
10 percent of the undepreciated initial or adjusted investment
cost as of the beginning of the year for which the operating costs
are. bE1ng computed. :

° 0perat1ng expenses (exhibits 15 through 30) are comprised of operat1ng and

maintenance (08M) costs (exclusive of power costs), power costs, ad valorem |
taxes, overhead, incremental working capital, and allocated abandonment
expense. The following is a discussion of each expense group. : y

f
O&M costs -- The O&M costs are comprised of pipeline 0&M and compression-
related O&MafExhibits 19 and 21). The expenses described for pipeline O&M
'# Gh-related O&M costs are'allowable costs in calculating the

transport-r rr:atlowance. ARCO and Exxon also include power costs 1n[the
- ;;Power‘costs necessary to operate pipeline equipment are
al]owab1o~5‘f*ﬁ§es. The tg}al allowable pipeline 0&M costs for 1983 and
1984 are X 4 and X%- _ respectively, as shown on ARCO and Exxon's
exhibit 17. The total allowable compression-related D&M costs for 1983 and
1984 are .-y ' and _X*t{., respectively, as ~shown on ARCO and Exxon S
exhipbit 20. [
Power costs -- ARCO and Exxon designate the following categories of
power usage as compression-related power expenditures: compression, |
heat1ng/cooling, vapor recovery {booster compression), electrical/control

|

i

|
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and automation, general drill site preparation, gas production costs, and
dehydration. , Based on the descriptions provided by ARCO and Exxon, the{
power costs associated with compression, heating/cooling, vapor recovery,
electrical/control and automation, and general drill site preparation are
d1rect1y allocable to the compression function; these costs may be included
in the allowance calculation. However, the power costs associated w1th|
production and dehydration are costs attr1butab}e to normal lease equipment
operation. The CDM, section 647.5A.38, directs that approved investment and
operating costs cannot jinclude items norma]ly considered to be lease
equipment costs. ARCO and Exxon describe the production and dehydration
costs as costs that include well operating costs, wireline work, and costs
associated with operating tri-ethylene glycol dehydration equipment. The
power supply costs associated with these functions camnot be included in
the allowance calculation. Information on ARCO and Exxon's exhibit 24
indicate that no production and dehydration power costs have been

included. Therefore, the total allowable power costs for 1983 and 1984

are X- ¢ and ¥ — ¢ _ respectively, as shown on exhibit 24. l

Ad va1orem taxes -- Taxes imposed on transportat1on aquipment (except jncome
taxes) are an acceptable expense item. Exhibit 25 of the ARCO and Exxon
submittal details all ad valorem taxes allocated to the Sheep Mountain |
Pipeline project. The total allowable ad valorem costs for 1983 and 1984
are “~stf  and A -4 respectively, as shown in column 7 of ARCO ‘and
Exxon's exhibit 25. | o

-Overhead -- The MMS allows actual overhead costs up to an amount equal
to 10 percent of the operating costs. ARCO and Exxon have not subm1tted any
actual cost-data to support a claim for the overhead expense. Instead) they.
assume the overhead to be 10 percent of the sum of 0&M costs, plus power
costs, plus ad valorem taxes for each year. ARCO and Exxon representatives
stated orally in the August 29, 1985, meeting that the expected actuall
overhead expenses.were..in excess of 10 percent of the operating costs.

They allege.that 10 percent of total operating costs is historically a
conservativi figure for overhead in oil and gas producing fields and is
1ikely to: . gven more conservative for a C0, transportation operation
requ1r1ngi ttensive engineering manpower. Eco and Exxon object to the

10 percentc¢efling on overhead as a rule applicable in all cases. However,
they will accept a 10 percent overhead ceiling for the Sheep Mountain
Pipeline transportation aliowance if all compression-related costs arﬁ
included.

) : : |
--The MMS guidelines contained in the CDM, section 647.7.3E, and applicable
to the period prior to March 1, 1988, estabiish a 10 percent ceiling for
allowable overhead. Furthermore, the guidelines specify that MMS can
request verification of overhead costs by requesting copies of the
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invoices. . This policy has been upheld in the U.S. District Court for
the Bistrict of Wyoming in the June 22, 1988, decision, The Shoshone
Tribe, et al, v. Donald P. Hodel, et al (No. CB1-131 K). The Court found
that genera] and administrative overhead costs may be deducted from roya1ty
where the costs can be substantiated and only to the extent that the
deduction does not exceed 10 percent of 0&M.

--For the périod prior to March 1, 1988, ARCO and Exxon will be 11mited to a
10 percent ceiling on overhead. Compression-related expenses will be
allowed as part of the expenses against which the ceiling is applied.

Incrementa1 working capital -- This expense is a theoretical expense and
does not represent actual transportat1on costs. Therefore, the 1ncrementa1
working capital expense cannot be included as an expense 1tem in computing
the transportat1on allowance.

Abandonment expense -- It is not MMS policy to participate in abandonment
expenses. Also, 1t is not MMS policy to remain associated with pipelines or -
_plants should they be converted to other uses and not abandoned. ARCO[and
Exxon assert that the costs associated with abandoning the pipeline should

be included in the transportation allowance. The proposal includes on]y
those costs pertaining to the segments covered by right-of-way pipe11ne
removal agreements. However, because ARCO and Exxon do not know how much
additional pipeline length may be required to be removed, they requestl
reservation of the right to make supplemental app11cat1ons to inc1ude any
future costs of abandonment.

--In determ1n1ng a11owances MMS allows only reasonable, actual operating
costs, depreciation, and a return on undepreciated cap1ta1 investment.|
Costs specifically prohibited from deduction by lease terms, regulations,
court decisions, and policy include those for compression, dehydrat1on, -
gathering, and other expenses incidental to marketing, Federal and State
income taxggs.-abandonment costs, actual and theoretical line losses, and
costs thatlare not directly related to the transportation of lease
productg#¢.These are all costs in which the lessor historically has jnot
shared andfi:in many cases, are costs that are not relevant to the Jessor's
interest: ‘Y responsibility. For these reasons as well as the fact that -
‘costs to abandon certain segments of the C0, pipeline are currently
specutating and will not actuaily be incurréd until many years in the
future, MMS cannot approve the inclusion of an abandonment cost element in
the allowance calculation.

Interest

° ARCO and Exxon calculated the interest component by using a "weighted-
average prime-rate during construction" figure (exhibits 8 31, and 32).
The CDM, section 647.5A.3A, provides in part: |

r
|
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. « « Unless otherwise justified, the prime interest rate in.
~effect at the time of initial allowance approval should be used as
~the rate of allowable return on the depreciated investment. Once
g

established, the rate will be continuous {fixed) over the 1ife of

the pipeline.

° Past MMS policy has been to use the prime interest rate (as published i% the
Wall Street Journal) in effect at the beginning of the period for which the
initial allowance is granted. This rate then remains fixed for the
remainder of the 20-year depreciable life. The interest rate on January 3,
1983, was 11 percent. The April 13 and January 5 draft decisions stated
that this rate should be used as the rate of allowable return on the
depreciated investment. : R )

° The I[BLA discussed the principles and philosophies behind the rate of return
policy contained in the CDM in three pertinent cases involving the rate ’
of return used to.calculate processing and transportation allowances |
(IBLA ‘87-350, decided May 23, 1989; IBLA 89-299, decided October 26, 1989;
and IBLA 88-158, decided June 28, 1990). In the May 23 decision, involving
Phillips Petroleum Company (Phillips), IBLA rejected the prime rate used by
MMS to calculate gas processing allowances at the Lee, Lusk, and Douglas
processing plants and remanded the case to MMS for recalculation. However,
‘the IBLA apparently rejected the prime rate selected in the Phillips case

~only because it was for a period other than the audit period under appéa].

In the October 26 decision, involving transportation and washing allowances
for Black Butte Coal Company (Black Butte), IBLA upheld MMS use of the‘prime
interest rate but emphasized that a reasonable rate of return depends on
economic conditions at the time involved. The IBLA concluded that Black

Butte had not shown the assigned rate to be unreasonable. In the June 28
-decision, involving Mobil Producing Texas & New Mexico, Inc. (Mobil).‘IBLA o
upheld usage of the prime rate in calculating a transportation allowance for
C0, produced from the McElmo Dome Unit. The IBLA conclusions in the
Ph1111ps;:Bldack Butte, and Mobil cases can be inferred to mean that the

prime ratezmethadology applied to allowances prior to March 1, 1988,
generalTy>wéuld:be supported by IBLA if the prime rate chosen reflects the
economic~cﬂ@ﬂ#tions for the time period involved.

° The IBLA has consistently upheld usage of a prime rate methodology asJ
embodied ‘in the CDOM; MMS will continue to apply this methodology to | ‘
allowances for the period prior to March 1, 1988. However, instead of using
the prime rate as published in the Wall Street Journal MMS will use the
prime rate as published by the Federal Reserve Board (Board), Federal :
Reserve Bank of Dallas. The prime rate data compiled by the Board.
represents an average of the rates of.29 banks located in major cities
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across the U.S. and thus should provide a sound basis for establishing the
prime rate used for allowance purposes. Prime rates published by the Wall
Street Journal are derived similarly but are not available for the same
h15tor1ca1 per1ods as are ‘the Board data.

° The prime interest rate on January 1, 1983 (as compiTed by. the Board),Twas
11.5 percent. ARCO and Exxon will be required to use the prime interest
rate of 11.5 percent to calculate the Sheep Mountain COZ transportat1on
allowance. .

Throughgut

> ARCO and Exxon provided actual throughput figures for 1983 and 1984
(exhibits 33 and 34). These figures should be used to calculate the actual
1983 and 1984 transportation allowance. -

“Two-Year, Loss'Roll-Forwafd-Provision

“® In the original August 29, 1985, allowance request, ARCO and Exxon proposed
using a 7-year transportation allowance reporting period. In the April 13
draft decision, MMS required ARCO and Exxon to use a l-year reporting per1od '

- for transportation allowances. In the June 12, 1987, allowance request,

ARCO and Exxon proposed using a 2-year a]]owance account1ng period as an
alternative to the original proposal of a 7-year transportation a11owance
accounting period. ARCO and Exxon selected the 2-year account1ng per1od
because it ". . . will reduce the number of hours required on both the
-applicants' and the Federal Government's part to recalculate and monitor the
transportation allowance.” However, the ARCO and Exxon proposal a1so‘
includes a "loss roll-forward prov1sion“ whereby actual transportation costs
not captured in a given 2-year period would be carried forward so as to
enable such costs to be potentially recouped in future years.

° ARCO and Exxon contend. that Tow throughput was normal during the early years
of pipelin&soperation because demand for CO, in west Texas was initially
Tow. Thesgsiow throughputs combined with high actual transportation costs
resuited: In2transportation expenses that exceed the value of the product .
during the 1nitial period of the project. ARCO and Exxon claim that this is
a potential problem throughout the 1ife of the project because of wide
variations in.C0, consumption demands. They also claim that if the loss
roll-forward provision is not an integral part of the MMS-approved |
transportation a11owance, the allowance would "unlawfully penalize" the
lessee for commencing a major 0, production and transportation project.

- ° The MMS policy is to grant allowances on a yearly basis based on the
Tessee's reasonable, actual costs incurred to transport lease productjion.
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Cap on TranSportatibn Allowances

'° Historical MMS policy has been to 1imit transportation .allowances for.
onshore leases to 50 percent of the value of the product as specified- in the
CDM, section 647.5.3E. If a lessee believed it was entitled to relief from
this limitation, MMS had required the lessee to specifica]]y reguest, ‘n
writing, an exception to the limitation. However, in cases where a lessee
could demonstrate that unusual circumstances warranted relief from the
50 percent limitation, MMS has granted-exceptions to the a11owance
Timitation, S ///

° ARCO and Exxon have adequately demonstrated that transportion of Sheep
Mountain C0O, occurs under unusual circumstances and that the costs of . |
transportation are in excess of the 50 percent limitation the first. few

- years. Given the uniqueness of the commodity and the atypical operatiOna1 i
constraints of the pipeline, ARCO and Exxon may deduct actual transportation -
costs not to exceed 99! percent of the value of the CO,.

Scope of Transportation Allowance

% In the April 13 draft decision, MMS advised ARCO and Exxon that the
allowance granted will cover transportation costs from Sheep Mountain to the
individual contract delivery points at or near the various tertiary recovery.
units in west Texas. In the June 12, 1987, submittal to MMS, ARCO and| Exxon
contend that ". . . while the transportat1on allowance will pertain only to
the Sheep Mountain CO, Pipeline, all costs incurred in the delivery of CO
from an outlet on.the Sheep Mountain C0, Pipeline to the ultimate po1nt 0
connection with the inlet facilities on any given consuming unit shou1d be
fully deductible from Federal royalty payments if such inlet facilities are
designated as the contractual change of title or delivery point."”

° The MMS po]icy Ls to allow all reasonable actual transportation costs
incurred bydhe, 1essae ‘to move production off the lease to the point of
first saléjprétitie transfer.

CONCLUSIONS

Degreciat1o |

P1pe11ne capital -- The MMS bases a110wab1e depreciation on the actual out-
of -pocket costs incurred for property and equipment (including de11very and g
installation) integral to the pipeline. Exhibit 10 of the ARCO and Exxon U/
submittal shows M - & of spent capital for the pipeline. This| figure
must be reduced by the cost incurred to purchase land for the C10v1s
Operation Center.
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Salvage value -- Although a 10 percent salvage value is normally required by

MMS, ARCO and Exxon have provided sufficient justification to support their

c1a1m for a zero salvage value. If the p1pe11ne is 1ater deemed to be
- Salvageable, MMS must be notified.

Compression-related capwta1 investment -- The MMS will allow compress1qn
costs, including all costs relative to the instaliation of power fac11qt1es
to operate the compressors, in the transportation a11owance ca]cu1at10n No
dehydrat1on costs shall be included.

10C -- The MMS recognizes IDC as part of the deprec1ab1e cap1ta1 1nvestment
base on which the transportation allowance rate is calculated. ARCO and
Exxon have not provided adequate documentation supporting their proposed IDC
figure; therefore, the IDC figure is not included in the depreciable capital
base used to ca1cu1ate yearly depreciation. The MMS will reconsider
inctuding IDC in the depreciable capital base if ARCO and Exxon submit
,suff1c1ent documentation that more fully explains the proposed IDC figure.

Inflation ---Inflation is not considered by MMS to be a depreciab]e asset
Inflation of capital prior to 1983 will not be allowed in computing the
‘transportat1on allowance. :

Expenses

O&M -- The p1pe11ne 0&M costs (1nc1uding the power necessary to operate the
pipeline) and all compression related O0&M costs are acceptab1e operating
costs. ,

Power costs -- The compression-related power costs requested by ARCO and
Exxon will be allowed in the transportation allowance computation.

Ad Va]orem t‘.--,-- The.ad valorem taxes requested hy ARCO and Exxon will be

a1 lowed a_unsaortation a1lowance computation.

Overhead 'imfﬁis.consistenﬂy applied a 10 percent ceiling on
overhead:3-e¥ transportation allowances, both onshore and offshore, for
many yed®¥:, i The MMS-considers this 10 percent ceiling a reasonable '

allocation of overhead costs. The 10 percent ceiling rate will be used to
calculate the Sheep Mountain Pipeline transportation allowance for the :
period prior to March 1, 1988. During audit, ARCO and Exxon may be required
to substantiate this 10 percent figure. As d1scussed above, compression-
related costs will be included in the costs against which the 10 percent
ceiling is computed.

Incremental working capital -- The incremental working capita1 expense
'proposed by ARCO and Exxon is a theoretical expense and does not represent
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an actual transportation cost. This expense will not be allowed in the
transportation ailowance computation.

-‘Abandonment expense --= Costs of abandoning pipe]ines or other |
transportation-related facilities are not allowable transportation costs
Current and/or future liability for abandonment expenses are a cost to‘be
borne solely by the lessee. The Sheep Mountain P1pe11ne transportat1on
allowance shall not 1nc1ude the costs for abandoning the pipeline.

|
Interest ' , ) I

°-The MMS historically has used a prime rate methodology for calcu]atingj
transportation allowances. The Sheep Mountain transportation allowance for
. the period prior to March 1, 1988, will be calculated using this same
method. The interest expense must be based on the prime interest rate|in

. effect at the beginning of the period for which the initial allowance 1s
granted based on the prime interest rate comp11ed by the Federal Reserve
Board. This rate was 11 5 percent on January 1, 1983. .

Two—Year Loss Ro11-Forward Provision

® The MMS and its predecessor. Agency historically have granted transportation
allowances on a yearly basis based on actual costs incurred by the lessee
for production transported during that year. The MMS will continue to|-
require ARCO and Exxon to calculate and report the Sheep Mountain CO '
transportation allowance on a yearly basis. In addition, MMS will not| allow
any loss roll-forward provision. The MMS does not believe that a yearly
allowance without a lToss roli-forward provision unlawfully penaiizes the
lessee. [t has been the policy of MMS to allow only reasonable actual costs
up to the established 1imit caiculated on a yearly basis. The MMS will not
‘approve any excess cost to be recouped in subseguent years. :

Cap on T

costs not.tniexceed 9 percent of the value of the CO,.

' Scope of Transportation A110wance .

° The MMS policy is to allow all reasonable actual transportation costsf

- incurred by the lessee to move lease production off-lease to the point of
first sale or title transfer. If CO, production from Sheep Mountain is
transported along pipeline segments Gther than the Sheep Mountain Pipeline
prior to the point of first sale or title transfer, MMS will allow . |
transportation costs associated with these segments to be deducted. Fhese

|
|
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costs will be subject to the same qualifications and 1imitations as the
costs incurred on the Sheep Mountain Pipeline. However, the total costlto -
move production from the Sheep Mountain Unit through the Sheep Mountain :
Pipeline, including any additional pipeline segments -not on the Sheep

Mountain Pipeline, cannot exceed 99 percent of the value of the productt o

Calculation of Sheep Mountain CO, Transportation Allowance

® An example detailing the method ARCO and Exxon should use to ca]culate the
Sheep Mountain CO, transportation allowance is provided for 111ustrat1ve
purposes only, Ee example uses the pipeline capital investment FTgure of
> =« "as provided by ARCO and Exxon. This figure must be adjusted to
exclude the cost to purchase land for the Clovis Operation Center. In
addition, ARCO and Exxon must recalculate depreciation and return on
investment based on the adjusted capital investment figure.

® Appendix 1 1s a sample of a 20-year straight-l1ine depreciation schedule for
the Sheep Mountain C0, Pipeline. An investment figure of X—tf
1 o (pipe}1ne) and "7 X« (compression)], a salvage value of
zero, and a prime 1nterest rate of 11.5 percent were used, as previously
discussed. '

° Appendix 2 provides a summary of the MMS-allowable operating costs and the
10 percent overhead calculation, . .

° Appendix 3 shows the method of ca1cu1at1ng transportation allowance rates.

- For 1983 and 1984, the sample calculated transportation alliowance rates are
Y.¢ Mcf and ¥*- ‘{'Hcf respectively. These allowance rates will change
when the allowance is recalculated to exclude the cost to purchase land for
the Clovis- 0perat1on Center.

° Transportation allowances cannot exceed 9% percent of the product's va1ue at
the neares ycompet1t1ve sales point.

° To deduct 'transportation allowance, ARCO should follow the standard ,
two-1ine*ghry format required by the MMS Auditing and Financial System as
outTined Inv the September 1986 issue of the Payor Handbook, Section 3.9,
"Reporting Allowances.” If further clarification is needed regarding'the
Form MMS-2014 reporting requirements, ARCO may contact personnel. in the MMS
Lessee Contact 8ranch.

~ ° ARCO and Exxon should recalculate the allowance rates for 1983 and 1984
using the revised capital investment figure and should submit actual cost
data for Calendar Years 1985 through 1987 and for January and February 1988
following the approved method outlined above. Allowances for the period
subsequent to February 1988 will be calculated in accordance with the'new
allowance regulations which became effective March 1, 1988. |

|

|
|
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SAMPLE DEPRECIATION SCHEDULE FOR SHEEP MOUNTAIN .CARBON DIOXIDE PIPELINE BASED

ON THE INITIAL ALLOWABLE CAPITAL INVESTMENT Of
VALUE, AND 20-YEAR STRAIGHT-LINE DEPRECIATION

‘Beginning -
of Year .

Undepreciated
Investment

Annual
Depreciation

Allowance

Ygar 2

>

1983
1984
1985
1986
1987
198¢
1988
199¢
1991
199¢
1993
1994
1995 - -
1996
1997
1998
1999
.2000
2001
2002
2003

1Th1s figure must be adjusted to exclude the cost to purchase 1and for the -

Clovis Operation Center.

R
2 —Y - H; _'20 years.
Beginning.i

DT TLE RS

11.5 perce

X ERO SALVAGE -
End . P -
of Year
Undepreciated Return on,
Investment Investment

t-.xg?r undepreciated 1nvestment times pr1me interest rate of 

. TO_EXXON_COMPANY, U.S.A.
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OPERATING EXPENSES

1983 1984 -

Operating and Ma1ntenance Expenses .

~ Pipeline o
‘Compression . ‘ .\\\ ,
Power Costs _

Ad Valorem Tax? - \\\\\\\\
Total Allowable '
~ Operating Costs \\\‘\q\

Overhead
{(10% of Allowab1e Costs) . [

Total Operating Expenses _ — 2< ,,gf

p—

lrrom ARCO 041 and Gas Company (ARCO) and- Exxon Company, U.S.A.'s {Exxon
exhibit 17.
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SAMPLE TRANSPORTATION ALLOWANCE CALCULATIDN SHEEP MOUNTAIN CARBON DIOXIDE
PIPELINE 1983 AND 1984

- . 1 i ,Oper_a.tingz . Return on 1
Transportation Mlowance = Depreciation! (D) + Expenses® (£) + Investment (1)
Throughput. .

: L }-" "'j "
1984 — ) Mcf

*The transportat1on a11owance cannot exceed 99 percent of the vaTue of the
product at the point of sale.

- 10eprec1at1on and return on investment figures from Appendix 1 with the
provision that the capital investment figure must be adjusted to exclude
the cost to purchase land for the Clovis Operation Center.

2Operating expenses from Appendix 2.
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-':;lcfiﬁ :

CERTIFIED MAIL--
RETURN RECEIPT REQUESTED

Mr. E. M. Pringle .

ARCO 011 and Gas Company
P.0. Box 1610

Midland, Texas 79702

Dear Mr. Pringle:

_ - : [
Through various oral and written presentations, ARCO O11 and Gas Compaﬁyﬁx
(ARCO) and Exxon Company, U.S.A. (Exxon), jointly requested approval of a:
transportation allowance for carbon dioxide (CO,) produced from the Sheep. .
Mountain Unit (Sheep Mountain), kuerfano County, Colorado. On its own\behalf.
ARCO also requested a royalty valuation procedure for the subject ‘production..

The Minerals Management Service has reviewed all information submitted,.: The':
-valuation of ARCO's CO, produced prior to March 1, 1988, will be determined a
follows: - The prices eStablished in the arm's-length contracts at the | . ...
Seminole-San Andreas, Wellman, GMK, and Denver Units will establish the value
for royalty purposes for that allocable portion of CO, from Sheep -Mountain
delivered to each unit. The price estabiished in the non-arm's-length- ..
contract for the Sable Unit s comparable to prices in other contemporaneou
arm*s-length contracts for the sale of CO, and can be used as.the basis of
value for royalty purposes for that allocable portion of Sheep Mountain C0,*
sold to the Sable Unit. The value for royalty purposes of CO0, supplied ..
- in kind to the Seminole-San Andreas, Wasson ODC, and Willard anits wiﬂl'be
based on the prices established in the principal CO, sales and purchase ..
contracts in existence at these units.. For Sheep Mountain (O, delivered to
the Seminole-San Andreas Unit, but subject to ARCO's exchange agreement, the'
value for royalty purposes will be that value established in the . } -
Seminole-San Andreas Unit principal CO, sales and purchase contract. ] C

The transportation allowance for the period. prior to March 1, 1988, must be | .

determined under the following conditions: Capitalized and expensed.} coean
compression costs may be included in computing the transportation allowance. | . .
Dehydration costs cannot be included in the transportation a11owance.\ NIRRT P
calculation. The prime interest rate as compiled by the Federal Reserve Board| -
of Pallas will be used to calculate the Sheep Mountain CO ‘transportation .- .|
allowance. -.Interest during construction (IDC) cannot be %nc1uded_1n the - " | .

P



| - appeal taken will be to the Interior Board of Land Appeals, Office of

Mr. E. M. Pringle

depreciable capital base used to calculate yearly depreciation until ARCO and

-Exxan~provideﬁadequate_do;umentation,supporting their proposed IDC figure.

Abandonment costs for the Sheep Mountain CO, pipeline cannot be “included—in
the allowable expenses. The Sheep Mountain CO, transportation allowance will -
KRCO and Exxon may deduct| actu

not be subject to the 50-percent Timitation.

transportation costs (calculated in accordance with this letter) not to| exce

99 percent of the value of the CO,.

This decision applies-on]y:to production'occurring p#ibrutd_ﬂﬁrch 1, 19?8. :
Production occurring an or after March 1, 1988, must be.va]ued‘in«accordance -

with the regulations at 30 CFR 206 (1990).

The enclosed "Summary of F1nd1ﬁgsuand Conclusions” proyﬁdés thevbasis_for this

determination. -

You have the right to appeal this determination 1ﬁ accordance with the

provisions of 30 CFR 290 (1990), and 43 CFR §§ 4.411 and 4.413 (1990).

Any

and Appeals, Office of the Secretary, and the notice of appeal must be |filed

in my office within 30 days from the date of receipt of this letter.

If you have any.questiohs, pleasé call Mr. Donald T. Sant, Deputy Associate

Director for Valuation and Audit, at (303) 231-3899.

Sincerely,

af @ Boott Bewdhl

" Director ‘

Enclosure

2

al

ed

Hearings
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ROYALTY MANAGEMENT PROGRAM

"
ROYALTY VALUATION AND STANDARDS DIVISION .

~ Summary of -Findings and Conclusions on.- - -
Sheep Mountain Carbon Dioxide Valuation-
and Transportation Allowance

----- " BACKGROUND -

The Sheep Mountain Unit (Sheép Mountain) 1§ a carbon dfokide‘(CO ) field in _
Huerfano County, Colorado. ARCO 0i1 and Gas Company (ARCO} 1is tge operator of
_the unit and lessee of record for nearly 100 percent of the unitized land.

Exxon Company, U.S.A. (Exxon), has an "agreement -on principles” with ARCO,
dated May 1, 1981, whereby Exxon receives 50 percent of the CO, production
from the Sheep Mountain Unit . (delivered in the field) in exchange for Exxo
capital investments in the Sheep Mountain field facilities and the Sheep
‘Mountain Pipeline. ' o :

3
R A

In August 1985, ARCO requested a transportation a1Towance and royalty
valuation method for the subject COZ. Numerous submittals and meetings,
"1isted below in chronological order, f011owed; T

Date - : : fvent

August 29,‘1985_ _ Meetiﬁg held between ARCO, Exxon, and Minerals ManageAent
Service (MMS) representatives; joint submittal of -
transportation allowance request is provided to- MMS.

| April 17, 1986 ARCO submits letter proposing a valuation methodology| for -
‘Sheep Mountain co, production. -

Apr11 13, 1987 | The MNS‘provides ARCO with a draft decision detailing a
valuation and transportation allowance method.

June 12, 1987  ARCD and Exxon jointly submit additional information |
‘ relative to the transportation allowance calculation.
June 17, 1987 Meeting held between ARCO, Exxon, and MMS representapives
- - to discuss the -April 13 draft decision and transportation
allowance information provided in the June 12 joint | -
submittal. ' . "
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Date ' : Event 3

', December 12, 1989 Meeting held between ARCO, Exxon, and MMS represenggtivLs
. ' to discuss in further-detail several ‘transportation
"allowance issues. - L .

Januarf 5, 1990 The MMS provides ARCO with a seCond draft decision
B ' + detailing a valuation and transportation allowance method.

March 8, 1990 ~ Meeting held between ARCO, Exxon, and MMS representatives
' : to discuss the January 5 draft decision. ARCO and Exxon
provide MMS with a joint submittal containing additional
discussion of transportation allowance issues. ‘ :
The valuation procedure and transportation allowance calculation descr1bed%in
the following sections incorporate all information presented orally at-the
meetings and in writing through the various submittals. The decision pertains
only to CO, produced prior to March 1, 1988, in accordance with regulations at
30 CFR § 206.103 (1987) and MMS policy in effect at that time. Valuation and
transportation allowances for production on or after March 1, 1988, should| be
computed in accordance with 30 CFR §§ 206.152, 206.156, and 206.157 (1990).

. SHEEP MOUNTAIN CO, VALUE

Findings

D1§position of Production

° The CO, is transported through the Sheep Mountain Pipeline to oil fields in
the Pefmian Basin of west Texas where it is used in tertiary oil recovery
projects. The Sheep Mountain Pipeline is operated by ARCO Pipe Line
Company. The portion of the pipeline between Sheep Mountain and the |
Bravo Dome CO, Unit interconnection in New Mexico {s owned equally by ARCO
and Exxon. The remainder of the pipeline from the Bravo Dome CO, Unit
interconnection to west Texas is owned 35 percent by ARCO, 35 percent by
Exxon, and 30 percent by Amerada Hess Corporation. All cost information
submitted to MMS is relative only to that portion of the pipeline from Sheep
Mountain to west Texas that is owned by ARCC and Exxon. :

* ° The point of .royalty measurement, designated by the ‘Bureau-of Land’
Management, .is the. Sheep Mountain . origin meter station. Sales points
coincide with the various delivery points at the tertiary recovery projects.
in west Texas.

CONTAINS_COMPANY_PROPRIETARY.
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° ARCO disposes'of {ts share of Sheep Mountain 602 under nine contracts.

Fpur

of these contracts are arm's-length, one is non-arm's-length, three are in-

kind supply agreéments, and one is an exchange agreement.

rd

Vélue Under ‘Arm's-Length Contracts

° ARCO supplies Sheep Mountain CO, to the Seminole-San Andreas, Wellman,
and Denver Units under arm's-length sales contracts. ' '

The MMS norma11y'accepts the prices established in arm's-length sales

contracts as representative of value for royalty purposes. Upon review, the
sales prices established in each of the four contracts were found to be -

acceptable for royalty value.

Value Under Non?Arm's-Léﬁﬁth'Contraqygv

sales contract.

° The MMS may accept non-arm‘'s-length coﬁtracts as the basis for establishing

value for royalty purposes if the lessee can demonstrate that those

° ARCO supplies Sheep Mountain €O, to- the Sab]e.Un1trundér a non—arm's-1ength5

GM

-~
-

-

contracts are comparable to arm‘'s-length contracts executed at approximate1y-
the same time for 1ike-quality products in the same field or area. The MMS

determined that the price established in ARCO's non-arm's-length sales
contract at the Sable Unit meets the above criteria and, therefore, is

acceptable to MMS as the basis for royalty determinations for that portjon

of Sheep Mountain CO, soid under this contract.

VaIUe Under In-Kind Agreements

° ARCO- supplies Sheep Mountain co, to the Seminole-San Andreas, Wasson 0DC,

and Willard Units under in-kind agreements.

° In every tertiary recovery unit, each working interest owner has a
responsibility to pay for or to supply its unit participation share of

total volume of CO., used in unit operations. In-kind supply agreements

the

allow a working inferest owner in a tertiary recovery project to supply| its

share of the required CO, "in kind" in lieu of sharing in the cost of

purchasing C0, for the project. In units where & working interest owner
cannot supply CDz'in kind, the unit operator purchases €0, and charges the
- working interest owner's account for the value of COE purchased. Additional

C0.-used in these units .is purchased.outright by eac

" cofitract under which the operator purchases CO, on behalf of warking
interest owners that are not able to supply théir own CO, in kind is
considered by MMS as the principal CO, sales and purchase contract for

unit operator. The

[that

unit. ARCO proposes using the principal CO, sales and purchase contracts in
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'* The three principal C0, saies and purchase contracts'formthe Seminole-

Value Under Exchange Agreements

.provided in kind to those units.
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existence at each unit as the basds‘for royalty determinations forﬁcoz

San Andreas, Wasson 00C, and Willard Units are -arm's-length contracts.
Therefore, the prices cited in these arm's-length contracts are acceptable
as value for royalty purposes. ARCO should value Sheep Mountain CO
furnished under in-kind supply agreements to the Wasson ODC, N111ar5, and
seminole-San Andreas Units on the basis of the prices cited for COp under
the principal CO, sales and purchase contracts at each unit. :

" Mountain for Xoef account at the Seminole-San An

exchange agreement with ¥ g - ARCO
delivers Sheep Mountain CO, to the Seminole-San Andreas Unit for “w-¢ -
account ip exchange for <.y delivery of Cortez Pipeline C0, to the Easf
Vacuum Grayburg-San Andreas Unit (East Vacuum Unit) for ARCO's account. | ¥
ARCO proposes using the principal East Vacuum Unit CO, sales and purchase -~
agreement as the basis for royalty value for the CO% §e11vered from Sheep
reas Unit. i

The final contract under which ARCO disposes of Sheep ﬁouqtaiqncoz_js an

ARCC contends in its letter of-Apri1 17, 1986, that ". . . the consideration

‘being given.by X.f to ARCO for the Sheep Mountain Unit CO, delivered to

Mobi1l under the Exchange Agreement is a volume of CO, equal 1n value to what
ARCO would have otherwise had to pay pursuant to the principal Carbon
Dioxide Sale and Purchase Agreement at the East Vacuum Unit. Therefore,| the

- price paid under the principal Carbon Dioxide Sale and Purchase Agreement in

. . produced at Sheep Mountain and exchanged to .4 for X-Y account

the Fast Vacuum Unit is the best measure of the market value of the cog
n
West Texas."

} /
The MMS does not agree that the East Vacuum Unit agreement is the best |
measure of the market value of Sheep Mountain €O, exchanged under the E%‘”<
ARCO exchange agreement. The exchange agreement {s an operational agreement
for ARCO's and % -/ convenience. The "value" ‘that ARCO and N gadn
from this exchange does not necessarily represent the value of €0, for
royalty purposes. ‘ : ‘

Under the lease terms, regulations, and enabling laws, the Secretary of| the
Interior has broad,regulatory authority to determine the "reasonable value"
of production. The Secretary is not 1imited to the actual "value" received
in order to determine the value of production for royalty purposes. Tﬁb
value to the lessee is not always the value for royalty purposes. Because
other Sheep Mountain CO, is sold at the Seminole-San Andreas Unit (where
ARCO's Sheep Mountain Caz is exchanged), such a sale establishes a |
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reasonable value for Sheep Mountain CO,. Therefore, ARCO should use the
_price paid for Sheep Mountain CO, under the arm's-length principal
Seminole-San Andreas Unit CO, sa%es and purchase agreement to establish
royalty value for that portion of Sheep-Mountain-Cozuexchanged at the
- Seminole-San- Andreas Unit with Y.y '

. Timing of Royalty Payments

Applicable laws, reguiations, and lease terms specifically require that
royalty is due on production removed or sold from the leased lands. For
each of the valuation scenarios..discussed above, MMS will require royalt

on the volume of CO, leaving Sheep Mountain, regardless of when ARCO
receives final settTement. - '

‘Conclusions

° The valuation of ARCO's CO, produced prior to March 1, 1988, is subject
the provisions of 30 CFR § 206.103 and MMS policy-.in effect at .that time

® The prices eétainshed in the arm's-length contracts at the Seminole-

San. Andreas, Wellman, GMK, and Denver Units will establish the value for

royalty purposes for that allocable portion of CO, from Sheep Mountain
de]ivered to each unit. .

° The MMS has determined that the price established in the non-arm's-lengt
contract for the Sable Unit is comparable tc prices in other contemporan
arm's-length contracts for the sale of CO,. Accordingly, the non-arm's-
length contract price can be used as the Easis of value for royalty purp
for that allocable portion of Sheep Mountain €O, sold to the Sable Unit.

® The value fbf ro&alty purposes of COZ subp]ied in kind to the Seminole-
San Andreas, Wasson 0DC, and Willard Units will be based on the prices

established in the principal CO% sales and purchase contracts in existence
e

at these units. The MMS has defermined that the prices quoted in these
three principal contracts are acceptable for royalty value purposes.

* For Sheep Mountain 602 delivered to the Seminole-5an Andreas Unit, but
subject to the exchange agreement between ARCO and ~ -«  the value for

* royalty purposes will be that value established in the Seminole-San Andr

Unit principal CO, sales and purchase contract.

the

ies

1
h.
eous

oses
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° For each contract under which -ARCO delivers Sheep.Mountain‘COZ toa )

west Texas tertiary recovery unit, the royalty value at the point of royalty
settiement (the Sheep Mountain origin meter) shall be the value as defined
above, less the MMS-approved Sheep Mountain Pipeline transportation g
allowance. Each royalty value determined by this method shall be app1igd to

J
|
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" the delivered volumes for the same month. Volumes allocated for each valuel
will be determined by dividing each individual west Texas monthly delivery by

the total monthly west Texas deliveries to arrive at a percentage allocation.

A{HYpotthj§a1examp]efor“monthA is provided below. - -

Measurad €0, Production at Sheep Mountain

~ Origin Meter Station, Month A: | 5,000 Mcf
ARCO’s West. Texas Deliveries During Month A - Volume Percent
Deliveries to Unit B. 100 Mcf 10
Deliveries to Unit C . : T 500 Mcf 50
~ peliveries to Unit D o - 400 Mcf - _40

Total West Texas Deliveries : _ 1,000 Mcf 100

MMS-Approved Values

Unit B $2.00/Mcf
Unit € $1.75/Mcf
Unit D = $1.50/Mcf

Calculation oerova1ty Yalue

Arm’s-length Percent of volume ~ Value for

Unit price leaving Sheep Mountain royalty purposes
B $2.00 x 10 percent of 5,000 - $1,000
c $1.75 x 50 percent of 5,000 $4,375
D - $1.50 X 40 percent of 5,000 - $3,000

These amounts represent the value of all Sheep Mountain €0, produced during

month A.

° By regulation, value shall never be less than the gross proceeds accruipg,
or which could accrue, to the lessee for the sale or disposition of Sheep

Mountain C0,.’

SHEEP MOUNTAIN COZ-TRANSPORTATIDN ALLOWANCE
Eindings
° Information relative to the calculation of the Sheep Mountain CO,

transportation allowance was jointly submitted by ARCO and Exxon in
Jetters dated August 29, 1985; June 12, 1987; and March 8, 1990.
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Specific information was detailed in exhibits 1 through 34 of the August 29,
1985, letter. ‘ ‘ : ' |-

e Jhe.transpdrtat1on allowance costs submitted by ARCO -and Exxon are separated
into four major components: depreciation, expenses, interest, and 1
throughput. Each major component will be discussed separately. |

° The following discuséion-pertains only to the calculation of transbortation
allowances for the period prior to March 1, 1988, The calculation of
transportation allowances on or after March 1, 1988, must be in accordance

with the requirements of 30 CFR §§ 206.156 and 206.157,_

o Depreciﬁfion

> The items that comprise the depreciation component (exhibits 6 through 14)
include pipeline capital, salvage value, compression-related capital
investment, interest during construction (I0C), and inflation. The
following is a discussion of each item. - -

Pipeline capital -- ARCO and Exxon request "'%*-¢_ in capital
Tnvestment costs for constructing the pipeline. This figure includes costs
for materials. labor, engineering,Cfeasibilityy environmental assessments,
construction, and Capital nvestment costs that are directly
allocable and attributable to the physical construction of a pipeline are
generally accepted by MMS as part of the depreciable capital. However,
pipeline capital investment costs for the Clovis Operations Center include
costs for "purchase of 1and" upon which the operations center is built.
Land is not a depruciable asset and is not properly included in the
un%gnreciated capital investment. The capital investment cost of

¥4 requested by ARCO and Exxon must be reduced by the purchase
price of the land. _ b .

Salvage value -- ARCO and Exxon used a zero salvage value in calculating the
depreciation. The Conservation Division Manual {CDM}, a procedural guide of
the U.S. Geological Survey (USGS), predecessor Agency to MMS, directs that a
salvage value of 10 percent should be applied to tangibie items when
determining the depreciable investment cost to be used in allowance .
calculations, unless the lessee can justify a different salvage value. In
justifying their zerc salvage value, ARCO and Exxon claim that “[njo known
pipeline transportable commodities have significant supply at one end of the
- pipeline and demand at the other, so use of the line after depletion of

Sheep Mountain is unlikely." In addition, ARCO and Exxon argue that after
the depreciation period, the value of the 20-year-old equipment is estjmated
to be less than the cost to move it to a useful location. The MMS considers
this acceptable justification and will allow a salvage value of zero.
However, if it becomes apparent in the future that the pipeline will
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be salvaged or used for other purposes, MMS would no longer accept a zero
salvage value. T .

-;Compression--and»dehydratﬁonanelated“capjta1“jnvestmentje}_Ejvg drill sites
wers constructed at Sheep Mountain; each containing a conditioning plant} o
capable of heating, dehydrating, and compressing the CO, produced from the -
various wells drilled from each site.  Included in the 5epreciation '
component of the original request is compression-related capital associated
with these conditioning plants, including the equipment and 1nsta11ation]_
costs for the heaters, dehydrators, and compressors and the costs allocated
to the electrical power supply system and the electrical/control system J

necessary to operate this equipment. ARCO and Exxon assert that compression

~is essential to transport Sheep Mountain C02 to west Texas and is not a
- marketing requirement. ARCO and Exxon-argue that MMS draft decisions are

premised on the assumption that the compression function at Sheep Mountain .

js indistinguishable from typical compression functions performed by lessees

to condition -hydrocarbon gas for marketing. - e

ra .

-—The point at which compression occurs is significant to the issue of
whether to allow compression costs in the transportation allowance.
~ Compression occurring prior to the point of royalty measurement is :
. considered by MMS as necessary-to place production in marketable condition
and is a function to be performed at no cost to-the lessor. The regulation
at 43 CFR § 3162.7-1(a) (1987), "Disposition of production,” stipuTates[that
the lessee shall put into marketable condition, if economically feasible,
all oil, other hydrocarbons, gas, and sulphur produced from the Teased
tand. This regulation applies to CO, under the term "gas."

--The Notice to Lessees and Operators No. 1 (NTL-1), “Procedures for
Reporting and Accounting for Royalties," provides in pertinent part under
Sectjon II1, "Gas and Associated Liquids Production, Sales, and Royalty
Requirements®: - : :

"+ « « Under no circumstances will the royalty value be computed on
less than the gross proceeds accruing to the operator from the
sale of such leasehold production. Gross proceeds include, but

" are not limited to, tax reimbursements and payments to the
operator for gathering, measuring, compressing, dehydrating, or
performing other services necessary to market the production.
Likewise, no deduction will be allowed for the cost which an
operator occurs [sic] by reason of piacing the gas in a marketable
condition as an operator is obligated to do so at -no cost to the
lessor. ‘

The preéeding statement is primarily concerned with gross proceeds.
However, it is very explicit that gathering, dehydrating, and compressing




9

CONTAINS-COMPANY..PROPRLETARY

INFORMATION FOR RELEASE ONLY
TO ARCO OIL AND GAS COMPANY
]

C0., are considered part of the activities to be conducted by the lessee at
' no-cost to the lessor. -

—-The ‘CDM addresses the lessee's responsibility tOJmake-leaserproduction
marketable. ‘The CDM, -section 647.2.3A, directs_in pertinent part: ‘

The lessee is obligated to place lease production in marketable
condition without deduction of costs for measuring, compressing,
or otherwise conditioning the gas for market. Under no
circumstances will royalty be computed on less than the gross
proceeds accruing to the lessee from the sale of leasehold
production. - | ‘ '

--Decisions by the Director, USGS, and the U.S. District Court for the
District of Columbia in The California Company v. Secretary of the Interior

(No. 16132), August 10, 1961, have uphelid the principle that the lease
operator is obligated to perform necessary dehydration and compression
operations. ' : ' R

b3

On March 8, 1991, the Interior Board of Land Appeals (IBLA), addressed E%xon
Corporation's appeal of a denial by MMS to allow inclusion of dehydration
costs in a transportation allowance for production transported to the Shute
Creek gas processing plant (IBLA 86-626). In this decision, ‘IBLA determined
that MMS must consider the purpose of dehydration in determining whetheq an
allowance .is proper. In the Shute Creek case, IBLA found that dehydration
at the .central dehydration facility serves only one purpose:
transportation. The gas processing plant had to be located 40 miles distant
because of environmental constraints. If the gas processing plant was
closer to the field, the central dehydration facility would not have been
built. The I8LA concluded that dehydration costs for the Shute Creek case
were allowable transportation costs. : - |

The CO, produced at Sheep Mountain is moved to drill-site conditioning |
plants located within the unit where it is heated, dehydrated, compressed,
cooled, and metered prior to moving the pipeline origin meter station. | In
order to determine whether compression and dehydration at Sheep Mountain
should be included in the transportation allowance calculation, MMS must
consider what purpose these functions serve. "

ARCO and Exxon contend that the compression equipment at Sheep Mountain is
only used to place and maintain the CO, in & supercritical phase, thereby
allowing the most efficient transportation through the Sheep Mountain.
Pipeline. Additionally, ARCO and Exxon contend that the west Texas CO,
market does not dictate the pressure needed for transportation as evidénced
by the fact that several west Texas purchasers further increase the delivery
pressure to meet their individual project requirements. -For these reasons,--
ARCO and Exxon assert that the compression is an integral and necessary part
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of transportation and is not a marketing reguirement. Based on the evidence
presented, the compression function.at Sheep Mountain does not serve the |
purpose of conditioning the gas for market. [n accordance with the .
_.directives established -by the IBLA in the Shute Creek case, ARCO and Exxon

may include compression costs in the Sheep ‘Mountain transportation allowance
calculation. o

A typical Sheep Mountain C02 delivery contract for west Texas specifies that
the CO, shall not contain any free water or more than 30 pounds of water | per
1,000 ﬁcf at 14.7 psia and 60 °F. In order to meet these contract

specifications, the CO, produced at Sheep Mountain must be dehydrated.
Thus, dehydration clearly serves the purpose of placing Sheep Mountain CO,
in marketable condition. Applicable regulations, court cases, .and lease
terms require the lessee to absorb all costs necessary to condition the
production for market. No dehydration costs shall be included in the Sheep
Mountain transportation allowance calculation. '
-

ARCO and Exxon request .« in capital investment costs for [
compression-related capital (exhibit 10). Exhibit 14 describes the types of
expenditures and the portion of these expenditures allocated to the
compression function. Capital investment costs that are directly allocable
and attributable to compression-related equipment are generally accepted by
MMS as part of the depreciable capital. However, if these costs include any
- costs associated with the dehydration function, the capital investment
figure must be reduced by such costs.

IDC ~- ARCO ‘and Exxon argue that because construction of the transportapion
Facilities was a relatively long-term effort, the real cost of insta1lipg
the facilities exceeded the as-spent investment capital. ARCO and Exxon
claim that money tied up in the facilities could have -been utilized in pther
investments and, therefore, have included IDC as part of the depreciable
capital. ARCO and Exxon contend that capitalization of interest costs
recognizes that interest costs are an integral part of the costs necessary
to bring an asset to the condition necessary for its intended use.

-;—Nhen a company uses borrowed capital to finance construction of a

facility, MMS policy will permit an interest charge separate from the qéte
of return on undepreciated capital in calculating transportation allowances
subject to MMS audit and approval. However, this interest charge is '

permitted only under the following circumstances:

:(1) Hhén,'duriﬁg the-deve1opmeht period of a project, interest incurred

on a loan for construction costs that are integral to, or d1re¢t1y
allocable and attributable to, transportation facilities is properly
capitalized and thus becomes part of the basis for-undeprec1atéd*.
capital upon which a rate of return is later applied; or '
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(2) When interest is incurred on loans for routine operating and
maintenance expenses. ' , :

_-Conversely, interest charges-will genera]ly‘not be permitted under the
~ following circumstances: - . _ ‘

(1) When the lessee attempts to claim, during the production phase of
the project, interest payments for loans on capitalized items (this
is not permitted because a separate rate of return is applied
against the remaining undepreciated capital); -

(2) When some paff of the interest capitalized during the development
phase is not related to borrowed capital applied to construction
(the amount of interest that may be capitalized is Timited to the

interest charge that would have been avoided if expenditures for the
transportation facility had not been made); or

(3) When the interest claimed in the capitalized base is otherwise not -
* directly allocable or attributable ‘to the transportation facility.

--1f a company issues bonds to raise money for capital investment instead of

" borrowing the capital, the corresponding interest charge capitalized during -
the development phase of the transportation facility may be permitted 1h the
transportation allowance calculation but is limited to the interest on only
that part of the bond proceeds applied to construction of that facility. In
such instances, the company must provide, upon request, an allocation
schedule demonstrating disposition of bond proceeds and interest
corresponding to each disposition. '

--The explanation of IDC provided in ARCO and Exxon's exhibit 6 indicates
that instead of borrowing money to construct the Sheep Mountain Pipeline or
issuing bonds to raise the capital, ARCO and Exxon used internally avajlable
‘company funds. The IDC figure of TN Y does not represent actual out-
of-pocket interest charges incurred by ARCO and Exxon. Instead, the IDC
cost is based on the assumption that had the money been borrowed, ARCO|and
Exxon would have incurred > '& 77 in interest charges. :

—-The MMS allows inclusion of IDC in the depreciable capital investment
figure when such costs are actual amounts clearly attributable and allocable
to the project for which the money was borrowed and were incurred during the
planning and construction phases of the project. The IDC also must be[
- yerifiable upon audit. - In those cases where IDC cannot be attributed to a
- particular pipeline, MMS may, at its discretion, approve an amount proyﬁdéd
‘the lessee submits a written request and provides adequate documentation
- supporting the proposed amount. :
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_-ARCO and Exxon support inclusion of IDC by arguing that both the FinancHa]
. Accounting Standards Board and the Internal Revenue Service required .
capitalization of the interest cost. However, ARCO and Exxon have not
" .provided sufficient documentation detailing or. illustrating how the IDC f
figure was calculated. Accordingly, the IDC figure is not included in the
~ depreciable capital base used to calculate yearly depreciation. The MMS |
will reconsider including IDC in the depreciable capital base if ARCO and
Exxon submit sufficient documentation that more fully explains the proposed
IDC figure. s ' '

Inflation -- ARCO and Exxon alsp claim that the value of the completed

facilities is higher than the cumulative capital investment due to inflation
during the long-term construction period. For this reason, ARCO and Exxon
have inflated all capital investments prior to 1983 before including them in
the depreciable base. ARCO and Exxon emphasize the time lag between initial”
construction and final completion of the pipeline as justification to L
request inflation as a depreciable cost. However, long-term construction 5
in fact usual for major pipeline facilities, both onshore and offshore. | ¥

__The COM, section 647.5A.38, 1imits investment costs to those costs for

real property and those delivered and installed costs for equipment or qther

facilities which are depreciable. Allowable investment costs are 1imited to
~ those items which are an integrail part of the pipeline (downstream from |the .

point of measurement on the ieasehold); these costs should not include items

normally considered to be lease equipment.

--Inflation is not a depreciab1e asset, nor is it an integral part of the
pipeline. Accordingly, inflation will not be 2llowed as & depreciable
investment cost.

Expenses

° The CDM, section 647.5A.38, 1imits operating expenses in the calculation of
a transportation allowance to the following: ' . '

Operating costs are those nondepreciable expenditures required

‘to operate and maintain the pipeline system and shall be Timited
to the lesser of the following values: actual operating costs or
10 percent of the undepreciated jnitial or adjusted investment
cost as of the beginning of the year for which the operating costs
are being computed. - '

° ‘Operating expenses (exhibits 15 through 30) are comprised of operating and
maintenance (O&M) costs (exclusive of power costs), power costs, ad valorem
taxes, overhead, incremental working capital, and allocated abandonment
expense. The following is a discussion of each expense group.
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0&M costs -- The O&M costs are comprised of pipeline 0&M and compressionL
reiated O (exhibits 19 and 21). The expenses described for pipeline 0&M
and compression-related O&M costs are allowable costs in calculating the\
-:transpcrtation»al]owance.~fARCO.and"Exxon.a]so,1nc1ude,p0wer:costs-in the
pipeline 08M. Power costs necessary to operate pipeline equipment are
allowable expenses. The total allowable pipeline 0&M costs for 1983 and
1984 are . X4 ‘and X' , respectively, as shown on ARCO and Exxon's
exhibit 17. The total allowable compression-related 0&M costs for 1983 and
1984 are w.4 ‘and J  X-</ respectively, as shown on ARCO and Exxon's
exhibit 20. B :

Power costs -- ARCO and Exxon designate the following categories of
power usage as compression-related power expenditures: compression,
heating/cooling, vapor recovery (booster compression), electrical/control
and automation, general drill site preparation, gas production costs, and
dehydration. Based on the descriptions provided by ARCO and Exxon, the\
-power costs associated withﬂcompression,'heating/c0011ng, vapor recovery,
electrical/control and autcmation, and'geﬁeral'driilrsiterpreparation,aﬁe )
directly allocabie to the compression functien; these costs may be included
in the allowance calculation. However, the power costs associated with} _
~.production and dehydration are costs attributable to normal lease equipment
operation. The CDM, section 647.5A.38, directs that approved investment and
operating costs cannot include jtems normally considered to be lease \
equipment costs. -ARCO and Exxon describe the production and dehydration
costs as costs that include well operating costs, wireline work, and costs
associated with operating tri-ethylene glycol dehydration equipment. The
power supply costs associated with these functions cannot be included 1p the
allowance calculation. Information on ARCO and ‘Exxon's exhibit 24 indicate
that no production and dehydration power costs have been included.
Therefore. the total allowable power costs for 1983 and 1984 are. XY
T ~ respectively, as shown on exhibit 24.

and .. %

Ad valorem taxes -- Taxes imposed on transportation equipment (except income
taxes) are an acceptable expense item. Exhibit 25 of the ARCO and Exxon
submittal details all ad valorem taxes allocated to the Sheep Mountain |
Pipeline project. The total allowable ad valorem costs for 1983 and 1984 -
are. y-< ' and Y- ~ respectively, as shown on ARCO and Exxon's
exhibit 25. B

Overhead -- The MMS aliows actual overhead costs up to -an amount equal|to
10 percent of the pperating costs. ARCO and Exxon have not submitted any
actual cost data to support a claim for the overhead. expense. Instead, they
assume the overhead to be 10 percent of the sum of O&M costs plus power
costs plus ad valorem taxes for each year. ARCO and Exxon: representatives
stated orally in the August 29, 1985, meeting that the expected actual
overhead expenses were in excess of 10 percent of the operating costs., They
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allege that 10 percent of total operating costs is historically a
conservative figure for overhead in oil and gas producing fields and is
1ikely to be even more conservative for a C0, transportation operation
requiring extensive -engineering manpower. ARCO and Exxon object to the |
10 percent ceilirig on overhead as a rule applicable in all cases. However,
they will accept a 10 percent overhead ceiling for the Sheep Mountain
Pipeline transportation allowance if all compression-related costs are
included. : ‘

--The MMS guidelines contained in the CDM, section 647.7.3E, and applicable
to the period prior to March 1, 1988, establish a 10 percent ceiling for
allowable overhead. Furthermore, the guidelines specify that MMS can
- request verification of overhead costs by requesting copies of the
invoices. This policy has been upheld in the U.S. District Court for the
District of Wyoming in the June 22, 1988, decision, The Shoshone Tribe, let . .
al. v. Donald P. Hodel, et al. (No. C81-131 K). The Court found that | 3
general and administrative overhead costs may be deducted from royaity yhene
the costs can be substantiated and only to the extent .that the deduction
does not exceed 10 percent of O&M costs. ‘

--For the pericd prior to March 1, 1988, ARCO,aﬁd Exxon. will be limited/to a
10 percent ceiling on overhead. Compression-related expenses will be |
allowed as part of the expenses against which the ceiling is applied.

Incremental working capital -- This expense is & theoretical expense and
does not represent actual transportation costs. Therefore, the.incremePtal'
working capital expense cannot be included as an expense item in computing
the transportation allowance. - S |

Abandonment expense -- It is not MMS policy to participate in abandonment
expenses. Also, it is not MMS policy to remain associated with pipelines or
plants should they be converted to other uses and not abandoned. ARCO[and
Exxon assert that the costs associated with abandoning the pipeline should
be included in the transportation ailowance. The proposal includes only

those costs pertaining to the segments covered by right-of-way pipeline

- yemoval agreements. However, because ARCO and Exxon do not know how much

additional pipeline length may be required to be removed, they request[
reservation of the right to make supplemental applications to include any-
future costs of abandonment. '

. --In determining a)lowances, MMS allows only reasonable, actual operatjing
costs, depreciation, -and a return-on undepreciated capital investment.|
Costs specifically prohibited from deduction by lease terms, regulations,
court decisions, and policy include those faor compression, dehydratiod,
gathering, and other expenses incidental to marketing, Federal and Stite?
income taxes, abandonment costs, actual and theoretical line losses, and -

costs that are not directly related to the transportation of lease .
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production. These are all costs in which the lessor historically has not
chared and, in many cases, are COSts that are not relevant to the lessor's
interest or responsibility. For these reasons as well as the fact that
costs to -abandon-certain-segments of.the,CDZApipe1ine“are currently

speculative and will not actually be incurred until many years in the -~
future. The MMS cannot .approve the inclusion of an abandonment cost element
in the allowance calculation.

"Interest

° ARCO and Exxon calculated the interest component by using a “weighted-
average prime-rate during construction® figure (exhibits 8, 31, and 32).
The COM, section 647.5A.3A, provides in part: '

. . . Unless otherwise justified, the prime interest rate in
effect at the time of initial allowance approval should be used as
the rate of allowable return on the depreciated investment. Once
established, the rate will be continuous (fixed) over the life of
the pipeline. _

° past MMS policy has been to use the prime interest rate (as published in the
Wall Street Journal) in effect at the beginning of the period for which the
initial allowance is granted. This rate then remains fixed for the

remainder of the 20-year depreciable 1ife. The interest rate on January 3,
1983, was 11 percent. The April 13 and January 5 draft decisions stated
that this rate should be used as the rate of allowable return on the
depreciated investment. '

> The IBLA discussed the principles and philosophies behind the rate of return
policy contained in the COM in three pertinent cases involving the rate
of return used to calculate processing and transportation allowances \ '
(IBLA 87-350, decided May 23, 1989; IBLA 89-299, decided October 26, 1989,
and IBLA 88-158, decided June 28, 1990). In the May 23 decision,‘1nvolving
Phil1i{ps Petroleum Company {Phi111ps), IBLA rejected the prime rate used by
MMS to calculate gas processing allowances at the Lee, Lusk, and Douglas
processing plants and remanded the case to MMS for recalculation. However,
the IBLA apparently rejected the prime rate selected in the Phillips case
only because it was for a period other than the audit period under appeal.
In the October 26 decision, involving transportation and washing allowances
for Black Butte Coal Company (Black Butte), IBLA upheld the MMS use of[the
prime interest rate but emphasized that a reasonable rate of return depends
‘on economic conditions at the time involved. The IBLA concluded . that Black
Butte had not shown the assigned rate to be unreasonable. In the June 28
decision, involving Mobil Producing Texas & New Mexico, Inc. (Mobil), ‘
IBLA upheld usage of the prime rate in calculating a transportation

allowance for CO, produced from the McElmo Dome Unit. The IBLA conclusions

in the Phillips, Black Butte, and Mobil cases can be inferred to mean that
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the prime rate methodology applied to allowances prior to March 1, 1988,
generally would be supported by IBLA if the prime rate chosen reflects the
~economic conditions for the time period involved. -

° The IBLA has consistently upheld usage of a pfﬁhe féﬁé wefhbdb1dgy és
* ambodied in the CDM; MMS will continue to apply this methodotogy to

allowances for the period prior to March 1, 1988. However, 1nstead'of'usin§

the prime rate as published in the Wall Street Journal, MMS will use the
prime rate as published by the Federal Reserve Board (Board), Federal
Reserve Bank of Dallas. The prime rate data compiled by the Board
represents.an average of the rates of 29 banks Jlocated in major cities

across the U.S. and thus should provide a sound basis for establishing the -

prime rate used for allowance purposes. Prime rates published by the Wail
Street Journal are derived similarly but are not.available for the same |
historical periods.as are the Board data. . ' '

° Thg"hrime interest fate on January 1, 1983 (as compiled by the Bonrd)..wasi ‘

11.5 percent. ARCO and Exxon will be required to use the prime {nterest

" yate of 11.5 percent to calculate the Sheep Mountain €O, transportat!on. .

allowance.

Throughput
= ARCO and Exxon provided actual throughput figures for 1983 and 1984

(exhibits 33 and 34). These figures should be used to calculate the actual

1983 and 1984 transportation allowance.

Two-Year, Loss Roll-Forward Provision

°'In the original August 29, 1985, allowance request, ARCO and Exxon proposed
" - using a 7-year transportation aillowance reporting period. " In the Apr11‘13

draft decision, MMS required ARCO and Exxon to use a 1-year reporting qeriod

for transportation ailowances. In the June 12, 1987, allowance request,.
ARCO and Exxon proposed using a 2-year allowance accounting period as an

alternative to the original proposal of a 7-year transportation allowance
accounting period. ARCO and Exxon selected the 2-year accounting period

because it ". . . will reduce the number of hours required on both the |

applicants' and the Federal Government's part to recalculate and monitor the

‘transportation allowance." However, the ARCO and Exxon proposal also

“includes a "loss roll-forward provision" whereby actual transportationjcosts

~ not captured in a given 2-year period would be ‘carried forward so as to
enable such costs to be'pqtent1a11y recouped in future years. -

° ARCO and Exxon contend that low throughput was normal during the garly| years

of pipeline operation because demand for CO, in west Texas was initialjly
low. .These low throughputs combined with high actual transportation costs
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resulted in transportation expenses that exceed the value of the product
during the initial period of the project. ARCO and Exxon claim that this is.
a potential problem throughout the life of the project because of wide )
variations 1n'C02-consumption demands. They also claim that if the loss
roli-forward provision is not an integral part of the MMS-approved

transportation allowance, the allowance would "unlawfully penalize" the
lessee for commencing a major CO, production and transportation project.

° The MMS policy is to grant allowanées on a yearly basis based on.the
lessee's reasonable, actual costs incurred to transport lease production.

Cap on Transportation Aliowances

> Historical MMS policy has been to limit transportation allowances for _
onshore leases to 50 percent of the value of the product as specified in the
CDM, section 647.5.3E. If a lessee believed it was entitled to relief frqﬁ
this limitation, MMS had required the lessee to specifically request, in

" writing, an exception to the limitation. However, in cases where a .lessees:
could demonstrate that unusual circumstances warranted relief from the
50 percent 1imitation, MMS has granted exceptions to the allowance
Timitation. :

° ARCO and Exxon have adequately demonstrated that transportation of SheeL
- Mountain €0, occurs under unusual circumstances and that the costs of |
transportation are in excess of the 50 percent limitation the first few

years. Given the uniqueness of the commodity and the atypical operational
constraints of the pipeline, ARCO and Exxon may deduct actual transportation

costs not to exceed 99+percent of the value of the CO,.

Scope of Transportation A110w&nce_

|
_ , _ - : [
~° In the April 13 draft decision, MMS advised ARCO and Exxon that the -
“allowance granted wiil cover transportation costs from Sheep Mountain to the
individual ‘contract delivery points at or near the various tertiary recovery
units in west Texas.  In the June 12, 1987, submittal to MMS, ARCO and| Exxon
contend that *. . . -while the transportation allowance will pertain only to
the Sheep Mountain CO, Pipeline, all costs incurred in the de]ivery-of\co
from an outlet on the Sheep Mountain CO, Pipeline to the ultimate point o
connection with the inlet facilities on any given consuming unit should be
fully deductible from Federal royalty payments if such inlet facilities are.
designated as the contractual change of title or delivery point."

* The MMS policy is to allow all actual, reasonable transportation costg»
incurred by the lessee to move production off the lease to the point of
first sale or title transfer.
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CONCLUSIONS J

Depreciation

Pipeline capital -- The MMS bases allowable depreciation on the actual o@t-'
of-pocket costs incurred for property and equipment (including delivery and
installation) integral to the pipeline. Exhibit 10 of the ARCO and Exxor
submitta]l shows <X.# of spent capital for the pipeline. This figure
must be reduced by the cost incurred to purchase land for the Clovis ° '
Operation Center. :

Salvage value -- Although a 10 percent salvage value is normally required by
MMS, ARCO and Exxon have provided sufficient justification to support their
claim for a zero salvage value. If the pipeline is later deemed to be
salvageable, MMS must be notified.

) )
Compression-related capital investment -- The MMS will allow the capitalized
‘compression costs, including all costs relative to the installation of power
facilities to operate the compressors, in the transportation allowance
calculation. No dehydration costs shall be included.

IDC -- The MMS recognizes IDC &s part of the depreciable capital investment
base on which the transportation allowance rate is calculated. ARCO and
Exxon have not provided adequate documentation supporting their proposed IDC
figure; therefore, the IDC figure is not included in the depreciablie capital -
base used to calculate yearly depreciation. The MMS will reconsider
including IDC in the depreciable capital base if ARCO and Exxon submit |
sufficient documentation that more fully explains the proposed IOC figure.

Inflation -- Inflation is not considered by MMS to be a depreciable asset.
Tnflation of capital prior to 1983 will not be allowed in computing the
transportation allowance.

Expenses

08M -- The pipeline 0&M costs (including the power necessary to operate| the
pipeline) and compression-related 0&M costs are acceptable operating costs.

Power costs —- The compression—re1ated.power costs requested by ARCO and
Exxon will be allowed in the transportation allowance computation.

- Ad valorem taxes __ The ad valorem taxes requested by ARCO and Exxon.will.be .
aliowed in the transportation allowance computation. ‘
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Overhead -- The ‘MMS has consistently app11éd a 10 percent cei11ng on |
overhead to all transportation allowances, both onshore and offshore, for

' many years. The MMS considers this 10 percent ceiling a reasonable !
‘aliocation .of .overhead.costs.. The 10 percent ceiling rate will be used to

calculate the Sheep Mountain Pipeline transportation allowance for the
period prior to March 1, 1988. During audit, ARCO and Exxon may be
required to substantiate this 10 percent figure. As discussed above,
compression-related costs will be included in the costs against which the
10 percent ceiling is computed. . :

Incremental working capital -- The incremental working cdpital expense
proposed by ARCO and Exxon 1s a theoretical expense and does not represent
an actual transportation cost. This expense will not be allowed in the
transportation allowance computation. R

Abandonment expense -- Costs of abandoning pipelines or other . 1 .
transportation-related facilities are not allowable transportation costs. °
Current and/or future 1iability for abandonment -expenses are a cost to be
borne solely by the lessee. The Sheep Mountain Pipeline transportation
aliowance shall not include the costs for abandoning the pipeline.

The MMS histbrica11y has used é prime rate methodology for calculating

‘transportation allowances. The Sheep Mountain transportation allowance [for

the period prior to March 1, 1988, will be calculated using this same
method. The interest expense must be based on the prime interest rate in
effect at the beginning of the period for which the initial allowance is

granted based on the prime interest rate compiled by the Federal Reserve

Board. This rate was 11.5 percent on January 1, 1983. :

Two-Year, Loss Roll-Forward Provision

'°.The MMS and its predécessor Agency historically have granted yearly |

transportation allowances based on actual costs incurred by the lessee for
production transported during that year. The MMS will continue to require
ARCO and Exxon to -calculate and report the Sheep Mountain CO, transportation
allowance on a yearly basis. In addition, MMS will not allow any loss roll-
forward provision. The MMS does not helieve that a yearly allowance without
a loss roll-forward provision unlawfully penalizes the lessee. It has been

.the policy of MMS to allow only actual, reasonable costs up to the

established 1imit calculated on a yearly basis.. The MMS will not approve
any excess cost to be recouped 1in subsequent years.
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Cdp on Transportation Allowance

e The'Sheep Mountain COp transportation allowance will not be -subject to the
.80-percent Timitation. ARCO and Exxon may deduct actual transportation
costs not to exceed 99 percent of the value of the CO,.

Scope of Transportation Allowance

° The MMS policy is to allow all actual, reasonable transportation costs -
incurred by the lessee to move lease production off-lease to the point of
first sale or title transfer.. If CO production from Sheep Mountain is
transported along pipeline segments Gther than the Sheep Mountain Pipeline
prior to the point of first sale or title transfer, MMS will allow
transportation costs associated with these segments to be deducted.. These
costs will be subject to the same qualifications and limitations as the -
costs incurred on the Sheep Mountain Pipeline. However, the total cost to .
move production from Sheep Mountain through the Sheep Mountain Pipeline,
including any additional pipeline segments not on the Sheep Mountain
Pipeline, cannot exceed 99 percent of the value of the product.

Calculation of Sheep Mountain o, Transportation Allowance

° An example detailing the method ARCO and Exxon should use to calculate the
Sheep Mountain C0, transportation allowance is provided for 111ustrativd
purposes only. The example uses the pipeline capital investment figure of

¥y ~ provided by ARCO and Exxon. This figure must be adjusted to
exclude the cost to purchase land for the Clovis Operation Center. In '
addition, ARCO and Exxon must recalculate depreciation and return on
investment based on the adjusted capital investment figure. ‘

~° Appendix 1 is a sample of a 20-year straight-1ine depreciation schedule‘for
the Sheep Mountain CG, Pipeline. An investment figure of X }
Xy (pipeline) and x+-Y¥ | ‘compression)], a salvage value of
zero, and a prime interest rate of 11.5 percent were used, as previous1¥
discussed. ‘

* Appendix 2 provides a summary of the MMS-allowable operating costs and the
10 percent overhead calculation. ]
° Appendix 3 shows the method of calculating transportation allowance rates.
For 1983 and 1984, .the sample calculated transportation a11owance'rates\are
“{ McF and¥ ¥ /Mcf, respectively. These allowance rates will change
when the allowance is recalculated to exclude the cost to purchase land for
the Clovis Operation Center. ' : -
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= Transportation allowances cannot exceed 99 percent of the product's value at

the nearest competitive sales point.

To -deduct a transportation allowance, ARCO should follow the standard i
two-line entry format required by the MMS Auditing and Financial System as
outlined in the September 1986 issue of the Payor Handbook, Section 3.9,

"Reporting Allowances." If further clarification is needed regarding the

Form MMS-2014 reporting requirements, ARCO may contact personnel in the MMS
Lessee Contact Branch. S : :

ARCO and Exxon should recalculate the allowance rates for 1983 and 1984
using the revised capital investment figure and should submit actual cost
data for Calendar Years 1985 through 1987 and for January and February 1988
following the approved method outline above. Allowances for the period \
subsequent to February 1988 will be calculated in accordance with the new ¢

allowance regulations which became effective March 1, 1988. .
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SAMPLE DEPRECIATION SCHEDULE FOR SHEEP MOUNTAIN CARBON DIOXIDE PIPELINE BASED
ON THE INITIAL ALLOWABLE CAPITAL INVESTMENT OF %o 7ERC SALVAGE
VALUE, AND 20-YEAR .STRAIGHT-LINE DEPRECIATION _ ;

Beginning = ) " End -
of Year - of Year
Allowance Undepreciated Annual 9 Undepreciated Return on3
Year Investment Depreciation Investment Investment

1983

1984

1985

1986

1987

1988 -

1989

1990

1981

1992 5( H/

1993
1994
1995
1996
1997

1998
1999
2000
2001
2002

2003

1This figure must be adjusted to exclude the cost to purchase land for the
Clovis Operation Center. . - :

Z'f' Yoy _ 120 years.

3Beginn1ng of year undepreciated investment times prime interest rate of
11.5 percent. : '
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Mr. F. David Loomis .

Manager, Mineral Audit Section

Department of Revenue - '
.State of Colorado =~

999 18th Street, Suite 1025

Denver, Colorade 80202

Dear Mr. Loomis: .

Thank you for your letter of November 15, 1991, concerning the proposed
transportation allowance decision for carbon dioxide produced from the Sheep
Mountain Unit, Huerfano County, Colorado. In your letter you took exception
to the Minerals Management Service’s (MMS) decision to include capitalized and
expensed compression costs in the allowance calculation and to permit the
- allowance to exceed the 50-percent limitation. ' s {

_ ' \
After careful consideration of your comments, I-have decided to sign th?
transportation allowance decisions -addressed to ARCO 0i1 and Gas Company o
(ARCO) and Exxon Company, U.S.A. (Exxon) as originally proposed by the Royalty

Management Program (RMP)}. I concur with RMP’s conclusion that the compression ,
costs at Sheep Mountain are costs associated with transportation, not costs to o
place production in marketable condition. Also, RMP’s analysiscoOf The revenue ’ﬁz :
and cost data indicates that the 50-percent limitation will be exceeded ©only Enelose

in the first few years of pipeline operation when the throughput is low.

Your letter also requested the right to respond to the Interest During
Construction (IDC) issue when it is revisited by RMP upon application by ARCO - -
.and Exxon. In the future, if ARCO and Exxon request approval to include IDC -
in the Sheep Mountain transportation allowance calculation, MMS will consult
with the State of Colorado prior to making a decision on this issue. '

Again, thank you for your concern on these issues. If you have any questions,

please contact Mr. Donald T. Sant, Deputy Associate Director for Valuation and
- Audit, at (303) 231-3899.

Sincerely,

(s s.Scott Sewel /

Director

Ehc/]or,u.re,

O Chre

3
—
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This dacision is set up for the Director's signature because it is
& change in policy. Traditionally, most all costs for compression
were claimed to be costa of putting the product in marketable
o oondition. . However, we_now believe the compression costs _in the

transportation of the ocarbon dioxide should be oconaidered a
function of transportation and included in the tz-ansportat.ion
allowance. There are no other known disputes between MMS and Exxon

and Arco in this valuation issue. The State audigg:s_y)-ll——n
this decision but it is consistent with the principles in the IBm
' . decision in Exxon LaBarge. Attached is an expanded bhrisfing sheet.




ROYALTY MANAGEMENT PROGRAM
ROYALTY VALUATION AND STANDARDS DIVISION

Royalty-Valuation-Procedure-and
Transportation Allowance Calculation
Sheep Mountain Unit

SUMMARY OF FACTS AND ISSUES

Through various oral and written presentations, ARCO Oil and Gas Company
-(ARCO) and Exxon Company, U.S.A. (Exxon), jointly requested approval of a
transportation allowance and separately requested approval of a royalt& :
valuation procedure for carbon dioxide (CO,)} produced from the Sheep
Mountain Unit (Sheep Mountain), Huerfano County, Colorado. The CO, is
transported to west Texas where it is used in tertiary oil recovery
projects. C , '

Royalty will be based on sales values in west Texas less an allowance for
the costs of transporting CO, to the sales outlets.

Arm's-length contract prices will establish value for all €0, sales under
those contracts. Non-arm's-length contract prices will establish value for
all €0y sales under those contracts if they are equivalent to prices. in
comparable arm's-length contracts. Arm's-length contract prices in a nearby
unit, field, or area will establish value when non-arm‘'s-length prices are
not acceptable, or no sales occur. ' o )

Two major issues are involved in the calculation.of the Sheep Mountain
transportation allowance; inclusion of compression costs and exception|to
‘the 50 percent allowance limitation. A1l other significant issues;
e.g., rate of return, have been decided in.accordance with the Minerals
Management Service (MMS) historical guidelines and policies for
transportation allowance calculations,

A recent decision by the Interior Board of Land Appeals (IBLA) (IBLA-826,
decided March 8, 1991) addressing allowable costs of transporting gas to the
Shute Creek gas processing plant in Wyoming required MMS to consider the
purpose of various costs in determining whether inclusion of these costs in
an allowance calculation is proper. In essence, IBLA concluded that those
costs incurred solely for the purpose of transporting production off the
Jease are allowable transportation costs. -Other recent decisions of I?LA
regarding transportation and processing allowance issues also have focgsed
on considering the purpose of costs incurred as opposed to just the type of .
gost in determining deductibility. : o

The RoyaTty Valuation and Standards Division (RVSD) analyzed the compression
function at Sheep Mountain and found that compression is a critical element
in keeping COZ in the single phase necessary for safe and efficient 1
transportation. In light of this analysis and the directives contained in
the IBLA decision, RVSD recommends that ARCO and Exxon be allowed to include

compression costs in the transportation allowance calculation.




* Historical MMS policy has been to 1imit transportation allowances for

onshore—leases—to—50-percent-of-the-value-of-the-product—However,~ARCO-and——
Exxon have adequately demonstrated that transportation of Sheep Mountain co
occurs under unusual circumstances and costs are in excess of the 50 perceng
limitation. The RVSD has granted exceptions to the 50 percent limitation in
other circumstances and recommends that ARCO and Exxon be allowed to deduct
actual transportation costs not to exceed 93 percent of the value oftje
- CO - : : S '
2* : :

: . !
° The proposed decisions apply only to production ocecurring ‘prior to March 1,
1988. Production occurring on or after March 1, 1988, must be valued jn
accordance with the regulations at 30 CFR 206 (1990). However, only one
element of the Sheep Mountain transportation allowance will change.” |
Beginning March 1, 1988, the return on investment will be calculated using
the Standard and Poor's BBB bond rate instead of the prime interest rate.

° The State of Colorado generally agrees with MMS's decision on the valuation
* and transportation allowance calculation for C0,. However, the State may
object to the inclusion of compression costs in the allowance calculation.

The State's position is that compression costs should be disallowed bedause
- such costs represent the cost of placing production in marketable condition.
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ARCO/EXXON SHEEP MOUNTAIN

Sales Price/Mcf Rt SO s
Transportation Allowance/Mcf
With Compression . e Y- ¢
 Without Compression ey
Allowance Expressed s a- -
Percentage of Stles Price
‘With Compression | 40 percant 4] pereent
Without Compression ~ . 3l percent 31 percent
Annual Federal Royalty 1
tffect of Including 1y S -
Compression in Allowance= —K 7

1/ Federal participation in Sheep Mountain Unit = 55.59 percent.
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EXXON CORPORATION - LABARGE PROJECT
IBLA 86-262 (March 8, 1991)
Key Elements of Decision

PRODUCTION FROM LABARGE PROJECT

° Reversed Director's decision denying the inclusion of the costs of
dehydration in the'determination of & transportation allowance.

- ruled that the field dehydration was_so1e1j for transportation

- required agency to lock at purpose of gas‘conditioning‘expenditures -

because no market existed for dehydrated LaBarge gas, purpose of
" dehydration was not for marketing

- modified Assistant Secretary's decision dated October 19, 1988, by

ordering field dehydrationato be included in determination of a

transportation allowance for production on and after March'l, 1988,

~had coomitted to this in its own decision

° Affirmed 50 percent‘;ransportatiOn allowance limitation.

- Exxon provided no data demonsfrating that the limitation was incorrect

ASLM

°* provided IBLA's understanding of the evolution of the regulations regarding

processing cost deductions that existed prior to March 1, 1988.

‘- the 66 2/3 percent limitation has been historically well suited to
process1ng allowances for wet gas (gas containing 11quef1ab1e

hydrocarbons) because of its simplicity and because it has approx1mated

the lessee's actual costs of manufacture

- no regulations existed addressing how MMS should value & gas stream that

contains no recoverable NGL's, such as the LaBarge gas stream consisting

of methane, nitrogen, C0,, sulfur, and helium




- furthermore; the Eegulations at 43 CFR 3103.3-1 and Exxon's lease terms
provide for an allowance to exceed 66 2/3 percent of the value of any

product-with-approval_of_the-Secretary. |

- consequently, the 66 2/3 percent limitation is inadequate to approximate
Exxon's actual costs of processing the LaBarge gas stream and should| not
be used in determining a processing allowance for LaBarge gas '

> Reversed Director's decision requiring Exxon to place methane in marketable
condition without benefit of an allowance. . ' '

- California Co. v. Udall does not bear on processing of LaBarge gas because
such case pertained to conditioning gas for market without resortingito

processing

. - LaBarge gas must be processed; therefore, no case basis exists for
requiring Exxon to process gas for the purpose of placing residue gas in
marketable condition without a deduction for processing costs IR

- residue gas is clearly a product of processing and is therefore entitled
to an allowance in accordance with 43 CFR 3103.3-1

MMS Viewing of California v, Udall

° Case supports Secretary's discretion to define production as production in
marketable condition. Supports proposition that production must be an
identifiable product. o -

- costs for conditioning a raw well stream, such as for separator, heater- -
‘treater, free-water knockout, and other production equipment, i.e.,
production costs, are not deductible because the costs are incurred prior

to achieviﬁg identifiable products (o1l and gas)




- costs for compression and dehydration for the purpose of meeting |
contractual spécifications are costs of placing products in marketable

condition and_are_not deductible
Implications on Poiity
® Compression and dehydration '

- would a déduction be required from value whenever compression or
dehydration is performed without a direct tie to market requirements --
for example, if offshore gas is compressed and dehydrated at the platform
prior to transportation to- an onshore gas procéssing plant and Furthér
sale to a downstream end user, even though the installation of the

"~ equipment was origiha?Wy to meet original interstate sales contract?

°If compressﬁon and dehydration-are for other than achieving production in
marketable condition, is the fuel used royalty bearing under lease terms?

° For pure COZ where no market exists at the 1easg, are all costs of
- compression and dehydration costs of transportation?

° Is gas containing no liquefiable hydrocarbons the only gas production to
which the wet gas rule does not app1y?':

° Should these atypical gas streams be the only gas production for which
' extraprdinary processing .costs under the March 1, 1988, rules if such.

pravision is retained?
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IN REPLY ) DENVEER, COLORADO ™ 80235
REFER TO: .
MMS-RVS-0G
- Mail Stop 3520
' | _DEC 27 1891
Memorandum - : ' a
To: ‘ Director, Minerals Mahagement Service

From: Aotimgsociate Director for Royalty Management

Subject: Transportation A1lowance for Sheep Mountain Unit Carbon D1ox1de
' (CO,) Production

We have conducted a- thorough review of the State of Colorade’s (State)
position regarding the. proposed Minerals Management Service (MMS) decision
letters to Exxon Company U.S.A. and ARCC Oil and Gas Company granting a
transportation allowance for CO0, produced from the Sheep Mountain Unit,
Huerfano County, Colorado, and transported to west Texas for sale. In its
"~ letter dated November 15, 1991, the State took exception to two specific
aspects of the proposed decision. Those aspects are the inclusion of

compression costs in the allowance calculation and permitting the aT]owance to.

exceed 50 percent of the value of the (0, sold in west Texas.

Our analysis of the position presented by the State is attached. In summary

. we found no compelling arguments to reconsider the MMS position presented in

~ the proposed decision letters. Regarding the revenue impacts, we found 1t
necessary to conduct a reconciliation of the State’s Exhibits B and C to |
arrive at an accurate portrayal of effects. The attached analysis includes a
description of the reconciliation as well as a schedule of est1mated allowance
rates that will result from the proposed decisions.

Our recommendation is to proceed with issuance of the transportation allowance
decistion letters now before you. If there are any quest1ons, please contact
Don Sant at FTS 326-3899.

Attachment




Attachment

ANALYSIS OF THE STATE OF COLORADO’S NOVEMBER 15, 1991, REMARKS REGARDING o
THE MINERALS MANAGEMENT SERVICE’S PROPOSED TRANSPORTATION ALLOWANCE |

. DECTSION FOR SHEEP MOUNTAIN UNIT CARBON DIOXIDE PRODUCTION

By letter dated November 15, 1991, the Mineral Audit Section, Department of
Revenue, State of Colorado (State) responded to the Minerals Management
Service’s (MMS) proposed transportation allowance decision for carbon dioxide
(CO,) produced from the Sheep Mountain Unit, Huerfano County, Colorado. In )
~this letter, the State took except1on to MMS’ decision to include cap1ta11zed
and expensed compression costs in the allowance calculation and to permit|the -
allowance to exceed the 50-percent limitation. The State offered arguments on
four po1nts to support its position. The following discussion synop51zes the -
State’s arguments and presents MMS’ response,

Historically, MMS has considered compression costs as costs to p1ace
production in marketable condition. :

i,
In its response, the State quotes extensively from Bureau of Land Management
operating regulations, MMS policy letters, Kuntz 0i] and Gas Law ‘documents,
and the Conservation Division Manual (CDM) (originally issued by the i ,
U. S. Geological Survey and later adopted by MMS). The State also cited two -
court cases that discussed the issue of natural gas .in marketable cond1t1on
The State concluded that these regulations, guidelines, and legal precedent
support their position that compression costs are nothing more than marketing
costs and should not be allowed as deductions from value in the determ1nat1on
of roya1t1es due. . ‘

A1l of the sources cited by the State contemplate marketable condition as| it
applies to natural gas. When these documents were formulated, production| of
C0, for the marketplace had not yet occurred on Federal lands. Even today,
very few situations exist that involve sales of C0,.- Natural gas, however, is
a commodity that has been produced and sold since the early part of this W
century. As a result, a large body of laws, regulations, and Tegal dec15pons
exists that contemplates how to establish value for natural gas production.
Also, industry has established specific operating standards that producers and
pipelines must follow in order to produce and sell natural gas,1n ‘the United
States. In contrast, CO, has been produced and sold only since the ear]y‘

- 1980’s and no laws, regu1at1ons, or established industry standards specific to
C0, exist for determining value. Thus, regulations, court cases, and gu1dance'
{such as the CDM) applicable to natural gas are used by MMS to value CO, but
must be balanced with the actual circumstances that are un1que to the
production and transportat1on of C0,.

Sheep Mountain compression costs are distinct from the Exxan Corporat1on
{Exxon) LaBarge Interior Board of Land Appeals (IBLA) case. .

‘The MMS’ proposed Sheep Mountain decision cites the Exxon LaBarge IBLA
decision, Exxon Corp., 118 IBLA 221, issued March 8, 1991, as the basis for
its decision to allow the compression costs in the Sheep Mountain allowance
: ca1cu7at1on In 118 IBLA 221, the IBLA concluded that the purpose or funct1on

4




of a process must be examined to determine whether costs of that process are
properly included in the determination of value. At LaBarge, the |

transportation fURCtion at i15sue was the deliydvation of raw gas. The IBLA‘
concluded that field dehydration conducted at the Black Canyon dehydration
facility was so]e]y for the purpose of transporting the gas to the Shute Creek
plant for processing and therefore such dehydration costs should be a110wed as
a deduction in calculating royaity value.

In 1ts arguments, the State focused on the function’s point of occurrence|and
made the distinction that the field dehydration facility at LaBarge is 1ocated
outside the administrative boundaries of the unit.area, whereas the field|
compression facilities at Sheep Mountain are located within the boundaries of
the unit area. The State asserts that this distinction is sufficient bas1s to
conclude that the concepts of the lLaBarge decision should not apply to Sheep
Mountain. The State also cites an IBLA decision, Mobil Producing Texas &\

New Mexico, Inc., 115 IBLA 164, issued June 28, 1990, to Mobil Produc1ng Texas
- and New Mexico, Inc. (Mobil) in which the IBLA remanded a compression expense
issue to MMS for reconsideration. In 115 IBLA 164, MMS agreed to recons1der
its .decision regarding compression. Based on MMS' response to the
reconsideration, the State concluded that the point at which compression \
occurs is significant to the issue of whether to allow compression costs in
the transportation allowance. The State claims that, consistent with the|
Mobil decision, the compression at Sheep Mountain is a cost to place |

- production in marketable condition because it occurs prior to the point of

royalty measurement and should be disallowed.

We d1sagree with the State’s interpretation of the IBLA’s decisions in both
the Exxon and the Mobil cases. In both decisions the IBLA emphasized that the
determining factor in deciding whether costs are allowable as deductions is
"the purpose of the function, not the po1nt at which that function occurs. |
There is no dispuie that the compression at Sheep Mountain occurs prior to the
point of royalty measurement. To reduce costs and environmental damage, ARCO
0i1 Company (ARCO} and Exxon consciously chose to co-locate the compress1on
facilities with the production facilities. Aga1n the phys1ca1 location of
the compression facilities at Sheep Mountain is not the govern1ng factor. ‘ The
primary purpose of the compre551on must be considered and, in the case of]
Sheep Mountain, that purpose is to keep the CO, in singie phase throughout the
pipeline as it is transported to west Texas.

We also disagree with the: State s conclusion that any funct1on occurring prior
to the point of royalty measurement should be disallowed solely for that |
reason. There are numerous cases where transportation and processing costs
occur prior to the royalty determination point and are allowed as deductions
from the value of production for royalty purposes, In fact, in the Exxon|

. LaBarge case, the point at which value is determined for the produced methane,
-C0,, n1trogen, suTfur, and helium is at the tailgate of the plant and value is
estab]1shed based on functions (processing and pre-plant transportation) that
occur prior to the point of value determination. To further illustrate the
point, for oil produced offshore, meters are located both on the platforms,
for purposes of allocation, and at the outlet of storage and transfer
terminals for the purpose of royalty measurement. Costs incurred for the




transportation of the oil from the platform to the royalty meter are
deductible in determining royalty value.

In summary, the previously cited IBLA decisions, as well as other dec1s1ons of.
the IBLA, provide administrative guidance to MMS that consideration must be
given to the purpose of compression at Sheep Mountain rather than the point at
which the compression occurs. We conclude that the compression costs at Sheep
Mountain are costs associated with transportation and consequentTy these costs
should be 1nc1uded Ain the a]lowance calculation.

Compress1on costs are mere1v marketing costs.

g
The State’s position is that the compression function occurr1ng at Sheep !
Mountain is- indistinguishable from the typical compression function requ1red
. in natural gas pipeline situations and should not be allowed as a
“transportation deduction. The State cites language contained in typical CO
delivery contracts in west Texas for Sheep Mountain CO, as the basis for ﬂts
position (State’s Exhibit A). These contracts generally specify a delivery
pressure of 1,800 to 2,100 psig. The State contends that these de11very ‘
pressures d1ctate the need for compression and therefore compression is simply
a market1ng cost. The State also notes that ARCO and Exxon have claimed that
the minimum pressure needed to keep the CO, in a supercritical phase is

Y- but that the pressure needed to enter the pipeline at the unit|

boundary is -4 psia. The State concludes that because the pressure
of the produced €0, is below ‘the pipeline entrance requirement of x-v \
Xeof sia and the requ1red contract delivery pressures ot . </ ps1g,

compression is occurring strigtly for the purpose of p]ac1ng the product in
‘marketable condition. '

The ground elevation at the Sheep Mountain unit boundary is almost 9,000 feet.
The Sheep Mountain pipeline leaves the unit, drops to an elevation below \
6,000 feet, then rises to an elevation just over 8,000 feet to cross Raton
Pass. From Raton Pass the elevation drops 5,000 feet to the west Texas

- delivery points. At the unit boundary, €O, enters the pipeline at -
¥:4 psia then drops to a low of Y.~ ) psia at Raton Pass. After the
p1pe11ne crests Raton pass, the hydrostatic load of the CO, in the p1pe11ne
increases the pressure to about ¥-“. psia which exceeds pipeline design
specifications and causes the CO, to 11qu1fy To mitigate these undes1rab1e
effects, the CO, pressure is reduced at a pressure-reduction station. When
-the CO, is finally delivered to points in west Texas, the pipeline pressure is
about ¥4 psia. |

When ARCO and Exxon solicited bids for delivery of CO, in west Texas, |
potent1a1 purchasers were informed that delivery pressure would be about ‘
psia due to the hydrostatic load of the CO, in the p1pe]1ne that occurs
downstream of Raton Pass. Thus, delivery pressures specified in the wrltten
contracts were the result of producer established criteria that reflected,
actual CO, pressures availabie in west Texas. Compression was not performed
“to meet purchaser-established contract delivery pressures. Furthermore, we
cannot concur with the State’s belief that the pressures established in the
contracts are standard delivery pressures for marketability purposes. We| are




unaware of the existence of any standard delivery pressures or industry
marketability standards for CO, which could be equated to industry standards

vecognized for natural gas. Contract pressures for Sheep Mountain production
are simply the reflection of available pressure at the delivery point.

The State notes that single-phase flow is achieved at ¥:¢° psia but-CO, at
Sheep Mountain is compressed o x & psia. The State alleges that this
proves that compression is performed solely to meet prescribed pipeline
entrance requirements. The State also suggests that if the pipeline was owned
by a third party, ARCO and; Exxon would be required by that pipeline owner to
compress the €0, t¢ X« & psia prior to delivery. Lastly, the State
argues that just because ARCO and Exxon are pipeline owners, they should not
- gain favorable benefit above and beyond that of a lessee who does not own the
pipeline. Again, the State incorrectly draws analogies between accepted
~ standards and pract1ces in the natural gas industry that do not have
application to CO,. .

Significant e]evat1on changes occur on the Sheep Mountain pipeline after the
€0, leaves the origin meter station. Because there are no auxiliary -
compressor stations to maintain pressure, h1gh initial pipeline delivery
pressures {_, W~ ps1a) are needed to insure that the CO, maintains a
single phase flow 'xttf psia or.above) at Raton Pass. Again, these pressures
are not dictated by contract delivery pressures, as suggested by the State,
and would be necessary regardless of whether the pipeline was owned by ARCO
and Exxon or a third party. If the pipeline were owned by a third party, MRCO
and Exxon would simply be charged a transportation fee that included the costs
of compression to maintain the CO, in a single phase flow.

The royalty impact of this decision is detrimenta] to past, present, and
future rovalty collections. _

Based on audit work performed, the State analyzed data re]ated to the proposed
Sheep Mountain transportation decision and concluded that the State of ‘
Colorado will derive 1little, if any, benefit from the CO, produced from Sheep
Mountain. The State provided two exh1b1ts (Exh1b1ts B and C) to 111ustrate
its assertion.

we reca]cu]ated the Sheep Mountain transportation allowances as shown on
Exhibit 1, Column 3, considering adjustment of the capital investment figure .
downward to reflect the State’s disallowance of some costs, and inclusion [of
the power costs associated with compression. For comparison purposes, we have
reiterated MMS’ original calculations (Column 1) and the State’s calculations
(Cotumn 2). Our analysis shows that during 1983 and 1984 the allowance w111
exceed the 50-percent 1imit. Much of this impact is due to the low throughput
.dur1ng the initial start-up of the pipeline. However, in 1985, the allowance
is at the 50-percent 1imit and in subsequent years drops below that limit. We
believe that these calculations accurately reflect the impact the proposed
decision will have on the value of CO; produced from the Sheep Mountain Unit.

In addition to the comments‘above, MMS would 1ike to-offer a brief discussion
~on the issue of the 50-percent limitation. Although the State objects to




allowing ARCO and Exxon to exceed the 50- percent limitation, it provided no
arguments in support of its position. o : |

\
The MMS has, in fact, routine]y granted except1ons'to the 50-percent 11m1t\'
since the mid-1980"s to recognize lessees’ actual and necessary costs 1ncurred

to transport royalty bearing production to market. This practice is \

~consistent with administrative appeal decisions rendered by the Director, MMS
Furthermore, the amended o0il and gas product valuation regulations that became
effective March 1, 1988, prOV1de for the granting of transportation a11owapces

" in éxXcess of 50 percent to recognize actual, reasonable, and necessary
transportation costs incurred by lessees. ARCO and Exxon have demonstrated
that during the first few years of operation when throughput of the system
Tow, actual allowance costs will exceed the 50-percent limitation. We
continue to recommend that ARCO and Exxon be granted an exception to the
50-percent limitation to recognize actual and necessary costs incurred to
transport CO, from the Sheep Mountain Unit to the west Texas market.

is




Exhibit 1

Sheep Mountain CO, Transportation Atlowance Decision
Comparison of State of Colorado and Minerals Management Service Data

Hq ¥3] (3) € T ¢ 1 (6
Revised Weighted . '
MMS State Al |owange Average 30 Percent Throughput
Calc. Cale. Calc, Co, Price Limit o (Mef)
Al lowance 1983
Rate (Mcf) 1984 e 3 ————
3 1985 I S ~ T
1986 ' T o ~——
1987 U T

*Year when allowance drops betow 50 percent 1imit

n

(2)

(3

(4

{5)

{6

1988 S 4 | T

Does not include some power costs associated with the compression function,

Reflects deduction of *;L {(, of capital investments costs that were disallbwed by the State of Coalorado
during a preliminary audit. )

Reflects deduction of capital costs, and includes electrical power -costs associated with compression,

Calculated by summing the products of all individual west Texas unit prices times the CO., voiume &ellvered to
each unit. and dividing that sum by the total Sheep Moun*ain'CO2 volume delivered to west Texas.

.

Weighted average price times 50 percent.

Total Federal, State, and fee CO.,-valume measured at the qrigin meter station, Sheep Mountain Unit. In
accordance wlth Sheep Mountain Unif Agreement, Exhibit B, Federa! participation (based on acreage) is
0.5559341, The State's calculated revenue impact does not reflect the Federal participation factor,
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MINERALS MANAGEMENT SERVICE i
ROYALTY MANAGEMENT PROGRAM
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Mail Stop 653
MMS-RVS-0G:90-0020
CERTIFIED MAIL-- S MAR 02 1395

RETURN RECETPT REQUESTED

Ms. Gay Anderson

Consultant Accountant

Mobil Exploration &
Producing U.S. Inc.

P.0. Box 650232

Dalias, Texas 75265-0232

Dear* Ms. Anderson:

By letters dated December 21, 1989, and January 5, 1990, Mobil Exploration &
Producing U.S. Inc. (Mobil}, regquested Minerals Management Service (MMS) to
grant relief from the 50 percent Timitation on transportation allowances i_
regardinngO2 production from the McElmo Dome Unit during calendar years 9985
and 1986. ‘ |

As discussed in the telephone ‘conversation on February 14, 1990, with
Ms. Theresa Walsh Bayani, MMS, please submit the following information
within 15 calendar days of receipt of this Jetter:

(1) The actual cost data for each of the items approved by MMS for inclusion
in the 1941 pipeline consent decree tariff calculation procedure for| the
Cortez Pipeline,. '

!

(2) The actual State and Federal income taxes that would be included in the
calculation procedure for the allowance for calendar years 1985 and
1986. This information may be included in the calculation procedure!for
the allowance as a result of the Interior Board of Land Appeals No. 87-47

decision dated January 23, 1990.

Thank you for your cooperation in this matter. If you should have any
questions regarding this request, please call Ms, Bayani at {303) 231-3395.

Stncerely,

Mo% flie
hn L. Price '

Chief, 0i1 and Gas Valuation Branch
Royalty Valuation and Standards Division




United States Department of the Interlor

MINERALS MANAGEMENT SERVICE
~ ROYALTY MANAGEMENT PROGRAM
P.0. BOX 25165

[N REPLY .
REFEHR TO- DENVER, COLORADO B0Q225

DAD-VA/RP, MS 662

- DOV 3 1984

CERTIFIED MAIL
RETURN RECEIPT REQUESTED.

~Mr. J. B. McHNeil
LaBarge Project Manager
Exxon Company, !.S.A. o covy (4 4200
P.0. Box 3906 - 04335
Midland, Texas 79702-3906

'

ST T ——
-:—U\ucMc-Nr
N vak. & 5TDS {):

Dear Mr, McNeil:

On October 19, 1988, the Assistant Secretary - Land and M1nera15 Management
issued an order to Exxon Company, U.S.A. {Exxon) {copy enclosed) which
specified the valuation determination for gas produced from the Graphite, Lake
Ridge, and Fogarty Creek Federal Units, LaBarge area, Sublette County,
Wyoming. - Gas from these units is processed in facilities collectively known

" as the LaBarge Project. The October 19,.1988, .order is the final actionlof
the Department of the Interior and, therefore is not subject to appeal to the
Inter1or Board of Land Appea]s (IBLA) {Blue Star, Inc., 41 IBLA 333 (1?79) .)

Within 30 days of receipt of this letter, Exxon is directed to report and pay
all royalties due calculated pursuant to the enclosed valuation determination
for production from March 1, 1988, through September 30, 1988. Exxon s also
directed to use the enc1osed va1uat1on determination .in the calculation and
payment of royalties for the production month of Gctober 1988 and thereafter
in accordance with applicable lease terms. \

The valuation of production that occurred prior to March 1, 1988, is current1y
the subject of an appeal:to IBLA. - Exxon has posted a bond -for those roya1t1es
due on production that occurred prior to March 1, 1988, pending the outcome of
the appeal. We are evaluating the adequacy of the bond and will advise Exxon

by separate Tetter regarding suff1c1ency of the bond.

Section 109 of the Federal 011 and Gas Roya1ty Management Act of 1982 -
(FOGRMA), promulgated in 30 CFR 241.51 (1988), authorizes the Minerals
Management Service to assess civil penalties for failure or refusal to comply
-~ with the requ1rements of FOGRMA or any statute, regulation, ru1e orderJ




Mr. J. B. McNeil

lease, or permit.

Consequently, Exxon's failure to comply with the .terms of
this order may be considered a violation pursuant to 30 CFR 241. 51(a)(3) and

could subject Exxon to pena1t1es of up to $5,000 per v1o1at1on _per_ day.l-

Enclosure

cc: - W. F. Atwood

m{w«%

S1ncere1y,

de?/gaj{‘

Jerry D. Hill _
Associate Director for
Royalty Management

2
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" WASHINGTON, D.C. 20240
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RELEASE UNLY 7O EXXUN CUNPANY,

IJ'S.A.
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l
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CERTIFIED MAIL-- |
RETURN RECEIPI REQUESTED | - |
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|

Mr, J. B. McNeil

LaBarge Project Manager
Exxon Company, U.S.A.

P.0. Box 3906

‘Midland, Texas 79702-2906

Dear Mr, McNeil:

Your letter dated April 6, 1383, to the Minerals Management Service
transmittad a qetailed roya1ty va1uat1on propesdl for the Graphite, Lake
Rigge, and Fogarty {reek Federal Units, LaBarge area, Sublette County, _
Wyoming, Gas from thes2 units is processed in facilities collectively known
as the LaBarge project,

The enclosed F1nd1ngs and ConcTus1ons detail .the dacision of the DeparJnent of .
the Interior concerning the royalty valuation procedura for gas produczd from
these three units, The procedure presented therein was arrived at after
careful consideration of: information presented at the March 15, 1988,

meeting between Royalty Management and Exxon Company U.S.A, (Exxon) perFonnél;
material enclesed to your April 6, 1588, letter; and facts gathered during an
on-site plant inspection of the LaBarge facilities. This valuation B :
determination is to De applied to gas produced on or after March 1, 1588, the-
effective date of the new valuation regulations and will remain in nrfnct
until Exxon is otherwise advised. Exxon will be provided 60 days nof1re prior
to any change in the royalty valuation procedure detailed by the enclosed
Findings and (onclusions.

‘This order is approved and adopted as the final action of the Department of
- the Interior and, therefore, is not subject to appeal to the Interior Board of
" Land Appeals, (Blue Star, Inc., 41 IBLA 333 (1979).)

Sincefeiy,

J{ Steven Griles
ssistant Secretary -
Land and Minerals Management

Enclosure
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ROYALTY MANAGEMENT PROGRAM

RDYAETY VALUATION AND STANDARDS DIVISION

Findings and Conclusions

on
Exxon Company's Proposal to Deduct Certain

Processing and Transportation Costs
' and

Spec1f1c "Extraordinary“ Costs for

Gas Produced From Three federal Units,

LaBarge Area, Sublette County, Wyoming

Background - General

° Exxon Company, U.S.A. (Exxon), as opérator and working-interest owner|in

the Graphite, Lake Ridge, and Fogarty Creek Federal Units, LaBargé ar?a,

Sublette County, Wyoming, proposed on April 6, 1988, the deduction of |costs

involved in processing and transporting gas produced from the three,ug1ts
when computing Federal royalties. Ffederal leases comprise a large
percentage of the three Federal units. Exxon holds leases on approximately
85 percent of the Federal lands. '

Exxon proposes:

1. Thé allocation of pre-plant transportation costs to'the methane (CH,),
carbon dioxide (C0p), sulfur, and nitrogen, with allocation on the
basis of value, and a maximum cost limitation of 75 percent of the
product values at the plant inlet. No costs would be allocated tL
helium or to unmarketable volumes of C02 or nitrogen; i

2
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2.7 The "allocation of 7processingcosts to thesulfur~and—to-the marketable—
volumes of CO, and nitrogen, with allocation on the basis of va1uej and

a maximum cost Iimitation of 95 percent of the product values at tAe
. plant tailgate; ' B

.3. The allocation of post-plant transportation tosfs based on the cost of
transporting the individual p1ant'proﬂucts (CH4, C0,, sulfur, and
nitrogen) to their separate sales points, with a maximum cost

limitation of 75 percent of the individual product sales revenues;

4. An extraordinary processing cost allowance against the value of thg CHy
based on that portion of reasonable, actual and necassary manufactbring
'costs in excess of the ordinary processing allowance, not to exceed 75
percent of the value of CH, at the plant tailgate; and :

5. An alternative method of calculating royalty where the cost allowance
is limited to the lesser of total manufacturing and transportation
(M&T) costs or 80.percent of gross proceeds; if M&T costs exceed
'80 percent of gross proceeds, the depreciable investment balance will

be adjusted by adding to it costs that exceed 80 percent of gross
proceeds, such added costs to be limited to a maximum of 20.percenk of

gross proceeds; no depreciation will be taken until total M&T costs
excluding depreciat16n are less than B0 percent of gross proceeds,“‘
theréafter the depreciable investment will be fully depreciated
(straight 1ine) over the remaining life of the project. |

° Exxon advises that its proposal is intended to satisfy the requirement of
"value of production” under the leases, the "reasonable value" required by
30 CFR § 206.103 (1987) and the "value of production" under the royalty
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valuation requlations issued gffective March—15 19887 Tts application]is™

offered as a means of settling in a consistent manner all issues related to

allowances for Exxon-owned facilities, retrcactive to the date of
commencement of LaBarge operations. Exxon believes that it is entitled
an extraordinary processing cost allowance and to relief from the norma

to |

\1'-

transportation and manufacturing cost limitations because the extraordinary

nature of the LaBarge project required Exxon to incur .extraordinary and
unusual costs. : L ‘

' Findings

Gas from the three units is produced from the Madison formation gas

reserves found at depths of between 14,000 and 18,000 feet below the
sufface. A typical reservoir analysis shows the gas content to be
65.4 percent (COZ), 21.2'perceht (CHa}, 7.7 percent nitrogen, 5.1 percF
hydrogen sulfide, and 0.6 percent helium. There are no 1iquid hydrocar

-present in the produced gas.

Exxon has constructed a gas processing plant at Shute Creek, about 50 m
from the field. A centralized dehydration facility is located in the f
area to remove water before the gas is transported to the plant to prev

nt
bons

iles
jeld
ent -

pipeline corrosion. The plant products are CHy, COp, sulfur, helium, and

nitrogen. The CHy is sold-primarily at the tailgate of the Shute Creek
plant., The C02 is sold at Rock Spr1ngs and Bairoil, Wyoming (w1th abou
.50 percent of unsold production vented at the p}ant) The su1fur is

transported about 16 miles by railroad to 0pa1 Wyoming (@ spur.on the

.

main

- line of the Union Pacific Railroad), which is the point of sale for the

sulfur. The helium and & small percentage of the nitrogen are sold at
plant. '

the
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S Exhibit I, "LaBarge Flow Diagram," shows the reTitive'locafﬁon of the

' operating costs .are about . %-<f

° The "transportation” capital costs are about ~"§ < <f Principal
' components ares ' -

operations:

1. The centralized dehydration facility;

2. The 40-milte "feed gas" pipeline from the units to the processing pﬁant
at Shute Creek; ' ' '

3. The Shute Creek processing plant;

4, The l6-mile railroad'spur from Shute Creek to Opal on the main line of
the Union Pacific Railroad which is used to transport sulfur, and

5. The two CO, pipelines to Rangely, Colorado, and Bairoil, Wyoming.

° The plant construction capital costs are about “y. ¢/ 77 Annual plant

Feed Gas Pipeline 7{
Sulfur Transportation Fac11itjes
C0, Pipeline '

Dehydration,fécilities . \\\\ ///
. . ot _
////

Annua) transportation operating costs are about . X < excluding third

party transportation costs of X -¢

®  Exxon reports'tota1 products sales revenue excluding helium of

- mss




5

'CONTAINS COMPANY PROPRIETARY
INFORMATION FOR RELEASE ONLY
TO EXXON_COMPANY, U.S.A.]

*nplgal—and_tota1,pracessing and-transportation-costs-of .. X« o0

“including depreciation "3 « return on investment = ¥.-&
based on Standard & Poor s BBB Industr1a1 Bond Rate of 10.17 percent for
January 1987), overhead % -~{ .. and operating and maintenance cogts

N Helium sales during 1987 totaled approximately "y ../

; By decision dated October 29, 1984,-the Royalty Valuation and Standardg
‘Division (RVSD) made the following determinations regarding Exxon's

March 23, 1984, application to include all processing and transportation

costs in royalty calculations on gas attributable to Federal leases wi%hin

the Graphite, Lake Ridge, and Fogarty Creek Federal Units, LaBarge areh.

\
Subiette County, Wyoming:

I
|
i
1. The costs of the field dehydration fac111ty and the costs to build and
operate the pipeline from the field to the Shute Creek .plant are AOt

|
deductible in computing Federal royalty, i
I

2. Processing costs can be approved for the associated products removed
and sold (to a maximum of 66-2/3 percent) but no portion of the
processing costs can be applied to the value of the CHa; and

3. The costs required to tranéport COZ, CHg, or sulfur-to the first ;a]es
point downstream of the plant are deductible to a maximum of 50 pércent
of the value of the product.

On November 29, 1984 Exxon filed an appeal with the D1rector. M1nera1s
Management Service (MMS) from the RVSD decision. On January 18, 1985|
~Exxon filed a "Request for ‘Special Exception Relief" with the Secretary of
the Interior. By decision MMS-84-0066-0%G dated January 7, 1986, the |
Director upheld the RVSD decision, with the exception that a transportation
allowance for the pipeline constructed from the field to the Shute Creek
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plant was authorized., Exxon appealed the Director's decision to the
Interior Board of Land Appeals (IBLA)} (86 626) where a decision is now|
pending. As of March 1, 1988, the effective date of the new va?uat1on'
regulations, most existing valuation determinations were terminated. These
Findings and Conclusions address the LaBarge valuation issues under the
requirements of the néw regulations. The conclusions, therefore, w111ﬂon1y )
apply to gas produced on or after March 1, 1988.

Basic Issues

Are the costs of the field dehydration facility and water injection
' deduct1b1e as a part of the costs of transporting the gas from the f1e1d to
the Shute Creek processing plant?

Can the pre-plant transportation costs and the plant processing ccstS'#e
allocated to non-royalty-bearing products; i.e., helium, vented CO,, and
unsoid niirogen?
Can the costs of pre-plant transportation and plant processing be allocated
to each product in prbportion to the value of the product? '

Are the costs of the CH, and CO, compression facilities at the Shute Creek
plant deductible as a part of the manufacturing process?

Should the transportation cost allowance limitation be increased from
50 percent to 75 percent for each product transported and sold and the
processing cost limitation be increased from 66-2[3 percent to 95 percent
for C02, sulfur, and nitrogen?

Should an extraordinary proceséing cost allowance, in excess of ordinary

»
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processing allowances, not to exceed 75 percent of the value of CH, at
plant tailgate, be granted? '

Field Dehydration Facility and Water Disposal by Subsurface Injection

° Exxon states that a transpbrtation cost allowance for fhe dehydration
facility (including the water disposal system) is justified as follows

1._ The only purpose of the facility is to dry'the Sour gas so that. it
be safely and economically transported to the manufacturing facili

a. Dehydration is only performed to minimize corrosion risks in the

transportation system pipeline which traverses state highways
populated areas.

b. Denhydration is not performed to meet purchaser specifications
is redundant since processes in the Shute Creek manufacturing

the

\
ty.

and

facilities reduce water content to levels some X-4 times lower than

required by the sales contract.

c. The separate dehydration facility did not meaéurab]y reduce the

. - .. -Scope and cost.of.the.Shute-Creek.manufactUring facilities.

d., Partial rehydration of the sour gas stream is necessary in ord
for the initial Selexol process at the Shute Creek plant to
function efficiently.

2. The dehydration facility with a conventional pipeline is more cost

er

effective than other transportation alternatives.
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a without“dehydratﬂon:“the*feed*gas*nTpeTTnewwouidwhave“tOﬁbe
constructed of corrosion resistant alloys to prevent corrosion|and
would reguire heating and insulation systems to prevent hydrate

plugging.

b. Costs of such a wet sour gas transportation system were EStima$Ed

to far exceed the current system. )
| |
c. A more expensive pipeline transportation system would have resulted
in increased costs to Exxon and higher transportation allowances
for royalty purposes. _ ﬁ

° About y:y ! barrels per day of water is injected into the water dispos?1
wells, Of this amount, about X.¢4 percent is separated from the incoming
gas stream at the slug catchers upstream of the dehydrat1on fac111ty and

routed directly to the water disposal wells,

Applicable Regulations and Court Cases

° By decision dated January 7, 1986 (MMS-84-0066-0&G), the Director
determined that an allowance for dehydration costs cannot be allowed:
irrespective of whether the dehydration is performed. at field dehydratioh
units, at a processing p1ant, or at both field dehydration units and Jt a

centra] processing plant due to environmental considerations d1ctat1ng ‘the
siting of the processing plant. It was determined that Exxon cannot deduct
the cost of the dehydration at the field dehydration unit. Exxon included .

this issue in its appeal to the IBLA (IBLA-86-626) dated February 18, |1986.

° In its appeal to IBLA, Exxon takes the position that the dehydration
facility is an integral part of the raw gas transportation system and |that




- " ‘ . - g

CONTAINS COMPANY PROPRIETARY
INFORMATION FOR RELEASE ONLY
TO _EXXON_COMPANY, U S. A

“the costs of “dehydration are COSts incurred in transporting the gas, KIn

‘only performed to minimize corrosion risks in the pipeline. It is not

decision MM5-84-0066-0&G the Director determined that the costs of

‘transporting gas from the field to the Shute Creek plant are deduct1ble in

\
computing Federal royalty.)} Exxon states that the only purpese of the

dehydrat1on facility is to dry the sour gas so that it can be safely and
econom1ca11y transported to the manufactur1ng fac111ty. Dehydratwon is

\
performed to meet purchaser specifications and is redundant since processes

in the Shute Creek plant reduce water content to levels .4 times 1owér

than required by the sales contract. Exxdn states that the "Romere PJss“ ‘
case, California Company_v. Udall 296 F.2d 384, 387 (D.C. Cir. 1961), |and

other legal decisionslactua11y support its position.

The valuation regulations effective March 1, 1988, at & 206.158 state in
part that," . . . no‘brocessing cost deduction shall be allowed for the
costs of placing lease products in marketable condition, including |
dehydration. . . .* |

Bureau -of Land Management (BLM) regulations 43 CFR §§ 3162.1 and 3162.541
require that the lessee. properly dispose of all produced water,

A]]ocat1on of Pre-Plant Transportat1on and Plant Processing Costs Agaxnst Non-

Royalty-Bearing Products (Helium, Vented CO, and Unsold Nwtrogen)

a

-Exxon proposes to allocate the transportation and plant processing costs of

the nonmarketed components to the royalty bearing product volumes for the
following reasons. '

1. Costs should be allocated only to royalty-bearing product volumes sold.
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a. The entire raw gas stream, InCIUdIAg Won-marketable" componentsv
must be transported and manufactured to recover royalty-bearing

" product volumes; .

b. The LaBarge raw gas stream is un1que and not. a11 vo]umes of | ,
products are currently marketed; and ?"

| |

c. Reasonable and actual costs of transport1ng and manufacturing raw
gas necessarily include the cost of transporting and manufactur1ng

|
volumes that are not marketed. \
|

° The issue of allocation of costs of transporting and processing the non-
marketed components of the gas stream to the royalty-bearing product
- volumes was not addressed in the RVSD decision dated October 29, 1984‘ or
in the MMS decision dated January 7, 1986 (MMS-84-0066- O&G) ;
|

Applicable Reguiations | ' ]

|

- The regulations effective March 1, 1988, provide in pertwnent part, 1ﬁ

§ 206, 157(b) (3)(i) that, "Except as provided in this paragraph, the 1essee

may not take an a]]owance for transporting & product which is not royalty

bearing thhout MMS approval.” The regulations at § 206. 158(d)(1) state in

part that, " . . . MMS will not grant any processing allowance for i

processing lease product1on which is not royalty bearing. They also i
provide in 206. 159(b)(3) that, "The processing allowance for each gas|p1ant
product shall be determ1ned based on the lessee's reascnable and actua]
cost of processing the gas. Allocation of costs to each gas plant product
shall be based upon genéra11y accepted accounting principles. The lessee

~ may not take an allowance for the costs of processing 1ease product1on

which is not roya1ty bearing."
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Allocation of Pre-Plant Transportation and Plant Processing Costs in
Proportion to the Value of Each Product ‘

[+]

‘product values and that also provide that processing costs will be

Exxon proposes to allocate transportation costs to all products and
processing costs to all products except CHy in proportion to the value of
each product sold for the following reasons. ' ' '

i. Allocation of costs to royalty-bearing products based on value of
volumes sold is equitable and is consistent with the regulations
revised effective March 1, 1988:

. . !
\
a. The regulations provide that the lessee may propose to a11ocate

. transportation costs on the basis of product va1ues, and

b. -The regulations prov1de that manufacturing costs will be a]]ocated
to products based on generally accepted account1ng principles that
would include value-based allocation.

: J.

The issue of allocation op the basis of value instead of volume was noF

addressed in the RVSD decision dated October 29, 1384, or in the MMS |

‘decision dated January 7, 1986 (MMS 84-0066-0&G). Exxon requests in -its

app11cation of April 6, 1988, that costs of pre-plant transportation and
processing be allocated in proportion to the value of the products, except

for helium. Exxon believes that allocation of costs on the basis of VF1UE
is equitable and is consistent with the new regulations that provide that-

the lessee may propose to allocate transportation costs on the basis of .

allocated on generally accepted accounting principles.
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Applicable Laws, Regulations, and Court Cases

¢ For trhnsportation'aITowances, the regulations effective March 1, 1988,
provide in 30 CFR § 206.157({b)(3}(ii) (53 F.R. 1280), " . . . the Tessée
may propose to the MMS a cost allocation method on the basis of the values

of the products transported. MMS shall approve the method unless it

determines that it is not consistent with the purposes of the regu1at16ns‘
in this part." For processing allowances, the new regulations‘pfovide in
30 CFR § 206.159(b)(3) (53 F.R. 1283) " . . . The processing allowance for °
each gas plant product shall be determined based on the lessee's reasoqable
and actual costs of processing the gas. ‘Allocation of costs to each gés '
.plant product shall be based upon_genéra]]y-accepted accounting

principles.”

Compression of CH, and C02 at the Shute Creek Processing Plant

4

° Exxon states that methane and carbon dioxide “recompression” is justified
and should be allowed for the following reasons.

|
. | |
1. CH4 recompression’is part of the manufacturing process. |
| |

a. Recompression would not be required if gas‘was marketable at the

well;

|
i
b. During the complex manUfaCturing process, pressure must be redpced
to manufacture pure. CHy by cryogenic liguefaction; |
| |
|

c. Recompression is required as the final step of the manUfacturwpg

process,;
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|
) ) |
d. The CH, pressure after recompression is lower than the pressu#e of
the raw gas stream at the well and at the inlet to the
manufacturing facility; and

" .

e. Field compression, if necessary in the future, will not changé the

requirement for manufacturing recompression,
2. CO, recompression is part of the manufabturing-process.

a. Recompression would not be réquired if gas was marketable at Ehe
well; ‘

'b. Ouring 2 portion of the complex manufacturing process, pressure is
reduced from -4 psi to as low asyd4 psi to manufacture pure|C0y;

: l
c. Recompression is required as the final step of the manufacturing

process;

d. -Without recompression the value of the manufactured CO, would be
significantly lower; and '

e. Field compression, if necessary in the future, will not change the
requirement for manufacturing recompression.

° Exxon states that even if MMS tbnsiders the cost of recompréSsion to ?e for
the purpose of placing production in marketable condition, the costs should
be eligible for an extraordinary processing allowance pursuant to '
30 CFR § 206.158(d)(1) and {d)(2) (53 F.R. 1281).
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This issuE“WES“nUt“spec+cha1ﬂy*addressedwﬁnmthewRVSB*ﬂecTsionwdated
.October 29, 1984, or the MMS decision dated January 7, 1986,
(MMS-84-0066-0&G) .

App]icable Requlations

‘7 is required to place residue gas and gas plant products in marketable

Increase Transportatidn Cost Allowance Limitation From 50 Percent to

The applicable regulations have consistently required thﬁt the lessee ﬁlaée
> , ‘

the products from the leased lands into marketable condition. The

regulation 30 CFR § 206.153(1), effective March 1, 1988, states "The 1éssee

condition at no cost to the Fedéral Government or Indian lessor unless
otherwise provided in the lease agreement." "Marketable condition" is
defined as " . . . lease products which are sufficiently free from

impurities and otherwise in a condition that they will be accepted by a
1purchaser under a sales contract typical for the field or area." The

regulation at § 206.158(d)(1) is more explicit and states in part

» _ . . no processing cost deduction shall be allowed for the costs of

placing Tease products’in marketable condition, including dehydration,
§éﬁ&fﬁtioﬁ;”comprESSibni"or'storage, even if those functions are perfo
of f the lease or at a processing plant." o

15

: !
Percent for Fach Product Transported and the Processing Cost Allowance

Limitation From 66-2/3 percent to 95 Percent for Each Product Processed,

-Except Methane

]

Pursuant to 30 CFR-§ 206.156(c)(3) and § 206.158(c)(3) (53 F.R. 1281),
‘Exxon requests that the‘transportation cost a]]owance_]imitation be 75
percent for each product and the processing cost ailowance Timitation
percent for C0p, sulfur, and nitrogen. Exxon argueskthat:

be 95
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1. Currently reasonab1e, actual, and necessary costs that should be
deductible as transporthtion and processing allowances exceed the total
value of the CH4, COy, nitrogen, and sulfur products sold;

2. Based on the régd1ation's threshold cost allowance -1imitations of
50 percent of value for tranépnrtation and 66-2/3 perceht of va?ueifor
processing, only'xﬁﬁercent of reasonable, actual, and necessary costs
of LaBarge facilities in the proposal could currently be taken aslcost
allowances; 7 -

|

3. The requested increase in cost.allowance Timitations will not proJide_

- for recovery of all reasonable, actual, and necessary costs and will

not result in allowances of 100 percent of the value of any product.
i

Applicable Laws, Regulations, and Court Cases -

° The regulations effective March 1, 1988, provide as follows in-
§ 206.156(c)(3) regarding increasing the cost limitation for transportation
allowances: '

"Upon reguest of a lessee, MMS may apprer a transportation
allowance deduction in excess of the limitations prescribed
'by paragraphs_(c)(l) and (c)(2) of this section. The lessee -
must demonstrate that the transportation costs incurred in
excess of the limitations prescribed in paragraphs (c)(1)
and (c)(2) of fhis‘section were‘redsonab]e, actual, and
necessary. An application for exception shall contain all
relevant and supporting documentation necessary for the MMS
to make a determination. Under no circumstances shall the




a

The regulations effective March 1, 1988, provide as follows in .
. §‘206,158(;)(3) regarding increasing the cost'11m1tat10n for proqessinb
© allowances: B S ' i

‘transportation costs. This procedure has the effect cof reducing the
allowance below the amount otherwise approvable under the regu1ations.
i.e., app]1cation of the percent limitation to the value for each product
at the sales point or point of value determination, '

16
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|
|

—valye-for-royalty-purposes-under—any-sell-ing-arrangement—be-——

. |
reduced to zero." _

"Upon request of .a lessee, MMS may approve a processing
allowance in excess of the limitation prescribed by
paragraph (c)(2) of this section. The lessee must
demonstrate that the processing costs incurred in excess of
the 1imitation prescribed in paragrapﬁA?c)(Z) of this
section were. reasonable, actual, and necessary. An
application for exception shall contain all relevant and
sdpporting documentation for MMS to make a determination.
Under no circumstances sha11'the value for royalty purposes |
of any gas p1ant prdduct be reduced to zero,

Exxon proposed that the 75 percent limitation be applied to the value at
the sales point when considering post-plant transportat1on costs and to the .
value at the inlet of the Shute Creek plant when considering the pre*alant

t CHy

Approve Extraord1nary Cost Allowance for Processing to be Applied Agains

-]

]
1

Pursuant to § 206. 158(d)(2) Exxon requests an extraordinary cost a11owance
to be applied against the value of the CHy to be based on that portion of




!
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reasonable, actual, and necessary manufacturing costs in excess of the
ordinary processing allowances, not to exceeﬁY'Y'percent of the value of
CHy at the taflgate of the Shute Creek plant. Exxon argues that: .

L

Manufacturing enhances the value of all produéts including CH,s

N , ' o
Manufacturing costs at LaBarge are by reference to standard industry
conditions and practice, extraordinary, unusual, and unconventfonaﬂ;

|
LaBarge raw gas ié dnique--no similar gas resource has been deve]obed
it contains only 21 percent CH4, will not burn and contains no hea&y
hydrocarbon components; | | E
_ |
Complex and interrelated manufacturing facilities are required to
manufacture products; '

No product accounts for 50 percent or more of revenue; and

The current combined value of all products is less than the total
transportation and manufacturing costs. , )

Applicable Laws, Regulations, and Court Cases

-]

{
The valuation requlations effective March 1, 1988, ﬁrovide for an |

extraordinary cost allowance in 30 CFR § 206.158(d)(2)(i) (53 F.R. 1282)
follows: ' g

“If‘the 1esseé incurs extraordinary costs for processing gas
production from a gas production operation, it may apply to

|
|
|
i
|
|
MMS for an allowance for those costs which shall be in !

as
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addition to: any other processing allowance to which the
lessee is entitled pursuant to this section. Such an i
allowance may be granted only if the lessee can demonstrate
that the costs are, by reference to standard industry
conditions .and pract1ce, extraord1nary. unusuat, or
unconventional. '

Conclusions

Field Dehydration Facility and Water Disposal by Subsurface Injection

-]

' place production in & marketable condition and, therefore, is not to be

Dehydration is not considered a function of the transportation of the|gas
stream. Dehydration is clearly addressed at 30 CFR 206.158 as a costto

borne by the lessor. Whether this step is performed in the field or in the -
processing.plant, it must eventually be done before any product is sold.
ATl marketed'gas streams are dehydrated te eliminate corrosion and

malfunction in gas handling systems. No gas purchaser will knowingly

accept corrosive products into its system,- hence, dehydration is essevtial
to marketing. The LaBarge case, despite posswb1y high costs - resu]tﬁng from
unusual composition, is no exception. The MMS has established precedent .
and brocedure régarding the dehydration of gas, and the "Romere Pass"l
decision (California Company v, Udall, 296 F.2d 384 0.C. Circuit 1961)
upheld fhese requirements. Also, the Director's decision dated January 7,
1986 (MHS-84-0066-D&G), determined that an allowance for dehydration costs'

should not be allowed for this project.

This decﬁsion on the field dehydration facility is consistent with the
Director's decision in MMS-84-0066-0&G which is on appeal to the IBLA in
case number 86-626. If the IBLA reverses the Director in case number
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8= 626~and4a110ws—Exxon—to deduct “the~ costs of‘thE“f1e1d dehydration

facility as a transportation cost, or if the. IBLA affirms the Director but
upon judicial review thereof a court in a final, non-appealable decisiLn
determines that Exxon may deduct the costs of the field dehydration

facility as a transportat1on cost, then this dec1sion also shall be so

modified.

The BLM regu]ations.dt 43 CFR 3160 clearly state that it is the
responsibility of the lessee to properly dispose of produced water. The
new MMS valuation regulations do not negate this responsibility.
Therefore, the MMS concludes that the lessor will not share in'the costs of
disposing of this water. Costs associated with drilling, completing, and
operating any water 1nJect1on well should not be included in any
transportation allowance for the LaBarge project.

Allocation of Pre-Plant Transportation and Plant Processing Costs Against,Non-

Royalty-Bearing Products (Helium, Vented CO,, and Unsold Nitrogen)

The regulations, effective March 1, 1988, clearly state at 30 CFR 206.159
that no processing allowance may be taken for the costs of processing non-

royalty- bear1ng lease product1on. The regutations app11cab1e to
transportation allowances at 30 CFR 206.157, do permit, with the appro
of MMS, allowances for transperting products which are not royalty

I
Pa]
bearing. In the LaBafge case, the non-royalty-bearing products are heﬁium,
and unsold carbon dioxide and nitrogen. Since all of the helium produked
is sold and generates revenue for Exxon, subject to an agreement with the
Bureau of Mines, but no Federal royalty obligation under the oil and ghs
leases is incurred, MMS will not share in the cost of transporting or
processing this product. Regarding the unsold volumes of carbon d1ox1he
and nitrogen, MMS believes that since potentially valuable commod1ties'are
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a?+owed“t0wbé~vented“without“roya1ty—ub1ﬁgatinh:hnO“Turthev“a1ﬂbW§nce$
should be granted, The MMS concludes, therefore, that only those {

' transportation and processing costs that are properly allocated to ro§a1ty-
bearing products should be included in the allowance calculations.
|
|

‘Allocation of Pre-Plant Transportation and Plant Processing Costs in
Proportion to the Value of Each Product

Allocation of pre-plant transportation and plant processing costs baséd

upon the value of the products sold would result in an 1nordinatE'amoLnt of

costs allocated to helium. As the full well stream is in the gaseous:
phase, the costs of transporting each product should be the same. I
‘A11ocat1on of process1ng costs should likewise be done on the basis of the
relative volumes of products in the 1ncom1ng feed stream, exc]ud1ng the
volume of CHy (no ordinary processing allowance can be taken aga1nst the
value of the residue gas), but including the volumes of helium and un§old
nitrogen and CO,. The processes utilized at the LaBarge facilities té
manufacture each individual product are interrelated and one process may
app]y to multiple products. - 1

!
Compression is not considered a function of the processing of the gas,
stream. Compression is clearly addressed at 30 CFR 206.158 as a cost| of
ptacing lease products in marketable condition and, therefore, is not|to be

- borne by the lessor. The LaBarge case is no exception. C

~Compression of CHa_and C02 at the Shute Creek Processing Plant

Increase Transportation Cost Allowance Limitation from 50 Percent to

75 Percent for Each Product Transported and the Processing Cost Allowance
Limitation from 66-2/3 Percent to 957Percent for Each Product Processed, |

Except CH4
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~° When allowed pre~p1ant‘transportat10n costs, properly allocated by vojgme,
" are combined with post-plant transportation costs, the 50 percent allowance
1imitation (as applied against sales value) is not met for any product

“Therefore, MMS concludes that an exemption to this 1imit is not warranted.
L : _ - e E

° When allocated by plant feed stream volume percentages (excluding CHA), the
processing costs for CO, exceed 100 percent of the CO, plant tﬁi]gate
value, The processing costs allocated to sulfur approach the 66-2/3
percent limit but do not exceed-it. The processing costs allocated to
nitrogen exceed 100 percent of the nitrogen plant tailgate value. In that
Exxon has demonstrated that the processing costs are reasonable, actua1
and necessary, the MMS approves a g5 percent process1ng a11owance 11m1t for
CO, and nitrogen. The processing a11owances for sulfur will be 11mited to
the customary 66-2/3 ‘percent ceiling.

, . , : |
Approve_Extraord1nary Cost Allowance for Processing to be Applied AgainstﬂCHq
S } ‘ ] |

° The MMS has carefully considered the applicability of the extraordinar} -
processing allowance for the LaBarge project and has concluded that i
approval of such an allowance would be premature at this time. The MMS is
in the process of preparing a policy which will define the cond1t1ons (feed
gas composition, processes involved, costs thresholds, etc.) under wh1ch an
extraordinary allowance should be granted. Until such a policy is adopted,
no extraordinary process1ng allowances will be approved. Further, a review
of information related to certain other gas processing plants located in
the Wyoming Overthrust Belt has revealed that the Shute Creek Plant is
neither the most expensive to operate ($/Mcf throughput) nor was it the

most costly to construct ($/Mcf capacity).
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Summary of LaBarge Valuation Methodology

At the time that a policy on extraordinary costs 1s adopted, MMS will|
consider whether-any of Exxon's requests meet the criteria, inc]uding%an :
allowance for the costs of the field dehydration facility. : !

~ Pre-plant transportation costs allocated by volume, excluding ithe

In summary, the value, for roya1ty purposes, of each individual LaBarge
product should be determined as fo?]ows-L

i

' |
Actual post-plant transportation costs, 1nc1uding costs incurred

under third-party agreements, should be deducted from the product
sales value. The resulting value is the product tailgate value.
In no case shall the ta11gate value be less than 50 percent of the

sales value, on the basis of a selling arrangement.

K
Processing costs, excluding costs of recompression and a1loca%ed by
vo1ume. should be deducted from the product taj1gate value, ﬁhg
dllowable processing costs should be allocated to all products,
royalty-bearing and non-royalty-bearing, on the basis of that!

‘product's volume percentage in the sour gas feed stream (exc1dd1ng

CH4). No allowance may be taken for any product which is not‘
royalty-bearing. The processing allowances for COZ and nitrogen

are )imited to 95 percent of the tailgate value. For sulfur,

processing allowance is 1imited to 66-2/3 percent of the tailgate
value of the sulfur.

costs of dehydration and subsurface water disposal, should be
deducted from the plant inlet vaiues. The allowable pre-plant
transportation costs should be allocated to all products, roy&]ty-

‘bearing or not, on the basis of that product's volume percent#ge in
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-~the—saurngasufeedms%ream~(4nciudingmGHajT~wNo—a%%owanCENmayﬁbg
taken for any product which is not royaity-bear1ng. Under no
circumstance shall the combined pre-plant and post-plant
transportation allowance -be more than 50 percent of any product!s
sales value on the basis of a selling arrangement. |

' I
Based on the methodology discussed above and the unaudited revenue an& cost

figures supplied by Exxon._the LaBarge product values upon which royaﬁties
would be based had this been for production occuring on or after March 1,
1988 are shown in Exhibit II. o
o L
In accordance with 30 CFR 206, Exxon should file Form MMS-4109 and Fo%m
MMS-4295 before claiming any allowance on Form MMS-2014. |
\




EXMIBIT 41

LABARGE YALUATION FOR FEDERAL ROYALTY PURPOSES
(Data for Colondar Year 1981

Post-Plant Plant 1 Voiume Proc, Costs *Atlow.
Sales Tiransp. Tallgate Processed Alloc. Proc.,
Product Yolume Costs Value (Excl, CH!) an Volume Costs
i - ] .
Dl‘ 34,492 1
s 9,380 » )(_ L/
N, " —
He 80}
TOTAL: 99,651 N . u.{
L\

*The lesser of 1! of

the plant tellgate valuve lor Cﬂz and N, and 66-2/3% lor §, or

the processing costs silocated to the royalty-bearing fraction of each respective product.

254 manimuw of 50 percent of the sales point value less post-plant |ransport5#lon _

costs atready taken.

L

1"%The Ioss.r'oi the fransportation cost tlalt or the pre-plant transportation costs sllocated
to the royalty-bearing fraction ot eech respective product. :

L

(AL volumes in MMct; all costs and values in 000's)

Plant
Inlat

" Value

Pre-Plant

Transp., Alloc.
Volums =

Qn

*:+Transp.
Cost
" Limit

A jow,
Transp. Royaity
Costs vValue
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[SSUE DOCUMENT

EXXON-~PROPOSAL—THAT—THE

TRANSPORTATION COST ALLOWANCE - '
LIMITATION BE INCREASED FROM ’
50% TO 75% FOR EACH PRODUCT
" AND THE PROCESSING COST
ALLOWANCE LIMITATION BE. INCREASED
FROM 66 2/3% TO 95% FOR
CARBON DIOXIDE, SULFUR AND NITROGEN

valuaton Issue:

Should the transportation cost allowance limitation be increased from 50% to

- 75% for each product and the processing cost allowance limitation be increased
from 66 2/3% to 95% for carbon dioxide, sulfur and nitrogen, or should the
normal cost a11owance limitations for transportation and process1ng be used7

. Background: : : i'
. i |
Exxon proposes in its April 6, 1988, application that the transportation &ost
aloowance limitation for transportatien and processing be increased to 75% and
95%, respectively. Exxon states that reasonab1e, actual and necessary costs
which shou]d be deductible as transportation and processing allowances i
current]y exceed the tztai value of the methane, carbon dioxide, nitrogen|and
su1fur products sold, ang rhat based on the norma1 50% and 66 2/3% of va]ye
limitations for transpcrtation and processing, respectively, only 53% of }

reasonable, actual ang ~e2:2ssary costs of LaBarge facilities could currenF]y

be taken as costs allowarcas. Further, the requested increase in cost
allowance 1im1tat1ons ~ill not prov1de for recovery of all reasonable, actua1
and necessary costs. Exxcn sroposes that the 75% limitation be apptied For
past-plant transportation. costs to the value at ‘the sales point and separately
for the pre-plant transportation costs to the va?ue at the inlet of the Shute
Creek plant.




; Applicablie Laws, Regu1ations_and Court Cases:

Prior to March 1, 1988, it was cons1§tent”MMS“(Fdrmer1y UnTted*States : W
Geological Survey (USGS)) policy and practice to permit transportation costs
to a max1mum of 50% of the product value at the sales point. The policy of
approving transportation allowances was based an the decision, Cont1nenta1{011
Company v. Un1ted States 184 F. Zd 802 (9th C1r. 1950) which determined that
the vaTue of Federal 0il and gas products must be determined at the nearest

, sa\es point and transportat1on costs can be deducted from the value 1n 5
computing Federal royalty if products are moved to this point. The pract1ce

of limiting transportation costs to 50% of product value was stated in the

Conservation Division Manual as follows:

- part 647.5.3 (Pipelines) - "Under no circumstances should
transportation costs exceed 50 percent of the product's fair market
value at the nearest competitive sales point."

" Part 647.6.3 (Trucking) - “Ynder no circumstances should trucking costs
for crude 0il or condensate exceed 50 percent of the product's fair
- market value at the nearest competitive sales point."

Pr{br to March 1, 1988, regulations provided that processing costs could"
- exceed 66 2/3% of the value of the product only on approval by the
Secret&ry; §43 CFR 3103.3-1(c) stated as fq11ows:

"In determining the amount or value of gas and 11qu1d products
produced, the amount or value shall be met after an allowance for the

cost of manufacture. The allowance for cost of manufacture may exceed
two-thirds (2/3) of the amount or value of any product only on appr#val

by the Secretary of the Interior.” i

The-regu1ations_efféctivé-March 1, 1988, provide as follows in §206. 156(c)(3
regarding increasing the cost 11m1tat10n for transportation allowances:

"Upon request of a Tessee MMS may approve a transportation a110wan£
deduction in excess of the limitations prescribed by paragraphs: (c)(
I
|




and (c)(2) of this section. The lessee must demonstrate that the

transportation costs incurred in excess of the limitatiaons prescri?ed

in paragraphs (T) (1) and (€)(2) of this section were reasonable;
actual, and necessary. An application for exception shall contain

all -

relevant and supporting documentation necessary for the MMS to make a

determ1nat1on Under no circumstances shall the value for roya]ty
puUrposes under any se111ng arrangement be reduced to zero.

\
The reguiation effective March 1, 1988, provide as follows in §206.158(c)(3)

regarding incredsing the cost limitation for processing allowances:

“Upon reduest'of a 1essee, MMS may approve a processing allowance in

excess of the limitation prescribed by paragraph (c)(2) of this
section. The lessee must demonstrate that the processing costs

incurred in excess of the limitation prescribed in paragraph {c )(2) of

this section were reasonable, actua1, and necessary. An app11cat1on

for exception shall contain all re]evant and support1ng documentat1on

for MMS ‘to make a determination. Under no circumstances shall the|

value for royalty purpaoses of any gas plant product be reduced to zero.

Option No. 1 -

The Secretary, as part of an "agreement" with Exxon to resolve the
putstanding royalty valuation issues and to specify the methodology for
determining Federal royalty, may determine that the reguested increases

in

cost limitations for transportation and/or processing may be approved prior

‘to March 1, 1988.

Option No. 2

The Secretary, as part of an "agreement" with Exxon to resolve the
outstanding royalty valuation issues and to specify the methodology for

* determining Federal royalty, may determine that the requested revenues in

cost limitations for transportation and/or proce551ng may be approved
subsequent to March 1, 1988,




Ogtion_Ne. 3

The Secretary, as part of an "agreement” with EXXon to FESOTVE thHeE
outstanding royalty va1uation‘issues and to specify the methodology for
determining Federal royalty, may determine that the requested reveneus jn
cost limitations for transportation and/or processing may be approved both ‘
prjof to and subseguent to ﬁarch_i, 1988. Using Exxon's cost and price|data
for 1987, the estimated reduction in value for royalty by increasing the
transportation and processing cost limitations as reguested is about '
_fX;‘{ annually. (This is computed uéing a transportation cost
. limitation of 75%-of the value of the final sales product f.not.épp1ying the
75% separately to both pre-plant and post-plant transportation which is not
in-accord with the regu]atiohs. Note that, using Exxon's proposal, thei'
‘total of pre-plant and post-plant transportation costs comprise only yaf of
" the methane product'saWes, revenues and the comparable percentage for tﬁe

other products is under '50%).
Option -No. 4

The Secretary may elect not to approve the requested increases in cost
limitations for transportation and processing.’

CCURTIS:11b:4-29-88:NBI:0GV:38-0282 :
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MOBTL PRODUCING TEXAS & NEW MEXICOi INC.

Mr. Hector Casas

Gas Accounting Supervisor

Mobil Producing Texas & New Mexico Inc.
Nine Greenway Plaza

Houston, Texas 77046

Dear Mr, Casas: '

By letter dated March 16, 1987, you requésted approvaT of trans

porﬁation

allowances pertaining to €0, production transported from the McE Tmo DomeiUnit

in southwestern Colorado thFough the Cortez Pipeline, Mobil Producing Tegas &
Moqntain

New Mexico Inc.'s (MPTM)} pipeline, West Texas Pipeline, and Sheep
pipeline. ' :

The Minerals Management Service (MMS) reviewed the information you‘submﬂtted,
and we have approved, subject to future audit, 1986 transportation al Towances
as outlined in the enclosed Findings and Conclusions. . The procedureﬁ' for
determining your tentative 1987 transportation allowances are also put11?ed in

the enc1osed Findings and Conclusions.

When submitting the data for a transportation allowance, you must include

‘copies of all current sales contracts or any subsequent amendments
disposition of your interest in the production from the lease.

covering
Also, you

should list the names and addresses of other working interest owners on whose
behalf you are tendering royalty payments. The MMS will then forward a copy
of the transportation allowance letter to each of the listed companies.| This
should reduce the number of separate allowance requests. For those working

interest owners who are reporting and paying royalties on their own
separate transportation allowance must be requested.

¥

behalf, a

|
)
|
i
|
!
|
|
|

*.
|




Mf. Hector Casas

You have the right to appeal this decision 1n accordance with—30—CFR—290%
_ |

Please refer to the appeals procedure.enclosure.
If there are any questions, please call (303) 231-3395.

Sincerely,

William H. Feldmiller
Chief, Royalty, Valuation and
Standards Division

.2 Enc]bsures'

|
|
|

2
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ROYALTY MANAGEMENT PROGRAM |
ROYALTY VALUATION AND STANDARDS DIVISION |
: Findings and Conclusions : |

o on ;
~ McElmo Dome Transportation Al lowances ‘ <

: BACKGROUND

Carbon dioxide (002) is produced from the McElmo Dome Unit in Montezuma
County, Colorado. Shel] Western E&P Inc. (SWEPI) is the operator of the
unit. Mobil Producing Texas & New Mexico Inc. (MPTM) is a working interest
owner in the McElmo Dome Unit, The CO, is transported -through the Cortez

Pipeline to oil fields in west Texas where it is used in enhanced oil reclovery

projects. The Cortez Pipeline is owned by the Cortez Pipeline Company, of
which MPTM, SWEPI, and Conoco Inc. are parent owners. _ :

|

By letter dated March 16, 1987, MPTM requested approval of transportation
allowances pertaining to. CO, production transported from the McElmo Dome Unit
to the following delivery points: McElmo Creek Unit; East Vacuum iUnit;
Central Basin Pipeline; Seminole-San Andres Unit; Willard Unit; Denver Unit;
South Wasson Clearfork Unit; Mahoney Unit; Wellman Unit; DollarhideiUnit;
Denver City Delivery Station (located on the Sheep Mountain Pipeline})|; and

.

Denver City,CO% Delivery Station (located on the Cortez Pipeline). The Denver

City Delivery Station and the Denver City CO, Delivery Station are des1énated
by MPTM as separate delivery points. Thé transportation allowances are
discussed by pipeline segments which include the following: The Cortez
Pipeline; MPTM's pipeline; West Texas Pipeline; and Sheep Mountain Pipeljne.

| FINDINGS }
The Cortez Pipeline - _ - |

© The MPTM requested a 1986 transportation allowance for CO transported

through the Cortez Pipeline from the McElmo Dome Unit to various units in

west Texas. The Cortez Pipeline is owned by the Cortez Pipeline Compahy, of
which MPTM, SWEPI, and.Conoco Inc. are pareni Owners. The MPTM submitted a
copy of the "Cortez Pipeline Company Letter Tariff" which charges MPTM
$0.39/Mcf for CO, transported through the Cortez Pipeline., . 1

° The MMS's decisions dated March 29, 1984, and December 31, 1986, approved
the costs incurred in the Cortez Pipeline Tariff, with the exception of
‘ | _

|

- -




United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Royalty Management Program
P.O. Box 25165
Denver, Colorado 800225-0165

IN REPLY REFER TO:

AD/PSO/RIB 6-047-2¢
Mail Stop 3062 ' , |

O
Mr. Jack J. Grynberg JUL 12 1995
President
Grynberg Petroleum Company
5000 South Quebec, Suite 500
Denver, Colorado 80237-2707

Dear Mr. Grynberg:

This is a followup to our April 8 and June. 3, 1996, partial respo-nses to your March 18
Freedom of Information Act (FOIA) request. :

We are providing an additional nine-page document as responsive to your request. We
* are still consulting with several of the parties who submitted the information in the
documentation you requested, and expect to complete our response by August 1,

We will enclose a bill for the cost to fulfill your request with our final response..

If you have an_y questions, please contact me at {303) 231-3013.

Sincerely,

regory K. Kann -
Freedom of ‘
Information Act Officer
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ipcome tax, as a transportatwon allowance for the shipment of CO,.. The
approved “tariff calculation" procedure allowed certain transportat1on‘
charges assessed by Cortez Pipeline Company in accordance with a 1941
Pipeline Consent Decree. - A1l components of the tariff were al]owedlto be
deducted from the value of CO, with the exception of State and Federal
income taxes. The SWEPI and,ﬁPTM are appea11ng the issue regarding the

1

Q

Deliveries to the Seminole-San Andres, Willard, Wellman, and Mahoney lunits
are via the Cortez Pipeline and MPTM's p1pe11ne segment. A p1pe11ne
segment and pump connecting the Cortez Pipeline and Sheep Mountain P1pe11ne
is operated by MPTM, The MPTM's pipeline segment extends from the A11red
Station, located near the Cortez Pipeline, to the Denver City 0e11very
Station, located on the Sheep Mountain Pipeline. The MPTM provided actual
cost data for their 1986 transportation allowance for CO transportat1on
from the Allred Station to the Denver City Delivery StatSon, and to the
Wellman, Mahoney, and Willard units. Therefore, a 1986 allowance w111 be
approved. Thereafter, MPTM should subm1t actual cost data for each year by
April of the following year. _
' \
The transportation costs submitted by MPTM for its p1pe]1ne segment are
broken into four major components:. Depreciation, Expenses, Interest, and
Throughput. By Tletter dated December 31, 1986, MMS approved a| 1985
allowance for MPTM's pipeline. The "Pipe]ine Capital Investment
Depreciation Schedule" contained in the December 31, 1986, approval was
utilized in the 1986 allowance calculation. (See Attachment 1.) ;

\
The MPTM has used a 10 percent salvage value in calculating deprec1at1on.
The Conservation Division Manual (CDM) states ". . . unless otherwise
justified by the lessee, a salvage value of 10 percent should be applied to
tangible items when determining the depreciable investment cost to- be
used in allowance calculation. . . ." The MMS bases all al1owab1e
depreciation on the actual, out-of- -pocket costs incurred for real property
and equipment integral to the pipeline. The undepreciated 1nvestment for.
the beginning of 1986 is X-¢4 Al1l the cost categories represent
MMS-acceptablie pipeline capital expend1tures.

The MPTM's submittal details the costs MPTM considers to be pertinent to
the expense item of the transportation a11owance calculation.

The transportation allowance costs submitted by MPTM are broken into nine
major groups: Operating Labor; Maintenance Labor; Operating Supp11es,
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Utilities, and Fuel; Services Purchased; Maintenance Supplies; Trucks and
Tractors; Overhead; Indirect Expenses; and Ad Valorem Taxes. '

° The MMS's policy is to allow actual overhead costs limited to 10 percent
of operating costs. The MPTM's overhead costs exceeded 10 percent of the
allowable operating costs. Therefore, MPTM's overhead costs are limited
to  Hh-of (See Attachment 2). '

° The MPTM's category descriptions for operating and maintenance costs and
indirect expense items represent MMS-acceptable pipeline expenses. The
services purchased are within MMS-acceptable operation costs. '

° The CDM allows certain operating expenses in the calculation of a
' transportation allowance. Section 647.5A.3B states ‘in part:

“Operating costs are those nondepreciable expenditures required to
‘operate and maintain the pipeline system and shall be limited to
the lesser of the following values: actual operating costs or
10 percent of the undepreciated initial or adjusted investment

cost as of the beginning of the year for which the operating costs
are being computed.” -

° The total MMS-allowablie operating costs for MPTM's pipeline do not exceed
10 percent of the .undepreciated investment at the beginning of 1986.

° Taxes {except income taxes) are allowed by MMS as an expense item.| Only
those taxes attributive to the pipeline will be allowed. The MPTM's
request included a total figure of ad valorem taxes allocated to| their
pipeline segment. ‘ : _

o The MPTM submittal provided actual throughput for 1986. These ﬁigurés
represent 002 transported in MPTM's pipeline segment to the Seminole-San
Andres, Witlard, Weliman, and Mahoney units. '

Sheep Mountain Pipeline _ ' | SR

° A portion of MPTM's McEimo Dome CO, production is transported to the
Seminole-San Andres Unit via the Corté% Pipeline, MPTM's pipeline segment,
and Sheep Mountain Pipeline. The MPTM requested a transportation allowance
for C0, production transported through the Sheep Mountain Pipeline. | |

: . ) 1

© Amerada Hess Corporation (AHC) is an undivided interest owner of 30 percent
of the southern segment of the Sheep Mountain Pipeline System which! begins
in New Mexico and extends to the Seminole-San Andres Unit, Gaines County,

Texas. The arm's-length “Carbon Dioxide Transportation Agreement" -was

negotiated between MPTM and AHC on February 13, 1984, to transport{MPTM‘s
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West Texas Pipeline
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. |
portion of CO, production from the Denver City Delivery Station, Iocaﬁed on
the Sheep Mountain Pipeline to the Seminole-San Andres Unit. The MPTM is.
charged a transportation fee of -4 “Mcf of CO2 measured -at the delivery
station on the Sheep Mountain Pipeline. o

|
|
1
|

-]

o

Q

The Cortez Tariff No. 2

: : \

The MPTM requested a 1986 transportation allowance for CO transﬁorted
through the West Texas Pipeline.  The arm's-length "Carbon Diloxide
Transportation Contract" was negotiated between MPTM and Big [Three
Industries, Inc. on April 18, 1986, to transport MPTM's portion of ¢O0,
production from the Denver City €0, Delivery Station, located on the Cortez
Pipeline, to the South Wasson C%earfork Unit.__ The MPTM_is charged a
transportation fee of “w.«f per month. The monthly charge is adjusted by
an adjustment multiplier as detailed in Section 6.2 of the transportation
agreement. The MPTM submitted figures for July 1986 through December 1986,
The information submitted by MPTM contained monthly charges to MPTM from
Big Three Industries, Inc. : ‘ o :
The MPTM requested a transportation allowance of . Y.<l /Mcf for\’COz
transported to the Dollarhide Unit through the West Texas Pipeline.; Thé’
am'‘s-length transportation agreement was negotiated on September 9, /1985,

between MPTM and Big Three Industries, Inc.: !
The CDM, Section 647.5C.3 states in part:

"Allowances will be granted to cover transportation costs incurred
in moving production through pipelines owned by parties other than
the lessee. The allowance will be limited to . . . actual charges
" to the Jessee for transporting production, pursuant to an arm's-
length' contract.” :

The COM, Section 647.5.3C states in part: - |

"Generally, if the lessee/operator 'is transporting production
under an arm's-length agreement by the only mode available to him,
then these costs may be allowed even though they may be higher
than other modes of transportation."

|
|
|

, , J
° The MPTM requested a 1986 allowance for a transfer charge for the movement

of €0, through a gathering system from the Yellow Jacket Junction to the
junctton of Cortez Gathering System and the Hovenweep Central Facility
Pipeline., The MPTM submitted a copy of the "Cortez Pipeliqg Company Letter
Tariff No. 2" which charges MPTM $0.05/Mcf for the movement of COé from
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. non-Hovenweep Facility sources through the gathering system Tocated w1th1n
~the McElmo Dome Unit boundary. : :
° At 43 CFR 3162.7, "Measurement, d1spos1t1on and protection of product1on
Section (a) reads as follows: .
4
“The lessee sha]1 put into marketable condition, if econom1ca11y
feasible, all oil, other hydrocarbons, gas and su?phur produced
from the 1eased land."

Section 647.3A of the CDM, states in part:

"The lessee is obligated to place lease production in marketable
condition without deduction of costs for measuring, compressing or
otherwise conditioning the gas for market. Under no circumstances
will royalty be computed on less than the gross proceeds accru1ng
to the lessee from the sale of leasehold production."

Notice to Lessees and Operators No. 1 (NTL-1), "“Procedures for Reporting
and Accounting for Royalties," under Section III, "Gas and Associated
Liquids Product1on, Sales, and Royalty Requ1rements,"‘states |

“Under no c1rcumstances will the royalty value be computed on less
than the gross proceeds accruing to the operator from the sale of
such. leasehold production. Gross proceeds include, but are not |

}imited to, tax reimbursements and payments to the operator for
gathering, measuring, compressing, dehydrating, or performing
other services necessary to market the production. Likewise, no
“deduction will be allowed for the cost which an operator incurs by
‘reason of placing the gas in a marketable condition as an operator .
"is obligated to do so at no cost to the Jessor."

° The preceding statement s primarily concerned with "gross proceeds.

However, in defining the term, gathering gas is considered part oﬂ the
activities for which the operator is responsible, at no cost to the lessor.

The Cortez Pipeline

I

CONCLUSIONS |
. . |

” I

|

\

® The Cortez Pipeline "tar1ff calculation" procedure to arrive at ‘a va]ue

deduction for transportation costs proposed by MPTM is acceptable, with the
exception that, for royalty purposes, State and Federal income taxes are
not to berconsidered in computing transportation costs. Accord1ng1y, State
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i
and Federal income taxes should be eliminated before transportat1on'costs
are computed. 1
This method of determining the 1986 transportation allowance for the Cortez
Pipeline should be used for caiculating the tentat1ve 1987 transportat1on
allowance for this pipeline segment. {

|
i
i

=]

-]

o

The MPTM's pipeline transportation allowance will be canputed annua]]y
based on actual allowable costs, consistent with the MMS's estab11shed
policy. The MPTM should submit actual cost data for each year by Apr11 of
the following year. , |
The pipeline operating and maintenance costs  represent MMS-acceptable
operating costs. All compression-related operating and maintenance costs,
however, will be disallowed. | |

. \
The MMS's po]1cy is to "require actual overhead costs (not to exceed
10 percent of  thé allowable costs) 1in computing a transportat1on
allowance. The MPTM's overhead cost exceeded 10 percent of the aTlowab1e
costs and limited MPTM's overhead figure. . |
Attachments 1 and 2 detail all costs allowed by MMS for MPTM's p1pe11ne.
Attachment 1 is a copy of the depreciation schedule for MPTM's p1pe11ne'

“approved by letter dated December 31, 1986. Attachment 3 details the

calculated 1986 allowance for MPTM's pipeline. For. this pipeline segment,
the approved 1986 transportation allowance will be used for the tentat1ve

1987 transportation a]]owance.
1

The Sheep Mountain P1pe11ne

.0

The MMS's wpolicy 1is to grant transportat1on allowances to |cover
transportation costs incurred in moving production through p1pe11nes not
owned by the lessee. Therefore, the transportation cost of ' - Q"’Mcf
charged to MPTM, pursuant to an arm's-length agreement, for transport1ng
€0, production through the Sheep Mountain Pipeline 1is an acceptab1e
transportation allowance.’ ‘ !

For the Sheep Mountain Pipeline, the approved transportation aT]owance will
be used during 1986. The actual fee charged to MPTM in 1987 by AHC sh0u1d

be used as the approved cost for this pipeline segment during 1987.
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o

|
\
I
1

The 'transpor'tation‘ fee of Y« ~per month adjusted by am adjusiment

‘multiplier charged to MPTM, pursuant to an arm's-length agreement, for

transporting CO, Production through the West Texas Pipeline to, the
South Wasson Clearfork Unit is an acceptable transportation allowance., The

- approved allowances are for July 1986 through December 1986 and are the
“actual monthly charges. The actual monthly fee charged to MPTM in 1987 by

Big Three Industries, Inc. should be used as the approved costs for | this

pipeline segment during 1987. !

The transportation cost of %4 Mcf charged to MPTM, pursuant to an
arm's-length agreement, for transporting C02 production through| the
West Texas Pipeline to the Dollarhide Unit s an acceptable transportation
allowance. For this pipeline segment, the approved transportation

" allowance will be used during 1986. The actual fee charged to MPTM in 1987

should be used as the approved cost for this pipeline segment during 1987.
) : B

The Cortez Tariff No. 2 : - |

o

Limitation of the Transportation Allowances

A Pipeline Tariff No. 2 are not deductible in computing Federal royalty. -

Pertinent regulations and NTL-1 clearly state that the lease operator has
the responsibility and obligation to place the gas (C02) in marketable
condition. The lease operator is obligated to perform necessary field
gathering operations; therefore, the gathering charges under the Cortez

The MPTM's request for gathering charges to be approved as_ a transportétion

allowance is -denied. Gathering costs are not allowed as a deduction from
Federal royalty. : ' : i

[+]

To detenmine'the transportatidn alTowance for each delivery point,iMPTM
should calculate the sum of the:approved transportation allowances for the

pipeline segments to each delivery point. : |

L -
The 1986 allowance which MPTM may deduct will be the lesser of the approved

allowance (the sum of the approved 1986 transportation allowances for the
pipeline segments to each delivery point) or 50 percent 'of the value of the
CO2 at the sales point. : :
' \

The. 1987 allowance which MPTM may deduct will be the lesser of the

tentatively approved 1987 transportation allowance (the sum .of the approved
and tentatively approved 1987 transportation allowances for the pipeline
segments to each delivery point) or 50 percent of the value of the CDZ at

the sales point. C , !

i
|
|

1
|
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Mobil €O, Transportation Allowance

Pipeline Cap1taF Investment Depreciation Schedu]e i

(1) (2) 7 (3) (4) '(5) (6) |
' Undep. Undep. Returp
Allowance - Capital Invst. Beg. : Invst. End on

Year - Invest. of Year Depreciation of Year Invest.

1985 o X o-if
1986

1987
1988
1989
1990
1991
1992
1993

1994

1995 .

1996

1997

1998

1999

2000 |

2001 :

12002 |

2003 0
|

2004 -
2005

(1) 20-year, straight-line depreciation, 10 percent salvage value. 1
(2) Allowable pipeline capita]'investmént.

{3) Remaining undehreciated investmenf at beginning of year.
{(4) Annual depreciation . -+ £ 20).

(5) Undepreéiated investment, beginning of year minus annual depreciation.
!

(6) Undepreciated investment, beginning of year times prime interest réte of
10.75 percent. i
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- 1986

pipeline D&Mt
Ad Valorem Tax2
Actual Operating Costs

Overhead (limited to 10 pércent
allowable operating costs)

Total MMS- g'llow'abIe Operating

Expenses™ (limited to jesser
of actual operating expenses or

-t

1 and 2 Figures from MPTM's ‘éubmitta1

3The MPTM's actual operating expenses did not exceed 10 percent of

undepreciated investment,

1

~

Vo,
10 percent undepreciated 1‘nvestment <
S o /

dated March 16, 1987.

the
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Transportation Allowance Calculation, MPTM 009 pipeline -. 1986
_ . a 1 - Operating Return on
Transportation Allowance = Depreciation{D)"™ + Expenses{E)}" + Investment(])
Throughput ‘ |
— Xt —
Seminole-San Andres Unit Mt
_ Ve (7/
Willard, Wellman, and Mahoney.Units ¢ — ¢ / Mcf

-y e v

1Depreciatidn and' return on investment figures ffom Attachment 1.

20perating expénses from Attachment 2.

3The MPTM submitted a breakdown of costs which includes 80 percent applied to

the Seminole-San Andres Unit and 20 percent to the Willard, Wellman
-Mahoney un1ts.

and
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MINERALS MANAGEMENT SERVICE
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P.O. BOX 25166

IN REPLY DENVER; COLORADO ™ B0225

REFERTO: | Mail Stop 653
MMS -RVS-0G:87-0095

-MAY 22 1987 |
Memorandum ‘
To: Chief, Division pf Appeals '
Through: Program Analyst (Litigation) ' i
From: Chief, Royalty Valuation and Standards Division-

Subject: Appeal by Mobil Producing Texas and Neﬁ Mexico Inc. Concerﬁing
‘McETmo Dome Unit C02 Transportation Allowances i

By letter dated February 3, 1987 (copy attached), Mobil Producing Texas jand
New Mexico Inc. (MPTM) filed an appeal to a Minerals Management Service (MMS)
decision dated December 31, 1986 (copy attached). The December 31 decision
approved transportation allowances pertaining to carbon dioxide (CO )
production transported from the Mcklmo Dome Unit in southwestern Colorado Eo
the Denver Unit, the Seminole-San Andres Unit, and the Weliman Unit, all of
which are located in west Texas. The MPTM requested an additional 30 days in
which to submit its Statement of Reasons in support of the appeal. By letter
dated February 24, 1987, MMS's Royalty Valuation and Standards Division
(RVSD), approved MPTM's request and granted additional time until Marchl 7,
1987, to submit the Statement of Reasons in support of the appeal. !
: ' |

BACKGROUND L
“-Carbon dioxide (COZ) is produced from the McEimo Dome Unit in Dolores iénd
Montezuma Counties, Colorado. Shell Western Exploration and Production Inc.
(SWEPI) is the operator of the unit. The MPTM is a working interest owner in
the McElmo Dome Unit, The CO, is transported through the Cortez Pipeline to
0i1 fields in west Texas where it is used in enhanced o0il recovery projects.
The Cortez Pipeline is owned by the Cortez Pipeline Company, of which MPTM,
SWEPI, and Conoco, Inc. are parent owners. ‘ : ) !
By decision dated December 31, 1986, MMS approved transportation al]owaéces
for the following pipéline segments: the Cortez Pipeline; MPTM's pipeline;
and the Sheep Mountain Pipeline. The MMS-approved "“tariff calculation®
procedure for the Cortez Pipeline allowed certain transportation charges
assessed by the Cortez Pipeline Company in accordance with a 1941 Pipeline
Consent Decree, Al1 components of the Cortez Pipeline Tariff were allowed to
be deducted from the value of 002 prior to determining royalty with {the
éxception of Federal and State income tax. The MMS-approved transportation
allowance for MPTM's pipeline was computed based on actual aliowabie costs;for
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the pipeline segment The Sheep Mountain Pipeline transportat1on a]]owance

—was_based on_an_arm's-length-agreement—to--cover-transportation— cests—qncuered————-"

in moving production through pipelines not owned by the lessee. The MPTM
filed an appeal dated -February 3, 1987, to MMS's decision of December 31,
1986, The MPTM's appeal addressed six issues in which it contends that\MMS
was in error in its December 31, 1986, decision. Five of the issues pertain
to the transportation allowance granted for MPTM's pipeline and one of  the
issues pertains to the Cortez Pipeline Tariff, These issues ‘are: j

1) General Argument The MMS's decision approved transportation al lowances
for CU product1on transported from the McEimo Dome Unit based on
information in the Conservation Division Manual (CIM), The MPTM argues
that the CIM takes the form of a directive and materially mod1f1es
existing regulations and is not lawfully in effect since the CIM was ! not
promul gated and published in compliance with 5 U.S.C. § 552, :

The MPTM! s appeal stated that no not1ce or Jjustification has been g1ven
for procedures which, if applied, could substant1a11y affect MPTM's
liability to the Un1ted ‘States for royalties accruing with respect to the
McEtmo Dome Unit. The MPTM further states that “. . . since the CIM was
not promulgated and published in a manner consistent with Section 552 of
the Administrative Procedures. Act, policy gu1de11nes therein, to |[the
extent adverse to MPTM, should be deemed void."

RVSD's Response

Onshore 011 and gas regulations do not Spec1fica1]y address royalty
requirements for transportation deductions for (0, production. The Code of
Federal Regulations (CFR), 30 CFR 206.103, églue Basis for Compufing
Royalties," provides (in part) that ", ", . due consideration being g1ven to

the highest price paid for a part or for a majority of production . . . toi/the

price received by the lessee, to posted prices, and to other relevant
matters. "Other relevant matters" were considered by MMS. As a matter of
fact, “other relevant matters" is the only regulatory authority for Ithe
approval of transportation allowances. The CIM was the procedural gu1de
issued by the Conservation Division of the United States Geological Survey
(USGS), predecessor to the MMS. The CIM provides the guidelines ifor
determining the reasonable costs incurred by the lessee in transport1ng
onshore production to the nearest sales outlet. The guidelines include
transportation costs "as one of the re]evant matters” 1n estab11sh1ng va]ue

for royalty purposes. : 4 ) J

1

- \

2) Operating Costs. The MPTM's appea1 stated that ad va]orem taxes a116wed
by MM5 as an expense item for MPTM's pipeline should not be considered in
calculating operating costs since. such taxes are not a cost of produc1ng
C05.  The MPTM also challenges the limitation of .operating costs to Ithe
lesser of the actual operating costs or 10 percent of the undeprec1ated
initial investment.

]




The MPTM cites the CDM Section 647.5A.38B, which states in part: |

"Operating costs are those nondepreciable expenditures required to |
operate and maintain the pipeline system and shall be limited to L
the lesser of the following values: actual operating. costs or i
10 percent of the undepreciated initial or adjusted investment
cost as .of the beginning of the year for which the operating costs |
are being computed." o '

The MPTM states that the ad valorem taxes comprise x-4’vercent of the total
operating costs which are not established nor controlled by MPTM.! In
addition, MPTM argues that the limitation of operating costs to the lesser
of the actual operating costs or 10 percent of the undepreciated initial
investment resuits in discrimination against the owners of the Cortez
Pipeline since no limitation is placed on producers who are not owners of
the Cortez Pipeline. - _ : f

|

RVSD's Response ’

|
1
1

The MMS's policy 1is to include ad valorem taxes attributable to | the
pipeline as an allowable operating cost. The CDM, Section 647.5A.38,
allows taxes {except dincome taxes) as an operating expense item.  The
COM, Section 647.5A.3B, also specifies the ~limitation of operating costs
to the lesser of the actual operating costs or 10 percent of . the
" undepreciated initial or adjusted investment cost for producer-owned | and
operated pipelines. . ' , i

3) Rate of Return on Investment. The MPTM appeal stated that the ﬁrime
Tnterest rate used to calculate the rate of return on investment | for
MPTM's pipeline should have been 11.25 percent, as pubiished in the

Wwall Street Journal on January 2, 1985, The MPTM further argues Fhat

MMS's use of the prime interest rate is unreasonable since such |rate

reflects short-term cost of money to bank'

s most favored customers an& can
fiuctuate within a year. - : : .

The MPTM recommends that the rate of return should be established by MMS
and should be published in the Federal Register in ‘February of |each
calendar year. .To be consistent with industry practice, MPTM requests
that MMS calculate the rate by multiplying: "i) the average of the twelve
(12) rates for twenty-year Treasury Bills published in the Wall Street
Journal on the first publication date of each month of the preceding
calendar year by 11) one hundred fifty percent {150%)." .

RVSD's Response

The MMS's policy is to use the prime interest rate as published 1n§ the
Wall Street Journal in effect at the beginning of the year for which, the
nitial allowance 15 granted. The CDM, Section 647.5A.3A, provides that@“the

I
!
|
[
i
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prime interest rate in effect at the time of initial allowance approval éhbu1d

be used."  The prime interest rate pabTished—in—the Wall _Street—dournal—on——
- January 2, 1985; was 10.75 percent, rather than 1I.25 percent as cited
by MPTM, However, this rate reflects the interest rate in effect | for
December 31, 1984, The prime interest rate published in the Wall Stlreet
Journal on January 3, 1985, reflecting the rate in effect for January 2, 1985,
was 10.75 percent (see attachment), Therefore, the 10.75 percent prime
interest rate used by MMS to calculate the allowable return on the depreciated
investment was appropriate and in accordance with MMS's policy. -

4) Compression Expenses. The MPTM's appeal stated that the disallowance of
compression expenses for MPTM's pipeline segment is unreasonable since MMS
fails to recognize that such expenses are production, operating, or
maintenance in nature. The MPTM further argues that unusual - operational
circumstances exist at the McElmo Dome Unit; therefore, MPTM should be -
allowed to deduct compression related expenses for the -purposes of
calculating the transportation allowances, ‘ -

The MPTM cites  the Financial Accounting and Reporting by 0il - &
~ Gas Producing Companies, . Financial Accounting Standards  Board
[Statement No. 19) which states that "if unusual physical or operational
circumstances exist, it may be more appropriate to regard the praduction
furiction as terminating at the first point at which oil, gas ori.gas
liquids are delivered to a main pipeline, a common carrier, a refinery, or
- a marine terminal, he maintains that standard accounting practice
allows compression related expenses to be . deducted as a production cost.
The MPTM points -out that no market exists for 602 at the McElmo | Dome
Field; therefore, all C02 must be transported to remote locations. Costs
associated with this transportation should be allowed since compression is
the only method in which to transpert the C02 to the Sheep Mouqtain'
Pipeline. - ~ : i

RVSD Response ‘ é

Compression costs aré;hnot allowed as a deduction from Federal royé]ty.
The CIM, Section 647.3A, Notice to Lessees and Operators No. 1 (NTL-1); and
43 CFR 3162.7 provide that the lessee is obligated to place lease production
in marketable condition without deduction of costs for compressing the gas for
market., ODecisions by the Director, Geological Survey, and a supporting court
decision, The - California Company v. Secretary of the Interior, August 10,
1961, have uphelid the principle that the lease operator 1s obligated to
perform necessary field gathering, dehydration, and compression‘operatﬁons.
The court made the distinction between “transportation" of gas and
"conditioning" of gas and accepted the Secretary's definition of production as
"gas conditioned for market." . 4

5) Allowable Limitation. The MPTM states that the transportation allowance
ceiling limitation of 50 percent -of the royalty value of the CO, at the

|
|
{
|
|
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sales_point does not recognize current market conditions. This 1imitaﬂion

pertains to the approved transportation allowances for the Cortez.
Pipeline, MPTM's pipeline, and Sheep Mountain Pipeline to sach delivery
point. The MPTM further provides that product prices have decreased
considerably during the past few years, while MPTM's operating costs have
increased or remeined constant. L .

RYSD Response

The CDM, Section 647.5.3E provides that under no circumstances should jthe
transportation costs exceed 50 percent of the products fair market value at
the .market competitive sales point. The RVSD allows the reasonable actual
transportation costs as proper deductions in computing royalties. However,
RVSD must comply with established regulations, gyidelines, and procedures.
Therefore, the MMS's decision dated December 31, 1986, cites the 50 peréent
limitation on transportation deductions for CO, mMoved to the marketing
Tocations. The decision is based upon estab?ished ‘procedures in ?the
regulations and the CDM. However, the Secretary may -grant. relief from
the 50 percent limitation provided the lessek can demonstrate unusual
circumstances which warrant such action. :
6) Federal Income Taxes. The Cortez Pipeline "tariff calculation” procedure
. ZT7Towed MPTM to deduct certain transportation charges' assessed by | the
Cortez Pipeline Company 1in accordance with a 1941 Pipeline Consent
Decree. All components of the tariff were allowed to be deducted from the
value of 602 prior to determining royalty with the exception of Federal
and State income tax. The MPTM appealed the exception of Federal' and
State income tax as a cost of transportation. o

The MPTM's appeal stated that the tariff rate does not include Federal
. income tax since the tariff rate calculated under the 1941 Consent Decree
would be considerably higher than $0.39/Mcf based on current output. In
addition, MPTM adopts SWEPI's Statement of Reasons in support of SWEPI's

- appeal dated October 9, 1986. ‘

|
|

RVSD's Response

]
I
|

The RVSD upholds its previous position with regard to Federal and State income
taxes. In Williams' 0il and Gas Law, Vol. 3, § 604.6(b) clearly defines which
costs may be considered as a cost of operation; "the current cost of operation
has been held to include taxes {other than income taxes) bayab1e by the owner
of the working interests." In addition, in Matzen v. Hugoton Production!Co.,
(321 P.2d 576), the Supreme Court of Kansas upheld evidence which established
that "from an accounting standpoint, income tax is a sharing of profits, not a
cost; that in cost accounting, income tax is never used as a factor in
determining cost of operation, cost of sales, nor of any other item." | The
- RVSD recommends that income tax should not be allowed as part of the cost of
transportation as claimed by MPTM.




CONCLUSIONS : !

° For all reasons stated above, RVSD recommends that the transportat1on
allowances approved in MMS's decision dated December 31, 1986, be- uphe]d.

° The RVSD disagrees with all six issues presented by MPTM in support oﬂ the
appeal. Therefore, RVSD recommends MPTM s appeal be denied,

{
i

UUM %\"éniﬁmw\_——

William H. Feldmiller

3 Attachments




'United '-Stafes Department of the Interior

MINERALS MANAGEMENT SERVICE
ROYALTY MANAGEMENT PROGRAM

N : P.07BOX 25165° . :
wmtg. o ' .°  DENVER.COLORADO 80225 ' - i
L ' Mail Stop 653 - -
MMS-RVSD-0G' - o BT
“Memorandum | |
To: .Deputy Associate“nirector for-Va]hatioﬁ and Audit |

"Through: Chief Royalty Va]uat1on and Standards Division

F rom: Chief, 011 and Gas Valuation Branch ‘
Royalty Valuation and Standards Division

Subject: Appeal by Mobil Producing Texas and New Mexico,'Inc. Concern1ng '
‘ McEimo Dome C02 Transportation Allowance (MMS-87-0194-08G) .

The D1rector s decision dated October 30 1987 (copy attached). was issued in
response to Mobil Producing Texas and New Mexico, Inc.'s .(Mobil) appeal of a
Royalty Valuation and Standards Division (RVSD) order dated December 31, 1986
{MMS-RVS-0G:85-0889). The October 30 decision remanded the issue concerning
the rate of return applicable to the transportation allowance to RVSD for
recalculation. In the October 30 decision, the Director determined that RVSD
should have calculated the rate of return based on the prime interest rate in
effect at the time of the initial allowance approval as stated in
section 647.5A.3A. of .the Conservation Division Manual (CDM).

Since Mobil's transporation alTowahCe was approved on.Decembér-Sl. 1986, thg;"

Director concluded that RVSD erred in using the prime rate in effect on
January_l, 1985, The RVSD believes that the Director should have upheld |
RVSD's original decision regarding the rate:of return. By memorandum dated
January 26, 1988 (copy attached), RVSD recommended to the Director that this
issue regarding the recalculation of the rate of return for Mobil's
‘transporation allowance be reconsidered. By memorandum dated February 25
1988, the Director determined that ". . ,if particular CDM provisions are -
deemed inappropriate, action should be-taken to amend or update those.
provisions and/or the relevant reguiations . . . ." "The Director found no
basis for reconsiderat1on of the decision regarding the issue of the rate of
return.

| i
The CDM section 647 S.3E states. "If the application is timely received ]

(normally within 30 days from the date of first saies, unless a later date is .
justified), then the allowance when approved should be retroactive to the date’
of first sales." The COM further states that if the application is not time]y -

received, then any allowance should be denied for the period prior to the™

receipt of the allowance reguest. A literal 1nterpretation of this section 1sgw




_that Mobil's transportation aliowance_ﬂnyjd_not _have_been approved for_any.
period prior to October 1985 because the application was not received within ”
“30 days from the date of first sales." However, MMS's policy is to approve
transportation allowances retroactively to. the first product1on month for i

- which royalty 1s due, o . '

The October 30 and February 25 decis1ons that determined that RVSD should have

- _calculated. the. rate of .return ", . . based on the prime interest rate-in i .
‘effect at the time of the initial allowance approval . . ." was also a Titeral

interpretation of tha CDM, The RVSD believes that to use the prime interest
rate in effect on the date the RVSD order was approved (signed) is -~
inappropriate. The MMS's policy is to.use the prime interest rate in effect
on the first day of the deduction perfod for which the allowance has been
approved by MMS, even if approved retroactively. This policy has been
consistently appl1ed by RVSD. Therefore, RVSD requests that this issue
regarding the recalculation of the rate of return for Mobi] s transportation

be readdressed.

If you have any questions. please contact Theresa Waish at extensfon 3395,

s

ohn L, Price

2 Attachments |




United States Department of the Interior

MINERALS MANAGEMENT SERVICE

ROYALTY MANAGEMENT PROGRAM
P.0. BOX 25165
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_IN REPLY i DENVER, COCORADO 80225
REFER TO:
Mail Stop 653

© MMS-RVS-06:85-0889 , ' oy

ENCLOSURE COMTAINS CNOMPANY PROPRIETARY
TNFORMATION FOR RELEASE ONLY TU MOBIL -
PRODOCING TERAS & Wew MEXICO TRC.

Mobi] Producing Texas & New Mexico Inc.
Attention: Mr. Hector Casas :

- Nine Greenway Plaza - Suite 2700 - .
Houstan, Texas 77046 '

Gentlemen:

By letter dated October 28, 1885, you requested approval of transportation
altowances pertaining to CO» production transported from the McEimo Dome Unit
in southwestern Colorado to the Denver Unit, the Seminole -San Andreas Unit,
and the Wellman-Unit.all of which are located in west Texas.

The informatﬁon ypu submitted has been reviewed, Me have approved; subject to
future audit, 1985 transportation allowances as outlined in Attachment 4 to
the Findings and Conclusions.

The allowances approved for 1985 are to be used as the tentative allowances
for production during calendar year 1986 and until the . next annual
adjustment. Pertinent data for calculation of the actuial 1986 transportation
allowances must reach our office by April 1, 1987, T

When submitting the data for a -tfansportation allowance, you must include -

copies of all current sales contracts or any subseqguent amendments covéring
disposition of your interest in the production from the lease. Alsa,l you
should list the names and addresses of the other working interest owners on
whose behalf you are tendering royalty payments. The Minerals Managgment
Service {MMS) will then forward a copy of the transportation allowance letter
to .each of the listed companies, This should reduce the number of separate
aliowance requests. For those working interest owners who are reporting and
paying royalties on their own behalf, a separate transportation allowance |must
be requested. : : '

"Enclosed is a copy of our Findings and Conclusions showing the basis fot our
approval of the transportation allowances. i




Mobil Producing Texas & New Mexico Inc. o : 2

You have the right td appeal this deéision. Please refer to the enclosure for
the royalty adjustments and appeals procedure, '

n

_If there are any questions, please call (303) 231-3395, .

Sincerely,

¢ William H. Feldmilier

Chief, Royalty Valuation and
Stmﬂamﬁ Division

2‘Enc1osures
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THIS DOCUMENT CONTAINS COMPANY
PROPRIETARY TRFORMATTON FOR RELEASE

ONLY TO MOBIL PRODUCING TEXAS |&
NEW MEXICO INC. |

* ROYALTY MANAGEMENT PROGRAM | i
ROYALTY VALUATION AND STANIARIS DIVISION - |

Findings and Conclusions
on

" McElmo Dome Unit €O, Transportation Allowances

;
|
. i
BACKGROUND §

Carbon dioxide (CO,) is produced from the McElmo Dome Unit in Montezuma
County, Colorado. :%he11 Western £ & P Inc. (SWEPI) is the operator of the
unit. Mobil Producing Texas & New Mexico Inc. (MPTM) is a small |share
working-interest owner in the McEimo Dome Unit.- The CO, is transported
through the Cortez Pipeline to oil fields in west Texas where it is used in
enhanced o0il recovery projects. The Cortez Pipeline is owned by the Cortez
~ Pipeline Company, of which MPTM, SWEPI, and Conoco are parent owners. -

By letter dated October 28, 1985, MPTM requested approval of transporﬁation
allowances for 002 production transported from the McElmo Dome Unit in
csouthwestern Colorado to the Denver Unit, the Seminole San Andreas Unit, and
the Wellman Unit all of which are located in west Texas. Minerals Management
" Service (MMS), by letters dated December 26, 1985, and May 7, 1986, requested
additional information on the data submitted in the October 28 request. i

_ . : 1

The MMS _will require MPTM to establish CO, value for McElmo Dome CO,
delivered to each unit based on the arm's-length CO, sales and purichase
contract(s) in existence for each unit. By letter dated August 8, 1986, MMS .
requested MPTM to submit a proposed valuation procedure for the establishment
of value(s) for royalty purposes, of CO, disposed under any contracts covering
disposition of MPTM's portion of CO, ?rom the McElme Dome Unit, A royalty
valuation procedure for CO, production from the "McElmo Dome Unit will be
established by MMS pending ‘receipt of MPTM's proposed valuation procedure.
The transportation allowances for C02 production from the McEimo Dome [Field
will be addressed separately from the valuation procedure as agreed upon in
the September 11, 1986, meeting between represerntatives from Royalty Valuation
and Standards Division (RVSD) and Dean Lee (MPTM). This approval will address
the transportation allowances for CO, praduction from the McEimo Dome Unit to
the Denver Unit, the Seminole San Andreas Unit, and the Wellman Unit. In the
Findings and Conclusions, the transportation allowances are discussed by
pipeline segments which include the following: the Cortez Pipeline; MPTM's
pipeline; and the Sheep Mountain Pipeline,
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PRODUCING TEXAS & NEW MEXICO INC.

FINDINGS

The Cortez Pipeline : . ‘L

4]

The MPTM has requested a 1985 transportation allowance for C02 transpo’r-ted
‘through the Cortez Pipeline from the McElmo Dome Unit to the Denver Un1t
in Yoakum and Gaines Counties, Texas. The MPTM submitted a copy of‘the
"Cortez Pipeline Company Letter Tariff" which charges MPTM $0. 39/Mcf| for
602 transported through the Cortez Pipeline. The Cortez Pipeline Company
is  a general partnership owned by SWEPI, MPTM, and Conoco. The Cortez
Pipeline Company owns a 500 mile, 30-1nch p1pe11ne ultimately capab]e of
transport1ng approximately 1,000,000 Mcf/day of COs.
1
° The MMS's decision of March 29, 1_984, approved the costs .incurred in
the Cortez Pipeline Tariff, with the exception of income tax, as a
transportation allowance for the shipment ‘of CO, to the Denver Unit. The
approved "tariff calculation" procedure allowed certain transportation
charges assessed by Cortez Pipeline Company in accordance with a 11941
Pipeline Consent Decree. All components of the tariff were allowed to be
deducted from Federal royalty with the exception of state and Federa1
income tax. Shell is appealing the issue regarding 1ncome tax. i '
1
]

|

° Deliveries of C0, to the Seminole San Andreas Unit are via the Cortez
Pipeline and the Erco -operated Sheep Mountain Pipeline, A pipeline segment
and pump connecting these two pipelines is operated by MPTM, The MPTM S
pipeline . segment extends from the Allred Station, Tlocated on Cortez
Pipeline, to the -Denver City delivery station, located on the Sheep
Mountain Pipeline, and to the MWellman Unit., The MPTM. 1n1t1a11y submitted
an estimated transportation cost .of §X-4/Mcf for MPTM's pipeline
segment. However, by letter dated May 29, 1986, MPTM provided actual icost
data for their 1985 transportation a11owance for CO, transportation from
the Allred Station to the Denver City delivery station and the Wellman
Unit. Therefore, a 1985 allowance will be approved. . Thereafter, MPTM
should submit actual cost data for each year by Apr11 of the fo110w1ng
year.

MPTM's Pipeline

® The transportation. allowance costs submitted by MPTM for 1ts p1pel1ne
segment are broken into four major components: Depreciation, Expenses,
Interest, and Throughput. Each major component will be d1scqssed
separately in detail. 1
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|
Depreciation !

° The MPTM has used a 10 percent salvage value in calculating depreciaiion.
The CDM states, " . . . unless otherwise justified by the lessee, a salvage
value of 10 percent should be applied to tangible items when determining

‘the depreciable investment cost to be used in allowance calculation. doe oW

° As stated above, MMS bases allowable depreciation on the actual, out-of -
pocket costs incurred for real property and equipment integral to the
pipeline. ‘The MPTM's request shows @as-spent capital on the pipe1ihe of
e . This figure represents costs incurred for constructing the
pipeline. A1l the cost categories represent MMS-acceptable pipeline
capital expenditures. ' !

|

‘Expenses -

° The CDM allows certain operating expenses in"the calculation iof a
‘transportation allowance., Section 647 .5A.3B states in part:

"Operating costs are those nondepreciable expenditures required to
operate and maintain the pipeline system and shall be Timited to|
the lesser of the. following values: actual operating costs or,
10 percent of the.undepreciated initial or adjusted investment
cost as of the beginning of the year for which the operating costsi'
are being computed.” , :

°. The MPTM's submittal details the costs MPTM considers to be pertinent to

the expense item of the transportation allowance calcuiation. The ﬁPTM's

‘actual operating Cost§ ékceeded 10 percent of the undepreciated initial

investment. Therefore, the total MMS-allowable operating expenses uqed in

the calculation of the transportation allowance for MPTM's pipeline was

10 percent of the undepreciated initial investment. i

° The transportation .allowance costs submitted by MPTM are broken

into nine major groups: Operating Labor; Maintenance Labor; Operating

Supplies, Utilities. and Fuel Purchased; Services Purchased; Maintenance

Supplies; Sales and Use Taxes; Other Direct Expenses; Indirect Expenses;

and Ad Valorem Taxes. On September 15, 1986, Mr. Charles Shirley, a

representative of MPTM was contacted by Ms, Theresa Walsh (RVSD). The

operating expenses were discussed in detail and are within the criteria of
MMS-allowable costs. The following is a discussion of the expense groups.

°© 0 & M Costs -- The operating and maintenance (0 & M) labor are comprised

- OF direct wages paid to employees while engaged in maintaining, oper?ting,
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or repairing the line. The 0 & M supplies are. comprised of capital
expenditures for miscellaneous parts associated with repair and maintenance
of the pipeline. The category descriptions for 0 & M costs represent "MMS-
acceptable pipeline expenses, L ;
Services Purchased -- Services purchased are comprised of elect%ica]

and other energy purchase costs necessary for operation of pumps. These

services are within MMS-acceptable operating costs. ;
. . : : i

° Direct. and Indirect Expenses =- The direct expense includes foﬁeman
expense, insurance, and taxes on pipeline and equipment, etc. It is
MMS's policy to allow actual overhead costs limited to 10 percent of
operating costs. The MPTM's indirect expense (overhead) is less |than
10 percent of allowable operating costs. Therefore, MPTM's overhead fiqure
is acceptable, : : : . i

° Ad Valorem Taxes =-- Taxes (except income taxes) are allowed by MMS as
an expense item. Only those taxes attributable to the pipeline will be
allowed. The MPTM's request includeéd a total figure of ad valorem taxes

" allocated to their pipeline segment. - . '

|
|
Interest o T 1

° The CDM Section 647.5A.3A states in part: -

|
“Unless otherwise justified, the prime interest rate in effect l
at the time of initial ‘allowance approval should be used as the 1
rate of allowable return on the depreciated investment. Once |
_established, the rate will be continuous (fixed) over the life of |
the pipeline.” o N
It is MMS's policy to use the prime interest ,rate, as published 1@ the
Wall Street Journal, in effect at the beginning of the year for which
the initial allowance is granted. This rate then remains fixed for the
remainder of the 20-year expected 1life of the project. The interest
rate on January 8, 1985, was 10.75 percent. This rate will be used for

calculating the allowable return on the depreciated investment. }

Throughput
1.

° The MPTM submittal provided actual throughput for 1985. These figures
represent CO, transported in MPTM's pipeline from the Allred Station to
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the Denver City delivery station and from the Alired station to
Wellman Unit.

Calculation of MPTM's CO, Pipeline Transportation Allowance

THIS DOCUMENT CONTAINS COMPANY PROPRIETARY
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the

° Attachment 1 is the gyszfomputed; 20-year depreciatioh schedu]ei An

investment figure of.
interest rate of 10.75 percent were used as discussed above. . i

. — |
° Attachment 2 provides a summary of the MMS-allowable costs andl
10 percent overhead calculation. .

: 1

a salvage of 10 percent and a prime

the

° In accordance with MMS's pracfice and policy, the 1985 transpbrtétion
allowances for MTPM's pipeline are calculated as shown in Attachment 3.

The approved allowance rates based on allowable actual costs}
"h\ Mcf for 002~transported to the Denver City delivery statior
_\L “Mcf transported to the Wellman Unit.

Sheep Mountain Pipe]ihe

|
a
B

are
‘and

° A portion of MPTM's McElmo Dome O, pfoduction is transported to; the
Seminole San Andreas Unit via the Cortez Pipeline, MPTM's pipeline, and the
Sheep Mountain Pipeline, The MPTM requested a transportation allowance for

€Oy production transported through the Sheep Mountain Pipeline to
Seminole Andreas Unit. : ‘ - !

the

o pmerada Hess Corporation (AHC) is an undivided owner of 30 percent of the
southern segment of the Sheep Mountain Pipeline System which begins 1in
New Mexico and extends to the Seminole San Andreas Unit, Gaines County,

Texas. The arm's-iength  “Carbon Dioxide “Transportation Agreement”

was

 negotiated between MPTM -and AHC on February 13, 1984, to transport MPTM'S
portion of CO, production from the Denver City delivery station, located on
the Sheep Mountain Pipeline to the Seminoie San Andreas Unit. The MPTM is
charged a transportation of $0.035/Mcf of CO, measured at “the de]?very

station on the Sheep Mountain Pipeline. |
° The CIM, Section 647.5.3C states in part:

ugenerally, if the lessee/operator is transporting production
under an arm's-length agreement by the only mode available to him,
then these costs may be allowed even though they may be higher
than other modes of transportation." -

|
|
|
|
|
|




THTS—DGCUMENT*CONT#TNS”COMPRNY"PROPRTETRRY"”““

PRODUCTNG TEXAS & NtW MEXICU INC, i

!

]
- i
® The CDM, Section 647.5C.3 states in part: E
"Allowances will be granted to cover transportation costs incurredi
in moving production through pipelines owned by parties otherl
than the lessee. The allowances will be limited to . . . actual|

charges to the lessee for transporting production, pursuant to an(
arm's-length contract.” _

The Cortez P1pe11ne

|

o - i
CONCLUSIONS . , |
j

|

|

® The Cortez Pipeline "tariff ca1cu1at10n“ procedure to arrive at a wa]ue.

deduction for transportation costs proposed by MPTM is acceptab1e w1th the
exception that, for royalty purposes, state and Federal income tax aqe not
to be cons1dered in computing transportation costs. Accordingly, state and
Federal income tax should be eliminated before transportat1on costs are
computed. - :

!

MPTM's Pipeline

° The MPTM's pipeline transportation allowance will be computed annua]Ty

“based on actual allowable costs, consistent with the MMS's estab11shed
policy. The MPTM should submit actual cost data for each year by Apr11 of .
the following year.

The pipeline 0 & M costs {including power necessary to operate the
pipeline) represent MMS-accepted operating costs. A1l compression- re1ated'
0 & M costs, however, will be d15a11owed

° Only those ad valorem taxes attributable to the pipeline will be a]loﬁed.

° 1t s MMS's policy to require actual overhead costs {(not to éxceed
10 percent of the allowable costs) 1in computing a transportation
allowance. The MPTM's overhead costs did not exceed 10 percent of. the
a]lowab]e costs; therefore, the overhead figure is acceptable. !

i
® The a]]owab!e return on the depreciated investment will be based on the
.prime interest rate in effect at the beginning of the year for wh1ch the
initial allowance is granted. This rate was 10.75.percent on January 8
1985,
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THIS nOCUMENI_CONIALNSmEOMRANX_ERORRItIARX_____

PRODUCING TEXAS & NEW MEXICO INC,

i
i
i
i
|

Attachments 1 and 2 detail all costs allowed by MMS for MPTM's p1pe11ne.
Attachment 3 deta11s the calculated 1985 allowance for MPTM's p1pe11ne

The Sheep Mounta1n Pipeline

o

It is MMS's ~ po11cy to grant transportat1on allowances to tover
transportation costs incurred in moving production through p1pe11nes not
owned by the lessee. Therefore, the transportation cost of 3$0. 035/Mcf
charged to MPTM, pursuant to an arm's-length agreement, for transportTng
COE production through the Sheep Mountain Pipeline is an acceptable
transportat1on allowance. ‘

Attachment 4 details the MMS-approved transportation allowances -foﬁ C02
transported from the McElmo Dome Unit to the following delivery points; the
Denver Unit, the Seminole San Andreas Unit, and the Wellman Unit. The!1985

transportation allowances are broken into p1pe]1ne segments to each of the

units. - _ :

The CDM Section 647,5.3F states,. "Under no circumstances sﬁou]d
transported costs exceed 50 percent of the product s fair market va]ue at
the market compet1t1ve sales p01nt 7 7 E

The 1985 allowances which MPTM may deduct will be the lesser of the

approved allowance (the sum of the approved transportation a [[owances for.

the pipeline segments to each de11very point) or 50 percent of the va]ue of
the C02 at the sales point. % _ i

i

-




Attachment 1

|
THIS DOCUMENT CDNTAINS COMPANY PROPRIETARY

INFURMATION FUR RELEASE ONLY TU MUBIL:
PRODUCING TEXAS & NEW MEXICO INC.

i
Mobil CO, Transportation Allowance :
.‘Ripeh'ne Capital Investment Depreciation Schedule i

(1) @) 3 @ () o (8)
‘ Undep. o Undep. Return
‘Allowance Capital Invst. Beg. ' Invst. End on

Year - Invest. of Year Depreciation of Year Invest.
1985 Y | |
1986 ‘

1987 -

1988 ;

1989 ,

1990 |

1991, . ‘

1992 |
u{ :

1993

- 1994
- 1995
1996
1997
1998
1999

2000 | / \\\\\ |
/

““\
2001 - S / :
2002 : , i
2003 : \ /
| . 9 |

2004
2005

(1) 20-year, straight-line depreciation, 10 percent salvage value. o
(2) Aliowable pipeline capifa] investment. |

(3) Remaining undepreciated investment at beginning of year.
(4) Annual dépreciation L —Ned A _ ;
(5) Undepreciated investment, beginning of year minus annual depreci atfon‘

(6) Undepreciated investment, beginn'ing of year times prime interest :ate of
10.75 percent.




Attachment 2

THIS--DOCUMENT_CONTAINS—COMPANY_PROPRIETARY |
RGDU XAS & M INC. |

1985 Operating Expenses, MPTﬂ C02 Pipeline -

Operating Expenses (1imited
to lessor of actual '

operating expenses or 10% of ‘

undep. investment)} : e

Pipeline 0 & ML~ . /3158,140.47 |
Ad Valorem Tax? . v $211,020.62
Actual Operating Costs »~ $369,161.09
Overhead (1im1ted.to 10% ,
allowable operating costs) 7 3éxﬁf
Total Operating Expensess - -_, R i
Undep. Investment ' _
beginning of year / $1,857,770.00 §
Total MMS-Aliowable - y $185,777.00

!

land 2_ F1gures from MPTM's subm1ttal dated May 29, 1986,

3 MPTM s actual operating expenses exceeded 10 percent of undeprec1ated
investment. ‘




Attachment 3

—THIS—DOCUMENT ~CONTATNS~COMPANY—PROPRIE

A

o
AR

[NFORMATION FOR RELEASE ONLY TO MOBIL

Transportatioh Allowance Ca]cu]ation,-MPTM COEVPipeTine 1985

Transportation allowance -

Operating

Depreciationl(D) + expenses(E)

Return on

2 4 investment (1)

I
TA

1

|

I

2

T W

Alired Station
to Wellman Unit

Allred Station to Denver
City Delivery Station

Throughput

/ﬁ\é « —

1 Depreciation and return on investment figures from Attachment 1.

Z Operating expenses from Attachment 2,

|
|
I
i

3 MPTM submitted a breakdown.of costs which included 80 percent applied té the
Seminole San Andreas Unit and 20 percent applied to the Wellman Unit.




Attachﬁent 4

THISVDOCUMENT CONTAINS COMPANY PROPRIETARY

1985 MMS-Approved Transportation Allowances

Allowance ($/Mcf)

‘ . - Denver Seminole-San Wellman
Period Segments : - Unit Andreas Unit Unit

1/1/85 - McElmo Dome Unit to  $0.390000/Mcf  $0.390000/Mcf  $0.390000/Mcf

12/31/85 Denver Unit/Allred :
Station (Cortez
Pipeline)

I
!

|
|
1
i
1

Allred Station to ---

!
Denver City Delivery s :
Station (MPTM Pipeline) TN //,/’/”
a4

Allred Station : -———

to Wellman Unit - ‘ | ’///,
: Y \\
Penver City Delivery ——— v/’/// N

Station to Seminole
San Andreas Unit -
{Sheep Mtn. Pipeline)

X
|

Total allowance* ©$0.390000/Mc I . gy —_—

* The 1985 allowance which MPTM may deduct will.be fhe lesser of the;sﬁm of
the approved allowance for the pipeline segments to each unit or 50 percent
of the value of CO, at the sales point,
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JUN 2 § 1985

CONTAINS COMPANY PROPRIETARY

INFORMATION FOR RELEASE ONLY

TO ARCO AND EXXON

ARCO 0il and Gas Company
Rocky Mountain District
Attention: W. H. McMillian - : ' '
P. O. Box 5540 _ '
Denver, CO - 80217

|
a
!
|

Exxon Company, U.S. A.
Southwestern/Rocky Mountain Division
Attention: R. R. ‘Hickman : P
P. 0. Box 1600 ' _— S
Midland, TX 79702-1600 ' ' ;
»
Centlemen: ]
. By letter dated June 14, 1985 Atlantic Richfield Company submitted an é:mended
application for the establlshment of an allowance for costs associated with

the transportation of CO, from the Sheep Mountain Unit, Huerfano County,'

Colorado, to points of sale in West Texas. This appllcation amends a previous
application dated December 27, 1984, and includes the Exxon Corporatlon as a
partner with ARCO in the application for an allowance for transportatlon
costs.. : - :

The application refers to guidelines in the Conservation Division?Manuai

‘(Geological Survey) Part 647.5, “"Transportation Allowances,” as a basis for.

the establishment of an allowance for tramsportation costs. Attachedito the
application were Exhibits I and I1 which described the basic cransportation
allowance formula and the cost components comprising the basic elementSi of the
formula. The components listed were capital charges, Operat:ir;g and
maintenance expenses, overhead, electric power, abandonment expenses,
ad valorem taxes, and interest on unamortized investment. i

MMS has reviewed your submittal and determined that additional information is
required on each component before MMS can thoroughly understand the costs
involved and can properly evaluate the application.




" ARCO 0il and Gas Company

Exxon Company, U.S.A. ‘ _ E' 2
The following is =& description of each cost category provided by ARéé and a
description of the additional information requested by MMS: !

1. Capital Charges i
Provided by ARCO:" i
Expénditures 19831Dollars; Pipeline and Associated Compressioné }géq

. MMS Requeét: | | i
,.A breakdown of capital chafgeé by pipéline segment‘(i.e.,'for 20" ;nd 24"

Overhead

pipeline sections); within each segment a 1list of major’ capital'
expenditures by category —- ‘item description, date of purchase, original
cost, salvage value, depreciable . life, and. depreciation method; a
schematic diagram of entire Sheep Mountain Pipeline (Colorado tolTexas)
depicting pipeline sizes, ownership, meter points, sales points, branches,

purcha51ng units, and mileage.

Operating and Maintenance Expense

Provided 'by ARCO:

Qe

Direct expenses attfibutable to the operafion and maintenance of the
pipeline and associated compression, exclusive of well- related charges and
noncompression—related drillsite and central office expenses. - i

|

i

MMS Requesct:

A description of individual. categories of operating expenses, costs by.

- category, and the methods of derivation, where applicable, by cQtegory
(e.g., labor <costs for pipeline operation, utilities, materials,

ad valorem taxes, rent, supplies, maintenance parts, maintenance habor,
etc.) ‘ . ~ .

Frovided by ARCO:

'
|
i
I
I
|
i
i
n

N-4Y  percent of operating, ad valorem taxes, and power costs on pipeline _

and compression equipment. |
1

MMS Request: |

A breakdown, by cost category, as they appear in ARCO's. record bobks, a
justification of flat fiercent rate; and a detailed explanation of the.
inclusion of "compression equipment” as overhead.




ARCO 0il and Gas Company

4., ‘Electric Power

|
1
|
Exxon Company, U.S.A. . ' d ' 1 3
i
i
|
|

. Provided by ARCO:

6.

7.

the electric costs to power compressors and ancillary equipment.

Provided by ARCO:

~average.

Provided by ARCO:

All electric energy purchased to drive compressbrs and ancillary éqhipment
to deliver a marketable product at the required pressure. i

MMS Request: - - 3 : ' |

A comprehensive list of items requiring electricity and costs assoclated
with each item; the relationship, if any, of electric power to capibal and
operating costs; a description of “ancillary equipment”; a justification
of using electricity to power compresscrs —~ explanation ofk where
compressors are located, why they are located there; and a breakdown of

Abandonment Expenses

|
!.

The total costs of removal and restoration are included at an es%imated
X %percent of original cost for both pipeline- and compression-felated
items. The allocation to each year is based on a straight line method of
recoupﬁent of the estimated total future cost. ) S

i

. |

S . q

MMS -Request: ' ' o ]

L .

A rationale for necessity of pipeline removal and associated:® costs; a

justification of zero salvage -value of pipeline upon removal; a

: ‘ . - " |
justification of the Y% percent rate; and an explanation of "compression—,

related items” and how abandonment applies to “compression-related items.”
. ; : |
{

|
|

The allocation to each year 1is Y.¥: percent of the- uninflatéd,
undepreciated initial investment in pipeline and compression, as the

weighted average of all three states (Colorado, New Mexico and Texag).
: ‘ o

Ad valorem taxes

provided by ARCO:

MMS Request: : ) _ 1 oo

A ‘breakdown of ad valorem taxes for each state instead of weighted

Interest on Unamortized Investment




ARCO 0il and Gas Company |
. Exxon Company, U.S.A. 4

The cost of facilities and working capital is equivalent to'debt, The
approach used herein is to apply the investment weighted averagéyprime

rate during comstruction to the unamortized investment at the beginning of
the year. The weighted average prime rate is 15.45 percent. i
'~ MMS Request: . ' ;

Cite the source of the prime rate figure and date and provide an
explanation of what the prime rate applies to (i.e., does 1t apbly to -
working capital in addition to undepreciated investment). o '

i

8. Exhibit IT, (Q) Total Pipeline Throughput (BCF): 567.8

' MMS Request: _ : : o | |
A breakdown of actual monthly throughputs to date through each segient of
the pipeline (i.e., 20" and 24" segments); monthly estimates of thrdughput
through 1989; and the capacity of 20" pipeline and 24" plpeline at
existing and planned future pressures. _ ' g

In addition to the above-requested information, ée_ will need contract and

sales price information on 100 percent of the €O, leaving Sheep 'Méuntain o

Unit. MMS has received four (4) contracts for the sale of CO, from ARCO to
various parties in West Texas. MMS requests ARCO to submit any otheﬁ sales
price information or contracts relating to any other sale of ARCO's 50-percent
share of 602 from Sheep Mountain (i.e., to the Sable San Andreas Unit). !

MMS also requests Exxon to submit any and all information regarding the sales
of its 50-percent share of CO, from Sheep Mountain to buyers in |Texas,
including information regarding affiliate sales or transfers.

Any proprietary jnformation submitted by ARCO and Exxon will be'safeguafded as
required by law. ' ' '

During a meeting between MMS, ARCO, and Exxon, on June 25, 1985, ?ariods
aspects were discussed of the valuation, for royalty purposes, of. CO, aF Sheep
Mountain Unit. One issue raised during discussion was a “large capital
javestment” due in 1988 in regard to the Sheep Mountain Unit. Please advise

of the complete details on this issue. . _ !
During “the June .25 wmeeting, it was tentatively plamned to meet again on
July 30, 1985, at 1:00 p.m., at the Denver Federal Center to further discuss
the transportation cost deductions requested by ARCO and Exxon. ahd any

questions ARCO and Exxon may have regarding additional information reéuestgd
bY MMS, : . ‘

]
‘




ARCO 0il and Gas Company :
. Exxon Company, U.S.A. _ _ : ‘ 5

. - ' - : |
Please feel free to contact us at (303) 231-3546 if there are any questions in
the meantime. ‘ )

‘Sincerely,

O e W sl
William H. Feldmiller

Chief, Royalty Valuatiom
and Standards Division




Umted States Department of the Interior
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“ *IN REPLY o : ‘ : |

&
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REFER-TOT, ‘ Mail Stop 653 ’
| MMS-RVS-0G:84-906 o .
: : APR 4 1985

ENCLOSURE CONTAINS COMPANY
- PROPRIETARY INFORMATION |
FOR RELEASE ONLY TO CONOCO

Conoco, Inc. o A 5

Attention: T. R. Painter . RIS -

©-+-907 North Poplar T . ‘
‘"Casper, WY 82601 - '

. Gentlemen: !

By letter dated October 22, 1984, you requested that MMS appiove Conoco's

~."production reporting sequence" for carbon dioxide (COZ) produced from ithe

. MeCallum Unit 1in Jackson County, Colorado.. Attached to your letter were

©‘coples of an Application - for . the Establishment of Royalty Values

. +.(Form 9-1926), a diagram of: field facilities, and the sales agreement dated
: June 2, 1983 . e .

1

;"‘The €0, is produced from the Dakota-Lakota zone through two faclilities: one_

crediting production to the Dakota-Lakota, the other crediting production! to
the Morrison Participating Area “production bank. The "production bank
serves as a monitor on the €O, volume which originated from the Morrison
".‘-:lj_Formation, and is now being recovered from the Dakota-Lakota zone.

- The Bureau of Land Management (BLM) has jurisdiction over unit operations and
production reporting for the McCallum Unit. You are- advised to request
approval of your “production reporting sequence” for the McCallum Unit from

. the appropriate BLM District Office in Craig, Colorado.

- i

g Although MMS-_ no longer requiree- the submittal of Form 9-1926 for. the
_establishment of royalty value, we interpret your October 22, 1984 submission

as_a request for advice on valuation for royalty purposes. : : |

:  Under- provisions of .the sales agreement, dated June 2, 1983, CO, is liquefied

" at 'a plant on the McCallum Unit by Liquid Carbonic Corporation. Ligqyid
 Carbonic owns and operates the plant; however, Conoco retains ownership of the
©© €Oy until the plant tailgate. At that polnt, Liquid Carbonic purchases the

CO, for a base price specified in the agreement. The price paid there varies
~annually, depending on market prices obtained by Liquid Carbonic for its
- 1liquid 002 in defined aales regions.

]
i




‘noco, Inc. ’ ; 2

1
(

“Article 2. of the sales agreement provides that Liquid Carboniciwill pay

“up—front” money to Conoco to be credited against the first purchase of CO,-
 The agreement alsoc contains provisions for price reductions tied to CO2 stream

-------
\

.‘.3 Enclosures (3)

quality. j

)
|

Please .be advised that ‘the base price received by Conoco under its

arm's—length agreement is acceptable for royalty purposes; provided that

" royalty 'is-never based upon less than the gross proceeds accruing to Conoco

from the sale of the CO The price should be reported and royalty| computed

-  on Form MMS- =2014 on an Mcf basis. The quality provision of your arm s- length

ontract is acceptable to MMS.

MMS should be paid its royalty share of the "up~front” money paid to Couoco by
Liquid Carbonic as " advanced . royalty to be recouped from later! royalty

.fi.peyments. MMS considers this a part of the gross proceeds which have been
W received by Conoco. If royalty payment has already been made, please’

disregard.

Royalties are also due on any tax and/or royalty 1increase reimbursements
received by Conoco. These are . also gross proceeds upon which royalty 1s due.

co You have: the right to appeal in accordance with the provisions of Title 30,

Code of Federal - Regulations Part - 290. Enclosed is a copy of the Appeals
Procedure. , ‘ o

Also enclosed is your Form 9—1926 and .a copy of our Findings and Conclusions.

“, If you have any questions regarding this matter, contact us at (303) 231 3546.

Sincerely,

William H. Feldmiller
Chief, Royalty Valuation and
Standards Division

cc: Bureau of Land Manaéenent
455 Emerson St. = L ' L
Craig, CO. 81625 _ |




CONTATNS COMPANY :
PROPRIETARY INFORMATION
FOR RELEASE ONLY TO CONOCO

ROYALTY MANAGEMENT PROGRAM
ROYALTY VALUATION AND STANDARDS DIVISION

Findings and Conclusions
9-2 1
Valuation of €O, Produced by
Conoco at the McCallum Unit, Colorado :

Background

L]

By letter dated October 22, 1984, Conoco, Inc. requested that tﬁe MMS
review attached materials and approve Conoco's “production reporting
sequence” for carbon dioxide (COZ) produced from the McCallum Unit in
Jackson County, Colorado. The attached materials were an Application
for the Establishment of Royalty Values (Form 9-1926); . a diagﬁam of
field facilities; -and a contract with .Liquid Carbonic Corporation,
dated June 2, 1983, for the sale of CO,- \ ' B %

Conoco is operator of the McCallum Unit. ;
|

Conoco produces raw CO, from the Dakota-Lakota zone, and transports it
by two supply lines (high pressure and low pressure) to a liquefaction
plant at the McCallum Unit where it 1s put into marketable condition.
Liquid Carbonic, as owner of the plant, liquefies the C0O, and puréhases
it after the liquefaction process. Conoco retains ful ownersqip‘of

the €O, until the tailgate of the plant. 7 _

The contract calls for a price of $ x}A{ er ton (approximately {$ X*¥
per Mef at,'y~¥‘;mia and 60°F) for the finished product. The}pricé
will vary anmually depending on market prices obtained by Liquid
Carbonic for its liquid €U, in defined sales regions. 1

Any vent gases left over from processing will be returned to Conoco.
These gases will be run through a separator to remove any existing
condensate. The remaining gas will be compressed and reinjected into
the Dakota-Lakota zone. ' _ ;

|
' EﬁFmL{SeDtember 1976 to December 1983, Conoco injected a total of

Mef of Morrison Formation €O, into the Dakota-Lakota Well
No. 2. This had been reflected in the submittal of Forms 9-329 for the
Morrison Participating Area. x




i
|
|
i
1
i

CONTATNS COMPANY |
PROPRIETARY INFORMATION |
FOR RELEASE ONLY TO CONOCO

° As instructed in the Unit Agreement, this gas must be credited to the

Morrison Formation as 1t is withdrawn from the Dakota-Lakota [Well
No. 2-

° Under the proposed arrangement, CO, ig produced from both the Dakota-

Findings

‘Lakota Well No. 2 (high pressure) and - the existing Dakota-Lakota

Battery (low pressure). Production allocated to the Dakota-Lakota|Well
No. 2 will be credited to the Morrison Formation until the allocations
cumulate a total of “bvql Mcf. Production allocated to the Da%ota—
Lakota Battery will be credited to the Dakota-Lakota zone. }

i
H
1
i

According to the Corporate Affiliation Directory of 1984, Conoco,glnc.
of Houston, Texas, has no corporate affiliation with Liguid Carbonic
Corporation, of Chicago, Illinois. i

i
No 002 pipelines exist nearby the McCallum Unit; therefore, Liquid
Carbonic has created the only market for CO2 in the area. i

The "Option Agreement,” executed June 1, 1984, Item 2., provides%that
"Liquid Carbonic agrees to pay Comnoco ' 7(3—‘5/ i

(s x-—f-{' ) by wire transfer to, a bank account specified by Conoco
within two (2) business days from the date that this Option Agre?ment
ig fully executed. It is agreed that 1f Liquid Carbonic exercises the
option to activate the Agreement, Liquid Carbonic will be issﬁed a
credit of X~f ($ @~4 ' by Conoco to be
applied against the first purchase of €O, under the Agreement.”

The contract contains provisions for decreased prices in the event(s)

any hydrocarbons, other than methane, exceed specified levels or if the
carbon dioxide content falls below 91.5 percent of the volume of the
gas stream. i
The contract contains a standard provision for tax and/or royalty
increase reimbursements (up to 50 percent of the increase)} by the jbuyer
(Liquid Carbonic) to the seller (Conoco).

i

The BLM/MMS Memorandum of Understanding (MOU) as revised May 22, 1984,
specifies BLM as responsible for the receipt of Monthly Reports of
Operation, Form 3160-6 (formerly Form 9-329), for those leases which
are not currently under the Production Accounting and Auditing System
(PAAS). The McCallum Unit leases are not currently being handled under
PAAS.,
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CONTAINS COMPANY ‘
PROPRIETARY INFORMATION
FOR RELEASE ONLY TC CONOCO

Conclusions

[+]

Conoco should be advised to request approval of the "production
reporting sequence” for the McCallum Unit from the appropriate BIM
District Dffice in Craig, Colorado.

~The base price of -$ X-4 per -ton received. by Conoco under its 'arm's-—

length contract 1s acceptable for royalty purposes. Thei price
reduction provisions are accepted as part of the arm's-length contract.

The liquefaction and handling of CO, at the MeCallum plaﬁt are
considered by MMS as operations nmnecessary to place the CO in
marketable condition; hence, no processing allowance can be approved.

’ 1
Conoco should be advised that royalty is due on the $§ »=~¢ Tup—fronmt”
money, as this sum is to be applied against the first purchase oijOzo

Conoco should be advised that royalty is due on any tax and/or rLyalty

increase that may be received as "gross proceeds” by Conoco' as a
Federal lessee. _

|
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i
Memoran dum i
To: Chief, Office of State and Tribal ProgramiSuppért , o é

| |
Through: Chief, Royalty Compliance Division

From: Chief, Royalty Valuation and Standards Division

1

|

, : : : !

Subject: Request for Determination of 002 Value, }

_Sheep Mountain Unit, Colorado ‘
By letter dated December 31, 1984, you requested MMS to review a contréct for
the sale of carbon dioxide (CO,) produced from the Sheep Mountain Unit- in
Huerfano County, Colorado. The contract is between Atlantic Richfield Company
(ARCO), as seller, and —Y as buyer, for sales‘in the
Denver Unit in West Texas. '

You requested answers to Lwo questionsg:
1. On what value should Federal royalties be based?

2, Should ARCO -be allowed to adjust the value of Colorado production
based upon West Texas oll prices? ' o l
MMS 1s currently working with ARCO to establish a value, for royalty pu%pqses,
of CO, produced from the Sheep Mountain Unit. MMS will keep the State of
Colorado informed as to the progress of this determination. Brief}y, MMS
believes that COz-produced from the Sheep Mountailn Unit, transported, apd sold
by ARCO ‘to buyers in West Texas should be valued, for royalty purposes, by a
method similar to the McElmo Dome "net~back” procedure previously-esta@lished
by MMS. ' : ‘




i

MMS believes that €0y, as 1t exists in Colorado, has little or no market
by which MMS can determine royalty. Because the sole value of this 002

Cohb

value
lies

Texas oil prices is apprc)priate-,

in dits ability to. enhance oil production, _the value ¢ of_CozwiLterm of West

Attached 1is a .copy of our "Findings and Counclusions”™ which answeré your
questions in more detail, If you have any questions regarding this matter,

please contact us at FTS 326~3546,

William H, Feldmiller : : o

Attachment : . : o !
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Background _. E ) , §-

ROYALTY MANAGEMENT PROGRAM
ROYALTY VALUATION AND STANDARDS DIVISION

Findings and Conclusions
. on .
Office of State and Tribal Program Support Request - Co
. . ‘ on : Y
Sheep Mountain CO4 Valuation

By letter dated December 31, 1984, the office of State and Tribal .

Program Support (STP) requested that MMS review a contract for thé sale
of carbon dioxide (C02) produced from the Sheep Mountain Unit . in
Huerfano County, Colorado. _ ' §

. ‘ : : |
The contract, dated January 27, 1983, is between Atlantic Richfield

£
i
t
'

Company (ARCO), as seller, an. N — Y — . as_buyef, for
sales in the Denver Unit in West Texas. ' . .

ARCO‘is'a working-interest owner in the Denver Unit.

According to the letter of December 31, 1984, the ARCO Y. coﬁtradt
provides for a sales . price that is equal to the sum of the
transportation charge (%Y per Mef) and the commodity price A XY

~N i« ° as of December 1, 1982). The transportation charge remains
coustant over the life of the contract; however, the commodity pr%ce is

adjusted quarterly based on West Texas oil prices.

STP requested answers to two gquestions: i
l. On what value should Federal royalties be based? %

t
2. Should ARCO be allowed to adjust the value of Colorado prod?ction
based upon West Texas oil prices? 7

Findings ’ ‘ .

[+]

°

P
|
. o |
The contract between ARCO and - dated January 27,. 198?, is
cancelled and 1s replaced by a contract dated May 9, 1984, . .
o ' !

ARCO has three additional contracts for the sale of €O, in

West Texasiﬂ”/”’_,,’;j(u/f{ (f"#’Fﬂf’!’#__ﬂ_____————~—____—~ T

A1l four contracts
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presently provide for a sales price that is equal to the sum\ of a
transpertation charge of | %.'“J " plus a base commodity price of

(to be adjusted quarterly based on West Texas oil

prices). - : I

The contracts mentioned above cover the sale of ARCO's 50~percentisﬁare
of 002 produced from the Sheep Mountain Unit.. ARCO has an-agreement
with Exxon Qprporation whereby Exxon purchases the other 50 percent of

- the production from Sheep Mountain. At this time, no other information

' is avallable regarding the sale of CO, to Exxon.

-

|
|
i

Rl

|
|

1
| | , o
MMS has determined by letter dated March 29, 1984 that the co,
produced from the McElmo Dome shall be valued, for royalty purposes
using a "net-back” procedure. This is accomplished by (1) establishing
the fair market value of the CO2 at the Denver Unit, (2) deducting
therefrom the cost of transporting the gas from the McElmo. Dome Unit to
the Denver Unit, and (3) adding thereto any other reimbursements that
may ‘be received as "gross proceeds” by X-4 ag a Federal 1essee.]

i
i
!
i
. |
|
i
i

=

r -

MMS determined that all the elements of the Cortez Pipeline Tariff,
with the exception of Income tax, Wwere allowable deductions from the
cost of tramnsporting 002 from McElmo Dome to West Texas, for royalty

purposes., X=4 1s currently appealing the issue of income tax. |
|
i
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Conc¢liusions |

4]

MMS believes that CO produced from the Sheep Mountain bnit

' transported, and sold by ARCO to buyers in West Texas should be vglued

for royalty purposes, by a method similar to the McElmo Dome "netjback"
procedure.

‘MMS 18 in the process of determining a value for CO produced‘from

Sheep Mountain. MMS will keep the State of Colorado in ormed as to the
progress of this determination. Lo :

‘MMS believes that coﬁ as it exists in Colorado, has little or no

market ‘value by which MMS can determine royalty. . Because the: scle
value of this 002 lies in 1ts ability to enhance oil production, the
value of CO2 in terms of West Texas oil prices is appropriate. <

'\
i
|
|
|
|
!
]
]
1

|
i
i
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ISSUE PAPER
CARBON DIOXIDE COMPRESSICN

[ssue

Should MMS a]]ow compre551on costs in the computation of the transporat1on
allowance for carbon dioxide (C0,) production? i
, ‘ N |
|

Iﬁtroduction

v,Compress1on has been considered by MMS as necessary to p]ace lease production

in marketable condition. Compression has been required to be performed at no

cost to the lessor and, consequently, the costs of compress1on have not Deen
allowed as a deduction when calculating Federal royalty. However, the po1nt
at which compression- occurslis significant to the issue. Compression costs to
place the product in marketable condition have not been allowed, but
: compress1on costs cr1t1ca1 to transporting the product a]ong the p1pe11ne may
be a]lqwab1e. If this policy is accepted and compress1on costs cr1t1ca1 to

transporting the production along the pipeline are allowed, they could be
allowable costs in the computation of the transportation allowance for CO,

: productibn. This paper will examine the function of the cempression andi the
points at which compression occurs and recommend that certain combressioh

césts be allowable transportation costs.

f
!
‘Historical Background |
' !
?

Until the early 1980'5, there was no market demand for COZ and compress1on
was only at issue with natural gas. With the advent of major co, progects

.0

in the Rocky Mountain region, the compression costs became a factor 1n '
determining the value 0f_C02 for royalty purposes. . o

-
]

° Valuation decisions on three majorﬁtoz cases have been issued by MMS




regarding the value of C02 for royalty purposes. In all of the dec1s1ons
MMS has continued its policy of disallowing the costs of compression as a

deduction in the computation of the valUE"for“roya1ty purposes. _

° The first decision specific to €0, was issued by MMS on March 29, 1984 to
~ Shell Western E&P, Inc. (SNEPI) for COp produced from the McEimo Dome : Unwt
~ (MMS-RVS-0G:83-0374). This decision ‘approved the use of the ca1cu1ation
method in.the Cortez Pwpe11ne tariff, with the except1on of the 1nc1usion
of income tax, to determine a transportat1on allowance for shipment of COZ
“ to west Texas. The "tariff calculation" procedure approved for the Cortez '
Pipeline was based on the 1941 Pipeline Consent Decree methodo1ogy. The
SWEPI appealed the exclusion of income taxes as a cost of transportation.
The Director's decision in response to SWEPI's appeal, dated August 61 1986
(MMS-Bd-OOiB-MISC), concurred with MMS“s'exc1u$ﬁon of income tax and 3
ordered SWEPI to pay additional royalties based upon the methodoiogy g
required by MMS. The issue of compression of (0, was not spec1f1ca11y
addressed in the SWEPI decision, however, no compression costs were a1lowed
for compressnng 0, at the McElmo Dome Unit. ;
!
° A second major case involving C02 was issued by MMS on february 12, 1985
tc Amoco Production Company for COZ produced from the Bravo Dome Umta
(MMS-RVS-06:84-0802). This decision reiterated MMS's position that |
pertinent regulations, D1rector s decisions, and the California Company V.
Udall court decision require that the lessee p1ace the leasehold gas
production into marketable condition. The Bravo Dome Unit valuation |
decision recognized that, according to the lease terms and regu]at1ons,'the
term 'gas' includes carbon dioxide. Thus, the Federal lessee was held
respons1b1e for all costs involved in compressing the carbon d1ox1dejat the -
Bravo Dome Unit. Transportat1on allowances were not involved in the

valuation of the CO, from this unit.

° A second decision dated January 6, 1987, was issued to Amoco _ §




(MMS-RVS-0G:85-0544) reaff1rm1ng that no deduct1ons may be taken for the

gathering, compression, and/ur dehydration costs involved in p1ac1ng CDZ
i

~tnto~marketable-condition: i
o

A decision was issued on the third major case to Mobil Producing-Texaé and
New Mexico Inc. (MPTM) (MMS-RVS-0G:85-088%), concerning the transportat1on
of CDZ produced at the McEimo.Dome Unit. AI1 costs submitted by MPTMi '
regarding the transportat1on allowance for MPTM's pipeline were cons1dered“"
- MMS-acceptablie costs subject to certain limitations. In this decvs1oq it
was stated that all compression costs would be disallowed, however, nd
costs were spec1f1ca11y identified by MPTM in its subm1tta1 as compress1on
. costs.” ‘This decision was appealed by MPTM. In the field report dated May
22, 1987 (MMSQRVS-OG:87-0095), provided to the Division ef~Appea1s, MMS
reiterated the policy that compression costs are not allowed as a deddction
when calculating Federal royalty. ;

!

The Director's dec1s1on in response to MPTM' s appea? dated October 30
1987, concurred with MMS's order regard1ng compression costs and stated
"This issue has been appealed numerous times, and the Department of the
Interior (Department) has consistently held that the costs of gather1ng,
dehydrating, and compression of gas produced on a Federal lease may- not be
_deducted when computing the roya]ty value aga1nst which the royalty rate is
applied." : g

In addition to the Bravo Dome and McEImo Dome Projects, MMS has 1ssued a
draft decision to Arco Qi1 and Gas Company (ARCO), and Exxon regard1ng o,
- production from the Sheep Mountain Unit. This draft decision has cont1nued

the policy of denying deduction of compression costs. ;
i R

The MMS did a review of the Department and Interior Board of Lland Appea1s
(IBLA) decisions regarding the allowance of compression costs as a |
deduction in the computation of value for royalty purposes. The reviéw

]
]




1
i

1nvo1ved searching MMS's database system for Director, U.S. Geo1og1ca1
- Survey, and IBLA decisions. Two decisions regarding compression costs were

obta1nedﬁfrom4the -review-of-the-database:—Both-decisions-were— signed by
the Asswstant Secretary of Indian Affairs. Decision (MMS-87- 0009- IND),
dated September 29, 1987, denied a deduction for compression costs in
determining the royalty value of gas produced on an Indian lease. I% this
case, we11head Enterprises, Inc. .constructed a gas gathering and 1

' compr95510n system that gathered gas on the lease. It was necessary‘to
compress the gas so that gas would be accepted into the pipeline. Tﬁe
compress1on was determined to be necessary to place product1on in i
marketable condition. The other decision (87 0088-IND) , dated August 20,
1987 denied a "tariff volume" requested as part of the transportat1on :
-allowance. In this case, the pipeline company retained 2 percent of.the

gas transported for periodic compression of gas. The tariff volume

constitued an offlease use of gas which was .calculated in a theoret1cl1
basis using meters other than those officially recogn1zed by the Burehu of
Land Management. The MMS determined that royalties are due on the "tar1ff'
volume" as affirmed by the Secratarial Decxs1on. This decision did not A
spec1f1ca11y d15a11ow compression costs but rather determined the voltme

upon which the transportat1on allowance should be applied. !
. 1
Gompression Costs . w

* In order for MMS to determine whether compression costs should be a]]owed

in the computation of the transportation allowance for Co, product1on' the
function of the compression and the point at which compress1on occurs jmust
be considered in the following S1tuat10ns.

1. The cdmpression of CO, is performed in the field to condition
- production for initial delivery into the pipeline to meet purcha;gr
specifications under a sales contract. ‘ o




-]

The app11cab1e regulations have consistently required that the 1essee p1a¢e
the products from the leased lands into marketable condition, Marketab1e

production moving through the pipeline may be considered by MMS as

uond1t1on—inc%udes~measur1ng;ﬂgather1ng;~compress1ng -and--otherwise
conditioning the production for the market. The lease products should be
in a condition that they will be accepted by a purchaser_under a sa1es
contract typical for the field or area. This includes the requirement that
production be at a pressure sufficient to enter the pipeltne. Althoug%
product1on may or may not actually be so]d to a purchaser in the f1e1d “the
compression of the production for initial delivery into a pipeline has been
considered by MMS as necessary to place lease product1on in marketab]é
condition. Compress1on performed to condition production for initial’|
delivery into a pipeline is clearly addressed in the applicable %
regulations, NTL's andjguide?ihes as necessary to place production in
marketable condition to be performed at no cost to the lessor. 3
2. Compress1on of C02 is performed a]ong the transportat1on p1pe11ne as a
transportat1on function. 5
!

To date, MMS has not issued any decisions specifically allowing compress1on

" costs as transportation costs. However, if the compress1on was found to a

transportation funct1on MMS may allow such costs as part of the a11owab]e

_transportation costs. For examp1e, the costs of compressors located a]ong

the transportation pipe11ne route where the primary function is to keep

allowable transportation costs if a distinction can be made between
compression performed along the transportation pipeline as a transportation
function and compression performed to place production in marketable

condition.
Making this distinction may raisé complicated issues such as, at whicﬁ
point should compression be considered transportation costs. The cosﬁé of .
compressors located along the transportation route where the primary




function is to keep production moving through the'pipeline cou1d‘c1eir1y be
. . L
‘construed as transportation costs since the compression is performed to

ma1nta1nmthe ~-pressure-at-al-l-peints-along-the-pipeline.—Compression

performed where the primary function is to get production from one pi%e1ine
into another pipeline system (after initial delivery from the field) ?ould
also be considered as transportation costs since the compression is
necessary to move the product1on into another p1pe11ne 1ead1ng to thefsales

point.

3. Compression. is performed in the field and/or at the inlet of the
processing plant. ' - _%

) When a gas stream is processed and C02 is one of the gas plant producps, 7
MMS's policy is that an allowance for compression costs cannot be allowed
1rrespect1ve of whether the compression is performed at the field, at:a

processing plant, or at both the field and central processing plant.

As discussed above, compression performed .in the field to condition t%e
- production for initial delivery into a pipeline has been considered by MMS
as necessary to place lease production in marketable condition. A]]o*ing
compression costs in the computation of a transportation allowance raises
another ‘issue as to whether edmpression should be-allowed at the Tn]ef of a
'pr0cessing plant when comﬁeéeion has already performed in the field as
well. To date, MMS has not issued any decision specifically a110w1ng:
compression at the inlet of the processing p]ant as part of the proce551ng
allowance, however, when compression is performed in the field and ;
compression is also perfcrmed at the inlet of a process1ng plant, MMSimay
consider allowing compress1on costs at the inlet of a processing p]ant as
part of the allowable processing deduction since this compression is §
performed after initial delivery in the field. For example, when 1ea£e
production is processed and the sales point is remote from the product1on ?

field, the production must be transported long distances, therefore,




compression is performed in the field and at the inlet of a processing
plant. Thus, when compression is performed in the field and at the 1nhet

'oF~aeproeess%ng—pqanti—MMS~may~consider~e14owingecompressﬁonecost5w&t4the
intet of a processing plant as part of the processing allowance since this
compression is performed efter initial delivery in the field and is a
function of the processing of the gas stream at the plant.

However, when compress1on is not performed in the field but compre551on is -
performed at the inlet of a processing plant, no allowance is allowed for
compression at the inlet of a processing piant since this compression must
eventually be performed to condition production for initiaT delivery i?to a
pipeline. In this case, the compression serves the same purpose as the
commpression that is performed in this field. Therefore, the MMS cons1ders
~ this compression at .the inlet of a processing piant as necessary to p1ece
productien in marketable condition to be performed at no cost to the i
lessor. - | o ' |
i
|

4, Lease. product1on is processed and recompresswon is performed at the

tailgate of a process1ng plant. ~ ]-

When the lessee chooses to process lease production and processing 1owérs_
the pressure of the prbductibn,‘ho allowance for recompression is a]1oﬁed
since the recompre551on is considered by MMS as necessary to p1ace 1ease
production in marketable cand1t1on to meet purchaser specifications under a
sales contract. The regu]at1ons at 30 CFR 206.106 (1987) and 206.152
(1987) state that ". . . no allowance shall be made for boosting res1due
gas or other expenses incidental to marketing." Recompression at the
tailgate of a processing plant is ndt considered a function of the
processing of the gas stream and, therefore, no processing deductions are
allowed for recompressing the production at the tailgate of a prdcessiﬁg'
plant. | b




(]

When. the lessee sells production and retains the right to process and
execises that right, the compression of broduction.performed in the field

o Lunditionﬁproductﬁon—for;init%ai-deiivery~#nto~the—pipe4%ne—4s i
considered by MMS as necessary to place production in marketable L
condition. Also, when the lessee retains the right to process its gas, no
process1ng deductions are allowed for recompress1ng the product1on atithe .
| tai]gate of a process1ng p1ant = : o : ?

|
i

- McEimo Dome COZ Project

°. In the case of MPTM's McEimo Dome CO, Project, 'C02 js compressed énd %nters
the transporation pipeline at the McElmo Dome Unit.  The MPTM did not
request that these compression costs be included in the ca]cu1at1on oﬁ the
transportat1on allowance. Compression of COZ that occurred within the
McEimo Dome Unit was considered by MMS as a cost of placing lease
production in marketab]e cond1t1on, thus, no a]]owance was granted for
these compression costs. ‘ :

i
|
°" The costs submitted by MPTM to.MMS for .the computation of MPTM's 5
' transpoftation a]lowance did not specifically identify any cost as ;
compression costs. In follow-up discussions with .MPTM, however, it has
been stated that the costs subm1tted by MPTM did contain compress1on |
costs. The costs inciuded were for compression occurr1ng along MPTM's
pipeline in order to get COZ into- the higher pressured Sheep Mounta1n
Pipeline to continue moving the production to the sales point. *
o
SUMMARY ‘
The applicable regu1at1ons, NTL's, and guidelines clearly address that
compression to place product1on in marketable condition are not a11owed as
a deduction when calculating Federal roya]ty. _ |‘

i




o

Although MMS has not issued any decisions allowing compression costs as a
deduction when calculating Federal royalty, MMS's policy is that if
compression-was-found-te-be-performed-as- a-transportat1onmfunct10n,~MM§ may

"~ allow such costs as part of the allowable transportation costs.

‘Compression costs considered by MMS tb be part'of the cost of placing

production in marketable cond1t1on at no cost to the Jessor include the
fo]lowing situations:
1. Any compression of C02 performed in the field to condition production
" for initial delivery into the pipeline; : o
: ' !
2. Compréssion performed at the inlet of a processing plant, providedithaf
no compression is performed in the field; and - '

3. Recompression performed at the tailgate of a processing plant.

Compression performed after initial delivery in the field that are cr1t1ca1
to transporting the product along the pipeline may be allowable in the.
computation of the transportation allowance for COZ product1on. These |
compression costs 1nc1ude the following situations: B

" 1. The costs of compréssof§ located along the transbortation route whén

the primary function is to keep pfoduction moving through the pipeline;
and ‘ ‘ '

2. The costs of compressors located d]ong the transportation route whére
the primary function is to compress (O, into another pipetine systém in
order to continue mqving the production to the sales point. '

Compression perfdrmed at the inlet of a processing plant may be_éonsid%red-
allowable by -MMS as in the camputation of the processing allowance projidedr




that compression is also performed in the field.

In MPTM's McElmo Dome_Project, any_compression_performed._at_the_ Mth;no.Dome___._m_;;.w

Unit for initial de11very into the pipeline 1s considered by MMS as 1
necessary to place production in marketable cond1t1on at no.cost to the
lessor.

‘The primary funct1on of the compression for transporting €0, product1on \ .
through MPTM's pipeline is to compress co, 1nto another pipeline in order

to continue moving the production to the sales po1nt To date, MPTM’has

not specifically 1dent1f1ed which costs submitted to MMS were compre551on
-costs for MPTM s pipeline. _

o

RECOMMENDAT IONS

The MMS should continue its'po1iey that compression costs for p]ac?ng%
production in marketable condition” are not allowed as.a deduction from the
value of CDZ upon wh1ch royalty is due.

The MMS should allow compression critical to transporting the product1a1ong
the pipeline as MMS-allowable transportation costs in the computationiof
the transportation aliowance for COZ production. . (See above MMS—;11o@ab1e
transportation costs.) . E o , |

|
H
\

I
Nl

The MMS shou]d allow compress1on costs at the 1n1et of a processing p1ant

as a11owab1e costs in the computation of the processing allowance prov1ded
' that compression is atso performed in the field.

Compressibn costs submitted by MPTM for the computation of MPTM's 0
transportation allowance would be accepted by MMS as transportation casts
if the compression is critical to moving the production from MPTM's




pipeline iﬁtoithe Sheep Mountain pipeline as a transportation function.

|
1
!

The MMS recommends that MPTM submit additional informat1on spec1f1calﬂv

identifying the compression costs submitted by MPTM for the computat1pn of
MPTM's transportation a]]oWance,

The MMS would not recommend the recalculation of the transportation : '
~allowance for' the McEImo Dome -Project if all of the compression costsiare
identified as transportation costs since all costs previously subm1tted ‘by
MPTM regard1ng the transportation allowance for MPTM's pipeline were : .
considered MMS-acceptable costs at the time of approval.

»
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MINERALS MANAGEMENT SERVICE
ROYALTY MANAGEMENT PROGRAM
P.0O. BOX 25165
DENVER, COLORADO 80225

IN.RCPLY.

United States Department of the Interior

REFER TO: : I

MMS—-RVS-0&G-84-802

M.5. 653
1 Nov 1984
Memorandum
Io: Bravo Dome C02 Fiie
From: Petroleum Engineer, 0il and Gas Valuation Branch

Subject: Meeting Iin Santa Fe, New Mexico on Bravo Dome COq

On Tuesday, October 23, 1984, I attended a meeting sponsored by the New Mexico
State Land Office concerning the valuation of carbon dioxide (002) sold: 'from
the Bravo Dome Unit in northeastern New Mexico. Attending the meeting were
representatives from the State of New Mexico, Amerada Hess, Amoco, Exxon, and
other oil companies.,

The primary purpose of the meeting was to discuss a September 17, 1984, letter
from the Taxation and Revenue Department to Amerada Hess. The main 1ssues
discussed in the letter dealt with allowable deductions from the sale value of
carbon dioxide. Costs relating to gathering, dehydration, and compression
were requested to be deducted from the sales value by Amerada Hess in a
previous letter and were being addréssed in the September 17 letter.

Amerada Hess requested a 1l5-year depreciation of the plant facilities
(relating to dehydration and compression), however, the State required a
-30-year depreciation. The State decided at the meeting that a 15—year

depreciation was allowable if supported by sufficient evidence. Amerada Hess

stated that such data would be submitted.

Next, Amerada Hess questioned the State 1f they would reconsider their
position on not allowing expemses related to the gathering facilities, and
interest on unamortized investment or inmterest cost on investment. The Scate
said they would review such proposals if Amerada Hess submitted more details,
however, they were unlikely to alter their position.




4

In summary, 1t appears the State 1s willing to allow the four types of

‘deductions (relating ‘to  dehydration and compression) stated 1in their’

September 17, 1984 letter, 1including a l5-year depreciation on the plant

facilities. The State 18 not, apparently, golng to allow any deductions
_relating to gathering expenses. ' !

After the meeting, I met with Gary Carlson, Assistant Land Commissioner for
Natural Resources for the State of New Mexico. 1 questioned him about the

e o Statels. -position-in- regard -to--gathering-.allowances in .light.--of -the.- language....

agreed to in the Bravo Dome Unit Agreement. He reasserted the State's' firm

position on denying pathering deductions from the State's royalty share. He |

" stated that further correspondence with Amerada Hess 1s needed, ; and that we
"would be contacted about future correspondence. I told Gary that I would
attempt to forward to him copies of our McElmo Dome and Sheep Mountain C02

valuation decisions.

é/%
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Exxon's "LaBarge Proposal"

Issue

Approval of processing and transportation allowances, and approva1 of -

extraord1nary processing cost a11owance under the revised: gas roya]ty
valuation regu]at1ons. '

Background

The attached diagram shows'the relative 1ocation of operations in the LaBarge
aread. ' '
By decision dated October 29, 1984, Royalty Va1uation and Standards Diviston

~ (RVSD) made the following determinations regarding Exxon Company U.S.A.‘s,
(Exxon) application to include all processing and transportation costs in
roya]ty ca]cu]at1ons on gas attributable to Federal leases within the ” ]
Graphite, Lake Ridge, and Fogarty Creek Federal Units, LaBarge area, Sub]ette
County, Nyom1ng

(1) The costs of the field. dehydration facility and the costs.to bui]d and
‘operate the pipeline from the field to the Shute Creek p]ant are not
deductibie in computing Federal roya1ty,

(2) Processing costs can be apprbVed for the associated products removed
and sold (to a maximum of 66-2/3 percent) but no portion of the
processing casts can be 'applied to the.va]ue of the methane; and |

(3) The costs required to transport carbon dioxide, methane, or suifur to
' the first sales point downstream of the plant are deductible (to a
maximum of 50 percent of the value of the product}).

On November 29, 1984, Exxon filed an appeal with the Dxrector Minerals
Management Serv1ce, (MMS) from the RVSD decision. On January 18, 1985, Exxon

|
t




filed a "Request for Special Exception Relief" with the Secfetary of the

‘Interior. .- ' ‘ ;

By decision MMS-RVS-0066-08G dated January 7, 1986, the Director upheld the

 RVSD decision, with the exception that a transportation allowance for the
p1pe11ne constructed from the f1e1d to the Shute Creek plant was author1zed

fxxon appealed the Directpr's decision to IBLA (86-626) where a decision is
now pending. The remaining issues are MMS's decisions to disallow:

(1) The costs of field dehydration; and

(2) Any processing costs for methane;at the Shute Creek plant.

Exxon Proposal

‘At a meeting on March 15, 1988, Exxon representatives proposed the following

cost allowances and exceptions for LaBarge royalty valuation in accordance .
with the revised gas royalty valuation regulations: ‘

Transportation ATlowance
: : B
The actual reasonab]e costs up to 75 percent of the methane, carban
dioxide, sulfur, and nitrogen product va]ues, in proportion to the
value of the volumes sold. A transportat1on aliowance is requested
for the dehydration facility, the "feed gas" pipeline, the sulfur

._transportat1on fac111t1es and the €0, pipelines.

Processing Allowance

The actual. reasonable costs of all Shute Creek processing facilities
up to 95 percent'of the carbon dioxide, sulfur, and nitrogen values,
in proportion to the value of the volumes sold.




EXtraordinary Cost Al1owance.

L

‘Exxon also requests an extraord1nary cost a110wance of up to |

75 percent of the methane product value for those processing costs

that exceed the 95 percent cost allowance for carbon dioxide, su]fur, .

‘and nitrogen.
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EXXON LA BARGE PROJECT--
ALTERNATE PROPOSAL

Purpose of Proposa1.

°“To provide an alternative tothe primary valuation™ propaaal provnded by—Exxon
to MMS; would increase current royalty value and establish guaranteed minimum
royalty value when costs high relative to revenue. |

Methodo]ogx - - " ' - E K _‘ 5
e AN specified transportatlon and process:ng Fac111t1es eligible for i
transportation, ordinary process1ng, or extraordinary processing cost

allowances. ' ' ' ' '

. ® Allowance based on combined revenues from methane CDZ, sulfur and n1trogen
~ and total process1ng/tranSportat1on costs.

° Cost allowance }1m1ted to lesser of total process1ng and . transportat1on costs
or 80 percent of gross proceeds (revenues) ‘ '

e If proce551ng and transportation costs greater than 80 percent of gross .
proceeds, then- depreciable investment balance increased by adding costs ;
exceeding 80 percent of gross proceeds; such added costs Timited to max1num of
20 percent of gross proceeds. -

° No depreciation taken until total proéeesing and transportation costs'ext1udin§
depreciation less than 80 percent of gross proceeds. Thereafter enly a portion
_of depreciation taken until 80"percent of revenues -exceeds - total costs | _
including depreciation. Then remaining undepreciated balance fully depreciated
(straight 1ine) over the remaining project Tife. ' |

° Royalty value wou]d.be tme greater of (1) 20 percent -of revenues or
(2) revenues less total cost deductions.

Resu]ts'

<

Guaranteed minimum royalty of 20 percent of revenue.

(=]

Increased royalty payments compared to primary proposal in early years.




° "Rpl1 forward" of some costs not claimed as deductiens in currént year; less
“permanent” 1oss of current-year costs than under prTmary proposal.

© Larger allowance components for depreciation in later years, and for rethrn”on
investment throughout project life, than under brimary proposal.

Conflicts with New Regulations:

° New regulations at 30 CFR §§4206.157(b)(2) and 206.159(b}(2) permit allowances
for non-arm's-length .or no- contract situations based on lessee's actual costs
for transportat1on or proce551ng ur1ng the reporting period. No 1anguage,

implicit or otherw1se, perm1tt1ng carry- forward of costs from previous per1ods

Same regu]at1ons state allowable capital costs are genera11y those for
depreciable fixed assets which are integral part of transportat1on system or

processing plant. No apparent justification for increasing depreciable balance
by amounts representing operating, maintenance, or overhead: costs, or return on.
investment. MNor is rate of return allowed on non-capital costs. :
New fegu]atigns allow st%aight-]inE'depreciation based on life of equipmént or
1ife of reserves serviced. Thus, proposal to take no or partial depréciation
until certain limits are met circumvents meanlng of regulations--i.e., -

'deprec1at1on to be applied evenly over life of eguipment or reserves, beg1nn1ng
at project inception. Proposal would result in infiated deprec1at1on ,
deductions in later years. '

Due to combined effects of increasing undépreciated balance by amount of :
“rolled-over" costs and taking limited or no depreciation in some years,{the
remaining deﬁreciablé ba'ance, and hence the return on investment, wou1d§be '
higher throughout project tife than otherwise allowable under the new
‘regu1at10ns.

Extraordinary cost provision of new regulations applies only to gas processing,
and not to transportation. = However, same procedures should be applied in '
ca]cu]ating‘extraordinary cost allowances as for calculating ordinary ones.




"BASE VALUE"
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5/23/88
Scenario for Ca1cu1at1ng :

Federal™ Ruyalty on-Gas

from Exxon's LaBarge ‘
Processing Plant : : i
Transportatxon costs are allowed up to a limit of 50% of each product's %
value at the sales point. “No transportat1on costs were el1m1nated by thws

Nimit.

° processing costs are allowed up to a limit of 95% of each product 5 p1ant
tailgate value, with plant process1ng costs allocated on the volume of each

product in the incoming gas stream, gexcluding methane.

° Costs of processing helium, vented carbon dioxide and nitrogen volumes
unsold are not shared in by the lessor. Helium from Federal lands is aa
. non-royalty bear1ng product. Royalty is not required on volumes of carbon

dioxide and nitrogen vented and/or unsold. : {

. i
: |
° Costs of compressing carbon dioxide and methane to meet market
spec1f1cat1ons are not a11owed

> Extraordinary costs are 11m1ted to the lesser of 50% of the methane T
ta11gate value or the unrecovered processing costs attributable to the

carbon dioxide, S sulfur and nitrogen which are royalty bearing. - o

Pre-plant transportation costs are allocated on the volume of each product
in the incoming gas stream. Costs for transporting helium and vented
and/or'unsold carbon dioxide and n1trogen are not shared in by the 1essor

= Costs of dehydration of the gas stream for transportation are allowable,
but no costs of the water disposal by 1n3ect1on are allowed. 3
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EXXON PROPOSAL
tData tor Calendar Year 1987)-
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. EXXON PROPOSAL EXCEPT:

(F) ALLOW 5087 & 958 P COSTS; (2) NG COSTS FOR VENIED CO

(3) MO COMPRESSION COSTS: 14) NO WATER WELL [NJ. COSTS;

(5] ALLOCATE ON VOLUME; '

{6) COMPUTE TRANSPORATION COSTS IN ACCORDANCE WiTH REGULATIONS (NOT EXXON'S 2-SEGMENT
(Data for Calendar Year 1987)

.?ORHe:

Past-Plant " Plant Proc, Costs Allow, Plant Pre-Plant
Sales Transp, Tailgate £ volume Alloe. froc. Inlet Transp. Alloc,
Product Yoiume Costs Yalue Exct. CH‘ " _on Volume Costs Vaiue on  Volume
Cll‘ 34,497 % rIn PY . -

s 9.380 . ) e
Y

SYSTEM:

"Tlinsﬁ.
(cst’

: 58,932 —

Al low,
Transp.

Costs

Nz " -\\\
He 803 '\.g&_\
- \\_\\“-
TOTAL: -

= total proc. costs excep! compression

\é‘L( £ €O, proc. sold

2
VR ’ ‘

tAfter deduction ot .gr%{ tor ewxtraordinary costs.

total costs except water inj,

\;HVL( CO, plant inlet volume

' 0D, processed and soid
.A{.JL{ """___-_——ij —

**501 Sales Point Value Less Post-Ptant Transportation Costs Already Taken
t11Reguiatlons Would Not Permit Reductlion in Royalty Value to "QO"

{all volumes in MMcF; alt costs and values in D0O0's)

Royalty
Yalue
—_




Product

CH4

'{ i Plant Tailgate Value Limit

tAfter Deduction 75€ Cif
Value for Extraardinary Costs

Sales
¥otume
34,492
54,392
9,380
44

Post-Plant
Transp.

Costs

Plant Tailgate

gt

’
**Qased on Yif Piant intet Value

EXXOM PROPOSAL - EXCEPT ALLOCATE ON VOLUME

(Data for Caleadar Year 1981)

Ptant Proc. Costs *Allow,
Téitgate £ volume Alloc. Proc,
¥Yalue fexci, CH .} on Volume Costs

(ATl volumes in MMct; all costs and volumes in DOO's)

></ o/ ——

Plant
Intet
Value

Pre-Plant
Transp. Alloc.

on_ Volume

i LR NN
Co.-

Lin -

i

Al low.

Transp. Royalty

Costs Yaive
S




EXXON PROPOSAL - EXCEPT MO COSTS ALLOWED FOR PROCESSING
'OR TRANSPORTING VENTED C0, OR He
(Data for Calendar Year 1987)

Post-Plant Plant Proc. Costs TEAl low, Plant Pre-Plant t1ti-arsp. Al low.
Sales Transp. - Tallgate £ Value Alloc. Proc. Inlet Transp. Alloc, T et Transp, Royalty

Product Revenue Costs Vatue (Excl. OH,) on ¥alue Costs Value on Value . = _timilb Costs Value

™, |

co, —_

5

N ) - i

2 - |

He
TOTAL:

\L L{ = total proc. costs
! e : 0. proc. & sold
) ¥y ———

Voo “Mant Tatigate value Limit

tAfter deduction of Y-+ *utraordinary costs,

\L"'\L — v

\}-': = Coz plant inlet value
I CO. orocessed and so!d

— \C—L[ [

ttiBased on 752 Ptant Inlet Value

(al! volumes MMcf: all costs and values in 000"s5)




ra
- EXXON PROPOSAL - EXCEPT NO COSTS ALLOWED FOR PROCESSING OR
' TRANSPORT ING VENTED COZ Off He AND ALLOCATION ON YOLUME
(Data for Calendar Year 1987)
Past-Plant Plant Proc. Costs T9A low. Flant
Sales Transp. Tailgate £ Volume Alloc. Proc. Inlet
Product Volume Costs - Value Excl., TH, on Votume Costs Value
CH, 34 492
4
co,  se932 \_—‘
S 9,380
N 154 e
2 Ittt s
He 803 - - .
TOTAL:

= total proc. costs
{ £ CO, proc. & sold
S
1

‘{:L"\ >tant Tallgate value Limit
tAfter deduction of %‘ﬁf lor extranrdinac. —o=t-
\{_'\ — \—-( L
. L,{ Plant Intet Yolume
{ z .
- % 00, Processed and Sold
. S
-t

§itBased on 75% Plant inlet Value

(al! volumes in MMci: all costs and values in DO0's)

Pre-Plant

Transp. Alloé,

on

Vo lume

;ttTr1n5;-
Cot
Liuit_

“Atlow.
Transp.
Costs

Royalty
Value




Product

He

TOTAL:

Sales

Volume

I VYolume

EXXOM PROPUSAL - EXCEPT
(1} ALLOW SOf T R7¥5Z P COSTS; (2) NO COSTS FOR VEWTED €O,, He OR UNSOLD N,
{3) NO COMPRESS1ON COSTS; {4) NO WATER WELL {NS. COSTS:

{5} ALLOCATE ON VOLUME; : .
{6} COMPUTE TRANSPORTATION COSTS (N ACCORDANCE WITH REGULATIONS (NOT EXXON'S 2-SEGMENT SYSTEM)
(Data foc Calendar Year 1987}

Proc. Costs Al low. Plant Pre-Plant V" *Transp.

Post-FPlant - Plant
Transp. , Tai lgate Processed ~ Alloc. Proc. : Inlet Transp. Alloc. ' Cost
Costs Valuve Excl. CH, oa Vol uwhe Costs Value on  Volume Limit .

“

___—ﬂ\é ol

i = total proc. costs excluding compression

L

N

1 CO, processed and sold

¥oif
—lf =
=1 N2 processed & sold

I

—

tAfter deduction of i._ :f{ for extracrdinary costs (v
Tailnate valye is qreater than the ‘unrecovered' processing costs)

T

o

4

i W

© total costs excluding water inj.
-3 EO2 ptant inlet volume
€0, processed and sald

— Yy

1 N2 plant inlet vplume
I N, processed 3 sold

— et —

"*¥50¥ Sales Point Value Less Post-Flant Transportation Costs Already

IifiRequlations Would Not Permit Reduction in Royalty Value to "0

(Al Volumes in MMcf; A1l Cost and Values in 000's)

Taken

5/23/88

Al low, -

Transp. Royalty

Costs Vatue
R




T pree 45

Z;?' ‘7\'_‘)—‘]7)"7’; éD;Dcm;[/a—ﬂ.
/FE7 Dat

Vetoo, = %o —— .
. . //e-' ‘ \é/‘-(
\ M Y | ————-—,L&/f ¥
Foeld S ' - | ZRaer SEN GV
] 5| DAyt e Y ;(_/ | Processire - O . of
A{ﬂ'ff’f;/‘{! . Z/h’f —lﬁﬂn.cci i -0 .7—_31/51/!/7" /4””- C‘ﬂ’-‘r’é’ i \t('-‘j L’( - “ o
N AmCet’ T Ny I g
el o L Apn Coshil xo—ie N
T L 1
Aze N

Y% o-of

/4)117. Cosy

: %I}?dh’c/&’f Seprecia e
vetrnon ., OFN ¥ ONH,

):»:_C::S]{f - .
/4 ) (lﬁxt/- //c'fr_’ﬁ)

¥£5s‘(ﬂ/ a7 ,5‘4/(; Vv/ ,,,,Q_
fre.n Bureaux Hfimes (Bnr7)
. g P re X.'L{ 7 £a
fre. s Exnlon 530767 ypit 70 BAT




United States Department of the Interior

MINERALS MANAGEMENT SERVICE .
ROYALTY MANAGEMENT PROGRAM : C
P.0. BOX 251A5
DENVER, COLORADD 8Os

INREPLY
REFER TO:

MMS-RV5-0G-505 ' ‘. _ !
M.5. 653 | 0CT 2 51384 |

ENCLOSURE CONTAILNS

A ‘ . ~ COMPANY PROPRIETARY
Certified Mail - ‘ : INFORMATION FOR
Return Receipt Requested U.S. GOVERNMENT USE ONLY

Exxon Company U.5.4,
Attentlion: P. W. Henderson
P, 0. Box 1600 ’
Midland, TX 79702

Deaf Mr. Henderson:

By application dated March 23 1984, reviewed at a meeting withﬁﬁMS personnel
on April 17, Exxon requests MMS approval to deduct manufacturing. énd
transportation costs from. royalty payments on gas attributable to Federal
leases within three Federal units 1in the LaBarge area, Sublette County,
Wyoming. ~The gas is composed of about 65 percent carbon dioxide and 22

percent methane with gignificant quantities of nitrogen, hydrogen sulfide and

helium. A followup meeting was held on July 10 and the original application
was thereafter supplemented with supporting information.

The gas is dehydrated in the fields before being transported approximately 50
miles via pipeline to the Shute Creek processing plant. The plant is located
at Shute Creek as a result -of information developed by an envirommental 1mpact
statement and resultant recommendations by the United States Bureau of Land
Management and the United States Forest Service. The plant products toibe
sold are methane, carbon dioxide, sulfur, and possibly helium and nitrogen :if
necessary arrangements are made with the United States Bureau of Mines. The
methane will be sold at the plant. Initial carbon dioxide sales will be lat
Rock Springs, Wyoming. The sulfur will be transported about 16 miles to Opal,

Wyoming. .

In suﬁmary, you have requested that the costs, of the following operationsjbe
deductible in computing Federal royalty: :

(1) The capital and operating costs of the centralized dehydration .

facilities used to remove water from the gas prior to transportation
to the Shute.Creek plant.

Fu? U.s. Lﬁ‘"‘"’iz‘ii-jj'.:jfi‘;? USE GiyLy N
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(2) The capital and operating costs of the pipeline which will Cranspbrt
gas from the centralized dehydration facilities to the Shute Creek
plant. - . ! oy

(3) The capifal and operating costs of the gas plant at Shute Creek.
{4) The capital and operating costs of the l6-mile railroad spur from .
Shute Creek to Opal. ' ' -

You have also proposed that the requested manufacturing allowances apply: to
all plant products, including methane, and that the allowances be applied?up
to 100 percent of the value of the plant products if the costs are of that
magnitude. : ' ‘

The total capital costs of the facilities are estimated to be about
R . including ¥y for gas olant construction. Total annual -
operating costs are estimated to be about .. K¢ including ) :
. for gas plant operating costs.

The basic issues are (a) whether all or part of the requested deductions :are
approvable in accord with the lease, regulations, court decisions and pastZHMS
(USGS) practices; (b) whether processing deductions can be applied to all
products sold; and (c) whether the normal limits on  processing ;and

transportation costs apply in this situation. " R § '

It has been determined that the costs of the field dehydration units and;the
gas transportation costs to the plant at Shute Creek are not deductible
because the lessee 1is responsible for operational expenses resulting from
environmental requirements imposed pursuant -to the National Envirommental
Policy Act. The lmposition of environmental requirements under NEPA cannot be

the basis for a processing or tramsportation deduction in computing Federal
royalty. - ‘ : 5

It has been determined that the gas plant costs are deductible,becauseéthe"
processing Ttequired for the LaBarge gas 1s comparable to that done fn a
typical gas plant and the lease and regulations did mot- intend to preclude
this process. It also has been determined that the approved processing éost
deductions can be applied to the assoclated products sold, carbon dioxide,
sulfur, and possibly nitrogen and helium (depending upon the terms of éthe
helium disposition agreement). However, no portion of the processing costs
~can be applied to methane, the principal product, in accord with gthe
regulations and comnsistent past practice and procedure. -
"In accord with past practices, the allowable costs will be applied, in total,
to the total value of the associated products {i.es, all products except
methane) sold to determine the allowable percentage to be used, with avmax#mum
allowance of 66 2/3 perceut. . §
. . H
The costs required to transport the carbon dioxide, methane, or sulfur (after
being placed in marketable condition) to cthe - first sale point | are
deductible. In sccord with past practices, transportation costs are_li@ited
to S50 percent of the value of each product and applied separately to ieach

product transported and sold.

_ FOR U.S. GOVIRNMENT USE GiLY




¢
i

Exxon Company U.S.4. - L3

5
i

An application based on estimated costs should 'be submitted to the EMMS
Transportation .and Processing Branch for official approval {in accordance with
rhe information contained in attachments 2 and 3, At the time the applicaiion

1s—to be—~prepazedw__pLease__contact__Lth office so that we might render
additional assiptance. : : :

If you believe that relief from the two—thirds of value ceiling for processing
costs and/or relief from the 50 percent of value ceiling for transportdtion
costs is justified by coavincing information, you may wish' to consideri the:
£i1ing of an application with this office. - : o

‘If you believe that royalty rate relief is justified, you may wish'to'téﬂéider
the filing of an application for'a royalty rate reduction with the-apprOpfiate
Bureau of Land Management office pursuant to 43 CFR 3103.4-1. “Waiver,
suspension or reduction of rental, royalty or niaimum royalty.”

You have the right to appeal any of the decisions in this letter in accordance
with the provisions of Title 30, Code of Federal Regulations Part 290. Any
appeal taken will be to .the Director, Minerals Management Service, and the
notice of appeal must be filed with . ;

Minerals Management Service

Attention: Mr. William H. Feldmiller

Chief, Royalty Valuation and Standards Division-
P. O. Box 25165, M.S. 653 .
Denver, CO 80225 _ I i
Telephone (303)231-3184 S :

within 30 days from the date of receipt of this letter.
A copy of your appeal should be forwarded to

Mr. Norman. Hess - ,

Appeals Division ‘ '
Minerals Management Service ,
Mail Stop 623 o
12203 Sunrise Valley Drive : |
Reston, VA 22091 ' ' i
Telephone (703)860-7251

Sincerely,

Dtpe SN athil—

William H. Feldmiller E
Chief, Royalty Valuation and :
Standards Division A

" Enclosures (4)
Plat
Transportation CDM
" Processing CDM
Mémo 12/8/78
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Background - Generai

FOR_U.S. GOVERNMENT USE :ONLY

_ ROYALTY MANAGEMENT PROGRAM . .
ROYALTY VALUATION AND STANDARDS DIVISION '

Findings and Conclusions
" Exxon Company's Request to Deduct Costs Involved in Processing
and Transporting Gas Produced from Three Federal Units,
LaBarge Area, Sublette Co., Wyoming

Q

Exxon Corporation (Exxon), as operator and working-interest owner in

‘the Graphite, Lake Ridge, and Fogarty Creek Federal Units, LaBarge

area, Sublette Co., Wyoming, has submitted an application requesting
the deduction of costs involved in processing and tran5portiné gas
produced from the three Units when computing Federal royaliies.
Federal leases comprise a large percentage of the three Federal
Units, Exxon holds leases on approximately 85 percent of the .Federal
lands. : - ?

Gas production from the three Unicts i{s from the Madison formation below"
15,000 feet. A typlcal reservolr analysis shows the gas contentéto be
carbon dioxide (COz)-GS.é.pércent, methane (CH,)-22 percent, nitrogen-
7.5 percent, hydrogen sulfide~4.5 percent, and helium0.6 peﬁcent.'
There are no liquid hydrocarbons produced. oy
‘ : ]
Exxon is constructing a gas processing plant at Shute Creek, about 50

miles from the field. The location of the plant is in accord with

information developed by an environmental I1mpact statement and
resultant recommendations by the U.S5. Bureau of Land Hanagemeﬂt and
U.S. Forest Service. A centralized dehydration facility will be
located in the fleld area to remove water before the gas is transported
to the plant to preclude pipeline corrosion. The plant produttsﬁto be
sold will be CH;, CO,, sulfur, and possibly helium and nitrogen{ The
CHQ will be sold at the plant. The CO, will be sold at Rock Springs,
Wyoming. The sulfur will be transported about 16 miles by railroad to
Opal, Wyoming (a spur on ‘the main line of the Union Pacific rail%oad),
which is the point of salé for the sulfur. Exxon advises that it is
negotiating & bhelium disposition agreement with the U.S. Bureau of
Mines. 1If that agreement is approved, potential sales of helium may
make the marketing of liquefied nitrogen economically attractive as the
nitrogen must be removed to make a saleable helium product. :

FOR US. GOVE it USE ONLY




CONTAINS COMPANY :
PROPRLETARY INFORMATION |

FOR U.S. GOVERNMENT USE [ONLY

The producing fields are located 1m rugged terrain at a éhigh
elevation. After the first few wells were completed and the magnitude
of the gas treserves were realized, environmental concerns by Federal
agencles. prompted preparation of an environmental impact stacement .
The - primary concerns involved socioeconomics, wildlife, airhguaLity.and

health and safety issues. As a result of information developed, the ~
Bureau of Land Management and Forest Service jolntly recommended a
Shute Creek ‘location for the gas processing plant. : A
The attached diagram, “LaBarge Project Area”; shows the relative
lJocation of the operations: ' ‘ '

(a) ‘ The centralized dehydrafion factility;
(b) The 50-mile “dry gas” pipeline from the units to the ﬁroca?sing
plant at Shute Creek; - f .

i

(c) 'Thé Shute Creek processing plant; '7 ;

(d) The l6-mile railroad spurufrom Shute. Creek to Opal on the: main
line of the Uanion Pacific railroad which is used to  transport
sulfur. 7 . ' B L

The expected plant coastruction capital costs are about ¥ 5/;
includiong an estimated contingency cost of M-y Annual :plant
operating -.costs are estimated to be X7 including Kr.@/

. for electrical power cOSLE. ' o

The expected “transportation” capital costs. are about e
fncluding an estimated contingency cost of about X vt
Priacipal components are: . ‘

Dehydration Facilities - - . .
Pipeline ‘ : - \{ _\t :
Railroad spur , - )

Annual transportatlion costs are estimated to be Yoo Ly © including
o *‘f{ for electric power for the dehydration units. ‘

~ The Selexol portion of the plant removes the CO, and HyS fraction§ from
the inlet gas stream (System 41). The HoS is stripped from the Selexol
solurion and processed in the Claus recovery unit (System 51). The COp
is stripped from the Selexol system. The gas sepatrated from the
CUy~H,S stream consists of umethane, helium and nitrogen. The:gases
pass through dehydrators (System 42) to further decrease the dew point
for cryogenic processing downstream. :

.
i
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The Nitrogen Rejection Unit (System 43) 'is designed to separaté the
CH,, N9, and He gas mixture into two gas sSCIreamsS. One of the st?eams
is CH,, relatively pure enough to be saleable. The other streém is
composed ‘of nitrogen and helium. The nitrogen is separated and a small
portion 1is used in the Selexol process to condition the Selexol

- golution prior to recirculation through System &41. . In the .event a -

helium disposition agreement {s concluded. with the Bureau of Mine? and
a market found Eor the helium, "a facility would be constructed to

_separate the remainder of the nitrogen from the nltrogen—helium Stream

leaving pure helium. 'An attempt would be made to market the nitrogen.

Background - Exxon Legal Arguments

Exxon cites California Company V. Udall, 296 F.2d 384 (D.C.! Cir.
1961), the “Romere Pass” case, as “clearly implylng that manufacturing
costs do not fall within the markering obligation and that the lessee
is- entitled to an allowance for such costs”. - Exxon states that, "The

- california Company decision was based in part on the Court of Appeal's

Jetermination that the ~exercise of the Secretary's discretion in
denying allowances for conditioning ‘costs should be upheld unless

unreasonable. The case does not indicate that the disallowance of

conditioning costs 1s mandatory, and, in fact, the court implies that”
it would be an abuse of discretion for the Secretary to deny allowances

for manufacturing or tramsportation cOStSs” : ' g

Exxon cites the “Kettleman Hills", United States v. General Petroleum
Corporation of Californmia, 73 F. Suppe 225, case to affirm that{ there

1s no doubt tnat an allowance for manufacturing costs 1s mandatory and
states that, “There Ls no question that a typical-extraction%plant
which removes hydroecarbon 1iquids is a manufacturing operation, but it
has been pointed out that the LaBarge Gas Plant is not such a typical
plant.” Exxon coacludes that, "There is no basis in the reported cases
for concluding that only the removal of natural gas liquids is entitled
to a manufacturing allowance while an even more advanced and wmore
costly manufacturing operation is not.” ' ’

[N

Exxon cites 43 CFR 3103.3-1(c):

"{n determining the amount or. value of gas and liquidj
products produced, the amount or value shall be net after
the cost of manufacture. . The allowance for cost of
panufacture may exceed rwo-thirds of the amount or value of
any product only with the approval of the Secretary.”
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Exxon concludes,

(a) “The regulation does not limit the allowance to liquid
products, recognizing that gases can be as much a product of
a manufaCCuring process as liquids.” and, :

(b) “...lf the processes involved are, in - fact,
manufacturing processes and the amount of the costs involved
is reasonable for such processes, the Secretary must approve
the allowances requested, even if they exceed two-thirds of
the value of the products.”

Exxon states the LaBarge gas stream "...does not happen to contai& the
particular substances covered by...” 30 CFR 221.14, and "...therefore,
that regulation is not directly applicable to the LaBarge gas ‘stream.
Obviously, a regulation 1is needed which specifically addresses
allowances for manufacturing costs in connection with producrs other
than natural gas liquids, but the absence of such a regulatlon does not
eliminate the. lessee's right to such an allowance.” ;

Exxon cites the regulation 30 CFR 206.103, “Value basls for computing
royalties”, as one of the bases for approval of a manufacturing
allowance. In partlcular, {t refers to the phrase "and tec other.
relevant matters” as one of the criteria to be considered when making a
determination of value for royalty purposes.

. Exxon makes reference to Solicitor's Opinion A-29460, August 2, 1963,
70 I.D. 393, as being relevant to the subject case in that it noted
that unusual and complex factors which result in unusually high 'costs
should be considered as “"other relevant matters” in determining the
product value. Opinion A=29460 involved transportatlon allowances for
barging costs from offshore o0il and gas leases.

Exxon cltes an article entitled “"Calculating the Landowner's Royalty”
28 Rocky Mountain Mineral Law Institute 803 (1983), which concluded
that: .

"The more expensive the operation and the greater the
difference in the particular activity and the ordinary:
process of production, the more likely 1t 1is that a court;
will allow adjustments for costs incurred in determining the
royalty due.”

Exxon cites the definition of "manufacturing process” in the draft
" "Guidelines for Valuation of Gas for Royalty. Purposes” as applying to
the LaBarge gas plant. : :

t
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Exxon cites an Interior Board of Land Appeals decision dated January 3,
1981, and the “"Kettleman Hills" case as a basis for approval of icosts
of transporting gas -from the field to Shute Creek and to any| more
distant locations in computing Federal royalty. It states that the
"Kettleman Hills" case “i{s direct, controlling precedent for the

principle that allowances are mandatory in -connection with the . .

transportation of gas by pipeline to a gas plant.” Exxon states that

{t is enticled to allowances for the costs related to the pipeliné, or,.
_alternatively, such costs should be included as part of the éctual_
‘costs of operating the gas plant. - é

5

Basic Issues _ . ' o

® are all or part of Exxon's requested deductions approvable in édcord
with the regulations, instructions and past practices or are they a
-part of the expenses L0 be borne by the lessee?;z : 5

‘When multiple pfoducté,are‘pfoduced, does the MMS approved ded@c;ion
for processing apply to all products .s0ld? ' S

° Yhen multiple products are produced, should allowable costs be a%plied ,
separately to each product? : ' _

. . . . - . ) E 3 .
Do the normal iimits on tramsportation and processing cosCs apply 1in
this situation? : ‘

Findings

° The following pertinent language is found in a typlecal lease.énd the
- regulations: - : ‘

(a) Typical Schedule "B" and "C" lease:

“In determining the amount oOF value of gas and liquid]
products produced, the amount ot value shall be net after an
allowance for the cost of manufacture. The allowance for
cost of manufacture may exceed two~thirds of the amount or
value of anmy product only on approval by the Secretary o?
the Interior.” ‘ - ' ' ;

. i
"(b) 30 CFR 206.105 (221.50)

1
i

"Royalty accrues on dry gas whether produced as such ot as
residue gas after the extraction of gasoline.”

(¢) 30 CFR 206.106 (221.50)
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"A royalty as provided in the lease shall be paid on the
value of one third...of all casinghead or natural gasoline,
butane, propane, or other Lliquid hydrocarbon substances
extracted from the gas produced from the leasehold. The !
value of the remainder 1s an allowance for the cost of |
manyfacture,ves” U o o -

(d) 30 CFR 206.107 (221.52)

"The royalty on all drip gasoline...recovered from
gas...without resort to manufacturing...shall be the same
percentage as provided in the lease for other oil, except
that such substance, Lf processed in a casinghead gasoline
plant ‘shall be treated for royalty purposes as though 1t
were gasoline.” o :

]

{e) 43 CFR 3162.7 - "The lessee shall put into marketable coud#tion,
' {f economically feasible, all oil, other hydrocarbons, gas, and
sulphur produced from the leased land.™ - !

° production costs are the responsibility of the lessee. The Mauual of
011 and Gas Terms by Williams and Meyers defines a lessee' asi "The
person entitled under an oil and gas lease to drill and operate wells,
paying the lessor a royalty and retaining the remainder, often Qeven—
eighths of the production costs out of his fraction, the lessor's .
fraction being free and clear of all such costs....” This lessor~
lessee relationship has been long recognized in Federal regulation.

¢ The following bertinent language ls found in the Conservation Di?ision
Manual: :

(a) 647.7.1 = "This chapter provides guidelines and procedureﬁ for
determining manufacturing allowances where royalties for residue
gas and assoclated liquids from onshore public domain, ...
leases..,." ‘ ' ‘ 3

(b) 674.7.3 - "Under no circumstances can royalty payments be made on

" a value less than the value of ome—third of the extracted liquids
and all of the residue gas.” : ;

° The following pertinent language is found in Notice to Lessees No; l:

“...ikewise, no deduction will be allowed for the cost
which an operator incurs by reasom of placing the gas in al
marketable condition as an operator is obligated to do so at
no cost to the lessor.” ' '
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o.

The following pertinent language i{s found ln the Conservation. DlViSlon
Manual regarding transportation allowances:

‘(a) B47.5. 3'- A relevant matter 1in establishing -value is reasonable

coStSe..in transporting lease production to the nearest available

.market place or sales outletes.. i Co
S R |

"...the posted price will be reduced by an amount...to cover
the reasonable cests incurred im tramsporting ma:ketable
production from the lease to the nearebt market place or
sales point.

"As used in this chapter, the term 'market place’ means chaté
point at which a reasonable product value can - be
egstablished.....

- - . :

“The term 'marketable condition', as used in this chapter, |
means clean crude oil, drip gasoline, .or natural
-condensates, gas, natural gas lliquids, and any other liquid
or gaseous substances meeting normal arm s—length coutract:
requirements for the area.

“Under no circumstances should tramsportation costs exceed :
50 percent of the product's fair market value at the -nearest .
competitive sales peint.” ' h !
(b) '647.5.H = "...a reasonable allowance for transporting wet gés‘to a
processing plant may be granted, provided that the plant is not
located In the Eield where the lessee's well is located.”™ |

The following quote is from the Contlnental v, U,S5. 184 F.2d 802
“It has been held that if there is no open market In the .
place where an article ordinarily would be sold, the market
value of such article in the nearest open market less cost
of transportation to such open market becomes the markef
value of the article in question.”

T
-
i

MMS applies this principle in computing Federal royalty.
NTL-1, | Procedures for Reporting and Accounting for Royalties :éstafes

under Section III, “Gas and Assoclated Liquids Production, Sales, and
Royalty Requirements™:
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!
"Under no circumsrances will the royalty value be computed E
on less than the gross proceeds accruing to the operator
from the sale of such leasehold production. Gross proceeds 5
include, but are not limited to, tax relmbursements and
‘payments to crhe operator for gathering, measuring,
- compressing, dehydrating, ot performing other 'services
necessary to market the production. Likewlse, no deduction
will be allowed for the cost which an operator incurs by
reason of placing the gas in a marketable condition as an
operatot is obligated to do so at no cost to the lessor.”

i
£

Since the passage of the National Environmental Policy Act (NEPA),
developers of projects are required to wmeet certain environmental
stlpulations as a prerequisite to undertaking development. The cbsts
of meeting these requirements are the respousibility of the lessee.
The imposition of environmental requirements under NEPA cannot be ! the
basls for deduction in computing Federal royalty. '

Decision by the Director, Geological Survey, and a supporting court
decision, The California Company v. Udall, 296 F.2d, August 10, 1961,
the "Romere Pass® case, (cited by Exxon) have upheld the principle that
the lease operator is obligated to perform necessary field gatherﬁng,
dehydration, and compression operations.. The court made a,distincﬁion
between "transportation” -of gas and “conditioning” of gas and accepted
the Secretary's definition of production as "gas conditioned  for

market.” The court stated, “In the record before us, there is no
evidence of a market for the gas in the condition it comes from; the
wells.” There is no market for the LaBarge . .gas in the condition it

comes from the wells. Therefore, there are conditioning costs ?hat
must take place at the lessee's expense. _ ' D

° By memorandum dated December 8, 1978, the Acting Chief, Conservation
Division, determined that if sulfur is sold following a gas sweetening
process, a manufacturing deduction from sulfur royalty payments 1is
authorized where the extraction costs are an integral part of| the
"whole manufacturing process.” i o

i

° 1In the event a lease (unit) camnot be operated successfully, the B&reau
of Land Management regulations make provision for obtaining ecodomic
relief in the royalty reduction provision, 43 CFR 3103.4-1. ;

i

Primary Considerations — Dehydration :
® The following primary considerations apply in determining whetheg the
~ dehydration costs are approvable: '

'
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(a)

(b)

(c)

(d)

:

Locating the processing plant about 50 miles from the field is
mandated by  environmental considerations. The additional costs
resulting from the imposition of environmental requirements under
NEPA are expenses to be borne by the lessee, The royalty owner: is

.not obligated to shate in such costs.

Dehydration 1is specifically mentioned in NTL-1 as one of the
processes for which royalty is due under "gross proceeds” 1f the
operator receives reimbursement (e.g., it is the responsibility of

‘the operator).

;
In the "Romere Pass” case the court held that the lease operator
is obligated to perform dehydration operations to place the gas in

marketable condition. :

The Selexol process used in the processing plant involvesf an

" aqueous solution. ~ The field dehydration system 1is ‘for

transportation purposes only. Exxon has advised that there woald
be ‘no difference in the cost of dehydration facilities at ‘the
plant location 1if the processing plant were located in the field.

E .

Primary Considerations — "Dry Gas” Tfansportation

(-]

.

The following primary ‘considerations apply in determining whether;the

- cost of transporting the gas about 50 miles to the processing plant is
"approvable. . _ i

(a})

(b)

Lecating the processing plant about 30 miles from the fleld ig
mandated by environmental considerations. The costs resulting

" from the imposition of enviroomental requirements under NEPA | lare -

expenses to be borne by the lessee. The royalty owner 1s ‘not
obligated to share in such costs.

In The California Company v. Udall, the “Romere Pass”. case, ;the
court held that the lease operator 1s obligated to perform field
gathering operations. Normally, the bringing togethetr of gas from
many - wells or leases to a gas processing plant 1is "field
gathering." o ‘ ' R

Primary. Considerations - Plant Processing

* The following primary conslderations apply in determining whether all
or part of the Shute Creek gas plant processing costs are approvable.

(a)

The language in the lease and the regulations did not anticipate
the type of gas stream or the processing procedures involved here.

'
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(CX

(ay

(e)

(£)

FOR U.5. GOVERNMENT USE ONLY

In accordance with pertinent decisions, ‘the lessee has Ehe
responsibility to make a marketable product from the leasehold
production., In the normal hydrocarbon stream, the principal
product is methane.” Present regulations and decisions address
_normal hydrocarbon stream processing. o o o "‘

In accord with the regulations and consistent with pasc practice
and procedure, royalty is due on 100 percent of the residue gas
(methane 1is normally the prineipal product of a typical gas

plant). The lease and regulations clearly provide that any
deduction from royalty for costs of processing _applies to <the
"products produced” ~or to “liquid  Thydrocarbon substances

extracted.” ' i

Processing costs can be deducted on the associated products which
are sold, such as carbon dioxide and sulfur, in accord with the
principle set forth in the Acting Chief's memo dated December, 8,
1978, up to a maximum of two—thirds (unless the Secretary of the
Interlor ts petitioned for and approves a higher amount) of the
value of the associated products processad and sold.

The consistent practices and procedures of MMS and its
~ predecessors have been to combine all processing costs in gasoline
plants and to apply the total costs against the total value of ithe
extracted liquid hydrocarbons, up to a maximum of 66 2/3
percent. The Secretary has authority to approve a processing
allowance in excess of 66 2/3 percent.

Exxon will not need unit compression facilicies during the early
life of unit production as flowing wellhead pressures will'® be
adequate to pass the gas through the dehydrators and dry gas
‘gathering lines arriving at the plant -inlet with at least 1,050
psi. The plant pass—through pressure drop will necessitate
compression of the 'saleable methane prior to entering the methane
sales line. Compression of carbon dioxide gas sale§ will probably
be necessary to transport the CO0, to Rock Springs, Wyoming.
Compression costs necessary to compress and inject either methane
or CO, into the transmission line is not being requested by Exxon
and will be excluded from any processing allowance con51derations

by MMST _ e -

H
f
'
'

Priméry'Considerations - Transportation'

° The following primary considerations apply in determining whether:any
transportation coste beyond the plant —outlet are applicable in
determining royalty:
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Conclusions -

o

o
(a) MMS policy permits deduction of costs required ro transport lease
products which have been placed in marketable condirion from| the

lease, unlt or communitization agreement or other designated point
{n the .field or at a plant to the point.of first sale. ‘

b
1

"(b) The point of sale of methane probably will 'be at the oﬁtlét-

(“tailgate") of the Shute Creek plant. The point of sale! for
carbon dioxide will be at Rock Springs, Wyowing. f

{(c) Exxon states that there currently is no prospect for developﬁng a
market at the Shute Creek plant site for the sulfur produced in
the plant, and it will be necessary in marketing the sulfur to
transport it by rail car at least as far as Opal, Wyoming.
Allowances for costs related to building and operating the l6-mile
rail spur are to be considered. ' i :

(d) The Conservation Division Manual provides that transportétion
costs may not exceed 50 percent of the product's fair market Qalue
at the sales point. This is a policy restriction imposed by, the
Director, U.S. Geological Survey (now the Director, Minerals
Management Service) and can be modified by that official ,Ein a
particular case, when justified by convincing information. 2

i

The costs of the field dehydration facility are not deductible because
water removal here is for pipeline safety purposes (to prevent
corrosion). The pipeline is required because the Shute Creek plant was
located about 50 wmiles from the field to satisfy environmental
considerations. The lessee is responsible for all operational expénses
resulting from adherence to enviroamental requirements. In addition,
the operator is responsible for the costs of the field dehydration
facility in accord with pertinent regulations, NTL-1, and the "Romere
Pass” court decision. Costs associated with dehydration at the Shute
Creek plant are deductible processing costs. -

The costs to build and operate the pipeline from the field to the plant
are not deductible because the lessee 1s responsible for| all
operatibnal- expenses resulting from adherence to environmental
requirements. ' ’

The requested processihg‘costs for the associated prodqcts‘fémoveﬁ and
sold can be considered for approval. ' The processing required for
LaBarge gas is comparable to that done in a normal plant and it is

" logical to conclude that the lease and regulations did not intend to

preclude inclusion of this process even though processing of gas such
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as that produced at LaBarge was unknown at the time the documentszwere‘
written. It is concluded that cthe principle set’ forth in the Acting

Chief's December 8, 1978 memo can logically be extended to include

_assoclated products sold (in this case carbon dioxide, helium ' and
possibly nitrogen) in addition to sulfur. ' B

. The approved processing cost deductions will be applied to’ the )
assoclated products which are sold. No portion of the processing costs
can be applied to the value of the methane removed and sold. ! MMS.
considers methane to be ‘the prineipal product. Methane is considered
to be that part of the gas stream that the lessee is obligated to place
in marketable condition at no cost o the lessor. E

In accord with consistent past practices, the allowable costs will be

applied in total to the total value of the assoclated products sold, to

a maxitum of 66 2/3 perceat. Exxon can petition MMS {as a delegated

authority of the Secrertary of the Interior) for a greater percentage

deduction if it has convincing information to show it to be justified
in this case. : ’ " ?

The costs required to transport the COy, methane or sulfur which (have
_been placed in marketable condition to the first sale pointi are
deductible 'in computing ¥Federal royalty. Transportation costs} are
applied separately to each product transported and sold. The limit on
transportation costs is 50 percent of the value of the product. [This
15 a policy limit imposed by the predecessor agency to the Min%rals
Management Service. It is assumed that the Director, Minerals
Management Service, can approve an Increase in such percentage if Exxon
- provides coanvincing information to show that it is justified. 1

1f Exxon believes that royalty relief is justified in this situaﬁion,
it may file an application requesting that the two-thirds celiling on

processing deductions andfor the 50 percent celling on transportétion
deductions be liberalized or waived and/or it may file an applicétion.
for royalty rate reduction with the appropriate BLM office pursuant to
43 CFR 3103.4-1, “Waiver, suspension or reduction of rental, royélty,

or minimum royalty”.

MMS-2014 Reporting Requirements |

, C
For purposes of royalty reporting, all Toriginal” royalty lines (éag.,
Transaction Code Qi--Rovalty Due, shall show values at the poiant of firstisale
rather than being net after deduction of transportation and processing
costs. All deductions taken for transportation costs (Tramsaction Code 1)
and for processing costs (Transaction Code 15) shall be reported against the
appropriate original royalty line. The net of the "original” line and the
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value at the lease. Therefore, rather  than one reporting line per leése
there may be one "original"” line plus a processing deduction line and/or a
transportation deduction line for each lease.

‘Enclosed is a sample MMS-2014 illustrating the reporting requirements; for.
methane, carbon dioxide and sulfur production for a hypothetical lease, ; For
purposes of illustration, the following assumptions were made:

- The delivered price of methane at the Shute Creek plant is $é,Qiner

Mcf. ' ' . :
i
~ The delivered price of carbon dioxide at Rock Springs, Wyoming, 1is
§1.50 per Mef.

- The delivered price of sulfur at Opal is $60.00 per -ton.

- The total approved processing deduction for the associated products is
66 2/3% of the value at the plant.

- The total cost of ctransporting carbon dioxide from the plant to
Rock Springs, Wyoming, is S. 90’ per Mcf. The ctotal -approved
transportation deduction is $.7> per Mcf, or 50 percent of the value at
‘the sales point. : _ ‘

-~ The total approved transportation deduction for shipment of sulfur to
Opal is $20.00 per ton.

- The royalty rate is one-elghth.

FOR U.S. GUveARNENT USE ONLY
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Minerals Management Service

'DEPARTMENT of the INTERIOR

news release

' - | Michael L. Baugher (303) 231-3162
For Release: October 19, 1988 , Susan Hall (202) 343-38&3

DEPARTMENT QF THE INTERIOR DISALLOWS LABARGE.REOUES
FOR EXTRAORDINARY ALLOWANCES S - '

Assistant Secretary of ‘the Interior J. Steven Griles announced today
that the Minerals Management Service (MMS) is not granting the special and
extraordinary cost allowances requested by Exxon USA for its LaBarae project
gas operations in western Wyoming. : :

- "Federal regulations require companies to pay a royalty on the value of
" products obtained from federal leases and provide for deductions of certain
processing and transportation costs,” said Griles, "MMS has granted Equn's
requested allowances for reasonable actual costs associated with the LaBarge
facilities, 2s required by law, but has denied the company additional relief
requested under the extraordinary cost allowances provision of the 3
Department's product value regulations.” , .

The extraordinary cost allowancé provision adopted earlier this vear
was meant to apply to federal lease operations involving expensive
processing technologies that may exceed normal industry costs, such as
frontier technology. Griles has directed that MMS consult with industry and
States to develop criteria regarding extraordinary cost allowances.

"Until such criteria.are adopted, it would be premature to approve |
extraordinary cost allowances for any projiect,” Griles said. . :

, Exxon initiated discussion of the subject with the Department in 1924,
before the LaBarge proiect was started. Ir Jlanuary 1885 the company !
formally requested exception relief uncer +ne old product valuation
requlations. That request was denied by M'S in January 198€, and is
currently under appeal to the Interior Board of Land Appeals. When new|
product valuation requlations became effective in March 1988, Exxon applied
for the extraordinary allowances provided for in those regulations. -

-D0I-




United States Department of the Interior |

MINERALS MANAGEMENT SERVICE
WASHINGTON, DC 20240

AN T 1988

MMS-B4-0066-046 R -'rogarty Creek, Graphite, and Lake |
: Ridge Federal Units, Sublette County.
_ 3 Wyoming
Exxap Company, U.S.A.. . . Appeal from Order Relating to
T . : Deductions Based on. Processing and
: Transportation Costs
Appellant ' ) | ) Reversed in Part
_ Statement of Facts

* This 1s an appeal filed by Exxon Cbmpany. UeS.A: (ﬁiidﬁ). under the
regulations in 30 CFR Part 290, Exxon is appealing an.October 29, 1984,
order by the Chief, Roya1ty valuation and Standards Div1sion (RvSD), Minerals
Management Service (MMS), disallowing certain proposed deductions based on
processing and transportation costs re]at1ng to gas production under Federal
leases in therFogafty Creek, 6raphite, and Lake Ridge Federal Units, Sub1et§e
County, Hyom{ng. !

These three units embrace a total of 39,850 acres of which 37;930 acreé
are federally owned. Exxon holds leases covering approximately 31,600 acre;
of the Federa) lands included in these units,

" The Riley Riqge aeea'contains an esti@ated 17.5 trillion cubic feet off
recoverable gas at depths exceeding 15,000 feet. This appeal eoncerns gas én
the Riley Ridge gasef1e1d to the extent that such gas lies in the Madison |
Formation uithin ‘the three units,

The gas mixture found in the Mad:son Formation within these units typ1ca11y
contains: carbon dioxide (65.4 percent), methane (22 percent), nitrogen {7;5

bercent). nydrogen sulfide (4.5 percent), and helfum (0.6 percent). Each of




these components constitutes a gas which, with the exception of/he11um; is

subject to the provisions of the controlling leases and the Qoverning regu-f
lations at 30 CFR Part 206 and 43 CFR Part 3103, Helium is not a leasable
minera?ibuf it will be produced and sold by Exxoniunder a separete agreemené
with the United States. o " ' . ' | é
Most natural gas streams contain predom1nantly hydrocarbons, some Nater;'-
and relatively small quant1t1es of various conteminants, Essent1a1]y. these
~ gas streams are marketed after a few simple processing steps designed to %
remove the water and contaminants. As noted above, the Riley Ridge gas |
stream is made up principally of‘cerbon dioxide with only about 22 percent E
methane.rend‘no other hydrocarbons in significant quantitiee. The selective
separation of the various components of the Riley Ridge gas stream requires%a
series of re1ativelyzcbﬁbieiimanufectubingdprocesses,i' s g
Exxon is presently constructing a gas'processing plant at ShuteVCreek.E
Exean describes the Shute Creek gas processing piant as the “1argest. most i
© complex and most cest]} gasrmanufacturing facility of its kind ever built ip
the United States.” Current plans are to eemb1ete the first phase of p]anf
B censtructioh and to begip processing gas froﬁ the Fogarty Creek-‘ﬁraphite. ;
aed Lake Ridge unft areas in 1986.M The wells, f1e1d fac1]1t1es and plan;
are expected to cost $1,017 bi1lion dollars. |
Exxon's deve]opment plans provide for the construct1on of field dehydrat1on

facilities on each'un1t. The production from each unit would be gathered at the

s
f

ue11s by p1pe11nes 1ead1ng to the field dehydration plants..
The power supply needed to operate dehydration facilities is one of the
moet‘s1gnif1cant cnmponents of operating costs. Normally, jease-use gas is

utiiized as a power source. As'brevinusly.eoted, unlike a.fypical gas stream,

s
i




--ww—fue1¥the—$1eldﬁdehydration_iac444tieswbeing—construc;edﬁby~ﬁxxon;on_the_thcée

3
the Riley Ridge raw gas stream is not high in hydrocarbons and is not combué-

tible. For this.reaeon,.an independent source of energy will oe required té

units involved in this appeal.
| The dried gas stream wiil be transported to the Shute Creek gas pr'ot:es--é
s1ng plant where it will be separated 1nto 1ts component parts (f.e., carbon
diox1de. methane. nitrogen hydrogen su1f1de (sulfur), and he11um) | .
Due to environmental considerations, the Shute Creek Plant was sited
- about 40 miles from the well field. The plant S distance from the field é
requires construction of 54 miles of pipeiine leading from the‘dehydration |
plants to the Shute Creek gas‘processing.p1ant.
Present expeotations are ihat_gas and the products'processed at Shute 2-
Creek will be disposed of as7fol1ows:i'-.‘ R | k
{1) Methane will be sold af the tailgate of the Shute Creek gas proceoﬁing

plant;

y i
{2) Sulfur niil be transported bj rail to a point of sale at Opal, é
-.Hyoming; | ' | |
{3) Carbon dioxide will be transporteo,by pipeline to a sale point in
Rock Sprinos;'ﬂyoming; | | ’
(4) Helium will be sold in accordance with the helium sales agreement E

between Exxon and the Bureau of Mines; and

" (5) A customer for the nitrogen has not been found as yet. :
|
According to Exxon, the Riley Ridge gas stream has no market value prior

 to the separation of the various component gases, and the nearest market for

methane will be at the tailgate of the processing plant. The nearest marke; :

— T L £




for the su]fur‘wiil be at Opal, Hyom1ng, and for carbon dioxide. at Rock

Springs, Wyoming. For he11um and n1trogen the.nearest market is expected to

;

be at the tai]gate of the Shute Creek plant,
By a2 letter dated Harch 23, 1984 Exxon transm1tted a document ent1t1ed
“LaBarge ProJect Royalty Cost Allowances for Transportation and Gas Processxng

Facilities-Exxon Company, U.S:A.Y to RVSD with a request that, in connectjon;r
with the determination of ‘the royalties due under the Federal oil and gas ;
leases committed to the Fogarty Creek, Graphite, and Lake Ridge unit areas,

Exxon be permitted to deduot the following transportation and processing costs:
| (1} The capital and operating costs of the three field dehydration o
plants where water is removed from produced ges prior to the transmission ofﬁ
the gas to the Shute Creek gas processing plant, ?
{2) The capital and operating costs of the p1pe1ines which will transoort
| the dehydrated gas stream from the three field dehydration piants to the Shu;e
Creek gas process1ng plant, - - I | é
(3} A deduction based on the capital and operat1ng costs of the Shute Creek
plant as applied to 100 percent of the value of the gas and products (1nc1ud1ng
methane). | 7 | | ;-
(4) The capital and operating costs for a 16-mile railroad spur built {o
transport sulfur from the Shute Creek gas processing plant to Opal, Hyoming.;
The October 29, 1984, decision by the RVSD denied a deduction from royafty
value based on the cost of fhe field dehydration units and the cost of trans{
porting the production to Shute Creek. A deduction based on the processing E
costs at Shute Creek was approved up to a maximum of 66-2/3 percent of the va]ue

of all assocnated products (exc]uding methane which was found to de the pr1ncipa1

product)., The RVSD also approved a deduction based on the cost of transportation.




for carbon dioxide, methane, or sulfur from Shute Creek to the point of f1rst

sale subject to a ce111ng of 50 percent of the value of each product. Such

value will be computed separately with respect to each product transported end
sold. : : , o %
Exxon appea!ed the denia1 of a deduction from the royalty base groundeo an
the costs of: (1) the- field dehydrat1on units, and (2) ‘the p1pe11ne -to Shute
Creek. Exxon also appea]ed the exc]usion of methane from the product va1uel-j

‘base used to determine the deduct1b111ty of manufacturing costs. |
In support of its appeal, Exxon alleges that a lessee under a Federal iease
js entitled to deduct manufacturing costs in calcu1at1ng royalties. Exxon E
| states that 43.CFR § 3103.3-1(c) does not 1imit the manufacturing allowance to
1iquid products since gases can be as muoh'a product of a:menufacturing proéess
as liquids. (Statement of Reasons (SR) at paoe 5.) i
In the case of the Shute Creek manufacturing faciiity, the manufacturing
costs exceed ;he'combined.value of the products other than methane. Thus, E
in Exxon's view, the manufacturing allowance must be'extended to the value F
" of the methane. (SR 8)
| Insofar as the transportation cost a]]owances are 1nvo1ved Exxon's
application is purportedly grounded (SR 3} on:
*** the ue]l.established prsncap]e that a lessee under a
federal lease is entitled to an allowance for the cost of ,
transporting production from the lease * * * to * * * the ;
nearest available market, fncluding the location uhere the ;
gas stream is processed prior to sale, * v *
In Exxon's opinion, environmenta1 requirements which increase the lessee's %
costs do not change the category within which these costs would otherwise f%11;
(SR 9) Thus; according to Exxon, the transportation cost allowance shod1d ?over
field dehydration costs which er1se sole1j.beceuse of the necessity of tren;-

!

porting the production to Shute Creek. (SR 3{ ‘Essentially, Exxon regards the
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field dehydration facifities as an integral part of the transportation to tbe

Shute Creek plant.

In this connection, Exxon emphasizes that the dehydration in the field
is not performed to meet a pipe11ne purchaser's specifications or to make tﬁe
gas ‘stream marketable. Exxon alleges that the dehydration of the gas at the
field dehydrat1on pTants is intended to prevent corrosion-in-the gas p1pe11nes
running between the field and the Shute Creek processing plant. According to
Exxon, the three dehydration p1ents w111'eiceed in both scale and comp]ex1t¥

the dehydration facilities ordinarily used to dry natural gas for pipeline i

sales. ]
Exxon further a]leges that even in the absence of the field dehydrat1
units ‘the gas would be dehydrated sufficient]y at Shute Creek to meet the |
!

purchaser s specificntions. (SR 13) ' : S

Exxon characterizes the sour gas pipeline (SR 11) "as either a part of
the gas plant operation, with 1ts costs-be1ng incliuded in the manufactur1ng-
allowance or as a transportation line to the nearest ava1\ab\e market, w1th
. a separate transportat1on a]lowance. In this regard Exxon alleges (SR 12):

Transportation of the sour gas in a pipeline to Shute Creek

is closely associated with the manufacturing costs incurred

in connection with the plant itself. The relocation of the

plant to a more distant Jocation was requested by the

Government for environmental and socioeconomic reasons and

had the effect of increasing the cost of the manufacturing -
operation to the extent of the added cost of transporting a
‘the sour gas to the Shute Creek plant site. Thus, the cost
of the sour gas pipeline is an allowable item in accordance
with the * * * [principle] that transportation to the gas
plant is a part of the gas plant costs. * * *

In addition, Exxon states {SR 2) that the propriety of the Iimitation
of the manufacturing cost deduction to 2/3 of the value of the prndnets 1s*

dependent on the inclusion of methene in the allowance. Thereforeacixxnn

- .':-. e
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purports to reserve “the right to a release of the 2/3 linitation as to theé

products other than methane after the dispos1t1on of this appeal % * = ™ 5

Exxon also purports to reserve “the right to appeal the app11cat1un of the
50 percent limitation as regards transportat1on of any product insofar as the
application of the limitation "preven;s the recovery of tpe royalty share oﬁ
transportation-costs." {SR 3) |
The regulations found in 30 CFR § 206.105, 30 CFR § 206, 103 and 43 CFR

§ 3103.3-1 provide as follows in pertinent part:

30 CFR 206.103 Value basis for computing roya]ties.

The value of production, for the purpose of computing
royalty, shall be the estimated reasonable value of the N
product as determined by the Associate Director due _ :
consideration being given to the highest price paid for ‘
a part or for a majority of production of 1ike quality in

- the same field, to the price received by the lessee, to
posted prices, and to other relevant matters. Under ng . ‘
circumstances shaill the value of production of any of said 5
substances for the purposes of computing royalty be deemed '
to be less than the gross proceeds accruing to the lessee
from the sale thereof or less than the value computed on !
such reasonable unit vaiue as shall have been determined '
by the Secretary. In the absence of good reason to the
contrary, value computed on the basis of the highest price
per barrel, thousand cubic feet, or gallion paid-or offered ‘
at the time of production in a fair and open market for the '
major portion of like-quality oil, gas, or other products
produced and sold from the field or area where the leased
lands are situated will be considered to be a reasonable value.

30 CFR 206.105 Royalty on gas. . :

The royalty on gas shall be the percentage established by
the terms of the lease of the value or amoumst of the gas
produced.

(a) Royalty accrues on dry gas, whether produced as such *
or as residue gas after the extraction of gasoline.

(b) If the lessee derives revenue on gas from two or more .. . -
-products, a royalty normally will be coliected on all. such % ‘7-;_.,
products. L Lo
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(c) For the purpose of computing royalty, the value of

wet gas shall be either the gross proceeds accruing to the
lessee from the sale thereof or the aggregate value deter- ;
mined by the Secretary of all comodities, including residue‘ S

gas. obtained therefrom, whichever is greater,

43 CFR 3103.3-1 Royalty on production,

L L . * * .

{c) Ia'determining the .amount of value of gas and 1iquid
products produced, the amount or value shall be net after
the cost of manufacture, The allowance for cost of manu-
facture may exceed two-thirds of the amount or vaiue of !
any product only w1th the approval of the Secretary.

Notice to Lessees and Operators {NTL) Ho. 1, Procedures for Reporting

énd Accounting for Royalties, provides as follows in relevant part:

* + * {Inder no circumstances wil] the royalty value be
computed on less than the gross proceeds accruing to the
operator from the sale of such leasehold production.
Gross procesds include, but are not limited to, tax reim-
bursements and payments to the operator for gathering, :
measuring, compressing, dehydrating, or performing other |
services necessary to market the production. Likewise, ?
no deduction will be allowed .for the cost which an operator
incurs by reason of placing the gas in a marketable condition
as an operator 1s obligated to do So at no cost to the lessor.
[Emphasis added] !

The Conservation Division* Manual provided at section 647.5.3E:

.« * * Under no circumstances should transportation costs
exceed 50 percent of the product's fair market value at the
nearest competitive sales point.

!

*By Secretarial Order No. 3071, dated January 19, 1982, as amended May 10, ﬂ982
all minerals management funct1ons previously exerc1sed by the Conservation
Division, U.S. Geological Survey, were transferred to the Department's Minerals
Management Service. By Secretarial Order No. 3087, dated December 3, 1982, as
amended February 7, 1983, the onshore, nonroyalty management functions of the
Minerals Nanagement Service were transferred to the Department's. Bureau of Land
Management. . ‘
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~ Conclusions and Order ]

1. Section 17 of the Mineral Leasing Act (30 U.S.C, 226) authorizes the

Secretary of the Interior *to require the payment of * * ¥ royalty [based]

on the 'value of the production.'” Califorhia Company v.-Uda]T, 296 F.2d

384, 387 (D.C. Cir. 1961). Under section 17, “The Secretary * * ¥ possesses

,;considerable d1scret1on for determining what is the va]ué'.of production.'I

Amoco Production Co.. 78 "IBLA 93, 96 (1983), appea] pending, Amoco Product1on
|

Co. v. Clark, CV 84-0916 {W.D. La.).

\
|
In the exercise of his statutory d1scretion the Secretary has decide&

that royalties must be based on the value of the production after it has been
. _ _ |
placed in a marketable state. . ‘ o

The premise for the Secretary s decision * * * was that
since the Tessee was obliged to market the product, he was
obligated to put it in marketable condition; and that the
‘production’ was the product in marketable condition.

Ca11fornia Compeqxrat 387.

Moreover, the cost of placing the production in a marketable condition must
. |
be borne by the: lessee. 1d. See also SR at p. 4. | |

The-cost of dehydrat1on of the gas producttion prior to sale is cuns1dered

|
as part of the cost of marketing the production. See Kuntz.-The Law of 011
. _ . i

and Gas, § 40.5, pp. 322. 324, Exxon concedes (SR 9) that environmental
requirements do not affect the category within which costs fall, Thus, an
allowance for the dehydration cost cannot be allowed irrespective of whethef

the dehydratioh is eerformed at field dehydration units, at a processiﬁg

plant or, ae here, at both field dehydration units and at a central procesfing
plant due to environmental considerations d1ctat1ng the siting of theeprocessiug '
plan;. Accordingly, Exxon cannot deduct the cost of the dehydrattnn.at the ]:{~

field dehydration units.
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|
|
|
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2. A lessee is entitled to an allowance based on the cost of transporting

the production to the nearest market. Shell 01 Co., 52 IBLA 15, 20 (1981),

- § 97, at page 564,

The uncontroverted record evidence is that the nearest market of the methane
production is at the tailgate et Shute Creeke In add1t10n the record showF
that the nearest market for the other produced gases is at or beyond the

tailgate at‘Sﬁbte-Creek{ Accordingly, Exxon is entitled to a trensportatioﬁ

alldwance based on the‘construction and operating costs of the pipelines

However, in accordance w1th established guidelines {see Conservation '
Div1sion Manual § 647 5.3E), this allowance may not be greater than 50 percent
of the separate value of the leased products at the nearest competitive sa]es
point. These guidelines represent a 1awfu17exercise of the Department's wiqe

discretion to determine royalty values. See Amoco Production Co., supra. |

In conformity with these guidelines, the Un1ted States has Timited

|
|
|
transportat1on allowances, granted to lessees under Federa! oil and gas 1ea%es
issued unden the Mineral Leasing'Act to 50 percent of the value of the !
products at the nearest competitive sales point, and 1essees have been pay1hg
roya]ties in accordance with such 50 percent allowance. This longstanding
1nterpretat10n of the leases by the part1es further supports the 50 percent‘

limitation of the transportation allowance. 38 Am. Jur. 2d., Gas and 0il }
I
|
|

3., Wnere natural gas 15 processed to yield products other than methane,

|

a deduction from the royalty value must be allowed as compensation for the \

cost of produc1ng such additional products. United States v, General Petroleun

Corporation, 73 F. Supp. 225, 254-255 (S.D. Ca. 1946) affirmed sub fwom. f,;;;% =

Continental 01 Co. v. United States, 184-F.2d 802 (9 Cir. 1950) IR

. ,,.




11
determining royalties, the Department's consistentlpractice has been to apply

the processing costs qgainst the value of such additional products up to a

maximum of 66-2/3 percent.  Sée e.g., GeneraiﬁPetfoTéumtcurporation*ath56.

By this appeal, Exxon seeks a processing allowance based on (a) 2/3 of the

value of the additional products, plus (b) 2/3 of the value of methane.

" It appears that methane fs-the'most valuab\e single. component of'the

gas stream, Under the circumstances the separation of methane from the

"

remaining products in the gas stream must be regarded as part of - the process.

of conditioning the production 1nto a marketable prqduct. ‘As previously

| discussed, this cond1t1nn1ng expense must.be borne by the lessee, Exxon
concedes that “historically" manufactur1ng aliowances have not been applied
“to the residue gas stream.” It follows that Exxon is not entitled to a
deduttton based on the coﬁt 6f,pro:essingrthe methane at Shute Creek.

‘See 38 Am. Jur. 2d., sugra.

Exxon notes that section 3103.3-1 of Title 43 prov1des that the amount
or value of "gas and ]1qu1d products"“ shall be net after an allowance for the
cost of manufacture. However, as the second sentence nf section 3103 3-1
shows such an allowance is limited to a deduction based solely on the value

"of any product.” For purposes of the allowance, the value of the gas cqnnot
be considered. This constructton-of the regulation was upheld by the couré

in General Petroleum Corporation, supra. For these reasons, the value ot

methane may not be cons1dered in determ1n1ng Exxon's processing allowance.
4.' Exxon indicates that the progect may be uneccnomic. The Department

has procedures which make it possible to give relief in appropriate cases

.

where a lessee's operations are uneconomic. .See"43 CFR 3103.4-1, After T;




ilz

production begins, if Exxon should fall uithin the purview of these regula—f
tions. Exxon §s entitled to apply for relief under prescribed procedures. j

In view of the comprehens1veness of Exxon's Statement of Reasons, it i

determined that oral argument is unnecessary.

"]
|
\
| |
~In a letter dated January 18, 1985, addressed to the Secretany of the !
s
|
1
|
|
\

Interior. Exxon also made a request for special exceptions to the same 1tem
addressed in this appeal. Given that Exxon‘s request to the Secretary is
similar 1n nature, a separate response is not anticipated. |

This decision may be appealed to the Interior Board of Land Appeals

pursuant to 30 CFR Part 290 and 43 CFR §§ 4.411 and 4.413, Coples of 43 CFR

' §5 4.411 and 4.413 are enclosed for reference. .

LDt

Director

Enclosures
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in the proocsags of acqulsition under any
public land law ahsll, upon fling
notios of the Lransfer or encumbrance
n the proper land offics, become entl-
Jed t0 receive and be given the same
notice of any appesl, or other proceed-
ing Lhereafter initiated affecting such

" of appeal should be filed in the office
of Lhe olficer to whom the sppeal ks
" later.than the notice of appesn).
{3):A document will be considered Lo
have: been served at the time ol per-
sonal service, of delivery of a regls-

lered or certified letter, or of Lhe -

return by post office of an undelivered
registered or certified letter.

{34 PR 1104, Apr. 18, 1071, us axaetvdnd ol M
FR 117, Aug. 13, 1971]

04002 Busrery diomicaol.

- AN appesl to the Board will be sub-
ject Lo summary diamissal by the
Board for any of the following causes:
i) ¥ & slatoment of the reasons lor
the appeal Ia not Included In the

the Board or i not served upon od-
verse partles within the time requlred.

(38 PR 7188, Apr. 18, 1071, as amaended ol 47
PR 26302, June 18, 1823]

§ 4410 ' Wha may cppeal
{a) Any party Lo & case who s ad-
nngly affected by a decision of an of-

pravided In Group
3400 of Chapter 11 of this title,

- {3, To the extent that decisions of
Buresu of Land Management officers
must first be appealed 10 an adminis-
trative law judge under §4.470 and
Part 4100 of this Uitle,
_ . (3). Where o docision has been ap-
W!mawtfnmynnd b
4) As provided In paragroph (b) of

this section, '

A Por declatons vendered by De-
parimental officials relating (o land
selections . under the Alaska Naotive

made, If_the_proof_of_service_is_flled_

. a regional corporstion
" right to appesal o the Board.
(47 PR 26303, Juns 18, 1083] -

4415 Appeal; Dow (ahen, msadaiccy
Uemy Henll,

(8) A person who wishea Lo appeal to

the Board muat file in the office of the

lll!'It'li“.Aw. 15, 1974, an paendsd ol 34
PR 18117, Aug. 12, 1071 41 PR X1, June
18, 1583) :

G4412 Biatement of veasens, ciatesment of

siandiag, wrillen arguexenta, brists.
(a) If the notice of appes] did not in-
clude & statement of the reasona for
the appesl, the appeliant shall file

guch & statement with the Board (ad- .

dress; Board of Land Appeals, Office
of Hearings and Appenls, 4018 Wilson
Boulevard, Arlington, VA 33203)
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1 L6010,
(47 FR 30302, Jus 16, 1083

84413 8ervies of oetiee of appenl oad &
other dorvmonia

The appellant must csrve & 0Opy o
the notice of appeal and of any ctals
ment of reazona, written arguments, o
briels on the Regional or Pleld Bolici
tor having juriadiction over the Blats
in which the appeal aross, or upon L
Associate Solicitor, Division of Energy
and Resourcea, when the appeals ax

_taken from dechslons of the Directos



jaare

New England Biales. Maryland and Vi

ginia
Reglanal Selicitor, Boulheast Region, US.
Dopt. of Lhe Intsrior, T8 Bpring Burest,
TH.W_ Suite 1338, Atlanta, QA MM Ken-
tucky, Tennesse, Morth Carolina, South
clpippl. Pusris Rics and the Visgin ls-

Donver  Pedeval Conlers,
e8238—Cvelorada,

Regional r. Rocky Mountain Region,
U.S. Depd. of the Laterior, P.O. Box H08Y, -
Denver, CO

Pederal Bidg., 138 South Biate Siroot, Buli
Lake CHy. UT B4130—Utah. | ’
Bolicitor

Regionnl . Mlh‘ BSauthweot
Region, UA of Intarior, 3080
Colinge Way, Room B-3183, Sscramenta,
Ca. ' Arteana

ashington. -
Pieid Bolictior, U.8. Dept. of rnu Intertor,
Box 938, Fod Bidg. & Courthoue M0

P.0. Box 1042, Banta Pe, NM|07881 —Obln-
haowma, Tomaa, Rew Menice, Arhooses and
Loulsiana. h |

Regional Soliclor. Alecka Regicn, US
Dept. of the Inlerios, 310 L Btrest, Suils
453, Ancharage. AKX 50081 —Alaskn :

and each adverpe party named in the
datision appoaled from, in the manner
prescribed in § 4.400(e), not laler than
IIMMWWWL

84418 Answem,

If any perty cerved with s notice of

appeal wishes to participate In the
wrotcdings en snoeal, he must flle an

S

Titke 43—Public Londs: brterior’

anawer within 30 days afler service on
liltm of the notice of appeal or siale-
ment of ressons wheie such slalement

—_was_not_included _in_the_nolice_of _

appeal. If additional ressons, written
argumentis, or briefs are filed by the

appeliant, the adverse party shall have

30 daya afler service thereof on him
within which (o ayswer them. The
snewer must sigle the reasons why the
answerer thinks the appesl should not
be sustalned. Answers must bas [lled
with: the Board (addresas: Board of
Land Appeals, Offico of Hearings and
Appeals, 4018 Wilson Boulsvard, Ar.
linglon, VA 21303) and must be served
on the appellant, In the manner pre-
scribed in § 4.401(¢), not later than 10
days therealter. Proof of such pervice
as required by § 4.401(c), must be flled
with: the Board (se¢ address above)
within 18 days alter service. Pallure Lo
answer will not resull in s defanlt. If
an answer s not (lied and served
within the time required, it may be

- disregurded In deciding the appesl

unless the deiay in filing is waived as
provided in § 4.401(n). )

ACTIONE BY DOARD OF LADD ARPEALS

G415 Boguent for hearings eo sppents

Mwﬂhﬂhﬂ.
Either an appellant or an sdvers
party may, if he desires & hearing to

‘present evidence on an ksue of fect,

request Lthat the case be aasigned to an
administrative law judge for such a
hearing. Buch & request must be made
in uriting and flied with the Board
within 30 days after anawer is due and

_ & copy of the request should bz verved
on the oppoaing party in the case. The

allowance of & Tequest for hearing &
within the discretion of the Board,
and the Board may, on its own motion,
refer any case {0 an administrative law
Judge for & hearing on an lesue of fact.
If a hearing la ordered, the Boasd will
spoecify the hkaues upon which the
hearing s to be held and the hearing
will be held In accordance with
11 4.430 to 4.439, and the general rules
ln Subpart B of this part.

Heaninos PRoizbunes

. - —— . - [ S v e — g i - ———— —

[

04430 Applicability of gemeral rulss.

To the extent thermmtdh:nuﬂ-
ent with these special rules, gener-
al rules of the Office of Hearings and
Appeals In Bubpart B of this part are
also applicable (o hearings, proocs-
dures.

0 L4t Definitious.

Aa uzed In this subpart: )

{a) “Becretary” means the Becrelary
of the Intartor or his suthorizsd repre-
penlalives. )

(b) "Diresior” meana the Director of
ths Burcsu of Land Management, the
Amsocisie Director or an Assisiant IDi-

rectod.
(¢) “Bureau” means Bureau of Land

Mansgement.
« * * means the Board of
Appenls In the OHfice of Hear-
ings and Appesls, Offlos of the Becre-
tary. The terms “office™ or “officer”
st used In thia subpart include
- ” where the context reguires
(e} “Administrative law judge”

 mesns an administrative law judge In
Appeola,

the Olffice of Hearings and
Office of the Becretary, sppointed
under cection 3105 of Tile 8 of the
United Biates Code. ‘

() “Btate Director” meand the o
pervising Buresu of Land Manage-
ment officer for the Blote in which

" the partcular rangs liea, or his an-

(36 PR T188, Apr. 18, 1071, ss czended o 59
FR 15117, Aug. 13, 1071) ‘

proper office during that time, ‘tha
delay in filing will be waived If the
document is filed not later than 10
days sfler It was required to be filed
and it is determined that the doctu-
ment was tranmmitted or

|

|
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i
|
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$0 4.463-1 and ¢.463-2.
(b) Transfervee gnd cndumbransen
Transferess . e
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]/ . - P.0.Box 630, Santa Fe, New Mexico 87509-0630

September 17, 1984

Mr. Lyn Patterson
Amerada Hess Corporation
Post Office Box 2040
Tulsa, Oklahoma 74102

RE: Valuation of Carbon Dioxide
Bravo Dome Unit

Dear Mr. Patterson:

i TAXATION & REVENUE DEPARTF efélsm‘u
e
\
i
\
\
|

This letter is a follow—up to our letter of June 18, 1984, concerning the valuatlon
of carbon dioxide for the purposes of oil and gas tax and state royalty payments.
As you are aware, we had informed you that you coyld report provisionally based
upon your suggested method of valuation, in order to allow us further tlme to
study the matter and determine our position as to the method of valuation,
Our review of this matter has yielded the following results. It is our position
that interest on unamortized investment, or interest cost on the 1nvestment
cannot be justified as a cost related to the pI‘OdUCthﬂ and sale of carbon ledee
and therefore will not be allowed as a deduction from the sales prlce.
Additionally, the only allowable deductions for transportation allowed under, the
oil and gas accounting laws are the reasonable expense of trucking the product
from the productlon unit to the first place of market. See § 7-29-4.5A(3) NMSA
1978. Accordingly, all costs associated with the gathering system and faclllties :
-are not allowable as 8 deduction from_the sales value to determine the taxable
value. ~ Finally, although dgp__matlon will be allowed as to the plant facxht:es,'
we do not believe it is proper to base the estimation on the plant life on the life
of the Seminole oil field where the COg will be used. It is anticipated that there
will be additional markets for the CO4 as time goes on. Accordingly, we belleve
that the proper basis. for depreciation of the plant is the actual plant life itself,

In the absence of engineering studies or other evidence concerning the life of the
processing plant, we have chosen to estimate the life of the plant at 30 years,‘
based upon our experience with natural gas processing plants. We remain open,
however, to evidence of a different plant life, should you wxsh to present such
evidence.

Based upon the above, the Taxation and Revenue Department and Commissioner
of Public Lands have determined that the following method will be used in
arriving at the gross value upon which taxes and state royalty sre to be
-determined for carbon dioxide sales from the Bravo Dome Carbon Dioxide Umt

. 1
SECRETARY STAFFe 1555 938-2290 * DISTRICT OFFICES ;
" - ACMCUSTRATIVE SERVICES DIvISICH + (£08) 986-2290 DISTAICT %4 Sama Fe, DISTRICT 2+ AlDicuerqud
e FROFZATY TAX TINDION L35 956-2390 . {505) 827-B330 {SD5) B4 1-E000 -
R n—»c=t0\1<“' &E:SZ"E.(SO !

R P T P THRTRIMT Jedrraall NISTARITT dol 2c £~ rms
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L
Mr. Lvn Patterson !
Cont'd, Page 2 |

From the tailgate price per MCF there shall be deducted the |

1. Deprec:atlon of the plant facilities based upon a 30 year

|

|

folowing cost adjustments per MCF: i
‘ ' \

|

life, usmg the straight line method of depremat]on. }

2.  Direct expenses related to the plant facllitles being |

labor benefits and direect overhead.

1
3.  Eleetrical power purchased, directly relatmc to the plant i
facilities.

S 4, Chemicals and maintenance directly related to the plant
' facilities.

The followmg costs will. not be allowed as deductions from the
~ tailgate price per MCF: '

1. Al expenses related to the gatherlng fac111t1es including
depreciation, direct expenses, electrical power,
chemicals, maintenance, and labor.

2. Interest on unamortized investment or interest cost on
mvestrnent

In asccordance with the terms of our letter of June 18, 1984, please' sub

mit

amended reports with the additional taxes and state royalty due together with a

total cost of serviee schedule based upon the allowable adjustments,

Please feel free to call upon us should you Ry questions regarding any of -

the above.

e ) lsher Secretary
Taxation & Revenue Department -

Jim Baca
Commissioner of Publie Lands

JR/emo




- United States Department of the Interior
MINERALS MANAGEMENT SERVICE '
ROYALTY MANAGEMENT PROGRAM

P.0:-BOX-25165

' From: Petroleum Engineer, 0il and Gas Branch

A meeting was held June 28, 1984, by RVSD members to discuss the merits

- deductible. We concluded that Shell's McElmo Dome CO% Pipeline transportation
£

. DENVER, COLORADO 80225
IN REPLY -

REFER TO:

MMS~RVS~0G
MS=-653

Memorandun 12 JuL 1384

To: McElmo bome 002 Flle

Subject: Staff Meeting omn Shell's: Appeal to Deéduct ‘Income Tax Jp a
Transportation Cost o ' ST . |
&or,
and against, allowing income tax as a cost of transportation for federal
royalty. Attending the meeting were: Bill Feldmiller, Tom Blair,
Dave Hubbard, and the entire 01l and Gas Valuation Branche. . . '
A wide range of opinions was unveiled~~from the argument that income tax is
assessed on a basis of profit only, and that federal royalty should not be
affected by a company's profit margin—to the argument that a company #ust
figure income tax as a cost of doing business when planning future projects.

The Conservation Division Manual does not allow income taxes to be deducteé as
& trangportation cost for producer—owned/operated systems; however, no légal
basis has been found to support this position. MMS does allow, (as a matter
of policy) income tax when transportation costs are. incurred under‘arﬁ'e- ’

length contracts of FERC tatiff.

We determined that this issue must be considered in two distinct situapiéns:
(1) the point of sales is at the beginning of the pipeline, but-the-poiqﬂ of
valuation is at the. terminus, and (2) both the pointgs of sale and valuation

are at the terminus; i.e., the pipeline is producer—owned. : ' '

In the first situation, income tax is a cost of doing business and such costs
are included in a tariff or. an arm’'s~length contract. Actual costs, such| as
income tax, are incurred by the payor and are therefore allowed. as

costs fall in this category and that their full tariff rate, including income
tax, should be allowed to be deducted from federal royalty. :

In the second situation, it is current MMS policy to‘not'allow income tax| to

be deducted from federal royalty. However, further study is needed |to
determine why this policy exists, and if it should continue.




	2009-021-2_1_1
	2009-021-2_1_3
	2009-021-2_1_4
	2009-021-2_1_5
	2009-021-2_1_6
	2009-021-2_1_7
	2009-021-2_1_8
	2009-021-2_1_9
	2009-021-2_1_10
	2009-021-2_1_11
	2009-021-2_1_12
	2009-021-2_1_13
	2009-021-2_1_14
	2009-021-2_1_15
	2009-021-2_1_16
	2009-021-2_1_17
	2009-021-2_1_18
	2009-021-2_1_19
	2009-021-2_1_20
	2009-021-2_1_21
	2009-021-2_1_22
	2009-021-2_1_23
	2009-021-2_1_24
	2009-021-2_1_25
	2009-021-2_1_26
	2009-021-2_1_27
	2009-021-2_1_28
	2009-021-2_1_29
	2009-021-2_1_30
	2009-021-2_1_31
	2009-021-2_1_32
	2009-021-2_1_33
	2009-021-2_1_34
	2009-021-2_1_35
	2009-021-2_1_36
	2009-021-2_1_37
	2009-021-2_1_38
	2009-021-2_1_39
	2009-021-2_1_40
	2009-021-2_1_41
	2009-021-2_1_42
	2009-021-2_1_43
	2009-021-2_1_44
	2009-021-2_1_45
	2009-021-2_1_46
	2009-021-2_1_47
	2009-021-2_1_48
	2009-021-2_1_49
	2009-021-2_1_50
	2009-021-2_1_51
	2009-021-2_1_52
	2009-021-2_1_53
	2009-021-2_1_54
	2009-021-2_1_55
	2009-021-2_1_56
	2009-021-2_1_57
	2009-021-2_1_58
	2009-021-2_1_59
	2009-021-2_1_60
	2009-021-2_1_61
	2009-021-2_1_62
	2009-021-2_1_63
	2009-021-2_1_64
	2009-021-2_1_65
	2009-021-2_1_66
	2009-021-2_1_67
	2009-021-2_1_68
	2009-021-2_1_69
	2009-021-2_1_70
	2009-021-2_1_71
	2009-021-2_1_72
	2009-021-2_1_73
	2009-021-2_1_74
	2009-021-2_1_75
	2009-021-2_1_76
	2009-021-2_1_77
	2009-021-2_1_78
	2009-021-2_1_79
	2009-021-2_1_80
	2009-021-2_1_81
	2009-021-2_1_82
	2009-021-2_1_83
	2009-021-2_1_84
	2009-021-2_1_85
	2009-021-2_1_86
	2009-021-2_1_87
	2009-021-2_1_88
	2009-021-2_1_89
	2009-021-2_1_90
	2009-021-2_1_91
	2009-021-2_1_92
	2009-021-2_1_93
	2009-021-2_1_94
	2009-021-2_1_95
	2009-021-2_1_96
	2009-021-2_1_97
	2009-021-2_1_98
	2009-021-2_1_99
	2009-021-2_1_100
	2009-021-2_1_101
	2009-021-2_1_102
	2009-021-2_1_103
	2009-021-2_1_104
	2009-021-2_1_105
	2009-021-2_1_106
	2009-021-2_1_107
	2009-021-2_1_108
	2009-021-2_1_109
	2009-021-2_1_110
	2009-021-2_1_111
	2009-021-2_1_112
	2009-021-2_1_113
	2009-021-2_1_114
	2009-021-2_1_115
	2009-021-2_1_116
	2009-021-2_1_117
	2009-021-2_1_118
	2009-021-2_1_119
	2009-021-2_1_120
	2009-021-2_1_121
	2009-021-2_1_122
	2009-021-2_1_123
	2009-021-2_1_124
	2009-021-2_1_125
	2009-021-2_1_126
	2009-021-2_1_127
	2009-021-2_1_128
	2009-021-2_1_129
	2009-021-2_1_130
	2009-021-2_1_131
	2009-021-2_1_132
	2009-021-2_1_133
	2009-021-2_1_134
	2009-021-2_1_135
	2009-021-2_1_136
	2009-021-2_1_137
	2009-021-2_1_138
	2009-021-2_1_139
	2009-021-2_1_140
	2009-021-2_1_141
	2009-021-2_1_142
	2009-021-2_1_143
	2009-021-2_1_144
	2009-021-2_1_145
	2009-021-2_1_146
	2009-021-2_1_147
	2009-021-2_1_148
	2009-021-2_1_149
	2009-021-2_1_150
	2009-021-2_1_151
	2009-021-2_1_152
	2009-021-2_1_153
	2009-021-2_1_154
	2009-021-2_1_155
	2009-021-2_1_156
	2009-021-2_1_157
	2009-021-2_1_158
	2009-021-2_1_159
	2009-021-2_1_160
	2009-021-2_1_161
	2009-021-2_1_162
	2009-021-2_1_163
	2009-021-2_1_164
	2009-021-2_1_165
	2009-021-2_1_166
	2009-021-2_1_167
	2009-021-2_1_168
	2009-021-2_1_169
	2009-021-2_1_170
	2009-021-2_1_171
	2009-021-2_1_172
	2009-021-2_1_173
	2009-021-2_1_174
	2009-021-2_1_175
	2009-021-2_1_176
	2009-021-2_1_177
	2009-021-2_1_178
	2009-021-2_1_179
	2009-021-2_1_180
	2009-021-2_1_181
	2009-021-2_1_182
	2009-021-2_1_183
	2009-021-2_1_184
	2009-021-2_1_185
	2009-021-2_1_186
	2009-021-2_1_187
	2009-021-2_1_188
	2009-021-2_1_189
	2009-021-2_1_190
	2009-021-2_1_191
	2009-021-2_1_192
	2009-021-2_1_193
	2009-021-2_1_194
	2009-021-2_1_195
	2009-021-2_1_196
	2009-021-2_1_197
	2009-021-2_1_198
	2009-021-2_1_199
	2009-021-2_1_2
	2009-021-2_1_200
	2009-021-2_1_201
	2009-021-2_1_202
	2009-021-2_1_203
	2009-021-2_1_204
	2009-021-2_1_205
	2009-021-2_1_206
	2009-021-2_1_207
	2009-021-2_1_208
	2009-021-2_1_209
	2009-021-2_1_210
	2009-021-2_1_211
	2009-021-2_1_212
	2009-021-2_1_213
	2009-021-2_1_214
	2009-021-2_1_215
	2009-021-2_1_216
	2009-021-2_1_217
	2009-021-2_1_218
	2009-021-2_1_219
	2009-021-2_1_220
	2009-021-2_1_221
	2009-021-2_1_222
	2009-021-2_1_223
	2009-021-2_1_224
	2009-021-2_1_225
	2009-021-2_1_226
	2009-021-2_1_227
	2009-021-2_1_228
	2009-021-2_1_229
	2009-021-2_1_230
	2009-021-2_1_231
	2009-021-2_1_232
	2009-021-2_1_233
	2009-021-2_1_234
	2009-021-2_1_235
	2009-021-2_1_236
	2009-021-2_1_237
	2009-021-2_1_238
	2009-021-2_1_239
	2009-021-2_1_240
	2009-021-2_1_241
	2009-021-2_1_242
	2009-021-2_1_243
	2009-021-2_1_244
	2009-021-2_1_245
	2009-021-2_1_246
	2009-021-2_1_247
	2009-021-2_1_248
	2009-021-2_1_249
	2009-021-2_1_250
	2009-021-2_1_251
	2009-021-2_1_252
	2009-021-2_1_253
	2009-021-2_1_254
	2009-021-2_1_255
	2009-021-2_1_256
	2009-021-2_1_257
	2009-021-2_1_258
	2009-021-2_1_259
	2009-021-2_1_260
	2009-021-2_1_261
	2009-021-2_1_262
	2009-021-2_1_263
	2009-021-2_1_264
	2009-021-2_1_265
	2009-021-2_1_266
	2009-021-2_1_267
	2009-021-2_1_268
	2009-021-2_1_269
	2009-021-2_1_270
	2009-021-2_1_271
	2009-021-2_1_272
	2009-021-2_1_273
	2009-021-2_1_274
	2009-021-2_1_275
	2009-021-2_1_276
	2009-021-2_1_277
	2009-021-2_1_278
	2009-021-2_1_279
	2009-021-2_1_280
	2009-021-2_1_281
	2009-021-2_1_282
	2009-021-2_1_283
	2009-021-2_1_284
	2009-021-2_1_285
	2009-021-2_1_286
	2009-021-2_1_287
	2009-021-2_1_288
	2009-021-2_1_289
	2009-021-2_1_290
	2009-021-2_1_291
	2009-021-2_1_292
	2009-021-2_1_293
	2009-021-2_1_294
	2009-021-2_1_295
	2009-021-2_1_296
	2009-021-2_1_297
	2009-021-2_1_298
	2009-021-2_1_299
	2009-021-2_1_300
	2009-021-2_1_301
	2009-021-2_1_302
	2009-021-2_1_303
	2009-021-2_1_304
	2009-021-2_1_305
	2009-021-2_1_306
	2009-021-2_1_307
	2009-021-2_1_308
	2009-021-2_1_309
	2009-021-2_1_310
	2009-021-2_1_311



