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BetTty T. YEE

California State Controller

May 3, 2017

Office of Natural Resources Revenue
U.S. Department of the Interior
Building 53, Entrance E-20

Denver Federal Center

West 6 Avenue and Kipling Street
Denver, CO 80225

SUBJECT: Proposed Repeal of the Federal Oil and Gas and Federal and Indian
Coal Valuation Rule, Volume 82 Federal Register 16325 (April 4, 2017)

To Whom It May Concern:

As the Controller of the State of California, I am responsible for the collection of all money due
to California (California Government Code section12418). California has significant amounts of
oil production from state and federal lands and an excellent auditing staff, and the Department of
the Interior’s Office of Natural Resources Revenue (ONRR) has for many years contracted with
my office to perform audits and related investigations on oil and gas produced from federal lands
within California. Thus, we have actual hands-on experience with the practical problems of
collecting royalties owed to taxpayers by oil and gas companies.

For over five years, individually and as a member of the State and Tribal Royalty Audit
Committee, we have been involved in the rule-making process to ensure taxpayers receive the
royalties to which they are entitled. Although the proposed rule did not address all of our
concerns, it is a significant improvement over the pre-existent rule (see enclosed May 5, 2015,
letter).

We understand the President’s desire to make sure government regulations do not inhibit
economic activity unnecessarily, but that concern does not apply to this rule. Indeed, the rule
clarifies the obligations of an oil and gas company, which will make the process of auditing less
onerous to the company while enhancing the auditors’ ability to ensure the taxpayers receive the
royalties to which they are entitled. In short, the rule is a positive step forward and should be
retained. If the ONRR believes a change is required, it must comply with the rule making
procedure set forth in the federal Administrative Procedures Act. This process does not meet
those requirements.

300 Capitol Mall, Suite 1850, Sacramento, CA 95814 P.O. Box 942850, Sacramento, CA 94250 Fax: (916) 322-4404
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Please feel free to contact me if you need any further information at (916) 445-2636.
Sincerely,
BETTY T. YEE

Enclosure



LAW OFFICES OF

MARTIN LOBEL LoBEL, NovinNs & Lamont, LLP OF COUNSEL
LEE ELLEN HELFRICH —
1314 19TH ST. N.W. SUITE 8
B 300 HENRY M. BANTA
WASHINGTON. D.C, 20038 ARTHUR L. FOX 11
1202} 371-6626 ALAN S. NOVINS
FAX; 202} B22-1721 11837 - 2ooe)
LNLlaw.oom WILLIAM JOHN LAMONT
{1916 - 1B4)
May 5, 2015

Armand Southall
Regulatory Specialist

P.O Box 25165

MS 610330A

Denver, Colorado 80225

Re: 80 Fed. Reg. 608 (January 6, 2015)

Dear Mr. Southall:

These comments are submitted on behalf of the California State Controller’s Office (SCO) to
the Department of the Interior’s Office of Natural Resource Revenue’s (ONRR) proposed
“Consolidated Federal Oil & Gas and Federal & Indian Coal Valuation Reform”, 80 Fed. Reg. 608
{January 6, 2015). Because California has no federal coal production, SCO’s comments are
focused on ONRR’s proposals regarding oil and gas production, although it recognizes that
some of its comments would apply to coal valuation as well as a result of ONRR's consolidated
approach.

More detailed, section-by-section comments and recommendations are included in the
Attachment to this letter. As will be seen, SCO fully supports many of ONRR’s proposals and
applauds its effort to pursue some long-overdue reforms. Continuing to rid the valuation
regulations of "benchmarks” that were predictably dysfunctional since codification in 1988 and
re-introducing administrative flexibility to valuation, within recommended limits, are just two
reform proposals that SCO welcomes.

As ONRR is surely aware, the production of natural gas from federal leases in California today is
not vast, particularly in comparison to that occurring in other States, such as New Mexico, or in
the Gulf of Mexico. Still SCO remains concerned about the impact of ONRR’s proposals for gas

valuation on California’s revenue interests.

ONRR, for example, did not address the concerns expressed by royalty recipients during the
Advanced Natice of Proposed Rulemaking stage that prices in commercial price bulletins are
subject to manipulation and indeed have been manipulated. If undervaluation results from
manipulated bulletins, this will impact not only royalty revenues from use of the index option,
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LoBEL, NoviNs & LaMonT, LLP

but also from “first” arm’s length contracts that reference index prices. See e.g., Continental Oil
Co. v. United States, 184 F.2d 802,817 (9'" Cir. 1950) (lessee not involved in undervaluation
scheme still required to pay on statutory mandate of “value”). This is not an idle concern and
should not have been casually dismissed by ONRR. 80 Fed. Reg. at 608. SCO and the State and
Tribal Royalty Audit Committee raised similar concerns about crude oil posted prices during the
comment proceedings leading to the 1988 regulations. ONRR’s proposal with regard to
“approval” of price bulletins does not delineate examples of the circumstances that would lead
to an ONRR disapproval; ONRR'’s default provision for arm’s length contracts with its
transactional focus would not be triggered by wider spread market manipulation. Even as a
prophylactic measure - a warning to industry of potential consequences — modification of
ONRR’s proposals would be worthwhile. As the agency’s own experiences demonstrate,
millions in of potential revenue can be left uncollected by ONRR while it or a sister agency
undertakes 6 plus year rulemakings to address a policy or market malfunction.

ONRR proposes transportation and processing allowance proxies for use by lessees that elect to
use the natural gas index option. It also asks for input on other opportunities to streamline the
valuation process, such as replacing actual cost calculations with some type of transportation
schedule. 80 Fed. Reg. at 609. So long as such proxies do not reduce revenues, SCO is
sympathetic to ONRR’s concerns and is in agreement conceptually with a need to make new
rules that can be applied with more confidence to evolving markets. Id. See also IPAA v.
Dewitt, 379 F.3d 1036 (D.C. Cir. 2002)(recognizing that Interior must consider
“administrability”).

Yet, with all respect, in SCO’s view the first step that ONRR needs to take is to acknowledge that
to address evolving markets requires a policy framework that permits consideration of a wider
range of reform opportunities. There is something incongruous about ONRR's recoghition of
changing markets, including the disappearance of lease markets (80 Fed. Reg. at 616), and its
reaffirmation of a policy framework that embraces market valuation “at or near the lease.” /d.
at 609. ONRR’s recognition that its governing statutes also specify calculation of volumes and
values “removed... from the lease” (/d. at 615) is also difficult to square with the “at or near the
lease” policy.

The “at or near the lease” policy, as a policy, can be changed by the Secretary in the exercise of
her long recognized discretion to determine the value of production. 30 U.S.C. § 189; 43 U.S.C.
1334(a). It is worth emphasizing that the phrase “at or near the lease “ does not appear in the
valuation provisions of the OCS Lands Act or the Mineral Leasing Act relating to oil and gas (or
coal). 30U.5.C. §226; 43 U.S.C. § 1336. See also Amoco Production Co. v. Watson, 410 F.3d
722, 727-28 (D.C. Cir. 2005}, aff'd sub nom., BP Am. Prod. Co. v. Burton, 549 U.S. 84 (2006). The
phrase is irrelevant to acknowledgment of gross proceeds as one acceptable valuation
methodology. In fact, the primary administrative function of the phrase is to provide policy
support for transportation and processing allowances and the complicated actual cost
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methodology. The Mineral Leasing Act or OCS Lands Act valuation provisions do not require
transportation or processing allowances. Indeed the allowances have the effect of reducing the
royalty rate below the minimum lease rate set by Congress.

The “at or near the lease” has precipitated much of the litigation challenging federal valuation
rules and it is at the root of ONRR’s administrative struggles with issues like unbundling. As a
policy it offers no guidance to the resolution of the more complicated issues facing ONRR. An
“underlying principle[]” (80 Fed. Reg. at 609) of a regulatory scheme should create coherence
not discordance. [t is not unlikely that ONRR’s reaffirmation of the “at or near the lease” policy
in this rulemaking will serve as the backbone of any challenge to, for example, any imprecision
in the proposed allowance proxies.

In sum, the opportunities open to ONRR to address transportation and processing allowances
are as wideas the Secretary’s discretion to determine value. Thus, for example, to the extent an
ONRR proposed proxy for transportation allowances is reasonable, it could be applied to the
sales of all federal production, whether arm’s length or non-arm’s length. Indeed, as policies
not specifically supported by statute, ONRR might even dispense with allowances or re-frame
them depending on evolving market circumstances.

As discussed above and in the Attachment, SCO does not fully support all of ONRR's proposals.
After over 30 years working in the federal royalty program, SCO is convinced that acceptance of
its recommendations will streamline the process while protecting revenues. Nonetheless, SCO
appreciates that most of ONRR's proposals are improvements and the agency deserves
congratulations for taking steps towards adjusting rules to reflect new markets and marketing
realities. Thank you for considering SCO’s comments.

Respecthully,

St el

Lee Ellen Helfrich
Counsel to California State Controller’s Office

Enclosure
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