GENERAL LAND OFIFICIH

JERRY PATTERSON, COMMISSIONER

July 25, 2011

Hyla Hurst

Regulatory Specialist-MS61013C

Office of Natural Resources Revenue (ONRR)
P.O. Box 25165

Denver, Colorado 80225

Re: 30 CFR Parts 1202 and 1206, Docket No. ONRR-2011-0005, RIN 1012-AA01
Comments on Advance Notice of Proposed Rulemaking on Federal Oil and Gas Valuation

The Texas General Land Office (GLO) offers the following comments on the Office of Natural
Resources Revenue’s (ONRR) advance notice of. proposed rulemaking on federal oil and gas
valuation. The State of Texas shares revenue from Federal oil and gas leases producing in the 8
(g) area of the Gulf of Mexico, and has an agreement in place wherein GLO state auditors, under
the direction of ONRR audit these Federal oil and gas leases.

Royalty Policy Committee: The Royalty Policy Committee (RPC) provides advice to the
Secretary of the Interior on the management of Federal and Indian mineral leases and revenues
under the laws governing the Department of the Interior. The Committee will also review and
comment on revenue management and other mineral and energy-related policies, and provide a
forum to convey views represenfative of mineral lessees, operators, revenue payors, revenue
recipients, governmental agencies, and public interest groups. The RPC charter was renewed for
an additional two years, effective April 2, 2010, by Secretary of the Interior Salazar. In April,
2010, there were 19 RPC members and 17 RPC alternates in place. These qualified members
and alternates have never met during this administration which is inconsistent with the charter
which was in place when they were appointed, being no less than one meeting per year. It is
strongly encouraged that RPC meetings are resumed. This would be best for the public interest
and will facilitate with the performance of duties imposed on the Department of Interior by 43
U.S.C. 1331 et seq. The State of Texas encourages ONRR to utilize the experience of the RPC

members in the above referenced process,

Use of Index Prices to Value Oil and Gas: The GLO is in general agreement with the position
of COPAS in their July 20, 2011 letter, copy attached. We support the use of index prices to
value oil and gas if index pricing is higher than or equal to gross proceeds accruing to the lessee,
including additional considerations. (per regulation 30 CFR 205.152).
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Transportation Allowances: We concur with COPAS’s position regarding transportation cost
expressed in amounts per MMBtu plus a percentage for fuel and we also agree this will need to
be evaluated periodically. We believe COPAS’s position could be enhanced with the addition of
Utal’s position. There is no consistent application as to what is gathering. As we understand it,
the definition of what is considered a gathering cost and a transportation cost, especially in
regard to processed gas, is still unclear, Additional regulations need to be written to clarify the
two for both the producer and the owner, A possible solution would be to consider gas
movement behind the plant as gathering.

Processed Gas and Processing Allowances: We support the COPAS position but we believe
we should not be penalized for the inefficiencies in gas plants. Generally, we have no
contractual relations with gas plants so we cannot influence their operations. Producers can
factor in plant inefficiencies in their contract negotiations with gas processing plants. If
provisions for exiraordinary processing allowances are continued, provisions for inefficient
plants should also be considered. We need to encourage gas plants to be as efficient as possible
to encourage conservation of our resources and not provide a methodology to continue
inefficient plants.

The GLO appreciates the opportunity to offer comments and suggestions on the proposed
regulations.

Sincerely,

C. Louis Renaud
Deputy Commissioner, Energy Resources

Attachment: COPAS “comments” letter dated July 20, 2011
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July 20, 2011

Hyla Hurst

Regulatory Specialist — MS61013C
Office of Natural Resources Revenue
P.O, Box 25165

Denver, Colorado 802235

COMMENTS ON ADVANCE NOTICE OF PROPOSED RULEMAKING ON FEDERAL OIL
AND GAS VALUATION

The Council of Petroleum Accountants Societies (COPAS) appreciates the opportunity to
comment on the ONRR ANPR on Federal oil and gas valuation that was published in the Federal
Register on May 27, 2011 (pages 30878-30881). COPAS has been in existence for over 50 years
and our members within the Revenue Committee have extensive experience with ONRR rules
and royalty valuation, determining applicable deductions, adjustments, audits and other royalty
matters on a regular basis, and have been providing comments to similar Federal Registet
Notices for decades, Therefore, we submit our comments to the ONRR to aid in the
development of the new oil and gas valnation regulations.

We have taken all the items for which input was requested in the ANPR, and for those items for
which we have experience we offer the following comments,

In regards to the timing on changes of this magnitude to the valuation regulations, industry will
need at least 12 months (more than 12 months may be necessary depending on the complexity of
the change) from the time the final rule is published to implement the changes for system
programming, accounting set-up and all the applicable testing. Additionally, companies should
still have the option to request a value determination for any federal lease oil or gas production

(30 CFR 1206.107).
A, Use of Index Prices to Value Oil and Gas

The ONRR is seeking comment on the existing use of index pricing to determine the value of
production for oil royalty purposes and whether the use of index pricing should be expanded or

altered,

COPAS Comment: To ensure consistency in the regulations, the provision for valuing oil that is
not sold under an arm’s length contract produced from leases in the Rocky Mountain Region at
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30 CFR 1206.103(b)(2) should be added to 30 CFR 1206.103(a) for production from leases in
California and Alaska.

Additionally, the ONRR is considering the use of index pricing in valuing Federal gas for royalty
purposes, Please consider the following:

We seek input on how well index prices curtently represent the value for oil and gas
produced in different regions ot areas of the country, such as states on the Gulf of Mexico
coast (including Texas, Louisiana, Mississippi, and Alabama, as well as onshore areas
within those states), the Midwest (including Oklahoma and North Dakota), the Southwest
(including New Mexico and the Permian and San Juan Basin areas), the Rocky Mountain
area (including Wyorning, Montana, and Colorado and Utah outside the San Juan Basin),
the West Coast states (primatily California), and Alaska, Please identify what index
publications you believe apply to what parts of these areas and the relative advantages
and disadvantages, and strengths and weaknesses, of using each of the identified

published index prices.

COPAS Comment: We support the use of index pricing for valuing Federal gas for
simplification purposes as it eliminates pricing adjustments, non-arms-length
transportation/processing calculations and true-ups, unbundling of arms-length
transportation/processing agreements and related true-ups, and special keepwhole
accounting reporting requirements, It would also streamline federal audits and it does

represent market value,

With that said, the use of index pricing necds to be revenue neutral and should not include
any Safety Net calculations as curtently required for Indian Gas Valuation (30 CFR
1206.172(e)), Accounting for Comparison or Dual Accounting (30 CFR 1206.152
(b)), or 1206.155 or 1206.173 or 1206,176), special keepwhole accounting
requirements (Oil & Gas Payor Handbook Volume III--Product Valuation 4,3.5), or any
true-up requirements (non-arms-length transportation and processing deductions and
unbundling for 3rd party transportation and processing rates). Additionally, we
recommend a process be developed where any identified corrections and/or adjustments
to the ONRR ptescribed rates ate rolled forward into the following month or year, versus
having to require prior period adjustments be filed for all the impacted properties. We
also recommend index-based valuation be optional.

In addition, we seek input on how to best value this gas for royalty purposes in situations
where gas from Federal leases is produced in areas not covered by index pricing, or
whete limited reported spot market activity exists.

COPAS Comment: Gross Prr;ceeds/updated regulations could still be used, although further
discussion with industry is needed to more accurately identify how to handle non-arms~

length transactions in these areas,
Does the concentration of Fedetal production in some areas of the country create any
potential problems with relying on index prices in those areas, now or in the future?
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COPAS Comment: Not that we are aware,

Finally, we request comment on whether ONRR should use published index prices o
value Federal oil and gas sold under non~arm’s-length confracts as well as arm’s-length
contracts.

COPAS Comment; Index pricing should be available to be used for both non-arm's-
length and arm's-length contracts and be optional for both,

B.  Transportation Allewance

The ONRR is examining possible alternatives to the requirement to track actual costs for
determining transportation and to address the bundling issue. Please consider the following:

If ONRR were to adopt index-based valuation, the point at which the index prices are
compiled and published may or may not be the point of actual sale for particular gas, and
the costs of transportation to the actual point of sale may not be relevant, However, the
index pricing point would be remote from the lease or unit in virtually all circumstances,
and value at the index pricing point may not reflect value at or near the lease or unit, If
ONRR employed index prices to value Federal oil and gas for royalty purposes, what
methods should be considered that would adjust for location differences between the
lease or unit and the index pricing and publication point?

COPAS Comments: There needs to be a location differential with an escalation factor and a
separate component for fuel. Additionally, we recommend a periodic review be done to
ensure the differentials/adjustments are reasonable. Provisions for extraordinary
transportation allowances also need fo continue - 30 CFR 1206.156(c)(3).

In the interest of simplifying the determination and verification of location adjustments,
should ONRR consider prescribing either a fixed differential amount per unit volume
(thousand cubic feet (Mcf) or million Brifish thermal units (MMBtu)) or a fixed
percentage to be deducted from the index value to account for location differences?

COPAS Comments; To best reach revenue neutrality, a fixed amount per mmbiu for the
"infrastructure costs or transportation fee" plus a fixed percentage for the fuel component
should be used as it best represents true transportation costs.

Should ONRR apply a fixed differential amount per unit volume to all production in a
particular area or that is transported through a particular pipeline? Would a flat
percentage of the index value (pethaps with a cap) be preferable, either on a regional or
nationwide basis?

COPAS Comments: Different rates are needed for onshore and offshore transportation, for
coalbed methane and conventional gas, and for each index point. Additionally, to be
revenue neutral they may need to be by pipeline. A flat percentage of the index value
with a cap is not preferred because it would be difficult to be revenue neutral,
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C.  Processed Gas and Processing Allowance

The ONRR is considering accounting for the value of liquid hydrocarbons contained in the gas
stream. by applying an adjustment or ‘*bump’® to the index price, applicable fo residue gas when
gas is processed, in lieu of valving residue gas and extracted liquid products separately,
calculating the actual processing costs, and deducting those costs from the value of the extracted
liquids (the procedure required under 30 CFR 1206.153(a) and 1206.158 through 1206.159).

This adjustment could be based on, or could incorporate, a number of components, including the
following;

Gas quality (efther Btu content or gatlons per Mef (GPM)).

COPAS Comments; We support the use of a processing bump for the btu at either the lease
or completion level, with the exception of where gas is processed under a keepwhole
contract that does not have a processing lift or liquid credit (sometimes referred to as

keepwhole plus confract).

The differential between the gas price and the oil or natural gas liquids (NGL) price
similar to a ““frac spread’’ or a **processing margin.”

COPAS Comments: To be revenue neutral you do need to recognize the differential between
liquid and gas pricing,

Certain plant operation factots, such as shrinkage, producer processing costs, and plant
operations costs.

COPAS Comments: See next comiment,

We also seek input regarding whether such an approach ceuld eliminate the burden of accounting
for allowable costs to process gas and reduce or eliminate the potential for disputes over
unbundling of gas plant charges, without reduction in royalty value, The ONRR could calculate
this adjustment on a monthly basis and make it available on our website expressed in the form of

a price pet unit volume (MMBtu or Mcf).

COPAS Comments: For simplification purposes, we éupport the use of a component that
takes into account plant operations, shiinkage, processing and plant operation costs, It

needs to take into account both the processing fees and plant fuel charges. Having the
ONRR calculate and post them on their website would ensure everyone uses the correct
pricing and differentials/adjustments/bumps, but it is critical that the postings be done

timely.

ONRR could maintain curtent reporting requirements for processed gas and NGLs but establish
a fixed processing allowance. This fixed allowance could be either on a nationwide basis for all
Federal gas or on a narrower basis, such as offshore and onshore leases; offshote regions and

‘onshore basins; ot gas-plant-specific.
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COPAS Comments: If revenue neufral, a broader calculation like type of plant (cryogenic,
absorption, lean oil, etc.) would be easier to administer, but to be revenue neutral it may need to
be gas-plant-specific. Similar to the transporfation allowance, provisions 1o address
extraordinary processing allowances need to continue - 30 CFR 1206.158(d)(2)(1) & (ii).

COPAS appreciates the opportunity to provide comments to this advanced notice of proposed
tulemaking, If you have any questions regarding our comments, please contact me at (918) 661~
4381.

Sincetely,
fde ) Mt

Robert O, Wilkinson
COPAS Revenue Committee Subcommittee Chairperson
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