Barton, Jayne

From: Burhop, Shirley

Sent: ‘ Thursday, October 23, 2003 10:42 AM
To: Williams, Mary

Subject: Fina decision

Attachments: 102296.pdf; The Fina decision.doc
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i&ab
102296.pdf (36 KB)

Here is the word document, with your changes accepted, and the 1996 valuation guidance.

The Fina
Jecision.dec {40 KB]
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United States Department of the Interior
MINERALS MANAGEMENT SERVICE
ROYALTY MANAGEMENT PROLGRAM
P HOX QNS
DBESVER., COLORADD 022N

™ KEPLY

REFFR iy
MMS-AD
Mail Stop 3150 OCT 22 1996
Memorandum
To: Deputy Associate Director for Compliance
Deputy Associate Director for Valuation and Operatlons
From: Associate Director for Rayalty Managament /ﬂ’”‘u /(/{J

Subject: Valuation Guidance for Auditing Affitiate Sale(é/of Natural Gas

Attached is a guidance paper for you to follow when auditing royalties affiliate
sales of natural gas produced from Federal and Indian leases under the curront
regulations. Address any questions about the policy to the Chief, Valuation and

Standards Division.

Attachment

Wednesday, August 27, 2003.max



September 18, 1996

GENERAL VALUATION GUIDANCE FOR AUDITING
AFFILIATE SALES OF NATURAL GAS

GUIDANCE:

Arm’s-length Contracts

The value of natural gas sold under an arm's-length contract is generally the gross
proceeds accruing te the lessee. If the arm’s-length contract does not reflect the
total consideration for the value of production received by the lessee, then value
may be determined under the valuation benchmarks {30 CFR 206.152 (¢} and
206.153 {c}). The lessee’s gross proceeds may not be reduced by the costs of
placing production in marketable condition.

Non-arm’'s-length Contracts or No Sale Situations

The value of natural gas sold under a non-arm’s-length contract or not sold at
all is determined by the criteria set forth in the benchmarks as described in
Attachment 1 - Applicable Regulations. Policies. and Case History.

Regardless of the benchmark value determined, under no circumstances shall the
value production, for royalty purposoc, be lesc than the gross procoeds accruing to

the lessee.

If the resale of production from the affiliate to a third party occurs in the same
field or area as the sale from the iessee to its affiliate, the proceeds under the
arm’s-length resale contract may be used in calcuiating the applicable benchmark
value.

The affiliate’s records may be examined in order ta determine if the affiliate
performed services that are the responsibility of the lessee to perform at no cost to
the lessor or whether the affiliate received additional consideration for the value of
production that should be part of the lessee’s gross proceeds. Specific guidance
on determining the lessee’s gross proceeds after examining the affiliate’s records
cannot be detailed here. Such determinations must be made on a case-by-case
basis taking into account services necessary to place the production in marketable
condition or to market the production, the location of the resale, and other

relevant matters,
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RATIONALE FOR GUIDANCE:

The concept that royalty value cannot be less than the gross proceeds accruing to
the lessee is an underlying principle of the natural gas valuation rules. The recent
Shell Interior Board of Land Appeals decision (132 IBLA 354} underscores MMS'
right to determine what the lessee’s gross proceeds are, even after an interim
transfer of production to an affiliate. In its brief before the IBLA in the Shell case
(132 iBLA 354, decided May 11, 1995, on reconsideration), MMS argued that
nowhere in the 1988 rules or rulemaking history is there any restriction against
MMS looking to an affiliate's arm's-length sales of production. The MMS has
authority under its regulations, and as confirmed by IBLA in the circumstances
present in the Shell case, to comparo tho value properly determined under the first
applicable benchmark to the lessee's gross proceeds and select the higher of the
two. Sales by affiliates may provide information concerning gross proceeds to the
tessee and the appropriate benchmark value in some situations and thus may be
considered in determining royalty value.

PROCEDURES:
Arm’'s-Length Contracts

As a general practice, gross proceeds under an arms-length contract are
dctermined by the sales contract and revenuc accounts representing considoration
actually received. Any differences between contract values and amounts actually
received may represent additional consideration paid for the value of natural gas
production. Royaity value is determined by the total consideration received or
accruing under the contract or otherwise, less allowable costs of transportation
under MMS regulations. Reviews or audits of natural gas gross proceeds should
include a verification of all relevant documents such as revenue account bookings
and/or purchaser statements.

Non-arm's-length Contracts

As a general practice, royalty value for a non-arm’s-length sale or transfer is
determined by application of the benchmarks. The first applicable valuation
benchmark is used to determine the royalty value. However, under no
circumstances can value be less than gross proceeds accruing to the lessee.
Royalty value is determined by the higher of consideration received by the lessee
less allowable costs of transportation under MMS requlations, or the applicable
benchmark value. Reviews or audits of natural gas gross proceeds may include a
verification of all relevant documents of the lessee or its affiliate, as well as
records of arm’s-length purchasers not affiliated with the lessee. Ralovant
documents may include revenue account bookings and/or purchaser statements.
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The guidance provided above applies even if the lessece’s affiliate is not a
“marketing affiliate”. If the lessee’s affiliate is a "marketing affiliate”, MMS must
look directly to the sales by the affiliate to determine gross proceeds.

SPECIFIC GUIDANCE REGARDING GAS COMPARABILITY CRITERIA

Comparability can ultimately only be determined from the unique circumstances
uncovered in each audit. Auditor’s judgment will prevail. However, it may be
useful in certain circumstances to utilize some screening criteria to help evaluate
which contracts might be more appropriate than others.

Eight factors arc listed under the first benchmark in the gas valuation regulations
at 30 CFR 8206.152 and 30 CFR § 206.153. Attachment 2 provides definitions
of each of the factors. Several of these factors naturally operate together and,
when grouped, can be used as a series of "filters” to determine which contracts
are comparable for establishing value. The factors may be grouped as follows:

¢ Volume and quality

¢ Markets served

2 Duration and time aof contract

° Price, terms, and other appropriate factors

The first "filter” used is volume and quality. Evaluate each contract and eliminale
those not involving sales of equivalent volumes or like-quality production. Next,
"fiter” the remaining contracts for market(s) served and eliminate any contracts
not serving similar market(s). Third, "filter" the contracts for duration and time of
sale and eliminate dissimilar contracts. Last, "filter" on price, terms, and other
appropriate factors. The remaining contracts become the comparable contracts
used to determine value. For example, in the event of a fixed-price contract, the
time of sale may be the most important factor.

TIME PERIODS:

Decisions about how far back MMS would assess royalties for natural gas
undervaluation under the current regulations would be subject to the Director's
July 14, 1995, guidelines regarding audit timing and resource allocation.

Section 4 of the Federal Oil and Gas Royalty Simplification and Fairness Act of
1896. paragraph (b}{1) provides that actions to assess additional royalties shall

be commenced within 7 years from the date on which the obligation becomes due.
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Attachment 1

APPLICABLE REGULATIONS, POLICIES, AND CASE HISTORY:

REGULATIONS:
The regulations at 30 CFR 206.152 {h) and 206.153 (h) state, in part,

Notwithstanding any other provision of this section, under no

circumstances shall the value of production, for royalty purposes, be
less than tho gross proceeds accruing to the lessce for lecase

production, less applicable allowances.
The regulations are 30 CFR 206.152 {c) and 206.153 (c) state,

The value of gas subject to this section which is not sold pursuant to
an arm's-length contract shall be the reascnable value determined in
accordance with the first applicable of the following methods:

(1) The gross proceeds accruing to the lessee pursuant to a sale
under its non-arm's-length contract {(or other disposition other than by
an arm’s-length contract), provided that those gross proceeds are
equivatent to the gross proceeds derived from, or paid under,
comparable arm's-length contracts for purchases, sales, or other
dispositions of like-quality gas in the same field . . . .

{2) A value determined by consideration of other information
relevant in valuing like-quality gas, including gross proceeds under
arm's-length contracts for like-quality gas in the same field or nearby
fields or areas, posted prices for gas, prices received in arm's-length
spot sales of gas, other reliable public sources of price or market
information, and other information as to the particular lease operation
ar the salability of the gas.

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

POLICIES AND DIRECTIVES:

An October 14, 1988, memorandum from the Assistant Secretary - Land and
Minerale Management states

. . . the gross proceeds accruing to a lessee under its non-arm’-length

contract shall be viewed as meeting the requirement of 30 CFR
206.152(c){1) and 206.153 (c}(1) if they are within the range of the
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gross proceeds derived from or paid undor comparable arm’s-length
contracts between parties not affiliated with the lessee for similarly
situated production.

A December 12, 1988, memorandum from the Assistant Secretary - Land and
Minerals Management supplemented the October 14, 1988 guidance as follows:

. . . the policy is hereby supplemented to cover situations where there
are no comparable arm’s-length contracts in the field or area between
parties not affiliated with the lessee. In those situations, the lessee’s
gross proceeds [under its non-arm’s-length contract] will determine
the valuc of the production if they are within the rangc of the gross
proceeds derived from comparable arm’s-length contracts between
sellers who are not affiliated with the lessee and purchasers who are
affiliated with the lessee for sales or other dispositions of like-quality
production in the same field or, if necessary to obtain a reasonable
sample, from the same area.

The October 14, 1993, policy paper Valuation of Sales to Affiliates states that

When applying the benchmarks, it is necessary to consider the gross
proceeds requirement discussed previously. Gross proceeds may not
be reduced by costs to place the product in marketable cundition or
marketing costs . . . .

It the resale trom the affiliate to a third party occurs in the same
field as the first sale from the lessee to the affiliate and if the affiliate
is performing services other than transportation or processing (i.e.,
marketing services), the resale price would represent the minimum
value for royalty purposes under the gross proceeds requirement,

ADMINISTRATIVE AND COURT DECISIONS:

In Santa Fe Energy Products Cu., 127 IBLA 265, 268 (1993}, the Board affirmed
MMS’

- . . authority [under the Federal Oil and Gas Royalty Management Act
{FOGRMA)] to obtain records from any affected person involved in
purchasing or selling oil, and that MMS is not limited to dealing
exclusively with the signatory lessee concerned. . . . [Therefore,] . . .
the obligation to report ‘gross proceeds accruing to the lessee’ cannot
be avoided by an inter affiliate transfer made in contemplation of later
sale to third parties. '

Wednesday, August 27, 2003.max



fn Santa Fe Energy Products Company, No. 95 1221, Tenth Circuit, April 10,
1996, the Court of Appeals stated:

Under the gross proceeds rule, the MMS could reasonably require
information relating to Products’ sales in order to ascertain the oil’s
fair market value and to determine the gross proceeds accruing to .
Energy . . .. The MMS’ determination that the first arm’s-length sale
of oil produced under a federal lease was covered by the “other
relevant matters” language of its regulations was not arbitrary,
capricious, or contrary to law . . . . Products is a wholly owned
affiiate of Energy. Accordingly, Products sales were relevant to
determining gross proceeds accruing to Energy.

tn Shell Qil Co. { on reconsideration} 132 IBLA 354, the IBLA ruled that

Consequently, no matter what regulatory benchmark is used to
determine royalty, MMS must compare the result obtained thereby
against a gross proceeds analysis in any case . . . .

Upon reconsideration of the question whether MMS had authority to
require disclosure of information regarding the transfer of production
to Shell in this case, therefore, we find that the marketing affiliate
distinction, upon which the Shell decision turned, had no relevance
to the question whether the gross proceeds rule must first be applied

Contrary to the argument advanced by Shell, therefore, the policy
paper also indicated that there is an obligation and an expectation
that MMS will look beyond the inter-affiliate transfer to determine
whether other factors affect product value. As suggested in Santa Fe
{127 IBLA 285, 1993), atfiliates participating in a transfer of Federal
lease production in contempiation of sales to a third party should
expect MMS to scrutinize an inter-affiliate transfer and all subsequent
affiliate sales.

The IBLA goes on to say at 132 IBLA 357

The term lessee, howsver, is specific and cannot be expanded to
include an affiliate of the lessee. 30 CFR 206.101 (lessee).

In Xeno, Inc. 134 [BLA 172 (November 14, 1995), the IBLA ruled that
The sale price received by an affiliate of the lessee in the first

arm’s-length transaction is properly considered in determining the
value of produced gas under the gross proceeds rule.
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Attachment 2
DEFINITION OF FACTORS

PRICE: All components of the contract price (transportation factors, marketing
fees, etc.).

TIME OF EXECUTION: Effective date of the contract {not the signed date).
DURATION OF CONTRACT: The stated period of time the contract is in effect.

MARKET OR MARKETS SERVED: Based on the point of sale established in the
contract, including sales at the wellhead, gas processing plant infet, mainline
interconnect, or LDC or industrial user.

TERMS: Contract factors not related to price, volume, quality, duration, etc.
(Example: Percentage-of-Proceeds v. Conventional Contract)

QUALITY (Gas stream components}: Includes, but is not limited to: _

o Methane content {male percent}
0 NGL content (GPM - gallons per Mcf)
© Non-hydrocarbon gas content

-- hydrogen sulfide

-- helium

- nitrogen

- Co,

VOLUME: The delivered volume measured in Mcf.

OTHER FACTORS: Any factors that are unique to a particular audit situation,
auditor judgement, or a cost/benefit analysis.
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The Fina decision, No.“02-524l, decided by the U. S. Court of Appeals on June 27, 2003,
has not been appealed to the Supreme Court and is thus final.

This will have an effect on how MMS and State and Tribal delegated audit staffs conduct
audits.

We must now value non-arm’s-length gas sales according to the benchmarks. We cannot
Jjump to the catch-all provisions at 206.152 (h) and 206.153 (h) which provide that value
cannot be less than gross proceeds accruing to the lessee.

The Fina decision concluded that an affiliate company is not a “marketing affiliate” if it
purchases gas from both its parent company and other gas producers. The affiliate
purchaser will presumably have comparable arm’s-length contracts with unaffiliated
producers which should demonstrate the acceptability of the gross proceeds accruing to
the lessee from its affiliate, in accordance with the benchmarks at 30 CFR 206.152 (¢)
and 206.153 (c).

Guidance has previously been issued regarding auditing affiliate sales of natural gas.

This guidance is found in “Valuation Guidance for Auditing Affiliate Sales of Natural
Gas,” issued October 22, 1996, by the Associate Director for Royalty Management. This
guidance is still effective.

Keep in mind that this decision will also impact coal; both Federal and Indian oil, prior to
the effective date of the new oil rule in June 2000; and Indian gas prior to the effective

date of the new Indian gas regulations in January 2000.

Additional guidance and training will be forthcoming.
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Gibbs Tschudy, Deborah

From: Gibbs Tschudy, Deborah

Sent: Monday, November 03, 2003 10:34 AM
To: ‘Elsie. Kappler@usdoj.gov'; Vogel, Kenneth
Subject: ' RE: Fina - Marketable Condition

Elsie - I think that Geoff Heath needs to be included in this discussion, but he is out of
the office until Thursday. Can it wait until then? :

If not, I would be available after 3:30 p.m. (Denver time) today.

----- Original Message-—---

From: Elsie.Kappler@usdoj.gov [mailto:Elsie.Kappler@usdoj.gov]
Sent: Sunday, November 02, 2003 7:59 AM

To: Vogel, Kenneth; Gibbs Tschudy, Deborah

Subject: Fina - Marketable Condition

Thanks.

Elsie B. Kappler

Trial Attorney

Environment and Natural Resources Division
General Litigation Section

United States Department of Justice

P.Q. Box 663

Washington, DC 20044

{202) 305-0430/phone

{202) 305-0506/fax

elsie.kapplerfusdoj.gov



Gibbs Tschudy, Deborah

From: Gibbs Tschudy, Deborah

Sent: Monday, November 03, 2003 1:55 PM
To: ‘ 'Elsie.Kappler@usdoj.gov'

Subject: RE: Fina - Marketable Condition

Qk, let me know what day and time works best for you. I am still available at 3:30 p.m.
Denver time today.

————— Original Message-----

From: Elsie.Kappler@usdoj.gov {mailto:Elsie.KapplerRusdoj.gov]
Sent: Monday, November 03, 2003 11:;34 AM

To: Gibbs Tschudy, Deborah

Subject: RE: Fina - Marketable Condition

Possibly. The court has given us until November 14 to file our brief. I would like to
speak with you in the interim however.

————— Original Message---—-—-

From: Deborah.Gibbs.Tschudy@mms.gov [mailto:Deborah.Gibbs.Tschudy@mms.gov]
Sent: Monday, November 03, 2003 12:34 PM

To; Kappler, Elsie; Kenneth.Vogel@mms.gov

Subject: RE: Fina - Marketable Condition

Elsie - I think that Geoff Heath needs to be included in this discussion,
but he is out of the office until Thursday. Can it wait until then?

If not, I would be available after 3:30 p.m. (Denver time) today.

----- Original Message-—--- ‘

From: Elsie.Kappler@usdoj.gov [mailto:Elsie.Kappler@usdocj.gov]
Sent: Sunday, November 02, 2003 7:59% AM

To: Vogel, Kenneth; Gibbs Tschudy, Deborah

Subject: Fina - Marketable Condition

iuanks.

Elsie B. Kappler
Trial Attorney
Environment and Natural Resources Division
General Litigation Section
United States Department of Justice
P.0O. Box 663
Washington, DC 20044
{202) 305-0430/phone
(202) 305~0506/fax
elsie.kappler@usdoj.gov



Gibbs Tschudy, Deborah

From: " Gibbs Tschudy, Deborah

Sent: Monday, November 03, 2003 4:00 PM
To: Williams, Mary; Burhop, Shirley
Subject: RE: Fina decision

Looks good. | think we alsc developed guidance for affiliate sales of coal around the same time frame. Please reference
that in this email as well.

Please run this by Geoff before we send it to STRAC. Howard told me today that Geoff is out of the office until Thursday.

Thank you for working on this.

From: Williams, Mary
Sent: Monday, November 03, 2003 1:30 PM
To: Gibbs Tschudy, Deborah; Burhop, Shirley

Subject: FW: Fina decision
Hopefully, this will suffice for now. Please make any comments. Will forward or Debbie you can send if you want.

Mary Williams

Manager, Onshore Federal Compliance
Onshore Compliance

(303) 231-3403

(303) 231-3700 (fax)

The Fina decision, No. 02-5241, decided by the U. S. Court of Appeals on June 27, 2003, has not been
appealed to the Supreme Court and is final.

This has an effect on how MMS and State and Tribal delegated audit staffs conduct audits. MMS will have
to apply the benchmarks to inter-affiliate transactions for Federal gas; Federal oil, prior to the effective date
of the new oil regulations in June 2000; Indian oil; Indian gas, prior to the effective date of the new Indian
gas regulations in January 2000; and coal (ad valorem).

Guidance has previously been issued regarding auditing affiliate sales of natural gas. This guidance is found
in “Valuation Guidance for Auditing Affiliate Sales of Natural Gas,” issued October 22, 1996, by the
Associate Director for Royalty Management. This guidance is still effective.

We are committed to developing additional guidance and training and are requesting assistance from
STRAC in this effort. The MMS lead is Shirley Burhop. Our goal is to develop the guidance and training
materials by December 31, 2003, with training beginning in 2004. Please contact Shirley with your
designated representatives as soon as possible.



Barton, Jayne.'

From: . Burhop, _Shlrley
Sent: Tuesday, November 04, 2003 8 48 AM
. To: Temple, Sandra; Morris, James
Subject: FW: Slides
Attachments: PyrTm2002.ppt )

Rich's changes to s_Iide 20 might be worth notiﬁg.

----- Orlgmal Message----- -

From: Sawicki, Michelle (Hermanussan)

Sent: Manday, November 03, 2003 10:23 AM

To: - Finnegan, Todd

Cc: ) " Burhop, Shirley; Williams, Mary; Lupinski, Susan; Johnson, Raiph
Subject; FW: Slides

This r’ught be helpful in your valuation/Fina training. The authors of 30CFR might help you as far as intent. Based on
discussions with Susan Lupinski, currently of OE and formerly of RVD, it is lmportant to understand the intent of the rules

and the opinions of those who will have to defend appeals when discussing application of the rules. This training cannct”

* be asoap, box for those with "opinions” or "personal interpretations” of the CFRs. Per Ken Vogel, X ——— S

: We must be careful and consistent . .

‘when trainlng compliance perscnnel.

~-=-Original Message-—---

From: = | Lupinski, Susan .
Sent: Thursday, April 25, 2002 1:23 PM
“To: o Hermanussen, Michelle | -
Subject: FW: Slides . _
E- \ . . . . ‘ . B N ‘ . .~ - /.
----- Ongmal Message—-—--' :
From: Adamski, Richard
Sent: ] Wednesday April 24, 2002 1:09 PM
To:~ Lupinski, Susan

Subject: © Slides

| changed sfide 20, Let me know what you think. Thanks

PyrTm2002.ppt

{209 KB)
Tracking: Recipient S . Read
’ Temple, Sandra L Read: 11/4/2003 5:57 AM
Morris, James . Read: 11/4/2003 9:53 AM
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