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Subcommittee on Royalty Management Report
Recommendation 4-26

At January 2008 RPC meeting, the O&G Valuation Subcommittee was
directed to take up Recommendation 4-26: By the end of FY 2008
publish proposed revisions to gas valuation regulations and guidelines
to address cost-bundling.

For gas valuation rulemaking, MMS directed to consider the use of
market indices for valuation of nen-armr’s length transactions in lieu: of
existing benchmarks.

Eor cost bundling guidance, While transpoertation cests and gas
precessing costs are allowable deductions, senrvice providers de not
generally, separate deductible costs and nen-deductible costs, wWhich
greatly’ confieunds; MIVIS, review: oif transpertation; and processing
allewances.

RPEC O&G Valuation Sulcommitiee decided! to st iocus) onl the
PURAIINGI Gl CESESI BY, SERVICE ProViders helore again addiressing gas
valtauen inradvance ol e Eederal rulemaikinar efiont:



MRM'’s Perspective

¢ Costs assoclated with transportation and
processing are deductible for calculating royalty.

¢ Costs assoclated with placing preduction INte
marketable condition, gathenng, and marketing
are noet deductinple.

9 Hoewever, placing the gas Infmarketanlie conadition
aned gatherng are sitbaben SpPeCHic and dernoit
alievw a2 bRghtiRestesisapplicanle mrall
CIRCUMISTERCES,:



MMS Unbundling Project

Apart from the Subcommittee, MMS Is undertaking studies
on several gas systems that will attempt to break out
charges Into deductible and nondeductible costs.

MMS has been meeting withi service providers to discuss
oebtaining nfermation that woeuld! allew: cest allecation for
Senvices that are consistent with MMS) regulatiens; and
guidance.

Overall, cost unbundling Is net currently, as difficult offshoere
Pecause off FERC regulated pipelines; however, auditing o
transpertation rates e the same: level ol detail as; ershore
WiHINEgIRNREEY09:

VIRV has provided updates: te; the Subcommitiee Rl IS cosl
Unkbunaling preject and the difection IS elfferts) arer taking.



Subcommittee on
OlIl & Gas Valuation Efforts

¢ Subcommittee participants include
representatives firom trade groups, states,
Industry and the Indian community.

& Since January, Sulbcommitiee has had 4
meetings, all directed at cost unbundling.

» \While there ' Isi general agreement amoeng
participants; that the complexity and URCertainties
Oif CESt URBURAIING are URsatisfactery, Ne
CONSENsSUSI HAas Vet been reached on a BELLEr
zl0)0)fozlen)



Approaches to Cost Unbundling

Three concepts have emerged:

¢ Standard Deduction: MMS-prescribed amoeunts for use on
each system based on MMS analysis of cost structure of
Service-related engineering and eqguipment.

s ltemized Deductions: Case-hy-case amounts offered Dy
pPreducers hased onl templates previded by MMS: could
reguire renegetiation of contracts With Service proeviders o
allew cost unbundiing.

9 Percentage: ol Commoedity Price: Case-hy-case amounis
offered! vy producers hased on MMS=prescribed percentages;
PErcEntage couldineliudermin and meaex Nmits:



Pros and Cons of Each Approach

Pros

cons

Standard
Deduction

= Certainty
= Administrative simplicity

= Less precise than

actual costs

= [nitial effort by MMS

(and service providers)
to arrive at amount IS
significant

lltemized
Peductions

= Allows actual costs to

be deducted

= No) certainity, without

VMIMS review.

= Remains

administratively,
purdenseome! fior all

Pafcapiizioje of
Corpinaloc|ioy
Wzlfi<et Price

= Certainty,
= AdmiiRistrative: simplicity,
= RECOUNIZES that change in

value affects costs

= nitral eroenthy MVSH te

estakliSh pPercentag e mey/ e
Iess than|stanedard dediuction

= |_LEeSS| precise than

actual costs




Unresolved Questions on Standard
Deduction Approach

¢ Opt-out possible Iff costs are clearly unbundled?
o Established on an area-wide or system hasis?

¢ Are standard deductions equally feasible fer transportation
and precessing?

9 Howehiten woeuldrar standard dedicion heradjusted?

s Applicanle teramirs lengthrand nen-armrs Iengih
Lransactions? Percent: ol proceeds) Contracts?



Future Subcommittee Activity

With the Bush Administration nearing an end, no
rulemaking will begin until 2009.

In the meantime, the Subcommittee will continue to work
with MRM te explore approaches to the cost-bundling
problem.

Even Il ne consensus; canl be reached), the Subcommittee
can assist the MRM by, characternzing the cost-unbundiing
ISsue, ldentiiying altermatives: and Iselating relevant factors
Ior decision making:

fThe Subcommitiee Intends: te provide: recemmendations e
the RPC and MRV early i the next Administratioen, and
PHEKF e fermation off an VIRV gas valuatien regulatien
WHUIRG teaim:
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