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United States Department of the Interior

MINERALS MANAGEMENT SERVICE
WASHINGTON, DC 20240

Mr. James Tucker

Chief Deputy Controller

State of California

P.0. Box 942850

Sacramento, California 94250-0001

Dear Mr. Tucker:

Thank you for your letter of September 25, 1987, which conveys your views
regarding the Refined Product Value (RPV) method of analyzing oil prices.

Your letter also included responses by the California State Controller's
Office (SCO) to comments of our staff regarding RPV analysis. I will first
respond to some of the points made in your letter and then summarize our views.
on application of RPV methods in relation to our current and future
requirements for assuring receipt of fair royalty value. Comments on the

SCO responses, as well as other related points, are provided in the enclosure
prepared by the Minerals Management Service (MMS) staff.

various points in your letter of September 25, 1987, together with our
responses, are as follows:

° You felt that our analysis of the RPV method relied on some fundamental
misconceptions concerning the RPV program and some misinformation about
California crude oil markefs. You pointed out that the principal intended
usage of RPV was to provide an independent cross-check of the *bona fides"
of prices reported for royalty purposes.

'Resgonse

Even as a cross-check of field posted prices, we do not intend to rely on
net-back analyses of any type except as a method of last resort. The new 01l
valuation regulations as presently proposed continue and amplify this
position. More detail on this point is provided in the enclosure.

° You go on further to say that once an RPY cross-check establishes a posted
price as invalid, RPV could also be useful in establishing royalty value.

Response

We do not agree that the RPV cross-check as proposed can, in and of itself,
establish that a given posted price is either valid or invalid. Neither do we
agree that RPV should be used in establishing royalty value. The real issue
here in determining whether postings represent market value is whether a
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Mr. James Tucker 2

competitive and open market exists. An RPV analysis cannot provide an answer
to this question. The volume of litigation resulting from even limited
application of RPV for such purposes in California would likely be staggering.

° You guote Assistant Secretary Griles as having acknowledged differences
between west coast crude oil markets and crude oil field pricing elsewhere
in the country. You also say that his statement has been ". . . fully
corroborated by studies made by the Department of Energy."

Response

Few would disagree that there are differences between crude oil markets on the
west coast and elsewhere, but this alone does not demonstrate underpricing of
west coast crude oil. We presume your reference to Department of Energy
studies applies to the article, "California Crude 01 Price Levels," in

Energy Information Administration's July 1987 edition of Petroleum Marketing
Monthly. That study identified several possible factors that could explain
the difference in west coast oil pricing and oil pricing elsewhere in the
United States. None of these factors individually were found to explain the
entire pricing difference, but neither was any conclusion drawn that

west coast crude oils are underpriced. Given these facts, and the lack of
proof of underpricing, MMS will generally continue to rely on crude oil posted
prices in California as an acceptable value basis.

Conclusions

The issue here is whether the royalty value paid for California oil production
js market value. You maintain that RPV results can establish the validity of

posted prices. You further maintain, however, that RPV is a valid method for

actually valuing products for royalty purposes.

We continue to believe that the best available indicators of market value are
the oil contract and posted prices actually paid for the first product, crude
oil. Our proposed regulations reflect this fact. We have no reason to
‘believe that the results of an RPV analysis would be more valid. Most
importantly, we have no evidence of undervaluation of California crude oil
that would render contract and posted prices invalid.

We cannot agree that where the results of an RPV analysis are inconsistent
with a posted price, the posted price must be deemed invalid as a market value
indicator or must necessarily be the subject of further investigation. Until
or unless specific instances of undervaluation are proven, we cannot agree
that an RPV analysis has any utility as either a cross-check of posted prices
or as a method of final royalty value determination. To apply RPV analysis

in lieu of market prices would imply acknowledgment that it is a fairer method
for establishing royalty value than the market itseilf.

Even though MMS does not intend to require_the usage of RPV or any similar
net-back procedure as an audit tool or cross-check of the validify of posted
prices by its auditors, all royalty payments are subject to audit. If normal
audit procedures or other evidence demonstrate that undervaluation has taken
place, MMS will take all reasonable steps to assure that proper royalty values
are assessed retroactively and prospectively. .
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Mr. James Tucker ' 3
I understand your concerns related to the proper valuation of Califgrnia crude
oil. Likewise, I trust that you understand our position. [ appreC1a§e your
interest in the issues involved and hope we have continued, constructive
dialogue in the future.

Sincerely,

Director

Enclosure

DOI FOIA 001467
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ROYALTY MANAGEMENT PROGRAM
Minerals Management Service

California State Controlier's Office
Comments on Use of the Refined Product Value

in California .
—=£’17ornia

General Background

By letter of September 25, 1987, the Chief Deputy Controller (COC) of the
State of California wrote the Director, Minerals Management Service (MMS),

Findings and Conclusions

SCO Resgonses

(1) State Sell-offs

If the MMS staff was wrong in {tg Statements regarding "sell-offw Crude
oil, it was only to the extent that it received inaccurate information from
the City of Long Beach. That information showed at least two negative
bonus amounts, for l-year contracts beginning October 1, 1985, and June 1,
1986, respectively, Further, no representation was made by the MMS staff
that the information Presented relateqd to the period 1981 through 1983. |
fact, a clear reference was made to sales conditions existing at the time
of MMS's visit to California on July 10 angd 11, 1986.

. (2) The Pendigg Antitrust Case

e agre
undervaluation does not depend on a finding o conspiracy, However, MMs
has seen no proof of underpricinq and has no basis to assume that it has
taken place. (This 1s not to say, of Course, that MMS auditors wily net
diligent1ly Pursue vaiuation questions 1n Ca]ifornia--1t simply means that

S cannot accept RPV price comparisons as proof of undervaluation per se.)

analysis Just for California or for specific time periods. If applied in
California, these same methods shoyld Qﬁ applied to al) Federal ang Indian

The SCO also tomments that *, - : Tegular yse of ap RPY Program would
significantly reduce the.difficulty and cost of determining value for audit
Purposes.* A significant reduction in difficulty and cost of actually
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determinations would be if {t were applied extensively as a royalty value
determinant. This MMS cannot do under its existing or Proposed
regulations. . .

Mr. Bettenberg's remarks of Apri} 2, 1987, at the MMS/State/Tribgl meeting

' data base to assure proper value reporting. In the case of oil, the

reference data wou ld likely consist of field posted. prices, Perhaps as
acquired from various independent services, Significant differences in
reported versys éxpected prices could resylt in additiona) royalty

This is quite different from appiying a net-back Procedure sych as RpPy,
which as SCo has noted would be yseq Primarily ag &n audit tool. No direct

11ings could be made as a result of rpy application in a given case, The
administrativelproblems with RpPy application are not limited to cost
considerations,

(4) Posted Prices as 'Harket-determined' Pr[ggg

As will pe discussed separately below, the New proposed (and
soon-to-be-ffna]) 011 product value regulations rely Primarily on
arm's-length contracts or, in the case of‘non-aru's-length transactions,

a prioritized benchmark System. In the benchmark System, net-back analysis
is the procedure of last resort, oOf course, where gross proceeds to the
lessee can pe shown to pe higher than would resyit from application of
value determineqd by the arm's-length contract price or the benchmar
System, then Such higher value would apply as the royalty basis. The
benchmark System reljes heavily on field posteq Prices, as do Current MMS
royalty-vaIuat1on Procedures, . -

The SCO's dominant theme here is. that Rpy analysis can identify those
instances where California Postings are Suspect, However, once these
"suspect" prices are 1dent1f1ed, the next step is obviously to determine
the proper royalty vaiye, In his letter of September 25, 1987, the CDC
Suggested that Rpy or some similar net-back method is the only means of
accounting for the full valye of California Crude ofl. pe Cannot agree
with this stance ang feel that net-back Procedures should only be used on a
limited basis; €.9., where the form of the original lease Product has
changed Subsequent to Production in order to derive g marketable product
and no clear value attaches to the original prodyct (as with geothermal
resources), The RPV or Other net-back Procedures do not directly measure
the valye of the produced Commod {ty (of1) 1tself, as do methods relying on
arm’s-length contracts ang posted Prices,

Application of RPV or any other net-back Procedure as an up-front price
Check does not and cannot, per se, prove undervaluation. Likewise, we
could not agree that, because we Cannot fy11y explain the differences in
gulf coast and California Crude o1} price Postings, there is a prima facie
showing of undervaluation ip California, (The Energy Information



Administration, in its July 1987 edition of Petroleum Marketing Monthly,
published an article titled, "California Crude Oil Price Levels." This
article attempted to explain the reasons for different crude oil price
levels in the gulf coast and California markets. No conclusions were
drawn, and the differing prices went unexplained.) ‘

(5) Assumptions as to Transportation and Refining Costs.

The SCO discusses the fact that transportation and refining costs can be
estimated for RPV purposes. We, of course, acknowledge this fact but point
out at the same time that no such assumptions are needed where value is
tied to arm's-length contracts or posted prices.

(6) RPV_Lag

The SCO states here that if the cross-check mechanism (RPV) discloses a
significant variance from the asserted price, even though the RPV does not
provide an absolute ®price” on a given day for a particular transaction, an
appraisal may be used to set fair market value. Obviously this is true,
but the appraisal method of first choice traditionally is that of
“comparability." Establishment of “"comparability® is the aim of both the
current and proposed MMS product value regulations, which rely heavily on
posted prices. We can agree that, if the RPV method is used only as a
cross-check mechanism, the lag problem would probably not be severe.

Current and Proposed 011 Product Value Regu]at1ons

The current ofl product value regulations at 30 CFR § 206.103 (1986)
(onshore) and § 206.150 (1986) (offshore) require consideration of several
factors, including the highest price paid for a part or majority of
1ike-quality products in the field or area, prices received by the lessee,
posted prices, regulated prices, and other relevant matters. The royalty
value is not to be less than the gross proceeds accruing to the lessee.
Historically, net-back valuations of any form have been used sparingly.
Recently they have been applied only where (1) there was no direct market
for the initial product (geothermal) and it was converted to another form
to make it marketable (electricity), (2) electricity was generated from
leasehold oi1 production and then sold (gross proceeds), and (3) where the
product was temporarily converted to another form, transported over a long
distance by the lessee, reconverted, and sold at the distant point
(liquefied natural gas). :

The second "draft final" version .of the revised oil product value
regulations is due to be published in the Federal Register of October 23,
1987. This second further notice of proposed ruiemaking is being issued to
obtain additional public review and comment. The preamble to these
proposed regulations discusses comments received from various sources

(up to the time the new draft was written) and provides MMS responses.
Net-back procedures were addressed by commenters several times, and some of
the MMS responses in the preamble are as follows: ’

pol FOIA 001470



The performance of labor intensive net-back calculations on
a routine basis is impractical.

drdrdkeded ik

MMS's intent is that a net-back method be used for
valuation primarily where the form of the lease product has
changed, and it is necessary to start with the sales prices
of the changed product and deduct transportation-and
processing costs. An example would be where oil production
from a Federal lease is used on lease ‘to generate
electricity which is then sold. If the value of the oil
cannot be determined through application of the first four
benchmarks in the regulations (see § 206.102(c)), then a
net-back method would involve beginning with the sale price
of the electricity and then deducting the costs of
generation and transportation, thus working back to a value
at the lease.

drirkdrk ik

The MMS believes that a prioritized benchmark system is
workable and fair.

dedririedrid

The MMS believes that the use of a net-back analysis on a
routine basis to ver1fy oil value is 1npract1ca1 and
unnecessary.

ik d

The MMS believes that the proposed benchmark system is a
valid and realistic system for determining the value of oil
not sold pursuant to an arm's-length contract.

*rirdrirk ik
The MMS agrees that there will be infrequent use of the
net-back method. It is believed, however, that the other
benchmarks which have higher priority will result in a
reasonable value for royalty purposes and obviate the need
to undertake a labor-intensive net-back method. The MMS
routinely will verify lessee-generated information used in
applying the benchmarks during 1ts monitoring process and
through audit.

wrikddrkd

-olie
-—

The MMS believes that gross proceeds received under
arm's-Tength contracts and posted prices used to purchase
significant quantities of oi1 in arm's-length transactions
generally represent the market value of oil and does not
agree that it is necessary to perform a refined product
net-back analysis to verify them.

po1 FOIA 00
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® As can be seen from the gquotes above, it is not MMS's intent to adopt a
policy which would, in effect, "follow" products to the tailgate of the
refinery in order to determine 0il royalty value at the lease.

° Valuation standards are provided at § 206.102 of the proposed
regulations. For oil sold arm's-length, the royalty value shall generally
be the gross proceeds accruing to the lesseé. For non-arm's-length
transactions, royalty value is to be determined according to the
first-applicable of the following (in abbreviated form):

1) The lessee's posted prices or other field or area
contract prices used in arm's-length transactions for
purchases or sales of significant quantities of
1ike-quality oil, provided comparability exists between
these prices and other contemporaneous prices at
arm's-length in the field or area;

2) The arithmetic average of contemporaneous posted pfices
used in others' arm's-length transactions;

3) The arithmetic average of other contemporaneous
arm's-length contract prices;

4) Prices received in arm's-length spot sales and other
relevant matters; or

5) A net-back method or other reasonable method.

The proposed regulations also provide that under no circumstances is the
royalty value to be less than the gross proceeds accruing to the lessee,
less applicable allowances.

° Imporfant to the SCO concerns is prbposed § 206.102(k), which states:

Notwithstanding any provision in these regulations to the
contrary, no review, reconciliation, monitoring, or other .1ike
process that results in a redetermination by the MMS of value
under this section shall be considered final or binding as
against the Federal Government, its beneficiaries, the

Indian Tribes, or allottees until the audit period is formally
closed.
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Vi arket Valuation of Domestic Crude Oil
" for Royalty Purposes

Presented to the
Minerals Management Service

by
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| Introduction
| Distinctions and Definitions

O A General Approach to Valuation Analysis

0 MMS Questions About Valuation

O Issuesto Consider/Recommendation

Ej
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O Presenter’s Background

> Educational:

of transportation in the US. oil market
ulfur, API gravity, etc.

tation

Understanding of effects of
O Perspective for Today’s Presep
» Valuation frameworks

> Definition ang identification

» Underlying determinants of ¢
» Empirical methods

of appropriate benchmarks and indices
rude oil valye

Ey

Reed Consulting Group
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L Auditing vs. Valuation

O Competitive Market Value vs. Market Value

d Terms:

v

>
4

v v

Market Value

Fair Market Value

Open Market Value
Reasonable Market Value
Comparable Market Value
Arms Length Transaction

]

Reed Consulting Group
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eneral Issues to Consider in a Valuation Analysis

Valuation Objective:
Competitive Market Valuation or Comparable Market Valuation

Motives of Producers/Sellers

O  Competitive Market Valuation
*» Is market competitive or likely to be competitive?
 Structural and empirical evidence
« Degree of integration with other markets
» If not competitive, what is market structure?
» Quasi-monopoly
« Oligopoly
« Price Leaders
> Focus of analysis
« Price evidence internal to market
- Netback models
- Statistical models

« Price evidence external to market

Price of foreign imports

Spot and futures market prices

Other regional markets

0

Other commodity markets

Reed Consulting Group
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B Issues to Consider in a Valuation Analysis (cont.)

a Comparable Market Valuation
»  Market Concentration
» If high market concentration =  Price evidence external to market is required or
netback model

+ If low to moderate concentration =>  Price evidence internal to market is acceptable

»  Homogeneity of products
«  Quality
* Location
»  Other Attributes

If homogeneous products =  Market value = average price of comparables
> If heterogeneous and sufficient =  Market value = average price of comparables derived
variability directly or via statistical techniques (e.g. hedonic
models)
& If heterogeneous and sufficient =>  Price evidence extemnal to market required or netback

variability does not exist

O Motives of Producers/Sellers

E

Reed Consulting Group
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M S Questions

O What does posted price actually mean? -- |5 jt an offer to buy? s jt different today vs. in the past?

> Traditionally an offer to buy -- a firm offer?

» California:

Market imperfections
» East of California:

“Rules of Thumb” and price leaders

Reed Consulting Group

Page 7




What happened to posted prices in 1992 when they appeared to have diverged? What changed in the
market?

» Posted prices tend to diverge with market shocks.

Briefly outline how most crude oil is marketed and sold today.

» California: Exchanges, swaps, intra-company transfers
» East of California:

What relative percent of crude oil production is disposed of by each of the following cases?

Sold to third party at the lease

Sold to third party after it is transported to a refining center
Transferred to producer’s refinery or an affilitated refinery
Sold after it is transported by another party

Exchanged under a buy-sell agreement @Ij'
Transferred under an exchange agreement where no price is referenced

v Vv Vv Vv Vv v

Reed Consulting Group
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QO  What part of value is determined by location vs. its intrinsic value (i.e., is the effect of location simply the cost of
transportation or is value added to the oil by moving it to refining centers)?

»  Statistical models indicate that premium/discount for location is secondary to quality attributes.
> Implicit transportation cost of a barrel of oil generally not equivalent to tariff rates.

Q  If location differentials amount to more than the cost of transporting oil, how can we segregate value added to oil
which may not be royalty bearing?

*  Posted prices in many cases reflect the wellhead not delivered value
»  Statistical methods can be used to estimate implied location differential.

O Do you consider buy-sell agreements (where a price is referenced) to be actual arm’s length sales? What is the
mechanism to establish a fair price in such agreements: aren’t they really simply mechanisms to provide transportation
or location advantages?

»  Such arrangements are arm’s length to the extent that the behavior of the market participants is non-collusive. If
the market is characterized by collusive behavior, all transactions (e.g., straight purchases) are suspect.

¥ Price determined by relative qualities
»  Unless all purchases are made through exchanges, it is difficult not to reference broader market. %}
» Location advantage is motivation (parallels to gas markets).

Reed Consulting Group
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Is NYMEX a better proxy for market value than postings?

» NYMEX reflects transactions of many buyers, sellers and speculators thus serves as a good proxy for
competitive market value.

How can you value oil in Wyoming, New Mexico, and California based on NYMEX prices for oil deliverable in
Cushing, OK? Wouldn’t any transportation differential be arbitrary?

»  Geographical basis differentials are problematic for all crude transactions. However, transportation differential
for Wyoming, New Mexico, and California would be highly arbitrary and speculative.

Since NYMEX prices are forward contracts, will basing current production valuation on these prices be problematic
procedurally or administratively?

»  On a forward-looking basis, the inter-temporal basis differential should not be a problem. Those months when
the cash price exceeds the price in the forward contract will be offset by those months when the cash price falls
short of the contract price. Availability of supplier basis bids would allow contemporaneous comparisons.

1

Reed Consulting Group
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O How does the Posting Plus market relate to market value? Would it be useful for our purposes?

»  To the extent price postings do not reflect competitive market value neither will premium or discount to
posting.

0O  Are spot prices accurate and useful? What are their limitations?

»  Yes. As was the case with the NYMEX market, the prices in spot markets reflect the transactions of buyers,
sellers, and speculators and thus reflect competitive market value.

»  Spot markets can be tested for integration and thus degree of competition.
»  Spot markets are integrated with the futures market.

O  Explain quality considerations of crude oil and their effect on price (gravity, pitch, sulfur, metals content, other)?

» The vast majority of the variance in crude oil prices is accounted for by gravity
» Results of statistical valuation models reveal little explanatory power can be attributed to other considerations.

(exception: sulfur in California crude oil)

Reed Consulting Group
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U What valuation method do you think will best ensure that royalties are based on market value without
being too burdensome or administratively costly, and at the same time provide flexibility under
changing market conditions?

» Ifroyalties are based on prevailing competitive market price:

East of California:
Californa:

Use of spot market, NYMEX, and price of imported stocks.
Tied to ANS, imported prices, and/or refined product prices. . <

» Ifroyalties are based on prevailing comparable market price:

East of California:

California:

Sufficient homogeneity to adjust for quality and location. Consider
taking royalty in-kind and sell directly or via broker.-

Validate quality/location differentials using statistical means.
Consider taking royalty in-kind:

=

Reed Conéulting Group
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ROT TO BE PUBLISHED

IN THE COURT OF APPEAL OF THE 8TATE OF CALIFORNIA
S8ECOND APPELLATE DISTRICT
DIVISION ONE

THE PEOPLE OF THE STATE

VICTOR L SALAS  pmare
Defendant and Respondent. e T Doty ik

) We. B0782B0
OF CALIFORMIA et al., ; ) :
, (8uper. Ct. Mo. C 587912
Plainticrs, Appellanty, ) c/w Mo, C §61310)
snd Respondents, )
) )
v. ; bﬂﬂTGfM!U&.gam.nngt
i
CHEVROR CORPORATION et sl., ; Lo F- .E: JT»
- Defendants and Appellants, ) AUG 3 1994
KOBIL OIL CORPORATION, s {081 A Lang Clor
)
)

APPEAL fronm judgmsntq of ths Superior Court of

(Retired judge of the

Superior court sitting under assignment by the Chaizgprlon of

the Judicial Council.) Affirmed i{n part and reversed in_plrg
with directions.

Kaye, Scholer, ?iarman. Rays & Handler, Barry Wililners,

Anton Arbigger, Robert W. Wilson, W, Casey Walls and Robert D.

Milson; Pillsbury, Madison & Sutro, Philip L, Judson, C. Douglas

Floyd and Michael J. Higgins for Defendants and Appolliatu.



- —— e

Vet .-

Hoecker, McMahon & Buck, Gary W. Hoecker and M. Brian
McMahon; John R, Calhoun, City Attorney, James N. McCabe,
Deputy City Attorney; Daniel E. Lungren, Attorney Genersl,
Richard N. Light, Daeputy Attorney General, for Plaintiesy,
Appellants and Respondents.

Girardi & Keese and Thomas V. Girardi; Hogan & Hartson
L.L.P., Maureen O'Bryon and Hillilm L. Monts IlI; Peter X.
Howard for Defendant and Rnspondont.

Plaintiffs State of Californis and City of Long Beach.
sought declaratory and injunctive relief finding defendants’
Mobil 0Oil Corporation, Chevron Corporation, and Texaco Inc.
pipelines common carriers subject to state regulation. The
trial court entered judgment for Mobil but against Chevron and
Texaco. Chevron and Texaco_appéal; Plaintiffs appeal from the
judgment for Mobil. We affirm the judgment for Mobil and

Tevarse those sgainst Chevron and ¥y } {I-I-P )

BACXGROUND
In 1986 plaintiffs sued defendants and three other
major oil companies., alleging unfair competition, fraud,
antitrust vielations, and breaches of contract and goed faith.
In addition, the complaint sought declarstory and injunctive
relief (Co@e Civ. Proc., § 1060; Bus. & Prof. Code, § 17203)

- ' wwlfy
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that three heated crude o4l pipelines owned respectively by
Mobil, Chevron, and Texaco were dedicated to public use ana
should be declared public utilities end common carziers subject
to Public Utilities Commission (PUC) regulation.
In 1991, all perties except Bxxon Corp. settled,l/ the
other five defendants agreeing to dedicate their crude oi}
pipelines in California as common carriezs subject to PUC
vraqulation. However, the settlement did not include these

three helﬁed crude oll pipelines. The parties disputed whether

the three pipelinek'were private property exenmpt from PUC
regulation, or common carriers and public utilities dedicated

to public use and subject to such regulation, The parties

agreed to litigate the status of the three pipelines in thig———
court trial,

FACTS

The three disputed pipelines run from heavy crude oil
fields in the San Joagquin Valley to coastal refineries or
ports. The Mobil pipelins consists of three segments. The
N-55 segment begins north of Belridge and runs south to Mobhil's
Midway aetation, whare it comnects to the M-1 segment., M-l rung
south to Lebec Station, where it connects to the X-70 segment.
M-70 zuns soﬁth lnq ends at Mobil’s Torrance refinery. The

Chevron pipeline runs west from fields near Bakersfield to

l. Tha case againat Exzon is still pending in the triel
court and i{s not before us,
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terminal on Egtero Bay cn-the California coast. The Texaco
pipeline runs from the southern San Joaquin Valley to a
terminal on Sen rrancisco Bay. The three pipelines tre heated
to assist the flow of the generally heavy, Qiacous crude oil

generally produced in the San Joaguin Valley.

The defendants operated the three disputed pipelines as

. private carriers, and shipped oil from their fields through

their pipelines. However, the defendants also bought o4l from

- Other companies and transported it in these pipelines.

Plaintiffs claim theses latter transactions made the three
Pipelines common carriers and public utilities subject to PUC
requlation.

The relevant ttansacﬁions were primarily of two types.
In the first, called in/out sxchanges, one party delivers ofl
to the pipeline owner, who takes title to it, pumps it through
the pipeline, and then delivers an equivalent imounc of o0il ¢o
the first party or its designee at the other end of the
pipeline. In the second, called reciprocal exchanges, one
party exchanges its oil located nesr a second company's
Pipeline for an equal amount of oil located near the first
company's pipeline. Each company tikas title to its newly
acquired oil and ships it through its pipeline for refining or
resale. In all the relevant transactions, the pipeline company
takes title to the oil before or as it enters the company's

pipeline, and bears the riek of loss or damage during transit,



Thése.exchanqes were legitimate, arms-length transactions
supported by ccnsid#ration and memorialized by sepsrate
written contracts.

In addition, in some but not all of the transsctions,
the pipeline owner obtaining title to oil it later shipped
down its pipeline also received a fae per barrel of oil
shipped, Qutiously called consideration, differentials, or
location differentials. The oll companies contend these fess
reflected the different values oil had in different locaticns,
i.6., oll in a field in the San Joaquin Valley {8 worth leas
than oil at a refinery or terminal where it can be more
profitadly resold, or oil far away from a pipeline is worth
less than oil much nearer a pipeline which can be more eesily
and cheaply shipped.

Moxeover, each oil company‘'s profitability was maxi-
mized when its pipeline carried the maximum amount of oil up
to the bipelineuz capacity that could be imrediately refined
or rescld. For example, neazly all of the oil Mobil shipped
through its pipeiine was refined imn {ts Torrance zefineary,
specifically modified at great expense over several decades to
gpecialize in refining tho.heavy, viscous San Joaquin Valley

crude ocil. If the Torrance refinery experienced an equipmant

‘breakdown, its refining cepscity would temporarily 4rop. To

avoid the expense of storing some of the pipeline o0il into

tanks, or if {t had no available storage capscity at that
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moment, Mobil would exchange the oil, which would be Ezanu-
ferred to the buyer and shipped elsewhere, for &n equal anmount
of similazr crude oil to be delivered to the pipeline lster,
when refinery repairs were complete. Conversely, if fiela
production dropped for technicsl or market reasons, and Mobil
could not £11] the pipeline, it would buy additionel oil and
pipo it to Torrance. Rather than paying cash, Mobil would
exchange & similar amount of oil in the future. Plaintiffs on
the other hand contend these feces demonstrate the pipelina
owners essantislly shipped ocil for others for fees.

Only Mobil's pipeline ended at a refinery. Chevron's
pipeline ended at the Bsteroc Bay terminal, while Texaco's
ended at the 5an Francisco terminal. Over 98 perceant of ths
oil shipped over Chevron's Estero Bay pipeline was shipped by
tanker to its El Segundo refinery. Tazaco either shipped the
oil piped to 8an Prancisco to refineries or resold it to others.
Ligo Mobil, both companies spent large sums modernizing and
expanding their pipelines. Because hesvy crude approaches a
s0lid state at room temperature and at rest, the companies
heated thei: pipelines and required a steady minimum volume of
crude oil to sveid plugging the lines.

By contrast, PUC :oqulceed pipolines must offer to ship
oil £or all wanting to do so, and if capscity is insdequate to
neet .e11 the demand, must offer all a proportionate share of

svailsble pipeline space.



Chevron and Texaco engaged in the same t}pe ot
transactions as Mobil. The three companies did not offer to
transport oil for anyone wanting te ship oil. 1In eddition,
portions of Mobil's pipeline run over federal land for which
Mobil secured federal mineral act :iqhtl of way.

The trisl court found that Mobil's pipeline was not,
but Chevron's and Texsco's pipcl}nal were, common carriers and
Public utilities, dedicated to public use, and subject to PUC-
regulation.

' ISBUE

The state contendl, and the oil companies deny, that
the oil companiel transported oil for otheza for compcnsltion
in the disputed pipelines, which were dedicated to public use.

DISCUSSION

"‘Pipeline corporation' includes evary co:;o:leicn
+ « . Owning, contrelling, operating, or managing any pipeline
for compengation within this state.® (Pub. Util. Code, § 318,
emphasis added, )2/

"'Pipe line‘' includes all resl estate, fixtures, and
perscnal property, owned, controlled, operated, or mansged in
connection with or to facilitate the transmission, storage,

2., Unless otherwise indicated, all further statutory
refarences are to the Public Utilities Code.

0
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aistribution, or delivery of crude oil ., . . through Pipe
lines.” (§ 227.)

“'Common carrier' means every . . . corporation
providing transportation :g;_ggmggn1;;193_;g_gx_§gx_;hg_guhlig
QL any pertion thezeof . . . . [§] ‘Common cerrier’ includes:
(91 (s) Bvery . . . o4l . . . corporation . . . ocperating for
compangation within this state.® (§ 211, subd. (a), emphusis
1dded.) ‘

Section 216 provides: "(3) 'Public utility’ includes
every common ca::ie} [or] pipeline corporation » + . whace the

lﬂm&ﬂmmﬂmwwﬁ

uRlic or anv portion thereaf. (§) (b) Whenever Any common

carzier (or] pipeline corporation . , . performs a service for——

(4

or delivers s commodity to, the public or any portion thereot
Mﬂﬁmnmnmzmwmmmgmmw'
that common carrier [or] pipeline corporation , , . is a pudiie
utility subject to the jurisdiction, control, snd regulation of
the [PUci v o0 o [¥] (@) Nhen.lny « + « COrporation performs
any service for, or delive;s any commodity to, any . . .
private corporation . . . , which in turn either directly or
indifoctly, wediately or immediately, performs that service
for, or delivers that commodity to, the public or any portion
thereof, that . , . corporstion is a Public utility gubject to
the jurisdiction, control, and regulation of the fruc)

v+« " (Bmphesis added.)
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“tpPublic or any portion therecf' means the public

generally, or sny limited portion of the publie, including s
. private corporation, . . . for which the service is

performed or to which the commodity is delivered.” (§ 207.)

For an oll company t0 be 8 public util;ty and common
carrzier subject to PUC ragulation, in addition to the statutory
requirements that it tranaport oil for others for compensation,
ihe company must have dedicated its property to public use.
Dedication means “‘whether or not those offering the service
have expressly or impliedly held taomsc}vcl out as engaging in
the business of supplying . . . the public as a class, "not
necessarily to all of the public, but to any limited portion of
{t, such portion, for example, as could be served from his
system, as contradigtinguished from holding himself out as
serving or ready to serve only particular individuals, either

38 & matter of accommodation or f£or other reasons peculiar and

particular to them., . . . » [Citation.]' ([Citations.]"

(Fucaipa ¥Water Co, No, 1 v. Public Utilities Com, (1960) 84

Cal.2d 823, 827-828; Richfield Oil Corp, v. Public Util, Com,
(1960) 5¢ Cal.2d 419, €26-432.)

Dedication requires thst the pipeline owner
unequivocally offer transportation service on ;qull terms to
all members of the public who might be able to use it.
(Richfigld 041 Corp, v. Publioc U], Com,, supra, 354 Cal.2d at

PP. 426-433, 435-441; Agsociated eto, Co, v. Railxoad Commixsio
(1917) 176 Cal. 518, 520-530.)

"
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Generally, whether private property is subject to state

regulation is a question of fact, which we feview under the

substantial evidence test. (Camphell v. Eouthern Pacific Co,

(1578) 22 Cal.3d 51, 60; see Iucaipa Water Co, No, 1 v. Publig
Deilities Com., zumza, 54 Cal,2d at pp. 827-828; Richfield 041

orp. v. Public Util, Com., supra, 54 Cal.2d &t Pp. 435-436,
439.)

"Questions of fa3ot concern the establishmant of ,
historical or physical facts; their resoclution 1s reviewed
under the substantial-evidence test. Questions of law relste
to the selection of a rule; their resolution is teviewed
independently. NMized questions of law and fact concern the
application of the rule te the facts and the conszequent
determination whether the rule is satisfied. 1f the pertineat
inquiry requires application of experience with human affeirs,
the question is predominantly factuzl and its determination is
reviewed under the substantial-evidence test, 1£, by contrast,
the inquiry requires a critical eonlid.tacion. in a factusl
context, o! legal principles and their underlying values, the
question is predominantly legal and its detarmination is

reviewed independently, (Citation.]" (Cxogkez National mank
v. Qity and Countv of San Franciman (1969) 49 Cal.3d 881, 888.)

The parties corrsctly agree on the above legal
principles, but hotly dispute their applicebility to this
tecord. Respondents argue the disputed issues are primarily

(]
"~y
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factual and our review is governed by the substantisl evidence
test, while appellants argue the disputed issues are primarily
legal and subject to our independent review, Given the trial

court's judgment, the state argues boéh positions bassed on its

dusl status as appellant and respondent, and respondent Nobil

arques the opposite position from sppellants Chevron and
Texcdo. Th; fundamental dispute between the parties is whether
the oll companies transported oil £or others for compensation
thzough pipelines dedicated to public use.

) We need not d-cigh whether the issue is primerily legsl
or a mixzed legal and factual one. Under either utandn:ﬁ. we
conclude the oil companies' conduct here estsblishes these
pipelines were private, not coﬁﬁon carriers subject to éUc

regulation as public utilities. First, the pipeline company

- slways owned the oil being piped and suffered any zisk of

loss. 8Second, to the extent the piped oil was bought from ,
other producers rather than coming from fields owned by the ~— -
conmpany piping it, the purchases were dlways legitimate,
arms-length transactions supported by conlide:aeionland.
memorislized in separate writtea contracts. Thirzd, the
conpanies naver offered to transport oil produced by others on
demand, but always bought or sold oil depending on their
pipeline capacity and refining needs, as well as on market
conditions. Fourth, the percentage of piped oil soquired from
other producers always was very low,
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) Moreover, wa sese no difference between Mobil's
Pipeline, which piped essentially sll the oil to its Torrzance
refinery, and those of Chevron and Texacq. The factors
discuszed above apply equally whether the 04l left the pipeline
into the pipeline owner's refinery, or was resold to snother

_'compaa&. ¢t was loaded into tanko:l'zo:.thipment'to':hc

pipeline owner's refinery. 1In all of these cases, the pipeline
owner is using its pipeline to transport its products to
market, whether or not the product first goes to s refinery
before being sold.

In an anslogous situstion, if a large supermarket
company pzoduced somae iqricultural products on {ts own £ngms.
and shipped them to market in its private trucks, but
occisionllly bought other produce frem independent producers to
£411 {ts trucks when its own harvest could not, whether bought
with cash or a ptomise.to give produce to the other company at
a later time, the auparma;kot'l trucks would not thereby become
common carriers, whether the trucks deliversd the produce oaly-
to the supermarket's stores, or daliverod it to others for
resele.,

We fail tc see how defendants® transactions constitute
transporting eil for others for compensation, in pipelines
whose owners offer to ship oil for .any producer desizring to 4o
50. The state has failed to satisfy any of the thres elements
whioch must be proven to render the pipelinel common cur:ie:s
cubjoct to PUC regulation as publie utilities.
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The cases cited above all support out analysis of these
transections. 1In both Richfield 0Ll Corp. v. Public Utd),

fom., supza, 54 Cal.2d 419, and Axsociated eta. Co. v. Railread
commission, supra, 176 Cal. S18, the Supreme Court held that

similar transactions did not render the pipelines common
carriers. In Associated atc, Co., the transactions were .
essentially the same, exqept the additionsl piped oil bought
from other producers was purchased with cash rather than with
other exchanged oil. We agree with the oil companies that the
State's claim that that distinction is significant lacks
merit., In Richfield, the fact that_somo pipeline capacity was
‘Tesold to others rather than retained by the pipeline company
— ————did-neot render the private pip-line:a common carrieg,
Moreover, while we agree that because portions of
Mobil's pipeline cross federal lazd, and thus require federal
mineral leasing rights-of-way, is some evidence of dedication
to public use, it is not conclusive, nor do any of the cases
relied on by the state so held. BEven if such evidence was
conclusive on the izsue of dedication to publie use, it would
not change the fact that the other elements of transportation
for others for compensation are not present. Becsuse of this
conclusion, any error by éhe triel court in not admitting the
federal audit report regarding Mebil's pipeline was‘harmlcll.
Thus, we conclude the trial court ca:roétly concluded

that Mobil's pipeline was not a common carrier subject to PUC
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Tegulation ag o public utility, nyt erred in redching the

Opposite conclusion Tegarding Chevron:
pipelinel.a/

8 and Tezaco's

DISPOSITION

We affirm the judgment in favor of Mob{},

and Teverse
the judqmentl tgainge Chevren

and Texaco, We temend the Matter

Cctiong that {¢ vicate the
Judgmantg egainst Chevron and Texaco

their favor,

to thq tria}l court with»insttu

end enter judqnonc-,in

Mobi1, Chevron, and Texaco 47e awarded their Costs qn
dppeal.
- ORTRGA, g,
We concur; -
SPENCER, P.J. VOGEL (Miriam A.), g,
————— - -\
3. The Parties have

been notifrieqa that Justice vo
communi ¢y Property intersst

a Tex a Chevrop
Stock, o FPeople's Iequest that Qndividual oz 811

the panel ba dicqualitiod Of recuse th

Kausman

v. (1983) 31 Cal.3a 933 940; Pacpia o
Sagfellano (19787 33 Cal.Avp.38 844, 8¢ ’
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