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Marathon Qil Company
Comments on MMS’ Further Supplementary Proposed Rule
Establishing Oil Value for Royalty Due on Federal Leases
64 FR 73820 - December 30, 1999

INTRODUCTION

In the Fedcral Register of December 30. 1998 (64 FR 73820}, the Minerals Management Service
(“MMS”) proposed further changes to its proposed rule smending the requlations govemning the
royalty valuation of crude oil praduced from federal ieases. MMS' original proposal was published n
the Federal Reqister on January 24, 1997 (62 FR 3742); 8 supplementary notice was published in
the Federal Register on July 3, 1937 (62 FR 36030); the comment period was reopence by notice
published in the Federal Register on September 22, 1997 {62 FR 49460); a supplementary notice
was published in the Federal Register on February 8, 1898 (63 FR 6113); and a supplementary
notice was published m the Federal Register an July 186, 1088 (6873 FR 3R3&E8). Marathan Qi
Company (“Marathon”) has committed substantial rescurces to pravide constructive comments at
each stage of this process and welcomes the opportunity to cormment an the latest proposed
regulations.

Marathon reaffirms and incorporates by reference its comments submitted in response to each af
the MMS propasals and notices referenced above. Marathan also supports and incorporates by
reference the comments being filed Jointly by the Amencan Petroleum Institute, the independent
Petroleum Associgtion of America, the Domsstic Petroleum Cauncil, and the tInited States Qil & Gas
Association in response 1o the MMS™ most recent pronosal. In addition, Maratnon offers the
following comments:

> WYOMING PROBLEM

Marathon is extremely concerned with the pranosed process of valuing Federal ail production in
Wyaoming. One of the MMS' basic premises for proposing new requiations for valuing oil royalties
was to provide more simplicity and certainty 1o the process and to reduce disputes and litigation
petween the MMS and lesseas, Under the latest propasal, if a lessee has production in Wyerming
which must be valued under saction 206.103(b}, but which does not or cannot meet the stringent
and burdensome requirerments of either af the first two metnods in the valuation twerarchy, the
lessee defaults to an index far WT1 crude at Cushing, Oklahoma, Much of the crude oif produced in
Wyoming is not of a quality similar to the ail traded at Cushing, and it gertainly 13 not fram the garme
field or area. Under this valuation scenarno, the rasult is a campletely artificial value with completely
contrived locauon and guality adjustments, since Wyoming production cannot be physically
transportad by pipeline 1o Cushing. Far example, at page 73836, MMS engages in a discussion
respecting valuation of Racky Mountain oil that is defiverad to a refinery, However, MMS" proposal
1o use the Cushing WTI spet price as & surrogate for a priCe\that rmight be paid in Salt Lake City
could result in serious errars in valiing ail produced in the Rockies. ln cases such as this, the lgssee
is left with defaulting to talking ta the MMS to attempt to resolve the quslity differentials.  This
process will increase uncertainty and greatly expand the number of value determination requests
filed b}.' lessaes.

This position has been strongly echaed by the State of Wyoming in its verbal statements at each of

the three recent Federal Oil VVaIuat‘:on Rulemaking Workshops heid in Denver, Hauston, and
Washington:
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“The calculations required to arrive at a netback value frum Cushing, Oklahoma may have
two opposite effects, neither one yielding a fair value.”

«  shere are §till guestions regarcing the Rocky Mountain Region value in terms of having
to make adjustments for applicable location and quality differentials, and for transportaticn
costs. These concerns are particularly well-founded given the fact that it is rare for
Wyaming oil 1o ever actuslly be physicalty transparted to Cushing, QOklahoma, This begs
the guestion, what will transportation be based on? These uncertainties cannot help but
increase the administrative burden and costs for industry, as well as, State and fedaral
auditars.”

The MMS needs a waorkable alternative tor the Wyoming situation, and, to that end, Marathon
proposas two changes. First, the MMS should loosen its arbitrary 50 percent standard in the
second Rocky Mountain benchmark, Section 206.103(b}{2), and adopt & mure realistic and wiable,
yet still significant, 30 percent standard. Second, the MMS should take all volumes that would
otherwise he valued under Section 206.103(L}3} as rayalty--kind, which should prove feasibie in
light of the success of MM’ Wyoming Royaity-ln-Kind Pilot program.

PROPOSED GORRECTION - VALUATION UNDER AN ARM’S-LENGTH CONTRACT

The proposed rule creates A possible concern in the valuation of rayalties from arm’s-langth
transactions based upon the question and answer session at the Houston workshop. If a lessew
enters into @ non-arm’s-length exchange and the lessee suosequently sells the oil in an arm’s-length
transaction, then Marathon believes the royalty should be vaiued under Section 206.102(a)(1}.
However, per the MMS’ response to questions at the Houston wuorkshop, the royalty would have to
be based on Section 206.103 rather than gross preceeds because such a transaction would not
literally, fall under Section 206.102(a)(2) {which excludes situations in which the ultimate sale (s by
the lessee). In contrast, under Section 206.102(d){1}, i a lessee enters into an arm'’s-length
exchange and you or your affilistd subsequently sells the oll in an arm‘s-length transaction, then the
royaity couid be based on gross proceeds. Unless the lossee makes the election under Section
206.102¢d)(1) to value royalties undor Sectien 306.103. royaltes should be valyed on gross
proceeds fram any grm’s-length trangaction. To fix thig giitch, Marathon praposes that Sectien
206.102(a){2) be rewritten as tollows:

(2) You sell or transfer to your affiliate or another person under a non-arm’s-length
contract and you, or that affiliate or that person. ar another athliate of any esthes cf tham,
then sells the oil under an arm’s-length contract.

QUALITY & LOCATION DIFFERENTIALS

Marathon has several comments and suggestions ragarding the proposed rule’s mechanisms for
calculating quality and location adjustments.

The MMS cilaims that posted prices have become 3 progressively less retiable indicator of market
value of rrude oil since the late 1980's, and intends tu disgount their use completely in the new
rule. However, the MMS needs 1o recognize that pasted pnces are often the best indicator of
quality differentials between grades of crude ol and that gravity scales are widely vsed throughout
the industry to adjust for guality differences within a specific grade. Comparable sales and
purchases of like quality crude from the same fiald or ared, whether they are baged on posted prices
or spat market pricas, still represent the best indicator of market value at the lease. Comparabls
sales and purchases reflect actual transactions and should be an acceptable henchmark prior to
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raquiring the use of theoretical spot prices with theoretical adjustments for location, quality and
transportation.

The MMS has designated ANG as the anly index price for California and Alaska, and has designated
WTI as the only index price for the Rocky Mountain Region. Catifornia indices include Line 83,
THUMS ond Kern River. Rocky Mountain Region adices inciude Wyoming Sweet, Edmonton Light
Sweet (PAR}), Edmonton Mixed Light Sweet and Hardisty Bow River. If MMS continues 1o insist on
using spot prices, then, at a minimum, lessees that are forced to use index prices should be aliowed
to use spot prices for crude oil similar in quality to that of the lessee’s oil production regardless of
whether the market center for those spot pnces 1S ocatad in the same Region, as long as
approprigte location, quality and transportatien adjustments gre made.

The definition of lacation ditferential should bhe expanded to inelude transportation hetween the first
onshore point and the market center, and transportation downstream from onshore [eases.
Exchange differentials and published tariffs should be accepted as viabls location differentials.

The MMS still needs to recognize that time spresds between NYMEX centract months are widaly
used to calculate premiums and discounts to index prices. These premiums and discounts are often
added to ar subtracted from WTI indices such as Koch's WT! pasting ta astablish darly prices duning
the production manth. The time spread relatianship between the prompt month, second meonth and
third month NYMEX contracts is referrad 1o in the industry as the “roll™ or ~calendar month
average”. The roll s added 1o or subtracted from the prompt month indices (depending on whether
NYMEX prices are rising cr faliing) to determine calendar month prices.

if a lessee balieves that applying the index price nearest the lgase yields an unreasonable vajue, a
lessee can meet with MMS to determine reasonable value. There are many tederal leases that are
connected to pipelines that do not ga to a major market center or become part of a stream that has
a published price. Examples include the production connected to the High Island Pipeline System.
productions an Guif Coast pipelines that terminate at barge terminals, production in the Rocky
Mountain Regian and productien in California. MMS should propose a procedure for making gravity
and sulfur adjustments that doeshot require a formal value determination process. A market based
quality bank systermn has been developed by an independant consultant thet could serve as a basis
for making gravity and sulfur adjustments between simiar crude types. This quality pank process
could He used to resolve thess issues where a quality bank does not exist.

Publications like Platt’s often include gravity and sulfur values in their stream designations. The
MMS must recognize that quality specifications thav are reported by Platt’s and other such
puttlications ars nat based on actual composite analysis, The qravity and sulfur values are not
intended to serve as a basis for deterimining Guality adjusiments betwean lease crude and the
published prices,

TRANSPORTATION

In its proposal, the MMS has improperly and arbitrarily elimineted the use of tariffs as the basis of
transportation deductions for onshore and offshore properties. Hawever, the non-jurisdictional
determinations which gave rise 0 receat disallowances of FERC tariffs relate exclusively 1o certain
offshore pipelines. In 2l other respects, FERC and the various state agencies have maintained the
same junsdiction uver onghore pipelines and othar offshare pipelines as in 1988.

With respect 10 the determination of the cost of transportation services provided in nan-am’s-lengthn
situations, MMS states, on page 73834, “Industry commenters asserted that they only agreed 1o
the MMS acfual-cost method under the 1988 rules because of the provision to use FERC tantfs.”
However, in the preamble to the final rule that was published on January 15, 1888 {53 FR 1213),

]
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the MMS specifically said, “MMS will issue a nouce of proposed rulemaking 0 reconsider the
applicable rate of return far purposes of these regulations.” Indeed, the assurance af revisiting the
rate of return issie helps expiain why ingustry did not cppose the “actual cost” method at the time,
yet MM3 has failed to make gooad on that promise. MMS also says in its latest praposal, on page
73835, “We believe that FERC tariffs often exceed the transporter’'s actua! costs.” However,
Congrass, under the Interstate Commerce Act, has entrusted to the FERC, not the Department of
the Interior, the deterrmination of proper oil pipeline 1e1es.

Finally, the MMS has also arbitranly dismissed repeated concerns by lessees that obtaining access
to the necessary records of affiliated transportation entities May prave to be discriminatory and thus
impassitle, In proposed sections 206.110(a}(1) and 206.110(2)(2)(1), MMS provides that certain
transportation allowances would be determined under sectian 206.111. However, in bath instances
cited, the lessee would be required tn obtain “actual cost” data from @ third party tn order 0
comply. Prasumably that third party would not voluntarily provide the data and, hence, the lessee
could be denied any transportation allowance. The likelihoad of such an unjust result strongly
suggests that MMS should reconsider 1ts abharrence of rates set up by independent regulatory

podies like FERC.

The MMS has specifically requested comments regarding whether modification of the rate of return
on investmaent under 206.1 11{h) is appropriate, and if 5o, comments relating to the maodification of
that rate of return in terms of a multiple of Standard and Poor's BBB bond rats. For purposes of
return on investment caomputations, Marathon balisves a return based on the weighted average cost
of capital {(WACC) utilizing both debt and equity compnnents is the appropriate benchmark to use.
With respect 10 a rate used in camputing transporancn allowances, Marathan believes that the use
of an ndustry average WACC published by a widely recognized source such as |bbotosan
Associates, Cost of Capital Quarterly i3 a fair proxy 10 use in any rate of return gormputation.
Marathon utilizes fobotoscn as a reliable extarnal source when reviewing cost of capital issues and
sully endorses 1ts use in the pasition paper on rate of return methodology submitted to the MMS by
the Swanson Energy Group inc. Of course, any industry average WACC must be adjusted to reflect
a befare tax rate in order tg be consistent with the MMS approach. For ease of administration, we
also endorse the recommendatior! in the Swanson paper o use two umes the BBB bond rate &s the
appropriate rate of return. Marsthon also helieves the analysis set out in the Swanson paper
effectively demonstrales that other penchmarks, such as the cost of debt or the after tax Return an
Capital Emplayed, aré inappropriate as a proxy for the cost of capital.

ADMINISTRATIVE BURDEN
[]
There is a significant amount of unrecognized administrative purden associated with the latest
proposal. This redesign of the vaiuation process will be especially complicated by the fact that
voluation methodologies vary depending an the regian of production.

The MMS must realize that the proposal in its current torm leaves many questions unanswerad.
Hew to value oil in the Wyoming market, how to know if a rransaction will be considered arm’s-
length by the MMS, whether or not an entity will be considered an affiliate under the regulations,
and how to calculate transportation costs when industry has not generally had 10 calcuiate “actual
costs” for many pipelines are among the most vexing concerns. Each of these conditions will create
cireumstances that will require lessees ta request valuation detarminations where the nead did not
previously exist. The MMS must be ready to guickly respond to these requests, preferacly befure
the effective date of the final rule.

In the recent warkshops the MMS stated that it intends to issue a final rule in Mareh with an
anticipated effactive date of June 1, 2000. This is simply not feasiole. Marathon has complicated
computer systems which will have to he redesigned and reprogrammed. I+ is anticipated that t™e
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redesign of the system alone will take at least two moriths after the final rule is published. Then the
reprogramming will need to take place. Marathon recommends that the effective date of the final
rule be no earlier than October 1, 2000, in order to permit all parties to make the necessary changes
to their existing systems.

MARKET AT THE LEASE

The MMS asserts in the preamble at 73820 that “None of the comments submitted throughout this
nesarty four-year rulemaking effort demonstrated that as a general rule a competitive market existis at
the lease.” Marathon disagrees with this assertion. o aur ¢ommenis submitted n response 10
MMS’ January 24, 1997 proposed oil valuation rute, Marathon cited a study conducted by Professor
Joseph P, Kalt of the Harvard University Kennedy School of Gavernment. As a result of his study,
Professor Kalt was able to campile 8 datebase representing nver 850,000 arm’s-length transactians
at lease markets ¢uring 1980-1 896 in just New Mexico, Texas, and Oklahoma. This study is further
supported by the Declaration of Professor Kalt and Kenneth W. Grant which is attached to the jomt
industry comments as an exhibit. In addition, Marathon currently selis the majarity of its fedaral
praductian in arm’s-langth trapsacrions. About 80% of Marathon's production is sald under arm’s-
langth cantracts, much of it at or near the teass, MMS, however, has yet to offer conclusive
avidence which supports 1ts claim that very little Federal ofl is currently sold at arm’s length. In
fact, tha success of the MMS™ own royalty-in-kind program supporis the contention that there is
indeed a viable market gt the lease.

Mare importantly, on page 73829, MMS declares, “it is longstanding MMS policy to rely on arm’s-
length prices as the best measure of value, and we have nc intention of changing this.” However,
deapite this purportad faith in the markel. MM S refuses to allow arm‘s-length prices 1o be used 1o
value production not sold at arm’s-leng:h {with the sole exception of Rocky Mountain production].

MMS contends that “there are regiona diffarances in the domestic crude ol market, particularly on
the West Coast and in the Rocky Mountain Regien, owing to gifferences in markct cancentration
and availability of transportation options.”  However, this does not change the fact that arm’s-
length prices represent the hest indicater of market value at the lease regardless of the region.
Benchmarks (including thase ralying on comparable arm’s-length contract prices) should be accepted
tor evary region, not just the Racky Mountain Regron.

DUTY TO MARKET AT NO COST TO THE FEDERAL LESSOR

The current MMS propossl continues To improperly agsert that tnere is & duty tu market at no cost
to the Federal leasor and references several cases and theories in the preample. The MMS3 is
incorrect in citing, on page /3823, the example of Msrathcn Oil Ca, v. United States, 604 F.Supp.
1375 |D. Alaska 198%5), aff'd, 807 F.2d 759 (9™ Cir. 1086), cert. donied, 480 U.5. 940 (1887), as
holding that sales downstream do not result in a lessee being permitted o0 deduct marketing costs.
In that litigation, MMS specifically argued that Marathon’s markeung costs were deductible in
detarmining Marathon's royalty obligations.

Additionally, the MMS is inconsistent agein when 1t says on page 738273, "Lesseas may market gt
the lease withaut breaching the duty to market. Howaver, if a lesgee chooses to market
downstream, the choice 1o do 50 is for the mutual benefit of itsef and 1he lessor, and does not
affect the lessee’s relationship, 10 the lessor. The choice to market downstream does not make
marketing costs deductible...” And then MMS says, on page 73831, that “an averriding general
premise af this rulemaking is that where oil ultimately is sold at arm’s length before rsfining, it
should be vsiued based on the grass proceeds accruing 10 tha seller under the arm’s-length sale
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{with the option to use index ar peachmark values unaer avins ciraumotancac ae discussed carlier).”
In essence, MMS3 claims there is a8 duty to market downstréam of the lease because it seeks to loak
through multiple downstream rransactions to determine royaity value,

As comm‘ents py others in this proceeding demonstrate, any duty 10 market ends at the lease line.
Marathon firmiy betieves it has no abligation to beer all the costs and risks of marketing MMS
royalty share of production downstream of the 1ease. if MMS wants to share in the henefits of the
downstream market, it must alsa share the costs and risks of marketing downstream of the lease,

CONCLUSION

Although several previous areas of concern have been sddressed by the MMS in this most recent
proposal, the MMS continues to base its oroposed methodologies on the false assumptions that 8
significant market at the lease dnas noT exist, gut that a duty o market downstream of the lease at
no cost 1o the lessor does exist. Marathon and industry have ofterad substantial evidence ta rabut
these assumptions, put the MMS has failad to support s position with gvidence of its own.
Therefore, Marathon suppaorts a nomprahensive axpansion af the currant royalty-in-kind imtiative as
the mast viab'e alternative 10 resolving the issue of fuderal royalty ol valuation. Royalty-in-kind
offers the best lang term solutien 1o satisfying the federal lessee’s royalty obligation while assUring
that the federal government receives fair markat value for its royalty oil.
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