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Written Statement by
Larry Nichols
President and Chief Executive Officer
Devon Energy Corporation
representing
Independent Petroleum Association of America (IPAA)
Domestic Petroleum Council (DPC)

California Independent Petroleum Association (CIPA)
Colorado Oil and Gas Association (COGA)
Independent Petroleum Association of Mountain States (IPAMS)
Independent Petroleum Association of New Mexico (IPANM)
Louisiana Independent Qil and Gas Association (LIOGA)
National Ocean Industries Association (NOIA)

New Mexico Qil and Gas Association (NMOGA)
Oklahoma Independent Petroleum Association (OIPA)
Petroleum Association of Wyoming (PAW)

Rocky Mountain Oil and Gas Association (RMOGA)
before the
Committee on Resources
Subcommittee on Energy and Mineral Resources
U.S. House of Representatives
July 31, 1997

Dear Madam Chairwoman and Members of the Committee:

| am Larry Nichols, president and CEO of Devon Energy Corporation
(“Devon”), an independent producer who has federal onshore production. | am
here today on behalf of Devon and CIPA, COGA, DPC, IPAA, IPAMS, IPANM,
LIOGA, NOIA, NMOGA, OIPA, PAW and RMOGA.

Madam Chairwoman, members of the Committee, we always appreciate
the opportunity to work with you in the pursuit of a more simple, certain and
efficient program for collecting revenues due the Treasury and states from
federal oil and gas production. During the 104th Congress, | testified before this
Committee to encourage the Minerals Management Service (MMS), states and
industry to seriously examine royalty in-kind as a possible alternative to the
increasingly complex and contentious requirements for paying royalties on gas
production. At the close of the 104th Congress, much progress was made in
advancing royalty in-kind. We were encouraged by the report language
contained in MMS’ 1997 appropriation requiring them to pursue additional oil
and gas pilots for royalty in-kind.



During the past year, the need to explore for alternatives to re-engineer
the royalty collection system has dramatically increased. Through proposed
rulemakings for both oil and gas, the MMS plans to add more and more
complexity and uncertainty to the royalty collection system. Quite frankly, we are
headed the wrong direction. These rulemakings would have the federal
government chase its molecules to remote markets far removed from the lease
and “net back” using complex and other undefined and arbitrary formulas to the
wellhead in an attempt to estimate value at the lease.

Such a system will be costly for the taxpayers and encourage disputes
over what costs can be deducted to estimate a wellhead value. For over 25,000
leases spread throughout the western United States and the Gulf of Mexico, it is
not a simple task for the federal government to netback from burner tips and gas
pumps to the wellhead, especially during this era of deregulation. This type of
net backing scheme will only result in winners and losers at the wellhead,
including the federal government.

If a producer decides to sell its production at the wellhead and not
participate in the downstream market, then the value received at the wellhead is
appropriate for royalty payments, not theoretical netbacks. Deciding to
participate in markets beyond the lease presents a new area of risks, costs, and
rewards--significantly different from those undertaken to produce the oil. Yet,
MMS is proposing rules which expect producers to undertake those risks by
entering into a midstream market at no cost or risk to the government. In
addition to being intrusive into private business practices, this approach
disregards lease terms which require royalties to be paid on the value of
production removed or sold from the lease, not on the value of natural gas
marketed in New York City or oil marketed in Cushing, Oklahoma, at no cost to
the government.

If MMS wants to derive value from downstream markets, they have the
means readily at hand -- royalty-in-kind. All of the agency’s concerns and
perceived problems over how to value royalty could be addressed by a royality
in-kind program. The MMS seems to concur based on the many public
statements it has made since 1994. Again and again, MMS has stated that
royalty in-kind “will simplify government procedures, streamline reporting
practices, eliminate duplication and waste, and provide better services at
reduced cost to taxpayers and other customers.” Further, the MMS has claimed
that royalty in-kind could remove them from “the complex practice of determining
the appropriate value of production and eliminate disputes.”

We couldn’t agree more that an appropriately designed royalty in-kind
program may result in these benefits, recognizing that the analysis may be
different for oil than for gas. One of MMS'’ very own consultants for royalty
valuation matters has stated, “The only way to be absolutely certain that a fair



market value is received for royalty oil is to take the oil in kind for sale.”(See
attachment). The consultant could not have said it better. Royalty in-kind
accurately measures value by capturing all value resulting from a transaction
between a willing buyer and a willing seller at or near the lease. By taking in
kind, MMS should gain benefits. It will bring to an end its valuation
controversies with lessees. The MMS will have the opportunity to earn higher
rewards than the market holds for successful risktaking.

You are probably wondering why even a small independent who always
sells at the wellhead and currently is allowed to pay royalties on gross proceeds
is in support of a royalty in-kind program. Why would this type of producer be
willing to deliver a royalty fraction of its production to the government? With
each change to the valuation regulations, the MMS continues to encroach on the
principle on which independents conduct their businesses: that production is
best valued by sales at the lease, not by downstream transactions. For
example, the current proposal for valuing cil royalties emphasizes downstream
prices over prices a producer receives at the wellhead. With each rulemaking
change, MMS discriminates against companies by desiring all producers to
undertake downstream risks, free of cost to the lessor, and in essence punishes
independents by regulating an expanded duty to market. The only way a
producer can be certain that MMS will never mandate marketing for wellhead
producers or require payment of phantom income is to have MMS or the states
take the entire federal royalty stream in-kind.

We strongly support MMS’ current initiative to study the option of
marketing its own royalty oil and/or gas. In response to the FY 1997
appropriations report language, the MMS held a series of workshops across the
country to discuss the feasibility of moving ahead with a royalty in-kind re-
engineering project. During these workshops, | believe MMS heard a consistent
message from the oil and gas industry--yes, we are interested in determining the
feasibility of designing a royaity in-kind program which will result in a more a
simple and certain royalty collection system.

We acknowledge that there are a number of design issues, depending on
whether the royalty stream is oil or gas, that need to be resolved before the
government moves forward with a royalty in-kind program. [f all parties can
agree to the mission and principles of a successful royalty in-kind program,
timely resolution of design issues is likely. During MMS' royalty workshops held
this spring, we agreed to outline for MMS and states the goals, principles and
design elements of a successful royalty in-kind program. To initiate this process,
representatives from a number of oil and gas associations from across the
country have formed a royalty in-kind workgroup (workgroup). After a number of
meetings, | am glad to report to the Committee that the workgroup has
developed a mission statement and principles for designing a successful royalty
in-kind program:



A Royalty In-kind Mission Statement

To design a federal royalty in-kind program that will eliminate

valuation uncertainty and that will be attractive to federal, state, and
private sector stakeholders while recognizing the differences between oil
and gas production.

Description of Royalty In-Kind Principles

1. Reduce administrative and compliance burdens while
providing the opportunity for federal and state governments to
maximize their revenues.

The MMS and states. The MMS and states should have the ability to
optimize value by aggregating volumes, determining the most favorable
sales location, arranging transportation, and negotiating the terms and
conditions of the sale. The potential for increased revenues will require
the MMS to manage risks and costs associated with marketing royalty oil
and gas.

Producers. Federal lessees should not realize an increase in
administrative costs or experience operational burdens, but have certainty
through elimination of disputes associated with royalty valuation. Similar
benefits will also accrue to the government. An effective royalty in-kind
program should not impose upon lessees any costs or obligations beyond
the lessee’s obligation to deliver at or near the lease. Reporting should be
related to volumes produced and delivered, not sales prices or other
related valuation information.

Marketers. Marketers should be provided a business opportunity which
has an acceptable risk/revenue ratio thereby enticing participation by the
most professional and successful marketers in the business.

2. Require transactions at or near the lease that fulfill the lease
obligations.

The royalty in-kind production must be delivered at or near the lease.

The government must give sufficient notice and take for a certain
minimum period of time. Once delivered at a royalty in-kind delivery point
at or near the lease, the lessee’s royalty obligation must be completely
satisfied. A lessee has no duty to market or transport the government’s



oil or gas past this point. All risks and costs incurred downstream of the
royalty in-kind delivery point should be borne by the lessor or its
purchaser, in the hope of realizing maximum revenue from reselling the
production downstream.

The purchaser who takes delivery at the royalty in-kind delivery point is
actually taking from the government and performing under a separate
contract. The lessee and the government'’s purchaser have no
contractual relationship with each other. An effective royalty in-kind
program should not hold the lessee liable for the purchaser’s failure to
perform under the royalty in-kind contract, nor should it hold the
purchaser liable for the lessee’s failure to perform under the lease
contract.

3. Provide that when the government takes in-kind it must take all
royalty production for a time certain.

If the government takes its royalty in-kind, it must give sufficient notice,
and, for a time certain, take the full royaity fraction tendered by the
lessee(s) from a given property. The government has no right under the
lease to defer its take obligation or leave its production in the ground.

The government has no right under the lease to defer any production from
either new or existing leases. Otherwise, lessees will be unfairly
burdened by having additional marketing and operational problems with
which to contend.

4. Require use of private marketing expertise to streamline
government operations.

The government'’s oil or gas should be marketed through a competitive,
privatized system in order to maximize benefit and streamline government
operations.

5. Provide the states with the opportunity to be involved in
designing and implementing the program.

At couple of states - Wyoming and Texas - have been actively promoting
royalty in-kind concepts. In addition to being actively involved in the
design of a government royalty in-kind program, the states need to be
given the opportunity to participate in the marketing of federal royalty
stream taken in-kind. While states should be given latitude in marketing
federal royalty oil, any program for state marketing should follow these six
royalty in-kind principles.



6. Make royalties taken in-kind broadly available for public
purchase.

The purchase of hydrocarbons subject to this royalty in-kind program
should be made available on an open competition basis to a broad-based
public market. This should include providing the opportunity to market to
a broad group of interested and qualified marketers.

The workgroup is now compiling a list of design issues. A sampling of
design issues include handling new production when it comes on line,
transportation arrangements for the government (or its marketers) for privately
owned lines, balancing, processing, equity production, producer obligations for
transportation, liabilities of the marketer, an open and fair competitive system for
in-kind volumes, and notification and other administrative burdens. Design
issues should not discourage us from continuing to explore royalty in-kind.

To determine if a successful royalty in-kind program is feasible, the
workgroup will attempt to resolve these issues. As conclusions are drawn, we
will meet with marketers, states, and MMS to ensure our conclusions
accommodate their needs. After attempting to reach agreement with all affected
parties, we will provide a full report of this process to the Committee. We hope
to be able to submit this report to the Committee within S0 days.

State and foreign governments appear to have successful in-kind
program. Their experiences can guide us in designing a successful royalty in-
kind program. As compared to these other models, it does appear that MMS
could achieve dramatic administrative cost savings over its current system of
royalty in value. For example, the Province of Alberta, Canada, currently
employees only 33 people to run a royalty in kind program which sells 146,000
barrels of oil per day. The MMS employs hundreds more employees for an
equivalent amount of production. In fact, the MMS continues to receive
. appropriations for. more and more auditors year after. year. .The agency and
states could dramatically reduce costs -- if the program is properly designed --
and, by assuming certain costs and risks, potentially increase royalty income.

Again, the MMS consultant agrees: “There would be some overhead costs
associated with marketing the oil, however, the cost savings in auditing and
compliance, coupled with higher value, could prove to be quite advantageous to
a state agency.” However, MMS seems hesitant to accept even their own
consultant's advise and counsel because they believe their 1996 gas royalty in-
kind experiment lost revenue. We believe it is not appropriate for MMS to draw
this conclusion because the gas experiment had a number of design flaws which
prevented MMS from obtaining additional revenues.



There are a number of ways in which the pilot could have been improved
to achieve higher bids. The agency made some mistakes, such as taking gas
during mid-winter, not providing sufficient notice and information to bidders,
preparing incomplete bid packages (including errant index points, no
transportation information, no quality information), not aggregating volumes in a
meaningful way (thereby preventing the warranting of minimum volumes), and
not examining closer the cost to move through privately owned lines. These
mistakes, combined with the fact that MMS chose not to assume any costs or
risks associated with the downstream market, produced bids that were lower
than might have otherwise been obtained. The truth is that no third party non-
producer marketers successfully bid on the gas taken in-kind during the
experiment.

The manner in which MMS quantified the alleged “loss” is flawed as well.
In simple terms, the MMS believed it was obliged to try and approximate the
exact price producers would have been paid for gas the government chose to
take in-kind. First of all, there is something inherently wrong with this type of
analysis. When it sells royalty in-kind, the prices MMS receives under the given
conditions of the sale, such as point of sale, quality of the production, length of
the contract’s duration, and so forth, are the fair market values for that
production . If the government believes it needs to compare expected royalty
payments to in-kind proceeds for regulatory scoring purposes, the approach
MMS took is suspect. The MMS tried to approximate what royalty payments
would have been for in-kind volumes by projecting forward from royalty
payments made during the previous year. Market conditions are not static.
Market conditions last year or market conditions for production from other leases
in the Gulf of Mexico, do not have a direct correlation to market conditions being
experienced by MMS for its in-kind volumes, or for other volumes being
produced from that same well.

Before “scoring” of the impacts of a royalty in-kind program is pursued, we
suggest that economic experts be consulted to reach agreement on the
appropriate measures. For more detailed comments regarding revenue
neutrality, please refer to the testimony being presented by Mr. Fred Hagemeyer
with Marathon Oil Company.

Before MMS moves forward with a royalty in-kind program, we need to
build a royalty program that adheres to the six principles discussed above,
corrects the flaws of the gas experiment and accommodates all design issues.
Furthermore, we need to determine if there are legislative and regulatory
barriers which will prohibit successful implementation of a well designed royalty
in-kind program. As a starting point for legislative changes, we need to
reexamine the legislative language for royalty in-kind that was agreed to during
the 104th Congress as part of the Federal Oil and Gas Royalty Fairness and
Simplification Act of 1996 (Act). As you will recall, even though this language



had the support of MMS and industry, it was eliminated from the Act on the
Senate-side due to procedural rules related to budget bills. After a successful
royalty in-kind program has been built, we will then be better able to determine if
the type of legislative language contained in the Act is appropriate.

In conclusion, | ask for the Committee’s support to have states, MMS, and
industry to timely complete a comprehensive report of what must occur
operationally and legislatively for a royalty program to be successful. A poorly
designed in-kind program or test of a program, will result in a royalty in-kind
being shelved prematurely.

For all who support reinventing government, there is no better project
than in-kind. Together we can determine whether in today’s oil and gas
environment, we can create a royalty in-kind program that will ensure the
government and states are receiving their full value for production from federal
lands while at the same time reducing costs for all affected parties.
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Mr. Richard Hopkins

State Controiler's Office

P.0. Box 342850

Sacramento, Califormia 34250-5874

Dear Mr. Hopkins:

By letter dated July 14, 1389, to the Minerals Management Service's Qffice of
State and Tribal Program Support, you requested a determination of whether
ARCO 0il and Gas Company (ARCO) qualified as a principal purchaser in the

Midway-Sunset Field, ~alifornia. Your request was supsequently referred to
this office for response.

Based on your comments ‘n a letter dated November 27, 1990, our analysis of
additional information jathered in your office an February 5, 1991, and
saveral meetings held with Mr. Bob Fees of the California State Controller's
Office and personnel of snis office, we have concluded that ARCO was a
principal purchaser of crude oil from the Midway-Sunset Field during the
period 1983-85. Fnciosea please find our “Findings and Conclusions®
explaining our conclusion.

If you have any questions regarding this matter, please contact Ms. Theresa .
Bayani at (303) 231-3395.

Sincerely,
Milton K. Dial

Chief, Royalty yaluation and
Standards Division

Enclosure
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ROYALTY “ANAGEMENT -20GRAM
OYALTY TAL A L oN AND SIANDARDS _i¥ISTSN

Finainas ana Canciusiaons

on

A Determination of whetner ARCO Oil ana Gas Cimpany

Juaiifiea as a -~rincipal Jurcnaser. of Lruge 1 °n
Tne Midwav-sunset rieid, .aiifornma

BACKGROUND

By letter datea July 14, 1989, o the Minerais Management Service's  MMS)
Office of State and Tribal Program Support, tne California State Controller's
Office (State) requestea a determination of wnether ARCO 0il ana Gas Company
(ARCO) qualified as a principal surchaser in tne Midway-Sunset Fieid,
California. This request was supsequently referred to the Royaity valuation
and Standards Oivision (RVSD) for response.

The State has questioned several valuation decisions regaraing principal
purchasers of 0il from various fields located in California, sarticularly
those decisions determining that ARCO was not a principal purchaser of crude
0il in the Midway-Sunset Field, Californmia. Juring the performance of audits
under the authority delegated pursuant to the Federal 0il ana Gas Royalty
Management Act of 1982 (FOGRMA), the State examined the quantities of crude
oil purchased by each buyer in the Midway-Sunset Field for =he period 1983-35
to determine the principal purchasers.

The State determined that during the perioa 1983-85 ARCO purchased
approximately 11 percent of the cruae 0il sold from the Midway-Sunset Field
under arm's-length conditions and that approximately 9 miilion parrels of o1l
were sold from the field under contracts that referenced ARCO's posted

prices. Thus, the State concluded that ARCO should be considerea a "principal
purchaser“ of crude oil in the Midway-Sunset Field and requested confirmation
from RVSD.

For the periods prior to Decemoer 1, 1987, royalty-in-kina (RIK) 2i1 from
Federal onshore leases was valued unger 30 CFR § 208(f) (1986). The value for
RIK oil is defined in subparagraph (1) as "+he nighest price per harrel
reqularly posted, published, or generally paid, or offered by any principal
purchaser tn the field where produced. . . ." "Pprincipal purchaser," however,
is not defined. Therefore, RVSD prepared a draft issue paper (May 22, 1990)
for the State's review in which "“principal surchaser" was cefinea as a company
that regularly purchases crude oil under arm's-length conaitions. The
procedure for determining a principal purchaser was based an the percentages
of the total crude oil availabie for sale under arm’ s-lengtn conaitions Ddougnt
by each purchaser. The RVSD concluded that:



--The percentage of cruge 2!! purcnased ty a campany under irm's-.engtn
~anaitions must 1ot Te %20 small Iompareg to tnhe QUNer cgrcantages of
-ruge 211 purcnasea 2y other campanias 11 a given “feld.

--ARCO was not & principal gurcnaser of -ruge 311 from tne Midway-Sunset
field necause VSD was unable td confirm from avallable aata tnat =RCO
purcnased mgge than 100 barrels per 2ay of 21l under arm's-iengtn
conaitions <

The RVSD's determination was based 3n i%s interpretation of two tnergy Board
of Contract Appeals (EBCA) decisions: <the Powerine Jil Company, Z3CA

No. 17-3-80 (Powerine !), datea October 20, 1981; and Powerine E3CA

No. 3821-5-87 {Powerine [1), dated February ¢, 1987.

In its response of Novemoer 27, .990, zne State aisagreed with RVSD's
methodology and concluded that:

1) The RVSD's proceaure of determining principal purchasers in a given
field is contrary to the decision in Powerine [; ana

2) ARCO should be considered a principal purcnaser during the period
1983-85 because ARCO purchased 4,000 barreis per day of o1l from the
Midway-Sunset Field under arm's-length conaitions and because
42 percent of all the Midway-Sunset Field crude oil was sold under
contracts that referenced ARCO's prices, suggesting that ARCO was
influencing the prevailing market price in a competitive manner.

To continue the dialogue, RVSD met with the State on February 5, 1991, and
agreea to review the information developed by the State and reevaluate the
definition of the term “principal purchaser® as it was used in a daraft issue
paper dated May 22, 1990, in relation to the Midway-Sunset Field.

F INDINGS

Powerine [ Decision

° In Powerine I, Powerine 0il Company claimed that it was overcnarged Dy the
Department of Energy (DOE) for its purcnases of crude oil from the Navy

i/The RVSD historically determined the principal purchaser of o1l from given
fields on a case-by-case basis. P°rior to Oecemoer 1, 1987, principal .
purchaser determination was based on the percentage of the total crude 011
av:ilable for sale under arm's-length conditions in the respective fields that
® h puyrchaser bought.

1 sroject MMS-RVS-£VR-37-0450 (May 21, 1987), RYSD was only aple t2

~iine that ARCO pure - =2a 100 barreis per 2ay of qi] from thg
-3unset Field u'.. m's-lengtn ccnaitions during the period
T sury 1984 tnrougn 1986. ~“herefore, AVSD concluded that ARCC

7 -“pal ourcnhaser e oil during this period.



Patroleum Reserve in Xern 3gunty, califaornia, zuring tne geriod February
1978 tnrough January 1379.=" The aispute cantered on 4 pricing provision "
a contract whicn required tne cale of 311 5y tne Government 3 be at wne
"hignest price fer narrei af all prices whicn are reqularly posted or
publisned dy the orincipal curchasers. . . ," At tne -ime the contract was
entered into, several purcnhasers, incluaing ARCO, were posting prices 1in ne
fields l'ocatea 1a Kern county, Califaornia.

The Boara of Contract Appeais (80ara) defined “~yrchaser" as ane engaged in
arm's-length transactions, not solely intracompany transfters. The Board
determined that Powerine's gefinition of "principal purchaser”--one that
would purchase 2 substantial amount of crude ail, more than the average
purchaser would acquire, and do sO from the total output of the four fields
specifiea in the contract--«~as unreasonable. The Board did not define
principal purchaser. However, it did determine that ARCQO was not a
purchaser within the meaning of the contract necause ARCO's purchases were
primarily intracompany rransfers. The Boara aiso determined that ARCO's
postings could not Dé used to reflect the prevailing local market price far
setting the crude oil price.

The Boarda determinea further that to implement Powerine's interpretation of
“substantial amount of crude 0il," one must first create an ancillary
information system to provide substantial monthly data on the identity of
each purchaser, the amounts of the crude purchased by each, the identity of
the fields from which the purchases were made, and the type and quality of
0il purchased. In view of the reluctance of private commercial entities 20
reveal such business data, the Board determinea that this type of
information would be difficult to obtain.

The Board also found Powerine's definition unreasonable because if those
companies purcnasing substantial volumes--more than the average purchaser--
could set the prices of the 0il, then competition would be effectively
limited to the large producers. The Board reasoned that smail businesses
Which would otherwise qualify as responsible high bidders would be screened
out in favor of a few major purchasers. The 8oard concluded that this would
deprive the Government of receiving the highest price obtainable througn a
competition invalving the greatest possible number of bidders.

§!By action of the fnaray Reorganization pet .. 917, jurisdiction over Navy
Petroleum Reserves .25 -~sferred to the -y of Energy.



Power ne 1 Decision

3

'n tne “owerine 1 decision, "ine igpeliants, incluaing “awerine Jil
Sompany, filea .5 separate 20peals Claiming tnat iney were cvercnarged

$16,.35,388 by o0E rar tneir furcnases of crude 211,20 A1l L5 appeals were
-ansolizated ntO One groceeaclng, tqent1fieq as "Powerine 1.

Tn summarizing Powerine [, :ne Boarc Zetermined that ARCC was not a
srincipal purchaser because the worad "surchaser" contempiatea an arm's-
lengtn transaction, not in 1atracompany transfer. The 3oard conciuded that
ARCO's tnira party purcnases were too smail in number <3 qualify it as a
principal purchaser. Tn Powerine I, tne Roard does not specifically state
that ARCO's third party purcnases were too small in numper. However, 1n
oowerine 1, tne Board suggests that ARCO may nave mage arm's-length
purchases but not enougn t3 qualify as a principal purcnaser. The Boara
determined that -ne appeilants were aware that ARCO's posted prices were
neing used but they aid not file tneir appeals until 21 <3 51 months after
final payment. Thererore, the 8oara Jeniled the appeail ina concluded that
the appellants waivea their rights tQ assert that tne Government overcharged
them under previously unexpressea interpretation of the contracts.

State Study

° 1n cnallenging RVSD's principal purcnaser determination, the State cited

Powerine [ as specifically aisapproving the methodology .sed by RYSD because
of the difficuity of obtaining the i1nformation. Accoraingly, the State
argued that RVSD should not adept such a methodology.

In determining whether a company qualifies as a principal purcnaser, the
State cited Powerine [ as requiring a review of the purchaser's activity to
determine if that activity constitutes an offer to buy oil from the market
or if it influences the crevailing marxet grice in a competitive manner.

The State contends that Powerine [ rejected sole reiiance on the quantity of
0il that a company purchases and instead concluded that cne must determine
whether a particular purcnaser exnibited an intent o compete in the market
and whether a purchaser's posted prices were accepted as competitive prices
by the market as a whole.

S/The appeals involve faur contract terms: ebruary 1, 1978, through
nuary 31, 1979; Novemoer 1, 1978, znrough January 31, 1379; Februar: !.
$79, tnrougn January 3., 1980; ana Feoruary 1, 1980, znrough Novembe~ T



-~ The State founa znat Sheil 331 Zompany Sheii’, Tasco 211 Zompany, <ocn
‘ndustries, .nc., and Indepencent 231 Sroaucers Association  [GPAY
~aferenced ARCO'S prices in tneir arm's-iengtn contracts. ne ttate argued
~hat -nese ccmpanies would not ~aference ARCQO's prices uniess tney were
relatea to the prevailling marxet price 1A tne ‘ield. The State argued
fyrtner “nat WSO did not Jive tnhe same weignt to tne £rTansactiins
referencing ARCO's prices as 1% did td ARCO's actual curcnases sf o1l.

> The State also founa that Shel! Jurchased 9,713,033 parreis of 711 1n 1985
unaer non-arm's-length conditions {intracompany transfers). “he grice of
the oil for Shell's intracompany rransfers was based on either the nighest
price posted by either ARCO, Ynion 0il Company (Union), Mob1il Oil Company
(Mobil), and Chevron Corporation (Chevron), Or an average of all tnese
posted prices. Secause Shell usea ARCO's posted prices for 1ts intracompany
rransfers, the State concludea tnat <hell's non-arm's-lengtn purchases aiso
should be inciudea in the calcuiation of the total purchages of cruae o1l
inyoiving contracts that ~aferencea ARCO's posted prices;ﬂ sowever, RVYSD
had determinea that Shell's first sale of o1l to its affiliate was a non-
arm's-length transaction, rg9aroless of whetnher ARCO's prices were
refarenced in its contract.—

° The State also determined that ARCO's purchases during the period
1983-85--4,000 barrels per day or 11 percent of the arm's-length purchases
in the field--were the largest singie arm's-length transactions in the
field. The State verified from its audit findings that ARCO purchased the
crude oil under arm's-length conditions from Tenneco 011 Company's (Tenneco)
Oxford and Wilbert properties during the period 1983-85 (table 1). The
price of the cruage 0il sold under the ARCO-Tenneco contract was Dased on the
highest price posted by either ARCO, Union, Mobil, or Cheyron. The State
determined that Tennecc received ARCO's posted prices during tne period
Novemper 1983 through June 1985.

In summary, the State arquea that RVSD snouid consider the State's audit
findings (study of July 14, 1989), which snowed that 42 percent of all tne
crude oil sold in the Midway-Sunset Field was sold under contracts that
referenced ARCO's prices, and theredy suggests that ARCO did indeed
influence the prevailing marxet price in a competitive manner.

5/The state included ARCO and Shell's non-arm's-iength purchases in the
calculation of the total purchases involving contracts <hat referenced ARCO's
posted prices.

éjThe RYSD obtainac tne information regarc’ Shell's productisn from a study
performed by [0F7.
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o 1h RVSD's drafr ‘ssue caper May 22, 13903, Moor  w~as “zentifiea s
purcnasing 29 percent of “ne <ruge 211 id unger irm’'S-1angtnN 220417 12AS
from tne Miqvay-Sunset Sialg in 1385, .nion 23 gercent, ind Chevren
26 percent../ 3ased on 'aTomatisn focm Map1l an@ a scudy perrsrmea Iy

[OPA, AVSD selieved that Santa re cnergy 2roducts Company's o Santa te

sale of o1l _from the Midway-Sunset “ieid wds ©J Mob1l under arm’'s-.engun

conditions .=’ However, zne State cetermined tnat Santa Fe sold 173

proaguction to its affiliate, Santa Fe Energy Company, Jnder tne T2rMs 3

non-arm's-length contract Jatea Novemoer ., 1981. fviagence %2 suddstant

the State's finding could sigmificantly affect the percentages 37 Ine L

crude oil available for sale under arm's-iength conaitions and tnus 'mo

the determination of principal purchaser far wne Midway-Sunset Field.

Therefore, in light of tnese finaings, zne Stata concluded that Mobil's

purcnases of oil from Santa e snould not Se i1nciuded *n the total ¥ arm's-

length purchases from tne Midway-Sunset “ieid.
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RVSD Analysis

° powerine | defined "purcnaser” as one engaged n arm's-iength transactions,

not solely intracompany transfers. Therefore, YSD interpreted Powerine |

to mean that a “purchaser" snouid be identified only on the Dasis of arm's-
length transactions in a given field.

The RVSD agrees with the State that tne policy of determining a arincinal
purchaser based only on the purchases 5f supstantial amounts cof cruce 211 'n
a given field, or even based on percentages of crude o0il purchased dy 3
company under arm's-length conditions, °s contrary to Powerine [ because the
Boara specifically determinea that :tnis definition was unreasonable due %2
the difficuity of obtaining aata.

The RVSD's reinterpretation of Powerine [ ana [I is tnat prin izal curchaser
shouid be pased on a determination of wnether <r not 3 purcnaser ‘qfiuencea
the market ‘n a competitive manner inad was recognizea Dy other -ompanies ‘0
a given field as a true market value inaicator.

Based on data gathered by the State, RVSD confirmed that ARCO purcnased
approximately 11 percent of the crude A1l soid under arm's-lengtnh 23na1tians
from the Midway-Sunset Field auring the period 1383-35. The RVSD ais?

Zjln its draft issue paper, RYSD aiso determined that Mobil, Union, ind
Chevron were the principal purcnasers for tne Midway-Sunset Field i~ 138%.

§!Santa Fe's o1l production was approximately 15 percent Sf the ural
productign from tne Midway-Sunset Sieiag 7 L%



confirmed from the State's aata that Santa Fe gurcnased 811 from its
affiliate rather <han selling the 211 directly t2 Hobil.;/ Thus, Santa fe's
crude oil transactions in the Midway-Sunset “ielg are indeea non-arm's-
length.

> The RVSD verifiea tnat the State includea ARCO ana Sheil's non-arm’s-length
purchases of cruge oil in the calculation of the total purchases involving
contracts that referenced ARCO's posted prices (zaple 2). when ARCQ's and
Shell's intracompany purchases are excluded from tne total purchases
involving contracts that referenced ARCO's prices, 20 percent of the arm'‘s-
length purchases in the Midway-Sunset Field invoived contracts referencing
ARCO's posted prices (table 3).

CONCLUSIONS

> From RVSD's re-interpretation of the Powerine [ and Il decisions and
analysis of the State's study, RVSD concludes that the fallowing shouid be
used to adefine principal purchasers of oil:

1)

2)

3)

a principal purchaser must purchase crude oil from a given field
under arm's-length conditions;

a principal purchaser should influence the market in a competitive :
manner. This may be demonstrated by the amount of oil purchased under
arm's-length conditions and/or the recognition by other companies in a
given field; i.e., other companies reference the purchaser's posted
price in their arm's-length contracts; and

0il purchased under arm's-length contracts by a company as a percentage
of the total available for purchase under arm's-length contracts may be
utilizea in No. 2 above, but shall not be solely definitive.

° The RVSD concludes that ARCO is a principai purcnaser of crude oil for the
Midway-Sunset Fieid during the period 1983-85 because ARCO purchased crude
oil under arm's-length conditions and because approximately 20 percent of
the total arm's-length purchases from the Midway-Sunset Field during this
period involved contracts that referenced ARCO's posted prices, suggesting
that ARCO influenced the market and that its posted price was recognized by
others as a true market value indicator.

fi
e L
£

3/ucpude 011 Purcnase Contract dates . -1er 1, 1981, between Santa Fe
(Seller) and its affiliate, Santa Fe - ~ompany (Buyer).



Table l.--Volumes of cruce 0il purchased under arm's-length and non-arm's-
length contracts from the Midway-Sunset Field, California, in
1985. Jata optained from the California State Controiler's QOffice

Producer Arm‘s-length Non-arm's-iength
(bbls) (bbls)

ARCO 011 and Gas Company 1,787,896
Berry Interests 1,835,232

Chevraon Corporation 6,889,952
Mobil 011 Company 2,863,313
Phillips 011 Company 839,277

Santa fFe Energy Company 8,844,431
Shell 011 Company 9,713,043
Sun Exploration 6,630,099

Tenneco 011 Company 2,529,657

Texaco Inc. 4,761,778
Union 011 Company 4,202,747
Whittier Corporation 2,239,824

Others 1,909,161

Totals 15,983,250 bbls 39,063,160 bbiss

Total oi1 produced 55,046,410 bbls

ol
T



Table 2.--31stribution of crude oil purchases in 1985 invaiving contracts
referencing ARCO 011 ana Gas Company's (ARCO) posted prices for the

Midway-Sunset Fieid, California. Data obtainea frem tne California
State Controller:s Office

Minerais Management

Producer Buyer State analysis Service (MMS) analysis
o (bbls) (bbls)
Alford & Elliot ARCO 25,544 25,§44
ARCO ARCDZ 1,787,896 -0-

H. H. Bell I0PA 13,383 13,353
Howard Caywood Tosco 2,180 2,180
Foust-Britton [OPA 8,916 8,916
Phi1lips 011 Company Tosco 812,091 812,091
Pyramid 011 Company Tosco 16,145 16.545
Sheil 011 Company Sheil 7,714,003 -0-
Tenneco 011 Company

Property name:

Oxford and Wilbert ARCO 1,740,034 1,740,034

Metson Koch 379,452 379,452
Victory 011 Company [OPA 28,550 28,550
Western Continental Koch 42,499 42,499

Totals

12,570,663 bbls

3,068,764 bbls

L‘The wMS excluded ARCO's dntracompany transfers from the total purchases of
crude oi1 invelving contracts which reference ARCO's posted prices.

21 california (including the Midway-Sunset Field), smaller producers are
members and shareholders of the Independent 011 Producers Association
(I0PA). The IOPA sells the production on behalf of smaller producers.

3The wMS excluded Shell 011 Company's :niracompany transfers from the total

purchases of crude oil involving cortr - which reference ARCO'S posted
prices.



Table 3.--Cetermination of

percentage of arm‘s-length purchases referencing

ARCQ 11 and Gas Comoany's (ARCO) posted prices in the
Midway-Sunset Field, California, in 1985. Data obtained from the
California State Controller’s Office ana from tables 1 and 2

Total crude oil producea from the Midway-Sunset Field

Total arm's-length purchases fin the Midway-Sunset
FI@1A vvvvueeecsonesasensasnsasasssssasuoaascscsccnnnns

ARCO'S arm's-length pUrCRASES ..ceececccncasvoaaccnnns

ARCO's non-arm's-length puUrchases ........cceceececee-

Shell 011 Company's non-arm's-length purchases ........

Total arm‘s-length purchases involving contracts

which reference ARCO'S posSted PriCes ........ceceeeens

Ratio of ARCO's arm's-length purchases to the total
arm's-length purchases in the Midway-Sunset Field
(3% 2) teneenanossacennaccseasecnatotaitiatnacacces

Ratio of the total arm's-length purchases involving
contracts that reference ARCO's posted prices to the
total arm's-length purchases in the Midway-Sunset

Field (6 # 2) tieeceeccecccccncnacnassccnnes ceessaas

55,046,410 5bls

15,983,250 bbls
1,765,578 bbis
1,787,896 bbls
7,714,003 bbls

3,068,764 bbls-

11 percent

20 percent

10bta1ned from table 2, the Minerals Management Service analys®s.




EXHIBIT FOUR



Qil Valuation Benchmark System

[PAA and DPC have proposed that the Minerals Management Service
(“MMS”) adopt a set of benchmarks which would be used for valuing royalties on non-
arm’s-length transactions. To make the benchmark system simpler for MMS and lessees to
administer, lessees would assume much of the burden of gathering the information needed
to determine benchmark values for each field or area. Lessees would be required to keep all
records used to determine the proper application of the benchmarks to their transactions to
facilitate review by MMS’s auditors.

The proposed benchmarks have as their premise that arm’s-length transactions
in the field or area are the best indicator of fair market value at the lease. Valuation should
be based on comparable sales or purchases. Comparability refers to the time the contract was
signed, the duration of the contract, the quality of the oil, the location of the leases from
which the oil is produced, and the point in the stream of commerce at which the sale
occurred. To use obvious examples, sales of Alaska North Slope crude oil or of Louisiana
Light Sweet crude oil in the spot market in market centers such as Los Angeles and St.
James, Louisiana, are not comparable to sales of Wyoming Sour or San Joaquin Valley
Heavy crude oil at the leases where produced under one-year sales contracts.

Each month, a lessee would review its sales or other transactions to determine
whether each met the criteria for treatment as arm’s-length transactions. Those that do would
be governed by the gross proceeds rule, and the lessee’s royalty obligation would be satisfied
by paying MMS the royalty percentage of its total proceeds from the sale of the oil. Those
that do not would be governed by the benchmarks. If a lessee is unable to use any of the
benchmarks concerning sales in the lease market, it would use an acceptable netback
methodology employing price information from the nearest market center or aggregation
point. The netback methodology would be used as a last resort.

A clear understanding of key terms is essential to successful implementation
of a benchmark system. The terms “field,” “area,” “arm’s-length contract,” and “like-
quality” are used in these comments in accordance with MMS’s existing definitions in 30
C.F.R. § 206.101.

We understand MMS’s view that if an arm’s-length contract (or group of
contracts) is to be used to value a non-arm’s-length transaction, the arm’s-length contract (or
contracts collectively) must involve “significant quantities” of oil. Reasonable people can
disagree over whether the term “significant quantities” should be given a “bright-line”
definition or whether its meaning necessarily depends on the context of the transaction to
which it is applied. Ultimately, though, the “significant quantities” test is one way of asking



whether the given contract reasonably reflects the value the marketplace is putting on that
oil. DPC and IPAA recommend that MMS adopt a bright-line test on this issue. An arm’s-
length contract (or contracts) would involve a “significant quantity” of oil if it (or they
collectively) involves at least 10% of the lessee’s working interest share of production in the
field or area in the given production month.'

The first benchmark used by the lessee would be its outright sales of like-
quality crude in the field or area. The lessee could bid out a significant quantity of crude oil
for sale under its system. Structurally, IPAA and DPC recommend that MMS establish a
grid to divide the United States into market areas. These areas would be based on producing
basins and pipelines systems, similar to those area determined for natural gas during the
negotiated rulemaking process. For example, the State of Wyoming could be divided into
three areas: the Powder River Basin, the Bighorn Basin, and the Southwest Basin.
Depending on how the lessee offered its oil to third parties, a price or range of prices for
crude oil with similar sulfur content and API gravity would be established within each area.
If a single price resulted from the bid process, that price would be used for royalty purposes.
If a range of prices resulted, the volume-weighted average of the range would be used to
value the lessee's crude oil for royalty purposes.

The second benchmark would be a lessee's or its affiliate’s arm's-length
purchases from producers at the lease in the field or area. If the lessee did not have any
arm's-length sales, it could use arm's-length purchases of like-quality crude in the field or
area for valuation purposes in the same manner as arm's-length sales were used under the
first benchmark.

The third benchmark would be outright sales at arm’s length by third parties.
Information about another party’s arm’s-length sales is sometimes available to a lessee

! In our view, 10 percent is higher than needed to reflect a significant
quantity. As shown in Exhibit 3, MMS valued oil from the Midway-Sunset field in
California based on only 3% of the oil in the field being sold at arm’s-length. And
MMS has proposed to treat the NYMEX price as the national starting point for royalty
value even though only about 1% of the oil traded is actually delivered. But we
offer the higher percentage partly to give MMS greater comfort that the contract
reflects a market value and partly because the definition is tied to the lessee’s
working interest share of production, not to total production from the field. The latter
feature is necessary to allow the lessee to apply the benchmark contemporaneously.
Most lessees will not have field-wide data at the time they must make their royalty
payment for the production month.



through operating agrccments or other sources.

If a lessee did not have any arm's-length sales or purchases and had no
knowledge of relevant third-party sales, the fourth benchmark would call for value based on
prices published by MMS. These prices would be the prices MMS obtained for its crude oil
taken in-kind. If MMS had not taken any of its crude in-kind in the field or area, the lessee
would base its royalty payments on the fifth benchmark: a netback methodology as discussed
earlier and in our prior comments.

DPC and IPAA also propose modifying Form MMS-2014 to collect additional
information from lessees on a monthly basis. Specifically, each line of Form MMS-2014
would indicate whether the transaction was arm's-length or not, the quality of crude (such as
sweet or sour), and the pricing basis (posting, posting plus, benchmark, index). This
information will be essential for MMS to verify via audit the arm's-length transactions used
by the lessee in determining the benchmark price in a field or area. Also, MMS would be
able to monitor the prices it received on a monthly basis and compare a lessee's benchmark
prices to its arm's-length transaction prices and other companies arm's-length and benchmark
prices using the information reported on Form MMS-2014. These changes are simple and
inexpensive, in contrast to the proposed new Form MMS-44135.

It is our understanding MMS is considering moving from payor-based audits
to field/area audits. A benchmark system and field/area audits would complement each
other, and, along with additional information reported on Form MMS-2014, would ease the
administrative burden faced by MMS and allow it to monitor pricing on a timely basis.

de5287
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CONTAINS COHPANY PROPRIETARY

TRFRMATTON FOR RELEASE UNLY T2
PETRN-LERIS CORPORAT IO

CERTIFIED MAIL
RETURN RECEIPT REQUESTED

ar. drad A. Barnds, Langman
Petro-Lewis Corporation

5500 %ing Avenue, Suite 300
Bakersfield, California 3331y

Dear *r, Barnds:

sa nave received your letter dated June 2, 1986, requesting pemmission to
change the procedure for valuing crude oil produced from leases 0CS~-P 0300 and
2301, Ueta Field, offshor= California. The current valuation procedure
requires reporting the hignest »porice posted for East Wilmington Field
crude oil among Chevron U.S.A. [Inc., ‘ohil 011 Corporation, Unfon Jil
Company of California, and Atlantic RPichfield Company, adjusted for gravity at
1 cents per 0.1 degree API and sulfur  at 5 cents per O.1 percent apove
1.5 percent.

Patro-Lewis Corporation (Patro-Lewis) roposes  to value its share of
seta Fleld production pased upon the terms 5f its sales contract of *ay 23,
1986, with Shell Oil Company (37e11). This contract, affective June 1, 198h,
specifies that the price will b2 sudject Lo agreemant by the two parties gach
montn. The sales price for June 1335 was specified to be a flat
$8.30 per barrel.

By letter dated Octooer 5, 1922, we notified you that “{nerals Hanagement
Service's (MMS) policy requiring royalty value to be the highest price paid in
the arsa for similar products can ha overridden as the basis for valuation if
there are compelling reasans to .o 50. That latter furtner specified that ~ur
appruval of your sales contract .rice »4s conditionea upon your showi
continued effart to gbtain tne Iast price vassinle. Your current roguast
includes evidence tnat you nave osntacted 12 sotential jurcnasars, n9ne ui

«hich expressea any interest in surcnasing tnis oil,

[t is #nS's solicy to accaut srei's=langtn siles prices as representative °F
fair -arket Jalue far royalty r0osSes, subject o future audite. his
inciludes am'‘s=langtn 3ales  JONIrACES .nich naya arovisions for wnatnty
renegotiations of the sales grice



re 2rad AL sarnas 2

For nurposes of razorting royalty on Forn “14§-2014, Patra-Lewis shoul: report
the sales .rice sctually received from Snell each ~onth. “agaraing your
concerns znnut  tne rimeliness of any continuea valuation raquests, MS's
policy does 10t cogquire further notification until the terms of the subject
contract ira =~ithar revoked Ir renegotiated (the ~anthly oric2 ajreement
procedure in yaur contract with Shell is not cansiderea %o o8 1 contract
renegotiacion). As noted in our earlier lettsr, 3dequate Jocuentation
demonstratiny your continuing efforts to obtain the pest srice available must

be retained Ny Patro-Levis at its offices in oraer 70 justify eacn month's
contract price during any future audit.

You have tne rignt to appeal tnis decision. Please rofer =3 the anclosure
titled “Royalty Adjustinents and Appeals Procedure.”

A copy of our tetailed “Summary of Findings and Conciusions™ is anclosed.

If you nave any further 4juestions, please call us at (303) 2113161,

[&N]

Sinceraly,

ORIG. SGD. W. H. FELDMILLER

William H. Felcdmiller
Chief, Royalty valuation and
Standards Division

2 Enclosures

bce: Wiecnman
Hubbhard
Chief, FAD w/f&c's
Chief, RCD w/fdc's .
Regional "anager, Pacific OCS m/ f~e's
Norman Hess w/f&c's
E:86-0549:7/29/%6
RM Cnron/0.C.
R4 Chron/Lakewood
RVS Chron
EVB Chron
D. Wiecnman: j2l:MBI:26-0549

»



researcn/reviaw data

po.

nrs.
Prepare draft =l 4 hrs.
Type drart z1 i nrs.
eview draft :1 nrs.
Prepare draft #2 1 nrs.
Type draft #? 1/2 nrs.
Review draft #Z 1/2 nrs.
Prepare draft #3 1 nrs.
Type draft #3 1/3 hrs,
Review draft #3 1/2 hrs,
Prepare drart =4 L nrs.
Type drart #4 L/2 nrs.
Review drart #4 L/2 nrs.
Prepare draft #5 2 hrs.
Type draft #» 1/2 nrs.
Review draft #5 1 nrs.
Prepare draft #6 1 hrs.
Type draft #6 1/2 hrs.
Review draft #6 hrs.
Type and Prepare Final 1 hrs.

Review Final hrs.
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ROYALTY VALUATION AND STANDARDS S DY ISTON

Summary of Findings and Conclusinns
petro-Lewis Corporation valuation Srapnsal for

Jffsnore talitornia

data Field,

[ssue

patra-Lawis Corporation (Petro-Lewis) ig seekiny the rayocation of tne
valuation orderf from the United Stages ‘eolayical Survey (USGS) pacific
Juter ~ontinental shelf (OCS) Regional ¥ fice regarding tne geta Ffileld,
leases UCS-P 9300 and 0301, offshore California. Datro-Lewis 1S requesting
parnission 10 value its portion of production on tne basis of the actual price
recaived from its purchaser pursuant to an amn's-il2agth sales contract.

gackaround

By memoranaum dated August 27, 1981, the pacific JCS Pegional Oftice of the
1S5S nrdered the interest owners in the 23ata Field to value their
sroauction hased upon the nhighest posted price far fast Wilmington Fleld
-ruge oil among chevron U.S.A. Inc. (Chevronl, ughil 011 Corporation
“49nil), dYnion 941 Company of california {Jnion), and Atlantic Richfield
Tompany 'ARCO), adjusted for gravity 2t i rants pa2r 1.1 degree APT and
sulfur at O cents per 0.1 percent apove l.5 sercent.

vy letter ‘jated June 10, 1982, Petro=k=wis request.ed sermission to be
axerpt from the apove-mentioned valuation orger 2nd %o value its interest

1n tne deta Field pased upon tne contract sales price actually received
srom its purchaser, Champlin Petroleum Carporation (Champliin).

iy latter dated vctober 6, 1982, 4{nerals ‘fanagement Sapyice (#MS) accepted
Petro-Lewis' oroposal to value its 3eta Fiald production on tna basis of
rne sales price astablished by tne sales contract with Champiine However,
rais procedure was approved only for the sarind June 1, 1982, rhrough
June 1, 1943,

ara Fizid sroduction 1O shell 011 Company (Snell) pased upon tne nighest
£ faur agsted prices for 1 1mingtan Field cruce, L4tn the orice ad justed

.5 appropriate faor deta Field sulfur content X7 21 gravity.

L ffective august L, 1942, Patro-Lewis 22yen <alling its share nf the
{
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CONTAINS COMPANY 220PRIETARY
THFORMATLON FuR <ElLEASE JULY 7D
PETRO-LEWIS worRPURATIUY
gy letter Jatead ‘iovemher .3, 1982, “MS nadifiea its ‘ctoper <, 1942,
decision; tne valuatisn Zrocedure was nade affective only tnrougn Jduly 31,

1982, instead of June 1, 1333,

gy letter dated January &, 1983, MMS approved Petro-Lewis' request to value
this production hased upon the nighest posting for East “ilminguan Field
crude oil amony ARCU, Chevron, ™obil, and Union adjusted for sulfur at
5 cants per U.l percent above 1.5 percent and for API gravity.

Findinas

By letter dated June Z, 1245, Petro-Lawis notified MMS tnat its .urchaser,
Shell, haa canceled tne ‘ugust 1, 1982, sales contract saverning the sale
of Petro-Lewis' 1/ parcent interest in the Reta Field. This contract had a
price provision hasea upon the USGS valuation order. Petro-Lewis 1is
requesting that M5 accept the sales price specified in the new sales
contract with Shell, datea May 23, 1986, as the basis for valuation of its
share of Bdeta Field production. This contract provides that, affective
June 1, 1986, the sales price will be a flat figure with no quality
adjustments. {t also provides that the price will bde agreed to avery
month, with tne June 13986 price set at $8.30 per barrel. Petra-Lewis is
also seeking quidance ragarding the month-to-month nature of tne contract

Sa]es pl‘ice; i.e.' whether A4S approva] would be required each time a pr“ce
read justment is made.

Patro-Lewis' request incluaes a summary of potential purchasers contacted
regarding the gossible sale of the lease production. Jf tne 12 parties

contacted by Petro-Lewis, none expressed any interest in purcrasing this
oil.

A review of publisnea prices for camparable crude oil found that of the
companies postiny in the vWilmington Field during June 1986, Texaco lnc. was
posting at $11.03, while Union and Mobil were posting at 310.45 (ARCQ is no
longer posting for this field). Another data point is Chevron's posting
for the Beta Field, which was $7.50 per barrel during June 1986.
(It should be noted that MMS has not accepted Chevron's Beta Field posting
as a basis for royaity cayments since the posting is non-arm's-length and
Chevron has not demonstrated comparability to other area arm's-length
postings.)

The new sales contract D>atween Patro-Lewis and Shell provides that the
delivery point will he at chell's facilities at Long 3eacn, «here the title
will transfer to the purchaser. Therefare, the lessee, Jetro-Lewis, 1S
responsible for moving tne 2il to shore, and, according to HMS guidelines,
would be eligible ror a transportation allowance. Datro-Lewis indicated in
3 telepnone conversaticn with our <taff that it intenas =0 acply for a
transportation ailowance it 3 subseguent date.



COMTAINS COMPANY PROPRIETARY
TFORMATION FOR RELEASE LY ~
PETRUO-LEWIS CORPURATLIUN

[t is #MS's policy to accept igpraved valuation procedures until zney re
either revokea or ravisad. [t is aliso “MS's jolicy to accept arm's-length
gales contracts as reprasentative Of f3ir narket value for royalty
purposes, subject to future audit.

Conclusiaons

petro-Lewis' valuation sroposal is based upon an arm's-length sales
contract, and Petro-Lewis nas focumented its offorts to obtain a nigher
price. Therefore, despite the =axistence of higher pub1ishea postings rar
the Wilmington Field, the valuaticn proposal snould be accepted, subject tO
audit, for royalty purposes, stfactive June 1, 1986.

petro-Lewis should be notifiea tn report, on tne Form MMS-2014, tne sales

price actually received eacn montn pursuant to fts contract w#ith Shell.
However, under no circumstances #ill 4i4S accept less than gross proceeds
accruing to the lessee.

petro-Lewis should be notified that 2 valuation procedure approval is not
required when the price is readjusted on a monthly basis under the terms of
the existing sales contract. However, Petro-Lewis should maintain adeguate

documentation at its office to support -an audit finding that diligent
afforts have been made tO receive the pest possible price.



