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Comments on
Discrimination Against Affiliates in the Midstream Market

Overview

The proposed oil valuation regulations exceed the authority of the Minerals Management
Service to establish a reasonable value of production for the purpose of computing royalty because:

ey

(2)

(3)

(4)

(5)

(6)

(7

DG8-107134.3
April 6. 198 &4:47 pm

The propased regulations establish an irrebuttable presumption of control by one
entity of another based upon ownership of as little as 10 percent of the voting
securities of an entify, interest in a partnership or joint venture, or other forms of
ownership, with the conscquencc that contracts between the two cntities cannot be
arms-length. (definition of “Affiliate” and “Arm’s length contract”).

For oil sold by a lessee to an affiliate (as newly defined in the proposed regulations),
the proposed regulations establish an irrebuttable presumption that the price received
by the lessee does not establish the reasonable value of production.

For oil sold by a lessee to an affiliate (as newly defined in the proposed regulations),
the proposed regulations in section 206.102 establish an irrebuttable presumption that
the price received by the affiliate in an arm’s-length downstream resale establishes
the reasonable value of production at the lease. They thus establish the netback
valuation methodology as the exclusive methodology for valuing production in such
situation.

The proposed regulations 1n section 206.102 establish an irrebuttable presumption
that the affiliate does not add any value to the commodity other than the cost of
transportation. This presumption will result in the government receiving royalties
on the gross proceeds (less only transportation costs) of a business entirely separate
and distinct from the exploration for and production of oil.

The proposed regulations in section 206.103 establish value based upon regional
market center spot prices (with certain exceptions for production from leases in the
Rocky Mountain Arca) and do not allow adequate deductions (o calculate value at
the lease. They will therefore result in the government receiving royalties on more
than the value of production at the lease.

The proposed regulations in section 206.103(b)(2) establish value based upon
affiliate arm’s-length contracts and therefore have the same infirmities as the
proposed regulations in section 206.102.

The proposed regulations, if adopted, would be discriminatory because they would
impose a penalty on lessees who sell to affiliates by establishing a royalty value
which is higher than the royalty value for lessees who make arm’s-length sales of
their oil. Shell Western E&P, Inc., 112 IBLA 394, 399, GFS(O&G) 5 (1990).



Comments

L Extent of the Government's Entitlement to Rovaliies (the Duty to Market Where?)

The Mineral Leasing Act of 1920, 30 U.S.C. sec. 181 et seq. provides that a lease shall
be conditioned upon the payment of royalties "in amount or value of the production removed or
sold from the lease." § 226(c). Similarly, the Outer Continental Shelf Lands Act, 43 U.S.C. §
1331 et seq., provides that leases require the payment of royalties " in amount or value of the
production saved, removed, or sold." § 1335(a)(8); § 1337(a)(1)(A). Under such leases, the
government is entitled to take its production in kind (royalty in amount of production) or to be
paid on the value of the royalty share of production. The question then is, what is production?

The term production has since the inception of these leasing laws been understood to
mean the production at the wellhead conditioned only to the extent necessary to be acceptable
to a first purchaser. This is evident from an examination of the original valuation regulations, case
law, and IBLA and MMS decisions.

The valuation regulations in existence prior to the current regulations made it clear that
royalties were to be based on the value of the product at the lease. The onshore regulation provided:

The value of production, for the purpose of computing royalty, shall be the estimated
reasonable value of the product as determined by the Associate Director due consideration
being given to the highest price paid for a part or for a majority of production of like quality
in the same field, to the price received by the lessee, to posted prices, and to other relevant
matters. Under no circumstance shall the value of production of any of said substances for
the purposes of computing royalty be deemed to be less than the gross proceeds accruing to
the lessee from the sale thereof or less than the value computed on such reasonabie unit value
as shall have been determined by the Secretary. In the absence of good reason to the
contrary, value computed on the basis of the highest price per barrel, thousand cubic feet, or
gallon paid or offered at the time of production in a fair an open market for the major portion

of like-quality oil, gas, or other products produced and sold from the field or area where the
leased lands are situated will be considered to be a reasonable value.

30 C.F.R. §206.103 (1987) (emphasis added).
Similarly, the offshore regulation provided:

The value of production shall never be less than the fair market value. The value used in the
computation of royalty shall be determined by the Director. In establishing the value, the
Director shall consider: (a) The highest price paid for a part or for a majority of like-quality
products produced from the field or area; the price received by the lessee; (c) posted prices;
(d) regulated prices; and (e) other relevant matters. Under no circumstances shall the value



of production be less than the gross proceeds accruing to the lessee from the disposition of
the produced substances or less than the value computed on the reasonable unit value
established by the Secretary.

30 C.F.R. §206.150 (emphasis added).

The valuation regulations for onshore and offshore federal leases were consolidated when
the existing valuation regulations were adopted effective March 1, 1988. The current oil valuation
regulations also clearly recognize that the production on which royalties are owed is the product at
the lease. Thus, for example, for oil not sold pursuant to an arm's-length contract, the value of oil
production is to be determined in accordance with the first applicable of five benchmarks. In three
of thesc benchmarks, reference is made to purchases or sales "in the same field (or, if necessary to
obtain a reasonable sample, from the same area)." 30 C.F.R. §206.102(c)(1), (2) and (4). A fourth
benchmark references purchases or sales "in the same area or nearby areas.” 30 C.F.R. §102(c)(3).

Case law also supports the conclusion that the production to which the government is entitled
in amount or value is the product at the lease. In United States v. General Petroleum Corporation,
73 F.Supp. 225 (S.D. Calif. Central Division 1946), a case involving federal leases covering wells
in the Kettlemen Hills Field of California, the Court recognized that under the Mineral Leasing Act
of 1920, the lessees were only “obligated to return to the government the specified value at
Kettlemen Hills of the oil produced.” [Emphasis added.] Id. at 235.

If the product cannot be sold at the lease because there is no market at the well or on the
lease, case law and decisions still support the conclusion that the production to which the
government is entitled in amount or value is the product at the lease. Therefore, the reasonable costs
incurred in transporting lease production {9 the nearest available market place or sales outlet were
one of the “relevant matters” to be considered under the pre-1988 regulations. In other words, in
order to arrive at a wellhead value for production when there was not a market at the lease, the
Secretary could allow transportation costs to be deducted from the value of the product at the nearest

available market. United States v. ral Petroleum Corp., supra at 263, aff’d Continental Qil Co,
V. United States, 184 F.2d 802 (9th Cir. 1950); Conservation Division Manual, 647.5.3; Shell Oil

Co., MMS-92-0039-08&G (Mar. 1, 1994). Similarly, under the current valuation regulations, lessees
are entitled to a transportation allowance for the reasonable, actual costs incurred by the lessee to
transport oil to a sales point or point of value determination off the lease. 30 C.F.R. § 206.104(a).

Similar allowances have historically been allowed for other activities which also add value
to the product on which the government is entitled to royalties. For example, gas producers have
historically be entitled to an allowance for the cost of processing natural gas into liquid hydrocarbon
products and residue gas. The purpose of this allowance is to determine the value at the well of gas
which is processed by the lessee prior to sale. As stated in United States v. General Petroleum
Corporation, 73 F.Supp. 225, 254 (S.D. Calif. 1546):




Natural-gas royalties are payable on the gas as it is produccd at the well. It is the value of
that gas which must be determined. Ordinarily the gas as produced contains a certain amount
of “casing-head” gasoline. If the gas is processed in an extraction plant, two products result,
the natural gasoline and dry residual gas. Since part of the value of the gasoline and dry gas
so manufactured is attributable to the extraction process, allowance must be made for the

manufacturing costs in order to arrive at the value of the gas as originally produced.

[Emphasis added.] See also, 30 C.F.R. §206.106 (1987); Section 647.7, Conservation Division
Manual (Manufacturing or Processing Allowances); discussion in Wexpro, 106 IBLLA 57. That
allowance was retained in the 1988 gas valuation regulations. See 30 C.F.R. §§206.158 & 159
(1988).

The purpose of the allowances is to amive at the value of production at the wellhead or lease
when there is no market at the lease. The value added to the product by transportation or processing
is subtracted from the value of the product at the nearest available market off the lease in order to
determine the value at the lease. This is known as a netback valuation method. Prior decisions have
established, consistent with the conclusion that the production on which royalties are owed is the
product at the lease, that the government is not entitled to any profits from transporting production
off the lease to market, processing production, or otherwise adding value to production.

The value of production at the lease, determined by the netback method, should be the same
as the value the government would have realized had its taken its share of production in kind. That
there should be no difference in royalties belween taking in kind or being paid in value is illustrated
by Sun Qil Company, et al., GS-60-0&G(OCS) (Oct. 1, 1974) in which it was held:

When royalty payments are taken in kind under the Outer Continental Shelf Lands
Act, the Supervisor would treat the transportation costs from the lease to the processing
facility as a “reasonable cost of transporting” royalty substances to the point of delivery
which must be paid by the purchaser of royalty substances. It would therefore appear
reasonable to require that, when royalties are paid in value, that same cost should be
considered one of the “other relevant matters” considered in determining reasonable value
of the product.

See also, Kerr McGee Corp., 22 IBLA 124, 128 (1975) in which the Board stated that logic compels
the conclusion that there should be a transportation allowance when royalties are taken in value. The

Board stated, "[i]t would be an anomalous result if the Government royalty interest was, in effect,
chargeable with transportation when taken in kind, but not when taken in value."

Not only should any determination of value result in the same value to the government as if
the government had taken its royalty in kind, but any such determination should also result in the
same value as if the lessee had sold its production at the wellhead or lease in an arm's-length

transaction. This is illustratcd by the casc of United States v. General Petroleum Corporation, 73
F.Supp. 225 (8.D. Calif. 1946). One of the issues in that case was how to calculate an allowance for



actual extraction costs. The government allowed the actual costs of operating a wet gas gathering
system which collected gas from wells scattered over an area 16 miles long and 3 miles wide and
brought the gas to two or three absorption plants located in the field. The government also allowed
depreciation on the capital investment in the gathering line as “actual extraction costs.” However,
the government refused to allow a return on the capital investment. The Court held that a return on
the lessee’s depreciated investment in the wet gas gathering system should have been allowed. The
Court stated:

If the lessees had had no gathering system of their own they would have been compelled to
have that service performed by someone else. In such event the contract for that service
would necessarily have included as elements of cost to the lessees not only the labor and
other costs for operating the lines and depreciation on the capital investment therein, but as
well a reasonable return on the capital investment in the facilities so used. When, instead of
paying for the service to be done by someone else, the lessees performed that service for
themselves and for the government, they were entitled to have the government royalty gas
bear its proportionate share of these costs which daily accrued against them.

Id. at 257.

That proper application of the netback method requires exclusion of profits derived from
activities which add value to the production is further supported by the decision in Marathon Qil Co.
v, United States, 604 F.Supp. 1375 (D. Alaska 1985), aff"d, 807 F.2d 759 (9th Cir. 1986) in which
the MMS allowed a reasonable rate of return on an LNG plant to be deducted from the lessec’s gross
proceeds. That this must be done is further supported by the discussion in Petro-Lewis Corp, 108
IBLA 20, 39 (March 20, 1989) of whether the MMS could use the netback method to calculate
rovalties on oil production converted 1nto electricity prior to sale. in discussing the Marathon case,
the Board stated: ‘

In effect, by allowing a reasonable rate of return to be deducted from the gross proceeds,
MMS was eschewing a royalty assessment on the profits derived from the manufacture of
the LNG. [footnote omitted]

Tumning to the case before it, the Board stated;

This is the precise point made by Petro-Lewis in the instant appeal, viz., MMS should not
be permitted to assess royalty on profits derived from the processing of the crude oil into
electricity, yet, by its computation method, MMS was essentially seeking a royalty upon the
profits attributable to the cogeneration facility. We believe appellant’s point is well taken.
Even if the netback approach were applicable in the instant case, the decision of the Director,
MMS would have to be set aside since a review of the costs allowed appellant fails to
disclose that any deduction was permitted for a reasonable rate of profit from the
cogeneration facility.



The Board went on to hold that computation of royalty based on the netback method was incorrect
inasmuch is royalty is due on the value of crude oil, not on the gross proceeds (even properly

adjusted pursuant to the netback methodology) from the sale of the electricity into which it was
converted. In reaching this conclusion, the Board noted in footnote 8:

In this regard, it is useful to keep in mind the fact that the United States always reserves the
right to take its royalty in-kind. Had the United States elected to do so in the instant case,
it would have received one-eighth of the crude oil attributable to the production of electricity.
The cogeneration process Petro-Lewis used was not performed to upgrade the crude oil so
as to make it marketable. Rather, the crude oil which the United States would receive would
be in the exact same condition as that which Petro-Lewis was using to fire its steam
generations and, indeed, the United States would be able to so use the crude without further
alteration of the oil. A rovalty based on the value of the crude oil at the |ease is the economic
equivalent of the value of the rovalty oil. By valuing the oil appellant consumed in the
generation of energy in the form of stearmn which was then used to produce electricity, the

United States is receiving all to which it is fairly entitled.
(Emphasis added.}

From all of the foregoing, it is an inescapable conclusion that the government is only entitled
to a royalty in amount or value of the product at the lease. It is not entitled to a royalty on any
value added to production by downstream activities. As stated by the United States District Court

for the District of Montana in the case of Beartooth Qil & Gas Company v. Manual Lujan, Jr.,’
"the IBLA should be concerned with the value of the gas at the lease, and not the value of the gas

at some point located off the leasehold." Id., Slip Op. at pgs. 5-6. The Court went on to state:

[T]he case law does not support the contention that the market of concern is 50 miles away

from the leaschold. Rather, case law and the regulations indicate that the market of
concern is the market at the leasehold.

Id. at pgs. 6-7, citing 30 C.F.R. §206.151 (definition of marketable condition adopted in 1988);
Marathon Qil, 604 F.Supp. at 1386 (value at the wellhead), California Co., 296 F.2d at 387
(market within short distance of the wells).

: Case No. CV 92-99-BLG-RWA (D. Mont. Sept. 22, 1993). The Court remanded the case
for further proceedings. On remand, the parties filed a joint motion to dismiss the case
on the ground they had reached an agreement to compromise and settle all issues raised
in the case. The motion was granted by order of the Board. Beartooth Qil & Gas Co. (On
Judicial Remand), IBLA 94-461 (May 9, 1995). Accordingly, the Court decision is not
published.



Once oil is produced, the only services the lessee is required to provide at no cost to the
government are to put the product in marketable condition. However, consistent with the conclusion
that the market of concern is the market at the leasehold, it has been held that the obligation to put
production in marketable condition only requires that the product be in a condition satisfactory to
the nearest available market. See, Beartooth and cases cited therein.

As all of the foregoing also conclusively establishes, there is no duty on the part of a federal
lessee to value production based upon any market beyond the nearest available market.

These conclusion are consistent with the law with regard to fee lessees. When production
is not taken in kind, lessees under fee leases, although subject to an implied covenant to market, have
not been required to do more than arrange for the sale of the product at the lease, if there is a market
there. Merrill, “Covenants Implied in Qil and Gas Leases,” 221 (2d ed. 1940). If there is no market
at the lease, there is a split of authority as to whether the lessee is even obligated to construct
facilities to use the production or transport it to market. Compare, Kretni Development Co. V.
Consolidated Qil Corp., 74 F.2d 497, 500 (10th Cir. 1934) (the duty to make reasonable effort to
market gas does not extend to the point of providing pipeline facilities ninety miles in length at a
large outlay of money with an attending financial hazard due to possible exhaustion of the supply
and other frequently encountered factors) with Union Oil Co. Of Cal. V. Ogden, 278 S.W.2d 246
(Tex. Civ. App. 1955) (lessee required to construct a pipeline to deliver gas to a market one-half mile
distant). However, if the lessee does transport production to a distant market, the lessee is entitled
to deduct its reasonable transportation costs in order to determine the value of the production at the
wellhead where royalty value is to be calculated.

There is no dispute that fee lessees are not required to go into a separate business. As stated
by Protessor Merrill, “{o}f course there is no duty to go into a completely difterent business, such
as the retail distribution of gas in a municipality.” Merrill at 222. Similarly, as will be discussed
in later portions of these comments, the purchasers at the nearest available market are engaged
in a business entirely separate from the business in which oil and gas producers are engaged and

there is no basis in the law for ever requiring oil and gas producers to engage in that business or
Jor penalizing those who elect to do so.

IL. Two Separate Businesses

A. The Business of Exploration, Development and Production

The business of exploring for, developing and producing oil and gas (the “E&P Business™)
has always been recognized as an enterprise distinct from the business in which oil and gas
purchasers are involved. The following summary of the exploration, development and production

process was prepared from Williams and Meyers, Qil and Gas Law, Chapter 1 (Scientific and
Engineering Background) (Matthew Bender 1997):



Exploration is the process of searching for underground formations favorable to the
accumulation of oil and gas. Since there is no way to find oil and gas without drilling wells,
the exploration process involves identifying prospects from generally available geological
data such as regional surveys, surface geology reports, etc. From this data, geologists reduce
the area of interest to a size that can be accommodated in a company’s exploration budget.
They use geophysical surveys or other methods to do this. With the geclogical and
geophysical information available, land is leased and a decision made as to where to locate
the first exploratory well. Title to the test area is examined and title defects cured before a
well is drilled. If the well is a dry hole, data from the well is nevertheless obtained to add
to the geologists’ knowledge of the subsurface. Core tests and electrical well logs are
obtained. With the new information supplementing the old, a second test well is located and
drilled. The process of drilling, coring, and electrical logging goes on until a company’s
exploration budget is exhausted or petroleum is found. If a discovery is made, the remaining
exploration problem is to establish the boundaries of the field.

The exploration process is an expensive one with wells costing between $100,000 and
several million dollars and with only one wildcat out of nine a producer.

If a discovery is made, a new string of pipe, called casing, is run into the wellbore. The
casing is then set by forcing oil well cement between it and the wall of the hole. After the
cement hardens, the well is perforated by a special device that blows holes through the casing
and cement, allowing the oil and gas to enter the well bore. Sometimes it is necessary to
increase the flow of petrolenm into the hole by acidizing or hydraulic fracturing the
formation. The surface activities for completing an oil well consist of installing the
Christmas tree (a complex set of gauges and valves controlling the flow of oil and gas from
a well-head) and stock tanks and connecting the well with a pipeline, if one exists in the arca.
A variety of special equipment may also be installed to treat the oil prior to its delivery to
the pipeline (such as heater-treaters and lease separators). If there is no pipeline the oil is
shipped by truck or railroad to its destination, usually a refinery.

The primary assets of an E&P Company consist of its producing leases and its portfolio of
undeveloped leases. The activities of an E&P Company are capital intensive since bonuses must be
paid to acquire leases, rentals must usually be paid to hold undeveloped leases,
the cost of drilling an oil well runs from $100,000 to several million dollars with a success rate for
wildcat wells of one out of nine, and there are on-going operating costs associated with a producing
well. The revenue of an E&P Company comes from the sale of the production from its producing
leases. An E&P Company, whether or not affiliated with a midstream marketer (described below)
has no incentive to sell its production for less than its fair market value since the revenues from such
sale are necessary for continued operations.

In addition to the dry hole risk, oil producers are subject to price risk based upon factors
ranging from the quality of their production to the level of world production of oil. All of these risks
affect wellhead oil prices and thus the income of the E&P Company.



B. The Business of the Qil Purchasers at the Nearest Available Market

In an article published in 1971 in the Twenty-Second Annual Institute on Qil and Gas Law
and Taxation, Frank C. Bolton, Jr., General Counsel for the North American Division of Mobil Oil
Corporation, described crude oil markets in the United States. He explained that there were
essentially two crude oil markets, the primary market at the wellhead or lease stock tanks, and the
secondary market in gathered crude oil.

With regard to the primary market, the sellers are the producers and royalty owners and the
buyers are predominantly refiners and occasionally brokers or a combination of gatherers and
brokers who purchase for resale. The point of sale (where a pipeline connection exists) is at the
outlet side of the flange connecting the tank battery to the pipeline. Transportation from the stock
tank is for the account of the purchaser and the purchaser takes the risk of loss after delivery. If there
is no pipeline connection available, initial trausportation from the stock tanks will be by truck. Some
or all of these costs are usually reflected in the price which the seller realizes.

Selling oil at the tank battery if a pipeline connection exists or transporting oil from the stock
tank to the nearest available market is the last stage of the E&P Business. What happens to the oil
after that point is the business of participants in what Mr. Bolton called the secondary market. As
described by him:

The primary participants in this market in gathered crude are refiners with the broker-
gatherer playing an important but relatively small part in the market. The refiners are each
seeking the raw material for their refinery operations. The motivation of the integrated and
non-integrated refiner is identical in that each is sccking the raw material supply best suited
for the type of plant he has and at the lowest possibie acquisition cost. Each refiner has a
problem slightly different from any other refiner and thus, with reference to any particular
volume of crude there may be motivation for a transaction. Why is this so? Because each
plant is an individual problem, not only because of the hardware which is in the plant but
because of its location and because of the product mix which that plant is at that time
expected to make. Not only do refiners change their product by seasons - maximizing
heating oil in the winter and gasoline in the summer - some refineries operate with a special
product market; for example, jet fuel rather than gasoline may be the destred product. Add
to these variables the facts that the refineries are not located at the same geographical sites
and are not served by the same truck or pipeline systems, and you can begin to see the
opportunities for saving cost in (ransportation or acquiring crude more suitable for the
specific use of the individual refiner which motivates trades in the secondary market. The
transactions which result may be categorized as exchanges, term transactions (usually
between a non-refiner and a refiner), or spot sales.

1d. at 155-56.



Mr. Bolton also explains in detail that because above-ground storage at the lease is only
sufficient for a few days’ production and off-lease above-ground storage is expensive to erect and
is only adequate for operation of the distribution systems and not for storage, buyers in the primary
market must have a knowledge of transportation altcrnatives and crude requirements for cach
refinery, not just their own, in order to keep the product moving. Thus, the exchanges and other
types of transactions which the MMS has observed are an operational necessity, not a royalty
avoidance mechanism.

The foregoing discussion illustrates the fact that the purchasers of oil at the nearest availabie
market are in an entirely separate business from the E&P Business. One of those purchasers,
Scurlock Permian Corporation, filed comments on November 3, 1997, in response to the January 24,
1997, and September 22, 1997, notices of proposed rulemaking in this docket. In those comments,
Scurlock Permian Corporation described its business as follows:

SPC has its headquarters in Houston, Texas. SPC is a gatherer and marketer of crude oil in
the United States. SPC employs over 900 people with operations in 15 states. SPC operates
more than 2,400 miles of active crude oil gathering lines and pipelines. SPC also operates
a fleet of more than 300 tractor-trailers to gather crude oil. SPC also has crude oil tankage
at 154 onshore terminal locations plus 12 marine terminals.

Neither SPC nor any of its affiliates, including its parent Ashland Inc., owns or leases
significant crude oil producing properties. SPC holds no federal lease interests and no
operating interest in any crude oil producing field. SPC is a third-party purchaser of crude
oil utilizing outright purchase contracts (and division orders) and buy/sell exchanges.

SPC, as an active lease oil purchaser, provides a market for oil produced by independent
crude oil producers. SPC also conducts a portion of its business by offering buy/sell
exchange contracts to creditworthy independent producers and major oil companies. These
exchange contracts provide a service and efficiency to the domestic crude oil business by
repositioning oil inventories to locations where buyers and setlers need volumes and wish
to locate inventory at lower cost than, and in lieu of, straight transportation service.

.. Fxchanges offered by SPC provide a valuable service to crude oil buyers and sellers. The
components of this service include purchasing and receipt of crude at the lease, in-field
gathering by pipelines or trucks owned by SPC (or by others in some cases), scheduling
movements on other pipelines, owning, carrying and maintaining a large crude oil inventory,
and arranging sales at delivery points. SPC provides this service by taking title to the crude
oil and placing its assets at risk for price movements, potential loss or spill of pipeline
crude oil and motor vehicle maintenance, potential breakdown, injury and spillage.

10




SPC cmploys over 600 truck drivers, gaugers and other field personnel and about 200 office
personnel. As mentioned above SPC maintains a large capital investment in pipelines,
trucks, equipment, tankage and real estate and, in addition, SPC must carry at
considerable cost a very large investment in crude oil inventory to provide for and
facilitate these exchanges. Generally these exchanges are effectuated by SPC’s transferring
oil in and out of its inventory at appropriate locations, saving on actual physical
transportation costs which are passed on to customers in the form of lower gathering and
handling rates, and avoiding transportation delays and risks attendant thereto.

[Emphasis added.]

From the foregoing articles and comments, it is evident that the secondary or midstream
market - between the wellhead on the one end and the market center or refinery on the other - adds
value to the product above and beyond the cost of transportation from the wellhead to the refinery.
Value is also added by the following services (cach with its own risks):

Transportation
Contracting for or providing transportation
Scheduling of volumes
Providing pipeline fill
Tracking volumes delivered
Providing credit services

Storage
Constructing or leasing storage facilities
Scheduling storage volumes
Maintaining inventory

Risk Management
Dealing with price fluctuations at or upstream of market centers
Risk of loss of pipeline volumes
Environmental liabilities for spills
Risk of purchasers' default

Marketing
Aggregating volumes
Satisfying specialized customer quality preferences

C. The Duty to Market (Again)

It has never been previously suggested that producers have an obligation to be in the
midstream marketing business in which SPC and others are engaged. Nor has it ever been
previously suggested that royalty owners are entitled to royalties on the value of production at the
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point of resale by a midstream marketer such as SPC. Finally, as SPC’s comments illustrate, the
value which SPC adds to the commodity extends far beyond the cost of transporting oil from the
lease to SPC'’s resale points. SPC incurs costs in the operation of its business which extend far
beyond the cost of such transportation. Nevertheless, the proposed oil valuation regulations in
$§102(a)(2) would require federal lessees selling to affiliates who are in the same business as SPC
to pay royalties on their affiliate’s arms-length resale prices with only a transportation allowance
adjusiment. It should be obvious that such regulations would unjustly discriminate against lessees
who sell to affiliates since lessees who sell to unaffiliated midstream marketers, such as SPC, do not
have to pay royalties on their purchasers' resale prices less only a transportation allowance. This
point is discussed in more detail below.

D. Why Affiliates Are Created

Implicit in the proposed oil valuation regulations is the assumption that affiliates are created
1o avoid royalty obligations. This is not the case. Every competent business lawyer knows to advise
his or her client to consider creating affiliates when engaging in separate lines of business. Through
the use of affiliates, a company can protect the assets of one enterprise from the business risks of
another. This ability has been recognized by the Courts. As stated by the Tenth Circuit in the case
of Cascade Energy and Metals Corp. v. Banks, 896 F.2d 1557, 1576 (10th Cir. 1990), “[t]he law
permits the incorporation of businesses for the very purpose of isolating liabilities among separate
entities.” This ability has fostered progress by enabling companies to take risks which they might
otherwise not be willing to take.

So strong is this right in the law to isolate liabilities through the use of affiliates, that the
courts have held that only under extraordinary circumstances should the "separateness” of affiliated
entities be disregarded. Franks v. U.S. West, Inc., 3 F.3d 1357, 1362 (10th Cir. 1993).

In the oil and gas context, the use of affiliates allows an E&P Company to separate the risks
and liabilities of a midstream marketing business, including, for example, environmental liabilities
for spills from the assets of the E&P Business so that the assets of the E&P Business are not at risk
for those liabilities. Similarly, the use of affiliates allows a midstream marketing company to
separate the risks and liabilities of an E&P Business, including, for example, the dry hole risk, from
the assets of the midstream marketing business so that the assets of the midstream marketing
business are not at risk for those liabilities. The ability to isolate liabilities benefits not only
vertically integrated companies but also other forms of affiliation such as a company formed by a
group of producers to participate in the midstream marketing business.

From the previous descriptions of the midstream marketing business, it should be obvious
that that is a business very different from the E&P business. The midstream marketing business in
which SPC and others are engaged clearly has its own risks, capital requirements, costs and rewards.
Business lawyers prudently advise their E&P clients who are considering going into the
midstream marketing business to create an affiliate to engage in that business so as to protect
the assets of the E&P business from the claims of creditors of the midstream marketing
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business. Isolating liabilities among separate entities is the motivating factor, not royalty
avoidance, as the MMS apparently assumes from its proposed oil valuation regulations.

There arc, thus, legitimate and, in fact, compelling business reasons for creating affiliates
when engaging in the two separate businesses of E&P and midstream marketing. The government's
presumption that the formation of affiliates is motivated by the desire to avoid royalty obligations
is simply not the reason why affiliates are formed. In fact, in many transactions which will be
irrebuttably presumed to be affiliate transactions under the proposed new definition of affiliate
(irrebuttable presumption at only 10% ownership), there is not even an economic incentive to price
production below market value. This was recognized by the Interior Board of Land Appeals in Shell
Western E&P Inc., 112 IBLA 394 (1990) in which the Board stated that while:

economic incentives exist which might impel producers to shift profits to wholly owned
subsidiaries as a means of decreasing royalty obligations ... the economic viability of such
a strategy declines where, as here, outside interests in the subsidiary are substantial. Thus,
while a parent corporation might wet} desire 10 have profits transferred from one corporation
to another in an attempt to lessen royalty payments of 12.5 percent on the value of
production, the incentive to do so when the parent corporation owns only 50 percent of the
second corporation evaporates, since such a procedure results in the net loss of 37.5 percent.

Id. at 400 n. 4.

Furthermore, even in those situations where there could technically be an economic incentive
to shift profits, there are other more compelling checks in the law which discourage any such abuse
of the relationship between affiliates. For example, the objective of isolating liabilities among
separate entities is entirely defeated if the two entities are judicially declared to be alter egos of each
other. Further, the doctrine of piercing the corporate veil allows a court to disregard the separate
corporate entitics where, for example, a subsidiary is a mere agency, instrumentality, or a adjunct
of the parent corporation. 18A Am.Jur.2d Corporations §856 at 732. Further, where there exists
minority shareholders, applicable law requires that their interests be protected. Therefore, where the
separate existence of the affiliated entities in a marketing transaction has been suitably maintained,
there should be less of a concern that the transaction is a sham ransaction fom a royalty perspective.
In fact, because of fear of creating grounds for piercing the corporate veil or giving rise to minority
stockholder ciaims, negotiations between affiliated companies can often be more adversarial than
negotiation with third parties.

II1. Who is an Affiliate (A New Irebuttable Presumption)

There are numerous statutory, regulatory and case law definitions of affiliate, all involving
the concept of control by one person or entity of another person or entity. Black's Law Dictionary
defines affiliate as a company effectively controlled by another company. [Emphasis added.] Note
that this definition is not limited to corporations and is broad enough to include other types of
business entities. The concept of control is often defined in contracts to mean possession, directly
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or indirectly, of sufficient power to direct or cause the direction of management or policies of
another person or entity.

Under the oil valuation regulations which have been in cffect since 1998 (the 1988
Valuation Regulations™), affiliate is defined as follows:

Two persons are affiliated if one person controls, is controlled by, or is under common
control with another person. For purposes of this subpart, based on the instruments of
ownership of the voting securities of an entity, or based on other forms of ownership: (a)
ownership in excess of 50% constitutes control, (b} ownership of 10 through 50% creates a
presumption of control, and ownership of less than 10% creates a presumption of noncontrol
which MMS may rebut if it demonstrates actual or legal control, including the existence of
interlocking directorates.

30 C.F.R. §206.101.

In the proposed oil valuation regulations, the MMS proposes to change its definition of
affiliate to provide that an affiliate is a “person who owns, is owned by, or is under common
ownership with another person to the extent of 10 percent or more of the voting securities of an
entity, interest in a partnership or joint venture, or other forms of ownership.” This proposed
regulation creates an irrebuttable presumption that ownership in excess of 10 percent constitutes
affiliation and would literally mean that a 10% minority shareholder in a closely held corporation
would be deemed to be dealing with an affiliate when it sold its own oil production to such
corporation.

This proposed definition ignores the concept of what constitutes “effective control” used
elsewhere in the law. The proposed definition is then used in the definition of “arms’-length
contract” to exciude from the definition of “arm’s-length contract” agreements between persons who
are affiliates. The irrebuttable presumption created by the proposed definition of “‘affiliate,” coupled
with the proposals for valuation of oil sold to an affiliate, will penalize producers who sell to
affiliates whether or not they have any effective control of their affiliates. This result is
unreasonable.

IV.  Selling to an Affiliate (More Irrebuttable Presumptions)

As explained by the MMS in the preamble to the proposed oil valuation regulations, the
conceptual framework of the proposed rule is that if oil is ultimately sold at arm’s length before
refining regardless of the distance from the lease and without regard to risks undertaken or value
added by the seller, it will generally be valued on the gross proceeds accruing to the seller (not the
lessee) under the seller's arm’s-length resale. 63 Fed. Reg. 6115. This means that if a lessee sells
its oil to an affiliate and the affiliate resells the oil in an armn’s length transaction before refining, the
value of the oil sold by the lessee will be based upon the gross proceeds from the affiliate’s resale.
The effect of this proposal is to create an irrebuttable presumption that the lessee's selling price does
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not represent the valuce of the product. Even if the proposed definition of affiliatc were reasonablc,
this presumption is not.

A Existing Law (Netback Only As a Last Resort)

Even if two entities are affiliates in fact (i.e., one entity effectively controls the other), the
law has never presumed that ordinary commercial transactions between the two are not arm’s-length.
As stated in 18A Am.Jur.2d Corporations Section 798:

In transactions between a parent or controlling corporation and a subsidiary or affiliated
corporation involving the purchase or sale of products or services by the former from the
latter, the critical factor is the fairness of the challenged transaction, and to determine
fairness, courts consider the market price of the goods sold if one is ascertainable, whether
the corporation received full value in all the commodities purchased, the extent of dominance
by the controlling corporation, who initiated the complained of transactions, and more
generally whether reasonable and disinterested directors would have assented to the
transactions.

Thus, for example, in Gootesman v. General Motors Corp., 279 F.Supp. 361, remanded on
other grounds, 414 F.2d 956 (2nd Cir. 1969}, on remand, 310 F.Supp. 1257 (S.D. N.Y. 1970), aff'd
436 F.2d 1205 (2nd Cir. 1971), cert. den. 403 U.S. 911, 29 L.Ed. 2d 689, 91 S.Ct. 2208 (1971), reh.
den. 404 U.S. 876, 30 L.Ed.2d 125, 92 S.Ct. 29 (1971), a derivative action by minority stockholders
of General Motors Corporation against E. 1. du Pont de Nemours & Company, the claim was made
that by reason of du Pont's 23% stock interest in GM, du Pont dominated and controlled GM in the
purchase of du Pont products. The issues in the case were whether du Pont controlled GM to the
extent that it (1) entrenched itself as the primary supplier to GM of automotive fabrics and finishes,
(i1) insulated the GM market from free competition in these products, and (iii) as the result of such
activity, caused injury to GM. Id. at 363. The Court found that du Pont's ownership of 23% of
GM's stock gave it the power to control GM because of the unrelated ownership of the balance of
the shares (i e, ownership of the remaining shares were widely scattered). Id. at 368. Note, in
contrast to MMS' proposed irrebuttable presumption of ownership at as little as 10%, that
the Court made a specific finding of fact on the question of controel rather than basing its
holding on any presumption of control above a certain percentage of ownership.

However, the Court did not jump from the fact that du Pont had the power to control GM to
the conclusion that this power had been improperly exercised. Instead, the Court examined the
evidence to determine whether du Pont directed the purchasing practices of GM and concluded from
an examination of the operational structure of GM that such direction would have been difficult and
in fact did not exist. Id. at 370. This was because of the decentralization of authority at GM in the
field of operations. General managers of each independent operating division had the authority and
responsibility of a chief executive of an independent corporation and were judged by the results
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achieved. It is submitted that affiliates are even more likely to be judged by results achieved
than divisions of a single entity.

In response to a claim that du Pont had a fiduciary duty to GM by virtue of the membership
of its designees on the Executive Committee and Policy Committee of GM, the Court concluded that

it did not need to decide whether that was enough to impose a fiduciary duty on du Pont because,
in any event, any such duty had not been breached. The Court found:

The business relationships growing out of the sale of automotive fabrics and finishes by du
Pont to General Motors were completely unrelated to the stock interest that du Pont held in
General Motors. These sales and purchases resulted from arm's length transactions under
competitive conditions. The prices paid by General Motors were market place prices. The
quality of the products and the service that was furnished with the products were equal to if
not better than what was available in the market place.

Id. at 384-5. Nowhere in this decision did the Court presume an improper exercise of control. It
examined the facts of the case to reach its conclusions.

A similar methodology has been used by the courts to evaluate other types of transactions
between affiliated entities. See, Spach v. Brant, 309 F.2d 886 (C.a. Fla. 1962) (test of validity of
transaction between stockholder and corporation, giving proper consideration to all surrounding
circumstances, is whether transaction has earmarks of arm’s length bargain); Stearns Magnetic Mfg.
Co. v. Commissioner of Int. Rev,, 208 F.2d 849 (7th Cir. 1954) (an agreement between a corporation
and its sole stockholder is valid if the arrangement is fair and reasonable judged by standards of a
transaction entered into by parties dealing at arm’s length); Holahan v. Henderson, 277 F.Supp. 890
(D.C. La. 1967) (essence of test for detenmining validity of transaction between corporation and its
sole owner is whether or not, under circumstances, the transaction carries the earmarks of an arm’s
length bargain}; In re Kentucky Truck Sales, Inc., 52 B.R. 797 (Bkrtcy. Ky. 1985) (transaction
between controlling shareholder and corporation is always subject to close scrutiny, but it is not per
se invalid; if terms are basically fair, then the effects of that transaction are the same as if they
occurred between any two unrelated parties)

Similarly, in the context of sales of production by a fee lessee to an affiliate, the case law
shows that there is no presumption of unfairness in the selling price. No case has been found in
which the mere existence of a sale to an affiliate constituted a per se breach of the express or implied
marketing covenants in a fee lease.? Nor should there be any such case. As so clearly explained in

One court has made a statement in dicta which suggests otherwise. In Tara Petroleum
Corp. v. Hughey, 630 P.2d 1269 (Okla. 1981), in response to a claim that the lessee and
the gas purchaser were related entities, the Court stated, "Courts should take care not to
allow lessors to he deprived or defrauded of their royalties by their lessees entering into
illusory or collusive assignments or gas purchase contracts. Whenever a lessee or
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one of the earliest implied covenant cases, Brewster v. Lanyon Zinc Co,, 140 F. 801 (8th Cir. 1905),
what is required by the implied covenant to market must be determined from all of the factual
circumstances and pertinent business practices. Similarly, whether market value (under a market
vatue type of gas royalty clause) or a fair and reasonable price (under a proceeds type of gas royalty

clause) has been obtained, is also a question of fact. Piney Woods Country Life School v. Shell Qil
Co., 726 F.2d 225 (5th Cir. 1984).

Thus, for example, in Parker vs. TXQ), 716 S.W.2d 644 (Tex. App. 1986), a case involving
the salc of gas produced by Texas Qil & Gas Corporation ("TX0O") to its subsidiary, the Court did
not presumne that the selling price was unfair even though, eventually, Delhi installed compressors
to better deliver the gas from the wells into Delhi's pipeline system and began to charge TXO 5%
of the gross proceeds resulting from the sale of the gas as a compression fee. Although the evidence
was that the Delhi contract price was the maximum legal rate for the gas, less the 5% compression
charge, whereas other purchasers in the area were paying the maximum legal rate without any
deductions, the trial court ruled in favor of TXO. This ruling was sustained on appeal under the
reasonably prudent operator standard. The Appellate Court reviewed the testimony regarding the
reasons for the sale to Delhi. The testimony established that the sale to Delhi was arranged in haste
because of drainage of the field by the other operator's well, that other potential markets were
considered but Delhi was chosen partly because of its reputation for being capable of handling large
amounts of gas, that TXO did not concern itself with Delhi's possible profit or loss on a well, that
other unaffiliated sellers were accepting terms similar to those which Delht offered, that Delhi
bought more gas from others than from TXO (a fact also true in many sales of federal lease
production to affiliates) under similar contract terms, that the compression term was viewed by
TXO as a means to increase production, and that the compression term was a standard contract term
offered by Delhi to all producers. The Appellate Court of Appeals concluded that there was
sufficient evidence in the record to support the finding of the trial court that TXO acted in good faith,
and as a reasonably prudent operator.

The royalty owners also argued that the trial court shouid have pierced the corporate veils
of TXO and Delhi and concluded that the sale of gas to Delhi was a sham transaction. The Court
of Appcals disagreed, stating that while there was evidence that the corporations involved had some

assignee 1s paying royalty on one price, but on resale a related entity is obtaining a higher
price, the lessors are entitled to their royalty share of the higher price. The key is
common control of the two entities.” Id. at 1275. Although the use of the word
"whenever" suggests an absolute rule, the statement as a whole shows a concern for
illusory or collusive gas purchase contracts. If a lessee makes a sale at the wellhead to an
affiliate at a price which is the same as the lessee would have received in an arm's-length
transaction, that is not an illusory or collusive sale. There is no reason to believe that
courts in Oklahoma would hold otherwise. See, Craig v. Champlin, 435 F.2d 933 (10th
Cir. 1971) (applying Oklahoma law).
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of the same directors, there was no evidence that Texas Qil and Gas treated Delhi as anything but
an independent company.

This case illustrates that the mere existence of an affiliate in a transaction should not be
considered a per se breach of the express or implied covenants of a lease and that the question of
whether a breach has occurred should be determined applying the same principles as with arm's
length sales, i.e., by considering the facts and circumstances of the case and what a reasonably
prudent operator in the lessee'’s shoes would have done to market the gas.

There have also been several cases involving sales at the welthead where affiliates provided
downstream services (gathering or processing) and courts have allowed the lessees to pay royalties
on their wellhead sales price. In each of thesc cascs, the Courts examined the reasonableness of the
charges of the affiliates rather than presuming unfairness. See, for example, Craig v. Champlin
Petroleum Co., 435 F.2d 933 (10th Cir. 1971) (involving a joint venture to construct a gasoline plant;
Champlin was a 51% owner and the operator of the plant); Kretni Development Co. v. Consolidated
Qil Corporation, 74 F.2d 497 (10th Cir. 1934) (holding that the sales price represented the market
value in the field and that the lessors were not entitled to any portion of the transportation charges
received by the lessee from its 50% ownership in transportation facilities connecting its field to the
facilities of its wellhead purchaser); and Barby v. Cabot Corporation, 465 F.2d 11 (10th Cir. 1972)
(holding that the lessors were not entitled to share in the proceeds from the lessee's sale of liquids
less reasonable processing costs where the lessee sold gas at the well in an arm's-length transaction
but reserved and exercised an option to process the gas).

These cases also illustrate the principle that the duty to obtain the highest price obtainable
by the exercise of reasonable effort (a standard statement of the implied covenant to market) does
not require the lessee to sell gas to a more profitable downstream market when there is a market at
the well.

Finally, until the proposed oil valuation regulations, it has never been the practice with
federal lessees to presume by virtue of a sale to an affiliate that the sales price does not represent the
reasonable value of the production. To the contrary, even before the 1988 Valuation Regulations
were adopted, the selling price in a transaction between affiliated companies could be used as the
royalty value if it was comparable to the price negotiated between nonaffiliated parties of adverse
economic interests. Getty Qil Co., 51 IBLA 47 (Oct. 31, 1980) (a contract, if thc samc as others with
unrelated parties, will be treated as establishing fair market value). See also, PanEastern
Exploration Co., GS§-156-0&G (Mar. 10, 1980) (where it is determined that the price of gas sold by
a wholly owned subsidiary to the parent company was arrived at in an arm’s-length manner, the price
should have been accepted for royalty computation purposes); Gas Producing Enterprises. Inc., GS-
174-0&G (Mar. 16, 1981) (a contract for the sale of gas between a seller lessee company and a
purchaser who owns controlling interest in the seller will be treated as establishing a fair market
value if the contract is the same as others with unrelated parties).
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Where the selling price is not comparable to other arm's-length transactions, the practice has
still never been to jump immediately to the affiliates resale price to value production. Instead, value
based upon comparable sales are used. For example, in the case of Transco Exploration Co., 110
IBLA 282, 96 1.D. 367 (1989), GFS (OCS) 144 (1989), Transco Exploration Co., a 15% working
interest owner in a federal lease, entered into a gas sales contract with its interstate pipeline affiliate,
Transcontinental Gas Pipeline Corporation. The original contract entered into in 1977 was held to
represent fair market value because it resulted in a price reflective of the other contracts entered into
at that time. Id. at 286, fn. 2. Specifically, it resulted in a price which was comparable to the prices
received by the other working interest owners in the lease.

At issue in the case was the voluntary action of Transco in reducing the price
Transcontinental had to pay for Transco's gas. This action was taken in responsc to the adverse
market conditions Transcontinental was experiencing in the early 1980s which were common to
many interstate pipelines. The other working interest owners in the lease refused to voluntarily
reduce their prices. Instead, through annual pnice redetermination and quarterly price escalations,
they renegotiated and obtained higher prices during the period.

The Director of the MMS determined that the prices which were received by Enstar, a 45%
working interest owner in the lease, represented the reasonable value of production under the
applicable regulations. The IBLA agreed in a lengthy decision which contrasted the actions of
Enstar in its arm's-length dealings with Transcontinental with those of Transco in virtually identical
situations. Nowhere in this lengthy decision was there any suggestion that the gross proceeds
received by Transcontinental on resale were relevant to the inquiry.

B. Proposed Rule (Netback As The Only Resort)

Notwithstanding the foregoing overwhelming weight of authority, the MMS is now
proposing the netback method as the only allowable valuation method when oil is not sold in an
arm's-length sale prior to refining. The effect of the proposal is to create an irrebuttable presumption
that the lessee's selling price does not represent the value of the product at the lease and that the only
way to determine such value is through the netback methodology. This is not reasonahle. Outside
this proposal, the view of the courts has been that only if there are no comparable sales or a current
market price, must the courts look to other factors to establish market value at the well. In this
situation, the workback or netback method may be used.

The netback method has historically been reserved to the method of last resort because it is
more difficult to apply. In Ashland Qil, Inc. v, Phillips Petroleum Co., 554 F.2d 381, 387 (10th Cir.
1975) the Court stated that "the comparable sales-current market price is by far the preferable
method when it can be used" and that the netback or "work-back" valuation method "is more difficult
to apply.” Similarly, the MMS has previously characterized that the routine use of a net-back
analysis was impractical and labor-intensive. Preamble to the 1988 Valuation Regulations, 53 FR
1184, 1201, 1203. Nevertheless, the MMS is now proposing that methodology in §102(a)(2) to
value production sold or transferred to an affiliate and resold by the affiliate under an arm's-length
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contract. (MMS is aiso proposing that methodology in §103(b)(2) - the second valuation benchmark
for the Rocky Mountain Area).

V. Calculating a Netback Value {What's in a Name?)

Under the netback method, a point is selected where there is an established price and the
value added between the lease and the selected point is subtracted in order to determine the value
at the lease. See generally, Ashland at 387. The object of the netback valuation method is to arrive
at the same value at the wellhead as if the lessor had taken its share of production in kind or the
lessee had sold the production at the lease in an arm's-length sale. This purpose has been recognized
in the context of valuation of production for federal lessees as previously discussed in Section I of
these comments.

A. Proposed Section 102

In the proposed oil valuation regulations, the MMS is proposing to depart from the principle
that it is not entitled to any of the profits of downstream activities. For oil valued based upon the
gross proceeds in the first arm’s-length sale prior to refining, the only allowed deduction is the
reasonable, actual costs to transport oil from the lease to that point of sale. Proposed §109(a). This
means that if two working interest owners in a federal lease sell their share of oil production at the
lease for the same selling price, but one sells to an affiliated midstream marketer and the other sells
to an independent marketer, such as Scurlock Permian Corporation, there will be a significant
difference in the value on which royalties will be owed.

Scurlock Permian Corporation will calculate the price it is willing to pay based upon all of
the costs of its midstream marketing husiness, not just transportation, and will also inctude a profit
for itself. The working interest owner selling to Scurlock Permian Corporation will be able to value
its oil production for royalty purposes based upon its gross proceeds from Scurlock Permian
Corporation. The working interest owner selling to its affiliate in the midstream marketing business
will have to start with its affiliate’s arm’s-length resale price and will only be able to subtract
transportation costs to the point of resale. This result is unreasonable and discriminatory.

If the proposed regulations are adopted, it will be the rule rather than the exception that oil
production from a particular federal lease will have to be valued based upon an affiliate's arm's-
length resales of many times the quantity of that purchased from the lease. It is the common practice
in the midstream marketing business for the marketer, prior to making any resales, to aggregate and
commingle oil production from leases (federal. fee, state and Indian) covering wide geographic areas
(multiple states would not be uncommon) with such production typically varying in price, duration,
terms, quality, volume and other factors. Under the proposed rule, royalties would in effect be
payable on the "weighted average value" of the commingled production, not on the value of the oil
purchased at a particular federal lease.
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B. Proposed Section 103

For oil which is not sold in an arm’s-length transaction by the lessee or an affiliate prior to
refining, value must be based upon the index pricing in section 103 of the proposed regulations (with
certain exceptions for Rocky Mountain production). Against such index pricing, the MMS is only
proposing to allow a deduction for certain location and quality differentials and certain transportation
costs. See proposed §§ 112 and 113. Again, these deductions are insufficient to cover all of the
value added by midstream marketers which is reflected in the index prices. Furthermore, the
differentials between various locations are in constant flux, thus assuring that the location/quality
differentials determined by MMS based upon the weighted average reported differentials for a
previous reporting year will never accurately reflect the current market. Therefore, this is
unreasonable and discriminates against lessees who deal with affiliates.

C. When "Marketing" ctibl er the Mineral Leasi AWS

The royalty payment obligations of a federal lessee do not justify these proposed rules. As
described in detail above, the activities of the companies who purchase oil at the nearest available
market are very different from those of producers. While those purchasers perform midstream
marketing services for the oil and gas industry, the “marketing” which they perform is not the duty
of any federal lessee. The midstream marketing business is an entirely separate business.

That the midstream marketing business is a separate business from the E&P business is most
dramatically illustrated by the fact that producers who sell their production at the wellhead in an
arm’s-length transaction are not required to add to the selling price any of the costs of their
purchaser’s mid-stream marketing business. If the purchaser were performing a service which was
part of the federal lessee's obligations, the producer would have to add the costs of such service to
its selling price. Exxon Co.v. U.S.A., 121 IBLA 234, 247 (1991). Thus, although the activities of
midstream marketers are called “marketing,” the costs of such activities must be fully deductible in
order to arrive at a value at the wellhead.

It is improper to attempt to fit the activities of midstream marketers into the historical labels
of deductible “transportation” or nondeductible “marketing.” These labels have been sufticient
under the current and prior regulations because the government has not previously attempted to
determine royalty value by starting with the resale price in the secondary or midstream market or
MMS-selected index points. Where the only issue was how to determine value at the wellhead when
there was no market at the wellhead and the lessee had to transport its crude oil to the nearest market,
allowing a deduction for the costs of transportation (including a return on investment) was sufficient
to calculate a wellhead price. No midstream marketing activities were occurring in such a situation.
The netback price calculated by taking the sale price in the nearest market and subtracting
transportation costs was, in that situation, equivalent or reasonably equivalent to the price the lessee
would have received had there been a market at the well. In that situation, it was also equivalent or
reasonably equivalent to the value the government would have realized had it taken its oil in kind
at the lease.
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However, under the proposed oil valuation rcgulations, thc MMS is now proposing to start
its netback calculation with the resale price in the secondary or midstream market under section
102(a)(2) or with MMS-selected index prices under section 103. The MMS cannot simply assume
that the only value added in the section 102 situation 1s “transportation” or that the MMS-proposed
location and quality differentials plus authorized transportation allowances capture all of the value
added in the section 103 situation. In order for the MMS' proposed regulations to be lawful under
the mineral leasing statutes, the MMS must allow a deduction for all of the costs involved in the
midstream marketing business and for a profit in that business (for section 102 transactions) and for
all of the value added reflected in the MMS-selected index prices (for section 103 transactions) even
though such activities are called "marketing.” That is the only way to achieve equivalency or
reasonable equivalency.

Again, the government is only entitled to a royalty in amount or value of the production at
the lease. It is not entitled to a royalty on any value which the product realizes away from the lease.
The only way to Limit the royalties to what the government is entitled to receive under the mineral
teasing laws is to allow a deduction for all of the value added by the midstream marketing business,
whether such value is reflected in an affiliate's arms-length resale price or in an MMS-selected index
price. See again, the discussion of the Petro-Lewis case in Section I of these comments.

VI What is the Effect of the Pr i i ions?
A. E 1V alt]

As explained in the prior section, the effect of the proposed oil valuation regulations is to
increase the value of oil for royalty purposes in those situations where the lessee does not sell the
oil in an arm’s length transaction. This increase in value is the resuit of :

1. Basing royalty value on either (i) an affiliate’s gross proceeds from the arm’s-length
resale of the oil in the secondary or midstream market, or (ii) specified indices where
the oil is not sold in an arm’s-length sale before refining, and

2. Not allowing a deduction for all of the costs of the aggregation and other value
activities which occur between the lease and the proposed starting points for a
netback calculation.

That this is unreasonable is evidenced by that fact that if the lessee sold its oil production at the
lease in an arm’s-length transaction, its sales price would reflect a deduction for all of the costs of
its purchaser’s midstream marketing business and a profit as well. The proposed oil valuation
regulations are thus unreasonable.
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B. Discriminatory Royalties

Additionally, because the proposed oil valuation regulations will result in more royalties
being paid by federal lessees who sell their production to an affiliate than the lessecs who scll
identical production in arms-length transactions at the lease, the proposed oil valuation regulations
are improperly discriminatory. This situation appears to be similar to the situation addressed by
the IBLA decision in Shell Western E&P, Inc., 112 IBLA 394, 399, GFS(0O&G) 5 (1990), which
involved the issue of whether Federal and state income taxes could be deducted as part of the
actual costs of transportation incurred by a lessee for transportation of CO2 by its affiliate. The
MMS took the position that they could not. The IBLA disagreed on the grounds that the MMS
was arbitrarily and without justification imposing a penalty on lessees who are affiliates of pipeline
owners because the MMS allowed the deduction of Federal and state income taxes as
transportation costs for the lessees who were not affiliated with the pipeline owners.

This potential for discrimination was recognized by the MMS in connection with the current
valuation regulations. In the preamble to the 1988 Valuation Regulations, the MMS responded to
an industry comment that "the prioritized benchmark system 'imposes a prejudicial valuation on an
affiliated lessee’ because a nonaffiliate receiving the same price as an affiliate would pay on actual
proceeds received, whereas the affiliate may have to pay a higher royalty under, for example,
benchmark 206.102(c)(2)." 53 FR 1184, 1202. The MMS responded that, "[t]he situation described
could occur." Id. However, the MMS was not concerned about that potential under the 1988
Valuation Regulations. The MMS stated, "[hjowever, MMS believes that, generaily, posted prices
for like-quality oil in the same field or area will be comparable. Thus, there likely will be little or
no disparity in the values in most situations." Id. As discussed above, the same cannot be said for
the proposed oil valuation regulations. The proposed regulations guarantee that there will be
disparity in value in most situations.

C. Rovalties on Val ther Leas

Because it is the exception, rather than the rule, that an affiliate will resell the lessee's oil
production from a federal lease without commingling that production with other oil from other
leases, proposed section 102(a)}(2) will result in royalties being paid on a weighted average value
of the commingled production rather than the value of the oil from the federal lease. This is the
same result when value is determined starting with an MMS-selected index price under section 103.

D. X i i ot

In the preamble to the proposed oil valuation regulations, the MMS stated that if a lessee
could demonstrate to MMS' satisfaction that the section 103 benchmarks for valuation of production
from lcases in the Rocky Mountain Area result in an "unreasonable value" as a result of
circumstances regarding that production, the MMS Director could establish an alternative valuation
method. However, the MMS proposed this as the last alternative "to be used only in very limited
and highly unusual circumstances.” 63 Fed. Reg. 6119 (Feb. 6, 1998). Similarly, the proposed oil
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valuation regulations provide that a lessee may apply to the MMS Director for approval to use a
value representing the market at the lessee's or its affiliate's refinery if it believes that use of the
index price is unreasonable. §206.103(e). There is similar authority to a transportation allowance
in excess of the limitations in the proposed rules or 10 propose a cost allocation method, Section
109(c)(2), section 110 (b)(2).

These provisions are not sufficient to overcome the problems with the proposed oil valuation
regulations identified above. These problems apply across the board to all producers who do not
make arm's-length sales prior to refining. These problems are not the exception but the rule.
Therefore, authority to provide for approval to use alternative values in certain situations will not
address ali of the other situations adversely and unfairly impacted by the proposed rules.

VII.  Conclusions

The govemnment is only entitled to the amount or value of its sharc of production at the lease.
It is not entitled to more than its share of production would bring if it took that share in kind at the
lease. Whether or not the government desires to actually take its royalty share in kind, lawful oil
valuation regulations must limit the value of crude oil to the value at the lease which the government
could have realized had it taken its royalty share in kind and sold it at the lease. If the government
wants royalties on more than that value, it can take its royalty share in kind and become involved
in the midstream marketing business or contract with entities in that business. The proposed oil
valuation regulations are designed to establish a royalty value much higher than the equivalent take-
in-kind value at the lease in all situations where oil is not sold by the lessee in an arm’s-length
transaction. The irrebuttable presumption of control from ownership of as little as 10%, the
irrebuttable presumption that the selling price in a non-arm’s length transaction does not represent
the value of the oil, the irrebuttable presumption that only the netback methadology, starting with
an affiliate's arms-length resale or index prices, can be used to determine value at the lease, and the
disallowance of all of the costs associated with the value added by midstream marketing activities
beyond the lease causes the proposed oil valuation regulations to be arbitrary, capricious, an abuse
of discretion and not in accordance with the mineral leasing laws.

DcB132
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OFERALING REGULATIONS TO GOVERN THE PRODUCTION
OF OIL AND GAS UNDER THE ACT OF FEBRUARY 2, .14
THE ACT OF JUNE 4, 1920; THE ACT OF MARCH 4, 1923; A.
UNDER SPECIAL AGREEMENT BY THE UNITED STATES ' ‘,,ﬁ,, i

INTRODUCTION
DEFINITIONS

here given:

Swporvisor—An agent appointed by and with the power to act for the
Sacretary of the Interior under the direetion of the Direetor of the United
States Geological Survey, in superviring all nperations under theee regulations
within the district to which he is asaigned.

Represeniative, local represeniaiive—Any employee of the Depertment of
the Interior who is designated by s supervisor to act for him i any specified
part or ail of the supervisor's distriet.
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. the ganetal leasing act of February 2, 1990 (41 Biat. 437), the naval appro-
priation act of Jumg 4, 1900 (41 Stai &12, §18), or the aet of March 4, 1028
(4@ Stat. 1448), or under speainl agresment by the United States.... .., . . -
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left to the supervisor. Where they are adaptable, the snggestions for efcient
operating discussed fn Manual for Ofl and Gas Operations (Bureau of Mines
Bulletin 282) will form the basis of the department’s policy snd requirements.
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other mineral depoeits, Injury to life or property. sr economic waste: and
to issve, in accordance with th§!prDyisieus! & the lease and these regulations,
sch necessary ingtructioma to la-ee- as wﬂl atl'ectlvely prevent such waste

or damage.
! (2) To make reports to the Director of the (Janlogical Survey as to the
ba,. . EBARSHTOOMENtIom of the leased: propsety and the wwmner tm which opara-
3 tions are belng conducted and the departmenta] orders are beitg chaped, and

. % submit from time ¢ time informatiop and retomtnendatiens for snfegmerd-
fo ummmmmmmmmm
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bis report and recommendation theredn, to the Director of the Geological Sur-
vey,“atd, pending action by’ the Becretary, to grant such temporaey: rellef as

2 he may deefn warranted if the premises, or (2) to teject such appilcation

subject to the right of appeal as provided in section 6 hereof.

(k) To require, by written notice, immediate saspension of any operation or

] practics contrary to the requirements of these reguixtions or to the w—itten

; orders of the supervisor or his representative until the letsee shall have com-
plled with such requirements or orders.
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Jununry 20, 1931,

ORDER NO, 482.

Section 1(h) of the Uperating Regulations to Govern
the Production of 0il ari Gas under the Act of February
25, 1920 (41 Stat. 437,; it o7 June 4, 1920 (41 Stat,
812); and Act of March 4, 1923 (42 Stat, 1448); and under
special agreement by the United States, revised and ap-
proved July 1, 1926 (52 r. 1, 1), is dereby amended to !
read as follows:.

(2} To compile records of productiion and deter-
mine the amount and value of Toyalty, to estimate
drainage ang comoute losses to the United States
resulting therefrom, and to estimate the amount
and value of natural gas wasted. The supervisor
shall order payment to the United States by means
of a statement rendered montily to each lsgsee or
hig representative showing for his lease the asount
of oil, gas, and natural gas gasoline produged and
the amount due the Unite ™ “tates ag royalty; the

losses by reason of estimated dratnage amd the com-

¢ pensation due tas Unived Stetes ag reimbursement:
and, except ag to .y dlgzesal of natural gas that
shall have been deteimined ty the Secretary of the
Intorior to Ve sanctlozed oy tha laws of the United
States and of ths State in which it ocours, the
anount and figll. : priasat
o less than sf&%‘ b (" of P oullc feet qtﬁ
ural gas mt.lg&aﬂm reloase, or. s

Sthefrige. Statamen

ts so remdered

to the at¥, or

®
PAY LTMAN VTL3UR,
S.cretary, ; ‘l
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(3) To recelve ahd trawsmit promptly to the Director of the Geological
Survey, fur review by the Secretary of the Interivr, alt appeais frola his
written orders, together with his report in the premises. (See sec, 6.}

SECTION 2. REQUIREMENTS FOR LESSEES (INCLUDING
PERMITTEES)

(a) The lessee shall conform to the terms of the lease or permit and regu-
latlons and to the written instrictions of the supervisor or his representatives
and shall take precautions to prevent waste of oll or gas, damage to forma-
tions or deposits bearing ofl, gas. or water or to coal measures or other micerak
deposits. injizey o life or property. or economic waste.

(b) The lessee shall designate in writing the name nnd post-office address
of a local or resldent representative for each permit or lease, on whom the
supervisor or other authorized representative of the Department of the In-
terlor may serve notice or with whom he may otherwise communicate in
securing compliance with these regulations. The resident representative of
the lessee xhall e designated before driiling or other operatlons are begun.

It said (esiznated local or resident representative =hall at any time be in-
capacitated for duty or absent from his designated address, the lessee sball
designate in writlog a substitute to serve In his stead, and in the zbsence of
such representative or of written notice of the appolntment of a substitute,
any employee of the lessee who is on the leased premises or the contractor or
other person in charge of operations shall pe coneidered the representative of
the lessee for the service of written orders or notices as herein provided, and
service in person or by ordioary mall upom any such employee, contractor, or
other persen shall be deemed service upon the lessee. All changes of address
of the designated representative shall be immediately reported, in writing, to the
supervisor or hig local representative.

(o7 The leasee shall not drill any wa. - within 200 feet of any of the outer
boundaries of the land covered by . permit or lease except as may be necessary
to protect himself against offset welly on lands the title to which i not beld

by the United States of America, and then only on consent first had in writing

from the supervisor or his representative.

(d) The lessee shall not begin to drili, redrill, maks water-shut-off or for-
mation test. deepen, shoot. plug, or abandon any well, or alter the casing in it
without first notifying the supervisor or hls representative of his plan or
intention and receiving approval prior to commencing the coxmnnht.ed wik,

(¢). The lessee shall permenently mark all rigs or wells Is,
place with his name or the pame of the actual aperater lnd nu-bn or
designativs of the well, and shall take all mecessary meana anl pmmcantions o
preserve these markings. Abandoned wells shall ba marked with a parma-
pant monument which shall consist of & plece of pipe not lees than 4 inches ir
diametar and not less than 10 feet in length, of which 4 feet shall be ahove
the ground level, the remainder being embedded In cement. mmmw
capped with a screw cap.

(/) The .easee shall keep on the leased premises or at his headquarters in
the field accurate records of the drilling, redrilling, deepening, plugging, or
abandoning of all wells and of all alterations to casing, the records to show all
the formations penetrated. the content of ofl, gas, or water (and if water, lts
charscter) in each formation, and the kinds. weights, landed depths, and sizes
of casings used in drilllng the wells. He shall furnish such characteristic
samples of each formation penetrated as may be requested by the supervisor or
his representative, Within 15 days after the completion of any well and

f
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Amendment to Section Z(m)

September 1i, 1929, thoe Acting Secretary
» Interior amended Section 2(m)} of the Regu-
3 4y adding thereto the following:

e supervisor is empowered to authorize &
fnreascnable deduction, before the royalty
Bt s computed, on account of the cost af put-
ing natural eas into marketable condition
by special methods .f treatment, such
EBhethods of treatment to be approved by the
pervisor before operations are commenced.
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¢

within 15 days after the completion of any further operations on it the lessee

! shali traosmit to the supervisor or his local representative coples of these

records on prescribed forms (see sec. § of these regulatione) furnished by the

e supervisor. The lessee shall alsc submit such other reports and records of

operations as may be required_)ln the manner and form prescribed by the
supervisor, (Bee sec. 5.) .

- (¢) In drilling in * wildeat” territory or in a gas or ofl fleld where high

' pressures are lkely to exist the lessee shall take all proper precantions neces

sary for bringing the well under control at any time and shail provide at the

time the well ls started the proper high-pressure fittings and equipment re-

® q quired for such work. Good-practice under such conditlons requires that the
; conductor etring of casing be cemented around the caslog shoe.
Ll {A) When drilling with cable tools, the lessee shall provide at least ope

properly prepared slush pit, inte which he must depos]l mud snd curtiags from
clay or shale free of sand that wili be smitable for the mudding of a well, ex-
cept when he Is drilling {in & proved area where it is known that such pre-
cautions are unnecessary. When required, a second pit must be provided for

. sand pumpings and other material extracted from the well during the process
of drilling that are not snitable for mudding. -

(¢} When drilling with rotary toola. the '~ssee shall provide when required
by the supervisor or his representative an auxiliary mud pit of suitable capac-
ity in which ke can maintaln a supply of extra beavy mud for emergency
use in case of blow-outs or lost circulation. When required, surplus mud and
cuttings shall be confined in suitable pits.

(4) The lessee, by methods approved by the supervisor or his local repre-
sentative, shall effecinally shut off and exclude all water from any oil or gas
bearing stratum apd shall make a casing and water shut-off test before sus-
pending drilling operations or completing the well aud driliing into the ofl or
gas sand,

The lessee shall also effectuaily test for commercial productivity all for-
mations that glve evidence of carrying oll or gas. rhe test to he made in a
manner approved in advance by the supervisor or his local reprosentative.
Unless otherwise specifically approved by the supervisor or his representa-
tive, formation tests shall be made at the tume the formations are penetrated
and in the absence of excessive back pressure from a column of water or

mad flaid.
{k) The lessce shall not deepen an of! r gas well for the purpose of

predneing oil or gas from a deeper stratnm unless the upper productive strata
are properly protected. '

® (i) The lessee shall prevent any ofl or gas well from blowing open and
shall take immediate steps ang exercise due dil'igence to bring under controt
any “ wild ** or burning olf ar gis well or water woll.

(m) The lessee shail sperste his wells in such manner as to elimipate,

80 far as pessible, the formation of emulsion, or socatled B. 8. If the for-
mation of smulston, or B. &, ¢can not be avolded and the oll can not be recovered
from the smulsion by usasl methods of treatment, the lessce shall treat tha
oll to put it into & marketable condition if it can be recovered at a profit. The

® supervisor iz empowered to authorize a deductlon, before the royalty s com-
puted, on account of the cost of putting the oil into marketable condition by
such unusual methods, In order to encourage the conservation of oil and oil
products. To avold excessive losses from evaporation or “ burning the oil.” the
lessee shall not heat emulsified oil for the purpose of vreaking down emulsions
to temperatures above the minimum temperature required to put the oil inte
marketable condition,
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pn RN and salt water from Gioks or welis shall ma be slowed 1o pollute

streams or datinre the surface of adjoining land.  1f the B, X can uot be

treated or burned aml the volume of salt water Is Tou great (or disposal by
seepage and cvaporation. the lerssce sheulid consilt the supervior or his rep-
resentative regarding irs disposal and Qispose of it under some approved
method.

(o) All oi! run from lessed lauds shall be gauged according to methods
approved by the supervisor or his representative. The lessee shull provide tanks
suitable fur containing and accurately measuring the crude oil produced from
the wells and shall furnish to the supervisor or Lis represenrative at least
two acceptable copies of all tank fublex, The Jessee shall not. except during an
emergency and except by special permission of the = pervisor or his represent-
ative, confirmed in writing. permit oit (o be stored or retzined in esrthen
reservoirs or {n any other receptucles in which there may be undue waste of
uil by seepage or eviiporation,

(p) Before abandoning n well the lessee whall submit to the supervisor or
his representative a statement of reasons for abandonment and his detailed
plans for carrying on the work. tngether with duplicate copies of the log in
case it has not already been suomitted, and <ball proceed with the abandonment
only on receiving the written approval of the supervisor or his representative
and to the munner prescribed by such officinl. No producing oil or gas well
shall be abandoned unless it is demrnstrated that further operation is com-
mercially unprofitable.

{g) The lessee ahall pravent the waste of natural gas or its wasteful utiliza-
tion. The use of gas in lts natural state in engines, pumps, or similar equip-
ment whete its pressure ls the direct operating force is prohibited unless the
exhaust gas is conserved for use as fuel or unless specigl permission is ob-
tained from the anpervisor or his representative.

() The lessee shail exercise reasonable precaution in providing against ac-
cidents and-fires and shall make a full report te the supervisor of all accidents
or fires on the leased premises.

(s) The lessee shall flle with the Secretary ¢. the Interior, through the
supervisor or his representative, triplicate signed coples of contracts for the
disposition of oil, ‘natural gas, and natural-gas gasoline produced, except that
portion used for prodv rtion purposes on the land leased, and in the event that
the United States shall e'ect to take its royaities in money instead of in oil
or gas or gasoline, he aL..ll not sell or otherwise dispose of the products of
the land leased except in accordance with the sales contract or other method

first approved by the Secretary of the Interlor.

{f) The lessee desiring reHlef from any A¥iMng br prodecing requirésient
under & lease ahall file, in duplicate, with the supervisor or his representative '

an apptication therefor, including a full statement of the circumstances that
in his opinfor render relief necessary or desirable.

(%) The lessee must immediately obey all orders intended to carry out the
teyms and spirit of these regunlations, whether they are issned directly by ths

supervisor or through his representative. Bubjects of controversy may be

settled in conference between the lessee and the supervisor or his representa-
tive. but the supervisor or his representative shall have fing]l authority subject
to the right of appeal as provided in section 6 hereof.

SECTION 3. OIL ROYALTIES
fa) Royalties payable In value shall be paid to the Reglster of the United
States Land Office for the distriet in which the leased land is situated. Rey-
aities shall he due and payable on or before the 15th of each calendar month
for all oil produced during the preceding calendar month.
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If the Government elects to take its royalties in kind. the los<ee shall furnish
storage for such royalty oil free of eliarge tor 30 Jduvs: after rhe end of the eal-
endar month in which the ofl is produced.  The oil is to be storel on the leased
premlses ur at such place as the supervisor or hls representative and the lessee
may mutually agree upon.

(b) The sliding-scale royalties are based on th= avermage Jaily prodoction
per well. Ordinarily the average dally production per weli for a lease is
computed on the basis of a 28, 29, 30, or 31 day month (a3 the case may be)
and the number of wells on the lease counted as producing. (Tables for com-
puting royalty on the sliding-scale basls may be obtained upon application to
the supervisor or his representative,) The supervisor will determine the
number of producing wells for computing royalties in accordance with the

following cmses:

Casx I. On a previously preducing leasehold, count as produclng wells for
every day of the month each previously producing well that produced for 13
days or more during the month and disregard tlse that produced for less.
than 15 days during the month.

Casz II, When the initial production of a leusehold is made during ihe
calendar month. compute royalty ou the hasix of producing well days.

Casr FHII. When a new well or weils are brought in oe a previously produc
ing leaschold and produce for 10 days or more «during the calendar month
in which they are brought in, ¢ :: such new well or weils a3 peoducicg every
day of the month, in arriving at the number of producing weli days. Do
act count new weil or wells that produce for less than 10 days during the
calendar month.

Gask IV. Consider “head weils ™ that ruake their best production by inter-
mittent pumping or flowing as producing every day of the montk, provided
they are regulariy operated in this manner.

Casg V. On a previously producing lease where no old well or wells pro-
duced for 13 days or more, compute royalty on & basis of actual producing
well days.

Casm VI. On a previously producing lease where no wells were producing
during the calendar month, but oll was shipped during the month, compute
the royalty at the same royally percentage as that of the last preceding
calendar month in which production and shipments were normal.

Special cares not subject to dennitiom, such as those arising from averag-
Ing the production from two distinet sandé or horizons when the produc-
tion of one sand or horizon is relatively insigmificant as compared to that
of the other, shall be submitted to the supervisor.

In the following summary of operations rn a typical leasehotd for the month
of June, the wellg considered in computing royaity on the entire production
of the property for the month are indicaied:
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counted as predueing Toe e daye. Tl ronediy i teacnl o the total produe
tdon of the leaselialld for the mentl: tineluding the oif produaced by well
No. 4),

Government leases stipulate that the royalty shall be paid on the basis of
the actual production from the area leased As a rule the pipe-line runs
from a property closely appreximate the production from that property over
a period of months. Decnuse of the accurate gauging of clean (net) oil when
running to the pipe line, the department prefers, when, practicable, to compute
the rosalty on the basis of the monthly pipe-line runs from a leasehold rather
than on the basis «f the actual monihly productiun, but it reserves the rirht
o compute pogalty on o prodinetion basis. takine storage into acecount, when-
ever the supervisor or his representi.ive may =0 elect.

{¢) The lessee shail file with the supervisor or his representative the run
tickets for all oil run from leased lands except as special conditions may
juatify other arrangements approved by the supervisor.

SECTION 4. NATURAL GAS a.nD UASOLINE ROYALTIES
1) MEASUREMENT 0F NATURAL (a8

The term * natural gus " as used In theee regulations shall be interpreted
10 mean elther gas from gas wells or so-called “ casing-head gas ' or “ trapped
gas " produced by oil wells. The term “dry patural gas"” applies to natural
xus contalning so little gasoline that ita extraction ls not cially feasibl
or to natursl gaa from which gasoline has already been extracted.

All gas subject to royaity shall bs measured by meters (preferably of the
wrifice-meter type), approved by the supervisor or his representative and
installed at the expense of the lessoe at such places as may be agreed to by
the supervisor or his representative. The standard of pressure in all meesure-
ments of gas sold or subject to roysity shail be 10 ounces above an atmospheric
pressure of 144 pounds to the square inch, regardiess of the atmospherie
pressure at the poiut of mcasurement, and the standard of temperature shall
be 80 Fabrenheit. All measurements of gas shall be reduced by compuiation
to these standards, no matter what mey have been the pressure and tem-
perature at which the gas was actraiily measured. By reason of higher altl-
{udes in certain portions of the Rocky ‘fountain district the absolute pres-
gure of the fiowing gas in these fields shall be taken as the gauge pressure
plus the actual sverage atmospheric pressure existing at the points of meas-
urement, ia order to reduce equitably the quantity of gas to the Govermment
standard of 10 ounces above an atmospherie p of 144 p ds to the
rquare inch. Tables for thia correction have been computed for some of the
fleids situated at high altitudes. Information relative to these tables may be
obtained tireugh the supervisor or bis represestative,

() Pavugny oF BOYALTING

Natural gas and natural-gas gasoline royaltles that are payable in valne
shall be pald to the Register of the United States Land Office for the district
in which the leased land is situated. Royalties shall be due and payable on ot
before the 15th of each calendar month for all natural gas and natural-gas
gasoline produced during the preceding calendar month.

The royvaities on natural gas and natural-gas gasoline from permits and
leases under the act of February 25, 1920, the act of June 4, 1620, the act of
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March 3. 1923, and special aereemenr by the Tnired States. uniess otherwise
of specin’ dreement, stall be comeee] gs

specifieed fa the permir topse
stated in the rollowing paragraphs ¢ and o,

(¢} ROYALTIES oN Narrnarn €ay

The royaity on natural gas, whether gas from which the uatural-gas gaso-
iine has been axtracted or stherwige, shall be 1214 per cent of the value of the
ga8 &g fixed by the Secrstary of the Interlor where ‘e average production
per day for the calendar month s less than 3,000,000 cubje feef, and 163§ per
cent where the average dally production i3 3,000,000 cubic feet or more.

In the sale of dry natural gue thare is but one eommodity Involved, and on
it the Government coilects a royalty of 1214 per cent, or 1824 per cent, accord-
Ing to the average dally production. These royalties are due regaridless of
whether the gos i3 produced as dry gas or whether it iy the dry realdual gas

from a plant after natural-gas gasoline haue boen .- rioted.
In general, where natural gas is delivered or suld tor purposes of extracting

gasolire, two separate commodities are luvolved——the natural-gas gasoline znd
the dry residual gas. If, however, the lessee receives o higher price for such
nztural gas as a single commodity than the comblomd valie of the two com-
modities. the natural-gas gasoline and the ey residual zas, as fixed by the
Secretary of the Interior. the Government roxalty ~hall be computed on natural
gas alone and at the higher price received therefor by the lessee.

(d) RoYALTIES ON NATUBAL-GAS GASCLIN®

A royalty of 1834 per cent shall be pald on the vilue as fixed by the Secre-

tary of the Interior of one-third of all patural-gas gasoline extracted and sold
from the natural gma prodnoed on the Jensed land.

Natural-gas gaseline (also known ns casing-head gasoline) is a manufac-
tured product. The vaine of this product is contingent upon the value of the
raw material and the cost of 1ta manufacture, The Government does not wish
to collect rovaity on that part of the valuwe which is derived from the cost
of manufacturing inasmuch ax the Government's equity Is confined to the
value of the raw material involved. Iu computing royaity on natural-gas gaso-
line the value of the raw gasoline in rhe nuturat fas ax prokdneed 1 asenined
te be one-third the value ot the marketabie natnral-gas gasoline extracted from
such gas. the remaining two-thirda being ailowed to the lesxee for the cost of
manifacture. Thus the Government collects 162 per cent f one-third of the
market value as its roralty share of the naturrl-ga: gasoline prodneed (or in
effect one-eighteenth of the market value).

If the lessee derives revenue on n.tural gas from twe sources. from natugal-
gas gasoline and dry (residual) gas sold; the Government will normally col-
lect a royalty on the two products, Therefore. If there is a market for
the dry residwal-gas from the natural-gas gasoline plant. n royalty on this dry
gas as stipulated under Beddings (5) and (c¢) of this section maust be mid
to the Govery .

The presemt polley of the department is to allow the use of a reasonable
amount of dry gas for plant operstion. sublect to the advice and direction of
the supetviso# or hid representative. The department will attempt to arrive
at an equitable basis of settlement in determining what constitutes “a rea-
sonable amount.” Moreover, the department will Investigate plants where

gas {8 being wusted.



EXAMPLE oF METHOD FOR cOMPUTING NATURAL-AS GASOLINE B ALTIES

Asiimp—
That the valne of natural-gas gasoline is 18 ceats a gallon.
That 3 gallons of gusoline is recovered from each 1,000 cubic feet of
natural gas treated.
Then -
The Government takes its royalty on one-third of 3 gallons (per 1.000
cuble feet of gus). or 1 goilon, baving a value of 18 cents.
The Government's toyalty o gasoline jn this case is 1y (=163 per cent)
O sgalleny 1N cenrts = eents con each LOGO cubic feet of narural
gus trented).
(¢) RELIEF MEABURES

I

) Addvrerse oHmatie and seonsmic conditions fn csrtain portions of the Rocky
Mountain disrrict resylt in unosvaily high operating and marketing costs.

{ L In order te encourage the most complete priacticabie utilizarion of narural

was umder suel comditivns the Secrerary of the Interlor will, in his discretion
aund on proner showing of the necessity rherefor. modify by specific order the
method of computation of royaity on natural-gas gasoline set forth in sub-
section (d) hereof. to provide for a royalty of 168% per cent of the value of
not less than one-ffth of all natural-gas gasoline extracted and sold from
the natural gas produced on the leased land. sueh modification to be effective
in specifle areas and for a definite period to be fixed by him in each order.

(f) Rovarry ox Dmir GasoLINE

The royaity on all drip gasoline recovered and sold from gas produced on
the leased lands shall be the same as that required for natural gas gasoline
manrfactured within the same district.

(g) DETERMINATION OF GAsoLINE CoNTENT

Tests to determine the gasolire content of natural gas dellvered to plants
manufacturing gasoline are required to check plant efficiency and to obtaln an
equitable basls for allocating the gasoline ourput of any plant to the several
sources from which the natural gas treated is derived. The gasoline con-
tent of the natural gas delivered to each gasoline plant treating gas derived
from: leased lands sbail be determined by methods approved by the supervisor

. and ulu bis supervision on the basis of periodical fleld tests made at exch

; (M) QUANTITY Basig ror COMPUTING (ASOLINE ROYALTY

5
-

] The primary quantity basis for computing momthly royalties on natural-gas
gasgline is the monthly net output of the plant at which the gasoline ls manu-
{ factured, * net output " being defined as the natural-gas gasoline that the plant
i8 able to manufacture and sell, less a deduction of any portion thereof derived

from naphtha or other blending materials.
(g) 1t the net output of a plant is derived from the natural gus obtained on
only one leasehold the quantity of gasoline on whic.. computations of royalty

for the lease are based i3 the net cutput of the piant.
(b} It the met output of a plant is derived from natural gas obtained from

severa] sources of gas of uniform gasoline content, the proportion of net output
allocable to each leuse as & basls for computing reyaity will be determined
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by dividing the amount of narucal gas delivered to he plant from the leaxe

hold by rthe total amount of natural gas delivered (o the plant from all

NONTOHS,

ter If, however, the net output of a plant s derived from natnral wis
ohtained from several soutees of pas of diverse gasoline eonront. the propar-
tivn of net output allocable to each lease as w basis for cnmputing rovalry will
be determined by multipiyving the amwounr of natural gas delivered to the plant
from the legsehold by the gasoline comrent of the gas and dividing the
arithmetical product thus obtained by the sum of arithmetical products
similarly obtained for all separate sources of patural gas treated at the

plant.
SECTION 5. BEPORTS TO BE MADE RBY LESSEE (INCLUDING
PERMITTEE)
INTRODUCTION

In operating, to know the property is to know the individual wells on it.
For this reason much of the Information requested by the Geological Survey
concerny individual wells, Experiencc has shown that these data are essential
to careful operation and are necessary for engineering studies that often
enable the supervisor and his representatives to offer vaiunble advice on the
harndling of properties. Forms fo. making reports to the department, de-
scribed In this section, can be nbtained from the yupervisor or his representa-
tives, and such forms, uniess cthers are specified by the supervisor, must be
used by the lessee. Lessees must flll ont all forme completely and flle them
punctually with the supervisor or his local representative. Failure of the
lessee to submit the reports required herein constitutes noncompliance with
the terms of these regulations and {3 cause for canceilation of the lease or

permit.
{a¢) Suwopry Norices iNb RerorTs o Wrirs (Foux 9-3314)

Form 9-331a covers all notices and all reports pertaining to Individual wells
except those for which speciml blanks are provided. This form may be used
for any of the purposes listed, or a special heading may be inserted on the
blank to adapt it for use for other similar purposes. Any written notice of
Intention to do work or of change in plans must be flled in triplicate unless
otherwise direeted and must reach the supervisor ur his representative and
receive his approval before cammencement of the work. One copy of the form
will be returned to the lessee if and when sk}itO%ed and will constitute his
authority to begin work. The leswee is re: Jonsible for receipt of the notice by
the supervisor or his represcntative in ample time for proper consideration and
actlon. If in case of emergency any motice is given orally or by wire, and
approval ls obiained, the transactlon shail be confirmed In writing as a
matter of tecord. The examples following fllustrate some of the uses to

which Form 9 2331a may be put.
NOTICE OF INTENTION TO DRILL (FORM 0-331A)

The notiee of intention to drill a well must be filed in triplleate with the
supervisor or his local representetive and approval received before the work
iy commenced. This notice must give the lecation in feet from property
lines and, it possible, the elevation of the derrick floor and the geologic name of

the surface formation® also an estimate of the depth at which and the stratum or
formartion in which the oil or gas Is expected and approximately the depths at

which specified strings of casing will be set or landed; also the welght of
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e =izes oF casine propreserd Yo be et g nded il i hese deptbess atid o stademeut
Wt wherler anuy comenting. mddin g o vy speecial Work bs contenuplared.

AUTICE OF INTENTToN Do o Aanal PLANS «FORM =001 )

Owing to unexpected comditions, it may becowne necessary to change the
plans of propesed work in connectdon with either che drilling or the repulc of
wells. Complete details of these changes should be submitted in tripicate to
the supervisor ot lis representgtive un this form and approval obtained before

the work is undertaken.
YOTICE OF DATE FOR CAAING AND WATER SHUT-OFF TEBT (FORM 9-33!A)

As the exclusion of water from oil or gas-bearing formations is one of the most
important jlems of conservation. the supervizor or his local representarive wilt
witness as many casing and water <shut-off re<sts as possible. Form 9%-331a
should be filled out and filled in  riplicate with the supervsior or h:s local
represcutarive in advance of the approximate date on which the lessee expects
to make the test. Later by agreement the exact day may be fixed.

REPORT 0ON BESULT OF CASING AND WATER SHUT-OFF TEST (FORM 5-331A}

IT the supervisor or his representative authorizes but doex not witness a
cuxing or warer shut-off test, the fessee ~hail submit in triplicate a sratement,
sighed by the employee in charge of the work giving details and results of the
test, The information given must be complete and {nclude such items &s depth
of shut-off; bLead of water found: depth and thickness of water strata
penetrated before landing pipe; weight, nominal diameter, and depth of casing
in the hole; Auid levels before and after test; length of time the well stood for
each test; depth drilled out below shoe, if any; note of oil or gas showing;
lergth and character of bridge, if used; method of shut-off; amount and npame
of cement and time given for set; and any other pertinent data.

NOTICE OF INTENTIGN TO MD}&LL OR REPATR WELL (FORM 9-3514)

If it seema desirable to make repairs in or to deepen a well, a detailed
written statement of the plan of work sh.all be made in triplicate to the super-
visor or his local representative and approval obtained before the work Is
gtarted. In work that affects only rods, pumpse, or tubing or other routine
work, such as cleaning out, no notice of report will be necessary.

NOTICE OF INTENTION TO GHOOT (FOBM © 23314}

Before shooting any well (whether for increasing production or in drilling,
repalr, or abandonment) notice of intention to ahoot shall be given in triplicate
to the supervisor or his local representative and approval obtained before
shooting is done. When the notice of intention to shoot becomes a part of a
notice of Intentlon to redrill, repair, or abandon a well, the supervisor or his
representative may accept such notics in leu of & separate notice of intention

to mhaot.
The notice of intention to shoot (Form 9-331a) must be sccompanied by

the complete [og of the well to date, provided the complete ltog has not pre-
viously been filed und must state the object of shooting, the slze and kind of
the proposed shot. the exact location and distribution of the explosive in the
well (by deptha), and the name of the company that i3 to do the shoeting.
The notice shall also contain an accturate statement of the dailv oil and water
preduction, if any, at the time the notice is filled or at the date of last
produoection.




‘such work. except that if it is intended

1
BUBSEQLUENT RECQORD OF EHOOTING iFORM 9—13714)

After shooting any well a subseqirent record of shooting st e tiled in
triplicate with the supetvisor or his local representative, This record shall he
#led separately on Furm 0-331a within 30 days after the shooting is done,
except where such shooting record constitutes a part of the log (Form 9-330)
or a part of a record of other subsequent work done (Form 9-331a) or a part
of an abandonment record filed within that period.

The subsequcnt record of shooting shall include 2 statement of the size of
the shot and the nature, exact location, and distribution of the explosive used
in the well (by depths). The record shall contain also an accurate statement
of the averaye dally production of il and water for at least o 10-day period
prior to the flling of the report. In addition, thi report should inelude other
pertinent information, such ay depth of cleaning out. time Spent in balling and
cleaning out, and possgible injuries to the 18ing or rhe well,

RECORD OF PERFORATING CASING tFORM 05514,

Usunliy a statement covering the details of perforated caxing in a well is
made vn the log form. When perforations are made after the lo# has heen
sent in & report of the work shall be made in triptfeate { Form -131a) to
the supervisor or his local representative.  Prior notice need not he given for
to perforate easing that has excluded

of {ntention to perforate npd approval

water from the well a notice in triplicate
tive are necesrary before the work is

of the supervisor or his locnl representu
begun.

FOTICE OF INTENTION TO PULL OR OTHERWIBE ALTER CABING (FORM 9-3314A)

It it is desired to pull a portion ur ail of g string of casing, or to rip. per-
forate, or otherwise alter cusing that has exeluded water from g well, a notice
{Form 9-331a) of such werk must be given in triplicate and the approval
of the supervisor or his local represeutative obtained before the work s
started. When it s desired ooty ool easing withont deepening the well
and without altering rhe water string already in the well, it will be suffi-
clent to report the operations on a subsequent notice of work done.

NOTICE OF INTENTION TO \BALLON WELL (FORM =131

Before beuinning abandonment work 1 any well (whether drilling well,
vil 7T gas well, water weil, or so-called dry hole)} notice of intention to abendon
shall be filed In triplicate on Form 8-331a with the supervisor or his local
representative and approval obtained before the work is started.

The notice ot intention to abandon must show the reason for abandonment
and must be accompanted by a complete log, in duplicate. of the well to date,
provided the complete log has not been flled previously, and mist glve g
tietalled statement of the proposed wurk, faciuding such information as kind,
location, and length of plugs (by depths) and plans for mudding, cementing,
shooting, testing, and removing easing us well s any other pertinent infor-

mation,
SUBSEQUENT REPORT OF ABANDONMENT (FURM w—ning |
After abamloning or plnering a well A salmerptent record of work Joge HIRHE
be filew in tripliente with tle SUpervisor e his loeal representarive.  This
Form D-38%Tat wirhin 2o duys after the

record shall he filed P oely vop
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work i ddone exeept whets el fecord constittutes 1 part of the log (Form

G000 ap oot el uther stosegqtiont work odene o Form 9=8as and g tiled

within that pevied

The <iahsapient ceport of abandonment shall cive a dewadled accaunt of
e manner i whieh the atandonment or plugging work was carried out, In-
ctuding rhe nainre and gnuntities of materials used in plugging and the
;ocation and extent (by depths) of the plugs of different materials. Records
+f any (ests or measurements made aad the amount, ~ize, and location {by
riepths) of cesing left in the well, as weil as a detailed statement of the volume
of mud fluid used, the pressures attained in muddlog, and the names and posi-
tions of employees who carried on the work. If the well was shot this report
.must inelude a compiete statement of the shooting, giving the detaiis as called
for on page 12 of theze reguiations.

SUPPLEMENTARY WELL HISTOBY (FOBM 0-3d414,

A report of all work dene wn any well since rhe Aling of the log form {Form
0-330) or the last report covering work on the well shall he filed in triplicate
with the supervisor or his . ca! representative on Form 9-331a within 30
days after completion of the particular work, or before, if cailed for by the

supervisor.

(b) Log oF WELL (Forym 3-330)

The lex<ee =hall fuinish 1o the ~supervisor or his representative, npon his
demand, 8 partial or complete log of any well and shall flle in dupilcate with
the supervisor or his representative not later than 15 days after the com-
pietion of each well a complete and accurate log on Form 9-330.

The lessee shall require the drillers, whether company labor or coatract
1abor. to record accurarely the depill. charaerer. Auid coutent. and nuia ievels,
where possible. of each formation as it is penetrated, together with all other
pertinent information called for by this form. The practice of compiling well
logs from memory, some times after the work has been completed, will not be

permicced.
(¢} Lesseg's MoNTELY REPoRey oF OpERaTIONS (FoRM 9-329)

A sepurate T.port for each lease or permit is to be made for each calendar
month, beginning for a lease with the month in which lease is issued and for
a permit with the month in which drilling operations are initiated, and flled
in duplicate w**n the supervisor or his local representative ob or betore the
6th day of the succeeding month. unless an extension of time for the flling
of such report is ‘anted by the supervisor or his representative. The report
on this form constitutes a general summary of the status of operations on the
property and. whatever such status may be, the report must be submitted each

month until the permit or lease is terminated.
In order that the supervisor or his representative may obtain from this

‘form the desired information. it is particularly necessary that—

(1) The lease or permit be identified by lnsertion of the name of the local
United States land office and the serial number in the space provided in the
‘upper right coroner;

(2} Each ivell be listed separately by number, its location be given by 40-acre
subdivision (% of 1 see.), section number, township, and range ;

(3) The actual pumber of days each well produced, whether oil or gas. be

-ghown for the calendar month;
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(42 The proper columns~ ~how 1 he HEABTIN of ofl et ly prvdicetd, (e tolz ]
amount of natural gas wmeasared. and the Lol tennt o misoline recoverwt
(total sales us distinguished from the total production here reyuired shonld
be shown in the fontnute ) ;

{3} In the " Remitrks ' columuy, the depth of wells being drilled, the reasons.
for avery shut down, (e date and resuit of gasoline tests, and any other note-
worthy information on operations not specifically provided for in the form
should be shown. Separate reports on thls form may be submitted by the

leasee for oll and narural gas and gasoline.
The only imformaiivn cailed Ior in this report that iy occasion incon-

veulence to the operstor ig the statement of the number of barrels of oil und
water produced by cach well. Usually ¢« method of gauging individual wells-
can be devised that will check. with a reasonalle degree of accurier. the-
production of the entire leasehold. The supervisur or his representative will
advise the operator as to merhods of guuging on the leased lunds,

The lessee must report with accuracy the starus of all wells on the Je:iwed
lands. as this information Is essential In compuring royulties. (See sec, 3. by

(d) DAILY REPORT OF Ga8-PRopUCING WELLS ( Fora 9-352)

Unless otherwise directed by the superviser ur his representative. the read-
inge of all meters showing proguction of natyral gas from leased landy shall
be submitted daily vn Form 9-352, together with the meter charts. After a-
check has been had the meter charts will be returned,

{¢) Lesszxw's ‘Smmznr oF QIt. AND Gas RUN@ aND RovarTies (FomrM 9-361)

When directed by the supervisor or his representative, a monthly report
shall be made by the lessee in duopticate, on Form 9-361, shuwing each run of
ofl and all sales of gas and gasoline and the rorelty accruing therefrom to the-
Government, When use of this form is required {t must be compietely filled

out and swurn to.
(f) SpEciaL ForuMs

Becaunse of the speclai conditions in certain localities, special forms nther-
than thove shown in these regulstlons, such as run or sales statements, way be
becessary. Inatructlons for the Ming of such forms will be given by the

supervisor or his repres'entatlve.
SECTION 8. APPEAL TO THE SECRETARY OF THE INTERICR

¥ all vrders intended to carry ont the terms
and spirit of these regulations, whether issued directly by the supervisor or
through his representative (see section 2) or sent to the lessee or his agent
by ordinary malil, but any such order after being put into effect by the lessee-
shail be subject to review by the Secretary of the Interior upon appeal to liimy
filed by the lessee with the supervisor or his representative within 30 days

after the order has been served.
The administration of these regulations shall be under the direetion of the.

Geological Survey,

The lessee must immediately obe

Geo. Or1s ST,
Direetor of Geologicat Surrey,

Appruveqd.
E. C. FIN¥EY,

First Assistant Neeretary,
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Irorjing=
Form « iia U= bt ot oo
BN EYGATH N . oo
Seria nuniber y
Lease or permit - _____...L.
DEPARTMENT oF THE INTERIOR
GEOLOGICAT SURVEY
Sundry notices and reports on wells
Notice of intentlon to Arill. .. _ I Record of perforatiog cASIDE.......c..ooooo il
Notioe of intention Lo change pl Notice of inteation to pull or otherwise alter ____
Notioe of date for test of water shut-otf. casing.
Report on result of test 4f warer <hut-oil Notice of [ntention to abandon well.......... e

Notics of inwution 1o re-drill or repair sel Subseyueut roport of abandeiroent. .
Noties of intentiog toshaot .. Snpplementary wejl histoey
Subseqdent record of shooting. ... e

memmmectmmamciremmcmermeaeseee e

tindicate above by chieck mark nature of report, notice, or other data)

_______________________________________ - 192
Following I3 &t f notice of mtenti- ok Ly pand undm‘J permit| described
| report of work doss f I lease f
as follows:
 (State or Terrltory) (County or Subdivisony  (Fleld)
Well No. o e — e e ——m——— -
(% sec, and sec. No.) {Township) (Range)
T (menaan;
The weil 1s located ——___ teet { Flof _____. lneand ______ teet { g} of -
line of sec. ______.
The elevation ef the derrick floor ahove ses level ia foat.

DETAILS OF PLAN OF WORK

(State names of and expected depths 10 objective sands; show sises, walghts, and lengthe
of proposed canings ; Indicate mudding jobs, cementing points, and all other important
proposed work]

Approved Company
{Date)
- By
Title Title ..
(Geological Burvey) .
Addresa — Addreas

Nora.—Reports on this form to be submitted in tripiicate to {he supervisor far approval,
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Form s-are U. 8. Land Office._________
Revised March 10, 1928 Serial Number_____
Lease or permit..___ ————
DEPAR:MENT oF THE INTER{OR
. GEULUGICAL SURVEY

Lessee's monthly repor of operations
State.___________________ Cownty_______ Fleld.____ _______ .
The following is a correot repert of operations and broduction (including
driliing and produocing wells) for the month of
___________________________ w2 .

! { Remarks 11

Cubic | drilling, depth;

&”d“g‘“ f Town- ‘ R wen Dam o oo reetdnr Lmuo‘n: oﬂn?“"?gi its ut&' dogn.d
an nOge ; - 3 Yo €83 (In  gasoline ! cause; daie an

of}§ | ship NO gloed ofoll ity thou- recovered)';:’f,‘::g:)'/rasul:'ortm,for

! - sands) { igasoline contant

of gas)

! — kT —
Nor®—There were__________ runs or saies of oil; _________ runs or sales of

gas; ______ runs or sales of gasoline during the mouth. (Write *po"
where applicable.)

Nore—Report on this form I3 requireq for each calendar month
of the status of operations, and must be filed in triplicate with the supervisop

I'. 8, Land Omce.
Serial number

Derasrvext oF T INTERIOR
GECLOGICAL 8(UBVEY '

Log of oil or gas well

N. E. , |
P, | t{ }of.--- i ---- feot: }of, ——-line of____elevation____
Location_ eetis ne and (23 {W. (Derrick flogr roivipre 12 \evel} !

The information given’ herewith g 4 complete and correct record of the
well and all work done thereon so far as can be determined from all avaii-
able records.
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Fourm a-iio 0ot o

D it xands or cuines
“Ienone cas by )
No. 1, fromo oL WL Noos from.______..__ W, .
Na. 2 from ________ | T, Noo & frenu_ oo 7 S
No. 8, frome oo ____ LN No. 6, from___._.._____ (T

No. 1 froma.__________ too . No. 3. from
No. 2 from____________ o No. 4, from
3 {‘asing record
' . Perforated
- .. {ut and
Weight  Threads Mak, Amount u}\:ggo puiled - — Purpose
frm prom—~ To— -

Sise casing per foot  per inch

Vudding und comenting record

‘ Number
Sizs canlng i Where set sacks of Method used M““d Amount of mud used
| cement mravity

—
o I

Plugs and adapters
Heaving plog—Material._____ . Tength_____.______ Depth set______
Adapters—Muatertal___________________ Size - ———e
Shooting record

f ! ! : : |
Sizs Shell used } Exploslve used Quantity. Date D.‘ﬁ%“h - Dapth cleaned out
! . K i ‘ i

A B ememarmas ey .J‘-..-.

Tools ueed
Rotary tools were used from __ __. feet to ___ fest, and from _._ feet to ___ feet
Cabis taols were used from____ ___ feet to - feet, and from ... feet to ___ feet
Dailes ’
ey 180 Put to producing .___________ L1890

The production for the first 24 hours was ____ harrels of fluid, of which ____
Der cent was oll, .___ per cent emnlston, ____ per cent water, and .___ per cent

sediment, Gravity, *Bé, _____.______
It gas well, cabic feet per 24 hours .. ______ Ga'lsns gasoline per 1,000 cubic
Teet of gas . ____.______

Rock pressure, pounds per square Soch ___ .__.________
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Form 9-330—Continued.
Empioyees
___________________________ . Driller. e me et i ccmmamme— oo, DHMller,
» Driler.  __ . . Driller.

f Total feet f Formation

KIBTORY OF OIL OR 7A8 WELL

It is of the greatest importance to have a compiece history of the well
Please state in detail the dates of redrilling, together with the reasons for the
work and fts results. If there were any changes made in the casing, state
tully, and if any casing was “ sidetracked " or left In the well, give size and
location. 1If the well has been dynamited. give date, wize. position. and number
of shots. If plugs ot bridges were put in to test for water, state kind of
materinl used, position, and resuits of pumping or baillng,

Ferm 3352 -
Serial aumber
’ Lease or permit__ ________

DEPARTMENT OF TEE INTERIOR
GEOLOGICAL ATURVEY
Daily report of ges-producing iwells

Ovperating company ________________ "
214 sec____ . township____, range____. Well No. ____. Date_ . ___________.
Orifice No. _.__. Size___. Honrly coefciont____at 10 ounces above 14.4 pounds.
Specific gravity__._. Gasolioe per thousand-_-_gsllony,‘; _Datetested_____.____
Tine ' m wlnl:rhaf- Extension [émper- Remarks
! gaoge  ferential ature

a3
-4

o

BESEEEESE

=5
T8,

&
g

CRaBon k-
833588‘

=g
&8
-
=

o120,

TOLAl X ORBION umraee o e e oot e o |

Total delivery for day___.________________ thousand cuble feet.
Total gasoline for day. e __________ ____ gallons.
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DFPARTMENT oF

U tap Lodien
SeTEL ey

[ et _ L -

LIE INTERIOR

i GROLOGIUAL SUKVEY

Leower™s mumihiy sfatcwment of oit and gax runs and royalty

Lessec o __l___. Mounth . _________.__.. 192 .
Lecation . ___________________.____.
Section. T. R. M.
Field o ___. County e, SIAIC o mmem———— .
Following are the oniy runs and sales made this month. (hnission of data
means nonc. '
sl (3as
T T |
. Sales in Price per
T.ink Net b.r- ) Price per . .
number | Dste relsron  UTIVILY Tpgnn Value cullitc]mfeet cnlls'iccu;et ' VYalue
. e e
Aver !
i Total sales “ HW | Total valua
Purchaser of above gas
[ ;
H !
| |
! ' Gasolion
i | ; : T
. ' Salm in | Price !
‘ : , | milons | galion | Volue
. o r | \
. : ‘ j i H
; , i |
] ! | ' ‘ ‘
1 i
i ! ;
' | ' "
1 , Total sales | A;,;‘f;"  Total value
Il 1 i
' i

|

H Purchaser of above gasoline
i
Total
Tuos Number of oll-producing wells
affecting roysity computation
Method !
of pa; |
royalty J

| }
i ! : |
. \ ! i
1 ! v ;
. T:h.lnp Average prios
- Name of pipe-line company
§




20

Form $-31 —Coulinued

GOVERNMENT ROYALTY ACENOWLEDGMENT

i i ; ' I have read and cxamined the statements made
Roy- | ﬁﬂY' Vaiue hereon and find them true, accurate, and complete.

Sales ‘ alty | S0V ofroye L. o e e
i factor | iy alty (Signature aod title of officer aatborized to sign for lessee}
T T T e ST [
ol (barro](sx]ﬁ. T . a8
Gas {i000 e T. i
cobicteet) . ..., ('} ... County) }
Gooline (gal-; ( .......  Subscribed and sworn to before me thig_ . . __
A I davef oL ... , 192
Total value !

OFOFalty) covome e Notary Public in and for the above county and State.

My commission expires._ ... ... _.___. -

| Where applicable state ** Nooe."”

This form to be properly prepared, sworn to, sni filed with.the supervisor on.
or belore the 20th day of the succeeding month. Runs of oil, gas, or gascline-
may be listed on any other convenlent form and sttached to this. report..

0]
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Duty to Market

Lease
Form

Statutory
Authority

Pertinent Lease
Language

Regulatory
Requirements

4-208 e
(1933)

Mineral Lands Leasing
Act of 1920,
30 U.S.C. § 181 et seq.

None

Lessee to remove emulsion
from oil... “supervisor 1s
empowered to authorize a
deduction, before the
royalty is computed, on
account of the cost of
putting the oil into
marketable condition by
such unusual methods...”

Amendment to §2(m)
Operating Regulations to
Govern the Production of

Oil and Gas, 1926
Effective September 14,
1929

4-208 f
(May 1936)

Mineral Lands Leasing
Act of 1920,

30US.C. § 181 etseq.

None

“Production of oil and
gas...shall be limited by the
market demand for oil”
Effective November 1, 1936
I Fed. Reg. 1996 (1936)

4-208 f
(Jan. 1943)

Mineral Lands Leasing
Act of 1920,

30 US.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“[T]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“The production of oil and
gas...shall be limited by the
market demand... for oil”

30 C.F.R. § 221.35 (1942)
Effective June 1, 1942
7 Fed. Reg. 4132 (1942)




O

()

1

Duty to Market

4-213 Mineral Lands Leasing “When paid in amount of “[T]o avoid physical waste
(Dec. 1949) Act of 1920, production...royalty products of gas the lessee shall
30US.C. § 181 et seq. shall be delivered in consume it beneficially or
merchantable condition on the market it or return it to
premises where produced productive formation”
without cost to lessor...”
“Productton of oil and
gas...shall be limited by the
market demand... for oil”
30 C.F.R. §221.35
4-1130 Mineral Lands Leasing “When paid in amount of “IT]o avoid physical waste

(Sept. 1954)

Act of 1920,

30US.C. § 18] et seq.

production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

of gas the lessee shall
consume it beneficially or

market it or return it to

productive formation”

“Production of oil and
gas...shall be limited by the

market demand... for oil”

30 C.F.R § 22135

4-1158
(Sept. 1954)

Mineral Lands Leasing
Act of 1920,

30U.S.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“[T]o avoid physical waste
of gas the lessee shail

consume it beneficially or
market it or return it to

productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30 C.FR. § 221.35




Duty to Market

4-1255
(May 1954)

QOuter Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. § 250.41(b)(1956)
Effective May 8, 1954
19 Fed. Reg. 2656 (1956)

4-213
(April1956)

Mineral Lands Leasing
Act of 1920,
30 1JS.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“[Tlo avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30 C.FR. §221.35

4-213
(Sept. 1961)

Mineral Lands Leasing
Act of 1920,
30U.S.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“IT]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market or return it to
productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30 CF.R. §221.35




Duty to Market

4-1255
{July 1962) -

Quter Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay rovalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. § 250.41(b)

4-1255
{Sept. 1963)
Revised

Quter Continental Shelf
Lands Act,
43 U.5.C. § 1331 ct scq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. § 250.41(b)

5-154h
(Oct. 1964)
Indian
Lease

25US.C. §39

“marketable product”

“[T]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30 C.F.R. § 22135




Duty to Market

3380-1
(Feb. 1966)

Quter Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. § 250.41(b)

3120-7
(Feb. 1968)

Mineral Lands Leasing
Act of 1920,
30 U.S.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“[T]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30CF.R. §221.35

3380-1
(Oct. 1969)

Outer Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the tessor for deductions on
account of costs of
treatment”

30 C.FR. § 250.41(b)




Duty to Market

3300-1
(Feh. 1971)

Outer Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. §250.42(b)
Effective, August 22, 1969
34 Fed. Reg. 13546 (1969)

3300-1
(May 1976)

Outer Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lesscc shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lesser for deductions on
account of costs of
treatment”

30 C.F.R. § 250.42(b)

3300-1
(Dec. 1976)

Quter Continental Shelf
Lands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all
products produced from the
leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.F.R. § 250.42(b)




Duty to Market

3110-2
(Feb. 1977)

Mineral Lands Leasing
Act of 1920,
30 US.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“[T]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“Production of oil and
gas...shali be limited by the
market demand... for oil”

30CFR §22135

3120-7
(Feb. 1977)

Mineral Lands Leasing
Act of 1920,
30 US.C. § 181 et seq.

“When paid in amount of
production...royalty products
shall be delivered in
merchantable condition on the
premises where produced
without cost to lessor...”

“IT]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

“Production of oil and
gas...shall be limited by the
market demand... for oil”

30 C.FR. § 221.35

3300-1
(Sept. 1978)

QOuter Continental Shelf
Lands Act,
43 U.S.C. § 1331 et scq.

None

“The lessee shall put in
marketable condition, if
commercially feasible, all

- products produced from the

leased land and pay royalty
thereon without recourse to
the lessor for deductions on
account of costs of
treatment”

30 C.FR. § 250.42(b)




Duty to Market

MMS-2005
(Aug. 1982)

Quter Continental Shelf
I.ands Act,
43 U.S.C. § 1331 et seq.

None

“The lessee shall put into
marketable condition, if
commercially feasible all
products produced from the
leased land. In calculating
the royalty payment, the
lessee may not deduct the
costs of treatment”

30 C.F.R. §25042
Effective October 26, 1979
44 Fed. Reg. 61892 (1979)

3100-11
(March
1984)

Mineral Lands Leasing
Act of 1920,

30 US.C. § 181 et seq.

“When paid in kind,
production shall be delivered
unless otherwise agreed to by

lessor, in merchantable
condition on the premises
where produced without cost
to the lessor”

“[T]o avoid physical waste
of gas the lessee shall
consume it beneficially or
market it or return it to
productive formation”

30 CF.R. § 206.100 (1983)
Effective August 5, 1983
48 Fed. Reg. 35639 (1983)

MMS-2005
{(March
1986)

Quter Continental Shelf
Lands Act,

43 1U.S.C. § 1331 et seq.

None

“The lessee shall put into
marketable condition, if
commercially feasible all
products produced from the
leased land. In calculating
the royalty payment, the
lessee may not deduct the
costs of treatment”

30 C.F.R. §250.42

Dec- 8082
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by any Party of its proportionate share of the Production shall be borne by that Party. Any Party taking its
share of Production in kind shall be required to pay for only its proportionate share of the part of the Unit's
surface facilities that it uses. Each Party shall execute such division orders and contracts as may be necessary
for the sale of its interest in Production from the Unit Area, and, except as provided in Article 28, shall be
enlitled 10 receive payment directly from the purchaser thereof for its share of all Production.

6.5 Failure to Take in Kind. Should any party fail to take in kind or separately dispose
of its share of Production, the following provisions shall apply:

A, Disposition of Oil. If any Party fails to take in kind or separately dispose
of its proportionate share of the oil produced from the Unit Area, Unit Operator shall have the
right (which right is subject to revocation at will by the non-taking Party), but not the
obligation, to purchase such oil or sell it to others at any time and from time to time for the
account of the non-taking Party, after first giving the non-taking Party 10-days’ written notice
of the intended purchase or sale and the price to be paid or the pricing basis to be used. An
owner of oil production shall always have the right, exercisable at any time, to take in kind,
or separately dispose of, its share of all oil not previously committed to a purchaser. Any
purchase or sale by Unit Operator shall be only for such reasonable periods of time as are
consistent with the minimum needs of the industry under the particular circumstances, but in
no event for a period in excess of 1 year. Any purchase or sale by Unit Operator shall be in
a manner commercially reasonable under the circumstances, but Unit Operator shall have no
duty to share any existing market or transportation arrangement or to obtain a price or
transportation fee equal to that received under any existing market or transportation
arrangement. Unit Operator may discontinue the purchase or sale of oil for any non-taking
Party by giving the non-taking Party 10-days' prior written notice. The sale or delivery by Unit
Operator of a non-taking Party’s share of oil Production under the terms of any contract of Unit
Operator shall not give the non-taking Party any interest in or make the non-taking Party a
party to the contract. Unit Operator may deduct from the revenue payable to the non-taking
Party the actual costs that Unit Operator incurs for making the oil marketable and delivering
the oil to market, as well as any Lease Burdens and production and severance taxes paid for
the non-taking Party’s account that are atiributable to the non-laking Parly's proportionate
share of oil Production.

B. Disposition of Gas. If any Party fails to take in kind or separately dispose
of its proportionate share of gas produced from the Unit Area, Unit Operator shall have the
right (which right is subject to revocation at will by the non-taking Party) but not the
obligation, to purchase such gas or sell it to others at any time and from time to time, for the
account of the non-taking Party, after first giving the non-taking Party 30-days' written notice
of the intended purchase or sale and the price to be paid or the pricing basis to be used. An
owner of gas Production shatl always have the right, exercisable at any time, to take in kind,
or separately dispose of, its share of gas not previously committed to a purchaser. Any
purchase or sale by Unit Operator shall be only for such reasonable periods of time as are
consistent with the minimum needs of the industry under the particular circumstances, but in
no event for a period in excess of | year. Any purchase or sale by Unit Operator shall be in
a manner commercially reasonable under the circumstances, but Unit Operator shall have no
duty to share any existing market or transportation arrangement or to obtain a price or
transportation fee equal to that received under any existing market or transportation
arrangement. Unit Operator may discontinue the purchase or sale of gas Production for any
non-taking Party by giving the non-taking Party 30-days' prior written notice. ane saﬁ;ﬁ:
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