Barton, Jayne

From: Conway, Karen
Sent: Thursday, January 08, 2004 6:57 AM
To: Burhop, Shirley
Subject: RE: 3Intro.doc

Shirley, I was looking for the first quote in the Fina decision, is this an exact gquote
and where is it located?

* "Gas sold to owned or controlled affiliated entities, that, because

they purchase at least some gas from sources other than their owning or controlling
producer, are not "marketing affiliates"™, is wvalued on the basis of the first applicable
of three benchmarks."”

————— Criginal Message-----

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 PM

To: Brian Johnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F David Loomis;
George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy Rodriguez; Perry Shirley; Robert
Davidoff; Sara Teel; Terence Fisher

Subject: 3Intro.doc

<<3Intro.doc>> Is this better? Sorry, I have not yet gotten to the other 3 things I said
I would do today.

122



Barton, Jayne

From: Conway, Karen
Sent: Thursday, January 08, 2004 10:34 AM
To: Burhop, Shirley
Subject: RE: 3Intro.doc

Shirley, I was trying to verify the quotes and looked at the case; I could not find these.
"Texaco Marketing's arm’'s-length sales proceeds are the correct measure of the gross
proceeds accruing to the lessese", and

"The measure of gross proceeds used in the comparison with other valuation criteria is the
marketing entity's arm's-length sales price."

Could you let me know the page these are on?
Thanks

————— Original Message-----

From: Burhop, Shirley [mailto:Shirley.Burhoplmms.gov]

Sent: Wednesday, January 07, 2004 4:30 BEM

To: Brian Jchnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F David Loomis;
George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy Rodriguez; Perry Shirley; Robert
Davidoff; Sara Teel; Terence Fisher

Subject: 3Intro.doc

<<3Intre.doc>> Is this better? Sorry, I have not yet gotten to the other 3 things I said
I would do today. .
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‘Barton, Jayne

From: Conway, Karen
‘Sent: Thursday, January 08, 2004 10:38 AM
To: Burhop, Shirley

Subject: _ RE: 3Intro.doc

Attachments: 3intro.doc

—
@F'

=3

3Intro.doc (43 KB)

Shirley, other than the quotes I could not find here are Just a few
corrections. Please check them and if you agree you can accept them.

Thanké

————— Criginal Message-----

From: Burhop, Shirley (mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 PM .

To: Brian Johnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F David Locmis;

George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy Rodriguez; Perry Shirley; Robert
Davidoff; Sara Teel; Terence Fisher ©o
~Subject: 3Intro.doc

<<31ntro§doc>>’1§-this better? Sorry, I have not yet gotten to the other 3 things I said
I would do today. : : -
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Background:

INTRODUCTION - IMPACT OF FINA DECISION

Fina and the Benchmarks

v

The Fina decision came out of the U.S. Court of Appeals, District of Columbia Circuit,
and was decided June 27, 2003. The decision essentially overturned the Texaco decision
(MMS-92-0306-0&G, May 18, 1999), which auditors had been following.

The Fina decision said that the Texaco decision improperly applied the gross proceeds
rule to affiliates who were not marketing affiliates.

“Gas sold to owned or controlled affiliated entities, that, because they purchase at
least some gas from sources other than their owning or controlling producer, are
not “marketing affiliates™, is valued on the basis of the first applicable of three
benchmarks.”

The reasoning?

FNGC (Fina Natural Gas Company, the purchaser of Fina’s production), though
controlled by Fina, is not a “marketing affiliate” because it purchases gas from
both Fina and other gas producers, '

Marketing affiliate is defined in the regulations [at 30 CFR § 206. 51 and
206.151, (2003)] as:

ZMarketing affiliate means an affiliate of the lessee whose function is to acquire
only the lessee’s production and to market that production.”

“If the affiliate of the lessee also purchases gas from other sources, then that
affiliate presumably will have comparable arm’s-length contracts with other
parties which should demonstrate the acceptability of the gross proceeds accruing

to the lessee from its affiliate.”

“Gas sold directly to unaffiliated entities is valued at the contract price, since that
price reliably indicates objective value.”

“In contrast, gas sold to markéting affiliates is valued not on the basis of the
Initial sale - obviously an unreliable indicator of objective value — but rather on
the basis of the price at which it ultimately leaves the corporate family.” _

“Accordingly, gas sold to non-marketing affiliates — where objective value can be
reliably approximated through comparable arm’s-length sales — is valued through
the benchmarks at the initial sales price and not the subsequent resale price.”

1 12/27/2005,
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* “Even Fina’s position would not allow it to set prices “unilaterally” for the
berichmarks require Fina to base value on the prices that its affiliate, FNGC, pays
other producers. In other words, Fina must pay royalties based on the actual
market value of the gas at the time Fina transfers the gas to its affiliate.”

*  Fina also clarifies the definition of “lessee” and makes it clear that a lessee and its
affiliate are not the same entity:

“If affiliates are lessees then it makes no sense to talk about an ‘affiliate of the

lessee’ nor of affiliates acquiring lessees’ production,”,

Previously, the Texaco decision determined that Texaco Refining and Marketing, Inc.,
the purchaser of Texaco E & P’s production, was a “marketing affiliate” of Texaco, Inc.,
-parent company of the affiliates. The decision relied upon 30 CFR § 206.102(b)91)(1)
which states: . ‘
For purposes of this section oil which is sold or otherwise transferred to the
lessee’s marketing affiliate and then sold by the marketing affiliate pursuant to
an arm’s-length contract shall be valued in accordance with this paragraph
based upot the sale by. the marketing affiliate. '

Texaco, Inc. argued that, because Texaco Marketing bought oil from unrelated sellers and
not just from Texaco E & P, it was not a “marketing affiliate” and that MMS could not
therefore require Texaco to value the production at Texaco Marketing’s arm’s-length
resale price,

The Acting Assistant Secretary for Land and Minerals did not agree with Texaco and
held that: : _ ‘

" “Texaco Marketing’s arm’s-length sales proceeds are the correct measure of the
gross proceeds accruing to the lessee”, and

“The measure of gross proceeds used in the comparison with other valuation
criteria is the marketing entity’s arm’s-length sales price.”

This finding allowed auditors to pursue the affiliate’s arm’s-length gross proceeds, in
many cases without working through the benchmarks, by claiming that the auditee was
unable to provide any comparable arm’s-length contracts to determine a benchmark
value. This, in many cases, simplified the auditor’s work.

Federal‘and Indian oil and gas benchmarks

In light of the Fina decision there has been some discussion concerning the application of
the Federal and Indian oil and gas benchmarks.

1. Does the Fina decision impact the application of the oil and gas benchmarks?

.| Deleted: ,
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.| Deleted: 1/7/2004
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* Because the Fina audit was assessed under the marketing affiliate resales
Sec. 206.151, and the related company was a non-marketing affiliate, i.e.
purchased from other companies, the benchmarks must apply.

¢ The result is that when the related company purchases one Mecf of gas or a
barrel of oil from an unrelated company the benchmarks must be used for
valuation. )

Does this limit the valuation(s} to less than the “gross proceeds accruing to the
lessee?” The benchmarks specifically state in Sec. 206.152 (h) Notwithstanding
any other provision of this section, under no circumstances shall the value of
production for royalty purposes be less than the gross proceeds accruing to the
lessee for lease production. ... 7

* After consideration of the benchmarks under a non-arm’s-length sale, if
the value is less than the gross proceeds then royalties must be paid on the
gross proceeds. ‘

- Does the Fina decision impact the application of the 0il benchmarks prior to July

20007 (New Federal oil valuation regulations were published on March 15, 2000
and took effect July 1,2000.) _
® The oil benchmarks are applicable when the lessee sells to a related

company and the purchaser is a non-marketing affiliate, a related company
that purchases from others.

" Does the Fina decision impact the appiication of the Indian gas benchmarks prior

to January 20007 (New Indian gas valuation regulations were published on
August 10, 1999 and took effect January 1, 2000.)

®* Yes, since the Indian gas valuation regulations prior to January 2000 were
similar to the Federal gas regulations at that time, the Fina decision applies
to the valuation of NAL sales of Indian gas prior to January 2000.

Are there other court decisions that help us determine the use of the benchmarks?
*  Yes, Xeno, MMS-89-0189-0&G, in the Conclusions and Order stated:

Physical treatment, handling operations, measuring, gathering,

" dehydrating, compressing, separatton, and storage are required to place
the product into a marketable condition. All of these services are
considered necessary to market the product and are to be performed t
no cost to the lessor... In the instant case, the reasonable value of the gas
i1$ its gross value. No reduction in value is allowed for the cost of any -
gathering or compression which may have been necessary in order to
bring the gas to the market in which it was being sold, regardless of
whether that compression or gathering was performed by the lessees, the
purchaser of the gas, or some third party.

3 : 12/27/2008,
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6. The Marathon Oil case, MMS-94-0404-0&G required that in the case of a NAL
sale of the residue gas the company must perform accounting for comparison
where the value of the unprocessed gas using the NAL unprocessed gas
benchmarks must be compared to the value of all products at the tailgate of the
plant and royalty paid on the higher of the two.

7. In another Marathon Qil case, MMS$-92-0077-0&G where Marathon Oil sold to
Marathon Production Company (MPC) and then that company sold to Exxon, and
Exxon reimbursed MPC for gathering the companies appeal was denied. Quoting
a long history of cases the case noted that, '

Although, MMS acknowledges that MPC is not the Appellant’s
marketing affiliate as defined in the new product valuation regulations,
that does not relieve Marathon from its obligation to pay royalties on
gathering reimbursements received by MPC.... In light of the corporate
-relationship between Marathon and MPC, Marathon the parent and MPC
its wholly-owned subsidiary, Marathon and MPC must be treated as one
and the same entity.

In conclusion, there are a multitude of court cases and regulations that support the
benchmarks and accounting for comparison and these can and should be used when
determining royalty liabilities for NAL transactions.

. peleted: 172004
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Federal Coal Benchmarks . -

Subject:  Fina Qil and Chemical Company and the Federal Coal Benchmarks

The Fina Oil and Chemical Company (Fina) decision was directed at natural gas that is
sold to a gas marketing firm that it controls and then the controlled marketing firm sells
the gas again to end users. Since the federal coal regulations are modeled after the oil
and gas regulations, it has been determined that the Fina case applies to federal coal. This
memorandum will discuss the application of the Federal coal benchmarks.

8. Does the Fina decision impact the application of the coal benchmarks?
* The coal regulations do not define or mention a marketing affiliate. The
coal regulations are modeled after the ol and gas regulations.

¢ Because the Fina audit was assessed under the marketing affiliate resales
Sec. 206.151, and the related company was a non-marketing affiliate, i.e.
purchased from other companies, the benchmarks must apply.

* The result is that when one ton of coal is purchased from an unrelated
company the benchmarks must be used.

9. Does this limit the valuations to less than the “gross proceeds accruing to the
lessee”? The benchmarks specifically state in Sec. 206,257

() Notwithstanding any other provision of this section, under no circumstances
shall the value for royalty purposes be less than the gross proceeds accruing to
the lessee for the disposition of coal produced... .

10. After consideration of the benchmarks under a non-arm’s-length sale, if the value
is less than the gross proceeds then royalties must be paid on the gross proceeds.

. /| Deleted: 1/7:2004
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Barton, Jayne

From: Burhop, Shirley

Sent: Thursday, January 08, 2004 12:16 PM

To: Conway, Karen

Subject: RE: 3intro.doc

The top of page 4. The paragraph begins "Pursuant to FOGRMA..." and it's in about the

middle of that paragraph.

————— Original Message-----

From: Conway, Karen

Sent: Thursday, January 08, 2004 6:57 AM
To: Burhop, Shirley

Subject: RE: 3Intro.doc

Shirley, I was looking for the first qguote in the Fina decision, is this an
exact quote and where is it located?

* "Gas sold to owned or controlled affiliated entities, that, because
they purchase at least scme gas from sources other than their owning or
controlling producer, are not "marketing affiliates", is valued on the basis
of the first applicable of three benchmarks."

————— Original Message---—--

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 PM

To: Brian Jchnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F
David Locmis; George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy
Rodriguez; Perry Shirley; Robert Davidoff; Sara Teel; Terence Fisher
Subject: 3Intro.doc

<«<3Intro.doc>> Is this better? Sorry, I have not yet gotten to the other 3
things I said I would do today.
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Barton, Jayne

From: Conway, Karen
Sent: Thursday, January 08, 2004 12:24 PM
To: Burhop, Shirley
Subject: RE: 3Intro.doc

Yes, thanks.

————— Original Message-----

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]
Sent: Thursday, January 08, 2004 11:14 AM

To: Conway, Karen

Subject: RE: 3Intro.doc

The quotes were headings within the document. Is it valid to quote them?
They seem to summarize the results quite well.

————— Original Message-----

From: Conway, Karen

Sent: Thursday, January 08, 2004 10:34 AM
To: Burhop, Shirley

Subject: RE: 3Intro.doc

Shirley, T was trying to verify the gquotes and loocked at the case; I could
not find these. .

"Texacc Marketing's arm's-length sales proceeds are the corrsct measure of
the gross proceeds accruing to the lessee", and

"The measure of gross proceeds used in the comparison with other valuaticn
criteria is the marketing entity's arm's-length sales price."

Could you let me know the page these are on?
Thanks

————— Original Message-----

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 BM

To: Brian Johnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F
David Leoomls; George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy
Rodriguez; Perry Shirley; Robert Davidoff; Sara Teel; Terence Fisher
Subject: 3Intro.doc

<<3Tntro.doc>> Is this better? Sorry, I have not yet gotten to the other 3
things I said I would do today.
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Barton, Jayne

From: Conway, Karen

Sent: Thursday, January 08, 2004 12:33 PM

To: Burhop, Shirley

Subject: RE: 3Intro.doc

I think a guote within a quote is 'marketing affiliates'. Do you agree?

————— Original Message-----

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]
Sent: Thursday, January 08, 2004 12:16 PM

To: Conway, Karen

Subject: RE: 3Intro.doc

The top of page 4. The paragraph begins "Pursuant to FOGRMA..." and it's in about the
middle of that paragraph.

————— Original Message--—--

From: Conway, Karen

Sent: Thursday, January 08, 2004 6:57 AM
To: Burhcp, Shirley

Subject: RE: 3Intro.decc

Shirley, I was looking for the first quote in the Fina decision, is this an
exact quote and where is it located?

* "Gas sold to cowned or controlled affiliated entities, that, because
they purchase at least some gas from scurces cther than their owning or
centrolling producer, are not "marketing affiliates"”, is valued on the basis
of the first applicable of three benchmarks."

————— Original Message-----

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 PM

To: Brian Johnson; Cynthia Stuckey; Dana Summers; Ellwcod Soderlind; F
David Loomis; George Stalgle; Karen Conway; Wagaraja Kirumakki; Nancy
Rodriguez; Perry Shirley; Robert Davidoff; Sara Teel; Terence Fisher
Subject: 3Intro.doc

<<3ZIntro.doc>> Is this better? Sorry, I have not yet gotten to the other 3
things I said I would do today.
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Barton, Jayne

From: Burhop, Shirley

Sent: Thursday, January 08, 2004 12:59 PM
To: Conway, Karen

Subject: RE: 3Intro.doc

Yep

————— Original Message—-----

Frem: Conway, Karen

Sent: Thursday, January 08, 2004 12:33 PM
To: Burhop, Shirley

Subject: RE: 3Intro.doc

I think a quote within a quote is 'marketing affiliates'. Do you agree?

————— Original Message—-----

From: Burhop, Shirley [mallto:Shirley.Burhopfmms.gov]
Sent: Thursday, January 08, 2004 12:16 PM

To: Conway, Karen

Subject: RE: 3Intro.doc

The top of page 4. The paragraph begins "Pursuant to FOGRMA..." and it's in
about the middle of that paragraph.

————— Original Message--—~--

From: Conway, Karen

Sent: Thursday, January 08, 2004 6:57 AM
To: Burhop, Shirley
Subject: RE: 3Intro.doc

Shirley, T was loocking for the first quote in the Fina decision, is this an
exact quote and where 1s it located?

* "Gas sold to owned or controlled affiliated entities, that, because
they purchase at least some gas from sources other than their owning or
controlling producer, are not "marketing affiliates", is valued on the basis
of the first applicable of three benchmarks."

————— Original Message----—-

From: Burhop, Shirley [mailto:Shirley.Burhop@mms.gov]

Sent: Wednesday, January 07, 2004 4:30 PM

To: Brian Johnscon; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F
David Loomis; George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy
Redriguez; Perry Shiriey; Robert Davidoff; Sara Teel; Terence Fisher
Subkject: 3Intro.doc

<<3Intro.doc>> Is this better? Scrry, I have not yet gotten to the other 3
things I said I would do today.
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Barton, Jayne

From: Conv;'ay, Karen

Sent: ) Friday, January 09, 2004 8:27 AM
To: _ Burhop, Shirley

Subject: | RE: 3intro.doc

Attachments: 3intro.doc

3Intro.doc (53 KB)

‘Just some corrections.

————— Original Message----- "

From: Burhecp, Shirley [mailto:Shirley.Burhoplmms.gov]

Sent: Thursday, January 08, 2004 5:21 PM ) : :

To: Brian Johnson; Cynthia Stuckey; Dana Summers; Ellwood Soderlind; F David Loomis;
George Staigle; Karen Conway; Nagaraja Kirumakki; Nancy Rodriguez; Perry Shirley; Robert
Davidoff; Sara Teel; Terence Fisher

Subject: 3Intro.doc

<<3Intro.doc>> Use this version rather than the last. Once again, only the last page is
new.
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INTRODUCTION - IMPACT OF FINA DECISION

Fina and the Benchmarks

Background:

The Fina decision came out of the U.S. Court of Appeals, District of Columbia Circuit,
‘and was decided June 27, 2003. The decision essentially overturned the Texaco decision
(MMS-92-0306-0&G, May 18, 1999), which auditors had been following,

The Fina decision said that the Texaco decision improperly applied the gross proceeds -
rule to affiliates who were not marketing affiliates.

* “Gas sold to owned or controlled affiliated entities, that, because they purchase at
least some gas from sources other than their owning or controlling producer, are
not' marketmg affiliates”, is valued on the basis of the fi rst applicable of three
benchmarks.”

The reasoning?
* FNGC (Fina Natural Gas Company, the purchaser of Fina’s production), though

controlled by Fina, is not a “marketing affiliate” because it purchases gas from
both Fina and other gas producers.

*__ Marketing afﬁl:ate is defined in the reoulatlons [at 30 CFR § 206. 51 and «-+==--~| Formatied: Bullels anc Numbering |
206,151, (2003)] as: : '
“"Marketing affiliate means an affiliate of the lessee whose functlon 15 to acquire
only the lessee’s production and to market that production.”

s “Ifthe affiliate of the lessee also purchases gas from other sources, then that «-+--=-{ Formatted: Bultets and Numoering |
affiliate presumably will have comparable arm’s-length contracts with other '
parties which should demonstrate the acceptability-of the gross proceeds accruing
to the lessee from its affiliate.”

» “Gas sold directly to unaffiliated entities is valued at the contract price, since that - -{ Formatted: Bullets and Numbering |
price reliably indicates objective value.” : '

»__*“In contrast, gas sold to marketing affiliates is valued not on the basis of the Ao { Formatied: Bullets and Numbsring )
initial sale — obviously an unreliable indicator of objective value — but rather on
the basis of the price at which it ultimately leaves the corporate family.”

*_“Accordingly, gas sold to non-marketing affiliates — where objective value can be - { Formatted: 8ullets and Numbering )
reliably approximated through comparable arm’s-length sales — ts valued through
the benchmarks at the initial sales price and not the subsequent resale price.”
. [ Deleted: 1792004 ]
{ Deleted: 1/8/2004 ]
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« “Even Fina’s position would not allow it to set prices “unilaterally” for the <------{ Formatted: Sullets and Numbsring ]

benchmarks require Fina to base value on the prices that its affiliate, FNGC, pays
other producers. In other words, Fina must pay royalties based on the actual
market value of the gas at the time Fina transfers the gas to its affiliate.”
»_Fina also clarifies the definition of “lessee” and makes it clear that a lessee and jts . .--{ Deleted: <t>5 J
affiliate are not the same entity:
“If affiliates are lessees then it makes no sense to talk about an ‘affiliate of the

lessee’ nor of affiliates acquiring lessees’ production.”, ...-{ Deleted: ]

' Previously, the Texaco decision determined that Texaco Refining and Marketing, Inc.,
the purchaser of Texaco E & P’s production, was a “marketing affiliate” of Texaco, Inc.,
parent company of the affiliates. The decision relied upon 30 CFR § 206.102(b)91)(i)
which states:

For purposes of this section oil which is sold or otherwise transferred to the
lessee’s marketing affiliate and then sold by the marketing affiliate pursuant to
an arm’s-length contract shall be valued in accordance w1th this paragraph
based upon the sale by the marketing affiliate.

Texaco, Inc. argued that, because Texaco Marketing bought oil from unrelated sellers and
not just from Texaco E & P, it was not a “marketing affiliate” and that MMS could not
therefore require Texaco to value the production at Texaco Marketing’s arm’s-length

. resale price.

The Acting Assistant Secretary for Land and Minerals did not agree with Texaco and’
held that:
“Texaco Marketing’s arm’s-length sales proceeds are the correct measure of the
grass proceeds accruing to the lessee”, and

“The measure of gross proceeds used in the comparison with other valuation
- criteria is the marketing entity’s arm’s-length sales price.”

This finding allowed auditors to pursue the affiliate’s arm’s-length gross proceeds, in
many cases without working through the benchmarks, by claiming that the auditee was
unable to provide any comparable arm’s-length contracts to determine a benchmark
value. This, in many cases, simplified the auditor’s work.

[ Deleted: 1972004
[ Deleted: 1/8/2004
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Federa! and Indian oil and gas benchmarks

In light of the Fina decision there has been some discussion concerning the application of
the Federal and Indian oil and gas benchmarks.

1. Does the Fina decision impact the application of the ¢il and gas benchmarks?
+ Because the Fina audit was assessed under the marketing affiliate resales
Sec. 206.151, and the related company was a non-marketing affiliate, i.e.
purchased from other companies, the benchmarks must apply.
» The result is that when the related company purchases one Mcf of gas or a
barrel of vil from an unrelated company the benchmarks must be used for
valuation. '

2. Does this limit the valuation(s) to less than the “gross proceeds accruing to the
lessee?” The benchmarks specifically state in Sec. 206.152 (h) Notwithstanding
any other provision of this section, under no circumstances shall the value of
production for royalty purposes be less than the gross proceeds accruing to the
lessee for lease production....

e After consideration of the benchmarks under a non-arm’s-length sale, if
the value is less than the gross proceeds then royalties must be paid on the
gross proceeds.

3. Does the Fina decision impact the app]icatibn of the oil benchmarks prior to July
20007 (New Federal oil valuation regulations were published on March 15, 2000
and took effect July 1, 2000.)

‘e The oil benchmarks are-applicable when the lessee sells to a related
company and the purchaser is a non-marketing affiliate, a related company
that purchases from others.

4, Does the Fina decision inﬁpact the application of the Indian gas benchmarks prior
to January 20007 (New Indian gas valuation regulations were published on
August 10, 1999 and took effect January I, 2000.)

- ® Yes, since the Indian gas valuation regulations prior to January 2000 were
similar to the Federal gas regulations at that time, the Fina decision applies
to the valuation of NAL sales of Indian gas prior to January 2000.

. 5. Are there other court decisions that help us determine the use of the benchmarks?
*  Yes, Xeno, MMS-89-0189-0&G, in the Conclusions and Order stated:

Physical treatment, handling operations, measuring, gathering,
dehydrating, compressing, separation, and storage are required to place
the product into a marketable condition. All of these services are
considered necessary to market the product and are to be performed at
no cost to the lessor...In the instant case, the reasonable value of the gas
is its gross value. No reduction in value s allowed for the cost of any

| Deleted: 1/5/2004

/[ Deleted: 17572004
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gathering or compression which may have been necessary in order to
bring the gas to the market in which it was being sold, regardless of
whether that compression or gathering was performed by the lessees, the
purchaser of the gas, or some third party.

6. The Marathon Oil case, MMS-94-0404-0&G required that in the case of a NAL
sale of the residue gas the company must perform accounting for comparison
where the value of the unprocessed gas using the NAL unprocessed gas
benchmarks must be compared to the value of all products at the tailgate of the
plant and royalty paid on the higher of the two.

7. In another Marathon Oil case, MMS-92-0077-O&G where Marathon Qil sold to
Marathon Production Company (MPC) and then that company sold to Exxon, and
Exxon reimbursed MPC for gathering the companies appeal was denied. Quoting
a long history of cases the case noted that,

Although, MMS acknowledges that MPC is not the Appellant’s
marketing affiliate as defined in the new product valuation regulations,

* that does not relieve Marathon from its obligation to pay royalties on
gathering reimbursements received by MPC.... In light of the corporate
relationship between Marathon and MPC, Marathon the parent and MPC
its wholly-owned subsidiary, Marathon and MPC must be treated as one
and the same entity.

In conclusion, there are a multitude of court cases and regulations that support the

benchmarks and accounting for comparison and these can and should be used when
determining royalty liabilities for NAL transactions.

i e

[ Deteted: 1972004
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Federal Coal Benchmarks

Subject:  Fina Oil and Chemical Company and the Federal Coal Benchmarks

The Fina Oil and Chemical Company (Fina) decision was directed at natural gas that is
sold to a gas marketing firm that it controls and then the controlled marketing firm sells
the gas again to end users. Since the federal coal regulations are modeled after the oil
and gas regulations, it has been determined that the Fina case applies to federal coal. This
memorandum will discuss the application of the Federal coal benchmarks.

8. Does the Fina decision impact the application of the coal benchmarks?
* The coal regulations do not define or mention a marketing affiliate. The
coal regulations are modeled after the oil and gas regulations.

* Because the Fina audit was assessed under the marketmg affiliate resales
Sec. 206.151, and the related company was a non-marketing affiliate, i.e.
purchased from other companies, the benchmarks must apply.

e The result is that when one ton of coal is purchased from an unrelated
company the benchmarks must be used.

9. Does this limit the valuations to less than the “gross proceeds accruing to the
lessee™? The benchmarks specifically state in Sec. 206.257:

(g) Notwithstanding any other provision of this section, under no circumstances
shall the value for royalty purposes be less than the gross procecds accruing to
the lessee for the disposition of coal produced, ..

10. After consideration of the benchmarks under a non-arm’s-length sale, if the value
is less than the gross proceeds then royalties must be paid o the gross proceeds.

[ Deteted: 1/572004
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Statute of Limitations

MMS’s statute of limitations policy, applicable to Federal oilf and gas and solid minerals
production, affects the time periods to which benchmark analysis may apply. The policy
arose from provisions in the Federal Oil and Gas Royalty Simplification and Fairness Act
of 1996 (RSFA), but has been augmented to apply to prior periods.

‘Relevant policy guidance is reproduced in the “Policy Documents” section of this
training manual and includes the following:

* October 8, 2002 memo from the Associate Director for Minerals Revenue
Management, subject: Guidelines Regarding Statute of Limitations for Demands
and Orders and Appeals Decisions for Federal Leases

e January 28, 2003 letter to Valdean Severson, Oil and Gas Bureau Chief, New
Mexico Taxation and Revenue Department, from the Associate Director for
Minerals Revenue Management and attached “Procedures for Implementing
October 8, 2002 ‘Guidelines Regarding Statute of Limitations for Demands and
Orders and Appeals Decisions for Federal Leases™

The effect of this policy is that orders to pay cannot be issued for preduction periods prior
to 7 years prior to the date of the order. Thus an order sent in January 2004 could not
_cover periods prior to the December 1996 sales month, for which royalty reporting would
. have been due by the end of Januvary 1997. (An exception occurs if the payor has an
estimate on file, al§0w1ng the reporting one month later. Thus December 1996

production would not be reported until the end of February 1997 and an order covering
that production month could be issued in February 2004.) The policy papers also discuss
“compelling circumstances” under which exceptions may be granted and procedures for
totling the statute, : '

Thus, the applicability of the “old” Federal oil rule and the applicability of the
benchmarks to Federal oil is declining as time goes on. The new Federal oil rule took
effect in July 2000; so the benchmarks will apply to Federal oil proeduction only through
the June 2000 production month and any orders to pay for that month will need to be sent
no later than July 2007. After that time, we will be precluded from issuing orders to pay
on Iederal oil based on the benchmarks. .

The statute of limitations policy does not apply to Indlan productlon but does apply to
‘:Cuex al 011 and "aS uud Sﬂud r“uuerals

[ Deleted: 17972004

/[ Deleted: 1/8/2004
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Barton, Jayne

From: Burhop, Shirley

Sent: Wednesday, January 14, 2004 1.06 PM
To: Gibbs Tschudy, Deborah

Subject: RE: 4!ntro.doc

The final product will be a power point presentation, accompanied by case studies and examples. The papers were, first
of all, an attempt to get all our thoughts and references together as a basis for the power point slides. We thought we'd
include them, along with the policy papers you mention and relevant legal decisions, in a training manual. if you think this
is all overkill, let us know. We all have the perception that there are a lot of resources available, but auditors aren't
necessarily aware of them or where to find them, so putting everything together in one place would be a big help.

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary; Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

A couple of other thoughts:

What final product(s) are you working towards? Guidance papers with cover memos signed by the AD similar
to what was done in 1995 and 19967 Or, guidance papers AND Powerpoint slides that will be used to deliver the
training?

On all of the products that you are working on, please add DRAFT at the top of every page and also add a
statement as follows: For Internal Government Use Only
Do Not Release

From: Williams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Cc: Gibbs Tschudy, Deborah

Subject: FW: 4Intro.doc

| made some additional suggestions along with Debbie's.
Mary Williams
Manager, Federal Onshore Qil and Gas
Compliance and Asset Management
{(303) 231-3403
(303) 231-3744 (fax)

----- Original Message-----

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirley - | got through page 5 of the Intro and wanted to go ahead and shate my initial comments with you before 1
complete my review. Please let me know if you would like to meet to discuss. | will try to get to the rest of it
ASAP, but | have a number of meetings the next few days.

<< File: 4Intro.doc >>

From: Burhop, Shirley

Sent: Monday, January 12, 2004 4:06 PM

To: Gibbs Tschudy, Deborah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc
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<< File: 4Intro.doc >> Revised intro piece of training, including some discussion on marketable condition and
duty to market,
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Barton, Jayne

From: Burhop, Shirley

Sent: Wednesday, January 14, 2004 2:38 PM

To: Gibbs Tschudy, Deborah; Williams, Mary; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4intro.doc

| just talked to Raj and it sounds like we all might be in more agreement than | thought: these papers were intended to get
our thoughts in order, but we don't necessarily have to do anything else with them.

Though I like the idea of summarizing, in one place, alf the resources that are available (CFRs, Payor Handbook, policy
papers, legal decisions) regarding valuation of a particular product, we could do that rather easily by merely providing a list.
If everyone's agreeable, that's what we'll do. That saves us all a bunch of word-smithing, saves Geoff a bunch of review,
and doesn't create a monster that needs to be kept updated.

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary, Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

A couple of other thoughts:

What final product(s) are you working towards? Guidance papers with cover memos signed by the AD similar
to what was done in 1995 and 19967 Or, guidance papers AND Powerpoint slides that will be used to deliver the
training?

On all of the products that you are working on, please add DRAFT at the top of every page and aiso add a
statement as follows: For Internal Government Use Only
Do Not Release

From: Williams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirfey; Kirumakki, Nagaraja; Conway, Karen
Cc: Gibbs Tschudy, Deborah

Subject: FW: 4Intro.doc

| made some additional suggestions along with Debbie's.
Mary Williams
Manager, Federal Onshore Oil and Gas
Compliance and Asset Management
(303) 231-3403
{303) 231-3744 (fax)

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirley - | got through page 5 of the Intro and wanted to go ahead and share my initial comments with you before |
complete my review. Please let me know if you would like to meet to discuss. 1 will try to get to the rest of it
ASAP, but | have a number of meetings the next few days.

<< File: 4Intro.doc >>

From: Burhop, Shirey
Sent: Monday, January 12, 2004 4.06 PM
To: Gibbs Tschudy, Deborah; Williams, Mary
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Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc

<< File: 4Intro.doc >> Revised intro piece of training, including some discussion on marketable condition and
duty to market.
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Barton, Jayne

From: Burhop, Shirley

Sent; Wednesday, January 14, 2004 3:43 PM
To: Gibbs Tschudy, Deborah

Subject: RE: 4Intro.doc

Yes. HNo.

————— Original Message-----

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 3:16 PM
To: Burhop, Shirley

Subject: Re: 4Intro.doc

So are you thinking just a Powerpoint presentation with an attached resource list? If so,
do you still want me to lock at the papers you sent me?

Sent from my BlackBerry Wireless Handheld

————— Original Message---=-~

From: Burhcp, Shirley <Shirley.Burhop@mms.gov>

To: Gibbs Tschudy, Deborah <Deborah.Gibbs,Tschudy@mms.gov>; Williams, Mary
<Mary.Williams@mms.gov>; Kirumakki, Nagaraja <Nagaraja.Kirumakki@mms.gov>; Conway, Karen
<kcenway@spike.dor.state.co.us>

Sent: Wed Jan 14 14:38:18 2004

Subject: RE: 4Intro.doc

I just talked to Raj and it sounds like we all might be in more agreement than I thought:
these papers were intended to get cur thoughts in order, but we don't necessarily have to
do anything else with them.

Though I like the idea of summarizing, in one place, all the resocurces that are available
{(CFRs, Payor Handbook, policy papers, legal decisions) regarding valuation of a particular
product, we could do that rather easily by merely providing a list. If everyone's
agreeable, that's what we'll do. That saves us all a bunch ¢f word-smithing, saves Geoff
a bunch cf review, and doesn't create a monster that needs to be kept updated.

————— Original Message-----

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary; Burhop, Shirley; Kirumakki, Nagaraja; Cocnway, Karen
Subject: RE: 4Intro.dec

A couple of cther thoughts:

What final product(s) are you working towards? Guidance papers with cover memos
signed by the AD similar to what was done in 1995 and 19967 Or, guidance papers
AND Powerpoint slides that will be used te deliver the trainihg?

On all of the products that you are working cn, please add DRAFT at the top of every
page and also add a statement as follows: For Internal Government Use Only
Do Not Release

————— Original Message-—--—---

From: Williams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Cc: Gibbs Tschudy, Deborah

Subiect: FW: 4Intro.doc
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I made some additional suggestions along with Debbile's.
Mary Williams
Manager, Federal Onshore 0i}! and Gas
Compliance and Asset Management
(303) 231-3403
(303) 231~3744 (fax)

————— Original Message——-—-

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirley - I got through page 5 of the Intre and wanted to go ahead and share my initial
comments with you before I complete my review. Please let me know if you would like to
meet to discuss. T will try to get teo the rest of it ASAP, but I have a number of
meetings the next few days.

<< File: 4Intro.doc >>

————— Original Message—---—--

From: Burhop, Shirley

Sent: Monday, January 12, 2004 4:06 PM

To: Gibbs Tschudy, Debcrah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc

<< File: 4Intro.doc >> Revised intro piece of training, including some discussion on
marketable conditicn and duty to market.
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Barton, Jayne

From: Burhop, Shirley

Sent: Wednesday, January 14, 2004 4:01 PM
To: Kirumakki, Nagaraja

Subject: RE: 4Intro.doc

Good. Thanks.

From: Kirumakki, Nagaraja

Sent: Wednesday, January 14, 2004 3:58 PM
To: Burhop, Shirley

Subject: RE: 4Intro.doc

| agree. Raj

From: Burhop, Shirley

Sent: Wednesday, January 14, 2004 2:38 PM

To! Gibbs Tschudy, Deborah; Williams, Mary; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

| just talked to Raj and it sounds like we all might be in more agreement than | thought. these papers were
intended to get our thoughis in order, but we don't necessarily have to do anything else with them.

Though | like the idea of summarizing, in one place, all the resources that are available (CFRs, Payor Handbook,
policy papers, legal decisions) regarding valuation of a particular product, we could do that rather easily by merely
providing a list. If everyone's agreeable, that's what we'll do. That saves us all a bunch of word-smithing, saves
Geoff a bunch of review, and doesn't create a monster that needs to be kept updated.

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary; Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

A couple of other thoughts:;

What final product{s) are you working towards? Guidance papers with cover memos signed by the
AD similar to what was done in 1995 and 19967 Or, guidance papers AND Powerpoint slides that will
be used to deliver the training?

On all of the products that you are working on, please add DRAFT at the top of every page and also
add a statement as follows: For Internal Government Use Only
Do Not Release

From: Williams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
/ Cc: Gibbs Tschudy, Deborah

Subject: FW: 4Intro.doc

| made some additional suggestions along with Debbie’s.
Mary Williams
Manager, Federal Onshore Oil and Gas
Compliance and Asset Management
(303) 231-3403
(303) 231-3744 (fax)
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From: Gibbs Tschudy, Dehorah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirfey - | got through page 5 of the Intro and wanted to go ahead and share my initial comments with you
before | complete my review. Please let me know if you would like to meet to discuss. 1 will try to get to
the rest of it ASAP, but | have a number of meetings the next few days.

<< File: 4Intro.doc >>

From: Burhop, Shirley

Sent: Monday, January 12, 2004 4:06 PM

To: Gibbs Tschudy, Peborah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc

<< File: 4Intro.doc >> Revised intro piece of training, including some discussion on marketable
condition and duty to market.
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Barton, Jayne

From: Burhop, Shirley

Sent: Wednesday, January 14, 2004 4:02 PM
To: Stuckey, Cynthia

Subject: FW: 4intro.doc

What you have prepared so far will work as a basis for the slides, so don't work on it any more. If we have questions, we'll
ask. Thanks.

-----Original Message-----

From: Kirumakki, Nagaraja
Sent: Wednesday, January 14, 2004 4:00 PM
Ta: Burhop, Shirley; Gibbs Tschudy, Deborah; Williams, Mary; Conway, Karen
Cc: Fields, Gary .
Subject: RE: 4Intro.doc ’
| whole heartedly agree with this idea. No need to reinvent the wheel.
Raj
----- Criginal Message-----
From: Burhop, Shirley
Sent: Wednesday, January 14, 2004 2:3g PM
To; Gibbs Tschudy, Deborah; Williams, Mary; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

| just talked to Raj and it sounds like we all might be in more agreement than | thought: these papers were intended to
get our thoughts in order, but we don't necessarily have to do anything else with them.

Though | like the idea of summarizing, in one place, all the resources that are available (CFRs, Payor Handbook,
policy papers, legal decisions) regarding valuation of a particular product, we could do that rather easily by merely
providing a list. If everyone's agreeable, that's what we'll do. That saves us all a bunch of word-smithing, saves Geoff
a bunch of review, and doesn't create a monster that needs to be kept updated.

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary; Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

A couple of other thoughts:

What final produci(s) are you working towards? Guidance papers with cover memos signed by the
AD similar to what was done in 1995 and 199687 Or, guidance papers  AND Powerpoint slides that will be used
to deliver the training?

On all of the preducts that you are working on, please add DRAFT at the top of every page and also
add a statement as follows: For Internal Government Use Only :
Do Not Release

From: Williams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Cc: Gibbs Tschudy, Deborah

Subject: FW: 4Intro.doc

| made some additional suggestions along with Debhie's.
Mary Williams
Manager, Federal Onshore Cil and Gas
Compliance and Asset Management
(303) 231-3403
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(303) 231-3744 (fax)

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirtey; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirley - | got through page 5 of the Intro and wanted to go ahead and share my initial comments with you
before | complete my review. Please let me know if you would like to meet to discuss. | will try to get to the
rest of it ASAP, but | have a number of meetings the next few days.

<< File: 4Intro.doc >>

From: Burhop, Shirley

Sent: Monday, January 12, 2004 4:06 PM

To: Gibbs Tschudy, Deborah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc

<< File: 4Intro.doc >> Revised intro piece of training, including some discussion on marketable condition
and duty to market.
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| Kirumakki, Nagaraja

From: | Fields, Gary

Sent: Wednesday, January 14, 2004 4:05 PM
To: Kirumakki, Nagaraja

Subject: RE: 4intro.doc

Raj. | agree. Let's keep it as simpie and understandable as possible. Folks can do their own referencing.

From: Kirumakki, Nagaraja

Sent: Wednesday, January 14, 2004 4:00 PM

To: Burhop, Shirley; Gibbs Tschudy, Deborah; Williams, Mary; Conway, Karen
Cc: Fields, Gary .

Subject: RE: 4Intro.doc

I whole heartedly agree with this idea. No need to reinvent the wheel.

Raj

From:  Burhop, Shirley

Sent:  Wednesday, January 14, 2004 2:38 PM

To: Gibbs Tschudy, Deborah; Williams, Mary; Kirumakki, Nagaraja, Conway, Karen
Subject: RE: 4Intro.doc

| just talked to Raj and it sounds like we all might be in more agreement than | thought: these papers were
intended to get our thoughts in order, but we don't necessarily have to do anything else with them.

Though | like the idea of summarizing, in one place, all the resources that are available (CFRs, Payor Handbook,
policy papers, legal decisions) regarding valuation of a particular product, we could do that rather easily by merely
providing a list. If everyone's agreeable, that's what we'll do. That saves us all a bunch of word-smithing, saves
Geoif a bunch of review, and doesn't create 2 monster that needs to be kept updated.

----- Original Message-----

From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 12:26 PM

To: Williams, Mary; Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Subject: RE: 4Intro.doc

A couple of cther thoughts:

What final product(s) are you working towards? Guidance papers with cover memos signed by the
AD similar to what was done in 1995 and 19967 Or, guidance papers AND Powerpoint slides that will
be used to deliver the training?

On al of the products that you are working on, please add DRAFT at the top of every page and also
add a statement as follows: For Internal Government Use Oniy
Do Not Release

From: Willlams, Mary

Sent: Wednesday, January 14, 2004 12:17 PM

To: Burhop, Shirley; Kirumakki, Nagaraja; Conway, Karen
Cc: Gibbs Tschudy, Deborah

Subject: Fw: 4Intro.doc

I made some additiohal suggestions along with Debbie's.
Mary Williams
Manager, Federal Onshore Gil and Gas
Compliance and Asset Management
(303) 231-3403
(303) 231-3744 (fax)



From: Gibbs Tschudy, Deborah

Sent: Wednesday, January 14, 2004 10:42 AM
To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: RE: 4Intro.doc

Shirley - | got through page 5 of the Intro and wanted to go ahead and share my initial comments with you
before | complete my review. Please let me know if you would like to meet to discuss. | will try to get fo
the rest of it ASAP, but | have a number of meetings the next few days.

<< File; 4Intro.doc >>

From: Burhop, Shirley

Sent: Monday, January 12, 2004 4:06 PM

To: Gibbs Tschudy, Deborah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: 4Intro.doc

<< File: 4intro.doc >> Revised intro piece of training, including some discussion on marketable
condition and duty to market.



INTRODUCTION —IMPACT OF FINA DECISION
Fina and the Benchmarks
Background:

The Fina decision decided June 27,2003 out of the U.S. Court of Appeals, District of
Columbia Circuit., . The decision essentially overturned the Texaco decision (MMS-92-
0306-0&G, May 18, 1999), which auditors had been following. :

The Fina decision said that the Texaco decision improperly applied the gross proceeds
rule to affiliates who were not marketing affiliates. :

.. ‘
. e %E%;’
* “Gas sold to owned or controlled affiliated en‘ﬁ%ﬁﬁggfthat, becﬁ%}i%g%hey purchase at
least some gas from sources other than theit"owning or controllmgiproducer, are
not “marketing affiliates™, is valued on.theé.basis ofithe first applicable.of three

v (é_;';f’;""v«
benchmarks.” 1

The Court’s reasoning?

* FNGC (Fina Natural Gas Comp %@geh&lser of’ ué’»f production), though
controlled by Fina, is not a “marking affiliate” because it purchases gas from

both Fina and oth ‘ >

as producers.g,

. AMarketing af e is defined in the regulations at 30 CFR § 206. 51 and

206.151, (2003} )
"an affiliate of 1 26 whose functionls to acquire only the lessee’s

o e
: ih tpmgggyﬁon.

. @ , ' also purchases gas from other sources, then that

Mé‘fg%gate presumab, Mg ill h?g%‘comparable arm’s-length contracts with other
parties which should demofistrate the acceptability of the gross proceéds accruing
to théélgiﬁee from ig%afﬁliate.” (From MMS 1988 regulation preamble)

Ny it

%é‘(éi:&l; #o unaffiliated entities is valued at the contract price, since that

price reliably é‘i,ﬁ’-’ﬂicates objective value.”

T § 7

*  “In contrast, gas sold to marketing affiliates is valued not on the basis of the -
initial sale — obviously an unreliable indicator of objective value - but rather on
the basis of the price at which it ultimately leaves the corporate family.”

*  “Accordingly, gas sold to non-marketing affiliates — where objective value céqn be
reliably approximated through comparable arm’s-length sales — is valued through
the benchmarks at the initial sales price and not the subsequent resale price.”

| T T 1004



* “Even Fina’s position would not allow it to set prices “unilaterally” for the
benchmarks require Fina to base value on the prices that its affiliate, FNGC, pays
other producers. In other words, Fina must pay royalties based on the actual
market value of the gas at the time Fina transfers the gas to its affiliate.”

«  Fina also discusses the definition of “lessee”, based on FOGRMA section 3(7) (30
U.S.C. § 1702(7) and MMS’ own definition included in 30 CFR § 206.151,
making it clear that a lessee and its affiliate are not the same entity:

“If affiliates are lessees then it makes no sense to talk about an “affiliate of the
lessee’” nor of affiliates acquiring lessees’ productions< '

‘Previously, the Texaco decision

held that:

e

e
2

&, 5 I
ceeds %C&Ehe correct measure of the
&3 V ‘?-..7. £

“The measure of gross procee%s used in the cont wr;igﬁon with other valuation

criteria is the marketing entity’%%%" 1, s-length sales""v' 7
The Texaco decision allowed auditors to ‘Bursue th
proceeds in determining the gross proceed?‘i%ng ]
auditor was then to com;p&régﬂ“%éxafﬁiiate’s 1n’s-length&ross proceeds to the value
determined under theﬁénchma}{j?g at 206.152(¢), and assess value on the higher of the
two. However, in‘many’cases, %ﬁ%itors simply‘assessed value on the affiliate’s arm’s-
length resale price and a 1 not . ;%xj;]:clgljd;g%gmva;’lgﬁgﬁﬁnder the benchmarks generally because

%”R&M R .
omparable arth’s-length contracts from the auditee or

iate’s¢arm’s-length gross

2 1/21/2004
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Federal and Indian oil and gas gross proceeds

In light of the Fina decision , determining gross proceeds on oil and gas not sold under an
arm’s-length contract,

Does the Fina decision impact the application of the oil and gas benchmarks? (Is this
really the question you want to ask because Fina doesn’t impact the application of the
benchmarks. It’s impact is on gross proceeds. Maybe the question you want to ask 1s,
“How does Fina impact how oil and gas not sold under an arm’s-length contract is
valued?) .

» No. Even under the Texaco decision the benchmarks still applied. What
changed after the Fina decision is that when coqu‘”%ﬁ%gdhe value
determined under the benchmarks with the g_geg“az roceeds accruing to the
lessee, the gross proceeds are those that agcfie d?é?t}%e producer, not to the
affiliate. That is, the auditor must comgaré%the va ”ﬁ%gnder the
benchmarks with the non-arm’s-length-gtoss proceeds:

2. Does Fina limit the value to less than the “gFo ‘
(I don’t understand this quesz‘-i:%%) The regulations:Specifically state in Sec.
206.152 (h) “Notwithstanding ther provision 6£iihis section, under no

. ., o
circumstances shall the value of* mgoéﬂc;p;@p, for royaltyégwurposes be less than the
- 2 R \ 11
gross proceeds accruing to the lessge forfe s&production. ...

e for foas¥pro

e No. Production sold undert neﬂann’?fl;éngth contract is valued based

Y

on the highergtithe ﬁr_s—fh—}ip?%glilgbenclhégﬁk or the gross proceeds
55

accrying to thg%%ee. Under %\r}a the gross proceeds accruing to the

lesﬁ%ﬁﬁ%ﬂonﬁgﬁ& s-length gﬁ@fﬁproceeds — that is, the value that the
vathélel ig,xghe affiliate has comparable arm’s-length

é%pn im%ﬁé;t%tﬁe‘application of the oil benchmarks prior to July
You., may xééant to ask this question differently) (New Federal oil

b

No*Even ug%r the Texaco decision the benchmarks still apply to crude oil
produ%%ﬁ%ﬁ%fm Federal and Indian leases prior to June 1, 2000. (see
responéggto question 1.) However, the Fina decision is not applicable to
crude oil produced from Federal leases after June 1, 2000. The Fina
decision still applies to crude oil produced from Indian leases.

e The oil benchmarks are applicable when the lessee sells to a related
company and the purchaser is a non-marketing affiliate, a related company
that purchases from others.

4. Does the Fina décision impact the application of the Indian gas benchmarks prior
to January 2000? (New Indian gas valuation regulations were published on
August 10, 1999 and took effect January 1, 2000.)
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i,

No, the application of the benchmarks is still the same. What has changed under the
Fina decision is that gas produced from Indian leases prior to January 1, 2000, and not
sold under an arm’s-length contract, must be value based on the higher of the benchmarks
or the gross proceeds accruing to the lessee. Under Fina the gross proceeds accruing to
the lessee is the non-arm’s-length gross proceeds — that is, the value that the affiliate pays
the lessee because the affiliate has comparable arm’s-length sales.

5. Are there other court decisions that assist with the application of the
benchmarks?
*  Yes, Xeno, MMS-89-0189-0&(@, in the Conclusions and Order stated:

Physical treatment, handhng operatlons measmﬁ%gathenng,
dehydrating, compressing, separation, and stm:age are required to place
the product into a marketable condition. éﬁl ofithese services are
considered necessary to market the prod“ﬁ‘gt and%to be performed at
no cost to the lessor...In the mstaﬁrf%s\case the reasona‘ble value of the gas
is its gross value. No reductiondi’value is allowed for¢he_cost of any
gathering or compression whlch%may have been necessa‘rey iftior rder to
bring the gas to the market i in Wth it
whether that compression or gatherm vas performed by the lessees, the
purchaser of the gas;,ﬁ;or some third part;}% How does this decision help

is determined by wheth‘er‘ the

This portion of the Xen W‘“‘

6. The Maratho ?Oll case -MNIS 94-0404:0&G requrred that in the case of a NAL
o 3
sale of theﬂres«ldue gas, the company must. _perform accounting for comparison
where the value' gthe unprocessed gas using the NAL unprocessed gas
benchmaﬂégg?must Beteom y&faredq ﬂnewalue of all products at the tailgate of the

' %\ Ity, paid“onithe higher of the two.
y 5% e

£ é%_@
ﬂ%hranomer Marathon il caSWMS 92-0077-0&G where Marathon O1l sold to
arg%&e’n Productﬁqgg,COmﬁ’any (MPC) and then MPC sold to Exxon, and Exxon
re1mbursed MPC fo %gathermg, Marathon’s appeal was denied. Quotmg a long

Althc) gh MMS acknowledges that MPC is not the Appellant’s
marietmg affiliate, as defined in the new product valuation regulations,
that does not relieve Marathon from its obligation to pay royalties on
gathering reimbursements received by MPC.... In light of the corporate
relationship between Marathon and MPC, Marathon the parent and MPC
its wholly-owned subsidiary, Marathon and MPC must be treated as one
and the same entity.

In conclusion, there are a multitude of court cases and regulations that support the
benchmarks and accounting for comparison and these can and should be used when
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determining royalty liabilities for NAL transactions. (1don’t see how any of these cases

support the use of the benchmarks. Why are we addressing dual accounting — that is not
an 1ssue in Fina?
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Federal Coal Benchmarks

e “\\

Subject:  Fina Oil and Chemical Company and the Federal Coal Benchmarks

The Fina Oil and Chemical Company (Fina) decision was directed at natural gas that is
sold to a gas marketing firm that it controls and then the controlled marketing firm sells
the gas again to end users. Since the federal coal regulations are modeled after the oi]
and gas regulations, the Fina case applies to federal coal. This section will discuss the
application of the Federal coal benchmarks.

8. Does the Fina decision impact the application of the cog;iﬁ%ncw arks?
. . Al . .
* The coal regulations do not define or mennog_zi“‘am}ﬁ%;rketmg affiliate. The
coal regulations are modeled after the oil grg?i gasgegulations.

» Because the Fina audit was assessedfﬁ%i‘wthe marke‘{:ih%@fﬁliate resales
Sec. 206.151, and the related company was a non—markeﬁﬁ?afﬁléate, e
purchased from other companiéssth ,kbench?”ighamrks must app| :

Y L &
® The result is that when one ton of coal
company the benchmaiks must be used.

e4n

9. Does this limit the valuations to %is th?g%;‘gross pro ees accruing to the
lessee™? The benchmarks specifically stafein]Sec %9@?257:

h:

other provision of thi§ section, under no circumstances
ty purposes b, less than the gross proceeds accruing to

C (g) Notwith, ;1
shall the V@e forro
the lessee forfe,

yait
)Sition of coal produced....

dispe
V

10. A gt&ﬁﬁﬁiﬁ@@%on 6fthe benc

;;gﬂéess than tﬁ’“é% wgs prﬁ’o‘izgsds then royalties must be paid on the gross proceeds.

i
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tolling thea.

Statute of Limitations - I am not sure why this is included? Maybe a
separate handout on statute of limitations? Why not just include the
periods of time and products that this guidance applies to? '

MMS’s statute of limitations policy, applicable to Federal oil and gas and solid minerals
production, affects the time periods to which the benchmark analysis may apply. The
policy arose from provisions in the Federal Oil and Gas Royalty S1mphﬁcat1on and
Faimess Act of 1996 (RSFA), but has been augmented to apply to prior periods.

Relevant policy guidance is reproduced in the “Policy Docum sectlon of thls

training manual and includes the following:

» October §, 2002 memo from the Associate Dlre%afor Mirter 5k Revenue
Management subject: Guidelines Regardmg Stattite of leltatlons for Demands
and Orders and Appeals Decisions for Federal Leases A

. S

Orders and Appeals Decistons for%der

The effect of this pOhC}WIS&ﬂl rders to payiéannot be igsued for production periods prior |
to 7 years prior to thegdate of the order. Thu‘%?{l order sent in January 2004 could not
cover periods pnor*f’%%?ﬁe Decem%ier 1996 sales:month, for which royalty reporting would
have been due by the enw &f Jan%’laryggglm(m; exception occurs if the payor has an
estunate on ﬁie*"a' owing th CIc &gortmgaqne fhonth later. Thus December 1996
HOLL repo‘«: d,until the end of February 1997 and an order covering

that pr_eductlon month %&‘uld be | lssued n February 2004.) The policy papers also discuss
compe mg c1rcumstances’%unde}i$hlch exceptions may be granted and procedures for

tute. i

Thus, the apphcaz%ihty of th‘”e" “o0ld” Federal il rule and the applicability of the

benchmarks to Federa 11"18 declining as time goes on. The new Federal oil rule took
effect in July 2000, , SO e benchmarks will apply to Federal oil production only through
the June 2000 produCtion month and any orders to pay for that month will nced to be sent
no later than July 2007. After that time, we will be precluded from i issuing orders to pay
on Federal o1l based on the benchmarks

, but does apply to Federal oil and gas and solid minerals.
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Marketable Condition and Du_ty to Market

The regulations, for valuation of the products listed below, require that the lessee place
production in marketable condition at no cost to the lessor and that the lessee market the
production for the mutual benefit of the lessee and the lessor at no cost to the lessor.

The applicable cites are:

Indian oil, 30 CFR §206.52 (1)

Federal oil, 30 CFR §206.102 (i) [prior to July 2001]
Federal oil, 30 CFR §206.106 [effective July 2001]
Federal gas, unprocessed, 30 CFR §206.152 (i)
Federal gas, processed, 30 CFR §206.153(1)

Indian gas, unprocessed, 30 CFR §206.172 (i) [prior to J amuary (?} 0]
Indlan gas, processed 30 CFR §206.173 (i) [prior to Janui

Federal coal ad valorem leases, 30 CFR §206. 25‘7 (h)
Indian coal, ad valorem leases, 30 CFR §206.. 4u S6ih

These regulations state that, when gross proceeds establish the value, that value must be

<

mcreased to the extent that the gross proceeds have beetii _ﬁduced because the purchaser,

condition or the market the productmn ho 0
responsibility.

Case history:

s October 9, “2003; Valuatmn Detenmna&omfor Coalbed Methane Production from
the Kitty, Spottéﬂ ﬁ’orse@éan‘dw;l?.ough D;:aw Fields, Powder River Basin.
Addres%@evon Energy Corp%ﬁgned by the Assistant Secretary for Land and
Mlnerals Management - ;%,

“&5" ‘ hlS decision (i?‘cusses fh alIowab111ty of compressmn costs as part of the

. Walter Ozé c;'ngyﬁm Corp., 111 IBLLA 260 (1989)

o Arco Oil and Gas Cb., 112, IBLA 8 (1989)

e California Co. v. Udall, 296 F.2d 384, 387 (D.C. Cir. 1961)
o Taylor Energy Co., 143 IBLA 80 (1998)

e Yates Petroleum Corp., 148 IBLA 33 (March 9, 1999)

e Amerac Energy Corp., 148 IBLA 82 (March 24, 1999)

g | 1/21/2004
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a

Amoco Production Co., 143 IBLA 189 (1998)
This decision held in favor of Amoco on the grounds that MMS had not
provided adequate evidence to prove that the difference between a non-arm’s-
length price and the arm’s-length resale price constituted a marketing fee.

Mesa Operating Limited Partnership v. Department of the Interior, 931 F2d 318
(5™ Cir. 1991), cert. denied, 502 U.S. 1059 (1992)

Amerada Hess v. Department of the Interior, 170 F.3d 103

10" Cir. 1999)
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FEDERAL AND INDIAN GAS
NON-ARM’S-LENGTH VALUATION
RESOURCES

Regulations:

e Federal:
30 CFR § 206.152, unprocessed gas
30 CFR § 206.153, processed gas

e Indian:
30 CFR § 206.172 (1999), unprocessed gas
30 CFR § 206.173 (1999), processed gas
The Indian gas valuation regulations changed effectf

Pavor Handbook

an arm’s- Iength contract

Policy Guidance: :
e (Guidance paper from the Assoc: te»llrector for Roy M%;Z;Management MMS,
Valuation Guidance for Audztmg A ’les of Na;;yml Gas, December 5,

1996

Case History:
e The valuation: "dance mentloned above centains a list of relevant administrative

and court dec1s.'s' 1ssued°’through 1996!@

- roceeds) contracts
s{ T valffation under POP contracts were pubhshed in the

Lederal Reg:ster Vol. 56, No, 178, pages 46527 — 46531. The preamble

' G«’fhls rule provides good information about why POP contract situations

are %teé§§1fferently than other contract situations.

o The Q f‘?gnd Gas Payor Handbook, pages 4-56 — 4-67

o DearPayor letters of April 16, 1992 and June 25, 1992

o Indian gas sold under arm’s-length POP contracts after the effective date
of the new Indian gas rule, January 1, 2000, is now valued and reported as
processed gas. The new rule had no effect on the reporting or valuation of
non-arm’s-length Indian gas sold under POP contracts. -

o Policy paper, August 19, 1994, “Policy Paper — Retroactive Application of
the Percentage-of-Proceeds (POP) Rule”

o Policy paper, date uncertain, “Interpretation — Dual Accounting for Gas
Sold Under Percentage-of-Proceeds Contracts [Issue 1995-1]



N

e Accounting for comparison (dual accounting)
o Federal: 30 CFR § 206.155
o Indian: 30 CFR § 206.175 (1999)
o The Oil and Gas Payor Handbook, Volume III, Product Valuation, pages
4-90 - 4-102 .
o Legal decisions: 4
»  Pioneer Kettleman, MMS-89-0232-0&G
»  Marathon Oil, MMS-94-0404-0&G

» Major Portion Analysis (applies to Indian properties onlsi™
o 30 CFR §206.172 (a) (3) (i) and (ii) (1999), u %cessed gas
o 30 CFR §206.173 (a) (3) (i) and (ii) (1999)gproccssed gas

o The Oil and Gas Payor Handbook, %ﬁf[ﬁ P;%?%gt Valuation, pages

4-103 and 4-105




FEDERAL AND INDIAN OIL

C NON-ARM’S-LENGTH VALUATION
| RESOURCES
Regulations:
o Federal:

30 CFR § 206.102 (1999)
The Federal gas valuation regulations changed effective July 1, 2000:

¢ Indian:
30 CFR § 206.52

Payor Handbook:
o The Oil and Gas Payor Handbook, Volume 111 Product Valuation, 08/01/00,
discusses valuation of 0il not sold under an arrmss length contract in Section 3.2.

Policy Guidance: -
e Guidance paper from the Acting Associate: D'rectorafor RoyaIty Management,

S,

MMS, Valuation Guidance for Auditing Crud Oz]"Premzums June 24, 1996.

Case History: _
* The valuation guidance mentioned above contains a %‘” fTelevant administrative
and court decisions issued through 1996. ;%W




fﬂ\g

FEDERAL COAL
NON—ARM’S LENGTH VALUATION
RESOURCES

Regulations:
» 30 CFR § 206.256, cents-per-ton leases

e 30 CFR § 206.257, ad valorem leases

Payor Handbook:
s The Solid Minerals Payor Handbook 10/26/92, discussed coal valuation in
Chapter 10.

Policy Guidance:
* Guidance paper from the Associate D1rect01;,£ rRoyalty Management, MMS,
Valuation Guidance for Auditing Affiliate /Sales of Coal, December 5, 1996.

e Preamble to the 1989 coal regulatlons,/Fedef al Re gzsrer January 13, 1989.

Cagse History: Y
s The valuation guidance mentioned above containgsa list of relevant administrative

Sierans
and court decisions issued through 1996. )
g % v
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GAS VALUATION - FEDERAL
UNPROCESSED GAS

Regulation: 30 CFR § 206.152 (2002)

Sec. 206.152 Valuation standards--unprocessed gas.
(¢) The value of gas subject to this section which is not sold pursuant to an arm's- -length contract
shall be the reasonable value determined in accordance with the first applicable of the following
methods:

First benchmark:

(1) The gross proceeds accruing to the lessee pursuant to a saIe {inder its non-arm's- length contract
(or other disposition other than by an arm's-length contrac@ x&prowdedzt{;ﬁa&f}‘s,\:gi1ose gross proceeds
are equivalent to the gross proceeds derived from, or pald\under comparab]e.arm s-length
contracts for purchases, sales, or other dispositions 9fv‘[1ke quality gas in the,s?me field (or, if
necessary to obtain a reasonable sample, from tge same areal In evaluating the; cogiparabtllt) of
arm's-length contracts for the purposes of these regulatlons the, following factors: shall Te
considered: price, time of execution, duration, market or tnarkets“sgr\fed terms, quality of gas,
volume, and such other factors as may be appropriaté'to reﬂect the value of the gas;

The Oil and Gas Payor Handbook, Valume I Product I“%’uarzon 08/01/00 Sec. 4.1.2,
discusses “Valuation of unprocessed gasmg?so d under an afm*szlength contract”: Sec.
4.1.2.1 discusses “First valuation benchmark™LgSsee’s S gross proceeds if equivalent to
gross proceeds under comparable arm’s- l@ngth c%ﬁ'tracts.u‘

Equivalency: The lessee s nm:? -arm’s-lengthigross proceeds are considered equivalent if
they are not less than\ﬂle gross pinfraceeds derived \f;qm or paid under the most comparable
arm’s-length contract 1n{§iisa.me?ﬁeld (or area) for like-quality gas.

Comparability:Us
-
contracts:
v

¢ Volume
Other appropriate factors

Lessees must use the most comparable arm’s-length contract to determine value.

Application: _ :
* Compare the company’s non-arm’s-length (NAL) price to the arm’s-length -
(AL) price(s) in the field or area. This can be a related company’s AL contract.
[f the NAL price is greater than or equal to the price(s) of a comparable AL
contract and the price, duration of contract, market, terms, quality and volume
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of gas are equivalent, then the price may be acceptable. If not then go to the
second benchmark.

Gross proceeds: The lessee’s gross proceeds for unprocessed gas sold under a non-
arm’s-length contract include all consideration paid directly or indirectly under the
contract. However, the gross proceeds under a non-arm’s-length contract cannot be
reduced by a transportation factor . - If the lessee’s proceeds under its non-arm’s-length
contract are reduced by the costs of transportation, the transportation reduction must be
added to those proceeds to determine value for royalty purposes. The lessee, may,
however, receive an allowance for its actual transportation costs. ,

Second Benchmark:

(2) A value determined by consideration of other inforg)@tiirelevan?‘im aluing like-quality gas,
including gross proceeds under arm's-length contra_cgg,fﬁ)rgli_lée-qua]iry gasHinthe same field or
nearby fields or areas, posted prices for gas, pricessfeceived in arm's-length spﬁ‘%sales of gas, other
reliable public sources of price or market inforygn'ff"fon, and other information aéﬁfff;%fthe&garticu]ar
lease operation or the saleability of the gas; ¢ ??% Co
Ny, L
The Oil and Gas Pavor Handbook, Volume IlI, Prod %Iré;gluarion, 08/01/2000, discusses

valuation of unprocessed gas not sol %u&gc;ger an ﬂm’s—lg%g@:con&act in section 4.1.2,
nark is discussed in section 4.1.2.2.

S

beginning on page 4-20. The second bene

Used when:
» Lessee’s gross,proceeds are not equi va
comparable,drm’s=lenpth contracts}
¢ No compdrable arm’ =length contraGs exist in the field or area, or if

» The lessee receiy onsideration tor its gas

3&gle lés"g‘?“é%é&e must cdﬁi?%er other information that is relevant or
like-quality gas in the field or area including:
R :
ader arm’s-length contracts in the field or area
for unprocessed gas
gjeggprices for unprocessed gas

¥ liable public sources of price or market information; or

i
iy

levant to that particular lease or salability of the lessee’s gas

Under thiggbenchmﬁf‘}%
Wouldﬁbte?ﬁsed in va,

The Jessee must seleCt the method that best determines the value of the lessee’s
unprocessed gas. The selected criterion should either:
* Reflect most closely the circumstances surrounding the disposition of the
lessee’s unprocessed gas, or
¢ Be the most relevant factor in valuing the lessee’s unprocessed gas.

Application:
o Ifthere is no long-term contract in the field or area and the company contract is
Jong-term, then gross proceeds under short-term AL contracts in the field or
area might be used.

Page3 - 1/21/2004



¢ If a company is NAL to the iessee and they purchase in the same field or area
from arm’s-length companies, these agreements may be used to value
production under the second benchmark because these prices are AL prices in
the field or area. This may not be a valid pricing method if this is a captive
market.

Third benchmark:

(3) A net-back method or any other reasonable valuation method.

The Oil and Gas Payor Handbook, Volume I1I, Product Valuazzon 08/01/2000 discusses

valuation of unprocessed gas not sold under an arm’s-length coﬁ%ract in section 4.1.2,
beginning on page 4-20. The third benchmark is dlscuss‘%\%;n secu%ﬂ 4.1.2.3.

~~~~~

ss’&%*ié ;"

The MMS? nt tegt is thagga net-back meﬂxod be used for valuation primarily
ithe lease:;pmduct has, changed and it is necessary to start with
w"hang;ed“px:ech:t.c and deduct transportation and processmg

?‘?' etermmed thrch ‘gh apphcatlon of the first three benchmarks in the regulations
3206 152(c)), tgen a nét-back method would involve beginning with the sale
pnce of }& e electncﬁy and deducting the costs of generation and transportation,

w”
Further valuation re%ﬁlations for unprocessed gas:

(&){1) Where the value is determined pursuant to paragraph (c) of this section, the lessee shall
retain all data relevant to the determination of royalty value. Such data shall be subject to review
and audit, and MMS will direct a lessee to use a different value if it determines that the reported
value is inconsistent with the requirements of these regulations.

(2) Any Federal lessee will make available upon request to the authorized MMS or State
representatives, to the Office of the Inspector General of the Department of the Interior, or other
person authorized to receive such information, arm's-length sales and volume data for like-quality
production sold, purchased or otherwise obtained by the lessee from the field or area or from
nearby fields or areas.
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(3} A lessee shall notify MMS if it has determined value pursuant to paragraph (c)(2) or {c}(3) of
this section. The notification shall be by letter to the MMS Associate Director for Royalty
Management or his/her designee. The letter shall identify the valuation method to be used and
contain a brief description of the procedure to be followed. The notification required by this
paragraph is a one-time notification due no later than the end of the month following the month
the lessee first reports royalties on a Form MMS-2014 using a valuation method authorized by
paragraph (c)(2) or (c)(3) of this section, and each time there is a change in a2 method under
paragraph (c)(2) or (c)(3) of this section.

{f) If MMS determines that a lessee has not properly determined value, the lessee shall pay the
difference, if any, between royalty payments made based upon the value it has used and the
royalty payments that are due based upon the value established by MMS, The lessee shall alse pay
interest on that difference compmed pursuant to 30 CFR 218 54. If thﬁssee is entitled fo a credit,

effectwe for the period stated therein. After MMS 155113 i
the ddjustments in accordance with paragraph (f) of thi
£

(h} Notwithstanding any other pro%smn"of this section, under%o circumstances shall the
value of production for royalty purpgse 5 ,Ziéfss}than the gross \gpuroceeds accruing to the
lessee Tor lease production, less apphca”b,le allowans: ﬁ

(bold added for emphasxs)

tlon under no circumstances shall the value of
_%ﬁf’oss proceeds accruing to the lessee for lease

(i) ']:be lessee must plac gas in marketable condition and market the gas for the mutual benefit of
the éss and the lessof 4 no cost to the Federal Government. Where the value established under

this smn “i§ determme%%y a lessee’s gross proceeds, that value will be increased

to the extént at the gross proceeds have been reduced because the purchaser, or any other person,
is providing eer rtain.services the cost of which ordinarily is the responsibility of the lessee to place
the gas in mark tablg condition or to market the gas,

Observation: .
Many companies are using the Fina decision to refuse to provide contracts. According to

Sec. 206.152 () (2), they must provide the AL contracts.

Any Federal lessee will make available upon request to the authorized MMS or State
representatives, to the Office of the Inspector General of the Department of the Interior, or other
person authorized to receive such information, arm's-length sales and volume data for like-quality
production sold, purchased or otherwise obtained by the lessee from the field or area or from
nearby fields or areas.
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Ultimately these AL contracts may be used to determine gross proceeds.
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GAS VALUATION - FEDERAL
PROCESSED GAS

Regulation: 30 CFR § 206.153 (2002)

Sec. 206.153 Valuation standards--processed gas.
(c) The value of residue gas or any gas plant product which is not sold pursuant to an arm's-length
contract shall be the reasonable value determmed in accordance with the first applicable of the
following methods:

Used when:
* Sales contract is non-arm’s-length
e Residue gas or gas plant products are transferredm >-0u$ a contract

Benchmarks focus on: 4
¢ Comparable arm’s-length gross proce
prices &

First benchmark:

(1) The gross proceeds accruing to thaégfsseegpursuant toa salgg%?der its non-arm's-length contract
(or other disposition other than by an arm’s* Iengt asc;on’rract) provided that those gross proceeds
are equivalent to the gross proceeds derfﬁf:d from“%er' 3{1 under,g :omparable arm's-length
contracts for purchases, sales, or other dlsposnwns of” "lﬂ{f;'&Q \ialiy residue gas or gas plant products
from the same procesﬁ%ant (or, if necessﬁ%y to obtain g; g;lsonable sample, from nearby
plants). In evaluafing the%éom arability of ar%"n&s -length contracts for the purposes of these
regulations, the: fol Howing fa‘ctors shall be con‘s“;‘glered price, time of execution, duration, market or
markets served, tei?ffii'é% qual:ty%jof residue gas or'gas’ “blant products, volume, and such other factors
as may be appropr;%tcfto,.reﬂec?’*fhewal of thefresidue gas or gas plant products;

e G % 3;%;_.&!

5P e Mand £, Volume" 11, Product Valuation, 08/01/2000 discusses

valuatidn under the fitst b enchmagk:of processed gas not sold under an arm’s-length

contrféctﬁln«sectlon 422 gbegmmggvon page 4-47.
G -

5 j '
Equivaleney: :The lessee’s gon arm’s-length gross proceeds are considered equivalent if

they are not le‘szgi‘%an the gr@ss proceeds derived from or paid under the most comparable
arm’s-length contrag &

Comparability:
e Price
» Duration of contract
* Market(s) served
s Terms
¢ Quality of the gas
e Volume
e Other appropniate factors

-
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Application:

e Compare the company’s NAL price to AL prices, including a related company’s
price, at the plant. If there are no AL prices at the plant then nearby plants may
be used. If the NAL price is greater than or equal to the price of a comparable
AL contract and the price, time of execution, duration of contract, market,
terms, quality and volume of gas are equivalent, then the price may be
acceptable. If not then go to the second benchmark.

Gross Proceeds: The lessee’s gross proceeds for residue gas or gas plant products sold
under a non-arm’s-length contract include all consideration paiflﬁ directly or indirectly

under the contract. However the gross proceeds under a non-a m’s-leéngth contract
canmot be reduced by a transportation factor.

Application: y- i
» Gross proceeds would not be reduced for NeAT: processing coStias well, because
. . ,‘g;gy - . CiiEE,
the deduction for both transportation Agng processing is only allowed f%; the
. iy, e T SR
actual cost for transportation and processing for NAL contracts aid tfansfers.

Second benchmark:

(2) A value determined by considerat%jﬁsqﬁegher information reléyant in valuing like-quality
»Axﬁ: o

residue gas or gas plant products, inc]li-dmg*ggr(‘isggproceeds undgfi‘*égarm s-length contracts for like-

quality residue gas or gas plant products‘igom thetsame a5 plant @?other nearby processing
plants, posted prices for residue gas or gas“;fgla%egﬁ‘ro l%éts«z prices received in spot sales of residue
gas or gas plant produtiSZother reliable pubfg_gi%ources of price or market information, and other

information as toghe partiéf’fajg lease operatid‘i;l&\or the saleability of such residue gas or gas plant
L %
products; or e %%

The Qil and Gas Payor Ein%gj&“ ol MQ’&% LiProduct Valuation, 08/01/2000 discusses

valuation und&éjé;eﬁsecond*b%é ichmark®ofprocessed gas not sold under an arm’s-length

contra%ﬂﬁsectioﬁ 2:22 beg“i%lmg on page 4-49.

S & ¥

e

Used Wh?hw%%% ;
. Less%”g‘g;§ gross proceeds are not equivalent to gross proceeds under comparable

ann’s:gféjf‘gth contracts ’

e No comﬁ%”ﬁ%@:’é‘%nn’s-length contracts exist at plant or nearby plant
* Lessee recgives no consideration for its gas and gas plant products

Criteria can include:
* Gross proceeds under arm’s-length contracts at the plant or nearby plants
* Published prices for residue gas or gas plant products o
* Prices under arm’s-length spot sales of residue gas or gas plant products
s Other reliable public sources of price or market information; and
o Information relevant to that particular lease or salability of lessee’s gas and
plant products

Selected criteria should:
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* Reflect most closely the circumstances surrounding the disposition of the
lessee’s residue gas or gas plant products, or

* Be the most relevant factor in valuing the lessee’s residue gas and gas plant
products. '

Third benchmark:

(3) A net-back method or any other reasonable method to determine value.

Third valuation benchmark from the Qil and Gas Payor Handbook, Volume IlI, Product
Valuation, 08/01/2000 discusses valuation of processed gas not s’fgilﬁ%u@der an arm’s-
length contract in section 4.2.2.3, beginning on page 4-50. fég;%

' The third benchmark for valuing processed gas is the nefback m‘et“bh d or any other

5y

reasonable method for valuing residue gas or gas %@%ggﬁuc‘[g.

Application:
¢ Determined on a case-by-case basis T . 5
¢ Valuation may be based on an AL price in a.different field or area adjusted for
. . L. SgE
quality and transportation ang as itis reasonabl, or other method.

Further valuation regulations for proc;
{e)(1) Where the value is determined pﬁ%ﬁ

ISt

S

(2) Any Federal !ess%et-wiﬂt&_ -available uponitequest to the authorized MMS or State

A S S T ey o .
representatives, to thes »%ﬁ of-thtéﬁég&ogg;:@eneral of the Department of the Interior, or other
pers_g:_fr{é‘éfﬁiﬁqﬁgzegl to rec‘é"’igg%%lch infofmation, arm's-length sales and volume data for like-quality
ggsiﬁue gas and<gas’plant prﬁfdi}gis sold, purchased or otherwise obtained by the lessee from the

AIMe processing f‘j’laﬁt%qr from '”’%ggb}g{)rocessmg plants.

?%?%ggssee shall notifggﬁ'zIMS i#it has determined any value pursuant to paragraph (c)(2) or (c)(3)
of th1;§f’é:"téfqtion. The notil;t“;%ation shall be by letter to the MMS Associate Director for Royalty
Managef%t or his/heréﬁyfe’:signee. The letter shall identify the valuation methed to be used and
contain a bfi;eiﬁ%ggxscrigyﬁﬁn of the procedure to be followed. The notification required by this
paragraph is E%qéélggyme notification due no later than the end of the month following the month
the lessee first reports royalties on a Form MMS-2014 using a valuation method authorized by
paragraph (c)(2j or (c)(3) of this section, and each time there is a change in a method under

paragraph (c)(2) or (c){3) of this section.

(f) If MMS determines that a lessee has not properly determined value, the lessee shall pay the
difference, if any, between royalty payments made based upon the value it has used and the
royalty payments that are due based upon the value established by MMS. The Jessee shall also pay
interest computed on that difference pursuant to 30 CFR 218.54. If the lessee is entitled to a credit,
MMS will provide instructions for the taking of that credit. -

9) The lessee may request a value determination from MMS. In that event, the lessee shall

propose to MMS a value determination method, and may use that method in determining value for
royalty purposes until MMS issues its decision. The lessee shall submit all available data relevant

Page 9 ' 1/21/2004



to its proposal. The MMS shall expeditiously determine the value based upon the lessee’s proposal
and any additional information MMS deems necessary. In making a value determination, MMS
may use any of the valuation criteria authorized by this subpart. That determination shall remain
effective for the period stated therein. After MMS issues its determination, the lessee shall make
the adjustments in accordance with paragraph (f) of this section.

(b) Not withstanding any other provision of this section, under no circumstances shall the
value of production for royalty purposes be less than the gross proceeds aceruing to the
lessee for residue gas and/or any gas plant products, less applicable transportation
allowances and processing allowances determined pursuant to this subpart.

{Bold added for emphasis)

Access to information:

using the Fina decision to refuse to provide contract
they must provide the arm’s-length contracts.

Any Federal lessee will make available upon re
representatlves to the Off ice of the Inspector G

residue gas and gas plant products sold, purchased or of
same processing plant or from nearhygprocessmc plants.

“W § ;,3*3

Ultimately these AL contracts may be us:ga‘*t%

1l
the residue gas and_ a5 plant products for%e%mutua] bene -'of the lessee and the lessor at no
cost to the Federal{Governnicht. Where the Vi alue established under this section is determined by a
lessee’s gross pﬁgeeds that Value will be incréased to the extent that the gross proceeds have been
reduced beclise the prchas%?or any other pe}{&nﬁs providing certain services the cost of which

ordinarily is the re?‘p nmblhg@f e,glessee to p]ace the residue gas or gas p]ant products in

Markﬁta@zle' Conditio

Accordmg%{% Sec. 206.15 ) if grosdg proceeds have been reduced because of the cost to
place the prodnct in marketable condition or the cost to market, the value will be
increased. Thlsﬁl%?appl1cab1':e¥to Sec. 206.152 (i) as well. Ultimately if NAL contracts or
AL contracts redu‘c eﬁva’lue because of these costs then the value will be increased.

(See MMS-89-0189-08G, Xeno, Inc)

4
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ACCOUNTING FOR COMPARISON
(Also known as Dual Accounting)

Regulation: 30 CFR § 206.155 (2002)

This regulation directly impacts the non-arm's-length contracts and transfers to plants
when the residue gas 1s not sold pursuant to an arm’s-length contract:

Sec. 206.155 Accounting for comparison.

(a) Except as provided in paragraph (b) of this section, where the lesséﬁa}(ﬂr a person to whom the

lessee has transferred gas pursuant to a non-arm's-length contract of Withotit a comiract) processes

the lessee’s gas and after processing the gas the residue gas is nmqrt.sald pursuant to an arm's-length

contract, the value, for royalty purposes, shall be the Dreater.zoff(l)vthﬁé%ombmed value, for rovalty
£ A,

purposes, of the re51due gas and gas plant products resultmg from processmg the gas determmed

pursuant to Sec. 206.153 of this subpart, plus the valugy fex royalty purpos s;}pf any condensate

recovered downstream of the point of royalty settlement without resortmg to; B-p C

Application;
o ]f after the transfer or sale oﬁgas to arelated ¢ ngg&ny the residue gas is sold
NAL then the value will be calculated on the greatgeof the value of all the
products after processing or thewaluef ithe gas pnor;p processmg (measured
at the BLM approved measurerﬁﬁént pomt)ean the value will be calculated
under the benc s for unproct ssed‘f'agas IS, cC

for comparlsen}and was not relieved of this duty even
: ercent,ef the plant and argued that the purchaser,

Legalf’"gg' i

7
MMS§94 0404-0&G
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GAS DISPOSED OF UNDER SPECIAL CONTRACTS OR
SITUATIONS

The OQil and Gas Payor Handbook, Volume I1I, Product Valuation, 08/01/2000, on page
4-55, begins discussion of gas disposed of under special contracts or situations.

Topics discussed there include:

1. POP contracts (Percentage of Proceeds Contracts)

2. Warranty Contracts

3. Exchange agreements

i Producr Valuation, is a good reference if
A O] %OP contracts are so common that they
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7 POP CONTRACTS
Percentage of Proceeds (POP) Contract Analysis

Under regulations effective November 1, 1991, gas sold under POP contracts is valued
differently than other processed gas depending on the type of contract.

Arm’s-Length:
Gas sold under an arm’s-length POP contract is valued as unprocessed gas for royalty
purposes. Value is based on the greater of the lessee’s gross proceeds received under its
arm’s-length POP contract or a minimum value that is 100% of th&yalue of the residue
gas at the tailgate of the plant. =

Non-Arm’s-Length:

ess the gas.

The value is based on the full value of residue gas, gas pIanI pmducts and drlp
condensate recovered less actual processmg and transp
206.155 accountmg for comparison, ust be considered T

pursuant to an arm’s-length contract. % A

Other Guidance:

o Federal Reg/gr Vol ‘»_No 178, p ges 46527 - 46531, “Revision of Valuation
Regulaﬁonsﬁovemmg Gas Sold Understercentage of- Proceeds Contracts™

4

¢ uncefﬂi?"‘ﬁ'in,vi"‘%ﬁf“ ' atiggsi‘%ual Accou’nting for Gas Sold Under

-ol=Proceeds

. Deaerquyégir letter, Juge 25,1992

e Policy Pa&rm&ugust 19, 1994, “Policy Paper — Retroactive Application of the
Percentage-o ﬁProceeds (POP) Rule”

» Oil and Gas Payor Handbook, Volume III, Product Valuation, 8/01/2000 Section
~ 4.3.1, page 4-56
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INDIAN GAS

NON-ARM’S-LENGTH VALUATION

Index

SUBJECT
Non-Arm’s-Length Valuation, Unprocessed Gas
Non-Arm’s-Length Valuation, Processed Gas
POP Contract Analysis
Accounting for Comparison
Major Portion Analysis

Impact of the New Indian Gas Rule
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GAS VALUATION — INDIAN
UNPROCESSED GAS

Regulation: 30 CFR § 206.172 (1999)
Note that these rules apply only until the effective date of the new Indian gas rule,

January 1, 2000.

Sec. 206.172 Valuation s‘iandards-_-unprocessed gas.
(c) The value of gas subject to this section which is not sold pursuant tg an arm's-length contract
shall be the reasonable value determined in accordance with the firsiapp! cable of the following
methods:

First benchmark:

r
(1) The gross proceeds accruing to the lessee pursuant‘to%sale under its nopizarm's-length contract

{or other disposition other than by an armn's- lenothxcontract) provided that th
are equivalent to the gross proceeds derived fro: r paid unider, comparable arm
contracts for purchases, sales, or other dlsposnt]on like- quahty gas in the same f e]d (or, if
necessary fo obtain a reasonable sample, from the s ) In ‘Gvaluating the comparablht\f of
arm's-length contracts for the purposes of these regula ns, the following factors shall be
considered: price, time of executlon‘%guranon market or matkets served, terms, quality of gas,
volume, and such other factors as m ppropriate to reﬂe%@‘le value of the gas;

The Oil ana’ Gas Payor Handbook, Volume HT Eroduct Vaiu%’on 08/01/00, Sec. 4.1.2,
T3 o -,

discusses “Valuation of unprocessed gas not soléﬁﬁ‘” .x‘an»ann *s-length contract”™ Sec.

4.1.2.1 discusses “First yél ,f@-%\ benchmark#*essee’s gross proceeds if equlvalent to

gross proceeds under* omparabielarm s-leng contracts

Equivalency: The less D ssproceeds are considered equivalent if
they are not less.than the grgms d from or paid under the most comparable
arm s-leggﬁ%ﬁontra?ﬁ' thg% ﬁel?&i&“‘area) for like-quality gas.

* Quality of 24as
o Volume
e Other appropriate factors
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An example provided in the Oil and Gas Payor Handbook, Volume III, Product”
Valuation, 08/01/00, page 4-21, is:
For example, a 5-year sales contract for a large volume of unprocessed gas
delivered to a distant utility company 1s not comparable to a monthly interruptible
sales contract covering a small volume of unprocessed gas sold in the field.

Gross proceeds must:

..include all consideration paid directly or indirectly under the
contract... However, the gross proceeds under a non-arm’s-length contract cannot
be reduced by a transportation factor...If the lessee’s progceeds under its non-
arm’s-length contract are reduced by the costs of trans 6gr¥at1on the transportation
reduction must be added to those proceeds to determ;q%yalue for royalty
purposes. The lessee may, however, receive an ali@wance“’ or its actual
transportation costs, S \ qﬁ%‘ ,

Application:
e Compare the company’s non-arm’s- lenot}’i (NAL) prlce to arm’s-lenptt
in the field or area. If the NAL price is greate
a comparable AL contract and the price, time of K
market, terms, quality and volumg%mf gas are equwalent then the prlce is
acceptable. ey s

oo

(AL) prices
i
an; or equal to the lotwest price of

» Compare the company’s (NAL) p ice to aure%zed,company s (AL) price for
purchases in the field-or area. If th%NﬁL pricis’ greater than or equal to the
lowest price of¢@ cOnﬁé“p@‘arable AL contract and thé | price, time of execution,

e
duration of ¢ ont ﬁgct market terms, qual;ty and volume of gas are equivalent, then

the i€ second benchmark.

o
* Yo,gr0ss proceeds‘ﬁi; der arm's encrth contracts for like-quality gas in the same ﬁeld or nearby
gxs posted priceg.for £as, prlces recetved in arrn 5- Iength spot sales of gas, other rehab]e

The Oil and Gas Payor Handboolg Volume 111, Product Valuation, 08/01/00, Sec. 4.1.2.2,
discusses “Second valuatlon benchmark: Other relevant 1nformat10n

Used when:
e The lessee’s gross proceeds are not equivalent to the gross proceeds paid under
comparable arm’s-length contracts, or
¢ No comparable arm’s-length contracts exist in the field or area, or
e The lessee receives no consideration for its gas, as in cases of waste or
avoidable loss '
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The lessee must consider other information that is relevant or would be used in valumg
like-quality gas in the field or area, including:

» (Gross proceeds under arm’s-length contracts in the field or area

» Published prices for unprocessed gas

* Prices for arm’s length spot sales of unprocessed gas

e Other reliable public sources of price or market information, or

e Other information relevant to that particular lease operation or the saleability of

the lessee’s gas

The lessee must select the method that best determines the Valuec
based on the following criteria:
¢ Which method most closely reflects the circumstan

. e ; £

disposition of the lessee’s unprocessed gas, 01:-;%

¢ Which method reflects the most relevant factor%
&

£ihe lessee’s gas,
Y

sisurrounding the

Application: %,
e If there is no long-term contract in the field T area: and the compan contract is
long-term, then gross proceeds under short- termyi&L cotitracts in the field or area
may be used. Published pr1ce%sgy spot prices, or othier reliable public sources of

On may be used.

<o

,acompany purchases in the
same ﬂeld or arca from other compa.mesﬁm am&?ﬁ%éength transactions, these
o ed to value p‘%ductlon under the second benchmark

i

08/01/00, dlscﬁses “Thudégy%luatlon benchmark Net-back or other reasonable valuaﬁon

o Ifthere are n@yother factors relevant in valuing like- quahty gas in the field or area
¢ Determined on a case-by-case basis

Application:
e This may be an arm’s-length price in a different field or area adjusted for quality
and transportation as long as it is reasonable, or other method.
e According to the preamble to the 1988 gas rule, as published in the Federal
Register, Vol 53, No. 10, January 15, 1988, page 1243:
The MMS’s intent is that a net-back method be used for valuation
primarily where the form of the lease product has changed, and it is

Page 4 1/21/2004



o

necessary to start with a sales price of the changed product and deduct
transportation and processing costs.

Further valuation regulations for unprocessed gas:

{€)(1) Where the value is determined pursuant to paragraph (c) of this section, the lessee shall
retain all data relevant to the determination of royalty value. Such data shall be subject to review
and audit, and MMS will direct a lessee to use a different value if it determines that the reported
value 1s inconsistent with the requirements of these regulations.

(2) Any Indian lessee will make available upon request to the authonzed MMS or Indian
representatives, to the Office of the Inspector General of the Depamn‘&t 6f,the Interior, or other
person authorized to receive such information, arm's-length salesfand volume data for like-quality
production sold, purchased or otherwise obtained by the lessee; fro field or area or from

nearby fields or areas. £

(3) A lessee shall notify MMS if it has determined }&iﬁzpursuant to paragr
this section. The notification shall be by letter to tha*MMS Assocxate Direc
Manacrement or hls/her designee. The letter shal

(e)(2) or (€)(3) of
or-RoyaltV

P aragraph (€)2) or (C)(3) of this secpne

(f) If MMS determines that & lessee h%ot propez! rdetermined va lie, the lessee shall pay the
difference, if any, between royalty paym? 1S madef’based %ﬁthe value it has used and the
royalty payments thatgare due based upon thie \ﬁalue estw’(‘hS“hed by MMS. The lessee shall also pay
interest on that dlfferenWscomputed pursuant:fo 30 CFR 248.54. Tf the lessee is entitied o a credit,
MMS will pro }ﬁ%wmstructmn ior the taking of that credit.

i

e i o
(g) The lessee mayﬂrequest e}é\éalue determmatlon%vfrw%m MMS. In that event, the lessee shall
propose to MMS a vatueX determmatmn‘*rpethod and may use that method in determining value for

roM osesauntll ﬁl\@ﬁlssues its eélsmn The lessee shall submit all available data relevant
tojits proposal*fl:gie&MMS shg%ﬁexpedltlously determine the value based upon the lessee's proposal
‘ férmatlomMMaS deems necessary. In making a value determination MMS
se any of the valuition cr1tena'authorlzed by this subpart. That determination shall remain
effe we for the perloﬁrstated thefein. After MMS issues its determination, the lessee shall make

the a "ﬁl%tments in accordance with paragraph (f) of this section.
Lk

(h) Notwii ndmg gﬂy other provision of this section, under no circumstances shall the
value of pro uch ﬁ(m»for royalty purposes be less than the gross proceeds accruing to the
lessee for lease lgf’oductmn, less applicable allowances..

(bold added for emphasis)

Observation:
Many companies are using the Fina decision to refuse to provide contracts, According to
Sec. 206.172 (e) (2), they must provide the arms-length contracts.

Any Indian lessee will make available upon request to the authorized MMS or Indian
representatives, to the Office of the Inspector General of the Department of the Interior, or other
person authorized to receive such information, arm’s-length sales and volume data for like-quality
p;oduction sold, purchased or otherwise obtained by the lessee from the field or area or from
nearby fields or areas.
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Ultimately these arm's-length contracts may be used to determine gross proceeds.
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GAS VALUATION - INDIAN
PROCESSED GAS

Regulation: 30 CFR §206.173 (1999)
Note that these rules apply only until the effective date of the new Indian gas rule,
January 1, 2000.

Sec. 206.173 Valuation standards--processed gas.
(¢) The value of residue gas or any gas plant product which is not sold.pursuant to an arm's-length

o

contract shall be the reasonable value determined in accordance wif ﬁix‘é«%ﬁgst applicable of the

following methods:

First benchimark:

M, :
(1) The gross proceeds accruing to the lessee pursug‘ﬂé{f%%é@s‘ale under its no 's-length contract
(or other disposition other than by an arm‘s-lengthfﬁgntract), provided that those
are equivalent to the gross proceeds derived from; or paid under, comparable arm;
contracts for purchases, sales, or other dispos’itio?x‘sggﬂjj(e qualify.residue gas or gas'plant products
from the same processing plant (or, if necessary to obt"g.jf?a\ ~_j;:qé’ls;(}n%i‘ole sample, from nearby
plants). In evaluating the comparability of arm's-length _ﬁ'fgacts for the purposes of these
regulations, the following factors sf@g%l?& considered: pricéit ime of execution, duration, market or
markets served, terms, quality of residue;gas or gas plant prodiié%s volume, and such other factors
as may be appropriate to reflect the valug ofithé'residue gas or gﬁ”ﬁﬁn&ﬁ“‘ﬁt products;

The Oil and Gas Payor Handbook;, Volumeﬂ]]“,&@g dicer Palriation, 08/01/00, Sec. 4.2.2
discusses “Valuation of.p] "“é%f’g;&:sed gas not é%iﬁ under an jaam’s-length contract™: Sec.

4.2.2.1 discusses “Fxgﬁf’-ﬁ%alua mnag)enchmark: Lessee’s gross proceeds if equivalent to
gross proceeds undefi?parabﬁ Warm’s-lengtﬁ%%g;%g;tracts for gas processed at the same

e «Gross proceedsa %ruiné«@% the lessee are equivalent to the gross proceeds derived
from, or paid und%%ggomparable arm’s-length contracts for sales, purchases, or
dfhé;éd »flike-quality residue gas or gas plant products from the same

ispositions @

hil
o

o If tranéa%@gg@gs for pfbduction from the same plant do not provide a reasonable
AL ﬁgth values, nearby plants should be used

sample of :

Equivalency: Gros$ proceeds are considered equivalent if they are not less than the
gross proceeds derived from, or paid under, the most comparable arm’s-length contract.

Comparability is determined by the following factors:

e Price

e Duration of contract
o  Market(s) served

o Terms

e Quality of the gas

e Volume '
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e Other appropriate factors

Application:

e Compare the company’s non-arm’s-length (NAL) price to arm’s-length (AL)
prices at the plant. If there are no AL prices at the plant then nearby plants may
be used. If the NAL price is greater than or equal to the lowest price of a
comparable AL contract and the price, time of execution, duration of contract,
market, terms, quality and volume of gas are equivalent, then the price is
acceptable.

o Compare company non-arm’s-length (NAL) price to %ﬁrgélﬁtedécompany’s arm’s-
length (AL) price for purchases in the field or area atithe:plant. If there are no AL
prices at the plant then nearby plants may be usec‘%%gff the;g_ﬁ;%% price is greater
than or equal to the lowest price of a compargé){%f tglated company AL contract
and the price, time of execution, duration of‘eonttact, markez‘ti rins, quality and

volume of gas are equixfafent, then the pﬁigﬂé&ﬂis acce%otable. If not'thén go fo the

e

second benchmark.

Second benchmark:

(2) A value determined by considera%ig@%@er infonnati;%%ﬁf’é;%gsnt in valuing like-quality
residue gas or gas plant products, incl E;‘ggﬁr;;"g_swsl_%?ggioc:f:eds undé %aazm!’é‘?]ength contracts for like-
quality residue gas or gas plant productsifrom fi?ézsape gas plant ()‘;%ther nearby processing
plants, posted prices for residue gas or gas:plant %ﬂ%ﬁ%ﬁpﬂgﬁ eceived in spot sales of residue
- gas or gas plant produug;:%er reliable pu@@s‘omces of%gwee or market information, and other
information as to the-particular lease operatiqn or the saleability of such residue gas or gas plant

products; or

o CSSEe’Ss gross p €6 it ot equivalent to the gross proceeds paid under

c%%ﬁh%ﬁarable arm’sffﬁf’féiﬁgth contracts for the plant or nearby plants, or

e No comparable am%yégg-length contracts exist for the plant or nearby plants, or

e The lesSee teceives po consideration for its gas as in cases of waste or avoidable
e

%

: S

The lessee must consider other information that would be relevant, such as

Gross proceeds under arm’s-length contracts at the plant or nearby plants

Published prices for residue gas or gas plant products

Prices for arm’s-length spot prices of residue gas or gas plant products

Other reliable public sources of price or market information

s Information relevant to that particular lease operation or salability of the lessee’s
residue gas and plant products

Selected criteria should:
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¢ Closely reflect the circumstances surrounding the lessee’s disposition of residue
gas or gas plant products, or
¢ Be the most relevant factor

Third benchmark:

(3) A net-back method or any other reasonable method to determine value.

The Oil and Gas Payor Handbook, Volume III, Product Valuation, Section 4.2.2.3,
08/01/00, discusses “Third valuation benchmark: Net-back or othel; reasonable valuat1on
method”: g§fh

s [fthere are no other factors relevant in valuing hke—qual 32
e Determined on a case- by-case basis ‘

Application:
o This may be an arm’s-length pr1ce n a‘fdlfferent ﬁeild or area adjuste

¢ According to the preamble to the 1988 gas rulé; s s"pubhshed in the Federal
Regzsfer Vol 53, No. 10, Jantias 15, 1988, pagéa43:
The MMS s intent is El%gf‘@ﬂnetjback metho %&dﬁ*

(e)(1) Where the Valtig, is ¢
retairn al:L*ﬁclg;g:welevant t
andhauch di S rec

éaualt that the repq\:d value

&Q:(%ﬁgghe Indian less
representatlves to the . .: ce of ﬁ'xe Inspector General of the Department of the Interior, or other
persorts aﬂthorlzed to réceive such information, arm's-length sales and volume data for like-quality
residue gag‘fmd gas planitgproducts sold, purchased or otherwise obtained by the lessee from the

g langor from nearby processing plants.

(3) A lessee sha 1 notify MMS if it has determined any value pursuant to paragraph (¢)(2) or
(c)(3) of this section. The notification shall be by letter to the MMS Associate Director for Royalty
Management or his/her designee. The letter shall identify the valuation method to be used and
contain a brief description of the procedure to be followed. The notification required by this
paragraph is a one-time notification due ne later than the end of the month following the month
the lessee first reports royalties on a Form MMS-2014 using a valuation method authorized by
paragraph (¢)(2) or (c)(3) of this section, and each time there is a change in a method under
paragraph (c)(2) or {c}(3) of this section.

() If MMS determines that a lessee has not properly determined value, the lessee shall pay the

difference, if any, between royalty payments made based upon the value it has used and the
royalty payments that are due based upon the value established by MMS. The lessee shall also pay

Page 9 1/21/2004



™

inferest computed on that difference pursuant to 30 CFR 218.54. Ifthe lessee is entitled to a
credit, MMS will provide instructions for the taking of that credit,

(g) The lessee may request a value determination from MMS. In that event, the lessee shall
propose to MMS a value determination method, and may use that method in determining value for
royalty purposes until MMS issues its decision. The lessee shall submit all availabie data relevant
to its proposal. The MMS shall expeditiously determine the value based upon the lessee's proposal
and any additional information MMS deems necessary. In making a value determination, MMS
may use any of the valuation criteria authorized by this subpart. That determination shall remain
effective for the period stated therein. After MMS issues its determination, the lessee shall make
the adjustments in accordance with paragraph (f) of this section.

(h) Notwithstanding any other provision of this section, under o cnrcumstances shall the
value of production for royalty purposes be less than the ar & proceeds accruing to the
lessee for residue gas and/or any gas plant products, less appl xleﬂgransportatlon
allowances and processing allowances determined pursuant to this su%%art

(Bold added for emphasis)

Observation: :’?ﬁu
Many companies are using the Fina decision toﬁrefuse to prg_mde contracts.
Sec. 206.173 (e) (2), they must provide the arm’s- lenﬁ.

\écording to

contracts

The Indian legsee will make available upon request to the*authorized MMS or State
representatives, to the Office of the Inspector General of th%epmﬂnent of the Interior, or other
persons authorized to receive such infor rmatlen;xarm s-length sale : --dWolume data for like-quality
residue gas and gas plant products sold ‘f‘pu}té‘hased %motherwme obtamed by the lessee from the
same processing plant or from nearby preCessm&g]an &

Ultimately these arm s-lefié”[%%?mtracts may ‘e used to détermine gross proceeds.

(i) The lessee*’gniaégﬁf‘place residue gas and gas plant products in marketable condition and market
the residue gas and;%as plan roducts for the %utual benefit of the lessee and the lessor at no
cost to the Indian le?séﬂr’;gg eréithe estahflshed under this section is determined by a lessee's
grossi ,gﬁ?ﬁ‘that valiie. be incr Sed'th the extent that the gross proceeds have been
reduced becatis :e:purchase; or any other person, is providing certain services the cost of which
f{grdmanly is the responmblllt;ﬁ’ theJessee to place the residue gas or gas plant products in

m%rketable condition,orto mark;t’the residue gas and gas plant products.

Accordingagt@% 5C. 206.173" (1} (2), if gross proceeds have been reduced because of the cost
to place the prod ' t in ma,rf«:table condition or the cost to market, the value will be
increased. This 15% p- licable to Sec. 206.172 (1)(2) as well. Ultimately if non-arm's-
length contracts or at -length contracts reduce the value because of these costs then the
value will be increased. (See MMS-89-0189-0&G, Xeno, Inc)
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BENCHMARKS AND POP CONTRACT ANALYSIS

Under regulations effective November 1, 1991, (Federal Regzsz‘er Vol. 56, No. 178,
pages 46527 — 46531) Percentage of Proceeds (POP) contracts are valued d1fferently than
other processed gas depending on the type of contract.

Arm’s-Length:

Gas sold under an arm’s-length POP contract is valued as unprocessed gas for
royalty purposes. Value is based on the greater of the lessee’s gross proceeds received
under its arm’s-length POP contract or a minimum value that is 100% of the value of the
residue gas at the tailgate of the plant. :

Non-Arm’s-Length:

processed gas. However, values of the re51due gagjand gas plant produ;;"
the benchmark system and the lessee’s processi :
process the gas.

Source: MMS Memorandum dated August 19, 1994 ith. attached Policy Paper outlining
the application of the valuation regulatwns for gas sold under a POP contract. See also
pages 4 56 through 4-67 of the Oil andﬁ”

and June 25 1992.

Indian gas soid under arﬁl’s%le%gth POP con .Q%cts after the effective date of the new

Indian gas rule (effech\{e J anuary*él 2000) is now Valued and reported as processed gas.

The new rule had no effect on the reportlng or va ifation of non-arm’s- length Indian gas
5 5

sold under POP contracts )
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ACCOUNTING FOR COMPARISON
(Also known as Dual Accounting)

30 CFR 206.175 (1999)

{a) Except as provided in paragraph (b} of this section, where the lessee (or a person to whom the
lessee has transferred gas pursuant to a non-arm’s-length contract or without a contract) processes
the lessee’s gas and after processing the gas the residue gas is not sold pursuant to an arm’s-length
contact, the value, for royalty purposes, shall be the greater of (1) the combined value, for royaity
purposes, of the residue gas and gas plant products resulting from processing the gas determined
pursuant to § 206.173 of this subpart, plus the value, for royalty purposes of any condensate

. recovered downstream of the point of royalty settlement without resorknc to processing

determined pursuant to §206.52 of this subpart; or (2} the value forxoya]ty urposes, of the gas
prior to processing determined in accordance with §206.172 Oﬁ{iﬁl 5
{b) The requirement for accounting for comparison contame&: rms of leases, particularly
indian leases, will govern as provided in §206.170(b) of th'f'i%gubpa %When accounting for

comparison is required by the lease terms, such accountﬁig for%compansogzshall be determined in

accordance with paragraph (a) of this section.

circumstances to determine the w}aluwééfb «\g th
accounting is reqmred royalty is basegf on*the.zgreater of the value of the gas
before process' lfiprocessed gas)iof’

Q\*ax

= ‘51due gas after processmg @i%t sold under an arm’s- length contract

Sltuatmn 2. On or-aygter November 1, 1991, the lessee sells gas under a POP
contract’%‘nd the re%1due gas after processing is not sold under an arm-‘s-length
contract. . Wb

Situation 3. ¢On or after November 1, 1991, the lessee sells gas under a non-
arm’s-length POP contract, and the residue gas after processing is not sold under
an arm’s-length contract. ..

Situation 4. The terms of the leases, particularly Indian leases, require dual
accounting, and the gas is actually processed...

NOTE: Remember that dual accounting is normally required for Indian gas that 1s

eventually processed, even if the gas is sold at the wellhead under an arm’s-
length contract containing no provisions tied to the processing of the gas.
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MAJOR PORTION ANALYSIS
Applies to both processed and unprocessed gas

30 CFR 206.172 (1999), unprocessed gas and 30 CFR 206.173 (1999), processed gas,

both state:
(a) (3) (1) For any Indian leases which provide that the Secretary may consider the highest price
paid or offered for a major portion of production (major portion) in determining value for royalty
purposes, if data are available to compute a major portion MMS will, where practicable, compare
the values determined in accordance with this section for any lease product with the major portion
determined for that lease product. The value to be used in determining,the value of production for
royalty purposes shall be the higher of those two values. Aﬁ%

30 CFR 206.172 (1999) unprocessed: e
(i) For purposes of this paragraph, major portlon means theﬂ?nghesf“p s paid or offered at the
tsme of production for the major pomon of gas productlon from the samg eId The major portion

field (or, if necessary to obtam a reasonable samplé’%from tlife same area) f§rleach month. All
such sales will be arrayed from hwhest price torlygwest prlces»x(at the bottom) The najor portion is
3 S_

fefi, 1;%0

30 CFR 206.173 (1999) processed:
{i1) For purposes of this paragraph, ‘maJOI portion means theﬁi ghest prices paid or offered at the
time of production for the major poxytmn oﬂgas production fro tj}e same field, or for residue gas
Jor gas plant products from the same p 3%&' ng;plant as appllcabf%“ﬂhe major portion will be
calculated using like-quality lease products ﬁ&%msuant to arm ‘é’,ig?r“lgth confracts from the same
field or processing plant (or, if necessaryv*?‘o obtamﬁé‘regé%“nab}evs’gmple from the same area or
nearby processing pla@ts}»for each month, “@ llsstch salesSw

) ALl lilf"be arrayed from highest price to
lowest prices (at thwbottﬁn%%l"he major pomon is that price at which 50 percent (by volume) plus
1 mef of the gag'Starting fro ge bottom) is s¢ld, or for gas plant products, 50 percent (by

o

volume}) pl'.ls?:fi u}%ﬂ 6?}}@
The Oil and GaS.PMyor ﬁfc;ndbo%ﬁifif wzingdfif Product Valuation, 08/01/00, discusses
major portl’é% pr1C1%§;in pagesA—lOB throiiQh 4-105. This section states:

te s prov1de for al the d1scret10n of the Secretary of the Intenor a major portion
analys“%g; add1t1on§ét0 the accounting-for-comparison requirement to determme

value forroyalt 0s€S.
oy ypgp

For those Indian’leases requiring a major portion analysis, the value of the
unprocessedw as, residue gas, or gas plant products in each case is the greater of
the value determined by major portion analysis (known as the majority price) or
the value determined based on the actual disposition of the products (arm’s-length
or non-arm’s-length sales)... '
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IMPACT OF THE NEW INDIAN GAS RULE

‘The Indian gas valuation regulations at 30 CFR Parts 202 and 206 were amended by a

rule published in the Federal Register on August, 10, 1999 (Vol. 64, No. 153, pages
43506 — 43528). The new regulations took effect on January 1, 2000.

First, determine whether the lease is in an index zone or not.

Production in an index zone:

If production is in an index zone, 30 CFR § 206.172 applies. dfidex z0ne valuation

a?"
requires the use of published index zone prices. Accounupg@fe{%gompanson (dual
accountmg) may be required for leases in an index zone€Infornyation about index zones,
prices, etc. can be found on the MMS website at: &
www.mrm.mms.gov/TribServ/allzones.htm.

Production not in an index zone:

For productxon not in an index zone, S0 CFR §206.174; bpphes For production sold
under arm’s-length contracts, value IS*égeneraHy the hlghe oggross proceeds value or
major portion value. Dual accounting may%%o be required: %,,

For non-index-zone production that is not'sold a:srm: : “engg value is generally the
higher of NAL gross proc”é_;i&x bencMmikﬁlue or major portlon value. The
benchmarks are foundat § 206‘ 74 (c) (1), (2‘} and (3). "Dual accounting rules may also
be required.
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FEDERAL OIL
Regulation: 30 CFR § 206.102 (1999)

Sec. 206.102 Valuation standards--oil. _
(¢) The value of oil production from leases subject to this section which is not sold pursuant to an
arm’s-length contract shall be the reasonable value determined in accordance with the first
applicable of the following paragraphs:

First benchmark:

(1) The lessee’s contemporaneous posted prices or oil sales conffact prices used in arm's-length
transactions for purchases or sales of significant quantitips%faljke-quality oil in the same field
(or, if necessary to obtain a reasonable sample, from %ﬂ_;é“}éam area); provided, however, that
those posted prices or oil sales contract prices are.comj;)%arable‘ﬁifwtggr contemporaneous
posted prices or oil sales contract prices used igggfﬁl}s—léngth transatt NS for purchases or
sales of significant quantities of like-quality ¢il In the same field {or* Tecessary to obtain a

reasonable sample, from the same area). ln‘évaluating,the comparabilityspfpdsted prices or

. . . L B i, - . Sepae

oil sales contract prices, the following facto\: shall be&c%mdered: Price, diiration, market or

markets served, terms, quality of oil, velumeR @H othier Tadtors as may be appropriate to

reflect the value of the oil. If the lessee makes an;;\ zlength purchases or sales at different

postings or prices, then the volume-weighted aver:

production month will be useds£} X
The Oil and Gas Payor Handbook, Voi%me /1T Product Valuation, 08/01/2000 discusses
valuation under the first benchmark for il ngfsold-under an arm’s-length contract in

F

i

2 . - %50, . it
~uag%es 1l situations where'the lessee has contemporaneous posted or

. . - .
contract prices used in ; efengtf-h%téanﬁgwach%ns.

s :@;?%8

LCSSCC’S§p£if?%%WI%ﬁ:§f}@: h :

P Sy I , .
gff‘ %Comparablewt%gther contemporaneous arm’s-length prices
“al sed to purch%% significant quantities of like-quality oil
sed to purchase!production in the same field or area

]

Comparabilif\?}u
e Price W ‘ N
¢ Duratior of contract
¢ Market or markets served
¢ Terms
o Quality
* Volume
¢ Other appropriate factors

If the lessee makes arm’s-length purchases or sales at different posted or contract prices

during the production month, value is determined by the volume-weighted-average
price for the purchases or sales during that month.
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Apphication:
¢ If a company sells to a related company, a NAL transaction, and the related
company purchases from other companies in the field, then the NAL price must
~ be compared to other AL purchase prices.

e If a company sells under a NAL contract and also sells production arm.’ s-length
then the NAL price would be compared to the AL price.

o J{the NAL price is less than the AL price and there arewtwo or more sales of
significant quantities then a volume-weighted av "&?AL price is used to
compare the value.

e If the company has a posting for the ﬁeldfor area the potmggs compared to
other postmgs for the field or area. The postlng must be comparable to
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to value the oil.

Second benchmark:

(2) The ar1thmc averag of contemporaneous posted prices used in arm's-length transactions by
personsaﬁhewr&t@an the iessee for purcha§es or sales of significant quantities of like-quality oil
in the sane fielc (gﬁ)ﬁn@p 5. bidin a reasonable sample, from the same area);

(ﬁa Slgmﬁcant quant

1 mg the aud1t?g§s judgment.

\f«there are posted prices used in arm’s-length transactions and these arm’s-
5§ ansactions also contained premiums above the posted price then the

premlﬁﬁ&would be added to the calculation.

'5&

Third benchmark:

(3) The arithmetic average of other contemporaneous arm's-length contract prices for purchases
or sales of significant quantities of like-quality oil in the same area or nearby areas,

The Oil and Gas Payor Handbook, Volume III, Product Voluarion, 08/01/2000 discusses
* valuation of oil under the third benchmark for oil not sold under an arm’s-length contract
in section 3.2.3, beginning on page 3-14.
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| Fourth benchmark:

Prices must be for purchases or sales under other contemporaneous arm’s-length contract

for
e Significant quantities of like-quality oil
¢ Production in the same area or nearby areas

Application:
» Significant quantities would be determined by the relevant facts in each case
using the auditor’s judgment.
¢ Production located in the same area and nearby areas would be acceptable if the
quality was adjusted to be comparable and contemporaneous AL contract prices
were available. Confidentiality would have to be prqté%igg.
¢ Premiums would be included.

The Oil and Gas Payor Handbook, J/olume 1l Produc,\%v luation, 08/01/2000 discusses
valuation under the fourth benchmar i Foreil not sold undef’ansarm’s-length contract in

i
section 3.2.4, beginning on page 3-15 ;%@Z’V
ey

The fourth benchmark is based on arm’ s%en spot 5 af?s prices and other relevant
matters GRS

o Used whenesno.arm’s-le"ﬁgth posted prfices or sales contracts exist in the same field,

110 : EL
area, ot neargﬂreas. / 4
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Application:
» Ifthere are AL spot prices for this field or area and in the auditor’s judgment,
after reviewing the relevant facts, then the spot price, if greater than the NAL
price, may be used to value the oil.

s If there are no spot prices for the field, but the oil is transported to a nearby field
or area and there are spot prices in this location, these may be used in the
valuation of the oil.

Fifth benchmark:

(5} A net-back method or any other reasonable method to detemtiine va lue;

The Oil and Gas Payor Handbook, Volume 111, Produc;tl\%égw‘ , 08/01/2000 discusses
valuation under the fifth benchmark of oil not sold undvegr%an arm™sslength contract in
section 3.2.5, beginning on page 3-15. G

The fifth benchmark is the net-back method<or-
s Determined on a case-by-case basis

Application: e Y
¢ If none of the other benchmr 5 Eg}ply then alternat}ve methods, such as netting
back the price usmg a transpo atlon dlffé mla from 2 refinery that purchases

Further regulatmnk i, :
{¢) For purposes 0%2 his p paragraph -the term’lessee includes the lessee's designated purchasing
age%tgand the temgpcontemporanqg‘gs means postings or contract prices in effect at the time
e it bligatic ‘”‘igs&ncurred (D Any Federal lessee will make available, apon request to

,lume data for like-quality production sold, purchased, or 0therw1se
see from the field or area or from nearby fields or areas.

According to 30 € W@ 206.102 (c) (6) (1999), the term lessee includes the lessee’s
designated purchasing agent, and that could be a related company. This section also
requires the lessee (and designated purchasing agent) to provide the relevant contract
information on the AL sales for the field or area or from nearby fields or areas.

Further regulatlons
{e)(1) Where the value is determined pursuant to paragraph (c) of this section, the lessee shall
retain all data relevant to the determination of royalty value. Such data shall be subject to review
and audit, and MMS will direct a lessee to use a different value if it determines that the reported
value is Inconsistént with the requirements of these regulations. (2) A lessee shall notify MMS if
it has determined value pursuant to paragraph (c)(4) or (c)(5) of this section. The notification shall
be by letter to the MMS Associate Director for Royalty Management or his/her designee. The
letter shall identify the valuation method to be used and coatain a brief description of the
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| Aeeerding to Se

procedure to be followed. The notification required by this paragraph is a one-time notification
due no later than the end of the month following the month the lessee first reports rovalties on a
Form MMS-2014 using a valuation method authorized by paragraph (¢)(4) or (c)(5) of this section
and each time there is a change from one to the other of these two methods.

Observation:
This section requires that the lessee provide and retain all information relevant to the
valuation determination in order for the information to be reviewed.

{f) If MMS determines that a lessee has not properly determined value, the lessee shall pay the
difference, if any, between royalty payments made based upon the value it has used and the
royalty payments that are due based upon the value established by MMS. The lessee shall also pay
interest on the difference computed pursuant to 30 CFR 218.54. Ifd eﬂessee 15 entitled to a credlt
MMS will provide instructions for the taking of that credit.

propose to MMS a value determination method and rpgy%us\g that value"' i:for royalty payment
purposes unt11 MMS issues a value determmat1on 1;he lessee shall submy all available data

% Tssues its determlnanon the lessee shali
make the adjustments in accordance with paragraph (f)i0f.this section.

(h) Notwnhstandmg any other p?%zlsmn of this section, 'ﬁiidewrgno circumstances shall the
value of production, for royalty purposes;] emless than the gross proceeds accrumg to the
lessee for lease production, less applicable
(Bold added for emphasis)

Observation:
Royalty must be gal

(1)The lesses is requ:redggp P acekoil‘mnmarketable condition at no cost to the Federal Government
uniesg&oth riise @prowdé in the lease agreement or this section. Where the value established
usider this s¢ SGCUOD»]S deternlg}ed by, lessee's gross proceeds, that value shall be increased to the

ﬁ&xtem that the gm '=p roceeds: have been reduced because the purchaser or any other person, is
‘.,<m% n

6¢102 (i), if gross proceeds have been reduced because of the cost to
place the product Ln*marketable condition or the cost to market, the value will be
increased. Ultlmately if NAL contracts or AL contracts reduce the value because of
these costs then the value will be increased. (See MMS-89-0189-0&G, Xeno, Inc.)

Further regulations:
(j) Value shall be based on the highest price a prudent lessee can receive through legally
enforceable claims under its contract. Absent contract revision or amendment, if the lessee fails to -
take proper or timely action to receive prices or benefits to which it is entitled, it must pay royalty
at a value based upon that obtainable price or benefit. Contract revisions or amendments shall be
in writing and signed by all parties to an arm's-length contract. If the lessee makes timely
application for a price increase or benefit allowed under its contract but the purchaser refuses, and
the lessee takes reasonable measures, which are documented, to force purchaser compliance, the
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lessee will owe no additional royalties unless or until monies or consideration resulting from the
price increase or additional benefits are received. This paragraph shall not be construed to permit a
lessee to avoid its royalty payment obligation in situations where a purchaser fails to pay, in whole
or in part or timely, for a quantity of oil.

(k) Notwithstanding any provision in these regulations to the contrary, no review, reconciliation,
monitoring, or other like process that results in a redstarmination by MMS of value under this
section shall be considered final or binding as against the Federal Government or its beneficiaries
until the audit period is formally closed.

(1) Certain information submitted to MMS.to support valuation proposals, including transportation
allowances or extraordinary cost allowarces, is exempted from disclosure by the Freedom of
Information Act, 5 U.S.C. 552, or other Federal law. Any data speﬁ%ﬁg&d by law to be privileged,
confidential, or otherwise exempt, will be maintained in a conﬁéglggﬁﬁa “fanner in accordance with
applicable laws and regulations. All requests for information about determinations made under this
part are to be subinitted in accordance with the Freedom ofdnformation Act regulation of the
Department of the Interior, 43 CFR part 2. 3 <
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IMPACT OF THE NEW FEDERAL OIL RULE

The “new” Federal oil rule was published in the Federal Register on Mérch 15, 2000
(Vol. 65, No. 51, pages 14022 — 14096). These new regulations took effect July 1, 2000,
and amended 30 CFR § 206.

30 CFR § 206. 103 specifies how to vatue oil that is not sold under an arm’s-length
contract. The new methods do not rely on benchmarks.

The first step is to determine where the production comes from. If from leases in
California or Alaska, 206.103 (a) applies. If from leases in thqﬁ%:elgy Mountain Region,
206.103 (b) applies. If from leases not located in Californiads &ﬁaska, or the Rocky
Mountain Region 206.103 (c) applies. v

California or Alaska; £

“Value is the average of the daily mean AN;_gg’i%t prices:published in any MMS-

. . . R G Pt \ e .
approved publication during the trading month thost C(?:I}&Hi?rﬁnt with the production
month.” 4

Rocky Mountain Region:

G \ﬁi -
* The volurfie-weighted | dverage pross proceeds accruing to the seller under the

~ lessee’s or lesseé‘%é filiates farmistlength contracts for the purchase or sale of
prodiiftionfrom thefield or area< uring the production month. Total volume sold

ﬁ&ww 2

OT'purchase I der th secontracts must exceed 50 percent of the lessee’s and the

,;:;s.ilhgsee’s afﬁliaﬁé:;%;produ‘@ﬁion from the field or area during the month. Before
wti&ié’%1“91‘,qula‘cing the VQﬁ;me-Weighted average, the oil quality must be normalized to

thé‘ﬁ%"; ne gravity as that of the oil produced from the lease.
*ﬁ'g%m T3

e The daiié%i%anfspot price published in any MMS-approved publication for WTI

crude at Cushing, OK during the trading month concurrent with the production
month. :

- Once one of the above two methods is chosen, the lessee may not change to the other
- method more often than once every 2 years, unless the method used is no longer
applicable. ' '

If the above three methods all result in unreasonable values, the MMS Director may
establish an alternative valuation method.
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Leases not located in California. Alaska, or the Rocky Mountain Region:

Value is the average of the daily mean spot prices published in any MMS-approved
publication for the market center nearest the lease for crude oil of similar quality.

When calculating a daily mean spot price from a publication:

¢ The daily mean spot price is the average of the daily high and low prices for
the month 7
o Use only the days and prices for which such prices are published

* Adjust for location and quality differentials and trans ertatlon costs, as
applicable under § 206.112. -

After selecting a publication, the lessee may not select<idi

than once every 2 years, unless MMS revokes its apgro{%l of thep:
o
(fw

e-federal Re

yublication more often

MMS-approved publications are listed in 1h
37043, June 13, 2000. They are:

. Platr s Qilgram Price Repory, 2
and Plart’s U.S. Crudewire %

o Petroleum Argus Americas Criide~Are
Argus Crude Dataf le '
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VALUATION - INDIAN OIL

Regulation: 30 CFR § 206.52 (2001)
Sec. 206.52 Valuation standards-- Indian Oil. ' -
(c) The value of oil production from leases subject to this section which is not sold under an arm's-

length contract shall be the reasonable value determined in accordance with the first applicable of
the following paragraphs: -

First benchmark:

(1) The Jessee's contemporaneous posted prices or oil sales confract prices used in arm's-length
transactions for purchases or sales of significant quantities oﬂﬁkﬁé%%aﬁlsjty oil in the same field {or,
if necessary to obtain a reasonable sample, from the same a:;f}‘}h ; provided, however, that those
posted prices or oil sales contract prices are comparable-to other cont%aﬁﬁrineous posted prices or
oil sales contract prices used in arm's-length transactions {or, purchases or'silés of significant
quantities of like-quality oil in the same field (oy

Py . .
ifimiecessary to obtain a reasongble sample, from
the same area). In evaluating the comparabilityZof:

posted prices or oil sales contragt-prices, the
following factors shall be considered: Price, durati “%q}arket Eﬁgmar‘kets served, ?‘ér_'pﬁ quality of
oil, volume, and other factors as may be appropriate™to fefleci-the value of the oil £1f the lessee
makes arm's-length purchases or sales at different pos'fing"é"w prices, then the volume-weighted
average price for the purchases or S%ég% for the production
i,

onth will be used:

&
The OQil and Gas Payor Handbook, Vo ‘ _W%%Producr Vali“i’@f;g;bﬁ;}OS/Ol/ZOOO discusses
valuation under the first benchmark for 8%?1! not seldfunder an grm’s-length contract in

section 3.2.1, beginning on page 3-13.

B

The first benchmar%fpfﬁes ine

sit ations whete the lessee has contemporaneous posted or
contract prices used” ’s-length transactions,éﬁ@

Lessee’s pricess
P

e Q»zf:mpdreous arm’s-length (AL) prices

‘;e\('or ;géizig)?sigﬁiﬁcant quantities of like-quality oil
S

. Durationoi;&{gr) atract
» Market or markets served

» Terms

* Quality

¢ Volume

. & Other appropriate factors

The comparability of such posted prices or oil sales contract prices would be determined
by the relevant facts in each case using the auditor’s judgment, recognizing that such
prices and other criterion do not need to be identical to be comparable,

Application:

2 172172004



pe—

* Ifa company sells oil under a non-arm’s-length contract (NAL) to a related
company and the related company purchases from other companies in the field,
the NAL price must be compared to other AL purchase prices.

 If a company sells under a NAL contract and also sells production arm’s-length,
the NAL price could be compared to the company’s AL price, provided such
AL price is comparable other AL prices used in sales/purchases of significant
quantities of like-quality oil in the same field or area.

» [fthe NAL price is less than the AL price, and the com any makes AL sales at

different prices during the production month, a VOlU;% SWeibhted average AL
price is used to compare the value.

» If the company has a posting for the field or areé@the posta%g,ls compared to
other postmgs for the field or area. The pé@tmg must be g?‘i -

comparison.

* If the NAL prices meet the appropriate comparisdn, the NAL contract may be
. used to value the oil. k-

Second benchmark:

ge o an:;éﬁs posted ppices used in arm's-length transactions
by persons other fan the lesse' for purchase$jor sales of significant quantities of like- -quality oil in
i necessaxjy ito obtain a reasonable sample, from the same area);

The Qil and Gas Payor Hep
va]uatlon unﬁézg hqgc_econd%
o o
“an

A

= the anzthmetlc average of contemporaneous posted prices
used in armésslength transactxons by persons other than the lessee. The second

\‘& PR
benchmark is used When ageSsee does not purchase or sell a significant quantity of like-

quality oil under aris- length contracts, or if the lessee’s posted prices are not
comparable to other“pested prices used in arm’s-length transactions in the field or area.

1 'hmark‘forﬂﬂ n

ot sold under an arm’s-length contract in
hIEN

Comparable purchases or sales must satisfy these criteria:

« Significant quantities of like-quality oil
» Production in the same field or area
» Armm’s-length purchases other than the lessee.

Application:

» “Significant” quantities would be determined by the relevant facts in each case
using the auditor’s judgment.
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o If the posted prices used in arm’s-length transactions contained premiums or
deductions, such premiums/deductions would be included in the calculation.

Third benchmark:

(3) The arithmetic average of other contemporaneous arm's-length contract prices for purchases or
sales of significant quantities of like-quality oil in the same area or nearby areas;

The Oil and Gas Payor Handbook, Volume III, Product Valuaz‘iorz, 08/01/2000 discusses
valuation of oil under the third benchmark for oil not sold under an arm’s-length contract
in section 3.2.3, beginning on page 3-14.

Application:
¢ Significant quantities would be determined;b
using the auditor’s judgment. :

adjustments are made for any qualﬁ}hdl?ferences and comparable and

u‘wa,gh

\?%algle Confidentiality would

14

(Ag)' Prices recéiy "'é““ for s-féngth spot sales of significant quantities of like-quality oil from the
. same field (or, 1f necessary to obtam -a'reasonable sample, from the same area), and other relevant
inciuding qu}maﬂon subrnitied by the lessee concemning circumstances unique to a
lease operatlons‘or the ‘fglablhty of certain types of oil;

>

The Oil and GE% 7} dbook Volume 111, Product Valuation, 08/01/2000 discusses
valuation under t urtifbenchmark for oil not sold under an arm’s-length contract in

; ST
section 3.2.4, begmnyg on page 3-15.
The fourth benchmark is based on arm’s-length spot sales prices and other relevant
matters

¢ Used when no arm’s-length posted prices or sales contracts exist in the same field,

area, or nearby areas.

Application: -
s [f there are significant AL spot price purchases (or sales) for this field or area,
after reviewing the relevant facts, using the auditor’s judgment, the spot prices
may be used to value the oil.
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» Ifthere are no spot price purchases (or sales) for the field, but the oil is
transported to a nearby field or area and there are spot price purchases (or sales)
in this location, using the auditor’s judgment, these spot prices may be used to
value the oil.

Fifth benchmark:

' {5) A net-back method or any other reasonable method to determine value;

The Qil and Gas Payor Handbook, Volume I, Product Valuanon @%01/2000 discusses
valuation under the fifth benchmark of oil not sold under an arm s-length contract in
section 3.2.5, beginning on page 3-15.

The fifth benchmark is the net-back method or other r8asonable valua%on method

e Determined on a case-by-case basis W
~.§¥
”\

Application:

..)

others, and adjusting for. quglk' ¥pin order to Valu t¥ %ﬁ?
logical method could be used forwé"luaﬂon

\%%5 W

Further regulatmns:

(6) For purposes,gFthis pggﬁgraph (30 CFR'-. ection 206, 59(0)(6)) the term lessee includes the
lessee's demgnaﬁyurchasmgi‘zigent and the‘{% contemporaneous means postings or contract
prices in effelt A theutlme the} oyalty obhganox%?s incurred. Also, per 30 CFR Section 206.52(d),
Any Indian lessee wk\%makesavaﬂable upor reqy iest to the authorized MMS or Indian
representatlmvegmto the'Q Qfﬁﬁg offhe..l__wpector «General of the Department of the Interior, or other
persons»aufhonzed to recaléfeg_s%lch mformaﬂon arm's-length sales and volume data for like-quality
T ‘Lhermse obtafmed by the lessee from the field or area or from

5
4

productlon solditﬁ chased,"or

Observatlon“ﬁ&

‘According t63@:CFR § 206:52 (c) (6), the term lessee includes the lessee’s designated

chich cdiild be a related company. As noted above, subparagraph (d)
of this section of the gﬁﬁtlons also requires the lessee (and designated purchasing
agent) to provide the} ‘televant sales and volume data, which may be construed to mean
“contract information” on the AL sales for the field or area or from nearby fields or areas.

purchasing age:

Further regulations:

(e)(1) Where the value is determined under paragraph (c} of this section, the lessee shall retain all
data relevant to the determination of royalty value. Such data shall be subject to review and audit,
and MMS will direct a lessee to use a different value if it determines that the reported value is
inconsistent with the requirements of these regulations. (2) A lessee shall notify MMS if it has
determined value under paragraph (c)4) or (c)(3) of this section. The notification shall be by
letter to MMS Associate Director for Royalty Management or his/her designee. The letter shall
identify the valuation method to be used and contain a brief description of the procedure to be
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followed. The notification required by this paragraph is a one-time notification due no later than
the end of the month following the month the lessee first reports royalties on a Form MMS-2014
using a valuation method authorized by paragraph (c)(4) or (¢)(5) of this section and each time
there is a change from one to the other of these two methods.

Observation:
This section requires that the lessee provide and retain all information relevant to the
valuation determination in order for the information to be reviewed.

() If MMS determines that a lessee has not properiy determined value, the lessee shall pay the
difference, if any, between royalty payments made based upon the value it has used and the
royalty payments that are due based upon the value established by MMS:, The lessee shall also
pay interest on the difference computed pursuant to 30 CFR 218, ‘messee is entitled to a
credit, MMS will provide instructions for the taking of that cred

relevant to its proposal. MMS shall expedmously determme the value based uy’ Sh
proposal and any addltlonal mformailon MMS‘&_' ;

At
i

(h) Notwithstanding any other pro 1519 Ion:

value of production, for royalty purpases%Qg
R

lessee for lease production, less appllcable alloy

&*
en reduced because the purchaser, or any other person, is providing
which ordinarily is the responsibility of the lessee to place the oil in

Observation:
According to Sec. 206752 (i), if gross proceeds have been reduced because of the cost to
place the product in marketable condition or the cost to market, the value will be
increased. Ultimately if NAL contracts or AL contracts reduce the value because of these
costs, the value will be increased. (See MMS-89-0189-0O&G, Xeno, Inc.)

Further regulations:

(73 Value shall be based on the highest price a prudent lessee can receive through legally
enforceable claims under its contract. Absent contract revision or amendment, if the lessee fails to
take proper or timely action to receive prices or benefits to which it is entitled, it must pay royalty
at a value based upon that obtainable price or benefit. Contract revisions or amendments shall be
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in-writing and signed by all parties to an arm's-length coniract. If the lessee makes timely
application for a price increase or benefit allowed under its contract but the purchaser refuses, and
the lessee takes reasonable measures, which are documented, to force purchaser compliance, the
lessee will owe no additional royalties unless or until monies or consideration resulting from the
price increase or additional benefits are received. This paragraph shall not be construed to permit
a lessee to avoid its royalty payment obligation in situations where a purchaser fails to pay, in
whole or in part or timely, for a quantity of oil.

{k) Notwithstanding any provision in these regulations to the contrary, no review, reconciliation,
monitoring, or other like process that results in a re-determination by MMS of value under this

section shall be considered final or binding as against the Indian Tribes or allottees until the audit
peried is formally closed.

(I} Certain information submitted to MMS to support valuation proposals, including transportation
allowances or extraordinary cost allowances, is exempted fr%m d clgsure by the Freedom of
Information Act, 5 U.8.C. 552, or other Federal law. Any data specaﬁ%w by law to be privileged,
confidential, or otherwise exempt, will be maintained in.a c@ﬁﬁdentiﬁkﬁ@ner in accordance with

. . e ARG .
applicable laws and regulations. All requests for mfo::maﬁgg dbout determimations made under
this part are to be submitted in accordance with tl}{@_r‘}?reedom of blformation‘*@;’ :
Department of the Interior, 43 CFR part 2. Nothing in this section s intended to limit or diminish
in any manner whatsoever the right of an Ind.igmfj“legggg to obtair any and all infor‘rf;g_pfin to which
the lessor may be lawfulty entitled from MMS or stch *Wlessee directly under the terms of
the lease, 30 U.S.C. 1733, or other applicable law.

.7 1/21/2004




i

VALUATION - FEDERAL COAL

(Suggest deleting this section. NAL valuation under any g :
per ton leases still is cents-per-ton—TFina doesn’t apply. )¢/

PR

s 5,

D,
Sl

Section 206.257 Valuation standards for ad valorém leases.
. F '\(’a O,

{b)(1) The value of coal that is sold pursuant to
be the gross proceeds accruing to the lessee. ...

{(b)(2} Value may not be based 0%%}3}1 the gross pro" gga%accming to the

BERE
lessee for the coal production, inclidingithe additional considefation:
: igiies i

{c)(1) The value of coal from leases supject 10 ég,lszsechl%l whi¢h is not soid

%

pursuant to an arm’s-length contract sha Accordance

with this section,

all bedeterniiny

(e)(2) If theiyalue of coal cannot be determiied pursuant to paragraph (b) of
this section, th  the va]ue%%éhall be determmé%?ﬂﬁough application of

- Ca i g %’w . B - - .
other valuation c11 gﬁavg}hescmema%shall be'c”gnmdered in the following
i “‘“Wwwmgﬂ‘ . Co
1.be basedpon the first applicable criterion:

g value“shal
i

| Nbrwithstanding ahvibther prévision of this section, under no circumstances shall the value for
S Tt ) . i
royalty.purposes be lesg than the gross proceeds accruing to the lessee for the disposition of
producéﬁ?ggg} less appg(}abl'e provisions of paragraph (b)(5) of this section and less applicable

allowancesﬁ“éi‘déggfrminedi ursuant to §§206.258 through 206.262 and §206.265 of this subpart.

In the general valuation guidance for auditing affiliate sales of coal dated 11/26/1996
(1996 valuation guidance paper) page 1 states:

Regardless of the benchmark value chosen, under no circumstances shall the
value of production, for royalty purposes, be less than the gross proceeds

accruing to the lessee.

On page 3 the document states:
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-

Because coal production from Federal and Indian leases is not subject to

FOGRMA, lease terms may be invoked as a basis for accessing records of an
affiliate.

(There 1s further valuable information in this document and it may be located on the
MMS website in the library section.)

The Solid Minerals Payor Handbook Coal Product Valuation Chapter 10, 10/26/92, Sec.
10.10.12 states:

The value for royalty purposes cannot be less than the fg

f0ss proceeds the lessee
receives for the sale or disposition of Federal or Indla%ease productlon Under

arm’s-length sales conditions, gross proceeds are,e%‘géentr &%:y
contract sales price set forth in the arm’s length,contract undet ;,gg\%;hl(‘/h lease

productlon is sold. Under non- arm’s- length“’c "%I’EIOHS howsve

purposes if the gross proceeds under that: contract é’)"rceed those found il "~

uﬂ-s,r

can be demonstrated that the cashisa ?s%ﬁ'nce equals oriexceeds the average price

%V

(i) The gross proc%;%\iﬁac acorling: «‘toﬂhe lessee pursuant to a sale under its non-arm's-length
i1 Ecr%o&er dlsposmon d?preduced coal by other than by an arm's-length contract),
,rovfamd"tha‘t those gross;] proceeds are within the range of gross proceeds derived from, or paid

under comparable*“arm 5- len sth.contracts between buyers and sellers neither of whom is

the area. In evaluatmg the c%mparabxhty of arm's-length contracts for the purposes of these
‘”}_lanons the follc%mg factors shall be considered: price, time of execution, duration, market
or marks ts served teri?ns quality of coal, quantity, and such other factors as may be appropriate

Analysis:

Per the Fina decision, we cannot directly use the affiliate’s arm’s-length resale contract

_prices, as Fina defines a lessee and its affiliate as separate entities. The first benchmark

requires that arm’s-length contracts considered for comparability be “between buyers and
sellers, neither of whom is affiliated with the lessee for sales, purchases, or other
dispositions...” However, pursuing the benchmarks may lead us to use of the affiliate’s

resale price (described below).
Dispensing with the first benchmark can usually be successfully accomplished through

use of “comparability”. Lessees do not usually have access to “Comparable arm’s-length
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contracts between buyers and sellers neither of whom is affiliated with the lessee for
sales, purchases, or other dispositions of like-quality coal produced in the area.” That is
to say, they would have to have other lessees’ contracts to make the comparison and no
other lessee would be willing to provzde such proprietary information.

I\en—compdrabzhty can also be routinely proven through:
¢ quality parameters and volumes
» the time of execution of the contract
¢ the longevity of the contract
» that there may be no contract
* marketable condition of the product (or laeléfot)

UL

that the market served 1s a “broker mar ef‘ o1

the hmark does not apply. Per
Section 10.10.6 of the Solid Minerals Paﬁ%r Haﬁdbook"*ﬁgf he%econd benchmark for coal
valuation requires the lesseesto, use the coal"%pnces reportéﬂ to a PUC by the purchasing
utility company. Thlseffaiuah nx,benehmark 1"%: for the nfost part, applicable to integrated
(afﬁhated) mmmg e@m anies and their electr;%\unhty counterparts.” Per the 1996
“If the resale‘of“ﬁroduetlon from the affiliate to a third

Wz’“ S““th i.,_,‘ale from the lessee to its afﬁhate the

proceeds underthe
benchma”f‘k value ” As*thg ﬁrst*bgnchmark cannot be used because of company

Li on. : ,;sbf“’bsequent benchmarks. The resale prices reported to
the PUCH the utility can;be% used;sthmugh the second benchmark, in establishing the

alue of the omglnal sales prices from the first sale.

With the first ben ] kﬂnapphcable to valuation because of a non-comparability factor,
the rules intend to assisn a value to the coal that the consumer attributes to it. As was
said in the 1989 coaléte egulations preamble, Federal Register, January 13, 1989, p. 1515,
“Setting the coal’s value for royalty purposes based on prices approved by public utility
commissions is consistent with MMS's gross proceeds concept, because the amount that
a utility can pay for its captive coal production is regulated and approved by the public
utility commission.” (While MMS was responding to a comment on captive mines, the
concept applies to non-arm’s-length sales in situations that are not captive.)
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Third benchmark:

(iif) Prices reported for that coal to the Energy Information Administration of the
Department of Energy;

Analysis:

Section 10.10.6 of the Solid Minerals Payor Handbook states “This benchmark bases
value on the delivered cost of coal reported to FERC. This information is collected and
published by the Energy Information Administration of the Department of Energy.” The -
affiliate resale prices reported to EIA by the utility can be use%éghr(;ﬁgh the third
benchmark, in establishing the proper royalty value of the original sales prices from the
first sale.

The analysm of the second benchmark also apphes here?*
AT

mappheable to vafuatmn because of a non- comparabﬂlt}, factor, the rules:
it. As was sald in the ]9-

“Setling, ihe coal’s

v alue for royaltv puzposes based on pnces approv edj‘-b pubhc utlin} commissions is
consistent with MMS’s gross proceeds, concept, becauseo he amount that a utility can pay

’E\

for its captlve coal production is regul: public utility

commission.”

Fourth Benchmark:

(iv) Other re]evant matters:ncluding, but noflimited to, published or publicly
L % . ;
r information submifted by the lessee concerning

available spﬁ'? q%arket prices; P
circumstances umque to a cular lease operation or the saleability of certain types

of coal; ’

essfully afggies that MMS cannot use the second or third
may be abl; employ the affiliate’s resale value through the fourth
e same réasoning as used above. The unique factor of an affiliate
roxgﬁggr the lessee in marketing the coal could hold sway.

benchmark wit
acting to serve as:

Fifth Benchmark:

(v) If a reasonable value cannot be determined using paragraphs (€)(2) (1), (i),
(iif), or (iv) of this section, then a net-back method or any other reasonable
method shall be used to determine value.

Analysis:

(Same analysis as for #4)

Page 5



PEEaR

Marketable Condition Requirement:

Section 206.257(h):

The lessee is required to place coal in marketable condition at no cost to the Federal Government.
Where the value established under this section is determined by a lessee’s gross proceeds, that
value shall be increased to the extent that the gross proceeds has been reduced because the
purchaser, or any other person, is providing certain services, the cost of which ordinarily is the
responsibility of the lessee to place the coal in marketable condition.

The preamble discussion to the January 1989 final rulemaking exﬁlamed in detail the
requirements of the marketable condition requirement: A

“The requirement that the lessee place the lease pfoduct arketable condition
at no expense to the lessor is a vital royalty concept» It defin “;;;;he minimum level
of effort and expenditure the lesee must underﬁkeato place 1easeheld production
in merchantable condition without any contrlbutlo% or sharing of ¢ expenges by the
lessor. ... With respect to coal, processes'co _monly"ﬁpphed by mine pelators (or
lessees) to prepare coal for the market mcfi‘ide rall__gperaﬁons which extract, sever,
or otherwise separate coal from its in-place p%mt;on in the geologic strata;
crushing (to limit upward smé‘)“*?smmg, storing, blendi ing, and loading for
shipment (including oiling); andallt --ansportatlon req: iremgents in and about the
mine beginning at the point of c%racnen m%gcludlngimovement to all plants

and facilities in which normal mmmg proce ure wgfa];phed MMS will add to

Analysis:

Coal sold mfzfa}"iafﬁl“* ¢
requirepients. If the Te %ee niate
can add gthe afﬁhate s cog af 1mprovmg fig the product to marketable standa.rds to the non-

% “n
Observation: Somés <o mpames are using the Fina decision to refuse to provide contracts.
According to Sect1om“206 257 (d) (2), they must prov1de the arms-length contracts:

Any Federal lessee will make available upon request to the authorized MMS or
State representatives, to the Office of the Inspector General of the Department of
the Interior or other persons authorized to receive such information, arm's-length
sales value and sales quantity data for like-quality coal sold, purchased, or
otherwise obtained by the lessee from the area. :
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Per page 1 of the 1996 valuation guidance paper, “The affiliate’s records may be
examined in order to determine in the affiliate performed services that are the
responsibility of the lessee...”

As coal production is not subject to the Federal Oil and Gas Royalty Management Act of
1982, lease terms may be invoked as a basis for accessing records of an affiliate. Coal
lease terms state at Section 6, “...Lessee shall furnish detailed statements showing the
amount and quality of all products removed and sold from the lease, the proceeds
therefrom, and the amount used for production purposes or unavoidably lost.”

(Cite Shell decision?)

(Do we need the cites below?)

Section 206.257 (f) states:
The lessee may request a value determination frg
to MMS a value determination method, and ma
purposes until MMS issues its decision.

 shall propose

ing ‘{a}ue for royalty

s

If an ad valorem Federal coal lease 1%&%’1&‘8{1&{ in-situ or su};cevgaaﬁcatlon or llquefactlon
technology, the lessee shall propose thegmalue*ofbggaleor royalty pu:poses to MMS.

AT

Section 206.265 Valuev‘ cement of lg%rketab]e c?ﬂ?

If, prior to usgf ..sale or othe ﬁ}sposmon the lemsee enhances the value of coal after the coal has
been placed in marviggtable condition in accordance With 206.257 (h) of this subpart, the lessee
shall notlfy MMS thaf%"uch p@;%?,_ Jng or will occur. The value of that production

(a) A va]ue estgmbllshed for\ the feedstock coal in marketable condition by
application ot e prov1stor?éfof 206.257 (c)(2)(i-iv) of this subpart; or,
s
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Federal and Indian oil and gas gross proceeds

In light of the Fina decision , determining gross proceeds on oil and gas not sold under an
arm’s-length contract.

Does the Fina decision impact the application of the oil and gas benchmarks? (Is this
really the question you want to ask because Fina doesn’t impact the application of the
benchmarks. It’s impact is on gross proceeds. Maybe the question you want to ask is,
“How does Fina impact how o1l and gas not sold under an arm’s-length contract is
valued?)

No. Even under the Texaco decision the benchmarks still applied. What
changed after the Fina decision is that when comparing the value
determined under the benchmarks with the gross proceeds accruing to the
lessee, the gross proceeds are those that accrue to the producer, not to the
affiliate. That is, the auditor must compare the value under the
benchmarks with the non-arm’s-length gross proceeds paid by the affiliate
to the producer, NOT the proceeds received by the affiliates in its arm’s-
length resale of the production to a third party.

Does Fina limit the value to less than the “gross proceeds accruing to the lessee?” (7
don’t understand this question) The regulations specifically state in Sec. 206.152
{(h) “Notwithstanding any other provision of this section, under no circumstances
shall the value of production for royalty purposes be less than the gross proceeds
accruing to the lessee for lease production....”

No. Production sold under a non-arm’s-length contract is valued based on the
higher of the first applicable benchmark or the gross proceeds accruing to
the lessee. Under Fina the gross proceeds accruing to the lessee is the
non-arm’s-length gross proceeds - that is, the value that the affiliate pays
the lessee because the affiliate has comparable arm’s-length sales. .

Does the Fina decision impact the application of the oil benchmarks prior to July
20007 (Again — you may want to ask this question differently) (New Federal oil
valuation regulations were published on March 15, 2000 and took effect July 1,
2000.)

No. Even under the Texaco decision the benchmarks still apply to crude oil
produced from Federal and Indian leases prior to June 1, 2000. (see
response to question 1.) However, the Fina decision is not applicable to
crude oil produced from Federal leases after June 1, 2000. The Fina
decision still applies to crude oil produced from Indian leases.

The oil benchmarks are applicable when the lessee sells to a related company
and the purchaser is a non-marketing affiliate, a related company that
purchases from others.

Does the I'ina decision impact the application of the Indian gas benchmarks prior to
January 20007 (New Indian gas valuation regulations were published on August
10, 1999 and took effect January 1, 2000.)



No, the application of the benchmarks is still the same. What has changed under the
Fina decision is that gas produced from Indian leases prior to January 1, 2000, and not
sold under an arm’s-{ength contract, must be value based on the higher of the benchmarks
or the gross proceeds accruing to the lessee. Under Fina the gross proceeds accruing to
the lessee is the non-arm’s-length gross proceeds - that is, the value that the affiliate pays
the lessee because the affiliate has comparable arm’s-length sales.

Are there other court decisions that assist with the application of the benchmarks?
Yes, Xeno, MMS-89-0189-0&G, in the Conclusions and Order stated:

Physical treatment, handling operations, measuring, gathering,
dehydrating, compressing, separation, and storage are required to place
the product into a marketable condition. All of these services are
considered necessary to market the product and are to be performed at
no cost to the lessor...In the instant case, the reasonable value of the gas
1s its gross value. No reduction in value is allowed for the cost of any
gathering or compression which may have been necessary in order to
bring the gas to the market in which it was being sold, regardless of
whether that compression or gathering was performed by the lessees, the
purchaser of the gas, or some third party. (How does this decision help
us determine the use of the benchmarks??? The use of the benchmarks
is determined by whether the production is sold non-arm’s-length or not.
This portion of the Xeno decision relates to marketable condition, not to
the use of the benchmarks.)

The Marathon Oil case, MMS-94-0404-0&G required that in the case of a NAL sale
of the residue gas, the company must perform accounting for comparison where
the value of the unprocessed gas using the NAL unprocessed gas benchmarks
must be compared to the value of all products at the tailgate of the plant and
royalty paid on the higher of the two.

In another Marathon Oil case, MMS-92-0077-0&G where Marathon Oil sold to
Marathon Production Company (MPC) and then MPC sold to Exxon, and Exxon
reimbursed MPC for gathering, Marathon’s appeal was denied. Quoting a long
history of cases the decison noted that,

Although, MMS acknowledges that MPC is not the Appellant’s
marketing affiliate, as defined in the new product valuation regulations,
that does not relieve Marathon from its obligation to pay royalties on
gathering reimbursements received by MPC.... In light of the corporate
relationship between Marathon and MPC, Marathon the parent and MPC
its wholly-owned subsidiary, Marathon and MPC must be treated as one
and the same entity.

In conclusion, there are a multitude of court cases and regulations that support the
benchmarks and accounting for comparison and these can and should be used when
determining royalty liabilities for NAL transactions. (1 don’t see how any of these cases



support the use of the benchmarks. Why are we addressing dual accounting — that is not
an issue in Fina?

Federal Coal Benchmarks

Subject:  Fina Oil and Chemical Company and the Federal Coal Benchmarks

The Fina Oil and Chemical Company (Fina) decision was directed at natural gas that is
sold to a gas marketing firm that it controls and then the controlled marketing firm sells
the gas again to end users. Since the federal coal regulations are modeled after the oil
and gas regulations, the Fina case applies to federal coal. This section will discuss the
application of the Federal coal benchmarks.

Does the Fina decision impact the application of the coal benchmarks?
The coal regulations do not define or mention a marketing affiliate. The coal
regulations are modeled after the oil and gas regulations.

Because the Fina audit was assessed under the marketing affiliate resales Sec.
206.151, and the related company was a non-marketing affiliate, i.e.
purchased from other companies, the benchmarks must apply.

The result is that when one ton of coal is purchased from an unrelated
company the benchmarks must be used.

Does this limit the valuations to less than the “gross proceeds accruing to the lessee™?
The benchmarks specifically state in Sec. 206.257:

(g) Notwithstanding any other provision of this section, under no circumstances
shall the value for royalty purposes be less than the gross proceeds accruing to
the lessee for the disposition of coal produced....

After consideration of the benchmarks under a non-arm’s-length sale, if the value is
less than the gross proceeds then royalties must be paid on the gross proceeds.
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Statute of Limitations - [ am not sure why this is included? Maybe a
separate handout on statute of limitations? Why not just include the
periods of time and products that this guidance applies to?

MMS’s statute of limitations policy, applicable to Federal oil and gas and solid minerals
production, affects the time periods to which the benchmark analysis may apply. The
policy arose from provisions in the Federal Oil and Gas Royalty Simplification and
Fairness Act of 1996 (RSFA), but has been augmented to apply to prior periods.



Relevant policy guidance is reproduced in the “Policy Documents” section of this
training manual and includes the following:

October 8, 2002 memo from the Associate Director for Minerals Revenue
Management, subject: Guidelines Regarding Statute of Limitations for Demands
and Orders and Appeals Decisions for Federal Leases

January 28, 2003 letter to Valdean Severson, Oil and Gas Bureau Chief, New Mexico
Taxation and Revenue Department, from the Associate Director for Minerals
Revenue Management and attached “Procedures for Implementing October 8,
2002 ‘Guidelines Regarding Statute of Limitations for Demands and Orders and
Appeals Decisions for Federal Leases™

The effect of this policy is that orders to pay cannot be issued for production periods prior
to 7 years prior to the date of the order. Thus an order sent in January 2004 could not
cover periods prior to the December 1996 sales month, for which royalty reporting would
have been due by the end of January 1997. (An exception occurs if the payor has an
estimate on file, allowing the reporting one month later. Thus December 1996

production would not be reported until the end of February 1997 and an order covering
that production month could be issued in February 2004.) The policy papers also discuss
“compelling circumstances” under which exceptions may be granted and procedures for
tolling the statute.

Thus, the applicability of the “old” Federal oil rule and the applicability of the
benchmarks to Federal oil is declining as time goes on. The new Federal oil rule took
effect in July 2000, so the benchmarks will apply to Federal oil production only through
the June 2000 production month and any orders to pay for that month will need to be sent
no later than July 2007. After that time, we will be precluded from issuing orders to pay
on Federal o1l based on the benchmarks.

, but does apply to Federal oil and gas and solid minerals.
777777777777777 Page Break——-———— -




k\Ba'r‘ton,Jayne L | | ' . .

From: Burhop, Shirley

Sent: Friday, January 23, 2004 4.31 PM _

To: " (Gibbs Tschudy, Deborah; Willams, Mary

Ce: . Conway, Karen; Kirumakki, Nagaraja

Subject: _ Status - Fina fraining '

Attachments: FED AND'IND OIL8.doc; FED AND IND COALG.doc; FED AND IND GAS6G.doc; &intro.doc

FED AND IND FED AND IND FED AND IND SIntrD doc (129 I(B)

OIL6.doc (36 KB) COAL6.doc (60 KB) GAS6.doc (38 KB)
Attached are abbreviated versions of

what you've seen pefore. These are intended to be handouts to accompany the training.
Why do we think this information is necessary? ‘ﬁﬁ SNSRI

X “;‘—;“;;—F;;—f;*‘f*;;;ér So T think that providing a "resource list" to accompany
the training would be very valuable.

Debbie, you asked why we should even bother mentlonlng dual accounting and major portion.
‘It think it's important that auditors understand that they don't stop when they've arrived
at-a benchmark value - that other’ thlngs may neesd to be considsred. Thus the references
to these topics. :

Status of the rest of the project: we have an 80+ pags slide show developed which I think
is in final form. It includes many placs-holders for examples, which are still being
developed The examples, and a case study will be presented as handouts. I would prefer
to pass. aloqg the whole package for review and will hope to have it available next week.

I believe we're in pretty good shape w1th both gas and coal examples and o1l should be
fairly =asy. .
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FEDERAL AND INDIAN OIL
NON-ARM’S-LENGTH VALUATION
RESOURCES

Regulations;
* Federal:
30 CFR § 206.102 (1999)
The Federal gas valuation regulations changed effective July 1, 2000.

e Indian:
30 CFR § 206.52

Pavor Handbook: G
¢ The Oil and Gas Payor Handbook, Volume HI Product Valuanon 08/01/00,

dlscusses valuation of o0il not sold under an armLﬁ‘length cosf?iﬁact in Section 3.2.
x,“;:

Policy Guidance: o
o Guidance paper from the Acting Assomate‘Dlrectora, =Valuation Guzdance Jor
Auditing Crude Qil Premiums, June 24, 1996‘7:3‘:’?&.«~ 7
* Guidance paper from the Royalty Policy Board""%Royalty Valuation Guidance fro
Sales to Joint Venture Affi lratz'? Becember 14, 1998

Case History: 2 .
o Valuation Guza’a@g for Audztmg Crufﬁe @l Prerr?g:ﬁ'ﬁs contains a list of relevant
adm1n1strat1vefanduc0urt~de(:151ons 1ssued through*1996.

¢ Major Portion Anal)iilsf(applles to Indlal}‘;;opemes only)

OrF30iCER §206%~52 (a) (2 (1) B (i) (2003)

A_K"mc”ﬁ;k THe O3 *Oiland Ga‘ffwPayor Handbook, Volume 11, Product Valuation,
Secﬂ(ﬁ*}‘%\ page 3‘3{ Of




FEDERAL COAL
NON-ARM’S-LENGTH VALUATION
RESOURCES

Regﬁlations:
e 30 CFR §206.257, ad valorem leases

Payor Handbook:
» The Solid Minerals Payor Handbook, 10/26/92 discusses coal valuation m
Chapter 10. A

Policy Guidance: .
+  Guidance paper from the Associate Director for R%zfalty M%%%gement Valuation
Guidance for Auditing Affiliate Sales of Coal'fBecember 5, 1996,
» Preamble to the 1989 coal regulations, F ederal Register, ] anuarﬁ% 13, 1989.
¢ Guidance paper from the Royalty PohcygBoard Royglty Valuation: Gu:dance fro
Sales to Joint Venture Affiliates, Decemberﬁ 14, 19%% )

&

Case History: Vs iy,
o Valuation Guidance for Auditing At g,{,ff”e Sales of €g “gal contains a list of relevant
administrative and court dec151ons 1ssucduthrough 19963"‘%3‘9 :




FEDERAL AND INDIAN GAS
NON-ARM’S-LENGTH VALUATION
RESOURCES

Regulations:
o Federal:
30 CFR § 206.152, unprocessed gas
30 CFR § 206.153, processed gas
e Indian:
30 CFR § 206.172 (1999), unprocessed gas
30 CFR § 206.173 (1999) processed gas

an arm’s- 1ength contract

Policy Guidance: ks
o Guidance paper from the Assomat D1" 2@,
_Guidance for Auditing Affiliate Sales of Natural Gas, December 5, 1996.
¢ Guidance paper from the Royalty Pohcy Boé.rd‘%}{oyalty Valuation Guidance fro
Sales to Joint Ventﬁ%?{ﬁ' liates, December 14, ]£998

%

. PO%’%;(Percentage ofs groceé‘ﬁs) contracts

o f-=Regu1at10ns for valuation under POP contracts were published in the
Federal Regzster Vol. 56, No, 178, pages 46527 — 46531. The preamble
to thls IUI%I‘OVIdeS good information about why POP contract situations

. are treated differently than other contract sttuations.

o The Oil and Gas Payor Handbook, pages 4-56 — 4-67

o Dear Payor letters of April 16, 1992 and June 25, 1992

o Indian gas sold under arm’s-length POP contracts after the effective date
of the new Indian gas rule, January 1, 2000, is now valued and reported as
processed gas. The new rule had no effect on the reporting or valuation of
non-arm’s-length Indian gas sold under POP contracts.

o Policy paper, August 19, 1994, “Policy Paper — Retroactive Application of
the Percentage-of-Proceeds (POP) Rule”




o Policy paper, date uncertain, “Inferpretation — Dual Accéunting for Gas
Sold Under Percentage-of-Proceeds Contracts [Issue 1995-1]

s Accounting for comparison (dual accounting)
¢ Federal: 30 CFR § 206.155
o Indian: 30 CFR § 206.175 (1999)
o The Oil and Gas Payor Handbook, Volume HI Product Valuation, pages
- 4-90-4-102 :
o Legal decisions:
= Pioneer Kettleman, MMS-89- 0232 0&G
»  Marathon Oil, MMS-94-0404-0&G & ‘R

-yj::
o 30 CFR §206.172 (a) (3) (i) and (ii} (1929) unproce%sed gas
o 30 CFR §206.173 (a) (3) (i) and (11) (1999)3 processedigas
l




INTRODUCTION - IMPACT OF FINA DECISION

| _..-~| Deleted: Fina and the Benchmarks{

The Fina decision decided June 27, 2003 out of the U.S. Court of Appeals, District of ' gmgmundzq

| Columbia Circuit, The decision essentlally overturned the Texaco decision (MMS-92- { Deleted: .

0306-04&G, May 18, 1999), which auditors had been following.

The Fina decision said that the Texaco decision improperly applied the gross proceeds
rule to affiliates who were not marketing affiliates.

+  “@as sold to owned or controlled affiliated entities, that! because they purchase at
least some gas from sources other than their owmngsorﬁgontrollmo producer, are
not “marketing affiliates”, is valued on the basm(ﬁf the f"‘r“?s"t?appllcable of three
benchmarks.” 2 2

The Court’s reasoning?

»  FNGC (Fina Natural Gas Company, the purjzﬁasermf Fina’s productlon), though
controlled by Fina, is not a “marketing afﬁllateﬂbecause it purchases gas from
both Fina and other gas prodﬁ'c“ers

SRR

»  Marketing afﬁllate is defined in'the Tegi latlons [at 30 GFR § 206. 51 and
206.151, (2003)] as L
“an affiliate of the! lessee whose function is to acqd uire on]y the Jessee’s
production and’tmrkg‘t that produ‘glon ¢
= “Ifthe afﬁlla?é f the lessee also purch&‘{g’ses gas from other sources, then that .
afﬁllgte pr‘eﬁsumabffz?wﬂl hamompawrable arm’s-length contracts with other
partlesiwhlchﬁshou]d demonstrate the acceptability of the gross proceeds accruing
10 {6 the lessee: frorn Jts afﬁhate ? (From MMS [988 regulation preamble)
£ g
“Gas sold dlrectly fo.unaffiliated entities is valued.at the contract prlce since that
Teliably mdlcgtes objective value.”

+ “In contrag}gasysold to marketing afﬁhates is valued not on the basis of the
initial sale - obwously an unreliable indicator of objective value — but rather on
the basis of tfie price at which it ultimately leaves the corporate family.”

«  “Accordingly; gas sold to non-marketing affiliates — where objective value can be
reliably approximated through comparable arm’s-length sales — is valued through
the benchmarks at the initial sales price and not the subsequent resale price.”

» “Even Fina’s position would not allow it to set prices “unilaterally” for the
benchmarks require Fina to base value on the prices that its affiliate, FNGC, pays

{ Deteted: 11972004

1 12/27/2005,



other producers. Tn other words, Fina must pay royalties based on the actual
market value of the gas at the time Fina transfers the gas to its affiliate.”

» Fina also discusses the definition of “lessee”, based on FOGRMA section 3(7) (30
U.S.C. § 1702(7) and MMS’ own definition included in 30 CFR § 206.151,
making it clear that a lessee and its affiliate are not the same entity:

“If affiliates are lessees then it makes no sense to talk about an “affiliate of the
lessee’ nor of affiliates acquiring lessees’ production.”.

| Previously, the Texaco decisionheldthat: A, { ;’)eleled:'u

“Texaco Marketing’s arm’s-length sales proceeds arg; th
gross proceeds accruing to the Jessee”, and - 7

proceeds in determmmo the gross proceeds accrum\g&t -;the fessee under 206 152(h). The
auditor was then to compare the affiliate’s arm’s- lenoth\g}oss proceeds to the value
determined under the benchmarks at 206 15%_c) and asse’és value on the higher of the
two. However, in many cases, aud1tor§\51mply assessed valie s ‘on the affiliate’s arm’s-

length resale pnce and did not calculate aNalue under tlle benchmarks general]y because

[ .
",LDeieted. 1972004

2 : 120272005, -



Marketable Condition and Duty to Market

_________________________________________________________________________________________________________________ [

The regulations, for valuation of the products listed below, require that the lessee place
production in marketable condition at no cost to the lessor and that the lessee market the
production for the mutual benefit of the lessee and the lessor at no cost to the lessor.

The applicable cites are:

Indian oil, 30 CFR §206.52 (i)

Federal oil, 30 CFR §206.102 (i) [prior to July 2001]
Federal oil, 30 CFR §206.106 [effective July 2001]
Federal gas, unprocessed, 30 CFR §206.152 (i) N
Federal gas, processed, 30 CFR §206.153(1) .{%; "':3%3&
Indian gas, unprocessed, 30 CFR §206.172 (i) [prior toﬁJanuary 2000]
Indian gas, processed, 30 CFR §206.173 (b [prmﬁo"‘]anuary 2000} “s\

Indian gas, not in an index zone, 30 CFR §206 74 (h) {cffectwe January\g__OOO]

These regulations state that, when grst proceeds estabh%t%e value, that value must be
mcreased to the extent that the gross procgggs have been redgced because the purchaser,
10 o place the producnon in marketable
"'"hlch %dmarlly 15 the lessee’s

resp0n51b1l1ty
&
Case history:
. Octoggr 2003 Valuatlon Determmatmn for Coalbed Methane Production from

the“Kmy Spotted Horse and-kl%ugh Draw Fields, Powder River Basin.
’Addressed to l%evon Energ)ggﬁrp , signed by the Assistant Secretary for Land and
g{f»:‘g : ,

e Y
allowgp_d costs of transportatlon Certain compression costs were determined to
be COStS)Of puttmo production in marketable condition and were thus not

o Walter Oil arid Gas Corp., 111 IBLA 260 (1989)

s Areo Oil and Gas Co., 112, IBLA 8 (1989)

 California Co. v. Udalé, 296 F.2d 384, 387 (Ij.c. Cir. 1961)
e Tuplor Energy Co., 143 IBLA 80 (1998) |

o Yates Petroleum Corp., 148 IBLA 33 (March 9, 1999)

3 12/27/2008,

-1 Deleted: Federat and Indian oil and

|| arm’s-length contract is valued based on

gas gross proceeds

In light of the Fina decision , determining
gross proceeds on oil and gas not seld
under an arm’s-length contract. Y

Does the Fina decision impact the
application of the il and gas
benchmarks? (Is this really the question
you want to ask because Fina doesn’t
impact the application of the benchmarks.
it’s impact is on gross proceeds. Maybe
the question you want to ask is, “How
does Fina impact how il and gas nat sold
under an anm’s-length contract is
valued?){

<#>No. Ever under the Texaco decision
the benchmarks stilf applied. What
changed after the Fina decision is that
when comparing the value determined
under the benchmarks with the gross
proceeds aceruing 1o the lessec, the gross
proceeds are those that accroe to the
producer, not to the affiliate. That is, the
auditor must compare the value under the
benchinarks with the non-arm’s-length
gross proceeds paid by the affiliate to the
producer, NOT the proceeds received by
the affiliates in its ann’s-length resale of
the production to a third party. §

<#>Does Fina limit the value to less than
the “gross praceeds accruing to the
lessee? " (I don't undersiand this
quéstion) The regulations specifically
state in Sec. 206,152 (h)
“Notwithstanding any other provision of
this section, under no circumstances shal}
the velue of production for royalty
purposes be less than the gross proceeds
accruing to the lessee for lease
production....” i

<#>No, Production sold under a non-

i the higher of the first applicable
benchmark or the gross proceeds a 1
; 1)

Deleted: Statute of Limitations - [ am
not sure why this is included? Maybe a
separate handout an statute of
limitations? Why not just include the
periods of time and products that this
guidance applies 10?9

MME's statute of limitations policy,
applicable 1o Federal oil and gas and solid
minerals production, affects the time
periods to which the benchmark analysis
may apply. The policy arose from
provisions in the Federal Oil and Gas
Royalty Simplification and Fairness Act
of 1996 (RSFA), but has been angmented
to apply to prior pericds.§

Relevant policy guidance is reproduced in
the “Policy Documents” section of this
training manval and includes the

following:{
1 12
| Deleted: 1/912004 ]



» Amerac Energy Corp., 148 IBLA 82 (March 24, 1999)

s Amoco Production Co., 143 IBLA 189 (1998)
This decision held in favor of Amoco on the grounds that MMS had not
provided adequate evidence to prove that the difference between a non-arm’s-
length price and the arm’s-length resale price constituted a marketing fee.

o Mesa Operating Limited Partnership v. Départmem of the Interior, 931 F2d 318
(5" Cir. 1991), cert. denied, 502 U.S. 1059 (1992)

[ Deleted: 1/912004
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Barton, Jayne

From: Burhop, Shiriey

Sent: ' Monday, January 26, 2004 10:32 AM

To: Gibbs Tschudy, Deborah

Subject: RE: Status - Fina training i

* Should we be taking scme action to clean up the pelicy documents that are out on the |
pipeline? I would advocate effective dating them so as not to lose track of the history,
but there's a lot of stuff ocut there that is no longer in effect.

~~~~~ Original Message----- ‘ ' .
Frem: Gibbs Tschudy, Deborah - :

Sent: Monday, January 26, 2004 9:08 &M

To: Burhop, Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja

Subject: RE: Status - Fina training

These look really good. Just one comment. The December 14, 1998, Royalty Valuation
Guidance for Sales to Joint Venture Affiliate was withdrawn at STRAC and RPC's request. -
If you cannot find the letter withdrawing it, let me know as I think I have a copy.

————— Original Message=~-~-

From: Burhop, Shirley .

Sent: Friday, January 23, 2004 4:31 PM

To: Gibkbs Tschudy,. Debcrah; Williams, Mary
Cc: Conway, «Karen; Kirumakki, Nagaraja
Subject: Status - Fina training

Attached are abbreviated versions of what you've seen hefore. These are intended to be
handeouts to accompany the training. .

. . ) -4
. Why do we think this information ig‘necessary?_‘>{-r—— — —— — . f;_ .
- ;g\ - o
p 8 53 So I think that providing a "resource list" to accompanyull'

the training would be very valuable.

Debbie, you asked why we should even bother mentioning dual accounting and major portion.
It -think it's important that auditors understand that they don't stop when they've arrived
at a benchmark walue - that other things may need to be considered. Thus the references
to these topics.

Status cf the rest of -the prcject: we have an 80+ page slide show developed which I think
is in final form. It includes many place-holders for examples, which are still being
developed. The examples, and a case study will be presented as handouts. I would prefer
to pass along the whole package for review and will hope to have 1t available next week.

I believe we're in pretty gocd shape with both gas and coal examples and oil should be
fairly easy.



Barton, Jayne ;

From: : Burhop, Shirley

Sent: Monday, January 26, 2004 10:54 AM
To: . Johnson, Ralph
Subject: FW: Status - Fina training

Ralph, can this be done? Not sure who's the best person to identify what's no longer in
effect, but the first step is to create a field in which to enter the effective dates or,
at least, expiration date.

————— Original Message~==--

From: Gibbs Tschudy, Deborah

Sent: Monday, January 26, 2004 10:40 AM
To: Burhop, Shirley

Subject: RE: Status - Fina training

Good idea.

————— Original Message-----

From: Burhop, Shirley

Sent: Monday, January 26, 2004 10:32 AM
To: Gibbs Tschudy, Deborah

Subject: RE: Status - Fina training

Should we be taking some action to clean up the policy documents that ars out on the
pipeline? I would advocate effective dating them so as not to lose track of the history,
but there's a lot of stuff cut there that is no longer in effect.

-—---0Original Message-----

From: Gibbs Tschudy, Deborah

Sent: Monday, January 26, 2004 9:08 AM

To: Burhop,~Shirley; Williams, Mary

Cc: Conway, Karen; Kirumakki, Nagaraja

~ Subject: RE: Status - Fina_training e

These look really good. Just one comment. The December 14, 1998, Royalty Valuation
Guidance for Sales to Joint Venture Affiliate was withdrawn at STRAC and RPC's request.
If you cannot find the letter withdrawing it, let me know as I think I have a copy.

————— Original Message—--——

From: Burhop, Shirley

Sent: Friday, January 23, 2004 4:31 PM

To:; Gibbs Tschudy, Deborah; Williams, Mary
Cc: Conway, Karen; Kirumakki, Nagaraja
Subject: Status - Fina training

Attached are abbreviated versions of what you've seen before. These are intended to be
handouts to accompany the training.

Why do we think this information is necessary? X-—S - X5

A ~ ' | )
x{)~«~aa_____ﬂ_,__——_———9@5}50 I think that prov1d1ng a "resource list” té'accompany
the training would be very valuable.

Debbie, you asked why we should even bother mentioning dual accounting and major portion.
It think it's important that auditors understand that they don't stop when they've arrived

82



at a benchmark value - that other things may need to be considered. Thus the references
to these topics.

Status of the rest of the project: we have an 80+ page slide show developed which I think
is in final form. It includes many place-hoclders for examples, which are still being
developed. The examples, and a case study will be presented as handouts. I would prefer
to pass along the whole package for review and will hope to have it available next week.

T believe we're in pretty gocod shape with both gas and ccal examples and ¢il should be
fairly easy.
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