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Comments of Benjamin Klein on Propesed MMS Crude Oil Royalty Regulations

1. Qualifications

1. 1. Benjamin Klein, am a Professor of Economics at the University of California, Los
Angeles (UCLA), a position I have held since 1978. In addition. ! am President of Economic
Analysis Corporation, which provides economic consulting services to law firms. corporations
and government agencies. My particular areas of specialization are the economics of contracts,
industrial organization and antitrust policy. I have published a wide range of articles in these
areas. some of which have been published internationally, in such places as Europe, South

America, Russia and China. A list of my publications is included in my resume in Appendix A.

2. In addition to my teaching responsibilities at UCLA, which consist of undergraduate and
graduate classes in the economics of contractual arrangements and antitrust economics, [ have
taught classes on economic analysis for practicing antitrust attorneys and for United States
Federal Judges. [ also have heid visiting appointments at the University of Washington, the
National Bureau of Economic Research and the University of Chicago Law School. 1 have
received numerous awards and honors and my research has been cited extensively. I currently
serve on the Board of Editors of the Journal of Law, Economics and Organization, the Supreme
Court Economic Review, the Journal of the Economics of Business, the Journal of Corporate
Finance and Managerial and Decision Economics. 1 am also a member of the Board of
Directors of the Center for Research On Contracts and the Structure of Enterprise at the
University of Pittsburgh.

3. I have been retained as a consultant by various government agencies, including the
Antitrust Division of the U.S. Department of Justice, the New Zealand Treasury, the U.S. Federal
Reserve Board of Governors and the U.S. Federal Trade Commission Bureaus of Competition
and Consumer Protection. [ have given expert economic evidence in various proceedings both in

the United States and abroad. Several of these engagements have dealt extensively with the



economics of crude oil markets in Californta. | recently analyzed the application of the existing
MMS rovalty regulations to Texaco's federal lease fields in California for the period of 1988-
1996. [ have also consuited extensively on West Coast crude oil markets in several engagements
involving ANS crude oil. A complete list of my prior economic testimony is included in my

resume in Appendix A.

1L Introduction and Summary

A, Summary of the MMS methodolegy

L. The MMS’s proposed “netback™ methodology can be summarized as follows:
Royalty value of crude at the lcase = Average NYMEX futures contract settlement prices (East
of the Rockies) or average Alaska North Slope spot prices at market center (West of the Rockies)
Less one or more of the following adjustments :
1) Quality/location differential between index pricing point and market
center using spot prices of reference crudes (East of the Rockies)
2) Quality/location differential between market center and aggregation
point using spot prices of reference crudes (East and West of the Rockies)

3) “Actual” Transportation costs (East and West of the Rockies)

As described beiow, each of these adjustments is likely to be subject to substantial errors. It is
highly unlikely that the resulting royalty values will be more accurate measures of the value of

the crude at the lease than actual transactions that occur there.
B. Overview of problems with the proposed methadology
L. The proposed regulations would introduce a large amount of uncertainty, error, and

compliance cost into the royalty valuation process in an attempt to address a “problem” that has

not been established to exist. (Undervaluation of royalty basis prices.) Even when a vertically



integrated producer sells its crude in arm’s-length sales at the lease, the MMS advocates that we
completely ignore this clear information about market value and should instead try to infer the
value of the crude with a convoluted and arbitrary procedure which is virtualiy centain to produce

€ITOrsS.

2. For example, the proposal to maintain constant differentials between different crudes for
a vear at a time makes no economic sense. Relative crude prices can and frequently do change
substantially even over short periods of time. Similarly, the use of “actual costs™ to adjust for
transportation will overstate the value of many crude oils in the field because it substantially
understates or in some cases completely ignores a variety of costs and risks that vertically
integrated firms incur when moving crude from the field to downstream locations. The resulting
discrimination against vertically integrated production and transportation firms will reduce the

incentives for many of these firms to make efficient downstream investments.

3. Because of these and other problems with the proposed methodology, actual transactions
at the lease are likely 1o provide far more accurate and reliable royalty values than the “netback”

methods proposed by the MMS.

4, Some of the points discussed below are most relevant to the California crude market with

which [ am most familiar. Others apply to all areas.

[II. The Proposed Methodology will not Adequately Adjust for Differences in Quality
and Economic Characteristics between Crude Oil Fields

A, There are substantial quality differences between fields

1. The State of California has one of the most diverse indigenous crude supplies of any

region in the world. California crudes range from heavy (e.g. 13 degrees API) crude oils,

sometimes with high levels of sulfur and other impurities, to light crudes (e.g. 40 degrees API)



with relatively few impurities. The major crude oil producing regions in California are

illustrated in Figure 1 along with the percentage of total state production from each area. The
qualities of the different crude oils produced and marketed in these different areas varies
substantially. both within and across the regions. Some specific examples of this variation are
shown in Table | which lists the API gravity and sulfur content of several fields in each region of
the state. The API gravity of a crude oil is a measure of its weight with lighter crudes having
higher API gravities. Gravity is one of several important measures of crude oil quality and is a
frequently used shorthand statistic for ranking crudes because it affects the amount of relatively
high valued light products a refiner can make with the crude. Higher gravity crudes yield larger

quantities of gasoline and other light products than heavier crudes.

2. As shown in Table 1, in the region with the largest production in California, the San
Joaquin Valley, crude oil gravities range from the heavy crude {ields such as Midway-Sunset and
Kemn River fields with API gravity of 13 degrees to light crude fields such as Elk Hills and
Guijarral Hills at 35 degrees and Cal Canal at 40 degrees. Similarly, in the L.A. Basin crude
fields range from Newport and Huntington Beach at 15-21 degrees to Rosecrans and Los

Angeles Downtown at 34-38 degrees.

3. Another important difference in the quality of many California crudes is their sulfur
content. Several federal lease fields, such as Beta (3.36% sulfur) and Point Argueilo (4.3%
sulfur), are offshore fields with very high sulfur levels. High levels of sulfur are generaily
undesirable in crude oil because of the corrosive effect of sulfur on refining equipment and
because its presence in petroleum products causes air pollution problems. California, in
particular, has very stringent regulations concerning the level of sulfur in petroleum products for

air quality reasons.

4. California crudes differ substantially in many other characteristics besides gravity and
sulfur as well. Typical crude oil assays report information on a large number of crude
characteristics such as distillation yields, vanadium, nickel, pour point, nitrogen, Reid vapor

pressure, smoke point, freeze point. cloud point, asphaltenes, and so on.



Figure 1

Major Crude Oil Producing Regions in California

Region

Los Angeles Basin

Santa Maria/Salinas/Cuvama Basin
San Joaquin Basin

Ventura Basin

Federal (OCS)
Total

Estimated
1994
Production

(bbl/day)
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29.797
608.157
34,557
159,543
943925

Percent of
State

Production

11.8%
31.2%
64.4%
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16.9%
108.0%
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Table 1

Examples of the Variation in California Crude Quality

Field Gravity Sulfur
Los Angeles Basin
Newport 15.0 3.62
Wilmington 17.5 1.63
Long Beach Area 19.0 1.49
Huntington Beach 21.1 1.65
Santa Fe Springs 1.0 047
Rosecrans 34.0 0.58
Los Angeies Downtown 38.0 0.33
San Joaquin Basin
Midway-Sunset 13.0 1.22
Kem River Area 13.1 1.21
South Belridge Heavy 14.0 1.19
South Belridge Light 30.5 0.46
Yowlumne 30.7 0.61
Guijarral Hills 35.0 0.67
Elk Hills 351 0.40
Lost Hills 38.0 0.15
Cal Canal 40.0 0.26
Santa Maria Basin
Casmalia 9.0 261
Cat Canyon 12.0 4.49
Santa Marnia 13.0 5.90
Lompoc 21.0 3.50
Orcutt 25.0 2.10
Ventura Basin
Placerita 12.0 2.07
Aliso Canyon 16.0 1.43
Ventura 27.8 110
Rincon 28.0 1.41
South Mountain 320 0.9
Santa Susana 36.0 0.07
Outer Continental Shelf
Beta 14.8 3.36
Point Arguelio 19.0 4.30
Dos Cuadros 26.0 1.1l

Source: Texaco and U.S. Depantment of Energy Bartlesville Project
Qffice Crude Qil Analysis Data Bank



B. There are substantial economic differences among fields

1. In addition to the enormous variation in quality. different crude oil fields in California are
also subject to widely divergent economic influences depending on such factors as the quality of
the crude. the supply and demand for different types of crude and the capabilities of local refiners
in each region, the distance from the field to potential buyers, and the transpontation .iternatives
available from each field Some California crudes are refined in the same region they are
produced, others are shipped long distances to refineries in other parts of California or in other
states.! Some crudes, such as relatively light, low sulfur crudes, can be processed economically
by a large number of different refiners. Others, such as very heavy crudes or crudes with high
sulfur levels, are most economicaliy processed by refineries with specialized refining equipment

such as cokers, catalytic crackers, and hydrotreating facilities that can upgrade the crude into

light products such as gasoline.

2. California crudes also differ with respect to the number and cost of their transportation
alternatives. Some crudes could potentially be sold to many different buyers due to their location
or their potential access to multiple pipelines. Others have relatively few transportation
alternatives and must be moved via one or two pipelines or even trucked to a relatively small
number of potential buyers. Still other crudes are moved to their final disposition via many
different combinations of pipelines, tankers, trains, tanker trucks and other means. The physical
characteristics of a crude can also affect its transportation alternatives. Many heavy crudes. for
example, are transported most economically in heated pipelines or by blending with lighter
crudes. Because of this wide variety in the number and cost of transportation alternatives, and
differences in the number and types of potential buyers for the crude from any particular field,

California crudes have very different economic characteristics.

' For example, the All American Pipeline carries a blended stream of California crudes (including
some federal lease crude) to Texas.



C. The differences in quality and economic characteristics are reflected in substantial

price differences between fields.

i Because of these substantial differences in crude quality and economic characteristics, the
prices of California crude oils vary widely from field to field. Figure 2, for example, shows a
scatter plot of the 1995 posted prices of 115 different crude fields in California against the
gravity of the crude oil. The prices range from lows of $9 ta $10 per barrel for heavy. high sulfur
coastal crudes such as Santa Maria and Cat Canyon up to $16 to $17 for lighter crudes such as
Edison Light, Helm and Cal Canal. In addition, Figure 2 also shows that large variation in prices
exists even for crudes within a relatively narrow gravity range. For example, in the gravity range
of 22 10 26 degrees crude prices range from a low of $11.21 to a high of $15.02. As shown
below, similar types of variations are found in crude oil spot market prices. This large variation
in the posted and spot prices of California crudes illustrates the importance of the economic
factors discussed above for the determination of California crude prices. These data illustrate that
the MMS proposal to accurately capture all of this variation with three spot prices and a set of

exchange differential, which is only updated annually makes no economic sense.

IV. The MMS’s Attempt to Rely on Spot Prices and Ignore Contract Prices is
Misguided.

1. The large majority of crude oil volumes in California (and throughout the world) are sold
under term contracts rather than one time spot sales.” Given the fact that spot markets in crude
oil tend 10 be thin, and the high cost of holding inventories to protect against supply disruptions,

it is typically impractical for refiners to rely solely on spot purchases to supply their refinenes.

* For example, a 9/88 GAO report states “Generally, most oil transactions involve long term
contractual agreements based on posted prices; however, the spot market involves oil resellers
and brokers who supply oil on a onetime basis. Spot market sales occur, for example, when a
buyers normal supply has been interrupted and the buyer needs extra barrels for special
purposes.” GAO, “California Crude Oil, An Analysis of Posted Prices and Fair Market Value,”
p. 28.



Figure 2
The Differences in Quality and Economic Characteristics of California Crude Oil Fields
are Reflected in Crude Prices
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For these and other reasons, refiners generally contract for their base crude supplies under term
contracts and use the spot market primarilv for sporadic small purchases and sales due to

unanticipated events such as supply disruptions or refinery outages.

2. In fact. there are only three California crudes with publicly reported spot prices: Kern
River, THUMS, and Line 63. In contrast, there are many fields with widely varying qualities and
market values. It would be impossible to accurately replicate all of the variation in actual crude
prices with onty three spot prices plus the annual data on exchange differentials that the MMS

proposes to collect.

A. Market conditions can differ significantly between spot and term sales.

1. The differences in the underlying economic and market conditions between spot and term
crude oil transactions can lead to significant price differences. Such price differences also reflect
the underlying contractual obligations of the parties. Term contracts generally restrict the actions
of the parties to the contract in one or more ways. For example, the buyer in a term contract is
obligated to take the contractually specified volumes of crude for a minimum specified period of
time. This obligation prevents the buyer from opportunistically ignoring its purchase obligations
in order to take advantage of short run opportunities that might arise to purchase crude on
favorable conditions in the spot market. This assured demand for its crude is valuable to the
seller since it knows it will not be required to cut production or incur other costs while it searches
for alternative buyers for the crude. For this reason the seller may be willing to accept a
somewhat lower price for its crude in a term sale than in a spot sale. Similarly. the obligation of
the seller 10 deliver the contractual quantities for the term of the contract is valuable to the buyer
since it helps ensure that it will have the crude necessary to run its refineries at optimum levels
and will not be forced to engage in costly search for alternative supply sources. The relative
values that crude buyers and sellers place on reducing these kinds of supply and demand

disruptions affects the prices that we observe in term contracts vs. spot sales.



2. Significant differences between spot and term prices are not unique to crude oil markets.
Many markets for commodities and industrial goods involve both spot and term transactions.
Economic research on these markets shows that spot and term prices can differ for a wide variety
of reasons including: a) the market's expectations about the path of future prices, b) the relative
“risk aversion” of the contracting parties, c) the extent to which a seller’s production costs
correlate with movements in the industry supply curve, (spot prices may insure seller vs. cost
uncertainty -- when costs are high, prices will be high), d) the extent to which the buyers value
correlates with movements in the industry demand curve (spot prices may insure buyer against
changes in the industry demand curve -- e.g. crude price will be low when produet prices and,
hence crude values, are low), and e) the relative importance of demand vs. supply shocks in
determining industry prices.’

3, In addition, the MMS proposal to rely solely on spot prices implies that many crude
producers will face increased risk. In particular, crude producers that sell crude on a term basis

and pay royalties on a spot basis will face increased risk.

4. The proposed rule completely reverses the relative reliance on contract vs spot prices that
exists in the current regulations. Spot prices are currently near the bottom in the hierarchy of
valuation benchmarks. In contrast, the proposed rule makes contract prices virtually irrelevant

and spot (or futures) prices are the only thing that matters,

’ See, for example, K. Glenn Hubbard & Robert J. Weiner, “Long Term Contracting and
Multiple-Price Systems, The Journal of Business, Volume 65, No. 2, April 1992; and A.
Mitchell Polinsky, “Fixed Price versus Spot Price Contracts: A Study in Risk Allocation”,
Journal of Law, Economics & Organization, Volume 3, No. 1, Spring 1987.




V. The Proposed Method of Using Exchange Differentiais to Adjust for Quality and

Location Differences between Crudes would Result in Large Valuation Errors for

Many Crudes.

1. The proposed method to keep the price differentials between crudes constant for a year at
a time would result in large valuation errors for many crudes. Crude price data show that market
differentials between different crudes often change a great deal during a year. For example,
Figures 3-4 illustrate the large changes in prices between the MMS’s proposed reference crude in
Califormia, ANS, and the few California crudes for which spot price data exist. Figure 3 shows
the difference berween the spot prices of ANS and Kern River during 1990-1996. ANS is
approximately 28-30 degree crude and its price is reported for deliveries in LA. Kern River is
heavy (13 degree API) crude whose price is reported for deliveries in the San Joaquin Valley.
Hence, movements over time in the price spread between these crudes reflect changes in demand
for heavy vs light crudes, locational factors, changes in the general level of crude prices, and
other factors. The price spread between these crudes varies over this period from a high of about

$9 per barre! in 1990 to roughly $2 per barrel in late 1993 and mid 1995.

2. Obviously. the MMS’s proposed assumption that the differential between these crude
prices can reasonably be held constant for a year at a time makes no sense. Over the period
graphed in Figure 3 this procedure would have resulted in an average error in valuing Kern River
crude of approximately $.89 per barrel. For 1996 the average error would have been $1.54 per
barrel. Valuation errors of this magnitude would introduce a large clement of uncertainty into

the valuation process and create essentially arbitrary windfall gains and losses.

3. These significant price swings between ANS and California crudes frequently occur even
for crudes with relatively similar gravities to ANS. Figure 4 graphs the difference between ANS
and Line 63 crudes. Line 63 is a blended stream of heavy and light San Joaquin valley crudes
with an API gravity of approximately 28 degrees, which is very similar to ANS. The reported
spot price is for deliveries at Hynes station in Los Angeles. Even though their gravities are very

similar, the price spread between these crudes has changed significantly over this period, ranging
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Figure 4
Monthly Difference Between ANS and Line 63 Spot Prices
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from a high of more than $2.40 per barrel in March of 1992 to a low of less than $.25 per barrel
in Februarv ot 1991 and March of 1994,

4. In addition to the large changes in relative prices between ANS and California crudes
there are also large changes in relative prices of different California crudes. These price changes
reflect changes in the forces of supply and demand for different types of crude and crudes in
different locations. For example, Figure 5A shows the difference between the posted prices of
two federal lease crudes in the San Joaquin Valley, Buena Vista (at 26 degrees API) and Kem
River (at 13 degrees API). The price spread between these crudes has changed dramatically over
the period 1988 10 the present as the supply and demand for heavy vs. light crudes and other
factors have changed over time. The price spread ranged from a high of $4.58 per barrel in
February of 1990 to a low of $1 per barrel in August of 1995. Figure 5B shows a similar graph
of the difference between Ventura Avenue at 28 degrees and Buena Vista at 26 degrees. Even
though these two crudes have very similar gravities, their relative posted prices still change
significantly over time. For example, Buena Vista was generally posted at a premium to Ventura
which reached as high as $.45 per barrel during 1988 through 1993 but was posted at discounts
of up to -$.11 per barrel during 1994 and 1995.

5. A third example of the vanation in relative California crude prices over time is shown in
Figure 5C which depicts the difference between Kern River and one of TEPI's federal offshore
crudes, Point Arguello. Even though Point Arguello is a somewhat lighter crude at 19 degrees
than Kern River at i3 degrees, it is posted at a substantialiy lower price. This reflects the high
levels of sulfur and other undesirable characteristics of this offshore crude and the high costs
incurred to transport Point Arguello and other OCS crudes to refining centers. The premium of
Kem River over Point Arguello varies substantially over the period from 1991 to the present
from a high of $4.27 per barrel in November 1991 (when Point Arguello production began) to a
low of $2.60 per barrel in December 1994.

10



Figure 5A
Difference Between Buena Vista and Kern River
Posted Prices
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Figure 5B
Difference Between Ventura Avenue and Buena Vista
Posted Prices
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Figure 5C
Difference Between Kern River and Point Arguello
Posted Prices
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6. The large changes in relative crude prices between ANS and California crudes. and
among different California crudes confirms that the MMS’s proposed royalty methodology will

resuit in large valuation errors.

7. There is an internal inconsistency in the MMS proposed methodology. On one hand.
MMS argues that spot prices should be used because they better reflect market conditions than
contract prices. On the other hand. they propose keeping price differentials between crudes
constant for an entire vear at a time which would significantly reduce the extent to which the

MMS vaiue estimates reflect crude market conditions.

8. It is likely there will not be a significant volume of wansactions for the MMS to publish
reliable quality/location differentials for many crude oils. In addition, small sample sizes for
particular crude combinations may be problematic since individual differentials will frequently
reflect a variety of transaction specific factors such as size, availability of transportation
alternatives, etc., e.g., it makes no economic sense to assume that a small producer of crude

would be able to negotiate the same transportation terms on a particular pipeline as Chevron.

VI.  The Rule that Integrated Companies with their own Transportation Assets will be
Treated Differently from Certain Independent Companies Makes No Economic

Sense.

1. The MMS proposal that the actual proceeds received by crude producers in arm’s-length
sales should be disregarded as long as the producer is an integrated company, or is an
independent company that has also purchased one barrel of crude in the last two years makes no
sense. [t is another example of a rule that introduces a large amount of error and uncertainty into
the royaity valuation process in an attempt to avoid a potential problem that is highly
improbable. The MMS appears to assume, without support, that dealings among producers,
including buy/sell and exchange agreements, are used to avoid royalty payments. That is, they

argue that prices in actual arms length transactions cannot be relied on because crude oil sellers
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may be willing to accept below market prices if they can recoup some of their loss in a
corresponding purchase transaction. This theory is highly dubious even when applied to
individual buy/sell agreements. [t makes absolutely no sense when taken to this extreme and

applied to the entirety of a companies crude oil transactions.

2. For example, most crude oil producers will not be completely balanced in their overall
crude oil purchases and sales. How would a company that sells 10,000 barrels per day and
purchases 5,000 per day ensure that it comes out whole in this hypothetical price manipulation
scheme? Even more problematic, purchases and sales with individual trading partners will not
typically be in balance. If Texaco is a net seller of crude oil to Shell and a net buyer from Exxon,
it obviously cannot underprice the crude sold to Shell in the hope that Exxon will similarly
underprice the crude it sells to Texaco. There simply is no credible theory or evidence that crude
oil producers do not attempt to get the highest price possible in the crude oil sales. Throwing out
the best evidence available on the value of federal lease crude in the field, actual arm’s-length

sales prices, on the basis of such an implausible theory makes no economic sense.

3. Another reason the MMS theory is so implausible is because it implies that the terms of
each crude oil sale would have to be tailored very specifically to the individual transactors
depending on what other transactions the seller has with each company. For example, if Texaco
was selling Kemn River crude to Chevron and Exxon, the MMS theory seems to imply that the
prices of the Kern River crude would have to differ depending on Texaco’s net purchase or sale
position on all other crudes to each buyer. In addition, every time Texaco entered into a new sale
or purchase contract with a particular party the MMS theory implies that it would then have to
re-negotiate all of its existing contracts with that party in order to keep the relative benefits of the

hypothetical mispricing scheme in balance.

4. Based on my knowledge about the crude oil industry and my analysis of many crude oil
sales contracts in many different situations, I find this theory completely implausible. Sellers of
crude oil typically seek to negotiate the highest possible price in each transaction. The types of

wholesale price manipulation envisioned by the MMS are completely implausible.
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3. In sum. the price manipulation theory suggested by MMS provides an extremely weak
basis for throwing out the best available information about the value of crude in the field: the
prices in arm s-length sales. In addition, crude producers that seil a significant portion of their
production in arm’s-length sales at the lease should be permitted to use these prices to value the

remainder of their production.

VII. The MMS Theory that Buy/Sell Transactions Do Not Reflect Market Values of

Crude is Incorrect.

I. The MMS argues that all exchange and buy/sell transactions should be excluded from
royalty calculations because the parties 1o a buy/sell could agree 10 both underprice their crudes
by a common amount and, hence, reduce their royalty payments. Under this view the losses
incurred by each party in selling their crude at the low price are exactly offset by the gains from

buying the other parties crude at the same low price.

2. This theory is clearly not correct as a matter of economics under a wide vaniety of
circumstances. For example, the theory requires not only that the contract prices of ali of the
crude oils involved in a particuiar trade are understated, but that they are all understated by
exactly the same dollar amount per barrel. If this is not the case, the party delivering the crude
which was underpriced by a larger amount would be giving away value and, therefore, would not

want to do the trade on the basis of the contract price.

3. Even if we accept (for sake of argument) the MMS claim that prices used in buy/sell
exchange transactions are understated, it seems totally incredible that all crudes in California
would be understated by exactly the same amount. The data displayed in Figures 3-5 above
showed that California crude prices vary tremendously both across fields and over time. These

data indicate that the assumptions underlying the MMS theory are inconsistent with actual

Califomnia crude prices.
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4. In addition to the requirement that all of the crudes involved in a given trade are
underpriced by the exact same amount at the time the contract is signed. the MMS view that
buy/sell agreements have no economic consequences also implies that the relative underpricing
of the crudes will remain constant over the life of the contract. This seems highly unlikely given
that many buy/sell contracts are in effect for significant periods of time and because relative
prices of different crudes in California change dramatically even over relatively short periods.
As shown above in Figures 5A-5C, for example, the posted prices of federal lease crudes
frequently change substantially relative to each other even over relatively short periods. These
price movements can and do create substantial wealth changes. Relative price changes of this
magnitude contradict the MMS theory that buy/sell agreements based on, for example, posted

prices have no economic impacts on the trading parties.

5. In addition, the MMS theory for excluding buy/sells clearly does not apply to buy/sell
transactions with unequal volumes traded or to transactions where one of the crudes is valued on
a basis that is different from the other crude. Even under the MMS theory that all crudes are
underpriced equally, buy/sells with unequal volumes would be equivalent to outright sales (or
purchases) for the difference in volumes. In addition, the MMS theory would fail for
transactions in which TTTI traded California crude at one price benchmark (e.g., Kern River
posted price) for some other crude which was valued on some other benchmark. such as a spot
price. Such trades clearly would meet the opposing economic interest requirement in the current
regulations even under the MMS’s new theory about what this term means. In addition, even if
there were relatively few of these transactions, that would be sufficient to validate the use of the

same benchmarks for a much broader set of transactions.
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VIIL. The Use of “Actual Costs™ to Account for Transportation Costs in Many Situations
is Likely to Overstate the Lease Value of Many Federal Lease Crudes Because It
Ignores or Understates Many of the Costs Incurred and Value Added by

Downstream Operations.

l. In general, it is very difficult to value correctly crude oil in the field based on the prices
of transactions that necur downstream, such as the spot trades at aggregation points or market
centers that the MMS proposes to use for valuation. In these types of downstream sales there are
typically substantial costs incurred and value added by downstream location/availability,
transportation, blending, terminaling and storage operations over and above the value of the
crude in the field. The value of the crude in the field can only be reliably estimated from such
downstream sales if the market values of all of these services can be readily observed. Since this
1s rarely the case, estimating values in the production field from spot prices quoted for
downstream transactions generally is fraught with error. In particular, failing to subtract the full
value added by all downstream operations from the observed sales prices in these transactions

results in overstating the value of the crude in the field and, hence, the lessees’ royalty

obligations.

A, The proposed methodology inappropriately attributes no cost or value to blending
operations.

1. One example of a downstream cost that is completely ignored by the MMS methodology

are the costs associated with blending crude oils. Crude oils are blended in California for a
variety of reasons. For example, many heavy crude oils in California are too viscous to move
easily through a pipeline. One option is to heat the pipeline to make the crude flow more easily.
For example, TTTI's twenty inch pipeline that carries heavy crude from the San Joaguin Valley
10 San Francisco is a heated pipeline. These heated pipelines can be very costly to build and
operate. Another option is to blend the heavy crude with lighter matenal so that the resulting
stream can be moved in an unheated line. For example, Arco’s Line 63 is an unheated pipeline

that carries a mix of light and heavy San Joaquin Valley crudes to Los Angeles.
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2 Other crudes are blended simply because there are many different crude fields in a
particular area with widely varving characteristics but there are only a limited number of
pipelines available to transport the crude to the refining centers. It simply makes more economic
sense to build one pipeline to carry a blended stream from several different crude fieids than to
build a separate line from each field. Though the alternative uses of trucks or rail are also used

substantially in California, these alternatives are more expensive if pipeline capacity is available.

3. Several firms in California. such as Texaco, have developed a substantial business of
blending different crude oils. Much of this blending takes place at TTTI's Midway Station in the
San Joaquin Valley. At Midway Station, TTTI blends several different crude oils (and
sometimes natural gas liquids) in blending tanks in order to transport the crudes to Lus Angeles
on Lines | and 63 of the Four Comers Pipeline Company and to Texas on the All America
Pipetine. These pipelines publish specifications for crude characteristics that shippers must meet
in order to transport crude. For example, Line 63 requires that the API gravity of the crude be
approximately 27 to 35 degrees and that the Reid vapor pressure be approximately 8 pounds per
square inch. The goal of these blending businesses is to combine different crude oils, along with
natural gas liquids and other light hydrocarbons, to meet these specifications at the lowest
possible cost. These blending operations require full time employees as well as physical assets
including crude o1l and NGL truck unloading racks, storage tanks. four 30,000 barrel blending
tanks with mixers, proprietary blending computer software programs, and other assets. This
activity obviously requires real resources and incurs substantial costs. The MMS methodology

completely ignores these costs and, hence, significantly overstates the lease value of the lessees’

royalty crude.

4. In addition to ignoring the costs incurred by blending operations, the MMS also ignores
the valuc these facilitics add to the delivered crude price over and above their costs. This value is
not necessarily a direct function of costs. Such value might arise because a firm's blending
operations are very efficient and have low costs relative to other competing facilities.
Alternatively, it could arise because the location or capabilities of particular facilities makes

them uniquely valuable for strategic or other reasons. Regardless of the underlying source of the
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value added by blending assets and operations. it makes no economic sense to include this
downstream value added as part of the lease value of the crude on which royalties are calculated.
Value arising from unique and valuable downstream operations would not be reflected in the
price of the crude in the field. regardless of whether the producer sells the crude to a downstream

affiliate or to an unaffiliated party.

B. The proposed methodology effectively treats all downstream marketing costs as
costs necessary to put the crude in a “marketable condition.” This makes no sense

because Federal lease crude is typically in a “marketable condition” in the field.

1. It is important to clarify that the costs incurred by downstream transportation, blending,
and marketing operations do not represent costs that must be incurred to put federal lease crude
oil production into a “marketable condition”. The existing regulations define marketable
condition as “lease products which are sufficiently free from impurities and otherwise in a
condition that they will be accepted by a purchaser under a sales contract typical for the field or

4
area.’

The crude oil produced from federal leases is clearly in such a “marketable condition™
in the field, before entering pipelines and blending facilities. This is demonstrated by the fact
that many arm’s-length sales, purchases and other arm’s-length transactions occur in the
producing fields. For example, TTTI has many contracts to purchase crude oil from other, non-
affiliated producers from the same fields in which federal property is lease_d. Hence, Federal

lease crude is ciearly in a marketable condition in the field.

430 C.F.R. § 206.101.
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C. The MMS errs in only permitting “actual costs™ for transportation and not other

costs and value added to be deducted from downstream prices. This leads the MMS
to overstate the market value of the crude in the field and the lessees’ royalty

obligations.

1. By only allowing deductions for transportation costs and making no allowance for other
downstream costs incurred and value added including such things as the risks associated with
price fluctuations and potential environmental liabilities that vertically integrated crude oil
producers incur in moving crude, the MMS overstates the value of the crude that would be
observed if the crude were sold in the field. As discussed above, economic analysis indicates
that any cconomic rents accruing to the owners of transportation assets due to efficiency,
strategic location or other unique aspects of the downstream assets will be reflected in
downsiream sales in compeltilive arm’s-length charges for these services and poi in the prices of

crude oil sold in the field.

2 While the MMS regulations do contain provisions for limiting transportation allowances
10 certain “actual” transportation costs under very limited circumstances, MMS proposes to
greatly expand the application of these provisions to virtually all production of an integrated
company. The limited cost deductions contained in the regulations completely ignore or
substantially understate the value of many downstream services and, hence, overstate the crude
values which would result if the crude were sold in the field. For example, the existing
regulations provide that transportation costs incurred by the lessee can be deducted from the
gross proceeds in one of two ways. In cases where the lessee chooses to use downstream sales to
value production at the lease, the transportation allowance shall be “based upon the lessee’s
actual costs for transportation during the reporting period, including operating and maintenance
expenses, overhead, and either depreciation and a return on undepreciated capital investment ...

or a cost equal to the initial capital investment in the transportation system multiplied by a rate of
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return in accordance with paragraph (b)}(2)(iv}{B) ... * MMS now proposes to require the lessee

to use downstream benchmarks to value virtually all crude production at the |ease.

3. Any deductions for transportation made pursuant to these provisions are likely to
significantly understate the market value of downstream services provided by TTTI and other
vertically integrated transportation companies and, hence, would overstate the price at which
federal lease crude would actually sell for in the field. The proposed rule would likely overstate
the value of the crude in the field for many reasons including the following: 1) The MMS
approach is based on historical costs and frequently bears little relationship to current market
values of transportation assets, and 2) downstream spot prices reflect other costs, risks and value

added in addition to transportation.

4. For example, the depreciated historical cost of TTTI's pipeline assets which would be
used under the MMS formula likely understates the current value of these assets, and hence,
understates the appropriate deduction for capital costs. In addition to the increase in asset values
due to inflation and general appreciation in land values, it would undoubtedly be far more
difficult and costly to obtain the environmental and other approvals to build new pipelines in this
corridor today than it was, for example, when Getty originally built the first pipeline in
California running to the Bay Area in the 1960s.° Because of these factors, the TTTI pipeline
{and other pipelines capable of carrying heavy crudes out of the San Joaquin Valley) are able to
eamn a return in the marketplace which exceeds the historical cost based return permitted under
the MMS formula.

30 C.F.R. §206.105.

In particular, the risks and costs of dealing with any environmental problems due to spills or
leaks on the line have greatly increased.
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D. The use of downstream transactions by the MMS discriminates against vertically

integrated producers and creates a disincentive for firms to make efficient

downstream investments.

1. The MMS methodology of using *“actual costs™ to calculate transportation costs for
vertically integrated crude oil producers effectively assumes that all value added by downstream
operations would be reflected in the price of the crude in the field were it not for the fact that the
producers internal accounting for transactions between the lessee and its downstream affiliate
allows them to “shift” this value from the lessee to the downstream affiliate. In contrast,
economic theory tells us that the price in the field would not reflect this downstream value added,
even if the lessee had sold the crude to an unaffiliated third party. In a competitive market any
profits that arise from valuable downstream assets such as efficient or strategically located
pipelines or blending facilities will be earned by the company owning the downstream facilities
and not the seller of crude in the field. This is true regardiess of whether the parties are
commonly owned or not. Hence, this value added is properly attributed to the downstream
operations and not the iease value of the crude. When there are significant costs incurred and
value added downstream of the field, it is not possible to conclude from any observed “premium”
values calculated from downstream prices over the prices observed in the field that the sales price

in the field does not represent market value.

2. Since the MMS’s cost-based transportation deductions generally understate arm’s-length
crude availability and transportation charges, they imply that lessees that sell crude to vertically
integrated transportation affiliates will generally pay higher royalties than lessees that sell
identical crude to unaffiliated parties in the field. In effect, the MMS procedures are equivalent
to their taking a share of the market value created by the downstream operations. If permitted.

this policy would obviously have a detrimental impact on the willingness of Texaco and other

vertically integrated firms to undertake efficient investments in downstream operations.
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1X. Conclusions

1. The proposed regulations would substantially increase the amount of error in the crude oil
valuation process. MMS proposes that we throw out the best information available on the value
of crude oil in the field (actual arm’s-length transactions that occur there) in favor of an
extremely complicated and arbitrary procedure which offers little if any potential to more

accurately value crude oils in the field.

2. Several aspects of the proposal are virtually certain to introduce large errors into the
valuation process. For example, the proposal to maintain constant differentials between different
crudes for a year at a time makes no economic sense. Relative crude prices can and frequently
do change substantially even over short periods of time. Similarly, the use of “actual costs” to
adjust for transportation will overstate the value of many crude oils in the field because it
substantially understates or in some cases completely ignores a variety of other costs and risks
that vertically integrated firms incur when moving crude from the field to downstream locations.
3. The high degree of uncertainty inherent in the proposed rule and the resulting
discrimination against vertically integrated production and transportation firms will lead to
inefficiencies and increased costs. Crude oil produced from the same field at the same time will
be assigned different values depending on such factors as whether it is produced by a vertically
integrated firm and how it will be disposed of downstream. This makes no economic sense.
Similarly, by discriminating against vertically integrated firms, the proposed rule will reduce the

incentives for many of these firms to make efficient downstream investments.
4. For these and the other reasons discussed above, I believe the prices in actual arm’s-

length transactions occurring at the lease provide a significantly more accurate and reliable

measure of crude oil value than the proposed methodology.
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