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The Honorable Gale Norton

Secretary
U.S. Department of Interior
1849 C Street, NW
Washington, D.C. 20240

Dear Secretary Norton,

Weare writing to you to express our grave concerns about the proposed rule that the
IvIintorals iw;.;.nagement Service (1:vft,,1S) relea:::ed 011 "~ug'.lgt 20, 2003, which would amend the
existing regulations for the valuation of crude oil produced from federal leases.

According to MMS, its proposals are merely "technical" amendments reflecting its
"experience" under the oil valuation rules that became effective in June 2000. However, experts
inform us that these "technical" amendments would cut California's royalties by nearly 8%,
costing the state nearly $1 million in lost royalty revenues.

The specific changes that are most troubling to us are the following:

Unjustified increased rate of return for industry: Under the current oil valuation rules,
MMS allows pipeline companies to get a rate of return on its undepreciated investments
at the Standard & Poor's BBB junk bond rate. hI the proposed rule, MMS recommends
increasing this rate of return for industry to 1.5 times the Standard & Poor BBB rate. We
are concerned because: (1) MMS's proposal to increase the rate of return to industry is
based on an industry study that is inherently flawed, and (2) any increase in rate of return
to industry would diminish royalty payments to the State of Californi3;.

Additional deductions for trans~on~'J:~10n of oil: MMS proposes several "additional"
deduction:::, "rhich ~nke!~ together would increase dl:-:.ductjons from royalty by about 22~1o.
One of those deductions is for "line fill," or a company's proportional share of oil
inventory throughout a pipeline. Since royalty is owed on the volume of oil produced
every month -whether it is sold or maintained in inventory -it is unclear why this
deduction is being proposed. MMS fails to explain why a producer should be reimbursed
for its cost of carrying this oil.

Another proposed deduction of concern is for "line loss," or the volume of oil lost once
oil enters a pipeline. Since royalties are calculated based on oil production at the lease -
~ the oil enters a pipeline -this deduction is unjustified.

Additionally, not all shippers are charged for line fill or line loss allowances. Those
companies that do not pay should not be allowed these deductions.



Umeliable sources for oil valuation: MMS proposes to base its calculation of
"differentials" or adjustments to oil prices for quality and location differences, based
upon information from reporting services that are deemed by MMS to be too umeliable
for use in determining market values.

Weare confused why these changes are being proposed when there is insufficient
evidence to justify these changes. Unlike the process leading up to the current rules, MMS' s
newly proposed rule on federal oil valuation is not the product of any audits that we have seen.
In fact, the three-year cycle for audits of royalty payments under the 2000 rules is just beginning.
Requests for access to the data underlying the proposals have been stymied by assertions of
burden and confidentiality. It appears from the proposed changes that MMS only considered the
input of industry and did not seek the input of states and tribes.

At the same time that Interior is proposing to rollback these royalty gains, it is refusing to
change other royalty rules that were found to be seriously flawed by its own Inspector General.
For example, the "royalty rate reduction" rules, administered by the Bureau of Land
Management, have cut California's royalty revenues by an estimated $20 million annually -a
59% reduction in what the state would otherwise receive. It is our understanding that Interior has
not responded to the April 2003 request from the California State Controller that these rules be
tenninated [letter attached]. Instead, it is rushing to amend a rule that, according to MMS, "is
working well and accomplishes its objective of ensuring a fair return on federal resources."

In light of what appear to be substantial changes to the process for valuing oil produced
on federal lands and their negative effect on California, we respectfully request that you
reconsider and reject the proposed rule.

Thank you for your attention to this matter.

Sincerely,

---/
--'
~JM_~

'Barbara Boxer
U.S. Senator

Dianne Feinstein
U.S. Senator

,

Ge'rge Miller
U.S. House of Representatives

cc: Steve Westlv. California State Controller



STEVE WESTL Y
Ca1iforrJa State Controller

April ~ 2003

The Honora.:ble Gale Norton
SeC'Zetaty
The United States Departalent of the 1D.tericr
1849 C Street, N.W.
Washm g1DD, D. C. 20240

Stripper: SlId Heavy on RoyILity RedDdion Programs
43 CFR § 3103 etseq. .

Re:

D ear Secretary NOrton:

I am writing to request tho.' immediate termination of 'the Department of the Intcrior,
Bureau of Land Management~s royalty rate reduc1ion program for stripper and heavy oil
properties. California rec...oives 50% of the royalty Ievenues from federal leases located
within its borders. Under the Califomia. Co~tion, I am the elected official with the
responsibility to aC""..ount for the s1ate ~ s receipt of such revennes.

As you know. the stated pUtpose ofthc BLM regulations ~ to pro~de fe~ lessees
with an incentive to invest in stripper and heavy oil propries in order to increase
production dming a time of low crude oil prices. Both axe blanket programs. under
whi~ relief may be seIf-implemented by lessees without any consideration of a
property's economic viability and/or profitability. As a result, some of CaliIomia' s
largest producing prope...ues, which are operated by major oil companies, are eliglDle for

royalty reductions.

From Catifomia' s pe..oospectiw5 'the orily d:monstIa'b1e :esmt of these programs bas been
the dl'amatic decrcase in m royalty mcomc. Under state law) oil royalty !ec~ipts ere

dediC3:t...~ to ftmdiDg public educmon. ,

With regad to the stripper pro~ I am aware that ELM has tUen the position. that rate
reductions did increase production. OIl the basis ofBLM's study, tile s~~per pro~o::I!l
\1~ ~ded i:cdefI!it::1y in. 19.98. SUb5w~ant re'"~ewsJ ho-~v~ have oEJIed BLM's
~~-s:.s into queso:uan. For ~le, .in s. !:\li'z.o..h 2001 #-.udit ~"P~ hl'terior's !cspe~to!

300 ~ho! ~ s* 19So, ~. ~ S5t14 ~ P.O. ,'eQ; ';4:850. Sa=~~ c.~ 94250
~ f$1$) 445-!S3S " Fc:: (9'L$) ~-I22Q



TM :9:cnorab1e C~eNorton
Ami122 2003..,Page 2 .

~era1 concluded that tbe Ctscope of the study was insufficie1tt'~ and hig1Jllghted that it
ignored critical comments of i13 Q'Ml :field omces, the .'r\.Ifinerals ManageInent Semce, and
the U.S. Depa11ment of Energy CIa Audit Report No. Ol-I~297 at .9-10; March 2001).
Instead, BLM essentiany gave the stripper program credit for a slight increase in
production in one state, which even indUStry said m1gbt well have been atta"butabie to
other economic. factors (ld at 10). Other Inspector General Audit RepOrts on the s1ripper
program ~uggest that BLM's inability to U11dertake any credible analysis is due to
admiId~ve I1egiect (e.g., IG Audit Report No. 00-1-300; March 2000). This ~C
neglect has allowed federal lessees to self-implement greater xze reducrlons than the
ELM regrllati ~.s would permit.

To my kncwledg~ BLM has not undert2ken any 8na.1:ysis of the heavy oil rate reduction
progr~ even though ,the roles themse1ves indica1e that a review of ~ogram
e£fec'hven~ would be advlsable after September 10~ 1999. I would note, however, that
the program is inconsistent with industr/s own vieW5 on the economics of heavy oil
producnon ("Economic Models Verify Heavy Oil Profitabili~, 011& Gas Journal at 91;
Decemoer 22. 1997).

In short, aIthoUgh BLM ~ea.rs a responsibili'tY to 1he beneficiaries of the statutory royoalty
prD'\ision" (Peabody Coal Co.. 93 mLA 317, 327 n. 4 (19g6))~ it has been m'VestIng
California education doDars in the oil IndustEy for over 10 years and Ca1ifomia' s children
bYe seen no retlnU on theiT investment

As a matter of SOWld pubJic poJicy. we may be .in general disagreement about the true
value of coxpOIl.te comcenUve" programs for selected industries and markets. In my view.
this should not be seen as a partisan issue; both Pl'esident Reagan' s DOE and the current
White House Council on Economic Adwors rejected the notion that royalty holIrlays
will increase dcm~ production.

However~ what 1- hope tba't we can agree 011 is C1ment market, conditions. Under both the
stripper and heary on rate reduction reguJa1ions, the programs may be terminated ~en
the price of West Texas J_~~MJ.ate (WTI) ex.ce~ an adjusted regu1atoIy base price for
six months. As the atts.c.hed spre~eet shows1 wrI has exceeded the adjusted
regulatory base prices 1.}nder both. the sttippe: and heavy oil programs b~ SeptCII1'bcr
2002 th.--ough Febmar}" 2003. The fa=tua1 uudmpimliDgs of those pro~ -1aw cmde
prices -simply no lan.ger ~"t.. It is time to reinvest .in. OQr obildrcn.

As not..ed by tile rn.;pector C-eQeraJ, tnding the st:ipper and ~'Y oil r2.te reduction
pro~ wccld not t\.egltt! l'1l~r's ~~1 authority to ~end rate reduction ~lief.
bst:ad, it wocld allow BU1 to meet its ~...sibiitty to the b'!:n:::ficie...~es of the
~.;.tO:"'.r roo,,-..:lt-.t 'Ol"c;-If-i,s-=AC'!l" t1:ro~ ~ g ~.zl mv~en.t d.ec:sSions.(CoilivareJ .~- --
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~ty Tbat Slides ~.ith Oil Price Can Add Va..'ue To rr{)ducing Fie1~" on & Gas
Journal at 92; March 22, 1999). The systemic problems that BlM and MMS (see IG
Audit Report No. 99--1-782 (August 1999) have had just mODi1crlDg lessee xepcIts and
pa.ymeDts 1Inder the prog!:2mS is simply additioDal evidence that these are ~lose.lose»
programs for the gov~Iffimts.

In my view, 'filere is no reason to deIa.y annotmclng the termination of these programs.
Given 'the decade of aAm;n;stra.tfve negler.t, :eLM will never be m any position to rebut
the IG's fi~t!mgs. M~ tex:m.inaUon give:!1 the Ctm'ellt .!na'rket conmuons is
consistent with Interior's ime:nt 11Ilder both the stripper and heavy oil program. Thus, I
ask YGU to respond to my request promptly. If you have any questions, please contact my
CbiefofStaff. Greg Lm~ at (916) 324-8907.

Sincer~1...~J7 .

~~~~vi:~~s~;-C-7~ ~-~ -

Calif oInia S me Controll eX' -'

SW/ac

Enclosure

RBbecca. W. W atscm, AsS~t S ectef3ry. Land and }..t:{in era1s Mmagement
Xathle= B. Clarke, Director, Bmeau of Land Management

cc:
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July 23, 2003

Rudy Baier
Fluid Minerals Group
Minerals, Rea1ty and Resource Protection Directorate
Bureau of Land Management
U.S. Department of the mterior
1620 L Street, N. Vi. Suite 501
Washington DC 20036

Dear Mr. Baier:

Byletter dated April 22, 2003, my client, California State Controller Steve Westly, petitioned
Secretary Norton to texminate the Bureau orLand Management's royalty rate reduction regulations
for stripper and heavy oil. I was recently .informed by Ms. Deborah Gibbs-Tschudy of the Minerals
Management Sel"'ice that revie'\v of the Controller's request was routed to you, and that it was being

processed as

6A..ttached is a July 21,2003 article in Tax Notes relevant to your projects. Given that the
BLM rate reduction regulatiqns continue to drain money away from Ca.lifornia public schools,
hopefully this article will help expedite your review of Controller Westly' s request.




