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OVERSIGHT OF THE MINERALS MANAGE-
MENT SERVICE'S ROYALTY VALUATION
PROGRAM

WEDNESDAY, MAY 19, 1999

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
CoOMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2247, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Davis, Turner, and Maloney.

Staff present: J. Russell George, staff director and chief counsel,
Randy Kaplan, counsel; Bonnie Heald, director of communications;
Mason Alinger, clerk; Faith Weiss, minority counsel; and Earley
Green, minority staff assistant.

Mr. HorN. The House Subcommittee on Government Manage-
ment, Information, and Technology will come to order. Today we
will look at the Department of the Interior's management of the
collection, valuation and distribution of revenues, or royalties, from
oil produced on Federal lands.

The Federal Government has been collecting royalties associated
with mineral production on Federal onshore lands since 1920 and
from offshore lands since 1953.

The Minerals Management Service, an agency within the Depart-
ment of the Interior, was established in 1982. The agency, through
its Royalty Management Program, ensures that all royalties from
Federal and Indian mineral leases are accurately collected, ac-
counted for, and disbursed to the appropriate recipients in a timely
manner.

Royalties from oil and gas leases on Federal lands are one of the
largest sources of nontax revenues for the Federal Government. Ac-
cording to the Minerals Management Service, since 1982, nearly
$100 billion has been disbursed from Federal onshore and offshore
leases. In fiscal year 1998, for example, the Royalty Management
Program generated nearly $6 billion from more than 26,000 min-
eral leases. Of that amount, $550 million was distributed to the
States and used for schools, roads, and public buildings.

Given the significance of this program, on June 17, 1996, this
subcommittee held a hearing to examine whether the government
was receiving a fair return from oil leases on Federal lands. The
subcommittee heard from witnesses who testified that between
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1978 and 1993, oil companies had underpaid royalties on crude oil
by as much as $856 million. We also learned that the Minerals
Management Service was not sufficiently addressing this problem.

Concerns were raised that the Minerals Management Service
had delayed collecting oil royalty revenues and had entered into
global settlements with oil companies that failed to protect the fi-
nancial interests of the Federal Government and the American tax-
payer.

In response to recommendations from an interagency task force
convened by the Department of the Interior to study the undervalu-
ation issue, in 1995 the Minerals Management Service began an ef-
fort to revise its oil valuation regulations. Currently oil values for
royalty purposes are based on gross proceeds or a series of bench-
marks depending on whether or not the oil is sold in an arm’s-
length transaction. “At arm’'s-length” refers to oil that is bought
and sold by parties with competing economic interests, and the
price paid establishes a market value for the oil.

Transactions that are not at arm’s length typically involve a
transfer of oil between companies that have both production and
refining capabilities. The price of oil in these transactions is often
a price posted by the buyer, who is often an affiliated subsidiary
of the seller. There is concern that these posted prices tend to be
below fair market value.

Since 1995, the Minerals Management Service has held at least
17 public workshops and meetings across the country; received over
4,000 pages of comments from interested parties; and reopened the
comment period at least seven different times.

On two occasions in 1998, Congress passed legislation tempo-
rarily delaying the implementation of a final rule. Congress at-
tached a third continuance to this year's emergency supplemental
appropriations bill that passed the House of Representatives on
Tuesday. We are having a hard time nailing this one down.

Today we will hear from a number of experts on the issue. We
will examine whether the Minerals Management Service has been
effective in obtaining a fair return from oil-producing leases on
Federal lands. We will also ask whether the existing rulemaking
process can result in a regulation that simplifies the process, mini-
mizes disputes and ensures a fair return for the American tax-
payer.

We welcome our panelists, and we look forward to their testi-
mony.

[The prepared statement of Hon. Stephen Horn follows:]
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“QOversight of the Minerals Management Service’s

Royalty Valuation Program”
CHAIRMAN STEPHEN HORN (R-CA)
OPENING STATEMENT
May 19, 1999

A quorum being present, the hearing of the House Subcommittec on Government Management,
Information and Technology will come to order. Today, we will look at the Department of the Interior’s
management of the collection, valuation and distribution of revenues — or royalties — from oil produced on Federat
lands.

The Federal Govemment has been collecting royalties associated with mineral production on Federal
onshore lands since 1920, and from offshore lands since 1953,

The Minerals Management Service, an agency within the Department of the Interior, was established in
1982. The agency — through its Royalty Management Program ~ ensures that all royalties from Federat and Indian
mineral leases are aceurately collected, accounted for, and disbursed to the appropriate recipients in a timely
manner.

Royalties from oil and gas lcases on Federal lands are one of the largest sources of non-tax revenues for the
Federal Government. According to the Minerals Management Service, since 1982, nearly $100 billion dollars has
been disbursed from Federal onshore and offshore leases. In fiscal year 1998, for example, the Royalty
Management Program generated nearly $6 billion dollars from meore than 26,000 mineral leases. Of that amount,
$550 million dollars was distributed to the States and used for schools, roads, and public buildings.

Given the significance of this program, on June 17%, 1996, this subcommittee held a hearing to examine
whether the Government was receiving a fair return from oil leases on Federal lands. The subcommittee heard
from witnesses who testified that between 1978 and 1993, oil companies bad underpaid royalties on crude oil by as
much as $856 million dollars. We also leamed that the Minerals Management Service was not sufficiently
addressing this problem.
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Concerns were raised that the Minerals Management Service had delayed o oil royalty T
and had entered info global settl with oil ies that failed o protect the financial interests of the Federal
Government and the American taxpayer.

In response 1o recommendations from an interagency task force, convened by the Department of the
Interior to study the undervaluation issue, in 1995 the Minerals Management Service began an effort to revise its il
valuation regulations. Currently, oil values for royalty purposes are based on gross proceeds or a series of
benchmarks depending on whether or not the oil is sold in an arm’s-length transaction. “At arm’s-length” refers to
oil that is bought and sold by parties with competing economic interests, and the price paid establishes a market
value for the oil.
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Transactions that are not at arm’s length typically involve a transfer of ofl between companies that have
both production and refining capabilities. The price of oil in these transactions is often a price posted by the buyer
who is often an affiliated subsidiary of the seller. There is concern that these posied prices tend to be below fair
market value.

Since 1995, the Minerals Management Servics has held at least 17 public workshops and meetings across
the country; received over 4,000 pages of commenis from interested parties; and reopened the comment period at
Jeast seven different times.

On two occasions in 1998, Congress passed legislation temporarily delaying the implementation of a final
rule. Congre hed a third g e 1o this year’s Emergency Supplemental Appropriations bill that passed
the House of Representatives on Tuesday. We are having a hard time nailing this one down,

Today, we will hear from a number of experts on this issue. We will examine whether the Minerals
Management Service has been effective in obtaining a fair retwn from oil producing leases on Federal lands. We
will also ask whether the existing rule-making process can result in a regulation that simplifies the process,
minimizes disputes and ensures a fair retumn for the American taxpayer.

We welcome our panelists, and look forward to their testimony.
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Mr. HorN. | am now delighted to yield time for an opening state-
ment to the gentlewoman from New York, Mrs. Maloney, who took
a very active interest in the preceding hearing 3 years ago, and we
are delighted to have her with us today. Mrs. Maloney.

Mrs. MALONEY. Thank you so much, Mr. Chairman, and | thank
you very much for holding that hearing 3 years ago and for today’s
hearing and for your fine leadership on this and so many issues.

As you know, this is the second hearing in 3 years that this sub-
committee has held on the issue of the Minerals Management Serv-
ice’s royalty valuation program. Our first hearing held back in 1996
explored allegations of undervaluation of oil by several major oil
companies and MMS's efforts to collect the full amount of royalties
that were owed to the American taxpayer.

Since that time much has changed. MMS has finally decided that
a new oil valuation rule was necessary in order to prevent big oil
companies from continuing to rip off the American taxpayer. The
Justice Department decided that the allegations against many of
these oil companies were so strong and significant that it inter-
vened in a lawsuit alleging that companies had violated the False
Claims Act by deliberately undervaluing oil produced on Federal
lands as a means of avoiding royalty payments to the Federal Gov-
ernment.

As a result, one company, Mobil, decided to settle with the gov-
ernment and paid $45 million. Numerous other companies have
settled similar claims brought by States and private royalty owners
for millions and, in one case, billions of dollars; and finally, those
same oil companies that vigorously defended posted prices as a le-
gitimate means of determining oil value have begun to admit that
posted prices are not the issue and are finally negotiating with the
Department on a new rule. But as much as things have changed,
I am not sure if we have really made much progress.

When | was preparing for this hearing, | came across a letter
that | had almost forgotten about, but I think it is very relevant
to this issue before us. It is a letter dated 2 years ago, February
26, 1997, and | would like to put it in the record.

Mr. HorN. Without objection, it will be put in the record at this
point.

[The information referred to follows:]



PAT S. HOLLOWAY
' Arntorncy end Counseler
108 E. AusTiv, Surts 204
P. O. Box 56 GDDINGS, TEXAS 78943

s (409) 541-4179
Office: (409) 3424081 Fax: (409)

February 26, 1997

Mx. Bol Armstrong

Assistant Secretary, Land and Minerals Management
Unitaed States Department of the Interioer
wWashington, D.C. 20240

Re: API and IPAR Opposition to Proposad 0il Valuatien
Regulations

Dear Mr. Armstrong:

On February 20, 1937, I attendad by telephone an cpen,
3-1/2 hour meating of the IPAA’s valuation task force. I
did so at the reguest of my client, Gens Wright, an active
nembar of the IPAA and a formor member of its Executive
Committee. He had been invited *to attend or have a
representative present. Although this was an JPAA
meeting, lawyers and lobbyists representing Chevren, Amoco,
Conoce and cther major oill companies attaended.

At the meeting it was reported that ¢the major sil
companies’ CEOs’ Club had just met and decided that the API
must becoma active in opposing the proposed new marxket
value oil royalty valuation regulaticns.

Every oil preducer, without any question, has an
unrestricted w»ight to oppose the goverrment’s proposal on
its own behalf, on any grounds it deems approprimte. But
it would appear to ba a violation of the antitrust laws for
the chief executive officers of the major eil companias to

meet and gopbine (i.e., conspire) amony themselves to try
to keep federal royalty oil prices depressed belew market
values, That is the only pessible purpose to be sarved by

oppositien, in the name of ¢the APYI, to the
proposad maxkXat value pricing regulations.

The strategy discussed ‘at  the meeting was to seek to
delay the proposed regulations as 1long as poasible, and
then -file suit in the name of the IPAA (“another IPAA V.

Babbitt case") to prevant them from beceming effective on
whatever procedural {not  substantive) gxounds are

available. It was suggested that +the IPAA-API should
consult with the tobacco industry on legal tacties, since
that dindustry has so much nore expen}ance in litigating
against government regulations than the oil industry‘.



reprasentative said he was attending the
meetﬁ; 52'3‘;?2: ch’z;vrnn's tinancial support to tha‘IPAA to
delay and opposs the proposed market value regulations, on
procedural, not subatantive, grounds. on °“ﬁ or more
occasions he said  "he did not faesl comfortable with the
discueeions of pricing, a “substantive® matter, angl ha
cautioned against portions of the agenda on pricing,
nentioning that matters discussed‘here weare not gubjeot to
the attorney-client or other privilege. He said soma of
“the pricing matters on ths agonda would bagt he taken up at
a private meeting the following day.

The Chevron man said they were choaxing with their
Democoratic <f£riends on tha Hill te see if the racent
statements by Senator Boxer (calling the major oil
campanies “deadbeats") and by Rep. Carolyn Maleney had
somehow amanated from the White House, the DNC ox vice
President Gore’s office, {This seoms an interesting
manifestation of apparent paranoia. I wonder whether if I,
% Republican, were able to prevail upen Bill Archer and
John Kasich to support a federal preduction tax on Gulf OCS
preduction egual te tha Texas oxr Xouisiana producticn
taxes, in oxder to help pay for Medicare, Chevren would
attribute the idea to a Machievellian plot by the DNC or
the White Nouse?)

The Chevron man said the strategy weould be to fund
opposition, including 1litigation, against the pyoposed
regulations in the name of IPAA, as representative of the
Yemall producers," rather than in the name of tha Tgiants. "
He msaid this could also previde "a forum for taking
pelitical initiatives.” Thexe was =2 vwhole geries of
meetings scheduled for that week and this week, including
with mambers of Congress, te lay the groundwork for public
support of litigation, and to coordinate the political and
litigation aspeats of the pricing problem.

There was mention of the faet that the Department of
Justica had sant out mere than 100 letters to diffarent
producers, Thexre was speculation that a likely source of
the DOF 2ist of such producers was sone list Cynthia
Quartarman xust have, of the 125 producers sha appaxently
mentioned, in Congressional  testimeny, whose royalty
reports MMS would be examining for possible underpayments.
I did not -wvelunteer another possible explanation for the
ecurce of the DOJ list.

A representative of one of ths majors prasent, Conoco I
halie_&w, mantioned it was meating with Dodge Wells at the
Justice Department the following week, and it was ganexslily
agread that Dodge Walls must be "The Man" at the Justice
Department in charge of royalty pricing matters. Someons
mantioned that shell had filed suit in foderal ceurt “in
the Northern District of Oklahoma" to block subpoenas.

e




There was talk of using influence on the Appropriations
committee to block the axpenditures needed to implement the
proposed regulations. There samned to be a consensus that
there will be a cooxdinatad FOIA rogquest te DOI to ubtag.n
the underlying data, studies and information used by DOI in
preparing the proposed ryegs, following 2 simple letter
request foxr the information. Then there will prebably be a
fedaral suit to block the requlations on all pxogedural
grounds devisable. .

Oone of ths female lawyers discussed the two meetings
scheduled with Cynthia Quarterman the follewing weak, the
one on Tuesday .to invalve other matters besidas pricing,
but with the Wednasday afterncon meeting te be exclugively
an royalty pricing, with Ms. Quarterman and her starg,
including “Lucy." When thera was a lot of troudle and
noise on ths conferance call, and soms of the participants
were temporarily cut off, cne of the ladiea gaid, to
generanl laughter, Ythat’s Lucy,” and I gather these ladises
seem to think "Iuay" is one of the industry’s main
problems. (on behalf ef =y ollent, I felt siocmewhat
slightsd, but after hearing the discussion I know I would
like to meet this nystexious bogey-woman) .

Someone {either the YPAA or one or more of it members)
has Yxetained Attorney Marshsll Doka with the law firm of
Gardere & Wynne to advise the group on the False Claims
Act. He was introduced as an expext on the False Claims -
Act, being a Past Presidant of the ABA Section on the FCA
and a 1life-long practioner in the sarea of governmant
contracts, {Before Doke began  reading dull governmant
contracts, when he was a younger associate of mine at tne
Thompson Knight firm .in Dallas, he was expert at drinking
beer and fair-to-middiing at touch football).

The eminent Mxr. Dokxe opined that "we think the
government will <file an FCA case if they think they can
maka it gtick.% He alluded toc the Sfact that ths FOA
providus criminal as well as civil penalties, and he warned
that even if the government can’t nake an FCA case stick,
there is a False Statoments Act that make any kind of false
statement to the government actionable. Doke was careful
not to make any falsa statemants in his short speach, or to
openly solicit gurther business in my possibly competitive
presence.

I thought you mnmight be intarested in seme of these
matters. Enclosed is the agenda of the meeting. I am
forwarding a copy of this letter to Mr. Dodge Walls.

Sincarely,

Pat S. Hollowey
PSH: 1w

ce w/‘ encl. Dedgae Welle, Esyg.
tlo 4 s P gn v Vhucy” N

-3
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Mrs. MALONEY. An attorney named Pat Holloway to Bob Arm-
strong, the Assistant Secretary of Land and Minerals Management.
Mr. Holloway had the opportunity to participate in a meeting of
the Independent Petroleum Association of America’'s valuation task
force by phone where members of the IPAA, along with several
lawyers and lobbyists representing Chevron, Amoco, Conoco and
other major companies, discussed how they would fight Interior’s
efforts to collect the royalties that the taxpayers were owed, and
I think it is very relevant, and | want it in the record, Mr. Chair-
man, because exactly the strategy which they outlined in this docu-
ment or in this letter to stop the government from collecting the
rightful amount owed, the market price owed to the taxpayers, to
stop that so that the oil companies could continue ripping off the
American public by undervaluing their oil.

And | quote from the letter,

The strategy discussed at the meeting was to seek to delay the regulations as long
as possible, and then to file suit under the name of the independent petroleum—
IPAA—independent producers, to prevent them from becoming effective on whatever
procedural, not substantive—they literally write out, we are not going to fight them
on substantive grounds, we are going to fight them on procedural grounds. It sug-
gested that the IPAA/API should consult—this is the worst line—that they should

consult with the tobacco industry on legal tactics since that industry has so much
more experience in litigating against government regulations than the oil industry.

The letter goes on to explain how a representative from one
major company, Chevron, offered to lend financial support to the
IPAA to fight the proposed rule. It states, “the strategy would be
to fund opposition, including litigation, against the proposed regu-
lations in the name of the IPAA,” the independents, “as representa-
tives of the, ‘small producers,’ rather than in the name of the ‘gi-
ants.””

And the letter adds, “There was talk of using influence on the
Appropriations Committee to block the expenditures needed to im-
plement the proposed regulations.” Well, they succeeded last night
in blocking legislation on the floor coming out of Appropriations.

I must say that they picked a strategy, and they stuck to it, con-
sulting with the tobacco industry, fighting the rule on procedural
grounds, not substantial or substantive grounds, using the appro-
priations process to attach writers, blocking Interior from imple-
menting the rule, avoid the real issue as much as possible and
doing all of this in the name of the small producers, despite the
fact that MMS has repeatedly stated over and over and over again
that the independents will not be harmed by this rule. And so far
it seems that the strategy is working, and even if the rule was im-
plemented, they say, don't worry, we will just go to court and block
them in court and continue to sue them so they can never do any-
thing.

Yesterday some of my colleagues in the Senate held a hearing on
proposed legislation that would amount to a massive giveaway to
the oil industry. At that hearing supporters of the oil industry once
again tried to take attention away from the real issue through yet
another red herring, this time concerning alleged impropriety on
the part of the Interior official who had nothing whatsoever to do
with the rule.
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And, Mr. Chairman, this type of attempt to divert attention from
the real issue, | think, is shameless. I'd like to put in the record
the article that appeared in Congress Daily—where is that article?

Mr. HorN. Without objection, it will be put in the record at this
point.

Mrs. MALONEY. Where they—the acting head of MMS stated,
“the employees did not work on the oil valuation change and, there-
fore, did not have a conflict.” That was his quote.

And I—I just have a very lengthy statement. | would like to put
the entire thing——

Mr. HorN. Put it in as read, without objection.

Mrs. MALONEY [continuing]. Because | would like to hear what
everyone has to say, unless you really want to hear my entire
statement, Mr. Chairman.

Mr. HorN. We will take your word for it.

Mrs. MALONEY. Everybody like to hear my entire statement?

Mr. Horn. It will be in there as if you read it.

Mrs. MaLoNEY. | am afraid it would go on for another 10 or 20
minutes because | have a lot to say on this issue, but | would rath-
er hear from the Members at hand, and | thank you for putting the
statement in.

Mr. HorN. Thank you.

[The prepared statement of Hon. Carolyn B. Maloney follows:]
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14th District « New York
Congresswoman

Carolyn Maloney

Reports

2430 Rayburn Building * Washington, DC 20515 ¢ 202-225-7944
1651 Third Avenue ® Suite 311  New York, NY 10128 * 212-860-0606

Opening Statement of the Honorable Carolyn B. Maloney
Subcommittee on Government Management, Information, and Technology
Hearing on Oversight of the Minerals Management Service’s Royalty Valuation Program

Mr. Chairman, I thank you for holding today’s hearing, and for you leadership on this and
so many other issues. As you know, this is the second hearing in three years that this
subcommittee has held on the issue of the Minerals Management Service’s Royalty Valuation
Program. Our first hearing, held back in June of 1996, explored allegations of undervaluation of
oil by several major oil companies and MMS’s efforts — or lack thereof — to collect the full
amount of royalties that were owed to the American taxpayer.

Since that time, much has changed. MMS finally decided that a new oil valuation rule was
necessary, in order to prevent big oil companies from continuing to rip off the American taxpayer.
The Justice Department decided that the allegations against many of these oil companies were so
significant that it intervened in a lawsuit alleging that companies had violated the False Claims Act
by deliberately undervaluing oil produced on federal lands as a means of avoiding royalty
payments. As a result, one company, Mobil, decided to settle with the government, and paid
forty-five million dollars. Numerous other companies have settled similar claims brought by states
and private royalty owners for millions -- and in one case billions -- of dollars. And, finally, those
same oil companies that vigorously defended posted prices as a legitimate means of determining
oil value, have begun to admit that posted prices are not the issue, and are finally negotiating with
the Department on a new rule.

But as much as things have changed, I am not sure if we have really made much progress.

"When I was preparing for this hearing, I came across a letter that I has almost forgotten about,
but that I think is very relevant to the issue before us today. This is a letter dated February 26,
1997, from an attorney named Pat Holloway to Bob Armstrong, the Assistant Secretary for Land
and Minerals Management. Mr. Holloway had the opportunity to participate, by telephone, in a
meeting of the Independent Petroleum Association of America’s valuation task force, where
members of the IPAA, along with several lawyers and lobbyists representing Chevron, Amoco,
Conoco, and other major companies, discussed how they would fight Interior’s efforts to collect
the royalties that the taxpayer is owed.

Let me read to you from that letter:

“The strategy discussed at the meeting was to seek to delay the proposed regulations as
long as possible, and then file suit in the name of the [/PA4 . . . to prevent them from becoming
effective on whatever procedural (not substantive) grounds are available. Tt was suggested that
the IPAA-API should consult with the tobacco industry on legal tactics, since that industry has so
much more experience in litigating against government regulations than the oil industry.” (Ttalics
added.)

The letter goes on to explain how a representative from one major company ~ Chevron —
offered to lend financial support to the IPAA to fight the proposed rule. It states: “The strategy
would be to fund opposition, including litigation, against the proposed regulations in the name of
the IPAA, as representative of the ‘small producers,’ rather than in the name of the giants”

Finally, the letter adds: “There was talk of using influence on the Appropriations
Committee to block the expenditures needed to implement the proposed regulations.”
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T really have to hand it to some of these companies: they picked a good strategy and stuck
with it: Consulting with the tobacco industry. Fighting the rule on all procedural grounds
possible. Using the appropriations process to attach riders blocking Interior from implementing
the rule. Avoid the real issue as much as possible. And doing all of this in the name of the small
producers, despite the fact that MMS has repeatedly said that true independents will not be
harmed by this rule. So far, this strategy seems to have worked.

Yesterday, some of my colleagues in the Senate held a hearing on proposed legislation
that would amount to a massive giveaway to the oil industry. At that hearing, supporters of the
oil industry once again tried to take attention away from the real issue through yet another red
herring — this time concerning alleged impropriety on the part of an Interior official who had
nothing whatsoever to do with this rule. Mr, Chairman, this type of attempt to divert attention
from the real issue is shameless, pure and simpie. For anyone who is unclear, let me state for the
record what the real issue is here: Major oil companies were caught stealing from the American
taxpayer. They were forced to pay nearly $3 billion because of it. And now that MMS is finally
demanding that they pay what they owe, they have decided to once again change the subject.

So, in light of this record, I don’t think we should bend over backwards to accommodate
the interests of industry, when industry for years refused to admit that there was an underpayment
problem, denied that there was a need for a new oil valuation rule, refused to cooperate with
Interior in drafting a new rule, and, only when it actually looked as if Interior might go ahead and
implement a rule which would have required companies to pay royalties based on the true value of
the oil they produce, only then, did industry finaily come to the table. But even when industry
representatives came to the table — which they did very reluctantly — they did not do so in good
faith. Because, as industry representatives were negotiating with MMS on the one hand, they
were following their planned strategy and prevailing on their allies in Congress to attached slick
riders to appropriations bills which blocked Interior from taking any action to institute a new rule.
In fact, I am sorry to admit, just last night, this House passed another such rider on the
emergency supplemental appropriations bill -- a bill that was intended to support our troops and
provide disaster relief -- tHat wili block Interior from implementing a new rule for another four
months.

Let me stress that I sincerely hope that the two sides can reach an agreement on this
matter. But [ must also add that, in my view, the time for continued negotiations on this issue has
long since passed. Ihave looked at Interior’s proposed rule, and I believe it is sound. Interior
should move to implement it as soon as Congress permits, regardless of the political pressure that
is brought to bear.

Earlier today I released a report illustrating how several major oil companies have
defrauded the American taxpayer, as well as state and tribal governments, of millions of dollars,
through elaborate underpayment schemes which serve to conceal the true value of oil produced
on federal property. This report is based on an analysis of documents produced from the Long
Beach litigation, dealing with underpayment of royalties in California from the 1980's, While I
don’t want to dwell on the past, it is important to remember how we got to this point in the first
place. We’re not here because industry admitted there was a problem expressed a willingness to
work with the Department on a new rule that was fair to everyone. We’re here only because
industry had to be dragged, kicking and screaming, to the negotiating table. And even then, when
industry was caught stealing from the American taxpayer and forced to pay millions in
settlements, these same companies tried to claim that this was all MMS’s fault, because the rules
were somehow too confusing for them to follow.

1 will soon be re-introducing legislation that will avoid the problem of riders entirely, by
simply legislating a new oil valuation rule. My bill is based on the simple premise that companies
should be required to pay royalties based on market value, minus legitimate transportation
expenses. I know that some of my colleagues here are concerned about the impact of this issue
on small independent producers, so my bill specifically exempts them. I believe that my proposat
is a strong bill that will settle this issue once and for all, and I hope some of my colleagues here
can support it.

Mr. Chairman, I thank you again for holding today’s hearing, and I look forward to
hearing from our witnesses.
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Mr. HorN. | now yield for opening statement to the gentleman
from Virginia Mr. Davis.

Mr. DAvis. Right. Let me just ask if we put in the record a letter
from Martin Frost to the chairman, | think, of the Democratic con-
ference in the House and Gene Green endorsing delaying of these
standards and put that in the record.

[The information referred to follows:]
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&ongress of the Enited States
House of Repregentatives

MMashington, BC 20515
February 12, 1999

President William Clinton
The White House

1600 Pennsylvania Ave. N.W.
Washington, DC 205065

Dear Mr. President:

We wrote to you on December 1S5, 1988 regarding Title I,
Section 130 of the Omnibus Consolidated and Emergency
Appropriations Act for Fiscal Year 1999, (P.L. 105-277) which
prohibits the Department of the Interior (DOI) from implementing
final rulemaking regarding the valuation of crude oil for royalty
purposes. As we previcusly indicated, the Congress, with
bipartisan support, included Section 130 in order to provide an
opportunity for the appropriate stakeholders to reach an
agreement on a new workable royalty valuation regime. We
encouraged your Administraction to seize this opportunity to
resolve this complex accounting issue in a rational, prudent
manner which would result im a clear, certain and fair rulemaking
assuring the proper collection of royalties under the law without
placing significant new burdens on domestic producers.

We are perplexed and disappointed to learn from media
accounts that Secretary Babbitt has unilaterally rejected
substantive talks to resolve this problem despite an unreserved
willingness on the part of the industry to cooperate with the DOE
and bipartisan sentiment in the House and the Senate that talks
aimed at resolving this igsue take place.

The DOI centinues to confuse us about the ultimate purpose
of their proposed rulemaking. Last year, the MMS Director
testified in the House Rescurces Committee that the proposed rule
would be revenue neutral. Now, DOI is claiming the proposed rule
would raise new revenues of $66 million a year.

We find DOI's approach to a complex and significant
rulemaking to be unacceptable. Thousands of oil and gas workers
continue to lose their jobs as the domestic petroleum industry
sinke deeper into a recession unmatched since the Great
Depression of the 1930s. O0il imports at near 60% threaten our
national security. Higher cost domestic production competes head
to head with lower cost foreign production. Instead of
discouraging U.S. producers through attempts to promulgate
controversial and burdensome royalty valuation rulemzkings, we
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believe that the Administration should be taking steps to
prudently encourage domestic petroleum production in order to put
oil and gas workers back to work. At the very least the
Administration, in our opinion, should adopt the policy wf "Do No
Harm" .

DOI may not be that interested in rising petroleum related
job losses in our states. However, the Administration must be
concerned about declining federal revenues from c¢il and gas
leases. As a result of lower crude oil prices, DOI's budget
proposal for FY 2000 projects a significant net decline in
revenues from onshore and offshore oil and gas rents, bonuses and
royalties. The proposed valuation rulemaking, coupled with
record low prices, could accelerate the decline in federal
revenues as companies decide to invest and develop more petroleum
regources outside of the U.S.

We again ask that you work with us to assure that this
significant royalty oil valuation rulemaking problem is resolved
in a manner which protects the national security, the federal
revenue stream and at the same time, protects petroleum industry
workers, contractors and suppliers all across the nation.

Sincerely,

fa\/\“\ﬁv<:~.‘;;ﬂry{’

Hon. Martin Frost HEbn. Gens een
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Congress of the Hmted Htates
Fouse of Representatives
Washington, BL 20515

December 1S, 1998

The Honorable William Jefferson Clinton
The President of the United States

The White House

1600 Pennsyivania Avenue, NW
Washington, D.C. 20500

Dear Mr. President:

We are writing in regard to Title L, Section 130 of the Omnibus Consoiidated and
Emergency Appropriations for Fiscal Year 1999, which prohibits the Department of the Interior
(DOI) from implementing final rulemaking regarding the valuation of crude oil for royaity
purposes.

Section 130, which enjoyed bipartisan support in the House and Senate, provides an
opportunity for industry and DOI to negotiate differences and reach an agreement on a new
royalty valuation regime. We acknowledge that the current crude oil vaiuation regulations need
improvement. They should be revised in 2 manner that results in clerity, certainty, and faimess to
the U.S. government and to lesscos, while ensuring revenue neutrality. MMS Director Cynthia
Quarterman stated these principles as DOI's goals in testimony earlier this year before the House
Resources Committce.

However, we do not belicve thst DOI shouid promulgase & rulemaking which makes
radical changes thet piscs significant new burdens on producers, especially at a time of record low
oil pricas and a substantial loss of joba in the domestic oil and gas exploration and production
industry.

Some groups have mischaracterized the rulemaking as an eavironmental issus. In reality,
the issus solely involives difference about complex sccounting procedures, not the environment.
Not one dollar of revenues frém oil and gas production on federal lands that is currently dedicated
to funding the Land and Water Conscrvation Fund is compromised by the moratorium.

We are also concerngd-that rocent actions by the MMS violate the spirit of the ralemaking
moratorium contained in Section 130. Specifically, we note that the MMS has proposed changes
in the wording of lease forms that would implement some of the ill-advised changes the MMS has
been berred from making in a final crude oil valuation rulemaking, such as requiring producers to
market oil free of charge.
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President Clinton
Decsmber 15, 1998
page 2 .

For almost a year now, we have been pressing the MMS and the industry to sit down,
bring new ideas to the table, and resoive their differences on royalty valuation. We very much
want that process to continuc—and to prove successtful. So far, we have not been impressed with
MMS"* efforts to reach a workable compromise regarding this matter, which is extremely
important to our states’ economices.

We arc writing to request the Admuniszation's support for good-faith negotiations on this
important issue, and we ask that you act expeditiously (o prevent any attempt to circumvent the
morstorium through the language of revised lease forms.

We look forward to heanng from vou on this matter.

Sincerely,

/Z( %(, Vo, Yt
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Mr. Davis. And then would just say that recent developments in
a current False Claims Act or “qui tam” suit have really called into
question the integrity of the testimony presented before this sub-
committee on June 17, 1996, concerning the subject before us again
today: Federal crude oil valuation.

Danielle Brian of the Project on Governmental Oversight
[POGO], admitted earlier this month that POGO has paid to two
government employees $700,000 for actions they took as Federal
employees to change the Interior Department’s interpretation of its
royalty value rules.

In its June 17, 1996, hearing this committee heard testimony on
the subject of oil valuation. Bob Berman of the Department of Inte-
rior's Office of Policy Analysis and Robert Speir of the Department
of Energy were the two star witnesses who testified that MMS had
enabled oil companies to pay royalties on less than the full value
of crude oil from the Federal leases.

Our own report concerning the 1996 hearing cites Berman as tes-
tifying that either NYMEX or, on the west coast, Alaskan North
Slope [ANS], crude prices provide the best benchmarks for crude oil
prices. In our report, Mr. Berman is also quoted as having testified
that he had initiated a study into whether posted prices outside of
California reflected market value and that his preliminary finding
was that the posted prices might have understated the market
value of crude oil from 3 to 10 percent. Bob Speir, who had been
DOE's representative on the interagency task force which inves-
tigated allegations that Federal crude oil was undervalued in Cali-
fornia, also supported the use of ANS prices for California oil.

We now know that the positions of Berman and Speir were in se-
cret support of positions being taken by private relators under the
False Claims Act in Federal court in Texas, a case already filed
under seal 4 months before this subcommittee’s June 1996 hearing.
POGO later joined in that suit, seeking a percentage of any recov-
ery the Federal Government might obtain. In 1996, POGO at-
tempted to have Berman and Speir join in the suit, although both
declined.

We now know that POGO’s involvement in the crude oil issue
was prompted in 1993 by the chairman of POGOQO's board of direc-
tors, a Washington, DC, lawyer representing the State of California
in its dispute against the Interior Department over Federal royalty
issues. At least as early as 1994, Mr. Berman had frequent contact
with POGO and later with POGO’s trial lawyers. We know that
POGO’s annual budget is only one-third of the amount of money
paid to these two Federal employees. So it is fair to infer, at least
until someone is willing to prove otherwise, that POGO paid the
money with the approval of its board of directors, apparently still
headed by California’s private counsel, and with the approval of
POGO’s trial counsel.

I should add one qualification to that statement. POGO’s local
counsel in Texas did not know of the payments in advance. He ob-
tained the court’s permission to withdraw from the case as soon as
he learned of the payments last month.

The inherent conflicts of interest present in Berman and Speir's
acceptance of the money should have been glaring. Berman and
Speir were central policymaking figures in the creation and work



20

of the interagency task force that examined allegations of under-
payments in California in 1994-1995. The government has listed
the two as potential witnesses for the False Claims Act litigation.

Not surprisingly, Bob Berman and POGO are now apparently
under investigation for possible violations of at least two Federal
criminal statutes. At a recent deposition in the civil case, Berman
was asked whether he had informed this subcommittee when testi-
fying of his personal financial interest in seeing Interior’s interpre-
tations changed. He answered by asserting his fifth amendment
right not to incriminate himself.

But the clouds grow still darker. POGO reports that it told the
U.S. Department of Justice of its intention to make these payments
in October 1998. Although the Justice Department is specifically
authorized by statute to file for an injunction against prospective
payments to Federal employees, it did not do so. In fact, it did not
advise the Federal judge in Texas that POGO had made these pay-
ments until after POGO’s Texas counsel asked the judge for per-
mission to withdraw from the case. The government knew about
POGO’s intent to make the payment for 7 months and did not dis-
close to the court, the public or the defendants that they were
going to be made. Only last month did all this come to light when
the Federal judge directed the government to disclose the payments
to the defendant.

It is incumbent on our subcommittee to fully investigate this sit-
uation. The outrageous conduct occurring in the U.S./Johnson v.
Shell qui tam action has raised questions not only about the integ-
rity of that particular legal action or the rulemaking that resulted
from Berman’s and Speir’s work on the interagency task force, but
also concerns the integrity of a hearing held before us today. Until
these issues are resolved and all pertinent facts brought to light,
there can be no fair consideration of the issue of crude oil valuation
either in court, at the MMS or in the Congress.

It appears that the Department of the Interior's proposed oil
valuations regulations may very well have been substantially taint-
ed by cash payments approaching $1 million to government offi-
cials or former government officials and by blatant interference by
outside parties, including trial lawyers who could possibly reap mil-
lions in proceeds from pending lawsuits.

If it becomes commonplace for government policymakers in the
Interior Department or other agencies to take large sums of cash
from outside parties who have a financial interest in the outcome
of the government policy in question, we are going to have a scan-
dalized, corrupted system that has absolutely no credibility with
the public or with Congress.

Mr. Chairman, | look forward to these hearings.

Mr. HornN. | thank the gentleman.

[The prepared statement of Hon. Thomas M. Davis follows:]
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REP. TOM DAVIS
MAY 19, 1999
MINERALS MANAGEMENT SERVICE HEARING
OPENING STATEMENT

Recent developments in a current False Claims Act or “qui tam”
suit have called into question the integrity of testimony presented before
this Subcommittee on June 17, 1996, concerning the subject before us
again today: federal crude oil valuation. Danielle Brian of the Project on
Governmental Oversight (POGO) admitted earlier this month that POGO
has paid to two government employees $700,000 for actions they took as
federal employees to change the Interior Department’s interpretation of
its royalty value rules.

In its June 17, 1996 hearing, this Committee heard testimony on
the subject of oil valuation. Bob Berman of the Department of the

Interior’s Office of Policy Analysis and Robert Speir of the Department
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of Energy were the two star witnesses who testified that MMS had
enabled oil companies to pay royalties on less than the full value of
crude oil from federal leases. Our own report concerning the 1996
hearing cites Berman as testifying that either NYMEX or, on the West
Coast, Alaskan North Slope (ANS) crude prices provide the best
benchmarks for crude oil prices. In our report, Mr. Berman is also
quoted as having testified that he had initiated a study into whether
posted prices outside of California reflected market value and that his
preliminary finding was that posted prices might have understated the
market value of crude from three to ten percent. Bob Speir, who had
been DOE’s representative on the interagency task force which
investigated allegations that federal crude oil was undervalued in
California, also supported the use of ANS prices for California oil.
We now know that the positions of Berman and Speir were in
secret support of positions being taken by private relators under the

False Claims Act in federal court in Texas, a case already filed under
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seal four months before this Subcommittee’s June 1996 hearing. POGO
later joined in that suit, seeking a percentage of any recovery the federal
government might obtain. In 1996 POGO attempted to have Berman
and Speir join in the suit, though both declined.

We now know that POGO’s involvement in the crude oil issue was
prompted in 1993 by the chairman of POGO’s board of directors, a
Washington DC lawyer representing the State of California in its
disputes against the Interior Department over federal royalty issues. At
least as early as 1994, Mr. Berman had frequent contact with POGO and
later with POGO’s trial lawyers. We know that POGO’s annual budget
is only one-third of the amount of money paid to these two federal
employee’s, so it is fair to infer - at least until someone is willing to
prove otherwise - that POGO paid the money with the approval of its
Board of Directors, apparently still headed by California’s private
counsel, and with the approval of POGO’s trial counsel. I should add

one qualification to that statement. POGO’s local counsel in Texas did
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not know of the payments in advance. He obtained the Court’s
permission to withdraw from the case as soon as he learned of the
payments last month.

The inherent conflicts of interest present in Berman and Speir’s
acceptance of the money should have been glaring. Berman and Speir
were central policy-making figures in the creation and work of the
Interagency Task Force that examined allegations of underpayments in
California in 1994-5. The government has listed the two as potential
witnesses for the False Claims Act litigation. Not surprisingly, Bob
Berman and POGO are now apparently under investigation for possible
violations of at least two federal criminal statutes. At a recent deposition
in the civil case Berman was asked whether he had informed this
Subcommittee when testifying of his personal financial interest in seeing
Interior’s interpretations changed. He answered by asserting his Fifth
Amendment right not to incriminate himself.

But the clouds grow still blacker. POGO reports that it told the
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U.S. Department of Justice of its intention to make these payments in
October 1998. Although the Justice Department is specifically
authorized by statute to file for an injunction against prospective
payments to federal employees, it did not do so. In fact, it did not even
advise the federal judge in Texas that POGO had made these payments
until after POGO’s Texas counsel asked the judge for permission to
withdraw from the case. The government knew about POGO’s intent to
make the payment for seven months and did not disclose to the court, the
public, or the defendants that they were going to be made. Only last
month did all this come to light when the federal judge directed the
government to disclose the payments to the defendants.

It is incumbent on our Subcommittee to fully investigate this
situation. The outrageous conduct occurring in the U.S./Johnson v.
Shell qui tam action has raised questions not only about the integrity of
that particular legal action or the rulemaking that resulted from Berman’s

and Speir’s work on the Interagency Task Force, but also concerns the
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integrity of a hearing held before us. Until these issues are resolved, and
all pertinent facts brought to light, there can be no fair consideration of
the issue of crude oil valuation, either in court, at the MMS or in the
Congress.

It appears that the Department of the Interior’s proposed oil
valuation regulations may very well have been substantially tainted by
cash payments approaching 1 million dollars to government officials or
former government officials and by blatant interference by outside
parties including trial lawyers who could possibly reap millions in
proceeds from pending lawsuits.

If it becomes commonplace for government policy makers in the
Interior Department or other agencies to take large sums of cash from
outside parties who have a financial interest in the outcome of the
government policy in question, we are going to have a scandalized,
corrupted system that has absolutely no credibility with the public or the

Congress.
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Mr. HorN. | now yield to Mr. Turner, the ranking member on the
subcommittee, for an opening statement.

Mr. TUurRNER. First, I'd like to thank the chairman for structuring
this hearing in a fair manner, and which | believe will be beneficial
to the committee, bringing in all parties to this issue to be heard
before us. This is a very complex issue, and | think this hearing
is very important in terms of trying to deal with the issue at hand.

I understand we'll be hearing today from representatives of a city
that filed suit against the major oil companies, and Indian tribes
that have also sued the oil companies. Additionally, we'll have the
opportunity to hear from the major and independent oil companies,
and also we’ll have testimony from the Department of Interior and
the Inspector General of Interior, as well as the General Account-
ing Office.

The focus of the hearing will be on the Minerals Management
Service, with specific regard to their management of the oil royalty
program, their efforts to collect past due royalties and their
progress in finalizing a new regulation on oil valuation for royalty.

The issue of oil royalty valuation is, as | said, exceedingly com-
plex, and | have some concern with the latest proposal issued by
the Minerals Management Service, one of which involves the inde-
pendent oil companies. There are a number of independents who
operate in my congressional district, and | am very interested in
the Minerals Management Service proposal and its effect on those
independents.

Another point that bears mentioning is that the Department of
Interior is looking to impose these new pricing regulations on the
industry at a time when it is suffering from record low petroleum
prices and sustaining record job losses. Therefore, | think this com-
mittee, the Congress and the agencies should be very sensitive at
this particular time with regard to the industry.

While the Department of Interior estimates that the new pro-
posal that is currently on the table will increase revenues from the
oil companies by 66 million each year, it's my belief that we should
proceed with caution and ensure that we understand the implica-
tions of the proposal, especially given its timing and effect.

My interest also is in assuring that the Department of Interior
focuses on forging a productive and useful relationship with the oil
companies and in reaching a consensus solution that will both pro-
tect the taxpayer and provide a fair deal for the oil companies. It
is time that we look to the future and try to put past disputes be-
hind us in order that we might resolve this situation. The current
climate of continual litigation across the country does not benefit
anyone, especially the taxpayer.

To further complicate an already complex matter, a Federal
judge in my congressional district where the litigation is pending
has released, as Mr. Davis referred to, some troubling information
which was recently brought to light.

As the other members of this subcommittee are aware, a current
government employee, as well as a former government employee,
who acted as whistle-blowers in an oil valuation investigation, ac-
cepted extremely large monetary payments from a public interest
group that had a financial stake in the outcome of the lawsuit al-
leging royalty underpayments by the oil companies named in that
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suit. One such employee is currently within the Department, and
the other is previously at the Department of Energy. Therefore, |
am very concerned about these relationships and whether these in-
dividuals were actually in a position to intervene in the actions of
the government and perhaps to influence the oil royalty valuation
regulatory changes that are currently on the table.

Certainly we should not allow the propriety of these payments to
obscure the real issue at hand, and 1 do not intend to allow that
information to unfairly skew my judgment. However, it is a prob-
lem that must be dealt with and resolved before a final decision
can be made with regard to the oil valuation regulation.

I look forward to the hearing. | look forward to hearing from all
the witnesses, and again, | thank the Chair for scheduling this
hearing and for the manner in which it has been structured.

Thank you, Mr. Chairman.

Mr. HornN. | thank the gentleman very much.

[The prepared statement of Hon. Jim Turner follows:]
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STATEMENT OF THE HONORABLE JIM TURNER
GMIT: “OVERSIGHT OF THE MINERALS MANAGEMENT SERVICE’S
ROYALTY VALUATION PROGRAM”
MAY 19, 1999

I would like to thank Chairman Horn for structuring this hearing in a fair and
what I believe to be an extremely beneficial manner. Given the complexity of the
issue before us, it is critical that all interested parties are provided with the
opportunity to fully present their position, and I believe that the hearing is

structured in a manner conducive to this goal.

We will be hearing from the representatives of a city that filed suit against
the major oil companies and Indian tribes that have also sued the oil companies.
Additionally, we will hear from the major and independent oil companies and will
receive testimony from the Department of Interior and the Inspector General of
Interior, as well as the General Accounting Office. 1 look forward to hearing from

all of these relevant parties.

As T understand, the focus of this hearing will be on the Minerals
Management Service (MMS) with specific regard to their management of the oil
royalty program, their efforts to collect past-due royalties, and their progress on

finalizing a new regulation on oil valuation for royalties.

The issue of oil royalty valuation is exceedingly complicated, and I have
some concerns with the latest proposal issued by the Minerals Management

Service-—one of which involves the independent oil companies. There are a
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number of independents in the Second District of Texas, and therefore, I am

particularly interested in the manner in which the MMS proposal will affect those

companies.

Another point that bears mentioning is that the Department of Interior is
looking to impose these new pricing regulations on an industry at a time when it is
suffering from record low petroleum prices and sustaining a record number of job
loss. While the Department of Interior estimates that the new proposal will
increase revenues from the oil companies by $66 million each year, it is my belief
that we should proceed with caution and ensure that we understand the

implications of this propesal, especially given its timing and effect.

Further, my interest is in assuring that the Department of Interior is focused
on forging a productive and useful relationship with the oil companies and in
reaching a consensus solution that will protect the American taxpayers and provide
for a fair deal for the oil companies. It is time that we look to the future and put
the past disputes behind us in order that we might resolve this situation. The
current climate of continual litigation across the country does not benefit anyone,

especially the American taxpayer.

To further complicate an already complex matter, a federal judge—who
presides over a portion of my congressional district—has released some troubling

information brought to light by an ongoing False Claims Act cause of action

against the majors.

As the other members of this Subcommittee are aware, a current
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government employee as well as a former government employee—who acted as
whistleblowers in an oil valuation investigation—accepted extremely large
monetary payments from a public interest group that had a financial stake in the
outcome of a lawsuit alleging royalty underpayments by the oil companies named
in that suit. One such employee is currently within the Department of Interior and
the other was previously employed at the Department of Energy, and therefore, I
am somewhat concemed by these relationships and whether these men were
actually in the position to intervene in the actions of the government and influence

the decision-making process.

Now, certainly we should not allow the propriety of these payments to
obscure the real issue at hand, and I do not intend to allow this information to
unfairly skew my judgment; however, it is a problem that should be dealt with and

resolved before a final decision is made with regard to the oil valuation regulation.

Therefore, I look forward to hearing from all of our witnesses in attendance
here today, and I am hopeful that we will succeed in addressing some of the

concerns that I have outlined.
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Mr. HorN. And let's see, we have no other Members present yet.
Any other statements will be put in the record as if read.

Let me describe some of the procedure here for the first panel.
We are an investigative subcommittee of the Committee on Govern-
ment Reform, and as such, all witnesses are sworn before they give
their statement. We're going to introduce you based on your posi-
tion on the agenda that was passed out, and we will hope that—
your full statement automatically goes in the record at that point,
and we would hope you would be able to summarize it.

Now, we have two panels here, and | don’t mind giving you at
least 8 minutes to summarize it. We want to spend the time with
dialog, and with four Members here, there's a lot of dialog that oc-
curs and questions and answers. | think we get to things a little
faster that way than if everybody just reads their statement. Don't
read it. Summarize it.

So, gentlemen, if you would stand, raise your right hands and
take the oath.

[Witnesses sworn.]

Mr. HorN. The clerk will note all four witnesses have affirmed
the oath, and we will start with you, Mr. McCabe. We're delighted
to have you here again. You are a real expert in this area, and
you're deputy city attorney of the city in which | happen to live,
which is the beautiful city of Long Beach, CA. I don't know why
you would come back here and leave that environs, but you're here,
so we're delighted to have you again.

STATEMENTS OF JAMES McCABE, DEPUTY CITY ATTORNEY,
CITY OF LONG BEACH, CA; ALAN TARADASH, ATTORNEY AT
LAW, NORDHAUS, HALTOM, TAYLOR, TARADASH & FRYE,
LLP, ALBUQUERQUE, NM; DAVID DEAL, ASSISTANT GENERAL
COUNSEL, AMERICAN PETROLEUM INSTITUTE; AND BEN
DILLON, VICE PRESIDENT, INDEPENDENT PETROLEUM AS-
SOCIATION OF AMERICA

Mr. McCaBe. Thank you, Mr. Chairman. I'm happy also, having
worked on many of the items that have been going on in Long
Beach that have been so positive recently, including the new con-
vention center and the new——

Mr. HorN. Get that microphone closer to you.

Mr. McCagBe. Chairman Horn, members of the subcommittee,
many thanks for your invitation today. I—I won't go on about Long
Beach's experience as | might have in my summary, but we do
have much experience in this area. We have collected over 2 mil-
lion documents, internal documents, from the major oil companies
in California, detailing how they do business there.

As plainly as | can, the city and State have long believed that
their valuable oil resources should be sold on the open and competi-
tive oil market. We believe that oil should not be sold at posted
prices, prices which are virtually picked out of the air by the major
oil companies to maximize their profits. There are publicly quoted
markets from which oil prices can be logically and rationally de-
rived that will ensure that lessors, be they Federal, State or pri-
vate companies, receive fair market value for their oil.

The major integrated companies have long fought this rational
process, advocating that royalties should be based on prices they
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pick, which are almost invariably below fair market price. In order
to protect their ability to underpay, lessees have successfully lob-
bied Congress to pass moratoria and have done other things to slow
the process up generally.

Our powerful economic system is built on competition in the mar-
ketplace, competition that in the oil industry occurs at well-known
locations in Oklahoma, Texas, California, where oil is freely traded
on the open market, and we believe this is a rational—the only log-
ical choice for—for a way to price Federal royalty oil that will be
fair to all concerned. Long Beach has recovered over $320 million
on this basis. The State of Alaska has recovered $3.7 billion for the
same reason.

Congressman Turner has pointed out his sensitivity to the posi-
tion of the independents. The proposed regulations do not work to
the detriment of the independent oil producers. They will benefit
them because, unlike major oil companies, they do not enter into
complex exchange agreements designed to hide the true value of
crude oil. These companies do not have affiliates through which oil
transactions can be funneled obfuscating the real value of that
crude oil. In contrast, the majors do engage in exchange agree-
ments, do have affiliates through which they filter this crude oil,
all without this crude oil ever seeing the light of a competitive mar-
ket.

As | said, the city has extensive experience with documents pro-
duced by the majors for the period of 1980’s. These documents sup-
port the contention that posted prices in California do not reflect
the value of that oil in the open market. ANS crude is sold in Long
Beach at prices which exceed posted prices for comparable Califor-
nia crude. ANS oil is sold in—Alaskan North Slope oil is sold in
Long Beach for prices that have ranged from $3 to $5 a barrel
above the same grade of oil produced in Signal Hill, which Con-
gressman Horn knows is a city entirely encompassed by the city of
Long Beach.

Despite the delay tactics of the majors, the problem still exists.
For example, comparable grades of ANS crude still sell at prices
that are substantially in excess of our posted prices. How can the
majors maintain that posted prices reflect the true market value
when higher prices are set by open trades in the free market at the
same time, in the same place? Our experience proves that we can-
not have the major oil companies pay royalties based on what
amounts to an honor system.

I urge both you and the committee to support these regulations
as a logical solution to the undervaluation caused by prices posted
by the major oil companies. | have been to perhaps a dozen work-
shops hosted by MMS on this subject, and virtually no one sug-
gested posted prices have any rational link to market realities.

I want to thank you for your interest in protecting the public
and, in particular, the schoolchildren of the State of California who
are the beneficiaries of our share of these—of this oil revenue.
Thank you.

Mr. HornN. Thank you very much.

[The prepared statement of Mr. McCabe follows:]
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Chairman Horn and Members of the Subcommittee:

Thank you for your invitation to appear as a witness on behalf of the City of Long Beach and the
State of California on oil valuation issues. As you well know, the City has a long history of trying
to collect the fair market value for the oil it sells from State holdings because this money goes to the
school system of the State of California.

1 am a Deputy City Attorney for the City of Long Beach. The City acts as trustee for the State of
California with regard to one of the largest oit fields in the State, offshore of the City, and with
regard to related oil matters such as crude oil pricing. I have been actively involved in examining
oil pricing transactions for the last fifteen years. In litigation against the major integrated oil
companies in California, the City has recovered in excess of $320 million for the state’s schools.

Put as plainly as I can, the City and State have long believed that their valuable oil resources should
be sold at open and competitive market prices. That oil should not be sold at posted prices, prices
which are picked out of the air by the major oil companies to maximize their profits. There are
publicly quoted markets from which oil prices can be logically and rationally derived which will
insure that lessors, be they federal, state or private companies, receive fair market value for their oil.

The major integrated oil companies have long fought this rational process, advocating that royalties
should be based on prices they pick which are almost invariably below the fair market prices. In
order to protect their ability to underpay lessees, they have successfully lobbied Congress to pass
moratoria and have tried every way they could to stop the Department of the Interior from using
such a rational process to determine how much in royalties they owe. Qur powerful economic
system is built on competition in the open marketplace. There is no reason that the major oil
companies’ crude oil pricing should be exempt from it.

& Hil 333 West Ocean Boulevard, Eleventh Floor, Long Beach, California 90802-4664 {562) 570-2200 Fax (562) 436-1579
Voriers” Cuipensution Eighth Floor (562) 570-2245 Fax (562) 5702220
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The City of Long Beach has recovered over $320,000,000 of underpayments for the State of
California on the grounds that "fair market value" means prices paid on the open market. The State
of Alaska has collected $3.7 billion dollars for the same reason.

The proposed regulations do not work to the detriment of independent oil producers. They will
benefit from them because, unlike the major oil companies, they do not enter into complex exchange
agreements designed to hide the true value of crude oil. These companies do not have affiliates
through which oil transactions can be funneled, obfuscating the real value of the crude oil. In
contrast, the majors do engage in exchange agreements and have many affiliates that can hide the
true value of crude oil. Most importantly, they have refineries in which they can use crude oil
without that oil ever seeing the light of a competitive market.

The City has extensive experience with documents produced by the majors for the period of the
1980s. These documents support the contention that posted prices in California did not reflect the
value of that oil on the open market. ANS crude oil is sold in Long Beach at prices which exceed
the posted price of comparable California crude oil. And the problem stili remains. For example,
comparable grades of ANS crude still sell at prices that are substantially in excess of posted prices
for California crude. How can the majors maintain that posted prices reflect the "true market value"
when higher prices are set by open trades in the free market at the same time? Our experience proves
that we can not have the major oil companies pay oil royalties based on what amounts to an "honor
system."

I urge both you and your committce to support these regulations as a logical solution to the
undervaluation caused by prices posted by the major oil companies. I have been to perhaps a dozen
workshops hosted by MMS on this subject and virtually no one suggests that those posted prices
have any rational link to market realities. On behalf of the State of California and the City of Long
Beach, I want to thank you for your interest in protecting the public and, in particular, the school
children of California.
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Mr. HorN. We now go to Mr. Alan Taradash, attorney at law,
Nordhaus, Haltom, Taylor, Taradash and Frye, from Albuquerque,
NM. Thank you for coming.

Mr. TARADASH. Thank you, Mr. Chairman, members of the com-
mittee. My name is Alan Taradash, as the chairman indicated. Our
firm is general counsel to the Jicarilla Apache Tribe, which is cur-
rently the largest gas-producing tribe in the country, and it also
produces a fair amount of oil.

Before | go into our concerns in this, | do want to make a special
note that we do appreciate the uniqueness of this opportunity to
address the committee, Mr. Chairman, and rather than go into a
lot of detail on the particulars of the proposed oil valuation regula-
tions that others will cover, | wanted to address the committee to
the unique situation that the tribal producers are in, because that
all too often is forgotten in the equation.

We have a situation that most Members of Congress barely have
to deal with where the United States acts on behalf of Indian tribes
with regard to their mineral estate as a trustee, as well as a gov-
ernment regulator. When the United States, on the other hand, op-
erates as a regulator and as an owner of its own resource, it oper-
ates in a very different environment with very different legal obli-
gations.

It is important to remind the Congress, as well as administrative
agencies, of this reality because it is far too often forgotten, and |
would like to go into a few examples of how that inadvertence, if
it is that, adversely affects the value of the tribal mineral estate
and the collections that are properly due to a tribe from the dis-
position of its nonrenewable resources.

I have been involved on behalf of tribes and individual LITs in
litigation in Win River with regard to the oil theft that occurred
there, with regard to the failure of the government and companies
to comply with lease terms in the context of what is referred to as
the Supron case and the case filed in 1984 against the Secretary
to try to get the Department of the Interior and the Secretary to
comply with the Federal Oil and Gas Royalty Management Act of
1982.

We currently still are engaged on a daily basis in the details of
audit work, along with the tribal auditor, through a cooperative
audit arrangement with the Minerals Management Service, and |
want to state at the outset that notwithstanding the very critical
nature of my remarks and our experience, there are some very ex-
cellent people within the agencies | am about to criticize as well
as our industry partners.

Having said that, however, | think it is important in looking at
these valuation regulations to keep in mind what the overall objec-
tive is. If one is engaged in the disposition of nonrenewable re-
sources, and one is not interested in the substance itself, then the
only question is the fair and equitable split of the economic profit
that can be gained from the activity. The royalty, like any other ex-
pense to the operator, is an expense. To the royalty recipient, that
is the lessor of the property, it is not an expense. It is the income
and the only income that is going to be received from that property.

The whole issue of how to best determine value, if one really
thinks about it in the abstract, there are some inherent limitations
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on what the government can do. Availability, the supply of oil; if
we're talking about oil, control over the supply and control over
markets are factors which directly affect this whole process. On the
other side of the dynamic tension that exists is a government as
regulator in a supposed free market. These are mutually inconsist-
ent things that cause a great deal of the difficulty in coming to
grips with the problems in proper royalty valuation.

I would ask also that the idea that there are abuses is something
that while obviously it is true, one should not paint the entirety of
the industry with that brush. When we litigated, for example, the
oil theft of Win River, in every possible way oil was being stolen
physically from the field, as well as through improper reports.
When | deposed week after week many of the operators, employees
in that area, they perjured themselves because we later found out
through tracking down the truckers who have been taking the oil
from the field at night, and through finding the pipelines that by-
passed the lock meter, through finding the resettable lock meter,
which was not supposed to be resettable, through finding the jury-
rigged heater tank valve which could be turned without breaking
the USGS seals, oil was being stolen in every conceivable way from
that field. The USGS at that time, the regulatory agency, along
with the BLM, did nothing, absolutely nothing, to put a damper on
the most outrageous of abuses.

I don’'t want to go into too much of that detail. | recognize that
there is limited time, but the Linowes Commission, as you know,
covered that. The Federal Oil and Gas Royalty Management Act
was supposed to be therapeutic of these problems in many ways.
In the consent decree in the case that | did against the Secretary
on behalf of the Navajo LITs, Shii Shi Keyah v. Babbitt in the U.S.
District Court for the District of New Mexico, the court retained su-
perintendent jurisdiction after the 1989 consent decree was entered
to look at the compliance that was occurring.

In 1992, | received from MMS as part of that settlement agree-
ment the so-called major portion pricing data. | didn't bring it with
me. It's two volumes. It sits this high. The government had spent
at that point in time in trying to correct the deficiencies in its sys-
tem over $100 million on its computer systems, over $100 million.
The error rate in those reports, that | was provided by the govern-
ment's Minerals Management System which processed the informa-
tion, which means that it was determined to be accurate, with huge
parameters that | employed for accuracy, was over 46 percent.

Let me give you but one example of the nature of the erroneous
information. These reports have columns because of the value na-
ture of the report. One column is BTU value. The other column
way to the side is the price per MCF of that particular BTU qual-
ity; zero BTU quality gas listed as having been sold for 660,000 per
MCF. Now, that’s not in combustible air.

My point in raising that is this: | have looked at the GAO re-
ports. | have looked at the IG reports. They do not do the auditing
that the tribe has begun to do in many of these instances.

They agree a tribe’'s rate of recovery, for example, in its audit
work over the last 10 years is four-ninths additional royalties, and
for the tribe that's over $40 million in money that has never been
paid.
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My point in raising those issues is this: If the government is
going to look at new systems to employ, it has to look at and be
instructed by its past performance on fundamental things. If the
Congress looks at the Federal Managers' Financial Integrity Act re-
port that the Secretary has filed in the past, it sees the admission
that there is no onshore fluid, meaning oil and gas, control, and
hence the inability to have a closed accounting system results in
acute deficiency in the government’s ability to determine to a cer-
tainty it's been paid right.

Now, my last point, and | want to close with this, is this: Con-
gress has passed in 1996 the Royalty Simplification and Fairness
Act, preceded in the prior year by the Deep Water Royalty Relief
Act and the Alaska North Slope Act, which created new markets
for oil that was produced there abroad. Congress—the Deep Water
Royalty Relief Act authorized the Secretary—has since provided re-
lief in the way of royalty relief that will exceed hundreds of mil-
lions of dollars for deep water production.

Tribal minerals are being devalued by Federal largesse that's in-
tended to promote the security of the domestic oil industry. We do
not take issue with the government’s policy decisions to do that,
but what we ask of this committee and of Congress is to recognize
that when the government acts on its own behalf to dispense such
largesse, and as a consequence it reduces the value of the tribal
mineral estate, then the government has to consider ways to level
that playing field.

And as I've detailed in my written testimony, which I understand
has been admitted to the record, what we would ask of this com-
mittee in addition to the work that it is doing in valuation is to
seriously consider tax credit relief for our industry partners, for our
reservation oil and gas development and production, and to the ex-
tent that the committee or its staff may be interested in further ex-
ploring that, we would welcome the opportunity to do so.

I'd be happy to answer any questions, Mr. Chairman, that you
and the members of the committee may have. Thank you.

Mr. HorN. Thank you very much. It's a very helpful statement.
We'll get back to a number of things later.

[The prepared statement of Mr. Taradash follows:]
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Executive Summary

Indian mineral properties have long been highly regarded and coveted by the United States
and private companies. The number of cases is far too great to require particular citation or
elaboration here on the lengths to which the United States and its courts have gone to rationalize
divesting Indians of their mineral properties. What little remains of these mineral properties still
owned by their tribal owners has been entrusted to the United States, by its own acts, as trustee
for the beneficial tribal owners. The recent history of the Department of Interior and its attempts
to properly account for tribal mineral development has been a not particularly distinguished one.
A summary of some of those actions is discussed below as a necessary factual predicate for
understanding why separate regulations and systems are necessary for tribal oil and gas leasing
activity as opposed to federal leasing. This need becomes even more obvious when one examines
the underlying reality of the conflict of interest of the United States as a mineral resource owner
on its own account and that of the behavior to which it ought to rise as a trustee of tribal minerat
resources.

When the United States acts with regard to its own vast mineral estate on public lands and
offshore properties, it affects directly and indirectly the value of tribal mineral assets. As a trustee
for tribal mineral properties, the United States is in a very difficult conflict of interest which is all
too often forgotten when it has acted to benefit the development of its own mineral estate and the
domestic energy industry which has been elevated to the status of a key ingredient of our national
security.
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The economic burden that tribal mineral development now suffers under due to dual
taxation (states and tribal taxes) is further exacerbated when Congress authorizes, and the
Secretary of Interior awards, huge economic incentives designed to guarantee oil and gas industry
profitability. It is now time for Congress to examine this history and to offer encouragement to
tribal mineral resource owners and their industry partners by providing a flexible tax credit that
will reward the exploration, development and production of tribal energy minerals. Providing this
relief will benefit tribal economic self sufficiency as well as the regional economies wherein such
energy development will take place. Properly structured, such Congressional relief will assist and
encourage joint Indian and non-Indian energy development from which all will benefit. In turn,
Congress will have vindicated the federal government’s trust responsibility to tribal resource
owners and will have created the climate within which regional prosperity will be encouraged.
This will, in turn, enhance the tax base both regionally and nationally. Now is the time for such
Congressional action.

1. Introduction

The Jicarilla Apache Tribe (the “Tribe™) is located in north central New Mexico adjacent
to the Colorado border. Its homeland, guaranteed to it by Executive Order, encompasses
approximately 800,000 acres of land. These lands contain significant oil and gas reserves. In
fact, the Tribe is currently the largest producer of natural gas of any tribe in the country.
Revenues from the Tribe’s oil and gas production (and the attendant taxes) account for over ninety
percent (90%) of annual tribal operating revenues. The oil and gas leases (the “leases”) on these
tribal lands are administered by the United States Department of Interior as the trustee for the
Tribe. Unfortunately, the Department of Interior (“DOI” or “Interior” or the “Department”),
through its Bureau of Indian Affairs (“BIA”),' Minerals Management Service (“MMS”), and
Bureau of Land Management (“BLM”),? has demonstrated a long-standing, consistent, blatant,
and extraordinary disregard of its statutory and judicially-mandated fiduciary duty to completely

! Jicarilla Apache Tribe v. Supron Energy Corp., 479 F.Supp. 536, 547 (D.N.M. 1979)
(Secretary breached fiduciary duty to ensure for the Tribe "that its lessees have complied with the

term of the leases which requires diligent development”), 728 F.2d 1555 (10th Cir. 1984)
(Seymour, J. concurring in part and dissenting in part), concurring and dissenting opinion adopted
as modified, 782 F.2d 855 (10th Cir.) (en banc), modified on other grounds, 793 F.2d 1171 (10th
Cir.), cert. denied, 479 U.S. 970 (1986).

*Northern Cheyenne Tribe v. Hodel, CV 82-116-BLG, Memorandum Opinion at 21-30

(D.Mont. 1985), cited as law of the case in Northern Cheyenne Tribe v. Lujan, 804 F.Supp. 1281,
1285 (D.Mont. 1991).
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and accurately account for all production® from the leases, appropriately determine value consistent
with the lease terms, and to timely collect and disperse royalty payments to the Tribe. These
problems are systemic failures of long standing of the Secretary of the Interior (the “Secretary”).
These Secretarial failures result in significant underpayment of royalties due on both tribal as well
as federal leases because the same deficient systems are employed by the Secretary to “account”
for both tribal and federal leases. There are no exceptions other than the Osage Tribe which
unfortunately for years has fared even worse under the exclusive trusteeship of the BIA.* Indeed,
Congress was moved to act when the Linowes Commission report was submitied in 1982,°
documenting the gross underpayment, under-reporting, and even outright theft as the oil and gas
industry was found to be “essentially on an honor system.”® These shocking revelations moved
Congress to pass the Federal Oil and Gas Royalty Management Act of 1982 (“FOGRMA”).”

FOGRMA mandates “the development of enforcement practices that ensure the prompt and
proper collection and disbursement of oil and gas revenues owed to the United States and Indian
lessors ... .”* Under FOGRMA, the Secretary of the Interior is charged with the establishment
of “a comprehensive inspection, collection, fiscal and production accounting and auditing systems
to provide the capability to accurately determine oil and gas production, royalties, interest, fines,
penalties, fees, deposits, and other payments owed, and to collect and account for such amounts

3 See The Federal Managers' Financial Integrity Act, Secretary's Annual Statement and
Report to the President and the Congress (U.S. Dep't. of the Interior, December 1994) at 3 (the
most critical weaknesses facing the Department include oversight of oil and gas production and
accountability), C-2 (Failure to Effectively Inspect and Enforce Fluid Materials), and C-44 ("lack
of effective onshore oil and gas production accountability program could affect the ability to
monitor the approximately $0.5 billion in royalties received by the Department each year").

¢ The history behind the exclusion of Osage lands from almost all federal oil and gas
legislation which otherwise applies to Indian lands is shameful. In the early part of this century,
significant reserves of oil were discovered on Osage lands. Non-Indians immediately sought to
gain control of the oil reserves and over the Osage Indians. Instead of protecting the Osage and
their valuable mineral resources, Congress passed legislation which facilitated the non-Indians’
land grab. Osage tribal members who objected to the loss of their lands and resources were
murdered by neighboring non-Indians. This tragedy and its legacy are chronicled in D.
McAuliffe, Jr., The Deaths of Sybil Bolton: An American History (1994).

® Report of the Commission on Fiscal Accountability of the Nation's Energy Resources
(Linowes Report) (January 1982).

¢ Id. at 15.
7 30 U.S.C. §§ 1701 et seq.

# 30 U.S.C. § 1701(D)(3).
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in a timely manner.”® Congress explicitly directed the Secretary of the Interior to “aggressively
carry out his trust responsibility in the administration of Indian oil and gas.” 10

The directives of FOGRMA have yet to be fulfilled and the Jicarilla Apache Tribe submits
this statement to demonstrate to the Committee (1) the absolute necessity of the passage of separate
and comprehensive oil valuation regulations for Indian lands and (2) the development within MMS
of a separate and distinct accounting system which will ensure that oil royalties collected from
mineral leases on Indian trust lands are correctly valued, timely collected, and properly
administered. Moreover, given the duty of the federal government to ensure that Indian tribes
receive the maximum benefit from mineral deposits on their lands through leasing, the federal
government must also provide tangible and significant financial incentives to encourage production
on Indian tribal and allottee lands to offset the significant inducements that Congress and the
Secretary have provided on federal lands (including, of course, offshore properties) to industry
lessees. These inducements include, among other things, lower and more flexible royalty
valuation lease provisions and regulations which apply to federal lands.

II. Comparison of Principles Governing Tribal Leases and Those Governing Federal
Leases; Trust Responsibility to Indian Tribes Results in Royalty Valuation Concerns
Which are Separate and Distinct From Those Which Come Into Play On Federal
Leases

The Department, principally through the MMS and its functional predecessor in this
regard, the United States Geological Survey (the “USGS”), has erroneously treated Indian and
federal leases similarly in terms of royalty valuation, and related accounting and auditing practices.
This approach ignores the fact that federal and Indian lease provisions differ in critical respects
and that the federal government has an exacting and legally enforceable fiduciary duty to ensure
that tribes receive the maximum benefit from mineral deposits on their lands through leasing."
Stated another way, “the only client or constituent group to which the federal government owes
a duty in the context of tribal minerat development is the tribe for whom the United States serves
as legal fiduciary.”"

° 30 U.S.C. § 1711(a).

030 U.S.C. § 1701(a)(4).

" Jicarilla Apache Tribe v. Supron Energy Corp., 728 F.2d 1555, 1563 (10" Cir. 1984)
(Seymour, J. concurring in part and dissenting in part), concurring and dissenting opinion adopted
as modified, 782 F.2d 855 (10" Cir.) (en banc), modified on other grounds, 793 F.2d 1171 (10th
Cir.), cert. denied, 479 U.S. 970 (1986).

12 Thomas H. Shipps, Oil and Gas l.ease Operation and Royalty Valuation on Indian
Lands: What is_the Difference in Federal and Indian Leases? at 13-19, Rocky Min. Min. L.
(continued...)
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By contrast, there are many constituent groups in the context of federal mineral
development. They include “federal citizens and taxpayers who beneficially own the resource and
who have a right to expect careful, environmentally sound, and efficient resource use; national
energy consumers who rely upon energy fuels to be reasonably available in supply and reasonably
priced for consumption; oil and gas companies which must realize sufficient return on risk and
investment to continue production and continue technological improvement in order to maintain
the industry and the nation’s security.”"?

Courts have also recognized that different principles govern Indian mineral leases. In
Mobil_Oil Corp. v. Albuquerque.Area Director, an administrative law judge rejected the
application of reasoning utilized in the context of federal leases and correctly observed that the

Federal policy governing Indian mineral resources includes a Federal trust
responsibility to manage those resources for the benefit of the Indian owners and
a rule requiring interpretation of ambiguities in the relevant statutes and regulations
in favor of those Indian owners. The characteristics clearly distinguish the federal
policy for Indian mineral resources from the policy concerning mineral resources
on the public lands.

(Emphasis added.)* This trust responsibility obligates the United States “to develop a mineral
lease program which [will] provide the highest possible financial return” to Indian mineral

owners."®

The principal acts of Congress which currently govern the leasing of tribal mineral lands
are the Indian Mineral Leasing Act of 1938 (1938 Act),'¢ the Indian Mineral Development Act of
1982 (1982 Act),"” and the Federal Oil and Gas Royalty Management Act of 1982 (FOGRMA). "
The United States Supreme Court has held that the basic purpose of the 1938 Act is “to maximize

1 2
( .
Foundation (1992) [“Shipps”].

13

Shipps, supra n.12 at 13-19.

* 18 IBIA 315, 326, 97 1.D. 21 (July 2, 1990).

'* Navajo Tribe of Indians v. United States, 9 C1.Ct. 227, 238 (1985).
' 25 U.S.C. §§ 396a-g.

7 25 U.S.C. §§ 2101-08.

'8 30 U.S.C. § 1701 e seq.
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tribal revenues from reservation lands.”" The specific goals and purposes of the 1938 were
described in a 1981 case from the Ninth Circuit. There, the Ninth Circuit Court of Appeals
discussed the Act’s legislative history and explained:

The 1938 Act was designed to achieve three goals . . .. First, the Act sought to
achieve uniformity in the law governing mineral leases on Indian lands. Prior law
had been a statutory hodgepodge that imposed different requirements for mineral
leases on different Indian lands. Second, the 1938 Act was designed to help
achieve the broad policy of the Indian Reorganization Act . . . that tribal
governments be revitalized. In the mineral leasing context, this meant giving tribal
governments control over decisions to lease their lands and over lease conditions,
subject to the approval of the Secretary of the Interior, where before the
responsibility for such decisions was lodged in large part only with the Secretary.
Third, the 1938 Act was intended to encourage tribal economic development, an
important objective of the Indian Reorganization Act of 1934.%°

The 1938 Act requires that the Secretary of the Interior “manage Indian lands as to make them
profitable” and imposes a clear duty to “maximize lease revenues.”” Stated another way, the
“evident purpose” of the 1938 Act“is to ensure that Indian tribes receive the maximum benefit
from mineral deposits on their lands through leasing.”*

It was not until 1982 that another significant congressional act regarding Indian mineral
leasing was passed by Congress.” The 1982 Act was designed to accomplish two objectives. The
first was to “further the policy of self-determination.”> The second was “to maximize the
financial return tribes can expect for their valuabie mineral resources. % In recognition of these
goals, the 1982 Act sought to “clarify tribal authority to enter into agreements other than leases

19 Kerr-McGee Corp. v. Navajo Tribe of Indians, 471 U.S. 195, 200 (1985).

2 Crow Trihe of Indians v. Montana, 650 F.2d 1104, 1112-1113 (9 Cir. 1981),
modified, 665 F.2d 1390 (9" Cir.), cert. denied, 459 U.S. 916 (1982).

2! Kenai Oil & Gas, Inc. v. Department of the Interior, 671 F.2d 383, 386 (10 Cir.
1982).

2 Supron, supra n.11, 728 F.2d at 1565.
3 Indian Mineral Development Act of 1982, 25 U.S.C. §§ 2101-08.
* 8. Rep. No. 97-472 at 2 (1982).
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under the 1938 Mineral Leasing Act.””® 1In the 1982 Act, Congress expanded tribes’ ability to
negotiate directly with companies and to enter into risk-sharing ventures but in so doing, Congress
expressly refused to diminish the Secretary’s trust duty.”

The royalty provisions of both the standard federal and the standard Indian lease reflect the
differences in the federal government’s specific trust responsibility to Indian tribes and the
broader principles which animate its stewardship of federal lands. The standard tribal lease?

% Id. See generally Paul E. Frye, “A Travesty of a Mockery of a Sham”: The Federal
Trust Duty and._Indian Self-Determination at 2B-30 through 2B-32, Rocky Mtn. Min. L.
Foundation and the American Bar Association (1999) ["Frye"].

7 25 U.S.C. §§ 2102(a), 2103(e); Frye, supra n.26 at 2B-31.

% BIA Form 5-157 (1962), paragraph 3(c). That paragraph states:

Rental and Royalty. To pay, beginning with the date of approval of the lease by
the Secretary of Interior or his duly authorized representative, a rental of $1.25 per
acre per annum in advance during the continuance hereof, the rental so paid for any
one year to be credited on the royalty for that year, together with a royalty of 16
2/3 percent of the value or amount of all oil, gas and/or natural gasoline, and/or
all other hydrocarbon substances produced and saved from the land leased herein,
save and except oil, and/or gas used by the lessee for development and operation
purposes on said lease, which oil or gas shall be royalty free. During the period
of supervision, "value" for the purposes hereof may, in the discretion of the
Secretary, be calculated on the basis of the highest price paid or offered (whether
calculated on the basis of short or actual volume) at the time of production for the
major portion of the oil of the same gravity, and gas, and/or natural gasoline,
and/or all other hydrocarbon substances produced and sold from the field where the
leased lands are situated, and the actual volume of the marketable product less the
content of foreign substances as determined by the oil and gas supervisor. The
actual amount realized by the lessee from the sale of said products may, in the
discretion of the Secretary, be deemed mere evidence of or conclusive evidence of
such value. When paid in value, such royalties shall be due and payable monthly
on the last day of the calendar month following the calendar month in which
produced; when royaity on oil produced is paid in kind, such royalty oil shall be
delivered in tanks provided by the lessee on the premises where produced without
cost to the lessor unless otherwise agreed to by the parties thereto, at such time as
may be required by the lessor . . . . It is understood that in determining the value
for royalty purposes of products, such as natural gasoline, that are derived from
treatment of gas, a reasonable allowance for the cost of manufacture shall be made,
(continued...)
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requires the Secretary of the Interior to determine royalties based on the highest price paid or
offered for like or similar production contemporaneously produced from the same field or area.
Federal leases have no similar provision. By contrast, federal leases expressly give the Secretary
the authority to reduce or waive royalties.” This authority to reduce or waive royalties is
predicated on the fact that the United States, as owner of the mineral estate on federal lands, can
consider various factors such as the national security or promotion of the domestic oil and gas
industry in setting and valuing royalties. When acting as trustee for the Indian tribes in the context
of oil and gas leasing, the United States has no such discretion.

Despite the clear and unequivocal statutory and judicially-mandated fiduciary duty of the
United States to maximize tribal oil and gas royalties, it has consistently and consciously failed
to do so. Interior’s current oil valuation regulations for Indian leases flaunt the express valuation
provisions of tribal leases and ignore controlling court decisions which articulate the trust
responsibility. Moreover, the Department has chosen to minimize the differences in the
accounting and lease administration of tribal and federal oil and gas leases and has instead adopted
a policy of treating these leases in a uniform fashion.*® With regard to product valuation
regulations, the single value program which Interior has heretofore relied upon has been overly
solicitous to its federal lessees, which has led to a dilution of the federal trust responsibility to

2(_..continued)

such allowance to be two-thirds of the value of the marketable product unless
otherwise determined by the Secretary of the Interior on application of the lessee
or on his own initiative, and that royalty will be computed on the vatue of gas or
casinghead gas, or on the products thereof (such as residue gas, natural gasoline,
propane, butane, etc.), whichever is the greater.

¥ BLM Form 3100-11 (1992) at section 2 provides that the “minimum royalty may be
waived, suspended, or reduced, and the above royalties rates may be reduced for all or portions
of this lease if the Secretary determines that such action is necessary to encourage the greatest
ultimate recovery of the leased resources, or is otherwise justified.” BLM Form 3120-7 (1977)
at section 2(d)(4) provides that “rentals or minimum royalties may be waived, suspended, or
reduced; and royalties on the entire leasehold or any portion thereof segregated for royalty purpose
may be reduced if the Secretary of the Interior finds that, for the purpose of encouraging the
greatest ultimate recovery of oil and gas and in the interest of conservation of natural resources,
it is necessary, in his judgment, to do so in order to promote development, or because the lease
cannot be successfully operated under the terms fixed herein.”

* See generally Shipps, supra n.12, at 13-44 through 13-49 (discussing gas regulations
as well as the failure of the Department of the Interior to conduct a proper major portion analysis
which is mandated in tribal oil leasing provisions)

8
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Indian tribes by factors which are not relevant to the trust relationship.®  This approach has
resulted in the loss of millions of doHars of tribal royalties and represents an actionable and clear
breach of trust by the federal government. The fact that such an approach might result in
administrative convenience to the Department and its agencies cannot justify the federal
government’s abdication of its trust responsibility to maximize tribal revenues.*

The federal administration of oil and gas development is divided between three Interior
agencies — the MMS, the BIA, and the BLM. The MMS is charged with collection of rents,
royalties and other payments, accounting for payments received, valuation of royalty and
auditing.”® The BIA is responsible for the maintenance of real property records, approval of leases
and mineral agreements, granting rights for surface use and distribution of collected revenues to
Indian atlottees.* The BLM generaily fulfills the role of technical supervision with respect to
subsurface management, which includes operational inspection and monitoring.* The inability of
these agencies to work cooperatively and function effectively for their tribal constituents led a
special committee of the Senate to conclude:

Despite the federal government’s longstanding obligation to protect Indian natural
resources, they have been left unprotected, subject to, at best, benign neglect and,
at worst, outright theft by unscrupulous private companies.”®

A similar investigation in 1982, commonly referred to as the Linowes Report, documented the
failure of the federal government to adequately manage the Nation’s energy resources which
allowed the oil and gas industry to avoid paying royalties it rightly owed for a period of over two
decades. Among other monumental failures documented by the report was a royalty record
keeping system for federal and Indian oil and gas leases which was in complete disarray. The
record keeping was (and remains) so inadequate that the “government’s royaity records are too

31

Shipps, supra n.12, at 13-49.

2 Hodel v. Irving, 481 U.S. 704 (1987).

% 30 CFR Parts 201, 206, 217 (July 1, 1998).

3 25 CFR Parts 150, 211, 162, 169, and 115 (April 1, 1998).

3% 25 CFR Part 211 (April 1, 1998); 43 CFR Part 3161 (Oct. 1998). See generally
Shipps, supra n.12 at 13-28 through 13-29.

3 Final Report and Legislative Recommendations, Special Committee on Investigations,
United States Senate, Select Committee on Indian Affairs (November 1989).
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unreliable to provide an overall estimate” of the amount of underpayment.’’ In short, the federal
government has aliowed the oil and gas industry to operate “essentially on an honor system” when
literally billions of dollars in federal and Indian oil and gas revenues are at stake.®® In response
to the Linowes Report and the abject state of federal royalty management, Congress passed
FOGRMA.* FOGRMA was intended to provide a comprehensive solution to royalty management
problems on federal, tribal and allotted leases.** And, as discussed above in Part I, Congress
directed the Secretary to “aggressively carry out his trust responsibility in the administration of
Indian oil and gas.”* Neither the Secretary nor the Department nor any of its agencies has come
close to carrying out the trust responsibilities, much less making any aggressive effort to carry out
these responsibilities.

III.  Selected Examples of the Department of Interior’s Failure to Carry Out Its Trust
Responsibility in the Administration of Indian Oil and Gas Leases

The Linowes Report documented massive and sustained management failures on the part
of the Interior in the context of federal and tribal mineral leasing. Incredibly, massive and
sustained management failures within MMS remain the status quo. In the context of Indian
mineral leasing, the chronic and grossly negligent management of Indian minerals such as oil and
gas violates the federal government’s fiduciary duty to maximize tribal revenues from non-
renewable resources such as oil and gas. This fiduciary duty applies by force of law to the Interior
and is acknowledged in current and proposed departmental valuation regulations.” Yet Interior’s

*7 Report of the Commission on Fiscal Accountability of the Nation’s Energy Resources
(Linowes Report) at 13 (January 1982). Cf. Cobell v. Babbitt, 37 F.Supp.2d 6, 19 (D.D.C. 1999)
(with regard to Individual Indian Money (IIM), which is held in trust by the United States, “there
is no reliable inventory of IIM documents, items for any one [of at least 300,000 beneficiaries]
could be found in any box in which [IM documents are housed throughout the country.”).

*# Linowes Report, supra notes 5, 36 at 15.
% 30 U.S.C. § 1701 et seq.

% See Linowes Report, supra notes 5, 36.
4 30 U.S.C. § 1701(a)(4).

%2 Gee Part I1, above. See also 30 CFR § 206.50(d) (7-1-98) (current valuation regulations
“intended to ensure that the trust responsibilities of the United States with respect to the
administration of Indian oil and gas leases are discharged in accordance with the requirements of
the governing mineral leasing laws, treaties, and lease terms”); Proposed Regulations for
Establishing Oil Value for Royaity Due on Indian Leases, 63 Fed. Reg. 7089, 7099 (Feb. 12,
1998) (proposed regulations regarding audit and adjustment of royalty payments intended to ensure

(continued...)
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management of Indian minerals, including oil and gas, is alarmingly disingenuous. The fiduciary
duty is acknowledged on paper, yet the Department continues to value and manage tribal oil
royalties in ways which fail to ensure that tribes receive the maximum benefit from their mineral
resources.

With the passage of FOGRMA, Congress required the Secretary to fully account for all
production and payments due from Indian and federal oil and gas leases. The Secretary has never
done this. In fact, the auditing and accounting systemns currently utilized by MMS for both federal
and Indian leases were designed without an examination of all the relevant Indian lease terms
which the systems need to account for. This approach (or lack thereof) is particularly harmful
given the fact that the accounting and auditing procedures necessary to ensure compliance with
current lease terms and regulations, as well as the proposed valuation regulations, are inherently
complex and that the information necessary for accounting and auditing is often in the sole custody
and control of the lessee or operator.

The Department through the MMS cannot begin to determine whether tribes are receiving
the maximum benefit from their mineral resources when it has failed to develop management
practices and accounting and auditing systems which can completely and accurately gather and
evaluate all pertinent information necessary to assure compliance with Indian oil and gas lease
terms, the 1938 Act, FOGRMA, and the Secretary’s trust responsibility to the tribal lessor. This
department-wide failure has resulted in the loss to tribal lessors of hundreds of millions of dollars
in the sixteen-year history of MMS.? These losses are in addition to the millions and millions
of dollars of losses suffered during the time of its predecessor agencies, which are documented in
the Linowes Report.

Selected examples of MMS deficiencies in administering tribal oil and leases are
instructive. The examples presented focus on accounting and auditing procedures within the

42(,..continued)

that the United States discharges its trust responsibilities for the administration of Indian oil and
gas leases under the governing mineral leasing laws, treaties, and lease terms); Valuation of Oil
from Federal and Indian Leases, 60 Fed. Reg. 65610 (Dec. 20, 1995) (“MMS may issue separate
regulations to value oil from Indian leases because of the Secretary’s trust obligation in the
administration of Indian oil and gas leases. In view of this obligation, the Secretary must ensure
that Indians receive the maximum benefits from mineral resources on their lands.”) (emphasis
added).

4 The Minerals Management Service was created in the wake of the findings of the
Linowes Report and the passage of FOGRMA to assume the functions of its predecessor agency,
the United States Geological Survey. When Congress passed FOGRMA, it sought a remedy to
the department’s practice of letting the oil and gas industry value and remit royalties on what was
essentially an honor system.

11
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Interior. Without proper accounting and auditing procedures in place, the Department cannot
determine whether proper valuation calculations are being made or whether oil and gas producers
are paying appropriate royalties. Proper accounting and auditing procedures are particularly
critical when, as in the context of Indian oil royalties, lease terms and current regulations require
MMS to conduct a major portion analysis and compare the value of that analysis with the gross
proceeds reported by the producers.* Royalties are to be calculated on the higher of the two
values. In the current proposed Indian valuation regulations, valuation is to be determined based
on the highest of three different values - (1) the NYMEX futures prices adjusted for location and
quality differences, (2) the lessee’s or its affiliate’s gross proceeds adjusted for appropriate
transportation costs; and (3) the MMS-calculated major portion value based on prices reported by
lessees and purchasers in MMS-designated areas typically corresponding to reservation
boundaries.* In the absence of an accounting and auditing system that is specifically designed to
account for these valuation calculations, MMS has no way of determining whether valuation and
royalty calculations are correct. Under that scenario, which represents the current state of affairs,
MMS has no way to ensure that tribes are receiving the maximum benefit for their oil and gas
royalties and is thus breaching its fiduciary duty to all tribes.

MMS relies on the Automated Financial System (AFS) and the Production Accounting and
Auditing System (PAAS) which experts from Arthur Andersen LLP and from the Council of
Energy Resource Tribes have independently confirmed were not designed to account for statutory
and lease requirements on Indian leases.*® * This fundamental flaw -- designing from the AFS

# Reduced to its essence, a major portion analysis is one which compares lease sale
proceeds with sales contemporaneous in time and location and similar in chemical as well as legal
characteristics to establish value.

‘S Establishing Oil Value for Royalty Due on Indian Leases, 63 Fed. Reg. 7089, 7090
(Feb. 12, 1998).

* In March 1989, in the case of Shii_Shi Keyah Assoc. v. Babbitt, Civ. No. 84-1622
(D.N.M.), a consent decree was entered which required the Secretary to make, among others,
systems changes to comply with FOGRMA’s accounting and auditing provisions. It was in that
case that the experts for the plaintiffs and for the Council of Energy Resource Tribes reached the
same conclusion regarding the MMS system’s failure to take into consideration statutory and lease
requirements on Indian mineral leases.

47 A third system, the Bonus Rental Automated Accounting System ("BRAAS™") was never
implemented. The problems that the MMS encountered in implementing its AFS system were so
great that it never implemented the BRAAS system and delayed for years any attempt to implement
the PAAS system. An objective, detailed examination of the AFS and PAAS systems
unfortunatety compels the conclusion that neither of those systems produces accurate and complete
information upon which the Secretary can rely to assure performance of his obligations under

(continued...)
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and PAAS from the "top down" rather than from the "bottom up” -- has never been cured. In
fact, it has been exacerbated by the audit system that the agency has employed. The current audit
system is a "payor-based" system. It simply takes self-reported and unaudited data from the
payors, on an MMS form, and attaches to the data the imprimatur of approval of accuracy which
remains unchanged unless specifically reviewed in the context of auditing. Given the small
sampling actually conducted during auditing, the likelihood that these self-reported numbers would
ever be changed is extremely remote. Moreover, the payors on a given lease (and there can be
many) and the payments made are never tied together to the lease; nor is there any system utilized
to tie the total payments and related production information to independently-produced third party
information on production and sales. Rather, the admittedly incestuous data in the PAAS system
is compared to that in the AFS system.

In the early days of MMS' existence, it was subjected to severe criticism by Congress, the
General Accounting Office (GAQ) and others due to the large number of payments that triggered
various error edit codes which were purportedly designed to assure accuracy within its AFS
systems. When these codes were triggered, the payments that accompanied the triggering report
were kicked into "error suspense.” MMS responded to this criticism by disingenuously reporting
that it had significantly reduced the "rate"of such error suspense occurrences. What it neglected
to inform the oversight bodies was that it achieved this "rate" reduction by deactivating much of
the computer code that triggered an error suspense occurrence. The errors were still present.
They just went unidentified and uncorrected. Similar types of misleading information about MMS’
problems and its response (or lack thereof) to those problems has been intentionally misleading
and costly to both the Indian and federal lessor.

In 1987, MMS proposed new valuation regulations. Indian lessor tribes objected that the
proposed regulations violated standard Indian lease terms that clearly set forth the manner in which
royalties were to be computed. Tribes feared that these obvious violations of tribal lease terms
would cost Indian Iessors millions of dollars. MMS responded to Congressional oversight by
asserting that the valuation regulations were "revenue neutral.” It was not until 1991 that MMS
revealed to the GAO just what it meant by "revenue neutral.” MMS admitted, and GAO reported,
that MMS concluded that the potential gains in offshore royalty collections by implementing the
new regulations would offset the royalty losses that Indian lessors would suffer. Thus, MMS took

47(...continued)
FOGRMA. For example, the Secretary routinely reported to the President and the Congress under
the Federal Managers' Financial Integrity Act that one of his most significant material weaknesses
was his inability account for onshore fluid mineral production (oil and gas) that resulted in perhaps
as much as $500,000,000.00 or more of money due on federal and Indian leases ieft unaccounted
for. See supra n.3. This inability to establish "closed” accounting systems has never been
corrected by MMS.
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the position that the regulations could fairly be described as “revenue neutral.”*® Since Indian
lessors do not share in offshore royalties on federal leases, this MMS justification was
fundamentally dishonest.

In May 1998, MMS implemented a new policy and methodology to apply to certain types
of late payments upon which interest is due (Modified Rolled Up Reporting). Instead of applying
the statutory requirements of FOGRMA, the new policy ties the running of interest to an artificial
date unrelated to the date when specific sums of money are due. An artificial date is selected that
is related to the numerosity of late payments, not the amounts. Thus, not only is the statutory
mandate ignored, but the artificial point in time that is selected is not even related to the economic
concept of the time value of money. The "solution” was achieved out of the overriding mandate
of "institutional” or "bureaucratic” ease. Similarly, the Secretarial response to the industry
designed and driven (and euphemistically labeled) Royalty Simplification and Fairness Act of 1996
("RSFA™) is astounding.*

Vice President Gore champions the "Re-engineering Government.” The DOI, like all
other federal agencies, has been hard pressed to comply with this clarion call for government
efficiency. While there are certainly some areas of governmental activity which could benefit
from this approach, mindlessly reducing information collected and utilized for all government
activities will assure government misfeasance. By way of example, the oil and gas industry has
tirelessly lobbied Congress for less and less reporting on oil and gas leases with the platitude "trust
us, the payment is correct.” In the wake of that industry’s efforts and the Vice President’s
emphasis on “Re-engineering Government,” Congress passed the Royalty Simplification and
Fairness Act of 1996, which amended FOGRMA.* This Act reduces reporting and recordkeeping
requirements in federal oil and gas leases but does not, by its explicit terms, apply to Indian
miperal leases.”

*# GAO Report on Mineral Revenues, Interior Used Reasonable Approach to Assess Effect
of 1988 Regulations at 2 (May 1991).

“ Pub. L. No. 104-185, 110 Stat. 1700 (August 13, 1996).
%0 See Pub. L. No. 104-185 (Aug. 13, 1996).

51 Section 9 of RSFA , entitled “Indian Lands,” states in its entirety: " The
amend
ments
made
by this
Act
shall
not

(continued...)
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But in July 1998, the Secretary issued his long-awaited report detailing how he intended
10 correct the long standing deficiencies in his management and trusteeship of Indian trust
property, including Indian oil and gas leases. On pages 4448 of his Trust Management
Improvement Project: High level Implementation Plan (July 1998) , the Secretary discusses
implementing the requirements of RSFA in the context of Indian mineral leasing. In short, the
Secretary is taking a position which is contrary to the express provisions of a duly-enacted Act of
Congress and which is certain to result in a breach of trust to Indian tribes.

Following the Secretary’s lead, MMS solicited comments on reducing information
collection in a number of areas, including production accounting information for Indian oil and
gas revenues. Indian leases are value based leases. Thus, it is necessary to monitor (viz. report)
both the quality and quantity of production in order to properly determine the accuracy and
completeness of any proffered payment. Soliciting comments on reducing the requested
information without knowing what factors will be necessary for accurate and complete accounting
for all oil and gas produced from the leases is an ill-considered request and yet another example
of how DOI and MMS cavalierly disregard their trust responsibilities to tribes.

In addition to the chronic accounting and auditing problems which virtually guarantee that
the Secretary’s fiduciary duty to Indian tribes goes unfulfilled, MMS’ own regulations and its
interpretations of those regulations flaunt the explicit provisions of Indian oil and gas leases. Two
noteworthy examples of the indifferent (and perhaps cavalier) disregard with which Indian oif and
gas leases and the trust duty owed to the tribes by the federal government are treated by the
Department are the manner in which MMS performs the major portion analysis and the extremely
generous treatment of manufacturing and transportation allowances (one of which is expressly
permitted, but limited, in the leases, and the other, not expressly permitted in the leases but
created by the Department through regulation).

Under the leases, the Secretary must value production for purposes of determining royalties
due based on, among other things, the higher of the gross proceeds received by the lessee or the
value as determined by a “major portion analysis.”™ Under this analysis, lease sale proceeds are

31(...continued)
1 [+]
Indian
lands."
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[Vlalue may . . . be calculated on the basis of the highest price paid or offered . . . at
(continued...)
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compared with other relevant sales to establish value. Royalties actuaily paid to an Indian lessor,
however, are also affected by allowances. As deductions for these allowances are taken directly
from royalties which would otherwise have been paid to the Indian lessor, it is not surprising that
“creativity” and abuse have become a matter of routine for many Indian royalty payors. MMS
“scrutiny” of this area is generally a matter of benign neglect, although it has on occasion risen
to the level of facilitating such abuses.

Notwithstanding the unambiguous tribal lease terms, the current Indian oil valuation
regulations contain provisions which are inconsistent with these terms and which, once again,
ensure that tribes do not get the maximum benefit from their oil and gas leases.” The proposed
regulations do not fully remedy these problems.

For example, the current valuation regulations redefine “major portion” (the language of
the leases) to “majority portion” (a fundamentally different concept in its secondary or tertiary
definition)* and then restrict the “majority portion” analysis to situations which MMS considers
“practicable.”*® The terms of the leases contain no such restriction, and in fact use a different
word which carries with it a different concept and thus practice that the Secretary ought to be
utilizing. Moreover, in looking at prices paid for the “major portion” of oil production, MMS
looks at “that price at which 50 percent (by volume) plus 1 barrel of the oil (starting from the
bottom) is sold.”*® By using this median pricing methodology, MMS thereby guarantees that
Indian lessors will never receive royalties based on the lease terms, viz., “the highest price paid
or offered.” In the proposed regulations, MMS still relies on the bottom of the array but proposes

3(...continued)
the time of production for the major portion of the oil of the same gravity, and gas . . . and/or
other hydrocarbon substances produced and sold from the field where the leased lands are
situated.” BIA Lease Form 5-157 (1962).

3 See 30 CFR Part 206, Subpart B (7-1-98 ed.).

* “Major” has been defined to mean “[g]reater in number, quantity, or extent,”or
“[g]reater in dignity, rank, or importance; supetior in quality or position.” “Majority,” on the
other hand has been defined in its secondary definition as “the number greater than half; more than

haif of any total”. . . . “Loosely,” a plurality.” Webster’s New International Dictionary p.1484
(2d ed. 1943).

55 30 CFR § 206.52(2)(2)(D).
56 Id. at § 206.52(a)(2)(ii) (emphasis added).
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to look at the value at which 75 percent of the oil (starting from the lowest value) is bought or
sold.”’

Current regulations allow certain Indian lessees to take transportation allowances for the
reasonable, actual costs incurred by the lessee for transporting oil. These transportation
allowances can be up to 50 percent of the base price of the product.”® As one commentator has
dryly noted, given that tribal leases make “no express mention of transportation allowances, yet
do mention processing allowances, the practice of permitting these deductions from royalty seems
a generous concession of tribal revenues by the Secretary.”® The proposed valuation regulations
would not allow transportation costs within Indian reservations but still provide for an allowance
to move production away from reservations.”

IV.  Problems and Possible Solutions Regarding the Competitiveness of Indian Oil and Gas
Leases

To fully and effectively fulfill its fiduciary duty to maximize revenues from tribal leases,
the federal government must ensure that tribal leases are competitive with federal leases. MMS
recognizes that under the current statutory and regulatory scheme, Indian leases may not be as
competitive as federal leases. In its words, maximizing royalty revenues from Indian leases could
affect “the economics of mineral resource development.”®" MMS has solicited comments on
whether the proposed Indian oil valuation regulations would decrease leasing on Indian lands or
otherwise affect the competitiveness of Indian leases but “believes that specific royalty values
should be independent of this concept and not effectively lowered as a resuit.”® MMS suggests
examining the issue “in the context of lease term adjustments by the [BIA] and the Indian
lessor.”®

MMS’ suggestion that lease term adjustments can resolve the competitiveness problem does
not begin to address the depth and breadth of the competitiveness issue. As noted above in Part
I, there are significant and far-reaching differences in the legal and practical principles which

57 63 Fed. Reg. 7092-7093, section 206.52 (Feb. 12, 1998)
8 30 CFR § 206.55(a)(1)(i) and (b).

*° Shipps, supra n.12 at 13-54.

% 63 Fed. Reg. 7094, § 206.60 (Feb. 12, 1998).
1 63 Fed. Reg. 7093 (Feb. 12, 1998).

2 Id.

S Id.
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govern federal leases and those which govern tribal leases. In the stewardship of its own lands,
the United States can and does consider broad issues of national concern, including those which
affect the national economy and national security. The development and maintenance of a
domestic energy supply which reduces or eliminates this country’s need to import oil and gas from
foreign nations has been long been considered a critical component of the national economy and
national security. In this context, a robust, private oil and gas industry has been perceived by the
federal government as a crucial component of the nation’s energy policy. The oil and gas industry
has successfully impressed upon Congress its view that the development and maintenance of a
domestic energy supply sufficient to provide for all the nation’s energy needs can only be had with
the assurance of adequate profits for the industry and the existence of domestic oil and gas reserves
which can be profitably developed. With regard to the development of new oil and gas offshore
fields, such as those located on the Alaska North Slope (ANS) or offshore on the Outer
Continental Shelf (OCS), the federal government has enacted statutes which provide tremendous
subsidies for the industry and allow it to market its oil and gas in ways which would otherwise be
prohibited.* These concessions are in addition to the standard federal lease terms which allow
the Secretary to waive, suspend or reduce royalty payments when the Secretary determines, for
example, “that such action is necessary to encourage the greatest ultimate recovery of the leased
resources, or is otherwise justified. ™®

While the Jicarilla Apache Tribe does not take issue with the nation’s energy policy or
statutes that have been passed to subsidize domestic oil and gas production, it is critical that the
effects of these policies and statutes do not go unheeded in the context of Indian oil and gas
leasing. As a result of the concessions afforded the domestic oil and gas industry in the context
of federal leases, industry has much more incentive to enter into federal leases than it does to enter
into tribal leases. Alternately stated, tribes have not been given the benefit of a level playing field
when it comes to oil and gas leasing. Without a level playing field, or at least one that is not quite
so radically skewed, tribal leases will not be competitive with federal leases. It thus becomes
reasonable to pose the question as to whether the United States as a trustee can, without violating
its fiduciary duties of absolute loyalty and the prohibition against self dealing, make its own
minerals so much more attractive than those of its beneficiaries to whom the courts and Congress
have said the federal government has a trust duty to maximize revenues for tribes from the leasing
of their non-renewable energy resources. Therefore, it may well be that the federal government
could be deemed to have violated its duties as a trustee, thus perhaps making itself liable to
lawsuits for money damages, which can result in multi-million dollar judgments for tribes and
tribal entities.® Clearly, some balancing is necessary.

% Pub. L. No. 104, Titles 1l and III (Nov. 28, 1995).
% BLM Form 3100-11 (Oct. 1992).

% See generally Supron, supra n.11; Cheyenne-Arapaho Tribes of Oklahoma v. United
(continued...)
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The federal government must provide subsidies and incentives for tribal leasing just as it
does for federal leasing. By way of example, Congress passed in 1995 two acts which provide
tremendous incentives and subsidies to the oil and gas industry to develop the ANS and the OCS.
In an amendment to section 28 of the Mineral Leasing Act,”” which governs federal mineral
leasing, Congress has authorized the export out of the United States of ANS crude oil “unless the
President finds that exportation of this oil is not in the national interest.”® This is a tremendous
concession to industry and greatly augments its ability to reap profits from ANS crude oil since
its market is not restricted to California or other lower 48 states and now includes countries such
as Japan which has virtually no domestic oil and gas industry.

Congress has also provided the oil and gas industry with tremendous incentives and multi-
million dollar subsidies in the context of offshore exploration, drilling, and production on the
Outer Continental Shelf in the Gulf of Mexico. The Outer Continental Shelf Deep Water Royalty
Relief Act® was passed to “promote development or increased production on producing or non-
producing leases" and “encourage production of marginal resources on producing or non-
producing leases” by reducing or eliminating any royalty or net profit share that was provided for
in the applicable federal leases.” Needless to say, assuming the existence of significant reserves
and the ability to access the reserves, the wholesale elimination of royalties on these offshore
leases is a virtual guarantee of profitabitity to producers. While there initially may have been
some question of the technological feasibility and economic viability of deep water exploration and
development, by 1994 the technological feasibility of such exploration and development, as well
as a virtual guarantee of massive reserves, had been conclusively established.”" That there is little
risk and enormous profits to be had from offshore drilling in the locales encompassed by the Act

& ¢ ( . . . ¢ o =@n t i =n u e d )
States, 966 F.2d 583 (10" Cir. 1992), cert. denied, 507 U.S. 1003 (1993); Cheyenne-Arapahio
Tribes of Oklahoma v. United States, 33 Fed. Cl. 464 (1995); Frye, supra n.26 at 2B-8 through
2B-9. See also Pawnee v. United States, 830 F.2d 187 (Fed. Cir. 1987) (recognizing right to
money damages against the United States for breach of the 1938 Act), cert. denied, 486 U.S. 1032
(1988).

7 30 U.S.C. § 185.
€ pyb. L. No. 104, Title II, sec. 201, 109 Stat. 557 (Nov. 28, 1995).
% Pub. L. No. 104, Title III, 109 Stat. 563 (Nov. 28, 1995).

™ The Act applies to any lease or unit which is located in water depths of 200 meters or

greater in the Gulf of Mexico Western and Central Planning Areas and portions of the Eastern
Planning Area. Id.

! See, e.g., Caleb Solomon & Peter Fritsch, "Mission to Mars: How Shell Hit Gusher
Where No Derrick Had Drilled Before," The Wall Street Journal at A1 (April 4, 1996).
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should come as no surprise to the federal government. When the government put out to bid leases
which were in the vicinity of the enormously productive Mars Platform in the Gulf of Mexico, it
anticipated modest interest. Instead, it was inundated with bids. Royalty relief afforded by MMS
to one of the successful bidders will likely be as high as $143 million.™

V. Conclusion

The United States has a long and regrettably undistinguished history of coveting Indian
minerals either for itseif or for private industry to enjoy. The small percentage of minerals left
to tribes from the entirety of this vast continent that once was theirs has been left to the federal
government by its own action to safeguard. A part of this obligation is that which requires that
when such resources are developed that the tribal owner receives maximum monetary benefit from
the severance. There is only so much of an economic burden that such an activity can bear.
Given the dual taxation (both state and tribal) that such mineral activity suffers from, and given
the competing federal largesse that the development of tribal minerals face, it is required of
Congress to provide a solution that will begin to redress these inequities. Although the Secretary
can and should promulgate separate regulations that deal with issues such as valuation and
reporting for Indian leases, it is peculiarly in Congress’ domain, and its alone, where the remedy
should be made available to begin to “level the playing field.”

In light of the subsidies and incentives that the federal government is willing to provide
industry in the context of federal leasing, it should provide similarly effective incentives for the
exploration, development and production of tribal oil and gas. While reduction or waiver of tribal
royalties would obviously not be appropriate, the creation of alienable federal tax credits for
producers who enter into tribal leases or other agreements to undertake exploration, development,
and production of tribal mineral lands is an important and crucial step in the fulfillment of the
federal government’s trust responsibility to ensure the tribes receive maximum benefit from their
oil and gas leases.

2 News Release, U.S. Department of the Interior, Minerals Management Service, Office
of Communications (July 17, 1998) (citing royalty relief for one company and quoting MMS
Director Cynthia Quarterman as stating: "Once again, this is a win-win situation for both the
United States and industry.").
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Mr. HorN. Mr. David Deal is the assistant general counsel for
the American Petroleum Institute, which is the overriding group in
which all of the petroleum industry is represented, as | recall. So
thank you very much for coming.

Mr. DEAL. Thank you, Mr. Horn.

Mr. Chairman and members of the subcommittee, | am David
Deal, assistant general counsel of the American Petroleum Insti-
tute. Joining me today is Ben Dillon, IPAA’s vice president for pub-
lic resources. Our respective trade associations—and many others
which Mr. Dillon will enumerate for you—are a blend of State and
national trade associations whose members are actively involved in
oil and gas exploration and production on Federal lands. Our trade
associations’ memberships overlap, and together our members are
responsible for the production of virtually all Federal oil and gas
production on Federal lands and virtually all of the Federal oil and
gas royalties paid every month.

Over the course of the MMS crude oil valuation rulemaking, the
MMS has stated it seeks revised valuation regulations that arrive
at the value of production in a way which is simpler and more cer-
tain, which decreases the cost of administration and leads to less
controversy, fewer appeals and less litigation. We applaud these ob-
jectives, and we embrace them. But we believe the MMS proposal,
as it stands right now, falls so much short of reaching them.

At the core of the rulemaking is the MMS belief that royalty
valuation for most crude oil transactions should begin downstream
of the lease. In a nutshell, industry believes that a downstream
starting point for valuation is the wrong starting point for most
transactions and leads to many problems.

A copy of the cover letter summarizing industry’s most recent
comments is attached to our written statement, and we're submit-
ting for the record today a complete set of the comments them-
selves. But today, we can share with you the gist of our present
thinking.

Overall our problems——

Mr. HorN. May 1 just say, without objection, that exhibit will be
in the record at this point.

[The prepared statement of the American Petroleum Institute,
the Independent Peroleum Association of America, the Domestic
Petroleum Council, and the U.S. Oil and Gas Association follows:]
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Lucy Querques Denett

Associate Director, Minerals Management Service
United States Department of the Interior

1849 C Street, NW

Washington, DC 20240

Comments in Minerals Management Service
Federal Crude Oil Valuation Rulemaking

Dear Lucy:

On behalf of the American Petroleum Institute (API), the Independent Petroleum
Association of America (IPAA), the Domestic Petroleum Council (DPC) and the United
States Oit and Gas Association (USOGA), these comments augment the discussions
held at the MMS public workshops held March 23 (Houston), March 24 (Albuguerque)
and April 6-7, 1999 (Washington, DC).

We were encouraged at the MMS staff's willingness to discuss the substance of
the MMS' present proposal and industry's recommended changes. We believe these
efforts can lead to a sound resolution of core issues presented by this rulemaking. To
the fullest extent possible, the attached comments assemble in one package the
elements of industry's point of view and answer questions that arose in the course of
our discussions.

Our specific comments are organized along the lines of the key issue areas used
as the organizing structure for the workshops:

For arm’s length transactions, we urge the MMS to adopt in the regulations
more specific criteria to guide lessee application of the control-based definition of
saffiliate” in order to arrive at valuation methodology certainty at the outset of the
process.

For non-arm’s length transactions, we urge the MMS to expand its valuation
methodology options to include comparable sales as a measure of value if the lessee
satisfies prescribed information and sales volume requirements.

For adjustments off downstream values, we urge the MMS to adopt
adjustments for transportation, location and quality, and midstream activities sufficient to
make it possible to net back from downstream values (index or otherwise) and calculate
a value for royalty purposes which more accurately approaches the value of production
at the lease. Given the MMS's inclination to continue its reliance on a cost of capital

An equal opportunity employer
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recovery approach instead of commercial value, transportation allowances are
especially problematic and we again urge the MMS to convene another workshop or a
symposium to take a hard look at this complex issue which significantly affects the
economics of OCS development. Such a forum would be an ideal opportunity to
examine computation methodologies but, more important, would allow the MMS to
ascertain how its transportation policy conforms with the exploration and deveiopment
promoting elements of recent legislation and Administration initiatives, such as the
Comprehensive National Energy Strategy.

For second-guessing, we urge that the MMS adopt language making it clear
that the use of gross proceeds as the valuation methodology by lessees operating in
good faith and engaging in arm’s length transactions will not be set aside in favor of
some other methodology (e.g., indexing) simply because some other entity was able to
obtain a higher value for the sale of production. A strong presumption in favor of arm’s
length transactions would recognize that the lessee and the lessor have a mutuai
interest in obtaining the highest price for the sale of production and that a range of
prices characterizes “market value.” Such a presumption would, of course, in no way
shield a lessee from full audit and would not permit demonstrable misconduct.

For binding determinations, we urge the MMS to adopt an explicit process by
which lessees can procure timely valuation methodology determinations. Such
determinations would be akin to IRS letter revenue rulings and the comparable rulings
of other agencies. For example, they would be limited to the facts presented and have
no precedential value. While binding, they would be revocable, although any changes
would apply prospectively only.

* % k% %

Overall, we believe these recommendations as a package would move the MMS
proposal closer to a final crude oil valuation rule that is workable and fair, while
decreasing the cost of administration, decreasing appeals and litigation, and satisfying
the legal requirement that royalty obligations be based on the value of production at the
lease. To the extent the MMS still has concerns about achieving its objectives in this
rulemaking, we submit that royalty-in-kind remains a powerful option that could avert
many of the ambiguities inherent in any valuation methodology. In any event, we urge
the MMS to carefully consider these recommendations and welcome any further
questions you might have 1o reach a satisfactory resolution of this important rulemaking.

Sincerely,

id T Dea! Ben Dillon
Amencan Petroleyn Insfitute | delpendem etroleum Association of America
e \
W 2{&1@0« U\/Loéu (_
William F. Whitsitt Albert Modiano

Domestic Petroleum Council United States Oil & Gas Association
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American Petroleum Institute, Independent Petroleum Association of America,
Domestic Petroleum Council and
United States Oi! and Gas Association Comments in
Minerals Management Service Federai Crude Oii Valuation Rulemaking
64 FR 12267 (March 12, 1999)

To complement industry participation in the MMS public workshops in Houston
(March 23, 1998), Albuguergue (March 24), and Washington, DC (April 6-7, 1999),
industry submits the comments below. To the fullest extent possible, these comments
do not repeat the voluminous comments we submitted earlier in the rulemaking that we
incorporate by reference. These comments do, however, include as Appendix “A”
materials (now paginated) employed during the 1999 workshops and as Appendices “B”
- "D", new materials generated as a result of the workshop discussions.

At the outset, we should be clear that industry continues to believe that thete is
an active market at the lease which makes it unnecessary, except in extraordinary
circumstances, to use netback-type valuation methodologies like the market center spot
price methedology proposed by the MMS. This active market at the lease makes the
universe of arm’s length transactions far larger than the MMS rulemaking implies. This
fact should make more transactions eligible for valuation as arm’s length transactions
themselves and should also make it practicable for valuation of non-arm'’s length
transactions without recourse to the MMS' flawed indexing approach which the MMS
would apply except for special situations in the Rocky Mountain region.’

A Arm’s Length Transactions

The gist of industry’s recommendation is that MMS retain regulations that use
control as the central principle, and augment the present percentage levels with specific
criteria to help lessees seeking to determine whether the affiliation test is met.

Specifically, we recommend that the MMS adopt guidelines that state that the lessee
has rebutted the presumption of control if he can demonstrate that:
« The affiliated entity can take any relevant action without an affirmative vote of the
lessee; or
If the lessee is a partner in a partnership but is not a general partner; or
+« The lessee is a natural person not related within the fourth degree 1o the affiliated
natural person; or
» The lessee has directors on the affiliated company’s board of directors but the
iessee’s director cannot block any relevant action by the board.
See Appendix “A” at 2-4.

" while too numerous to cite in these comments, the administrative record for this rulemaking is full of
comments from large and small producers, crude oil marketers and respecied economists that vigorously
support the thesis that there is an active market at the lease which makes it unnecessary to use a

downstream point as the starting point for valuation of most crude oil transactions.
An equal apportunity employer
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At the April 7, 1999 workshop, two questions arose with respect to industry's
recommended criteria for rebutting the presumption of control. One involves the
fiduciary responsibility of partners. The other one involves satisfying the proposed
“opposing economic interests” requirement.

Fiduciary responsibility of partners. One of the pariicipants at the workshop
contended that a partner owning 10-50% of a partnership who is not a general partner
could nevertheless "control” the partnership because a general partner is a fiduciary of
the partnership and the other partners. Industry believes this concern is unfounded.

A general partner having a fiduciary duty to the partnership and the other
partners must place the interests of the partnership and the other partners ahead of his
own. However, if the partnership enters a contract with a partner acting in his or her
individuat capacity, the general partner's fiduciary duty would require him to place the
partnership's interest ahead of those of the partner acting in his or her individual
capacity.

For example, where the lessee is a partnership and contracts to sell lease oil
production to an individual who also owns 10-50% of the partnership, the general
pariner's fiduciary duty to the partnership would require that the interests of the
partnership be placed ahead of those of the partner dealing in an individual capacity
with the partnership. In fact, a general partner piacing a limited partner's individual
interest ahead of the partnership's interests would actually breach his fiduciary duty.

Opposing economic interests. The proposed definition of arm's-length contract
contains an "opposing economic interests" element: "Arm’s-length contract “means a
contract or agreement between independent persons who are not affiliates and who
have opposing economic interests regarding that contract. . . ."2

Specifically, the MMS asked how a lessee who successfully rebutted the
presumption of control might satisfy the "opposing economic interests” requirement. In
contrast to the presumption of control that exists when a lessee owns a 10-50% in
another entity, the proposed rule imposes no presumption of lack of opposing economic
interests that the lessee must rebut.

A lack of opposing economic intergsts cannot be presumed; it must be
established by MMS based on the facts surrounding the transaction. A lessee who has
successfully rebutted the presumption of control should have no tfurther burden of proof
with respect to the "opposing economic interests” requirement. Where the presumption
of control has been successfully rebutted, it would be iliogical and unfair to use the
affiliation of the parties in order to establish the lack of opposing economic interests.
The criteria for establishing the lack of opposing economic interests should be no
different for parties who have successfully rebutted the presumption of control than for
those who have contracted with unaffiliated entities. Simply put, lack of opposing
economic interests should be established based on criteria other than mere affiliation
between the parties.

2 30 CFR 206.101, as proposed at 63 FR 6113, 6126 (February 6, 1998).
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As a separate but related arm'’s length transaction matter, Industry endorses
MMS’ efforts to accommodate the desire of lessees to pay royalty based on their arm’s-
length gross proceeds, less appropriate deductions. However, the MMS could give
lessees the option of utilizing index netback methodology to value royalties, even for
arm’s length sales, if the lessee preferred to avoid the complexity of tracing production
downstream.

B. Non-Arm’s Length Transactions

The gist of industry’s recommendation is that the MMS adopt a menu of valuation
options that should include a comparable sales option and could inciude a net
back/index-type option for valuation of production in non-arm’s length transactions.
Overall, Industry believes that the market at the lease is active enough to generate
sufficient comparable sales that would make recourse to a netback-type methodology
unnecessary in most cases for valuation of production at the lease.

As presented at the workshops, the Industry-recommended comparable sales
model would have the following elements:

* Atleast 20% of the lessee’s production must be purchased or sold at arm's
length to serve as the basis for valuation of non-arm's length production.

+ Where a tendering or bid out-type system is used, a minimum of three bids would
be required.

o The value used for valuation of the non-arm’s length production would be based
on weighted average prices of third party transactions.
The value would be adjusted as necessary for transportation and quality.
The valuation methodology would be subject to annual review by MMS.

See Appendix “A” at 5-9.

Such an approach builds on the MMS’ own proposal for use in the Rocky
Mountain region® and tracks the approach used by states and the MMS for royalty-in-
kind. It avoids the unavailability of data problem identified by the MMS in connection
with use of the current regulations' comparable saies benchmarks. It takes advantage of
the high production volumes in the Gulf of Mexico. And using a large representative
sample of arm’s length transactions makes it possible to avoid the inherent compiexity
of calculating lease-market center differentials while focusing on the value of production
at the lease.

® The MMS proposal for non-arm’s length valuation in the Rocky Mountain region is unduly fimited in
many significant respects but does recognize the value of alternative valuation pathways. See, e.g.,
API's Aprit 1998 comments on the MMS' February 1998 supplementary proposal at 2-5.
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At the March-April 1999 MMS workshops, the MMS posed two questions: One
involved the 20% production volume minimum. The other involved which arm’s length
transactions would be included in the weighted average of comparable sales.

Minimum production volume. The MMS has suggested that a production
volume threshold higher than the 20% might make a comparable sales approach more
acceptable. Following its own February 1998 proposal, and relying on a Rocky
Mountain Oif and Gas Association (RMOGA) survey of state severance taxes,” the
MMS suggested a 30% hurdle; this hurdle is somewhat higher than the sum of the
onshore federal royaity rate and the highest onshore state severance tax rate (i.e.,
14.2% for Montana). In response to this suggestion, industry is amenable to a 25%
hurdie for onshore and 20% for offshore. For onshore, a 25% hurdie rate is just below
the 27% sum of the onshore royalty rate of 12 1/2% and the highest state severance tax
rate, but well above the sum if the average severance tax rate (about 7.5%] is used. For
offshore, where no state severance tax rates apply, 20% is higher than the 16 2/3%
QOCS royalty rate and substantially higher than the 12 1/2% rate in the deep water Gulf
of Mexico. Significantly, the principal production growth area offshore is the deep water
Gulf of Mexico, further obviating the need to have a volume percentage hurdle greater
than the 20% recommended.

Weighted average. The MMS also asked if the comparable arm's length
transactions included in the weighted average would include transactions at the lease
and downstream as well. indusiry believes that if volumes are sufficient to reach the
minimum the weighted average should include only transactions at the lease since
these best reflect value as at the lease without the need for adjustments to adjust for
downstream additions of value. On the other hand, if the transactions at the lease do
not reach the percent production volume hurdle, downstream transactions could be
added on case-by-case basis, if agreed to by the lessee and the MMS in the course of
the annual review.

C. Adjustments to Downstream Values - Transportation

The gist of industry’s recommendations on adjustments generally is that the
MMS-proposed scheme for adjustments does not fully capture downstream additions to
the value of production at the lease and leads to unlawfully higher royalty obligations.
Significantly, these adjustments have applicability whether indexing or gross proceeds
(for sales away from the lease) is employed.

For transportation, the basic difference is that the MMS’ proposal is grounded on
pegging transportation allowances to an insufficient cost of capital recovery estimate
and operating and maintenance whereas Industry would peg transportation allowances
on a commercial value of service determined in the marketplace. Although the problems
with the transportation aspect of the MMS’ current proposal were addressed in prior
Industry comments,’ they have not yet been addressed by the MMS. Moreover, the

* Rocky Mountain Oit & Gas Association, “Tax Cornparison Report (Draft 9/97)."
% See April 1998 AP| comments at 7-9.
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MMS-industry exchanges at the March-April 1999 workshops makes it important to
revisit the outlines of this significant issue,

1. Character of the MMS Proposal for Transportation

MMS divides transportation allowance into two distinct categories: (1) arm's-
length transportation in which the transported party is not related to the party owning the
line; and (2) non-arm’s-length transportation which involves transportation of lease
production when an affiliate of the lessee owns the pipeline. There is no controversy
over arm’s-length transportation since the agency generally accepts the cost paid to a
non-affiliated party as the appropriate transportation allowance. The focus of
controversy centers on non-arm's-length transportation for which MMS has proposed an
allowance that is nct related to the market value of service.

The foundation of the MMS transportation proposal for non-arm’s-length
transportation is that a lessee’s transportation aliowance should be based primarily on
the recovery of the original capital investment in the oll pipeline plus operation,
maintenance, and overhead expense. Capital recovery is provided by lessee selection
of one of two methods: {1) depreciation of capital investment by straight line or unit of
production methodology plus a fixed rate of return on the undepreciated capital, or (2)
fixed rate of return on the original capital investment.

In both cases the rate of return employed is the very low Standard and Poor’s
BBB Bond rate. And, once the pipeline is fully depreciated, only the operating and
maintenance expenses remain, which are minimal in comparison to capital costs.
Pipelines may be depreciated only once and, if sold after full depreciation, cannot be
depreciated again by the new owner.

To compound matters further, the MMS proposal reflects the agency's
categorical rejection of FERC oil tariffs as a measure of oil allowances. FERC tariffs
were expressly accepted under the 1988 regulations and have only been recently
rejected by MMS because of confusion caused by several FERC decisions on the issue
of whether FERC had jurisdiction over pipelines on the OCS.

This approach is flawed for the following reasons:

a. Different Valuation for the Same Oil from the Same Lease.

Under the MMS proposal, oil production from a lease owned by two lessees
produced on the same day and traveling through the same pipeline owned in part by
one of the co-lessees would have different royalty value merely by application of the
regulation and solely as a result of one lessee owning some percentage of a line
transporting the oil production. As a result, a pipeline user/non-owner (Lessee A) would
be allowed to take as a deduction the commercial cost or vaiue paid to move through
the pipeline. However, the pipeline owner (Lessee B), who owns all or only a part of the
pipeline would be limited to recovery of capital cost in the line. As a result, the
lessee/owner would pay more royalty than the user/non-owner on the same pipeline.
This would be true even if the iessee were only affiliated with the pipeline owner and
paying commercial transportation rates o the affiliated pipeline owner, since the lessee
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receives no revenue stream from the operations of the pipeline. Such an approach is
discriminatory and puts Lessee B at a competitive disadvantage.

b. Royalty Assessed on Transportation Not on Production

Although the MMS concedes that value is to be determined at the lease, MMS'
proposal focuses on values away from the lease and then uses transportation as an
adjustment to net back to the lease, The downstream value which MMS uses as the
starting point for value is based on the commercial value of the transportation used o
get oil to the away from lease value point. For example, Platt's spot price at St. James
is based on commercial transportation to the index point.

Yet when the MMS ignores the commercial value of transportation and limits
transportation deductions to that downstream point to capital recovery costs for lessees
owning an interest in the pipeline, the royally is overstated and assessed not only on the
oil production but on an increment of its fransportation too. Under mineral leasing
statutes, royalty--for all lessees-- must be based on the *value of production” and cannot
lawfully include any increment of transportation.

c. Adverse Competitive Impact on Lease Sales

Royalty obligation is one of the elements entering into the calcutation of
expenses by bidders at OCS lease sales. However, for those bidders who own a
pipeling, or are affiliated with a pipeline owner, in the Guif of Mexico, the economics of
their bid may be adversely impacted. Since mere ownership of a part of the pipeline
would mean that the royalty expense must be calculated on a different and higher basis
than those who do not own an interest in the pipeline, the hurdle for profitability is
raised. But for those not owning the line, there is no impact. This discriminatory result
could interfere with competition, adversely affecting individual bidders and the Federal
Government as lessor.

d. Disincentive for OCS Exploration and Development

Under §3 of Outer Continental Shelf Lands Act (OCS Lands Act) the MMS must
foster and encourage exploration and development of the OCS. Even though the
development of pipeline infrastructure is a vital element in the orderly and expeditious
development of the OCS, the MMS’ current transportation methodology penalizes the
lessee who takes the initiative and risk and makes the capital investment in pipelines.
By requiring the lessee who owns an interest in the pipeline, or is affiliated with a
pipeline owner, to pay a higher royalty expense than a competitor who merely later used
the pipeline, the MMS creates a disincentive to install new pipelines which impacts all
lessees operating in the affected area.

if the MMS transportation policy is at odds with the core of the OCS Lands Act,
the exploration and development policy disincentive it creates is also incongruous with
recent legislation and even more recent Administration initiatives aimed at encouraging
development. It does not mesh with Congress’ public policy recognizing the need for
royalty relief as an incentive for certain offshore development under the QOuter



70

Continental Deep Water Royalty Relief Act.® Nor does it advance elements of the
Administration’s Comprehensive National Energy Strategy (CNES) adopted by the
Department of Energy last year which, among other things, promotes development of oil
and gas resources on federal lands.

e. Discrimination on the OCS
Section 5 of the OCSLA specifically addresses pipelines and discrimination in
their administration by the interior Department as follows:

. .and upon the express condition that oil and gas pipelines shall
fransport or purchase without discrimination oil or natural gas produced
from submerged lands or Quter Continental Shelf lands in the vicinity of
the pipetines. . .

and later:

(A} The pipeline must provide open and non-discriminatory access to both
owner and nonowner shippers.?

The clear intent of these poriions of the Act is to specify that movement on OCS
pipelines is not to result in discrimination among shippers. Yet by requiring a
reimbursement for movement of the royalty portion below that paid by other parties
similarly situated, the MMS proposal for transportation plainly discriminates in violation
of the spirit, if not the express terms of the Act.

f. MMS Use of Other Approaches

Over the past forty years the MMS has not always used its present capital
recovery approach to determine the value of allowances for transportation. Prior to the
1988 regulation, MMS approved under the "other considerations” provisions of the
regulations and lease the cost paid by third parties moving through the pipeline. This
approach recognized that the measure of value for the allowance could reasonably be
based on what other non-related parties paid to move through the same pipeline during
the same monthly accounting period.

2. Industry Proposal

in an effort to reach closure with the MMS on the transportation adjustment
issue, Industry offered a new, pragmatic recommendation at the recent workshops.
Stripped to its essence, the Industry-recommended approach comprises the following:

» Forarm’s length transportation, the actual rate paid would be used (as the
MMS proposal already provides).

5 Quter Continental Shelf Deep Water Royalty Relief Act, P.L. 104-58, 109 Stat.563, codified at 43 USC §
1337(a) and OCS lLands Act § B(a).

7 OCS Lands Act 5(e).

8 OCS Lands Act 5(f).
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« Fornon-arm’s length transportation, where more than 20% of the pipeline
volume is arm's length transportation, an annualized volume-weighted
average of the arm'’s length rate would be used.

*  Where less than 20% of the pipeline volume is non-afiilialed, a raie
corresponding to twice the Standard & Poor's BBB bond rate for
undepreciated capital, but never less than 10%° of the capital cost of the
original line plus operating and maintenance expenses, would be used.

+ Timely issuance of subsea guidelines for the Gulf of Mexico.

See Appendix “A” at 10-13.

Industry’s transportation recommendation would sidestep the jurisdictional
question altogether and the FERC tariffs issues now in litigation, drawing no distinction
between jurisdictional and non-jurisdictional pipelines. it would use objective, verifiable,
comparable payments by non-affiliated parties as the comerstone. It recognizes that
transportation is a service for which all similarly situated parties shouid be treated the
same to avoid discrimination and avoid interference with competition. It avoids the
merchantability issue, provides certainty in administration and facilitates audits.

At the March-April 1999 MMS workshops, several questions about the Industry-
recommended approach arose in three areas: the risks of pipeline operation, the cost of
capital recovery, and the MMS' proposed S&P BBB bond rate itself.

Pipeline risk. MMS asked industry to further elaborate on the "risks" surrounding
oil pipelines, contending that there appeared to be little risk in operating an oil pipeline
after discovery of reserves. Several witnesses appeared and responded to this issue.

These witnesses established for the record that there are very real risks
surrounding pipeline operation. Pipelines, especially those in the Gulf, are built at great
distances for more than movement of one lease's production. Pipelines may be sized
well above that needed for single lease affiliate production. This alone increases cost,
but once the line is laid there is the risk of underutilization, i.e., less oil is available than
the line size anticipated to operate profitably. An example of underutitization of a
pipeline with increased costs and less profit was discussed,

Competitive conditions created by installation of other lines can upset planned
economic premises by lowering transportation rates charged due to competition. In
fact, it was demonstrated in response to MMS inquiry that there is a competitive market
for transportation.

Technology challenges and changes were also cited. Technology development,
especially for despwater lines, is a very significant capital expenditure and an integral
part of a resource development project. Deepwater lines cost today around one million

® The proposed 10% minimum, is best viewed as a management fee, appropriate even if the pipeline is
fully depreciated. Absent such a fee, the owner would have limited incentives to manage the operations
for the pipeline and manage the risks of continuing to operate the pipeline
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doliars per mile because of the hostile conditions of water depth {i.e., extraordinary
variations in temperature, pressure and undersea topography). Even today work is still
underway to technically solve tie-ins below water in deeper waters of the Gulf. Overall,
the MMS should take into account that there is substantial risk in operating pipelines.

Cost of capital and S&P BBB bond rate. The rate of return necessary to
reasonably operate a pipeline was discussed and it was pointed out that Standard &
Poor's BBB bond rate coupled with eventual zero depreciation failed to provide that
return. The essential problem with the MMS methodology is that it ignores the use of
higher cost equity financing. By arbitrarily assuming 100% debt financing, the MMS
methodology fails to provide firms a return commensurate with the rate of retumn
expected by investors or a retum that covers the firm's cost of raising capital. Further,
once a pipeline is depreciated, the firm receives no return on its investment and is
merely paid a transportation rate that covers variable operating expenses. The
management fee approach, used by the FERC, may be one way to rectify this problem.

Appendix “D” to our comments reviews the cost of capital concept and the way in
which regulatory authorities {other than the MMS) typically determine the allowed return
on investment in regulated industries. Our purpose here is not to suggest a particular
regulatory approach for the determination of transportation rates, and certainly not to
accede to a capital recovery approach in principle. Rather, the weighted average cost of
capital estimates presented in the appendix show that the conventional approach for
determining the cost of capital results in cost of capital estimates that exceed the
estimates generated by the MMS approach. A review of estimates by others
undoubtedly would show the same.

Lest there be any misunderstanding, Industry does not endorse the MMS’ flawad
capital recovery methodology. industry’s recommendation is really two-fold. First, if the
MMS is wedded to a capita! recovery approach, the MMS should adopt a rate of
recovery substantial higher than the proposed Standard & Poors BBB rate. This would
be more in line with the expected return required by an investor that would take into
account the significant risks associated with such projects. Second, and more
fundamental, the MMS should undertake a hard look at the complex transportation
allowance issue and consider another workshop or a symposium. With such an
opportunity, the MMS could avail itself of available expertise among other federal
agencies, Industry and the public which we believe would help the MMS align its
transportation allowance policies with economic realities.

D. Adjustments to Downstream Values - Quality and Location

As with adjustments for transportation, the current MMS propaosal does not allow
adjustments for location and quality sufficient to calculate a reasonable value of
production at the lease. Specifically, the current MMS proposal:

» Relies on Form MMS-4415 that is unduly burdensome and results in the
coliection of information not usable for the purpose intended.
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+ Uses MMS-published location/quality differentials that are likely to be as much
as 24 months out of date.

+ Does not include all appropriate adjustments (e.g., quality adjustments between
aggregation point and the lease).

* Includes as a starting point an index that in some cases may be far from
reflecting the quality of crude oil being valued (e.g., some streams may have as

~much as a 20 degree difference in quality).

+ Provides for several publications without addressing the situation publication
where somewhat different spot prices for the same crude are quoted in multiple
publications.

oc Appendix “A” at 14.

To address these problems, industry recommended at the March-April 1999
workshops an approach with the following elements:

» Consistent with the MMS proposal, actual location/quality differentials would be
used by lessees having such transactions.

* Industry and MMS would develop a uniform monthly report based on a
combination of actual location/quality differentiais and location/quality
differentials calculated from gross proceeds transactions. This report would
represent a methodology that reflects value at the lease versus index price
normalized to index gravity. Reported location/quality differentials wouid be
aggregated by the MMS on a periodic basis, at least quarterly, for use by
companies without alternative means to value non-arm's length transactions.

See Appendix “A” at 18,

Industry also suggests that in developing the form, the MMS:
specify one publication per crude;'®
« use nationwide the nearest index point with like guality; and.
allow adequate adjustments for transportation.

Such an approach offers several distinct advantages. it uses more current data
to better reflect the dynamic crude oil market and arrives at a more accurate value of
production at the lease. it uses information on crude oil quality at the lease based on
transactions that are auditable. It would be less costly to administer than Form MMS-
4415 because it would not require the collection of unnecessary, difficult to assimilate
information. Finally, the information collected is not proprietary and would be available
to industry and the MMS. See Appendix “A” at 16.

1° As an alternative, the MMS could establish a seriatim list for each crude, identifying more than one
publication but specifying their order of use depending on availability of publication.
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E. Adjustments for Downstream Values — Midstream Activitics

in addition to the transportation, quality and location adjustments described
above, further adjustments to a market center index may be necessary to accurately
calculate the value of production at the lease. These adjustments are for midstream
costs that are incurred whenever crude oil is sold away from the lease market, at some
downstream point such as the market center index point,

Many of the midstream costs are components of an overall transportation cost,
such as scheduling of transportation voiumes, pipeline fili, pipeline loss allowances, risk
of transport failure, risk of pipeline spill, oil distribution fees, scheduling of storage
volumes, maintaining inventory, and the time vaiue of money associated with the
delivery of volumes. At the March 25, 1999 workshop in Albuguergue, MMS
acknowledged that costs of transportation-related midstream activities should be
allowed as an adjustment. Industry requests that MMS, having acknowledged the
propriety of such adjustments in the workshops, expressly allow for such adjustments in
the final rule.

There are other non-transportation-related costs of midstream functions that help
account for the difference in spot market center indices and value of production at the
lease. These midstream functions include securing division orders, disbursing
production proceeds, complying with regulatory and reporting requirements,
aggregating supplies, staffing and salaries, and office facilities and equipment. if MMS
does not permit all appropriate adjustments, it would be assessing royalty on the value
of those midstream functions and would be unlawfully determining the market value at
the lease, since royalty is due on the “value of production.”

MMS has also recognized that other midstream adjustments from index may be
taken into account. in its own contract with small refiners under the royalty in kind
program, the MMS admits to the "arm's length negotiation" of a flat $0.35 per barrel
adjustment off index for production delivered to the small refiners at the market center
(where transportation, quality and location differentials would not be at issue). It wouid
logically follow that further adjustments which include the cost of midstream functions
would be necessary to arrive at the value of production at the lease. Furthermore, 43
USC 1353 (b){2) requires that federa! production taken in kind and delivered to small
refiners shall be at “fair market value.” This negotiated adjustment in its contract with
small refiners is recognition by MMS that spot index prices do not represent "fair market
value" even at the market center.

F. No Second-Guessing

At its core, the industry recommendation would emphasize that the lessee
deserves a presumption in favor of gocd faith where a lessee enters into an arm’s
length transaction. The mere existence of a higher price in another transaction should
not suffice to have the transaction deemed non-arm’s length or to disallow the price
received as the value for royalty purposes. See Appendix "A” at 19-20.
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Underlying this recommendation is the fact that economic interest drives the
lessee to seek the highest price wherever possible; after all the lessee’s share is 5/6
offshore and 7/8 onshore whereas the lessor’s royalty share is 1/6 offshore and 1/8
onshore. Moreover, a presumption of good faith would not, of course, shield lessees
from audit and would not be ficense for misconduct or fraud. Lessees operating in good
faith simply need a reasonable threshold before their normal business transactions can
be set aside.

In the course of the workshops, specific regulatory language was developed to
strike a balance on this important issue, drawing on industry proposais and the earlier
comments of the State of California. See Appendix “ B”; see also Appendix “A” at 21-22.

F. Binding Determinations

The gist of industry’s recommendation is that lessees trying to comply with MMS
valuation regulations need an explicit process by which they can obtain timely MMS
determinations of valuation methodology that can be relied on for satisfying royalty
obligations.

In earlier comments, AP/ alluded to the IRS’ regulations for private letter rulings™ but
at the recent workshops, Industry offered a specific recommendation having several
specific features:

» Limited to the specific facts presented for a specific property (i.e., no
hypothetical cases);

« No precedential effect;

+ Requires MMS determinations within a prescribed time period (i.e., 180 days);

« Prescribes default in absence of MMS action (i.e., lessee could rely on
proposed methodology until MMS decides otherwise); and,

« Could be revoked prospectively (i.e., lessee would have determination it could
rely on until MMS changed its mind; prospective MMS change would involve
no revision of records and payments and would be subject to challenge).

See Appendix “A” at 24-27.

As the MMS knows, several federal agencies have procedures in place to
generate case-by-case rulings to assist regulated entities to comply with agency
regulations.'? For example, United States Customs Service regulations contemplate the
issuance of a variety of rulings at the request of a reguiated party. The Customs Service
regulations make the rulings inapplicable to hypothetical questions, ' limit the rulings to
actual prospective transactions described by specific facts,’* and permit the applicant to

'’ See AP! April 1998 comments at 11-12.

See, e.g., Internal Revenue Service regulations at 26 CFR 601; Department of Treasury regulations at
17 CFR § 400.2; Customs Service regulations at 19 CFR Part 177; Department of Energy regulations at
10 CFR Parts 205 and 490; Contract Disputes Act, 48 CFR § 33.211; Security and Exchange
Commission, 17 CFR §140.99 {a}{2); Department of Justice, 28 § 80; Government Ethics Standard of
Ethical Standards of Ethical Conduct, 5 GFR Part 2635,

B19CFR§177.7.
19 CFR § 177.2(b).
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propose a particular ruling. 'S Although the Customs Service rulings may be narrowly
fimited in application,'® they are binding upon issuance,'” and are subject to
administrative appeal.18 The Customs Service rulings can be revoked or modified but,
so changed,'® do not apply retroactively, provided several reasonable conditions are
met (e.g., no misstatement or omission of relevant facts, good faith reliance).”

In addition, several agency regulations prescribe a period of at least presumptive
tength for agency disposition of the ruling request.?! This is especially significant for
lessees who are subject to fines for failure to make accurate and monthly royalty
payments. Moreover, lessees are situated quite differently from most other regulated
parties who seek rulings from other agencies, because crude oil production is not an
isolated event but a continuing process where any delays in valuation could necessitate
substantial retroactive changes in records and royalty payments which are costly to
perform.

During the March-April 1999 workshops, certain questions arose in connection
with the problems with non-binding determinations: participation by states in the
process; the difficulty of arriving at determinations; the lack of MMS resources.

Problems with non-binding determinations. At the April 7, 1999 workshop,
Industry representatives explained, non-binding determinations pose a dilemma for a
lessee. If the MMS determination is adverse, but not binding, the lessee has no
recourse except to accede to it or ignore it and face the prospect of an order to pay,
possible penalties, and potentially allegations of False Claims Act violations. Even if the
determination is favorable, its non-binding character in no way constrains auditors from
later issuing demands leading to the same consequences. Thus, future non-binding
determinations would be of dubious value, but binding determinations would be of great
value.

State participation. industry is unaware of any agency ruling procedure that
expressly provides for participation by other parties such as the states. However,
Industry believes such provisions are unnecessary. Industry suggests instead that the
MMS adopt procedures comparable to Department of Energy regulations that require
that interpretive rulings be placed in a public file.?

MMS resources and difficulty. At the April 7, 1999 workshop, the MMS voiced
reservations about the establishment of an explicit process beyond the proposal that the

5 19 CFR § 177.2(b)(6).
® 19 CFR § 177.9(b)(3).
719 CFR § 177.9(a).

'® 19 CFR § 177.2(b)(2)(B).
® 19 CFR § 177.9(a).
20 19 CFR § 177.9(d)(2). See also Department of Energy regulations at 10 §480.5(h)(1) specifying that a
person relying on an interpretive ruling shall not be “subject to an enforcement action for civil penalties or
criminal fines for actions taken in reliance thereon. ... "

2 Contract Disputes Act decisions at 48 CFR sec33.211 (60 days); Department of Justice Foreign
Corrupt Practices Act opinions at 28 CFR § 80.8 (30 days); Department of Justice Foreign Agents
Registration Act opinions at 28 CFR §5(i).

2 See DOE regulations at 10 CFR §490.5(k).
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Assistant Secretary or his delegate be empowered to issue binding determinations.”
Underlying its reservations, the MMS said that necessarily required substantial agency
involvement, consideration of comparable situations, and staff resources well beyond
the existing complement.

Without trivializing MMS’ resource and decision making concerns, Industry wouid
only observe that lessees have the obligation to report production and pay royalties
within 30 days, and face imposition of interest, penalties, and even allegations of Faise
Claims Act violations, if strict compliance with the MMS' complex valuation regulations--
often determined through audits years later--does not occur. Industry does not quarrel
with the strict compliance, only that the MMS is best situated to make the
determinations lessees need to rely on. To the extent there is a staff resource problem,
we submit that this is attributable 1o the inherent complexity of fair valuation regulations
which could be eliminated through adoption of royalty-in-kind in lieu of valuation.
However, if the MMS needs additional resources 1o do its job, Industry urges the MMS
to raise this during the congressicnal appropriations process.

Industry simply urges the MMS to craft its own procedures, tailored 1o deal with
the realities of oil and gas production and the associated royalty reporting and payment
obligations. Royalty determinations so obtained would, of course, not be substitutes for
audits but would, we believe, lead to far fewer controversies, appeals and litigation, all
of which consume lessee and government time and doliars.

#EAEEH

List of Appendices

Appendix A: Compilation of Joint Industry Recommendations Offered at March 23,
March 24 and April 6-7, 1999, MMS Workshops on Crude Qil Valuation Rulemaking

Appendix B: Additional industry Recommendation on Second-Guessing Issue
Developed at April 6-7, 1989 MMS Workshop on Federal Crude Oil Valuation

Rulemaking

Appendix C: ABC Company’s December 1988 Location/Quality Differential for Federal
Crudes

Appendix D: The Cost of Capital vs. the Return on Investment Allowed by the MMS

* See 64 FR 12267,12269 (March 12, 1998), citing the latter of the Assistant Secretary, Land and
Minerals Management, to Members of Congress, dated August 31, 1998.
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Appendix A

Compilation of Joint Industry Recommendations Offe
A red at March 23, March 24
and Apnl 6-7, 1999 MMS Workshops on Federal Crude Oil Valuation Rulemaking

Oil Valuation Overview

Arm’s Length
- Definition of “affiliate”

- Triggers gross proceeds i\

Binding
Determination

- Explicit process

;
/

- Not a precedent

- No effect on appeals

Adjustments

- Transportation

- Location

- Quality No Second

Guessing
- Good faith
- Not fraud
Non-Arm’sLength

- Comparable sales
- Option to trace

- Indexing
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Appendix B

Additional Industry Recommendation on Second-Guessing Issue
Developed at April 6-7, 1989 Workshop

Additional Industry Recommendation on Second-Guessing Issue
Developed at April 6-7, 1999 Workshop on Federal Crude Oil Valuation

§206.101

Retain the current definition of “gross proceeds.”

§206.102

Replace the term “seller” with “lessee.”
Move reference to non-armt’s length sales to non-arm’s length sales section.

Provide option to trace through affiliate resale or use other non-arm’s length method
in non-arm’s fength section.

Rewrite §206.102(c) as follows:

You must value the oil under section 206,103 if MMS determines that the value
under paragraph {a) of this section does not reflect the reasonable value of the
production due to either:

{i) misconduct by or between the parties to the amm's length contract; or

(i) breach of your duty to market the oil for the mutual benefit of yourself and the
lessor.

MMS shall accept arm’s length transactions entered into by the lessee as the
appropriate basis for federal royalty payments even though that value may not be
the same as spot prices, NYMEX prices, or other index prices, or other prices
received in other good faith arm's length transactions, provided that the value for
royalty payments is the total consideration the lessee actually received at the
lease for oil produced from federal oil and gas leases which has been placed in
marketable condition, less applicable allowances.

Add preamble language, to wit:

The MMS will not evaluate the method used by the lessee to market its oil when
determining whether the lessee marketed in “good faith.” For example, if a lessee
decides to sell its oil at the wellhead instead of selling it at a downstream point,
the mere fact that the lessee raceives a lower price than he may have received at
another point of sale, absent other factors indicating fraud, illegality or bad faith,
would not indicate lack of good faith by the lessee, and wouid not be a
circumstance that would require royalty adjustments in any potential future
audits.

§206(d)(3)

Rewrite §206(d)(3) as fcllows:
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Value must 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 1o take proper or timely action to receive prices or
benefits to which it is entitied, it must pay royalty at a value based upon that
obtainable price or benefit. Contract revisions or amendments must 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 documented reasonable measures, to
force purchaser compliance, the lessee will owe no additional royalties unless
monies or consideration resulting from the price increase or additional benefits
are received. This paragraph will not be construed to permit a lessee to avoid its
royalty payment obligation in situations where a purchaser fails to pay, in whole
orin part or timely, for a quantity of oil.

§206.106
* Revise §206.106 to read as follows:

The lessee is required to place oil in marketable condition at no cost to the lessor
uniess otherwise provided in the lease agreement or this section. When the value
of hydrocarbons is determined by gross proceeds, the gross proceeds will be
increased o the same extent that the gross proceeds are reduced by the
purchaser, or other party, providing certain services to the lessee when the cost
of these services are ordinarily part of the lessee’s responsibility to place the oil
in marketable condition.
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Appendix C

ABC Company’s December 1998 Location/Quality

Differential for Federal Crudes

ABC Company's December 1998 Location/Quality Differential for Federal Crudes

The following table depicts the differential that ABC Company did or would have used in transactions invoiving

Federal crudes relative to various market center index crudes.

Index Crude - WTI at Cushing as measurad by the average of NYMEX quotes
during the month of December, 1998 - assumnes 402 API gravity.

Crude Delivery point
NM, WT, Ok intermediate

sweet crudes @ lease
Wyo Sweet @ lease
Wyo SW Swest @ lease

ND Sweet @ lease
Utah 4 Corners @ lease

Location/Quality vs index

(80.86)
(51.66)
§0.14
(§2.61)

{80.81)

Other Quality Adjustments

Gravity adjustment table.
Gravity adjustment table.
Gravity adjustment table.
Gravity adjustment table.

Gravity adjustment table.

Index Crude - WTS at Midland as measured by the average of Platts quotes
during the month of December, 1998 - assumes 34¢ AP gravity.

Crude Delivery point
WT, NM, Ok sour @ lease
crudes

WT Yates @ lease

Wyo Asph sour @ lease

Location/Quality vs index

($0.61)

($0.36)

(30.71)

Qther Quality Adjustments

Gravity adjustment table.

Gravity adjustment table.

Gravity adjustment table.

Index Crude - LLS at St. James as measured by the average of Platts guotes
during the month of December, 1888 - assurnes 352 AP} gravity.

Crude Detivery point
Sola Sweet 1st on-shore point
Sot.a Sour 1st on-shore point

Location/Quality vs index

(80.31)

(80.94)

Other Quatity Adjustments

Gravity adjustment table.

Gravity adjustment table.

Index Crude - Kem River deliverad into the pipeline as measured by the average of Platls quotes

during the month of December, 1998 - assumes gravity of 132 API

Crude Delivery point
SV @ lease
Off-shore Calif. from lease into AAPL

20°API gravity
5% suiphur

Location/Quality vs index

($X)/8

(sY)/8

Other Quality Adjustments
Gravity adjustment table.

Gravity @ x/*
Sulphur @ y/SB
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Appendix D

The Cost of Capital vs. the Return
on Investment Alfowed by the MMS

The Cost of Capital vs. the Return on
Investment Allowed by the MMS

introduction

The cost of capital is typically represented as the weighted average cost of a
firm’s equity and debt. Thus, a firm’s existing capital structure {(which comprises
the respective proportions of its issued debt and equity), as well as its cost of
issuing additional debt and equity, determine its overall cost of raising capital.

This appendix explains the cost of capital concept and how the cost of capital is
calculated. Next, the procedure used by the MMS for determining the return on
invested capital is reviewed. The MMS provides pipelines a return on their
undepreciated investment equal the return on BBB bonds. A comparison of the
petroleum industry’s cost of capital, adjusted for taxes, highlights the fact that the
current MMS methodology restricts returns on invested capital to rates that are
below the oil and gas industry’s weighted average cost of capital (WACC}.
Finally, the problem of depreciation and the concept of a management or service
fee, used to compensate owners of fully depreciated pipelines, are discussed.

The Cost of Capital

in general terms, the cost of capital is the minimum rate of return necessary to
attract capital for investment. |t also can be defined as the expected rate of
return prevailing in capital markets on alternative investments of equivalent risk.
Firms invest in projects expecting to earn a rate of return that equals or exceeds
their cost of capital. If firms cannot earn at least enough to cover their variable
operating costs and their cost of capital, they will not be willing to raise funds for
project investments. A firm that fails to earn a return that at least covers its cost
of capital and variable operating costs is not viable in the long run.

In addition to keeping the above economic principles in mind, legal rules require
regulators to carefully evaluate a firm’s cost of capital. ' The traditional rationale
for cost-of-service rate regulation (e.g., by the FERC and state public utility
commissions) is that the regulated company is a monopolist. Since competitive
forces are not considered fully operative, cost of service regulation seeks to
generate a rate of return that is “reasonable”, i.e., one that would be earned if
competition reigned. Thus, regulatory agencies have long adhered to the
requirements laid out in leading court cases. 2 Cost-of-service methodologies
also typically allowed firms to charge rates that covered variable operating costs,

! Pipelines transporting royalty production should not be treated as if they are public utilities.
2 See Bluefieid Water Works v. P.8.C., U.S. 679 {1923); F.P.C. v. Hope Natural Gas Co., 320
U.8. 591 (1944}.
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The Weighted Average Cost of Capital

Firms typically raise capital by issuing debt and equity. The cost of issuing debt
instruments normally is lower than issuing equity. Given this relationship, one
might ask why firms ever resort to equity financing. Both debt and equity are
issued because a firm’s access to debt markets (i.e., its “debt capacity”) is limited
by the fact that investors perceive an excessive debt level as risky. From the
investors's perspective, one advantage of purchasing a debt instrument over
equity is that the firm is obligated to pay off debt holders before equity holders
should bankruptcy ensue. If the firm is financed entirely by debt, the ability of
debt holders to recover their investment if bankruptcy occurs would be
weakened. For this reason, there is a limit on a firm’s reliance on debt for
financing.

The cost of capital is properly calculated as the weighted average of the various
types of funds used by a firm to raise funds, regardiess of the specific financing
used by the firm to fund a particular project. Suppose debt alone was earmarked
to finance a specific project. The cost of debt financing aliocated by the firm to
the project does not reflect the cost of capital because the firm has “used up” part
of its debt capacity and will be forced to direct equity capital to other projects.

A General Approach for Determining the Cost of Capital

One recognized methodology for measuring a firm’s (or an industry’s) cost of
capital is based on the weighted average of debt and equity costs.® The
weighted cost of capital, k., is given by the expression:

(1) ke = Wako(1—1) + Weke

where wg and w, represent the respective proportions of debt and equity; ky
and k, represent the cost of debt and equity; and t is the corporate tax rate. The
cost of debt for a firm or industry is represented by the return on bonds that
investors require, given the perceived riskiness of the firm or industry. For
example, the return offered on a Standard & Poor’s BBB rated corporate bond is
sometimes used as a measure of the cost of debt (as opposed to the total cost of
capital) for an average firm.*

3Most finance texts present the basic model described here. See, for example, Eugene F.
Brigham, Financial Management: Theory and Practice, 4" ed. Dryden Press, 1985; Richard
Brealey and Stewart Myers, Principies of Corporate Finance, 2" ed.,1984; and Kolbe et. al.,
[1984].

4 Determining the rate to use is complicated by a bond's date of maturity. As the date of maturity
extends into the future, the return on a bond of a given grade usually increases since investors
perceive increased financial and business risk the longer it is before the bond matures.
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Determining the Cost of Equity Capital

The Capital Asset Pricing Model (CAPM) and the Discounted Cash Flow Model
(DCF) are two widely used methods for estimating the cost of equity capital,
although there are others, The CAPM model takes into account the “systematic”
financial risk associated with the firm’s stock. Systematic risk is a measure of the
extent to which changes in the returns from holding a firm’s stock is correlated
with changes in the returns from holding a portfolio that reflects the entire stock
market. Systematic risk is referred to as a firm'’s Beta. Most empirical measures
of Betas are based on movements in stock prices over the previous 60 months.
The cost of equity is given by the expression:

@) ke= Bt +Plkm-Rs)

where R; is the return offered by a risk free investment (e.g., a Treasury Bill}, § is
the firm's beta, and kn is the return offered by investing in a portfolio
representative of the entire market. The term in parentheses, the difference
between k,, and Ry, is a measure of the long-term risk premium afforded by
investing in equities.

In contrast to the backward looking CAPM, the DCF model is forward fooking.
The DCF methodology estimates the rate of return on a stock that investors
expect {and that the firm must attempt to provide) by looking at how the dividend
yield is expected to grow. In its basic form, the DCF model can be expressed as:

(3) ke=DIP +g

where D is expected dividends; P is the current price of the firm's stock; and g is
the rate at which dividends are expected to grow in the future.

The MMS Methodology for Determining Transportation Charges

When a lessee providing transportation for royalty production has a non-arm’s-
length contract or no contract, the transportation charge is based on the lessee’s
“reasonable actual costs”. The MMS recognizes operating and maintenance
{O&M) costs. These costs include tangible variable costs such as labor, fuel,
utilities, rent, and ad valorem taxes (but not income taxes), as well as expenses
related to operations supervision and engineering. Overhead expenses directly
attributable to and allocable to the operation and maintenance of the pipeline
also are allowed.

With respect to the fixed investment in the pipeline, the lessee can elect to
include annual depreciation plus a return on undepreciated investment orit can
include a cost based on the undepreciated portion of its investment multiplied by
a rate of return equal to the yield on BBB bonds. Under the MMS regulations, it is
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unclear whether the lessee can earn a return on the capital invested during the
period prior to construction. Regulatory agencies permit such a return to be
recovered once the facility is placed into service through use of an “Allowance for
Funds Used During Construction”. As the pipeline ages, the transportation rate
for royalty production falls and finally approaches a floor determined by variable
O&M costs. The MMS rationale is that it doesn’'t want “to pay for a pipeline
twice”.

The notion that the MMS is “paying” for the pipeline makes little economic sense
since most firms use debt and equity to raise capital. As was explained above,
the cost of capital takes into account the higher cost of equity as well as the cost
of debt. Further, there is no rationale for ignoring the cost of capital used during
the construction phase. Thus, the MMS methodology results in a transportation
charge on royalty production that is below the real cost of providing
transportation services. In effect, the MMS is assessing a royalty on
transportation as well as production.

Comparing Estimates of the Petroleum Industry’'s Weighted Cost of Capital
with the MMS’ Currently Allowed Return on Invested Capital

In comparing data on the cost of capital, income taxes must be taken into
account. The cost of equity capital is the return that investors require if they are
to invest in an enterprise. For the corporation to pay dividends and offer the
return, as calculated above, to investors, they must earn an even higher rate on
invested capital since they must first pay corporate income taxes before they can
pay dividends. Thus, the actual rate of return that must earned on investment is
higher than what the third party surveys set forth as the cost of capital (i.e., these
surveys report after tax returns). For example, if the corporate income tax rate is
35%, then, as an approximation, an after tax return on equity of 12% is
equivalent to a pretax return of 16.2%.

Rather than express the required rate of return on equity in pretax terms,
regulatory commissions, when determining the allowed return using the CAPM or
DCF methodologies, allow the firm to treat income taxes as a cost of operation.
This convention compensates firms for income taxes, but it masks the fact that
firms must earn more than what is implied by the CAPM or DCF methodologies.
Since the MMS does not permit firms to treat income taxes as an expense of
operation, any return based on an estimated cost of capital must be adjusted
upward to compensate firms for income tax effects.

Numerous organizations (academic, investment firms, and investor newsletters)
estimate the cost of capital for individual companies and for industry groups.
Most estimates are proprietary and cannot be reproduced. However, in broad
terms, current estimates of the petroleum industry’s weighted average cost of
capital range typically range from 9.5% to 11.6%. It should be recognized that the
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cost of capital for individual companies, depending on their size and borrowing
capacity, could fall outside this range. Further, the cost of capital can vary over
time in response to changing economic conditions as well as individual company
circumstances.

As just explained, these estimates represent after tax calculations. Because the
MMS does not allow firms to treat income taxes as an expense, these estimates
must be adjusted upward to generate equivalent pretax returns that the firm must
earn to meet investor expectations, as indicated by the above range of estimates.
Assuming an average corporate tax rate of 35%, the industry’s effective cost of
capital (for pipelines subject to the MMS rate methodology) ranges from 12.8% to
15.7%.

In contrast, the return on BBB bonds averaged 7.2% in 1998 and is averaging
7.4% this year.® Thus, there is at present a gap of some 5.4 to 8.3 percentage
points between what the MMS allows on pipeline investment and a rate that is
similar to the industry’s actual cost of capital.

The Problem of Depreciation

Once a lessee has fully depreciated a pipeline, the transportation charge is
limited to operating and maintenance costs. This presents a problem for the
owners of these pipelines who point out that the transportation charge will be
lower than the actual costs of running a pipeline efficiently once a pipeline is fully
depreciated. They further argue that their true costs are not adequately reflected
in allowed operating and maintenance costs. Pipelines with depreciated rate
bases have at times suggested the adoption of an additional charge called a
“management” fee or a “service” fee.

To address this problem, the FERC has approved the collection of management
fees. One instance in which this was done occurred in Tarpon.® MMS should
consider concepts such as this if it is to provide a fair transportation allowance
when full depreciation has occurred.

Summary

This paper has illustrated the cost of capital concept and reviewed estimates of
the industry’s effective cost of capital for pipelines subject to MMS rate
methodology. The industry’s estimated cost of capital exceeds the return
allowed by MMS by 5.4 to 8.3 percentage points. Thus, the transportation
allowance provided by the MMS does not even approach the level provided
highly regulated public utilities.

® Data on Standard & Poor's BBB rates were supplied by the MMS.
® Tarpon Transmission Company, Docket No. RP84-82-004 (Remand) December 26, 1991.



113

The essential problem with the MMS methodology is that it ignores the use of
higher cost equity financing and fails to compensate for income tax effects. By
assuming 100% debt financing, the MMS methodology fails to provide firms a
return commensurate with the rate of return expected by investors or a return
that covers the firm’s cost of raising capital. Further, once a pipeline is
depreciated, the firm receives no return on its investment and is merely paid a
transportation rate that covers variable operating expenses. The management or
service fee approach, a form of which has been adopted by the FERC, is one
way to address this problem.
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Mr. DEaL. Thank you, Mr. Chairman.

Overall our problems stem from the MMS’s inclination to use a
downstream starting point for royalty valuation.

What are the problems we see? First of all, starting downstream
is unnecessary given the active market at the lease and the avail-
ability of comparable sales at or near the lease as a sound measure
of value. In lieu of the three different downstream-skewed meth-
odologies proposed by the MMS, we've suggested major revisions to
the existing valuation rules. Industry changes would permit full
usage of a lessee’s own comparable sales for valuation of non-arm’s-
length transactions while eliminating perhaps all of the practical
problems the MMS has identified in the past.

Second, starting downstream isn't wise because it requires ad-
justments which inject an inherent complication into the calcula-
tion of value and, in the case of transportation, we believe, can lead
to palpably unfair results. In this case, industry has suggested,
where some sort of netback is required, specific methodologies for
the calculation of transportation, quality and location adjustments,
these would lead to values closer to the lawful value of production,
which leads to my third point.

Starting downstream can lead to unlawful results. To the extent
valuation through indexing captures postproduction values, and |
emphasize postproduction values, added downstream of the lease,
the MMS proposal leads to an outcome at odds with the law. Roy-
alty is due on the value of production at the lease. Postproduction
activities associated with marketing can add value and these val-
ues are not properly part of the value of production. Together, in-
dustry’s suggestions for better use of comparable sales and more
properly calculated adjustments can solve this problem.

Fourth, the proposed downstream-skewed approach is shot
through with ambiguities that make compliance unduly difficult
and frustrate the MMS's objective of certainty. To eliminate this
problem, industry has suggested that the MMS adopt regulations
which clarify the term “affiliate” to make it clear up front what
valuation pathway a lessee should use. We've also suggested that
the MMS adopt regulations that preclude the threat of second-
guessing good faith marketing decisions and imposing some index-
ing requirements simply because a higher price might have been
obtained elsewhere by some other lessee. Likewise, we have sug-
gested that the MMS adopt an explicit process by which lessees can
early on seek timely and reliable determinations of value. If the
MMS can't answer these valuation questions, who can we ask?

Notwithstanding these reservations, we think the rule can be
fixed if certain key changes along the lines I've described are made.
Over the course of the rulemaking, industry has submitted volumi-
nous comments, and the MMS, to their credit, has made some im-
portant changes to the valuation proposal.

Within the last year, we have—industry—has sharpened our
focus on the remaining core issue areas. We've had a common view
on the rulemaking from the outset, but in late 1998 we formed an
industry task force that includes API, IPAA and two of the other
signatories to our written comments, namely, the Domestic Petro-
leum Council and the U.S. Oil and Gas Association.
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This task force took a hard look at the present proposal, and we
took a hard look at our own industry concerns. Task force members
presented our recommendations at the MMS workshops held in
March and April this year, and on April 27th we submitted the de-
tailed written comments | alluded to earlier. These comments as-
semble in one package the elements of industry’s point of view, pro-
posed solutions and answers to many specific questions that arose
in the course of our discussions.

We're frankly encouraged at the MMS staff's willingness to dis-
cuss both sides of the core issues, and we continue to believe these
efforts can lead to a sound resolution of this rulemaking.

I would conclude by saying overall adoption of industry’'s rec-
ommendations as a package would move the MMS proposal a lot
closer to realizing a final crude oil valuation rule that satisfies the
MMS' own objectives. A revised rule should and can be workable
and fair. The revised rule should and can decrease the cost of ad-
ministration and decrease the appeals and litigation that have
plagued all of us in the past, and a revised rule must satisfy the
legal requirement that royalty obligation be based on the value of
production at the lease.

To this I would add just one other thing—to this we would add
only that Congress and the MMS should continue to explore an al-
ternative that can avoid altogether many of the ambiguities inher-
ent in any valuation methodology. If the MMS were to take its roy-
alty-in-kind at the lease instead of in dollars, valuation questions
could be avoided altogether. The MMS could try to realize for itself
the highest selling price for the crude oil it has taken, or if the
MMS were to assume the postproduction activities now performed
by industry, it might even be able to increase its revenues.

I'll turn now to my colleague Mr. Dillon. Together we can answer
any questions you have, Mr. Chairman.

Mr. HorN. Mr. Dillon, Ben Dillon is vice-president of the Inde-
pendent Petroleum Association of America. You might want to dif-
ferentiate what your group’s membership is compared to the Amer-
ican Petroleum Institute.

Mr. DiLLoN. Thank you, Mr. Chairman, members of the commit-
tee. IPAA, the Independent Petroleum Association of America, pri-
marily represents some 8,000 independent oil and gas producers
across the country. I'm pleased to be here today, and | submit for
the record a list of some 22 additional State associations, mostly
independents, endorsing the industry’s written and oral statements
for this hearing, including, I might note, the California Independ-
ent Petroleum Association.

Mr. HorN. Without objection, they will be put in the record.

Mr. DiLLON. Thank you.

Mr. Chairman, IPAA appreciates the opportunity to appear here
today. Your examination of MMS's oil royalty rules could not be
more timely. The past year has been devastating for America’s oil
producers. With record number layoffs and shut-in wells, approxi-
mately $2 billion has been lost in tax and royalty revenues, part
of which is dedicated to education. Even though prices have recov-
ered somewhat, a number of bold steps need to be taken to save
the domestic oil industry. Prices remain unstable, and recovery
time will be lengthy.
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However, fair and certain valuation regulations are needed, irre-
spective of the economic climate. Yes, MMS'’s claim to have made
improvements to the rulemaking is solving a number of concerns.
For this we are grateful. However, the rule as outlined last August
by MMS still significantly impacts independents. | submit for the
record a September 1998 letter signed by some 272 independent
producers discussing how they're impacted by the rule and how
these concerns represent the views of the vast majority of IPAA’s
8,000 members.

Mr. HorN. Without objection, that will be put in the record at
this point.

Mr. DiLLON. Thank you.

Consider an excerpt from the letter, “The rulemaking will cripple
independent producers because the government can second-guess
the proceeds | receive from a third party. If a government auditor
decides my proceeds aren't reasonable or I've breached newly deliv-
ered duties, they will subject me to their complex and costly bu-
reaucratic formulas.” The letter concludes, “To survive in this busi-
ness climate when oil prices are extremely low, | must dedicate my
scarce resources to matters that affect my bottom line. That's not
speaking on behalf of the majors; it's stopping arbitrary regulations
that will harm my business.”

Independents are not asking for more favorable royalty calcula-
tions because of low oil prices. We are simply asking that the rule-
making, especially during these challenging times, be fair and pre-
dictable and thereby eliminate uncertainty and reduce litigation.

In a letter to MMS on April 27th, Senator Bingaman recognized
the impact of this rule on independents by proposing regulatory
language that would not allow MMS to reject wellhead sales when
compared to other transactions. We have no indication that MMS
will accept this language unless MMS reproposes the rule and
seeks comment.

In his letter Senator Bingaman discussed another component of
second-guessing creating uncertainty for all producers. MMS wants
to be able to challenge bona fide wellhead sale contracts in search
of what it thinks are hidden marketing costs. The wellhead pro-
ducer has no control or knowledge of these costs.

An additional unresolved issue affecting all producers is binding
determinations. Every producer, regardless of size, wants to be able
to ask the Department a simple question: Am | paying my royalties
correctly? They want to receive a timely answer and an answer
that is binding. To date, MMS has stated it may, not will, issue
binding guidance, again creating more uncertainty.

You may be surprised to learn that many independents are mar-
keting their production downstream of the lease. The proposed rule
affects them due to MMS's failure to allow proper deductions and
expanded duty to market and the use of index for the offshore and
New Mexico. Even wellhead sellers don't want to create regulatory
disincentives for entering into downstream businesses. Royalty
ought to be paid on the value of production at the lease regardless
of where you produce for the size of your company.

Independents strongly support and participated in the develop-
ment of the industry proposal outlined by Mr. Deal. During a re-
cent MMS workshop in Washington, DC, public interest groups
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seemed bewildered by our endorsement of this proposal. Unfortu-
nately, the so-called experts left the workshop as soon as the dis-
cussion turned technical and demonstrated how each component of
the industry proposal affects independents.

Mr. Chairman and members of the committee, if all sides are
flexible, we can find a solution that allows implementation of a
final rulemaking in a timely manner. IPAA believes that a com-
prehensive royalty-in-kind program with possible valuation lan-
guage similar to S. 925 is a permanent solution to the royalty de-
bate.

I'll be happy to answer any questions you or the committee may
have.

Mr. HorN. Thank you very much. We appreciate that statement.

We're going to give each Member 5 minutes for questioning. We'll
have another round if it's needed, and I'll start out the questioning.

Let me ask the whole panel. Have you been satisfied with the
rulemaking process, and if you haven't, what are the major barriers
toward implementing a new rule that is both simple and fair? Mr.
McCabe.

Mr. McCABE. Chairman Horn, on the whole, the rulemaking pro-
cedure has been taxing and long, but, you know, that's something
we're willing to go through. What has been particularly vexing ob-
viously are the continued moratoria on any rule at all. We deeply
believe that the major oil companies will agree to no rule at all
that references market value at—at the recognized market centers.
You can ask the oil industry representatives if they care to com-
ment on that. | don't think they will flat out say they will agree
to a market-based judgment of—of oil prices. It's—it's been hectic
but manageable.

Mr. HorN. Mr. Taradash, what's your answer to that? Are you
satisfied with the rulemaking process, and what are the major bar-
riers that are implementing a new rule, and how do we get one
that's simple and fair?

Mr. TArRADASH. Well, the process itself, Mr. Chairman, initially
was very unacceptable. Tribes were called to a meeting at MMS,
and this was on the heels of the tentative agreement, at least on
the Federal oil rulemaking, and we were asked virtually to respond
without any opportunity to examine the issues as to whether a
modified version was acceptable to us. Now, to its credit, after
some objection, MMS did change that approach. However——

Mr. HorN. How did they change it?

Mr. TARADASH. Well, they—they offered more opportunity for
input, and the notion was that expanded time and activity was
functionally equal to a substantive examination of the issues,
which is a falsehood. But nevertheless, the process contained, the
elements of fairness in that sense, but it remains, however,
though—what the committee, | think, really should address in
some way is in looking at the way and the effectiveness that MMS
and the government itself, even before MMS, has enforced lease
terms through regulation and otherwise. Is it reasonable to expect
that venturing off into a different version of valuation regulations
is going to be any more successful than the past version?

And let me just quickly add, Mr. Chairman, one of our major pro-
ducers at Jicarilla filed an extremely large claim for recoupment a
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number of years ago which resulted in ultimately negotiations and
a settlement agreement through which a different valuation meth-
odology other than that which MMS has—was agreed upon be-
tween our industry partner and the tribe. Instrumental in that at
the time was Mr. Dillon, who was working for MMS, and Albie
Moriano, who is its Deputy Director. The creativity involved in that
solution lent certainty, simplicity and closure, increased tribal roy-
alties over 17 percent, and the company has requested and has
been given three additional amendments to that agreement for the
sole purpose of adding additional leases under a valuation meth-
odology that they know increases their payment.

My point, Mr. Chairman, is this: In cooperation and with a little
bit of creativity, and in cooperation with industry, and when MMS
can be flexible, we have arrived at different methodologies that do
work, that industry is satisfied with, that offer certainty and clo-
sure.

Mr. HorN. Mr. Deal, what's your answer to the question as to
how satisfied you are with the rulemaking process, and what are
the major barriers toward implementing a new rule that is both
simple and fair?

Mr. DeaL. Well, a few thoughts which overlap some of my col-
leagues here, like Mr. McCabe. We've certainly found this rather
taxing, rather long. We've submitted, at least by my count, seven
sets of voluminous comments, which | have been centrally involved
in writing. It has been taxing, but it's been worth it. It was a slow
start. It took us a while to figure out what the rule was about and
where it was coming from. In the course of this, I think we—our
initial feeling was the barrier we were confronting was what we
perceived as the MMS’ preoccupation with indexing, indexing, in-
dexing; we don't want to talk about anything else.

I think in the course of the rulemaking, things have changed. |
think there’s been a willingness to—to look at more information. |
think there has been some movement on some key issues so as to
sharpen the issues.

I, like Mr. Taradash, look at the valuation regulations, and while
we have offered suggestions that we think will make the regula-
tions work, | guess our—if you take us a few steps away from the
rulemaking, we would look at valuation and say no matter what
you do, it's inherently complicated, and that leads us to believe
that perhaps something like royalty-in-kind might be really the an-
swer we're all looking for.

Mr. HornN. Mr. Dillon, do you want to add anything to that?

Mr. DILLON. Yes, Mr. Chairman. As well we have found the proc-
ess to be long and taxing, especially to my members who typically
don’t engage in such lengthy rulemaking processes. However, we've
come a long way. We started the proposal in 1997 by saying every
producer because of a provision that said if you buy oil, you will
be on NYMEX, and all my members buy oil for one reason or an-
other. It impacted the entire producing community. That is no
longer the case today. We're down to the type of concerns that |
highlighted in my statement and that are covered in the industry
proposal and find that these last set of workshops were quite pro-
ductive.
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We are a bit frustrated that the outside critics won't spend time
with us trying to come up with the creative type of solutions that
Mr. Taradash talks about. Every time we go to these sessions,
there’'s a lot of demagoguing on each side. We have some proposals
out there that we truly believe will satisfy the independent con-
cerns, and there is no exchange as to how we can find a com-
promise in that area. But again, even though it has been a long
process, much improvement has been made.

Mr. HorN. Thank you.

We're going to increase the question period time to 6 minutes be-
cause | went over on that, but any time a Member asks the panel
as a whole, we will finish that out.

I want to ask the gentleman from Texas, Mr. Turner, as to who
the ranking member is today. Is it you or Mrs. Maloney, and | will
call on whoever Mr. Turner says.

Mrs. MALONEY. Mr. Turner.

Mr. HorN. OK. I yield 6 minutes to the gentleman from Texas,
Mr. Turner.

Mr. TURNER. Thank you, Mr. Chairman.

This is very troublesome to me, and the only thing | can really
relate it to and maybe most of us can relate to the valuation of a
home for tax purposes. You can always have different experts come
in and give different opinions, and it seems that what has hap-
pened in this particular area, to me, is that we have had difficulty
because there are differing opinions, and any time we have differ-
ing opinions, there’s room for litigation. And, of course, when we're
talking about valuing the biggest house on the block owned by the
wealthiest person the block provides for interesting litigation.

So it does seem to me that it's incumbent upon the Congress and
the agency to try to take a common-sense approach to this issue
and to be sure that we set forth some rules that everybody can un-
derstand that can be followed, and that once a valuation is set and
the taxes are collected, that at some point the door closes and we
move on.

And it seems to me that we may be getting close, but we’re not
quite there yet, and | guess maybe |I might have one question, Mr.
Deal, for you. You mentioned several things that you thought were
good about the efforts that are being made, and yet |1 don’t see how
the door ever closes, how there's ever a point where there’s not an
opportunity to second-guess by some party that will claim that they
haven't gotten their fair share of royalty payments to come in, file
a lawsuit and begin, once again, the process of going through this
very expensive type of litigation on valuation.

Do you have any suggestions on what we could do or what the
agency ought to be doing to be sure that once they do have a set
of rules that are workable, that the door will shut at some point
where there will be no further litigation?

Mr. DEAL. We do have a few suggestions, and | would say on this
issue, | have my fingers crossed here. I hope that we're close to clo-
sure with the MMS on this. This threat of second-guessing has sur-
faced among both Ben Dillon’'s and my own members, but I'd say
especially among the small companies who would enter into what
they believe are good faith, arm’s-length transactions, and they fear
an auditor or whomever later on simply looking at it and perhaps
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finding a higher price somewhere that either happened or could
have happened, and using that as the basis to unpack the whole
transaction, and then thrusting the lessee into the morass of index-
ing and that sort of thing.

The suggestion we’'ve had is that might there not be some regula-
tions, something in the regulations themselves, which creates a
more explicit hurdle for this. We're not talking about anything that
in any way undercuts the ability, the proper ability, of the MMS
and its State delegatees to audit. We're not talking about that, and
we're certainly not talking about anything which in any way
shields a lessee from bona fide misconduct.

All we're asking for is something explicit in the regulations
which would recognize that absent some compelling evidence of
misconduct or some other—well, basically misconduct, absent evi-
dence, compelling evidence, of that, that there would be a presump-
tion in favor of the transaction being an arm’s-length transaction.
This would permit, 1 think, those people who do operate in good
faith to move ahead, conduct their business and pay every penny
that's due to the Federal Government.

Like | say, | have my fingers crossed, but | think we—we may
be close to closure on this. I think the MMS has conveyed to us
that they have no interest in their approach to—to second-guess-
ing, and | think maybe we need some more assurance of that. So
I hope that answers your question.

Mr. TurNER. | understand that at some point the Director of
MMS testified to the Congress that the proposed regulations were
going to be revenue-neutral, and yet now | hear that they're sup-
posed to generate $66 million more a year. What is your under-
standing of the objective here of these regulations?

Mr. DeaL. Well, we've heard those numbers, too, of course, and
we are quite mindful of that kind of conflicting reports. We're a lit-
tle puzzled, frankly, about the $66 million, or whatever the number
may be. We think the numbers should be revenue-neutral. We
think it should be zero. If indeed the regulations are intended to
clarify the law, it seems to us they should be revenue-neutral. They
shouldn’t change the royalty obligation.

If, on the other hand, the regulations involve a change in the roy-
alty obligation, well, I think if those regulations, if those expanded
regulations, aren’'t promulgated, that would be a loss of revenue,
but we would say it's a loss of revenue that the Federal Govern-
ment was not entitled to in the first place.

So we think Cynthia Quarterman was right in saying that these
regulations should be revenue-neutral.

Mr. TURNER. Mr. Dillon, Mr. McCabe said that these regulations
as now proposed didn't affect the independents, and I'd stepped out
of the room, so | didn't hear your testimony, and I'd like to ask you,
No. 1, if that’s the case; and No. 2, from an independent’s perspec-
tive, if you end up with complicated regulations that are hard to
enforce or follow, it seems to me you might end up with a possibil-
ity of getting less Federal revenues than more, and | want you to
comment on both those questions.

Mr. DiLLON. To recant what | had said earlier, Congressman, we
have about 20 State associations signing off today on our state-
ments here, and most of them are independents, and the reason



121

they're doing that, including the IPAA, is to say, yes, these rules
continue to impact us, they continue to cause uncertainty.

As | mentioned earlier to the chairman, we started with a proc-
ess where they told independents that if they bought oil, they were
on NYMEX. They haven't forgotten that. They wondered why, why
wasn’'t government accepting their wellhead sale. Well, they have
now said, well, that is not the case unless we come in and examine
your wellhead sale and decide that you have breached some new
duty or that the price is unreasonable.

Well, as you can imagine, that really concerns the membership
because if the government did, in fact, determine that, and, again,
this is very exclusive of fraudulent or misconduct, we whole-
heartedly agree, the wellhead seller has entered into some fraudu-
lent or misconduct, then obviously the MMS should take the appro-
priate action which they already have available to them today
under current law. But just because they have looked to someone
else’s sale and said, well, Mr. Dillon, you didn't get as much as
your neighbor, so that's not a reasonable value, therefore you have
to go on a government formula, you're exactly right. All of a sudden
your costs go up, you're possibly litigating. My members don't have
in-house counsel. They're in the courtroom going through a lengthy
process.

What do they tell me that means to them? Obviously the risk on
developing on Federal lands goes up, and therefore, they'll try to
look elsewhere, and Federal lands become the last course of action,
which would result, in our mind, in a decrease in Federal royalties
to the Treasury.

Mr. McCaBEe. Congressman, if I might respond very briefly?

Mr. TURNER. Yes, sir.

Mr. McCaBE. The text of the proposed regulations make it clear
that no one need base the price of their crude oil on a market basis
that Mr. Dillon would object to. No one need use that system who
has affiliates through whom they make exchanges of crude oil, and
no one need be hampered by those regulations who—excuse me,
the question of whether they have affiliates or whether they engage
in other kinds of transactions that could lead to hiding the value
of the oil. The independents don't have affiliates. They don't have
refineries. They are not impacted by this law. They do not behave
in a way that—that engages the terms of the law.

Mr. DiLLON. If I can respond to that. Mr. Congressman, | am not
speaking about affiliates as he is describing. In MMS's latest pro-
posal of July 16th of last summer, it clearly stated that, in regu-
latory language, if you sell at the well, gross proceeds, not about
affiliates, and that MMS decides that that sale was not reasonable
or in good faith or was inappropriate or substantially below market
value, boy, those are subjective words, you're going to be placed on
index. It has nothing to do with an affiliate, and that is why we
continue to be frustrated with the process because that simple mes-
sage is not being received.

Mr. TURNER. Mr. Chairman, | don't see the time there, so | don'’t
think——

Mr. HorN. You've only taken 9 minutes, don’'t worry. No. We
wanted to round that question out.
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So, Mrs. Maloney, you have 6 minutes now. | figure you'll go to
9.

Mrs. MALONEY. Mr. Chairman, again, | want to thank you and
Mr. Davis and my good friend and colleague Mr. Turner for his
very thoughtful questions and statements on this. This is an issue
that's incredibly important to me because | feel that at the heart
of all government is trust, whether or not it's being done well and
honestly. And how | got interested in it was allegations that major
oil companies, not independents, were valuing their oil at a lower
price than—than what they paid for oil on the market, or when
they bought it, or when they sold it, and that the government lost
hundreds of millions, possibly billions, of dollars that should be
going to the schoolchildren of this Nation. And I think that all of
us want honesty and fairness.

And that is why | have worked on this, because | think the dollar
should go to the people who deserve it, and why should an oil com-
pany get a better price than the taxpayers and the schoolchildren
in this Nation? That's where I'm coming from, and | just want to
put in the record that there were a number of investigations, litiga-
tion reports, that have stated in an undisputed way that the oil
companies were paying less to the Federal Government than they
paid in the open market, and there have been recent oil settle-
ments based on this premise where Mobil settled for $45 million;
Alaska, $2.5 billion. I'm talking about the major—various major oil
companies, to the tune of $2.9 billion has been settled in oil royalty
payments on the basis that they were underpaying the school-
children or the Federal Government.

Now, that's a fact. That's an absolute fact, and | want to put it
in the record. | would also—

Mr. HorN. Without objection it will be put in at this point.

[The information referred to follows:]

RECENT OIL SETTLEMENTS

Mobil (Justice Department): $45 million
Alaska: $2.5 Billion

California: $350 Million

Texas: $17.5 Million

Louisiana: $10 Million

New Mexico: $8 Million

Private Royalty Interests: $15 Million

Total: More Than $2.9 Billion, So Far

Mrs. MaLoNEY. All of the various oil settlements that were based
on undervaluation of oil.

I would also like to put in the record a study on the California
oil undervaluation, and it's a review, an analysis of the discovery
documents that were produced in the Long Island case—excuse me,
the Long Beach case, and it basically——

Mr. HorN. We have a Long Beach. You have a Long Island.

Mrs. MaLoNEY. | know, | know. And he’s selling all the oil, and
my State’s buying it all, but it basically——

Mr. HorN. We want to get you all in taxis in New York.

Mrs. MALONEY. But basically what this report shows is that
there are two sets of books. There’s one set of books on the posted
prices which the oil companies, and | mean large oil companies, not
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independents, pay the Federal Government, and there’'s a different
set of books that they pay each other, and this is documented in
this, and I'd like this put in the record.

And I'm sorry that we're being called to a vote, and I'm sorry
that Mr. Davis, my colleague on the other side of the aisle, is not
here with me because we have worked very well on many other
bills before Congress, and we had a task force that just had a posi-
tive conclusion in another committee, and I'd like a bipartisan task
force on the independents because | want to understand it better
myself, because certainly the intent, as was told to me, by MMS
was not in any way to hurt the independents, but only to hit at
the two sets of books.

And basically, oil companies when they sell oil to each other or
when they sell oil, they base it on whatever is the market price.
The market price is usually determined by NYMEX on the east
coast, Alaska North Slope in Alaska and in California.

So, for me, | think the simplest way to handle this is let's just
go to market prices. Let's not have some complicated rule that ev-
eryone’s objecting to. Let’s just have the oil companies pay the Fed-
eral Government and the schoolchildren what they pay each other.
I think that's fair, and that's basically where I'm coming from.

I regret that we’'ve been called to a vote, but | would like to start
with a question, and | really want to understand the independents’
point of view because it was my understanding they were not hurt.
And maybe that's a longer discussion than what we can go in
today, and MMS officials have said that they in no way touch the
independents, so | want to understand that.

But, first, I'd like to ask Mr. McCabe, can you in just common,
everyday language give us an example of how the majors price oil
in California? How does this all work? How do the majors price oil,
and how do the independents price 0il? Could you——

Mr. HorN. | want to say that you are under oath and—and com-
mon, everyday language might be difficult for lawyers. Go ahead,
make your stab at it, Mr. McCabe.

Mr. McCaBe. That's a good question. The classic California
case—the largest part of California oil is produced in the San Joa-
quin Valley. San Joaquin Valley oil is of little value—San Joaquin
oil is of little value unless you get it to a market in Los Angeles
or San Francisco, and to get it there, you have to take it through
a pipeline, for all practical purposes. And in the classic case, a pro-
ducer in the San Joaquin Valley finds him- or herself at the pipe-
line saying, | want my oil transported, and the owner of the pipe-
line says, no way, you can sell it to me, or your oil isn’t transported
at all.

So, they arrive at a price, and the price is the posted price. There
is no negotiation, and the posted price is an arbitrary number obvi-
ously picked out by the major oil companies.

It is no more accurate to suggest that there is an active market
at that location or—or a free market than it is to suggest that an
inmate in our county jail that's next door to my office is free be-
cause he’s free to walk about the cell from one end to the other.
These producers are captives of that particular market in which
they have no choice but to sell at the posted price. In those in-
stances, under these regulations, obviously those independent pro-
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ducers aren't held to the higher price. They only need pay on the
price they get from the majors. But if the major transports that oil
to Los Angeles or San Francisco, we have thousands of documents
that suggest the way they value that oil internally is by comparing
it to Alaska North Slope oil that has already been brought to Cali-
fornia.

Mr. HorN. May | ask, what's the sulfur content of San Joaquin
oil versus Alaska North Slope o0il?

Mr. McCaBe. There is no single answer to that, Congressman,
because obviously there are various sources for that oil, but the—
it is clear from the internal documents of these companies that San
Joaquin Valley oil or heavy or light sulfur are much more valuable
to them than is Alaskan North Slope oil despite the fact that it's
of generally the lighter grade and perhaps sometimes of the lower
sulfur content.

Mr. HorN. Is that simply because they're closer by transpor-
tation and they reduce those costs compared to——

Mr. McCaBE. No. When they make those comparisons, all trans-
portation is netted out. All factors of how good the crude oil are
netted out. It's just clear that under all circumstances they would
rather have California oil than Alaskan oil.

Mr. HORN. You can get another question or so, then we'll leave
for the floor.

Mrs. MaLoNEY. OK, but I really want to ask Mr. Deal and Mr.
Dillon some questions, but | wanted to followup on what you said,
Mr. McCabe. You talk about your documents. Why can’'t your docu-
ments from the oil companies be made public so that we can all
study this and get a better understanding of it?

Mr. McCaBE. Also a good question. We'd like to make them pub-
lic, obviously. There—there is a discovery agreement entered in
long ago under which those are to be kept confidential within the
context of litigation. We're perfectly willing to—to give up copies of
those—those documents. All we need is the agreement of the major
oil companies involved.

Mr. Deal is here. He represents some major oil companies. Per-
haps he could shed some light on that.

Mrs. MALONEY. But Mr. Deal actually in his testimony talked
about his commitment to fairness and honesty, too, and supporting
fair audits, and at the very least, if you don’'t want to publish to
the public, could you release for the oil companies this information
for the audits that are taking place so that they can use these in-
ternal documents on the audits? Following up Mr. McCabe's——

Mr. HorN. I'm going to let you answer that question, but we're
in recess after that question is answered until 3:45. We have one
vote that's winding down to 15 minutes, and we have three 5-
minute votes following that.

Mrs. MALONEY. Thank you, Mr. Chairman. That sounds like a
lively discussion while we go to vote. You can talk about internal
documents and whether or not they can be released for audits.
We're going to be coming back to this panel.

[Recess.]

Mr. HorN. OK. Let me wind up with a few questions here and
then we will move to panel two. Mr. McCabe, could you tell me
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under California law what deductions can oil companies take when
determining the price of oil for royalty purposes?

Mr. McCaBE. Mr. Chairman, | think I can shed light on that. We
don’t deal generally in explicit royalty situations. Our situation is
affected by posted price but is not expressly a royalty contract.

Nevertheless, we have looked at thousands of pages of documents
from the major oil companies in California. We have never seen
anything to suggest through all of these thousands of documents
that the major oil companies believe that marketing is a significant
item in valuing crude oil. I have never seen any mention of market-
ing as a factor.

Under California law, there is a duty of good faith and fair deal-
ing in all contracts involving crude oil and all contracts involving
any subject. In terms of crude oil, that obviously implies that the
party valuing the crude oil has a duty of good faith to find, under
reasonable effort, the maximum value that can be got for that
crude oil. That's the lessee’s situation; that's for the mutual benefit
of the government and the lessee. The lessee obviously wants to
find the highest possible price for its seven-eighths share of the oil.

Mr. HorN. Thank you for that answer. Mr. Dillon and Mr. Deal,
Senator Nickles recently introduced S. 924, the Federal Royalties
Certainty Act. This bill would, among other things, allow the oil
companies to be reimbursed by the Federal Government for their
marketing cost. What are typical marketing costs for oil on a per-
barrel basis? Can we calculate it that way, and do States generally
permit lessees to deduct the cost of marketing oil from the State
royalty payments?

Mr. DiLLON. Mr. Chairman, | can speak a little bit to some of the
midstream—what we would call marketing or midstream costs that
independents are involved with. | think that is one of the confu-
sions around this issue.

We have members across the country that have decided to enter
into these markets and take the risks and costs associated with
that activity. They do believe that they are important and signifi-
cant. We in comments to MMS on the record—I'm not going to
have the exact number, but have said these costs as far as a range
per barrel might be somewhere in the area of 7 cents to 15 or to
20 cents per barrel as a minimum. We have tried to put some num-
bers around that in a very quick fashion. They may not be quite
accurate.

We have provided MMS lengthy lists of what those activities en-
tail. I think that we were pleased to hear in some of the workshops
that maybe MMS is going to recognize some of these activities.
They might call it transportation; we might call it marketing.

I also want to point out that it is not just a per-cent per-barrel
matter. It's a matter of uncertainty about, as you move down-
stream away from the lease, what is in and what is out so that we
can bring certainty to that and just give a calculation.

Given that, given its importance, IPAA has filed a lawsuit on a
similar issue, a similar situation, that MMS has taken in the gas
case called IPAA v. Armstrong.

Mr. HorN. Mr. Taradash, let me ask you this one. In your testi-
mony you have stated that the oil companies have more incentives
to enter into Federal leases than it does to enter into tribal leases.
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The tribes are, therefore, operating at a disadvantage when com-
peting for industry’s business. What are some of the incentives of-
fered to oil companies on Federal leases that they do not receive
on tribal leases?

Mr. TARADASH. Well, if you were to go to the Deep Water Royalty
Relief Act and take a look at the first three grants of relief given
to Amoco—

Mr. HorN. That's the Walter——

Mr. TARADASH. The Deep Water Royalty Relief of 1995. It ex-
pressly authorizes the Secretary of the Interior at depths beyond
200 meters, | believe it is, to grant extraordinary relief. That has
been indeed granted. It's in excess of $100 million calculated for at
least one recipient of such relief.

The Secretary has, through the BLM leases on Federal lands, the
authority in those leases anyway to suspend reduced royalty pay-
ments if, in the Secretary’s view, there are national interests that
are promoted to do so.

As a trustee under tribal leases, the Secretary has no such au-
thority. The other disability, however, results from the dual tax-
ation that the tribes suffer from. States have been permitted to tax
on reservation production of private companies producing tribal
minerals.

Tribes who have now had to stand on their own economically as
a matter of self-sufficiency, have introduced their own taxes. So the
tribal and State taxes cumulatively burden the economic activity.
Federal leases don't suffer from such a burden.

Mr. HorN. Earlier in your testimony you noted that the Federal
Government and the Department of Interior have failed their trust
responsibility to administers Indian oil and gas leases. In terms of
dollars, how much is owed to the tribes or individual Indians? Do
you have any estimate of that, any work done on that?

Mr. TARADASH. For the period of 1988 to 1998 for the Jicarilla
Apache tribe through the work of its auditor and in fairness with
the cooperation of senior MMS staff and its audit staff, often times
over their objection initially and through a lot of rocky meetings,
we have recovered four-ninths additional royalties. That means in
that period of time, the royalties paid up front were approximately
$91.2 million. The tribe has recovered almost 42 million additional
dollars that the government had not collected. That amount is to
the underpayment of four-ninths, the royalties that should have
been paid.

Mr. HorN. Are there tribes that have similar situations in either
oil or minerals, whatever? Do they get together and compare notes?
Do their attorneys get together and compare notes?

Mr. TARADASH. Yes and no. But it's very, very difficult for a lot
of complex reasons. The fact is every tribe is affected by the same
institutional deficiencies. By the way, the Federal Government's
systems are exactly the same. So when I'm pointing out to you sys-
temic errors, these systemic errors also apply to the lack of ability
to account for and properly collect under Federal leases.

So the complexity of it is such that when we have talked with
people at the GAO, for example, the question was asked earlier
about whether these would be revenue neutral regulations. In 1987
and early 1988 when MMS was talking about its new valuation
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regulations, it then went into effect March 1, 1988. It represented
to the GAO and to congressional oversight committees that those
regulations are going to be revenue neutral.

In the 1991 GAO report entitled Interior Used Reasonable Meas-
urement—whatever the rest of the title is, MMS admitted to the
GAO at that point—and it's reported in that report that when it
made the representation that the revenue, that the regulations,
were going to be revenue neutral it did so because it made the as-
sumption based upon some data that there would be an increase
in offshore collection.

It knew there would be a decrease in Indian royalty collections,
but because those two offset one another, they made the assertion
that they were going to be revenue neutral. The difficulty and the
dishonesty in that answer, though, is that Indian tribes don't get
any of the offshore collections. So it's totally irrelevant from that
standpoint.

Mr. HorN. In other words, if they had land up to the sea coast,
you are saying that if the State gets some but the Indian tribe
might co-exist with the State obviously and they don't get any? Ex-
plain that to me some more.

Mr. TARADASH. Offshore production is solely a matter of royalties
going to the Federal Government and the appropriate State. When
MMS made the assertion that the regulations be revenue neutral,
it did so, as | said, because it increased—it understood that there
would be an increase in offshore royalties.

Mr. HorN. The higher proportion?

Mr. TARADASH. Yes. The Indian royalty terms which require
highest price paid or offered as the basis of the major portion price,
which is one of the indicia of royalty determinants, were going to
be decreased because the methodology in the regulations is a me-
dian pricing methodology.

But Indian tribes do not get any share in offshore royalties. To
say that these would be revenue neutral is dishonest because In-
dian tribes don't get offshore royalties; and yet there was a known
decrease to the Indian tribes and their royalties.

Mr. HorN. I'm going to ask Mr. Turner if you have participated
yet in this round. So the gentleman from Texas.

Mr. TURNER. Thank you, Mr. Chairman. Mr. Deal, maybe you
are the right one to ask at least your initial opinion on this.
Shouldn’t there be some procedure in all of these regulations where
at some point the MMS tells the oil companies that we agree or
disagree with the value that you set and actually advise the oil
company as to what they do owe?

Isn't there some way, some circumstance ending up with some
regulations that kind of boxes in the issues a little bit, rather than
leave it just wide open that you pay your tax and then somebody
somewhere wants to challenge the amount that is paid, they can
go do that.

I have practiced a little law in my lifetime. That's a pretty nice
lawsuit to pursue. Big oil company issues opinion, expert testimony
on valuation. | could make something out of that. It seems to me
that as long as we have the system that gives so much flexibility
to the process and has no end point to it, at least at the adminis-
trative level, we are always going to have these disputes.
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I haven't seen anybody produce any numbers on how much litiga-
tion costs everybody here, but it's bound to be rather expensive. Of
course, | know the royalties involved are billions of dollars over the
years, and they are worth litigation costs. But there seems to me
there is something missing here in terms of the basic procedure.

That's aside from the fact that we have all searched together for
some common rules of valuation which we need, but the procedures
seem to be a little bit fraught with potential problems.

Mr. DEAL. | certainly agree 100 percent. One of our suggestions
is that the MMS adopt regulations where it would commit to
issuing what we call binding determinations. Really, the better ad-
jective is reliable determinations.

Industries—like you, Mr. Turner—think knowing early on what
the obligation is is just as important for everyone involved. The
regulations by any measure are very complicated. They are hard to
figure out in some places. We would say, “Who better than the
MMS itself can offer answers to difficult questions?”

Hence, we have suggested a process not unlike IRS revenue rul-
ings whereby a lessee could present facts and ask for a determina-
tion. The determination would be limited to those facts, it would
have no Presidential value, it would be limited to those facts.

To the extent that the MMS at some later point in time found
it necessary to alter its opinion, they could certainly do that. But
it would have no retroactive effect. We think that it makes sense.
As to the points that you made about litigation, 1 have never seen
a number which aggregates the dollars spent for litigation. | think
we all know it is huge. One of the very objectives of the MMS rule-
making is to arrive at certainty and decrease administration costs
and litigation costs.

Mr. McCaBE. | might respond briefly to the Congressman as to
litigation. We have initiated litigation and been very successful
with this, acquired something like $320 million for the school sys-
tem of California. There has been other large litigation in this
country. None of that litigation has arisen out of the regulations.

This is all litigation that arises as to private parties; in our case,
Long Beach and others who want greater value out of their oil.
That has been successful. None of that litigation, to my knowledge,
arises out of the regulations or as to a difference of opinion as to
what the regulations mean.

Mr. DeEAL. Well, there are audits going on right now which have
raised serious questions about past payments and, they are based
on whether or not the companies complied or didn't comply with
the existing regulations. So | guess all | can say is for API's mem-
bers, at least the experience that | have seen, isn't the same as
yours, Jim.

We have people who scratch their heads, try to comply with the
regs and sometimes there are disagreements. We would just like to
say up front that we are committed to paying every penny of roy-
alty that we owe. What would really help the process is to know
up front how many pennies there are involved.

To the extent that we can avoid audits maybe several years later
where the facts have become a little dusty and maybe even the in-
dividuals involved in making policy decisions are long gone, if we
could avoid that, everybody would be better off.
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Mr. TURNER. Thank you, Mr. Chairman.

Mr. HorN. The gentlewoman from New York.

Mrs. MAaLONEY. | thought that we were called for another vote.

Mr. HornN. This will be it for this panel.

Mrs. MaLoNEY. Just following up on what you said, if you want
certainty, what is wrong with paying the government what the oil
companies pay each other when they sell their oil? Why not just
go to market price? That would be certainty. That would be no liti-
gation. It's very clear. It's on the exchanges. That seems to me a
simple straightforward solution.

I have read the internal documents. When oil companies buy and
sell their oil, they use market prices. | have read them where on
California they use ANS. On the East Coast they use NYMEX.
Why don’'t we just do that for the school children, the same stand-
ard, market price?

Mr. DeAL. Well, there are two observations. One, | think some
of the examples you may be using have alluded to—posted prices
are often alluded to. In the rulemaking we are talking about early
on posted price——

Mrs. MALONEY. | am not talking about the rule—my question
was why not just use market prices?

Mr. DEAL. I'm leading right up to that, ma’am. In the rulemaking
early on, industry acceded to taking posted prices off the screen.
What we looked at instead was the MMS proposal which originally
was the NYMEX futures price. It was later changed to a somewhat
different index, market centers.

Our observation is that it has a certain allure to it. It looks sim-
ple. But as we have dug into it, we think that it's simplistic. The
reason that we think it is simplistic is when you use indices, they
are by definition averages. We don't think it renders individual jus-
tice to individual lessees.

Plus, when you use an index, you have to adjust back to the
value at the lease which the MMS itself accedes to is the end point
or should be the end point.

As we have looked at even the use of market centers, when you
add to the market center spot prices, the adjustments that the
MMS contemplates, we are finding ourselves still falling short of
getting all of the way back.

Hence, we have emphasized that before one uses an index—and
in some cases you might have to use an index—but before you use
an index, before you get on that slope, our strong suggestion is to
look around to see what is at the top of the hill already.

We think there is an active market at the lease, often. We think
if the lessee himself or herself hasn't engaged in an arm’s-length
transaction, there are often comparable sales. Those ought to be ex-
ploited fully. That is at the least a market price.

Mrs. MaLoNEY. Then why do the oil companies use the market
price when they sell and buy their 0il? | just like to back variety.
I have been called to a vote, and | wanted to ask Mr. Dillon some-
thing. How many companies in the IPAA——

Mr. HorN. Let me just briefly say that I am going to go and vote
and get back here. Mrs. Maloney can continue questioning.

Mrs. MALONEY. How many companies are members of the IPAA?
How many companies are members of your independent IPAA?
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Mr. DiLLoN. How many companies just in the industry in gen-
eral? We have some 8,000 members.

Mrs. MaLONEY. How many of them own pipelines?

Mr. DiLLoN. | would have to guess that it's probably somewhere
in the area of 10 to 15 percent of those companies.

Mrs. MaLoONEY. How many of them own refineries?

Mr. DiLLON. Less than probably 1 percent to 2 percent.

Mrs. MALONEY. You stated that your organization supports the
industry proposal in its entirety; is that correct?

Mr. DiLLON. That's correct.

Mrs. MALONEY. So | take it that it's your opinion that your com-
panies have an interest in every specific provision that industry
has put forward in its proposal?

Mr. DiLLoN. We find that, as we look at the work and develop
the industry proposal, that in each of the issue areas, independence
in one form or another are affected. So to answer your with one
word, the answer is yes.

Mrs. MaLoNEY. | really feel that most Members of Congress
agree with me that we don't want to do anything that hurts strug-
gling producers, the real mom and pops. Some of my colleagues tell
me that people have oil rigs in their backyard, that this is a way
of life in some areas of the country. We just don't want to hurt
those types of folks.

So | would like to ask you, what in this rule will harm these pro-
ducers? I'm not talking about the entire membership, just the small
producers. What in this proposed rule will harm them?

Mr. DiLLoN. | like to sometimes call them, Congresswoman, the
“well head seller.” The well head seller doesn't own the pipe and
doesn't go downstream. They sell the production at the well. |
think that is where Congressman Turner is. There are some issues
which | did articulate in my oral statement that goes specifically
to that type of producer. It is a subset of the issues discussed in
the industry proposal.

Mrs. MALONEY. | have to go vote. May | ask, because I really am
supportive to the small producers, if my counsel could continue
down my line of questions with you? Is that all right? Not appro-
priate they are saying? Can | read my questions and ask Mr.
McCabe to ask them for me? | have got to go vote.

Mr. DiLLoN. Might | suggest that you just submit them, and we
will respond to them in writing.

Mrs. MALONEY. I'm not going to submit them for the record be-
cause | never get the answers back. I am going to give them to Mr.
McCabe. If he could ask them, then I will get them on the way
back.

I can't. | have got to go vote.

Mr. DiLLoN. | don't think the committee is in session with no
Members. If | may ask for a point of order.

Mr. KapLAN. We will need to recess until the Members return.

Mr. DiLLON. There is no one here from the committee.

Mrs. MALONEY. Here is the questions, if you could ask them. On
the duty to market issue, are any of your members private royalty
owners? To the best of your knowledge, do they insist on a duty to
market? Can you name a specific instance when MMS has second-
guessed a bona fide arm-length sale that one of your companies en-
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gaged in simply because another producer obtained a higher price
and how often has this occurred?

Then | have another series of questions that | wanted to ask Mr.
Deal because | certainly support free enterprise. | know that you
are interested in an honest and fair system. | just wanted to ask
you a series, too, but I have got to go vote. | will be right back.
I don't see why we can’t have someone else ask them while we are
gone.

Counsel has stated that on the record while we are gone that you
can answer these questions that | just gave. Thank you. I'm sorry.

Mr. DiLLoN. Counsel, I would like to suggest that we will commit
to respond in writing. | don’t see the purpose of proceeding since
no members of the committee are here. But | certainly give you my
word and promise to the committee that we will respond in a very
timely fashion.

I barely was able to write down her questions. If that's accept-
able, we will work with your staff, and we will have you a response
in the very near future. We won't delay.

Mr. McCaBe. | will respond very briefly for the record. 1 would
like to submit to the committee a list of authority. | think this
issue is a side show where the States uniformly accept a duty to
mark up on the lessee. And I will leave it at that.

Mr. DiLLoN. Before we close, | would like to submit a letter for
the record that | just received that | do think the chairman and
the Members of Congress will be interested in. It is a letter that
Chairman Frank Murkowski, Senators Domenici and Nickles sent
to the Department of Interior Secretary, Bruce Babbitt, today in-
quiring into the allegations about Bob Berman and the relation-
ships of POGO. So | just thought the committee might find that in-
structive and of some use.

Mr. McCaBe. | will also submit a letter from the State of New
Mexico from Commissioner Powell in support of MMS.

Mr. KapLAN. | think technically what we will have to do is when
the Members return request that the chairman insert the letters
into the record.

Mr. DiLLoN. In fact, | withdraw my request because the point of
order is plain. Given that the chairman is not present, I withdraw
the letter because he would have to acknowledge the submission of
it. 1 think Jim would have to respectfully do the same.

Mr. McCage. | wouldn't respectfully do anything at this point.

Mr. DiLLoN. We will be glad, in a serious note, to respond to the
questions from Congresswoman Maloney.

[Recess.]

Mr. HorN. Mrs. Maloney has some questions that she will write
you about. If you would, do the answer if you could in 30 days. We
would appreciate it. We would like to put it in the record at this
point. So we thank you all for coming and we will now swear in
the second panel. I know that we have a logistics problem there.

These are documents that we will put into the record without ob-
jection: one is to Secretary Babbitt, signed by three U.S. Senators,
Pete Domenici, Don Nickles, Frank Murkowski.

Another one is “Sampling Of Duty to Market Cases Under State
and Federal Law,” citing Oklahoma, New Mexico, Texas, Louisiana,
and Federal law generally.
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And a letter here from the State of New Mexico commissioner of
public lands, who is Ray Powell. That's to the Honorable Don Nick-
les, chairman, Energy Research, Development, Production and Reg-
ulation Subcommittee of Senate Energy and Natural Resources
Committee. That will go into the record also.

[The information referred to follows:]
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May 19, 1959

The Honorable Bruce Babbitt
Secretary

Department of the Interior
1849 C St N W
Washington, D.C. 20240

Dear Mr. Secretary:

The Department of the Interior (DO is undertaking a rulemaking o alter the method for
calculating the royalty owed to the United States for oil produced on Federal lands. We write to
ask that you suspend the oil valuation rulemaking until issues surrounding its propriety are
resolved.

Ms. Danielle Brian, Executive Director of the Project on Government Oversight (POGO)
recently disclosed that she rewarded $350,000 to each of two persons who, as federal employees,
were deeply involved in the adoption of valuation policies by the Departments of Interior and
Energy which led to the proposed rule change. One of the employees, now retired from the
Department of Energy, was a member of former Assistant Secretary Bob Armstrong’s
Interagency Task Force investigating allegations of underpayments on federal leases in
California. It was the findings of this Task Force which led to the current rutemaking. The other
person 1o receive a 330,000 payment from POGO is 1 current DOl employee in the Office of
Policy Analysis. Robert Berman. Over the last decade, Mr. Berman has been heavily involved in
a variety of issues involving oil und gas development on public lands and has plaved an integral
role in new oil valuation policy.

The concept that oil be valued for rovalty purposes further and further downstream from
the wellhead has been controversial. Indeed, Congress has acted repeatedly to stop the
implementation of the rule based on our concern that the proposed rule imposes a backdoor tax
increase on domestic energy producers.  Such cost increases heighten our dependence on
imported oil which threatens our national security. To now discover that two Federal employees
integrally involved in the policies leading to the rule change have financially benefitted from
their advocacy is a scandal which strikes at the heart of the Department’s rule and calls into
question the propriety of the Department’s administrative process..
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Secretary Babbitt
May 19, 1998
page 2

We recognize that the act of offering and the acceptance of these payments raises a

number of complex fact-specific legal issues as to whether or not such 2 payment is allowed
tnder the False Claims Act. Ms. Brian acknowledges that payments were made to the two
employees “who had already been trying 1o fix this problem within the bureaucracy for years
previousiy”. These questions are beirg examined in ongoing, related litigation between DOT and
a number of oil companies. In addition, it is my understanding that both the DOT Office of
Inspector General and the Department of Justice's Office of Public Integrity are investigating the
conduct of the Federal employees. including Mr. Bernan, and POGO in this matter.

In light of these investigations, the legitimacy of the oil vatuation rulemaking is tainted.
It is unelear whether or not Mr. Berman, and I turn, the enfire rulemaking process were
influenced by Mr. Berman’s acceptance of money from POGO or whether earlier actions which
led to the rulemaking may have been influenced by the expectation of such renumeration.
Accordingly, I respectfully request that you suspend the oit valuation rulemaking until the current
investigations are completed. To fail to do so, will forever tarnish the final rule and will only
lend further credence to those who believe that the entire nilemaking was designed to further the
agenda of special interests.

Sincerely.

Pete V. Domenici 7 Don Nickles Frank H. Murkowski
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AND U,S. MATL

The Honorable Don Nickles, Chairman .
Tinergy Research, Development, Procuction and Regulation Subzommittes
Senate Energy and Natural Resources Committes

S[-308 Dirksen Senste Office Building

Washington, DC 20510-6152

RE:  §924 - The Federal Royalty Certainty Act
Dear Senator Nickles:

It it my understanding that your subeomsnittes will be holding hearings on the raferenced
legislation on May 18, 1999. | request that the comments contained in this letter be considered
by the subcommittes as it deliberates action on the bill and that this letter be entered into the
subcornmitize’s record, '

“As the New Mexico Commissioner of Public Lands, ] ar the elected official responsible for the
management and care of over thirteen million minera] acres of state land. A major element of
my duties concerns the leasing of those fands for oil and gas deveJopment and the collection of
oil and gas royalties due under the Jeases. Actions by the federal government concerning federat
Toyalties have historically had a direct impact upon the management of, and the collection of,
royalties from state lands. Also, New Mexico is a major recipient of federsl royalties and relies
on its share of those royalties to benefit its public schools. For these reasons, we have a profound
interest in any federal legislation that may affect the calculation and payment of federal royalties.

1am acutely aware of the current problems facing the oil and gas industry, With oil prices
falling close to an all-time low in 1998 and gas prices remeining stagnant for a number of years,
we have seen & large decrease in leasing and drilling activity and consequent production. Also,
as  royalty owner of production from state lands and the recipient of federal royalties, the State
of New Mexico has proportionately suffered with the industry. However, $ 924 docs nothing to
stimulate prices or demand for oil or gas; rather, it proposes to help the industry by
disproportionately shifting the burden of low revenues from the ol and gas industry to the
citizens and royalty-share states. Moreover, the principal fndustry beneficiaries of $ 924 would
not be the ones that most need the help, the independent producers who selt arm’s-length at the

Ay 18 799 11181 e 02
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The Honorable Don Nickles, Chairman

Brergy R h, Development, Production and Regulation Subcommittes
Senate Energy and Natural Resanrees Committee

May 17, 1999

Page2

wellhead, Instead, the bill will primarily benefit the integrated oil and gas com.panies who,
because of refining marging and other downstream activities, are already suffering much less
than independent producers and royalty owners. For thege reasons, I oppose § 924,

In the puise of providing “certainty” for the caleulation of royslties, § 924 proposss to reverse
Tong established principals that have been developed over the years by the courts and the federal
govenmient fo ensure that royalty owners are faitly compenssted for providing producers the
right to develop federal ofl and ges. In 2ddition, the bill would establish, in statute, 2 specific
mandate for caleulating royalties, thereby stripping the Minerals Management Service (MMS) of

.. the ability to react administratively to changes in the ofl and gas industry and the marketing of
-production. wi ¢ 3. few of the mors obvigus deficiencies in fhe bill:

»  The bill would require that the federal government be charged for costs o the industey of
“marketing .., and othex services”, Courts and the federal government have long held that oil
and gas Jeases contain an implied covenant to market the production atno cost to the lessor,
By overturning this precedent, the provision would cost the federal government, the rovaltys
share states, and thelr citizens millions of dollars. In addition, the terrms “marketing” and
“other services™ are not defined in the bill and could be interpreted by industry to include &
wide range of costs that are not now being contemplated, {For example, will the government
and its cltizens be charged for a portion of the advertising expenditures made by oil
companies?) The inclusion of ambiguous terms sush as “other services™, the meaning of
which will ne doubt be litigated for the indefinite future, surely flies in the face of the stated
purposs of the legislation { to provide “simple, ¢lear and certain guidelines™),

*+  The bill would allow royalties to be paid on production at the lease as longasitisina
“marketable condition”. Again, this contradicts long standing oil and gas principles that
aliow the royalty owner 1o share in enthancements to value pesformed by the oil and gag
lessee. For example, under curvent law, ifa producer devides to process natural £as in order
to remove and separately market valusble natural gas liquids, royalty is paid on the value of
both th§ residual natural gas and the natural gas Hauids (less actual and reasonable costs of
processing). This has been the taw for decades. This bill would remuve that requirement and
allow royalties to be paid on the valus of the natural aas before processing. This provision
would also cost the government and its cifizens millions of dolfars,
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» Inthe case of non-anm’s-length contracts, the bill would requiré cosis to be calculated based
on a2 contract for similar services in the sams atea between parties with opposing economic
interests”, This also reverses a long-standing congept in the cil and gas industry that only
actual costs showld be charged to the royalty owner. From & revenne standpoint, this
provision provides 2 direct benefit to those large, integrated oil and gas companies that
process, refine, transport ot otherwise perform downstveam activities themselves rather than
under arm’s-length contracts because contract rates to third parties are stways higher than
actual costs.

* Oddly enough, for a bill intended to “simplify and eliminate regulatory obstacles”, the bill
also adds yat another federal agency into the mix for the putpose of resolving disputes
between the MMS and producers over costs incurred by affiliated transporters. The bill
provides that the Federal Energy Regulatory Commission (FERC) will decide the just and
ressonable rates that may be charged to the federal government, The bill i3 unclear how this
provision refates to the current resolution process through the Interior Bonrd of Land Appesls
(IBLA) or why resolution by the FERC will provide more “certainty”. (I presurne that
industry believes that the FERC is miore industry friendly than the IBLA.)

In surmmary, as stated above, the bill does nothing to help the entities that are most hurt by the
present ofl and gas ecanomy; i.e,, those independents that sell their production arm’s-length at
the wellhead to large ol or gas companies, Under past and proposed regulations and any
interpretation of this bill, they will continue to pay royalties on the proceeds recesved from the
safes, The bill only provides relief by taking money thet would otherwise belong to the state and
federal governments and their citizens and transferring it to of} aod gas compani¢s that do not sefl
ofl and gas at the welthead.

In eonsidering the bill, there is one additional point that the suscomrmittee should remernber. As

- the prime sponsor of the bill has pointed out, the current “uncertainty” concerning the payment of
federal royalties began when MMS issued a Notice of Proposed Rule-meaking (NOPR) for a new
oil valuation rule in January of 1997, The NOPR, i turm, was necessitated by the realization by -
zoyalty owners throughout the country that posted prices were no ionger representative of actual
value and that royalties were being consistently undervalued at the expense of toyalty owners,
Oil companies, that needed oil for their downstream refineries, were paying preminms above the
posted price when purchasing oii in arm’s-Jength transactions but, when calenlating royalties on
their own production, those companies used the lower posted price. Thercfore, through the

3
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The Honorable Don Nickles, Chairman

Energy Research, Development, Production and Regulation Subsomynittee
Senate Energy and Natural Resources Committee
‘May 17, 1999

Page 4

practice of the ofl and gas industry, the “certainty” associated with posted prices was no longer
valid and new vegulations became necessary that more accurately reflect the actual value of the
oil.

Thank you in advance for your consideration of these comments.

Ray Powell{M.8,, D.V.M.
New Mexico Commissioner of Public Lands

RP:pls

pe:  The Honorable Bob Graham, Ranking Minority Member
Energy Rescatch, Development, Production and Regulation Subcommittes
Senate Energy and Natural Resources Commitiee -
8D-308 Dirksen Senate Office Building
Washington, DC 20510-6152
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SAMPLING OF DUTY TO MARKET CASES UNDER STATE AND FEDERAL LAW

OKLAHOMA
Mittlelstaedt v. Santa Fe Minerals, (Okla 1998). Gas Case/deductibility of dehydration, blending,
compression gathering when activities conducted off lease and not necessary to make product marketable.
Followed and adopted Garman v. Conoco, Inc. (Colo. 1994).

Where activities are necessary to make the product marketable, they are not deductible against
royalty even if conducted off lease. However where the product is already marketable, costs (e.g.,
additional downstream compression) "may" be deducted, but only when: (1) the costs are reasonable, (2)
actual royalty revenues increase in proportion to the costs assessed against the royalty interest, (3) the
costs are associated with transforming a marketable produce into an enhanced product, and (4) the lessee
meets the burden of establishing all the above facts. [Lexsee at p. 21]

TXO Production v. Commissioners of the Land Office, (Okla. 1994). Gas case/deductibility of
compression, gathering and dehydration. Held, not deductible, following Wood v. TXO (below).

"If the processes of dehydration and gathering are necessary to prepare the product for market,
then the costs of these processes may not be deducted under the royalty provision of the lease.”
{Lexsee p. 6]

Wood v. TXO Production Corp. (Okla. 1982). Gas case/deductibility of costs of compression.
Held, not deductible because of duty to market.

"We interpret the lessee’s duty to market to include the cost of preparing the gas for market. The
lessor, who generally owns the minerals, grants an oil and gas lease, retaining a smaller interest,
in exchange for the risk-bearing working interest receiving the larger share of proceeds for
developing the minerals and bearing the costs thereof." [Lexsee p. 81]

NEW MEXICO
Darr v. Eldridge (New Mexico Supreme Court, 1959). Mineral water well.

"Obviously production without disposition of the product is futile. Thus the courts have
developed the implied covenant ’to make diligent efforts to market the production in order that
the lessor may realize his royalty interest.

"The same logic and equitable principles being applicable, the courts have impled the four basic
oil and gas lease covenants, including the covenant o exercise reasonable diligence to market,
to mill leases, farming leases and so-called solid mineral leases, as well as to a covenant granting
a right to sell mineral water from the land of another." [Lexsee p. 38]

" As heretofore pointed out, the lease in question should be governed by the principles applicable
to oil and gas leases including the doctrine that such a lease will be cancelled for failure to
exercise reasonable diligence in marketing the product.” [Lexsee p. 39]
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TEXAS

Amoco Production Co. v. First Baptist Church of Pyote (Texas Supreme Court 1980)[Refusing
writ of error, confirming lower court decision]

"It is implicit in the {lower] court’s reasoning that there was evidence of a breach of the covenant
to market in good faith in Amoco’s marketing of the lessors’ gas at a rate substantially lower than
market value, where by doing so Amoco was able to obtain for itself the collateral benefit of
increasing the price for gas from its other previously dedicated leases from third parties. [citation
omitted} We agree." [Lexsee p. 72]

Texas Oil & Gas Corp. v. Hagen (Tex. App. 1984). Gas case. Sale to affiliated company for
resale at a higher price. Held: lessor entitled to royalties based on resale price less
transportation/processing.

"[T]he purported sale of the gas to Delhi was a sham, and ... TXO used that arrangement and
its relationship with its wholly owned subsidiary to create an unfair device to deprive plaintiffs
of their rightful royalties” [Lexsee p. 36]

"Market value at the well is the market value of the gas where sold, less reasonable cost of
transporting the gas to the market and ... processing...." [Lexsee p. 36]

Exemplary damages awarded for breach of duty to market:

"An oil and gas lessee owes its lessors a higher than ordinary duty to market the production from
the leases in a manner which will obtain the best and highest price reasonably obtainable."
[Lexsee p. 37]

LOUISIANA

Frey v. Amoco Production Co., (La. Supreme Court 1992). Duty to market as part of Civil Code
of Louisiana, LA. REV. STAT. 31:122, Art. 122, Mineral Code.

"Relevant for our purposes is the implied obligation to market diligently the minerals discovered
and capable of production in paying quantities in the manner of a reasonable, prudent
operator....Encompassed within the lessee’s duty to market diligently is the obligation to obtain
the best price reasonably possible.” [Lexsee p. 114]

If a lessor is denied "a share" of greater receipts "on the basis he shares none of the costs and
risks of development and marketing, one may assume all royalties are unfair.” [Lexsee p. 118].

[Note: Louisiana’s State Mineral Board and Department of Natural Resources appeared amicus curiae in
support of the lessor/royalty owner.]

Shell Offshore, Inc. v. FMP Operating Co., (E.D. La. 1988). Where Shell reserved an
overriding royalty interest -- a "non-cost bearing interest”, it was error for company operating lease to
calculate royalties by deducting all of the costs that would be deducted from a working interest.
Operating lessee had a duty to market the production attributable to the overriding royalty interest, when
Shell notified operator that it wanted to take its royalty in value. Fact that Shell voluntarily agreed in
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writing to assume certain specified costs does not transform the nature of its interest, make it liable for
other costs, or reduce the operator’s duty to market.

"It is well recognized ... that working interest owners have a duty to market an overriding royalty
owner’s share of production once production has been achieved." [Lexis p. 103]

"It may be that Shell does not 'need’ the protection of an implied duty to market, but the lack
of need is not sufficient reason to eliminate the duty ..." [Lexis p. 103].

Wegman v. Central Transmission, (La. App. 1986). Gas case. Sale to an affiliated limited
partnership for resale at a higher price. Held: lessee failed to act in good faith. Market value is resale
price less transportation. No deduction for affiliate limited partnership’s cost of transporting from lease
to major transportation line. [Lexsee p. 26]

Hall v. Arkansas-Louisiana Gas Company, (La. App. 1978). Independent gas producer gains
higher sales price from purchaser, a "large integrated gas utility company,” through evidence that royalty
payments made to the U.S. were made at a higher sales value.

FEDERAL

Mesa Operating Limited Partnership, (5th Cir. 1991). Federal Marketable Condition Rule
supports inclusion of production-related expenses as part of royalty owed, even though expenses were
not included in ceiling price for delivered gas.

California Co. v. Udall, (D.C.Cir. 1961). Upholding Secretary of the Interior’s determination
that:
[Slince the lessee was obliged to market the product, he was obligated to put it in
marketable condition; and that the "production" was the product in a marketable
condition.”

Winlock Veneer Co. v. Acting Juneau Area Director, (IBLA 1991). Timber contract. Based on
general contractual principles, leases contain an implied requirement that they be carried out in good faith
and in accordance with standards of commercial reasonableness.

The Texas Company, (IBLA 1957). Applying duty to market, as set out in Interior regulations.
Denying deduction for gathering and transport to point of delivery, compression.

"In fulfillment of its express duty to market its gas, the appellant made a contract for the
sale thereof. It agreed to deliver the gas a given pressure presumably in order to sell the
gas. It cannot reasonably expect the lessor to assume the cost of meeting the lessee’s
obligation in this respect.” [Lexis p. 26]

"Whether the facilities used by the lessee in this case are termed sales facilities or
producing facilities is immaterial to the question whether deductions for the use of such
facilities should be allowed in determining the lessee’s royalty obligation to the United
States under its lease.” [Lexis p. 27]
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Mr. HorN. Now, if we have everybody here.

Mrs. MAaLONEY. Before we left | had a series of questions that |
asked. | understand that they didn't even answer those while | was
gone. | feel very frustrated because not one single question that |
asked was ever answered because | also had to go vote.

Mr. HorN. Let’s get it in writing and see what we got. We can
always have another hearing.

You, | think, might have heard the ground rules for panel one,
but essentially as an investigatory subcommittee of Government
Reform, we swear in all witnesses. The minute we call on you, your
statement automatically goes into the record at that point.

The staff and the Members have had an opportunity to read
them unless we didn't get them until now or something which
sometimes happens with the administration, but I would hope that
it would not happen with this panel.

We will then, if you would, rise, raise your right hands, and I
will swear you in. If anybody, | might add for the administration,
or even the private counsels, if anybody behind you is going to talk,
get them to stand up, too, so | don't have to do five baptisms, which
is what | do at the Pentagon unless | get them all up.

[Witnesses sworn.]

Mr. HorN. | see one, two, three, four, five, six, seven, eight, nine
witnesses potentially. We thank you.

We will now start with Susan and I'm not sure of the pronuncia-
tion is it Kladiva? Say it real fast.

Ms. KLADIVA. Kladiva.

Mr. HorN. Susan Kladiva is the associate director, Energy, Re-
sources, and Science Issues, Recourses, Community, and Economic
Development Division of the U.S. General Accounting Office. For
those that aren’t familiar with the General Accounting Office, they
are an arm of the legislative branch and conduct wonderful pro-
gram and financial audits for the Congress. We are glad to have
you here. Usually we start off the whole hearing with a GAO per-
son. We are doing it a little backward today.

STATEMENTS OF SUSAN KLADIVA, ASSOCIATE DIRECTOR, EN-
ERGY, RESOURCES, AND SCIENCE ISSUES, RESOURCES,
COMMUNITY, AND ECONOMIC DEVELOPMENT DIVISION, U.S.
GENERAL ACCOUNTING OFFICE; SYLVIA BACA, ACTING AS-
SISTANT SECRETARY FOR LAND AND MINERALS MANAGE-
MENT, U.S. DEPARTMENT OF THE INTERIOR; LUCY
QUERQUES DENETT, ASSOCIATE DIRECTOR, ROYALTY MAN-
AGEMENT PROGRAM; ROBERT WILLIAMS, ACTING INSPEC-
TOR GENERAL, U.S. DEPARTMENT OF THE INTERIOR; AND
JOHN SINCLAIR, ASSISTANT INSPECTOR GENERAL, U.S. DE-
PARTMENT OF THE INTERIOR

Ms. KLabivAa. Thank you, Mr. Chairman. Mr. Chairman, mem-
bers of the subcommittee, we are here today to testify on the valu-
ation of Federal oil. My statement will summarize the results of a
report that we issued in August 1998 and events that have hap-
pened since then.

Specifically, we will discuss the information MMS used to justify
revising its oil valuation regulations, how MMS addressed concerns
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expressed during the development of these regulations, and the fea-
sibility of the government taking its oil and gas royalties in-kind.

Current regulations define oil sold at arm’s length as oil that is
bought and sold by parties with competing economic interest. The
price paid in an arm’s-length sale established the market value for
the oil. For the most part, current and proposed regulations value
oil sold at arm’s length in a similar fashion.

However, about two-thirds of the oil from Federal leases is not
sold at arm’s length. It is exchanged between parties that do not
have competing economic interest under terms that do not estab-
lish a price or market value. According to the current regulations,
the price of oil sold in these transactions is based predominantly
on posted prices.

Posted prices, however, are simply offers by purchasers to buy oil
from a specific area. Recent evidence indicates that oil is now often
sold for more than posted prices, suggesting that the value of oil
from Federal leases and the amount of Federal royalties should
both be higher.

Under the proposed regulations, the price of much of the oil that
is not sold at arm’s length will be based primarily on spot prices.
MMS estimates that this will increase Federal royalty collections
by about $66 million annually.

MMS'’s decision to revise the oil valuation regulations relied
heavily on the findings of an interagency task force consisting of
representatives from MMS, Interior’s Office of the Solicitor, the De-
partments of Commerce and Energy, and the Department of Jus-
tice’s antitrust division.

The task force recognized that the city of Long Beach reached
agreement with six major oil companies to accept $345 million to
settle a lengthy lawsuit. One of the major issues in this suit was
whether the companies’ use of the posted prices represented the
market value of oil.

The task force noted that seven major oil companies dominated
the oil market in California by controlling most of the facilities that
produce, refine, and transport oil in the State, and that this domi-
nation, in turn, suppressed posted prices.

The task force concluded that the major oil companies in Califor-
nia inappropriately calculated Federal royalties on the basis of
posted prices, rather than include the premiums over posted prices
that they paid or received.

The task force estimated from 1978 to 1993 the companies should
have paid between $31 million and $856 million in additional roy-
alties to the Federal Government.

MMS also contracted for studies that examined oil pricing in
other areas of the country to determine how oil is exchanged, mar-
keted, and sold. The studies concluded that posted prices do not
represent the market value of oil, citing situations in which oil is
bought and sold at premiums above posted prices throughout the
country.

As additional evidence the posted prices are less than market
value, the studies cited the common practice of oil traders and pur-
chasers quoting a posted plus a premium which is known as the
P-plus market.
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In addition, varying States supplied MMS with information on
legal settlements they reached with major oil companies concerning
the undervaluation of oil from State leases. In general, the States
disputed the oil companies’ use of posted prices as the basis for de-
termining royalties.

Settlements resulted in Alaska, Texas, New Mexico, Louisiana
collecting over $1 billion. MMS began soliciting input to its pro-
posed regulations over 3%2 years ago starting in December 1995.

Since then, MMS solicited public comments on proposed valu-
ation changes in seven Federal register notices and in 17 public
meetings throughout the country. Comments submitted by States
were often at odds with those by the oil industry.

States generally support the proposed regulations because MMS
anticipates that the royalty revenues which it shares with the
States will increase. The oil industry generally opposes the pro-
posed regulations because they would increase the oil companies’
royalty payments and administrative burden.

MMS has revised the proposed regulation five times in response
to comments received from both the oil industry and the States.
The recently opened comment period closed on April 27. As an al-
ternative to accepting royalties in cash, some lessors in the United
States and Canada accept royalties in-kind under certain condi-
tions.

These conditions, however, do not exist for most Federal leases.
More specifically, the Federal Government does not currently have
a statutory or regulatory authority over pipelines that would en-
sure relative ease of access for transporting oil and gas from Fed-
eral leases.

In addition, some pipelines are privately owned and the owners
are free to set their own transportation fees. These fees can be sub-
stantial when just a single pipeline is available.

To be cost effective, royalty in-kind programs must also have
large enough volumes of oil and gas so that sales revenues exceed
the program’s administrative costs. The majority of oil and gas
leases on Federal lands, however, produce relatively small volumes
and are geographically scattered, particularly in the western
States.

In addition, many Federal leases produce small volumes of gas
that need to be processed. In certain locations there is only a single
gas processing plant, and the lack of competition might allow these
plants to charge high fees.

Finally, the Federal Government has limited experience in mar-
keting oil and gas, and marketing experience is a key ingredient
in non-Federal royalty in-kind programs.

Mr. Chairman, this concludes my prepared statement, and |
would be pleased to answer questions.

Mr. HorN. Thank you very much. We will wait until all of the
panelists have had their say.

[The prepared statement of Ms. Kladiva follows:]



145

United States General Accounting Office

GAO

Testimony

Before the Subcommittee on Government Management,
Information, and Technology, Committee on Government
Reform, House of Representatives

For Release
on Delivery
Expected at
2 p.m. EDT
Wednesday
May 19, 1999

FEDERAL OIL VALUATION

Efforts to Revise
Regulations and an Analysis
of Royalties in Kind

Statement of Susan D. Kladiva,
Associate Director, Energy,
Resources, and Science Issues,
Resources, Community, and Economic
Development Division

GAO/T-RCED-99-152



146

Mr. Chairman and Members of the Subcommittee:

We are here today to testify on the valuation of federal oil. In fiscal year
1998, the Department of Interior’s Minerals Management Service (MMS)
collected $3.6 billion in royalties from oil and gas leases on federal lands.
States in which federal leases are located received a share of the royalties
collected. The value of these royalties depended upon the price of oil. As
an alternative to accepting cash royalty payments, the federal government
could have taken a percentage of the actual oil and gas produced and then
arranged for its sale, taking what are known as royalties in kind.

Historically, the value of much of the oil from federal leases has been
based on posted prices which are offers by purchasers to buy oil from a
specific area. However, recent evidence indicates that oil is now often sold
for more than the posted prices, suggesting that the value of the oil from
federal leases and the amount of federal royalties should both be higher.
On the basis of this evidence, in 1995 MMs began revising its oil valuation
regulations so that they rely less on posted prices and more on other, and
oftentimes, higher prices. These revised regulations are still pending.

Most of my statement will summarize the results of a report that we issued
in August 1998 on the Department of Interior’s attempts to revise the
federal oil valuation regulations and the feasibility of the government's
taking its oil and gas royalties in kind.! Specifically, I will discuss three
issues: (1) the information MMs used to justify the need for revising its
regulations; (2) how MMs addressed concerns expressed by the oil industry
and the states in developing these regulations; and (3) the feasibility of the
government'’s taking its oil and gas royalties in kind, instead of in cash.

In summary, Mr. Chairman, Mms relied heavily on the findings of an
interagency task force to revise its oil valuation regulations. This task
force concluded that the major oil companies’ use of posted prices in
California to calculate federal royalties was inappropriate and
recommended that the federal oil valuation regulations be revised. MMs
also relied on contracted studies of oil markets and on valuation disputes
between the states and oil cormpanies that the oil companies agreed to
settle for more than $1 billion. To address concerns of the oil industry and
the states, MMS solicited public comments on the proposed regulations in
seven Federal Register notices, held 17 public meetings, and revised its
regulations five times. Proposed changes to the regulations are still

'Federal Oil Valuation: Efforts to Revise Regulations and an Analysis of Royalties in Kind
(GAO/RCED-98-242, Aug. 19, 1998).
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pending. Concerning the government'’s taking of its royalties in kind, we
concluded that this would not be feasible except under certain conditions.
These conditions include having easy access to pipelines, leases that
produce large volumes of oil and gas, competitive arrangements for
processing gas, and expertise in marketing oil and gas. However, these
conditions are currently lacking for the federal government and for most
federal leases.

Background

In fiscal year 1998, mms coliected about $2.4 billion in royalties for gas sold
from leases on federal lands and about $1.2 billion in royalties for oil sold
from leases on federal lands. Oil and gas royalties are calculated as a
percentage (usually 12-1/2 percent for onshore federal leases and

16-2/3 percent for offshore federal leases) of the value of production less
certain allowable adjustments (such as the cost of transporting oil to
markets). The value of production is determined by multiplying the
volume produced (which is measured in barrels of oil and in cubic feet of
gas) by the sales price.

Mms promulgated the oil valuation regulations that are currently in effect u.
1988. These regulations differentiate between oil sold “at arm’s length”

and oil that is not sold at arm’s length. “At arm’s length” refers to oil that is
bought and sold by parties with competing economic interests, and the
price paid establishes a market value for the oil. However, roughly
two-thirds of the oil from federal leases is not sold at arm’s length; it is
exchanged between parties that do not have competing econormic interests
under terms that do not establish a price or market value. For example, oil
companies that both produce and refine oil may transport the oil they
produce to their own refineries. These oil companies may also exchange
similar quantities of oil with other oil companies to physically place oil
closer to their refineries and thereby reduce their costs of transporting it.

The 1988 regulations define the price of oil sold in arm’s-length
transactions, for the purpose of determining federal royalties, as all
financial compensation accruing to the seller. This compensation, known
as gross proceeds, includes the quoted sales price and any premiums the
buyer receives. For other transactions (i.e., those not at arm’s length), the
price of the oil is defined as the higher of either the gross proceeds or the
amount arrived at by the first applicable valuation method from the
following list of five alternatives: (1) the lessee’s posted or contract prices,
(2) others’ posted prices, (3) others’ arm’s-length contract prices,
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(4) arm’s-length spot sales? or other relevant matters, and (5) a netback?® or
any other reasonable method. The first two alternatives, and to a lesser
extent the third, can rely on posted prices in establishing value.

Under the revised oil valuation regulations that are currently proposed,
Mms would continue to require, for federal royalty purposes, that gross
proceeds be used to establish the price of oil sold in arm’s-length
transactions, except in certain circumstances involving muitiple
exchanges or sales. For transactions that are not at arm’s length, however,
the proposed regulations substantially change the means for determining
the price of the oil, no longer relying on the use of posted prices and
instead relying on spot prices.

To determine federal royalties, the proposed regulations define the price
of oil not sold in arm’s-length transactions differently in each of three
domestic oil markets: (1) Alaska and California (including leases off the
shore of California); (2) the six Rocky Mountain states of Colorado,
Montana, North Dakota, South Dakota, Utah, and Wyoming; and (3) the
rest of the country, including the Gulf of Mexico.

In Alaska and California, the price of oil not sold in arm’s-length
transactions is defined in the proposed regulations as the Alaska North
Slope spot price, adjusted for the location of the lease and the quality of
the oil. In the six Rocky Mountain states, this price is proposed to be the
first applicable valuation method from the following list of four
alternatives: (1) the highest bid in an Mms-approved tendering program
(akin to an auction) conducted by the lessee; (2) the weighted average of
the lessee’s arm’s-length purchases and sales from the same oil field, when
they exceed 50 percent of the lessee’s purchases and sales in that specific
oil field; (3) the spot price for West Texas Intermediate crude oil at
Cushing, Oklahoma, (where several major oil pipelines intersect and
storage facilities exist) adjusted for the location of the lease and the
quality of the oil; or {(4) a method established by the mMs Director. For the
rest of the country, the price of oil is defined by local spot prices, adjusted
for the location of the lease and the quality of the oil.

While oil and gas royalties are most often paid in cash, they may instead be
paid with a portion of the actual oil and gas that is produced—zeferred to

*Under spot sales, the buyer and seller agree to the delivery of a specific quantity of oil in the following
manth.

"A “netback” involves adjusting a price that is established for a sale occurring away from the lease site

to approximate a sales price that would have been paid at the lease, by taking deductions reflecting the
transportation costs and the quality of the oil sald.
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as paying royalties in kind. Paying royalties in kind rather than in cash
eliminates the need to determine the sales price of the production because
royalties in kind are calculated only on the basis of the volume of oil or gas
that is produced.

Information Used by
MMS to Justify
Revised Regulations

MMS' decision to revise the oil valuation regulations relied on the findings
of an interagency task force that examined whether the use of posted
prices for the purpose of determining federal royalties in California was
appropriate. By 1991, the City of Long Beach, California, reached
agreement with six of seven major oil companies to accept $345 million to
settle a lawsuit it had filed years earlier. Although the Jawsuit and
settlement included issues other than the valuation of oil, one of the major
issues was whether the corpanies’ use of posted prices represented the
market value of oil produced from leases owned by the city and the state.
After conducting a preliminary assessment of the implication of the
settlement for federal oil leases in California and consulting with state
officials, in June 1994 Interior assembled an interagency task force with
representatives from Mus, Interior’s Office of the Solicitor, the
departments of Commerce and Energy, and the Department of Justice’s
Antitrust Division. The purpose of the task force was to examine whether
the use of posted prices was appropriate for the purpose of determining
federal royalties in California. MMs also initiated audits of two of the seven
major oil companies that produced oil from federal leases in California.

The task force examined documents submitted by the companies in the
lawsuit, reviewed the results of MMs’ audits, and employed consultants to
analyze the market for oil in California. The market studies noted that the
seven major oil companies dominated the oil market in California by
controlling most of the facilities that produce, refine, and transport oil in
the state—that is, most of these transactions were not at arm’s
length—and that this domination in turn suppressed posted prices.
According to one of the studies, transactions involving Alaska North Slope
crude, an oil that is transported into the state by a company that does not
own any California refineries and that is actively traded at arm'’s length,
commanded substantial premiums over California oil that was comparable
in quality. The task force concluded that the major oil companies in
California inappropriately calculated federal royalties on the basis of
posted prices, rather than include the premiums over posted prices that
they paid or received. The task force estimated that the companies should
have paid between $31 million and $856 million in additional royalties (the
wide range reflects the use of different methodologies and different
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treatments of accrued interest) to the federal government for the period
1978 through 1993. In its final report issued in 1996, the task force
recommended that MMS revise its oil valuation regulations to reduce
reliance on the use of posted prices for valuing oil for royalty purposes.

MMs also relied on additional studies, for which it had contracted, that
examined oil pricing in other areas of the country. These studies provided
MMs with information on how oil is exchanged, marketed, and sold, as well
as information on the relevance of posted prices, spot markets, and NYMEX
(New York Mercantile Exchange)* futures prices in oil markets. The
studies concluded that posted prices do not represent the market value of
oil, citing situations in which oil is bought and sold at premiums above
posted prices throughout the country. The studies cited the common
practice of oil traders’ and purchasers’ quoting a posted price plus a
premiurm, in what is known as the P-plus market, as additional evidence
that posted prices are less than market value.

In addition, various states supplied MMs with information on legal
settlements they had reached with major oil companies concerning the
undervaluation of oil from leases on state lands. In general, the states
disputed the oil companies’ use of posted prices as the basis for
determining royalties paid to the states. For example:

Alaska reported settling a lawsuit filed against three major oil companies
for about $1 billion. These companies produced oil and transported it
directly to their refineries, paying state royalties based on prices the
companies had themselves calculated. The state contended that these
transactions from 1977 through 1990 were not at arm’s length and that the
calculated prices were less than the market value of the oil.

A major oil company agreed to pay Texas $17.5 million to settle allegations
that from 1986 through 1995 it had paid royalties on prices for oil from
state leases that were less than market value.

Louisiana reported it settled 10 disputes involving oil companies that
owned their own refineries and paid state royalties on posted prices from
1987 through 1998. These companies agreed to collectively pay about

$6 million to settle these claims and to make future royalty payments
based on average spot prices in the Louisiana oil market.

New Mexico reported two settlements with a major oil company that used
its own posted prices as a basis for state royalties from 1985 through 1995.
The company paid the state about $2 million.

Each NYMEX futures contract establishes a price for the future delivery of 1,000 barrels of sweet
crude oil (similar in quality to West Texas Intermediate) at Cushing, Oklahama.
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How MMS Has
Addressed Industry’s
and States’ Concerns

From December 1995 through April 1999, Mms solicited public comments
on its proposal to change the way oil from federal leases is valued for
royalty purposes in seven Federal Register notices and in 17 public
meetings throughout the country, and it has revised the proposed
regulations five times in response to the comments received. Comments
submitted by states were often at odds with comments provided by the oil
industry. States generally support the proposed regulations because MMs
anticipates that royalty revenues—which are shared with the states—will
increase. MMS estimates that its proposed regulations will increase federal
royalties by $66 million annually. The oil industry generally opposes the
proposed regulations because they would increase oil companies’ royalty
payments and administrative burden.

In its first Federal Register notice, published in December 1995, MMs
announced that it was considering revising its oil valuation regulations
because it had acquired evidence indicating that posted prices no longer
represented market value. In response, representatives of the oil industry
generally commented that they opposed any changes to the current
regulations but that pending litigation prevented them from offering
specific comments on the issues identified by MMs. Several states
commented that they believed that posted prices no longer reflected
market value, provided evidence supporting their position, and
recommended that MmS adopt spot prices or NYMEX futures prices for
valuing oil from federal leases that was not sold at arm’s length.

MMs’ second Federal Register notice, published in January 1997, proposed
retaining the use of gross proceeds for valuing federal oil sold at arm’s
length-but reduced the number of oil companies that could use this
method by restricting its applicability to those companies that had not sold
oil in the past 2 years. It also eliminated the use of posted prices for oil not
sold at arm’s length. For these sales, MMs proposed that the value of oil
from federal leases in Alaska and California would be based on Alaska
North Slope spot prices and that the value of oil from other federal leases
would be based on NYMEX futures prices. Both the Alaska North Slope and
NYMEX prices would be adjusted for differences in the location of the leases
and the quality of the oil.

In its third through seventh Federal Register notices, published from July
1997 through March 1999, mums responded to comments and modified its
regulations in response to these comments. For example, in response
primarily to the oil industry’s comments, MMs eliminated the use of NYMEX
for establishing the value of oil not sold at arm'’s length, proposed a

Page 6 GAO/T-RCED-99-152



152

separate system for valuing oil not sold at arm’s length in the Rocky
Mountain states, and modified the definition of “affiliate.” In response
primarily to the states’ cornments, MMs proposed the use of spot prices in
valuing oil not sold at arms’ length and proposed certain price adjustments
for location and quality. As suggested by the oil industry and the states,
Mus also deleted a proposed 2-year limitation on the use of a valuation
methodology relying on gross proceeds. When mms disagreed with a
comument received, the agency provided reasons for not revising the
proposed regulations as suggested. For example, Mus disagreed with and
dismissed the oil industry’s suggestion to initiate a royalty-in-kind program
as an alternative to the proposed regulations, stating that the agency
would seek input on this issue through other avenues.

Feasibility of a
Royalty-In-Kind
Program

Although most oil and gas lessors take their royalties in cash, several
limited programs exist in the United States and Canada under which
lessors accept their royalties in kind. Oil royaity-in-kind programs are
currently operated by Mms,” the Canadian Province of Alberta, the City of
Long Beach, the University of Texas, and the states of Alaska, California,
and Texas. Gas royalty-in-kind programs are also currently operated by
Texas and the University of Texas. According to information from studies
and the programs themselves, royalty-in-kind programs are feasible if
certain conditions are present. In particular, the programs are workable if
the lessors have (1) relatively easy access to pipelines to transport the oil
or gas to market centers or refineries, (2) leases that produce relatively
large volumes of oil or gas, (3) competitive arrangements for processing
gas, and (4) expertise in marketing oil or gas. However, these conditions
do not exist for the federal government or for most federal leases.

Several of the entities operating royalty-in-kind programs told us that
having relative ease of access to pipelines is a key component of their
programs because it assures them that they can transport oil and gas to
where they need it at a relatively low cost. However, the federal
government does not currently have the statutory or regulatory authority
over pipelines that would ensure relative ease of access for transporting
oil and gas from federal leases. In addition, some pipelines are privately
owned and the owners are free to set their own transportation fees. In
some areas of the country, oil from federal leases can be transported on
just a single pipeline, and the owner of that pipeline may charge
substantial fees. Oil and gas marketers we contacted confirmed that the

*The purpose of MMS' royaity-in-kind program is to supply oil to small refineries that may otherwise
not be able to obtain oil at competitive prices.
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federal government would need to transport any royalty-in-kind
production it received to market centers or refineries in order to increase
its revenues.

To be cost-effective, royalty-in-kind programs must have volumes of oil
and gas that are high enough for the revenues made from selling these
volumes to exceed the programs’ administrative costs. The majority of oil
and gas leases on federal lands, however, produce relatively small volumes
and are geographically scattered—particularly federal leases located in the
western states. For example, Mms estimates that about 65 percent of the
wells on federal oil leases in Wyoming produce less than 6 barrels of oil
daily, which would result in less than 1 barrel per day in oil royalties in
kind. Most federal leases in the San Juan Basin of New Mexico also
produce low volumes.

Because natural gas may need to be processed before it can be sold,
arranging for processing is a critical consideration in operating a gas
royalty-in-kind program. Many federal leases produce small volumes of gas
that need to be processed. In certain areas, there is only a single plant to
process the gas from many of these leases. In these circumstances, the
lack of competition might allow the plants to charge high fees. For
example, MMS estimates that the federal government could lose up to

$4.3 million annually if the agency accepted royalties in kind from federal
leases in Wyoming for which there is access to only a single gas-processing
plant.

Lessors who accept royalties in kind must sell the oil or gas to realize
revenues, and they are likely to receive higher prices if they move it away
from the lease and closer to marketing centers or refineries. Storing,
transporting, marketing, and selling oil or gas can be complicated
processes. Profit margins are often thin, and there may be little rcom for
error. The nonfederal royalty-in-kind programs have generally been in
existence for years, and the entities running these programs have gained
both experience and expertise. In contrast, the federal government has
limited experience in marketing oil or gas royalties in kind.

(1413823)

Mr. Chairman, this concludes our prepared statement. We will be pleased
to respond to any questions that you or Members of the Subcommittee
may have.
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Mr. HorN. | might say to the others, which | didn’'t say before,
is that don’'t read us your statement, just summarize it. 1 would
hope that you could do it within 8 to 10 minutes because your
statements have been read.

We now have Sylvia Baca, the Acting Assistant Secretary for
Land and Minerals Management, U.S. Department of the Interior.
Secretary Baca.

Ms. Baca. Mr. Chairman and members of the subcommittee,
thank you. | appreciate the opportunity to be here today to provide
this subcommittee with an update on the major royalty manage-
ment issues on which the Department of Interior and its Minerals
Management Service have been working since we last testified be-
fore you in June 1996.

Much has happened since then, and | would like to briefly de-
scribe the progress that we have made from our Federal oil valu-
ation efforts to our royalty in-kind initiatives to re-engineering
MMS'’s entire royalty management program.

My written testimony goes into more detail, and we ask that this
be submitted for the record. As you know, in May 1996 the inter-
agency task force we created to examine the value of California
crude oil reported that it found significant evidence that in Califor-
nia posted prices were inaccurate measures of market value.

In July 1996 the Department announced that it would begin spe-
cial reviews of oil valuation in California to determine the amount
of royalty underpayments. The Department targeted the 20 largest
royalty payers that accounted for 97 percent of the State’s Federal
crude oil production.

As a result of those reviews, the MMS billed companies for un-
derpayments totaling $277 million for the period of 1980 through
1995. These bills have been appealed and several have gone into
litigation. In two decisions the district for northern Oklahoma
ruled that the statute of limitations barred the MMS from enforc-
ing the orders and disputes covering the time period from January
1980 to February 1988. Those decisions are currently under appeal.

It has been well documented over the past several years that
posted prices no longer reflect market value of crude oil, not only
in California, but in other areas as well. This is not only the view
of the Federal Government. Many private royalty owners and State
governments have brought suit against the oil industry for under-
payment of royalties primarily based on posted prices. You have
been given the amounts and the States.

Chevron has settled for $17.5 million in Texas. The State of Alas-
ka settled for $2.5 million. Recently it was reported that several of
the largest oil companies settled claims from private royalty inter-
ests across the United States for $193 million.

Further, as many of you know, the Department of Justice has in-
tervened in qui tam suits involving underpayment of royalties for
oil produced from Federal lands.

One company, Mobil Oil, recently settled with the government
for $45 million. That included California production. The Depart-
ment has also taken an active role outside of California.

In June 1996, MMS issued new guidance for valuing crude oil
production nationwide because of the growing prevalence of compa-
nies paying premium above posted prices to purchase to crude oil.
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In August 1996, MMS developed a national crude oil audit strategy
for other States and Federal production in the Gulf of Mexico’s
outer continental shelf.

The national strategy targeted 125 companies which produce
about 86 percent of Federal crude. These audits are ongoing. Since
December 1995, we have engaged in a thorough process to revise
our Federal oil valuation regulations.

The current regulations, which rely heavily on posted prices in
valuing oil not sold at arm’s length were published in 1998 and
have remained in effect until today. Our proposed rule would move
away from posted prices for the so-called “non-arm’s-length” trans-
actions in those parts of the country and would instead use pub-
lished spot prices established at major market trading centers.

The spot prices would then be adjusted for transportation, for lo-
cation, and for quality to arrive at a fair value. In the Rocky Moun-
tain region where there is no established spot market prices, we
would use a series of bench marks.

While industry opposes certain aspects of the proposed rule, it
generally agrees that the new rule would not rely on posted prices
to determine value for nonarm’s-length transactions. Over the last
3 years, we have modified the proposal several times to address the
concerns expressed by many with a direct interest in the rule. We
have made particular efforts to try to resolve industry’s concerns.

However, Mr. Chairman, we must hold firm on our basic prin-
ciple and our statutory responsibilities to our most important con-
stituent, the American taxpayer. We want a rule that is adminis-
tratively simple, certain, efficient, adaptable to market conditions
and, most importantly, reflective of today’s crude oil market.

It is important to understand that this royalty is not a tax. It is
what is owed to the taxpayers for the minerals produced from pub-
lic lands. We owe it to the taxpayers to have a rule in place that
accomplishes these objectives.

Secretary Babbitt has been keenly interested in this process and
recently reopened the comment period for all interested parties to
submit new ideas that would move us forward toward publication
of a final rule. He has also announced additional workshops so that
industry, so that government, public interest groups, and the
States could discuss ideas informally in an open setting.

Now that the comment period has closed and the workshops are
completed, we are in the process of reviewing the written com-
ments and deciding on a future course of action. I can promise you
this, however, that we are committed to publishing a rule that
assures the public fair return for the minerals produced from its
land.

Mr. Chairman and the members of the subcommittee, | would
like to take this opportunity to clear up what | think is a
misperception about this issue. The oil rule has nothing to do with
recent low prices that have plagued the industry. In other words,
the royalty is not a tax.

While we are sympathetic with what the industry is experienc-
ing, we do not believe that compromising the oil valuation rule is
the proper way to address the industry’s concerns. The purpose of
these regulations is to fulfill our statutory responsibility to capture
market value for the public’s resources.
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When the market goes up, our royalties go up. And when the
markets go down, we suffer in tandem with the industry. However,
regardless of market conditions, we do not think that compromising
the oil valuation rule is the proper way to alleviate market pres-
sures on industry.

There are two other areas that we are changing how we do our
business and that is in our royalty in-kind programs and our re-
engineering efforts.

Let me say briefly that royalty in-kind test programs have been
quite successful. Our RIK pilot for crude oil in Wyoming has shown
us how to maximize revenues under certain conditions. And our off-
shore Texas program has proven that we can take the royalty por-
tion of natural gas from public land and deliver it to public facili-
ties for less cost.

In concert with the Department of Energy, we are also beginning
to deliver royalty in-kind production from leases in the Gulf of
Mexico to the strategic petroleum reserve.

Finally, the efforts that we now have under way to re-engineer
the entire royalty management program have been going smoothly.
Under re-engineering design, royalty management functions will be
organized around two core business processes: financial manage-
ment and compliance and asset management.

The benefits of re-engineering will be significant for industry,
States, and tribes alike, including reducing the time to distribute
mineral revenues to recipients from 30 days to 24 hours and cut-
ting the business cycle from 6 years to 3 years and streamlining
required reported data by up to 40 percent. We hope for a one-stop
shopping for better overall customer service.

That concludes my prepared remarks. | would be happy to an-
swer any questions.

Mr. HorN. Thank you very much. We will hold questions until
Mr. Williams, the Acting Inspector General, finishes his testimony.

[The prepared statement of Ms. Baca follows:]
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Mr. Chairman and Members of the Subcommittee, I appreciate the opportunity to appear before
you today to provide an overview of the Minerals Management Service’s (MMS) Royalty
Management Program and a status report on the Department of the Interior’s efforts to revise its
regulations for valuing crude oil. It has been almost three years since MMS last testified before
this Subcommittee on the issue. During that time, I believe we have made great strides in our
attempt to publish a final rulemaking, but our efforts are not yet finished. My intent today is to
highlight the Department’s progress and efforts thus far and to discuss where we go from here.
However, prior to discussing further details of the Department’s efforts to revise the crude oil
regulations, let me begin with a brief overview of current efforts of the MMS.

Background

The Department’s MMS was created 17 years ago: (1) to manage the Nation’s Outer Continental
Shelf (OCS) mineral resources in an environmentally sound and safe manner; and (2) to collect,
verify and distribute mineral revenues from Federal (both onshore and offshore ) and Indian
lands. In that role, the agency collects, accounts for, and disburses over $4 billion in revenues
each year from Federal offshore mineral leases and from onshore leases on Federal and Indian
lands. These revenues are distributed and disbursed to 38 States, 41 Indian Tribes, 20,000 Indian
mineral royalty owners, and to U.S. Treasury accounts. Of the $4 billion, about $1.6 billion
annually is collected in oil royalties.

The Federal government has been systematically collecting revenues associated with mineral
production on Federal onshore lands since 1920 and from offshore lands since 1953. However, it
was not until 1982, with the establishment of MMS and the enactment of the Federal Oil and Gas
Royalty Management Act (FOGRMA), that a comprehensive system was put into place for
properiy collecting , accounting for, distributing, and valuing these revenues. Since 1982, MMS
has worked to develop systems, policies, and procedures to respond to the mandates of
FOGRMA as well as the expectations of its constituencies and numerous oversight
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organizations. In 1996, FOGRMA was substantively amended by the Federal Oil and Gas
Royalty Simplification and Fairness Act (RSFA). The proper implementation of these two Acts
forms the core of the RMP mission. In particular, RSFA significantly changed many historical
RMP operating assumptions and revenue processing methods.

From an economic standpoint, in 'Y 2000, MMS will account for an estimated $4.0 billion in
Federal receipts, including $2.8 billion from OCS receipts and $1.2 billion from onshore receipts.
From a taxpayer’s perspective, this will convert to:

. $1.9 billion deposited to the General Fund of the treasury to help pay for Federal
programs and reduce the Federal debt;

. $611 million in mineral revenue payments made to onshore States;

. $106 million in shared natural gas and oil receipts with coastal States;
. $150 million to Indian Tribes and individual Indian mineral owners;
» $897 million transferred to the Land Water Conservation Fund; and

. $497 million credited to the Reclamation Fund.

For most producing Indian mineral leases, MMS collects rents and monthly royalties due under
the terms of the leases and notifies the Office of Trust Funds Management (OTFM - part of the
Office of the Special Trustee) daily of the total amounts collected for tribal and allotted leases.
Tribal amounts are identified separategly, while individual amounts are provided initially in
lump sum. (In addition, some rents and royalties from coal leases are paid directly to tribes by
the lessee.) It is OTFM’s responsibility to invest the totals passed on by MMS into interest-
bearing accounts. Twice each month, MMS sends the Bureau of Indian Affairs a data file that
breaks the amounts collected for individuals down by lease numbers. The MMS system is based
on lease numbers and therefore we have no information relating to tribal or allotted accounts.
These accounts are managed collaboratively by OTFM and BIA who make the acutal
disbursements to the account holders.

As a steward of public and Indian lands, MMS ensures that revenues collected are disbursed and
shared by several entities. In order to share these revenues, we must first make sure we are
properly organized and are using the most appropriate methodologies to collect revenues from oil
and gas produced on Federal lands. Revising our crude oil regulations is crucial to our efforts to
properly collect royalties for distribution to the appropriate Federal accounts and to the States.
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California Federal Crude Qil Underpayments

A lot has happened in our Federal oil valuation rulemaking initiative since we last met with you
in June 1996. In September 1996. the Committee issued a report recommending that, among
other recommendations, DOI begin expanded efforts to collect royalty underpayments in
California. But before delving into that let me give you a brief recap of the Department’s efforts
on oil valuation.

As we reported to you in June 1996. MMS began studying the California crude oil market in
1986 in an effort to determine whether royalties from Federal leases had been properly valued.
Based on information available at that time, MMS concluded that posted prices fairly represented
crude oil values for royalty payment purposes, and the issue was not pursued further.

By 1991 however, following the Ninth Circuit's reversal of the District Court's summary
judgment order, six of the companties involved in the Long Beach litigation (ARCO, Shell,
Chevron, Mobil, Texaco. and Unocal) reached settlements to end court actions alleging
undervaluation on State and City leases as well as other issues relating to pipelines. A seventh
defendant, Exxon, went to trial. On January 31, 1995, the Ninth Circuit upheld the U.S. District
Court for the Central District of California ruling in favor of Exxon in a law suit covering 1971
to 1977. Another appeal covering a later time period is still pending.

Because of the settlements completed in 1991 between the State of California, the City of Long
Beach, and the six companies (ARCO, Shell, Chevron, Mobil, Texaco, and Unocal), the
Department began reassessing its 1986 findings and decided further analysis was warranted. In
June 1994, MMS formed an interagency task force with the State of California and some of the
agencies that had reviewed the matter previously -- Department of Energy, Department of Justice
(DOJ), and the Department of Commerce -- to gain information for determining whether the
major oil companies wrongfully undervalued crude oil from Federal leases. After a failed
attempt to obtain records from the Internal Revenue Service, MMS requested help from
California in obtaining access to the documents in the second Long Beach case. While these
documents were not initially available to MMS, as they were sealed by the court, the team was
able to gain access to the materials by signing a confidentiality agreement with the companies
involved in that litigation.

Those documents, which reflected activities that occurred between 1980 and 1989, showed that
California crude oil pricing practices required closer scrutiny. The task force recommended that a
special audit be performed to determine if Federal lessees in California received revenues above
posted prices that should be subject to royalties. This proposed special audit would differ from
conventional audits because it would look beyond intracompany transactions that occurred at
posted prices to determine whether any additional revenues may have been received by an
affiliate in a later transaction. In May 1996, the interagency team reported that:
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The team concludes that companies often receive gross proceeds higher than oil company
posted prices for crude oil produced in California. Since the team was informed by
MMS and California auditors that most Federal royalty payments were based on postings,
it follows that royalties have been underpaid.

Further, all of the taskforce members unanimously recommended that:

The oil companies undervalued crude oil produced from Federal leases onshore and
offshore in California; MMS should concentrate collection efforts on those ten companies
producing at least 90 percent of Federai crude oil in California; MMS should compute
royalties owed based on premiums paid on arm’s-length contracts for oil produced from
the same field or area for periods starting with the effective date of MMS’s most recent
valuation regulations, March 1, 1988; and MMS should modify its oil royalty valuation
regulations to place less emphasis on posted prices.

On July 18, 1996, MMS announced its plan of action to pursue and collect underpayments of
royalties on Federal crude oil produced in and offshore California from 1980 forward. MMS
stated that it would focus its efforts on the 20 largest payors who together accounted for nearly 97
percent of California’s Federal production, and that it would issue its first orders and bills within
a few months and conclude its reviews and billing efforts within a year after all data were
received. Simultaneously, MMS issued letters to the 20 companies. To date, MMS has also
issued subpoenas to companies that have not responded to MMS’s requests for data necessary to
complete the reviews.

The first order and bill was issued on September 5, 1996, for post-1988 production. On October
18, 1996, MMS issued additional orders and bills to 10 of the 20 companies that refine the crude
oil they produce. The orders and bills issued to these integrated companies pertain to
underpayments for the period October 1983 through February 1988. Detailed audits of integrated
company records for that period were not required because the royalty value of the oil would be
based on Alaska North Slope (ANS) prices which are readily available, not on individual sales
contracts. On December 20, 1996. MMS issued bills to these same companies for the period
January 1980 through August 1983, using ANS prices as the valuation basis.

As a result of the efforts in California, bills have been issued for a total royalty underpayment of
$277 million. All bills have been appealed and two complaints have been filed in the Northern
District of Oklahoma. The court has ruled that a six year Statute of Limitations bars MMS from
enforcing the orders for periods prior to 1988. MMS appealed the decision.

Also as a result of findings of the interagency task force, in June 1996, MMS issued valuation
guidance for auditing crude oil production nationwide. These guidelines explicitly provided that
premiums received by lessees represent proceeds subject to royalty. The guidelines were
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provided to all MMS audit offices and States and Tribes with MMS delegated audit authority.
Audit personnel were instructed to hold open all audit periods to ensure access to those records
necessary to determine whether lessees paid royalties on less than arm’s-length gross proceeds.

In addition to California, MMS developed a National Crude Oil Strategy and began pursuing
similar oil valuation issues in other States and the Gulf of Mexico. In August 1996, MMS began
auditing the other States and the Gulf of Mexico producing regions. The National Strategy
targeted about 125 companies, which produce about 86% of the crude from Federal lands.
However, unlike the California effort, it focuses on the more current periods but is not
necessarily limited to only the most recent 6-year period.

Based on further recommendations of the task force and the Committee, MMS agreed that a
revision of its regulations was necessary. These regulations, which were drafted in the mid-
1980's and published in 1988, rety heavily on posted prices. These regulations remain in effect
today and are used by the industry to calculate royalty payments on Federal production.

In addressing this matter, it is important to understand the nature of posted prices and the
problems posed by using this measure to ascertain market value for Federal oil and gas. Posted
prices are set by the marketing or refining arms of oil companies as a price at which they
generally will be willing to buy crude oil. Posted prices are not an obligation to buy, but merely
serve as a reference point or starting point for negotiating a market price on the open market.
Frequently, premiums are paid above posted prices in non-affiliated transactions. Based on our
analyses of company transactions, we know that these premiums can range from $0.25 per barrel
to $2.00 per barrel. However, when the producing arms of large integrated oil companies (the
lessee) transfers oil in house to their marketing or refining arms, they typically pay royalties on
their posted price. In other words, some oil companies have been selling oil at one price and
paying royalties on a lower price. This is unfair to the American taxpayer, and it violates the
basic principle of our regulations that royalty must be paid on no less than gross proceeds
received from the sale of production.

Investigations by an assortment of concerned parties have confirmed the inadequacy of posted
prices as a basis for valuing production for royalty purposes. A number of States (i.e. Alaska,
California, New Mexico, Texas, and Louisiana) have brought suit against several major oil
companies primarily for basing royalties, severance taxes, and other payments on posted prices
that are below market value, and have received settlements ranging from tens of millions to
billions of dollars. Some of these settlements included agreements by the companies to pay
future royalties and taxes based on index prices. At least seven class actions against the industry
have been filed on behalf of private landowners over the past two years. One of these was settled
for several million dollars. In addition, these problems with posted prices have been confirmed
in many arenas through audit findings.
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In February 1998, the DOJ announced it would intervene in qui tam suits against four major oil
companies accused of undervaluing oil production from Federal leases. To date, DOJ has
intervened against seven large oil companies. Recently. the DOJ with MMS negotiated a
settlement with Mobil for crude oil underpayments. Of the $45 million collected. $6 miilion
applied to California production for 1980-1997. The State received $1.8 million.

Federal Crude QOil Rulemaking Process

As you know, in December 1995. MMS began an extensive effort to revise its regulations on
valuing oil produced from onshore and offshore leases at the recommendation of the interagency
taskforce. Since 1993, the agency has gone to great lengths to work with our constituencies in
this rulemaking process. MMS published in 1995 an Advanced Notice of Proposed Rulemaking
and asked whether MMS’s regulations needed to move from reliance on posted prices and be
more market oriented. We also requested ideas on alternative valuation methods. Finally, we
asked for comments on how the rulemaking process should be conducted, such as using a
negotiated rulemaking process.

MMS received comments from States indicating that postings no longer reflected market value
and that some form of index pricing would be appropriate. The States recommended in their
comments that MMS move quickly to publish an interim final rule based on index pricing. On
the other hand. industry generally supported retention of posted prices and declined to participate
in a negotiated rulemaking process because of their involvement in ongoing litigation with State
and private rovalty owners over similar issues. At the same time, the Department decided to
proceed with its rulemaking process.

In 1997, the Department published two proposals, and each time, extended the comment period
to accommodate industry’s requests. We also held 9 public workshops and meetings. In 1998,
the Department published two more proposals and held 5 more public workshops and meetings.
During the summer of 1998, Members of Congress requested that the Department meet with
them and industry representatives to discuss the rule. During these open comment periods the
Department received over 4,000 pages of comments from interested parties. Industry opposed
many aspects of the proposed rule but no longer supported reliance directly on posted prices as a
basis for valuing non-arm’s-length transactions.

As we have attempted to finalize the crude oil rulemaking, we have been halted twice by
Congress through riders attached to appropriation bills. Just prior to publishing a final Federal
oil rulemaking, a prohibition was added to a FY 1998 Emergency Supplemental Appropriations
Act (P.L. 105-174) that barred MMS from implementing crude oil rulemaking until the end of
FY 1998. This prohibition was extended by the FY 1999 Omnibus Appropriations Act ( P.L.
105-277) until June 1, 1999, or until a negotiated agreement is reached. However, that date may
be extended since the Appropriations Conferees have agreed to include a prohibition until
October 1, 1999, in the FY 1999 Emergency Supplemental Appropriations bill.
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Four years after we began the process. we are continuing to seek comments on the rulemaking.
On March 12 of this year. in response to requests from many Members of Congress and parties
interested in moving the process forward to publish a final rule, the Department reopened the
comment period on the Federal oil rulemaking for 30 days to seek new, not previously
considered ideas. During the comment period, the Department held three workshops in Houston,
Texas; Albuquerque, New Mexico: and Washington, D.C.

During these workshops, MMS informed all interested parties on its current views of the
proposed Federal rule. We also provided details and rationale on the draft final rule in a letter to
Senator Breaux and other Members of Congress in August 1998 which explained the direction of
the Department’s final Federal oil valuation rulemaking. The following four key issues
dominated the three workshops: (1) valuation for non-arm’s-length transactions; (2) valuation for
arm’s-length transactions: (3) advance determinations of valuation methods; and (4)
transportation allowances. As a result of the workshops, all parties had an opportunity for further
dialogue, and we believe that all parties have a better understanding of the issues and the Federal
rulemaking effort. The minutes of the workshops are posted on MMS’s Internet website--
http://www.mms.rmp.gov. In response to industry requests, MMS extended the comment period
two weeks until April 27. to allow commenters time to submit comments following the recent
workshops.

We have exerted an extraordinary etfort to include our constituents in developing a crude oil
valuation rulemaking. Throughout the process we have been guided by several basic principles--
(1) provide certainty to all involved: (2) simplify royalty valuation; (3) reduce the need for audit;
(4) minimize royalty disputes: and (5) provide maximum flexibility to adapt to changing market
conditions; and (6) assure that the taxpayers of this nation get a fair return for their oil and gas
resources.

In this effort, we have acted within our full authority under applicable statues and lease terms to
develop and issue proposed regulations for valuing Federal and Indian oil. Section 32 of the
Mineral Leasing Act of 1920 (MLA). 30 U.S.C. 189, authorizes the Secretary to prescribe rules
and regulations that are necessary to carry out the requirments of the MLA relating to leasing of
onshore Federal lands, including the provision that royalties be not less than 12 Y2 per centum in
amount or value of the production removed or sold from the lease. The Outer Continental Shelf
Lands Act of August 7, 1953, has similar provisions relating to the OCS at 43 U.S.C. 1334.
Finally, most Federal oil leases provide that the Secretary shall establish the value of production.

As you are aware, the oil industry is opposed to our Federal proposed rulemaking. However, we
continue to believe that the rule would not affect the independent companies that seil oil at arm’s
length. This group makes up about 95 percent of the producers who pay Federal royalties.
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Because about two-thirds of Federal oil is produced and refined by large, integrated companies,
these companies would be primarily affected by the revised regulations. We estimate that the
large, integrated companies would owe an additional $66 million dollars in Federal rovalties each
vear.

The States, on the other hand. support the use of index pricing and our proposed Federal rule. In
fact. the States of New Mexico. Wyoming, Alaska and Louisiana specifically commended our
efforts to develop Federal oil regulations that are fair to all parties in a difficult and litigious
environment.

Our goal continues to be issuing a new oil valuation rule that brings “value™ certainty to the oil
industry. More importantly, it is the right thing to do for the millions of Americans who own the
Federal lands and associated oil resources. They are entitled to a fair return on their resources,
and our ability to finalize this rule quickly will guarantee that.

[ have attached a copy of our Federal oil valuation chronology to illustrate the origin and efforts
exerted by MMS on this rule. In addition to finalizing our crude oil regulations, we have also
been involved in other efforts that are complementary of the oil rules, and I will address these
issues later in my testimony.

Next Steps

As a result of MMS opening the comment period and holding three recent workshops, the
Department decided to extend the comment period to April 27, 1999. Now that the comment
pierod has closed, the Department will thoroughly consider all ideas discussed at the workshops
and all comments it received. MMS held constructive dialogue at the workshops with all parties.
Suggestions were made by industry, as well as States and public interests groups. This allowed
all parties to better understand each other’s positions on our rulemaking efforts. We had the
opportunity to ask questions and discuss some concerns all had with certain portions of the
proposals offered. MMS will consider al! of the ideas presented carefully.

Indian Crude Oil Rulemaking

MMS is also in the process of developing separate oil valuation regulations for Indian leases.
MMS published a proposed rule for Indian oil on February 12, 1998. MMS is preparing a
supplementary proposed rule to improve some elements based on changes to the similar Federal
crude oil rule proposal. The supplementary proposed rule should be published soon with a 30-
day comment period. There is a moratorium on publishing a final rule before June 1, 1999, and
as part of the Supplemental Appropriations process, the Appropriations Conferees have agreed
to include a provision to extend the moratorium until October 1, 1999.
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Reengineering Efforts

[n addition to updating our oil regulations. we have also been working on changing the way we
do our business as this Committee recognized and recommended in 1996. We realize that an
outward focus on dynamic market conditions is needed in today’s RMP processes, priorities, and
systems. MMS is currently shifting to a market-focused business environment by reengineering
the Royalty Management Program. Royalty management reengineering is MMS’s number one
priority for the new millennium. In the early stages of the RMP reengineering initiative, MMS
established a reengineering team to fully examine and review the program’s current business
practices. The team issued a report, in November 1998, “Road Map to the 21st Century,”
outlining the path MMS should take to replace its current business practices. The report
revealed that a comprehensive overhaul is necessary because of new legislative mandates,
changing energy markets, the need for more cost-effective operations, and outdated computer
systems. The future RMP will be process centered, focused on outcomes, less costly, and,
hopefully, viewed as the best by others in the 2Ist century. The implementation of this effort is
largely internal and currently underway. It is expected to be fully implemented and operational
by the year 2003.

Two goals have been established to “‘stretch” MMS to achieve results that are impossible under
current operating processes. These stretch goals are:

. To ensure that royalty recipients will have access to their revenues within 24 hours of the
time MMS receives it. Today, it generally takes 30 days to make revenues available; and

. To ensure royalty compliance within three years as opposed to six years.

To test the latter process, MMS established teams to conduct three operational models-- oil and
gas leases in the Gulf of Mexico, oil and gas leases in the Unitah Basin of Utah/Colorado, and
solid mineral leases in Utah, Wyoming, Colorado, and Montana. A sub-group within the solids
team will focus on geothermal issues. These pilots have been operational beginning with the
offshore model since early February of this year.

As part of furthering the reengineering initiative, MMS has put into place several partnerships
with our customers in order to actively involve them in defining future business processes,
refining reporting requirements, and developing the best information technology solutions for the
future. Amoco, Texaco, Coastal, Devon, and Chevron are participating in the operational models
for fluid minerals; the States of Utah, Colorado, and the Ute Tribe will participate in the similar
onshore model; industry representatives on the solids operational model team are BHP,
Cyprus-Amax, Kennecott Energy Company, PacifiCorp, Peabody Group, and Westmoreland
Resources inc. They join Colorado, Montana, Utah, Wyoming and the Navajo Nation and Crow
Tribe.
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Our second stretch goal is to complete lease royalty compliance within three years or less.
Therefore, beginning in Fiscal Year 1999. MMS will utilize a new audit strategy that will
concentrate on a property rather than company basis. This strategy will emphasize the use of
special teams to audit specific producing properties and other targets such as collection and
distribution terminals, gas plants, and crude oil refineries. Future audits will be highly
integrated. with the compliance processes being tested and developed by the reengineering
operational model teams. The new strategy provides for full audit coverage of OCS royalties on
a property basis. 80 percent coverage of onshore and tribal royalties, and reserves significant
resources for a continued high level of coverage of individual Indian mineral revenues. These
audit goals will be integrated into the reengineering environment by the year 2003.

Royalty In-Kind (RIK)

An important complement to reengineering. MMS is continuing to pilot programs to test taking
Federal royalties in kind (RIK). MMS has long been a supporter and developer of novel
approaches to royalty management. such as exercising its right to take the Federal Government’s
royalty share in kind. In fact. MMS conducted an RIK gas pilot in 1995 and completed an RIK
Feasibility Study in 1997. Although the results of 1995 were mixed, our interest in pursuing RIK
continues. The 1997 RIK Feasibility Study concluded that, if implemented correctly, RIK in
some areas could be workable. revenue positive, and administratively more efficient for all
parties.

MMS has established a task force to implement three new RIK pilot programs. These pilots are:
(1) oil production in Wyoming; (2) 8(g) natural gas production offshore Texas; and (3) natural
gas production in the Gulf of Mexico. By using pilots, MMS can test and develop RIK programs
without placing over $4 billion in royalty collections at significant risk. While we are
enthusiastic about the prospects of these programs to provide administrative relief, given our past
results, we believe a cautious approach is merited to develop a program that is workable for the
Federal government without jeopardizing revenues.

The preliminary results from the pilot in Wyoming through two bidding cycles, suggest that we
have been successful in increasing our royalty revenue. It has also shown that RIK cannot work
everywhere. RIK will not work for small stripper well properties where oil is trucked to market.

The natural gas piiot in the 8(g) zone offshore so far has demonstrated it is feasible to move
Federal production to Federal agencies for direct use by the government. This can help lower
Federal energy costs. But again, this is sensitive to specific conditions, and we cannot presume it
will work in all places.

The natural gas pilot in the Gulf of Mexico is still under development, and is slated for start-up in

the Fall of this year. The pilot will move RIK natural gas on a grand scale with as much as 800
million cubic feet a day.

10
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Though not part of the RIK pilots. MMS s also working with the Department of Energy to
transfer 28 million barrels of rovalty oil in the Gulf of Mexico to the Strategic Petroleum
Reserve. This project is off to a good start -- we’ve reached agreements with four companies to
deliver about 40,000 barrels per day into the Strategic Petroleum Reserve (SPR) facilities over
the next three months. This summer. we will start a competitive process to exchange royalty oil
for oil delivered to the SPR. increasing the program to up to 100,000 barrels per day.

Finally, MMS has renegotiated the existing contracts with the cbmpanies purchasing crude oil
under the small refiner program. Instead of billing on the basis of the posted prices reported by
lessees of Federal lands, the prices that MMS uses to sell are now based on the spot market
prices adjusted for the quality of the crude oil at the lease. Through the use of market based
pricing, MMS has significantly increased its revenues, compared with the use of posted prices.

Conclusion

Mr. Chairman, I hope I have captured the extensive progress and activity MMS has been
invoived with over the past four vears to ensure implementation of a final oil regulation as well
as other activities to make sure that royalties are properly accounted for. The American public is
entitled to a fair return on the production of the resources extracted from Federal land. We do
not believe that further moratoria on publication of the rule are conducive to a satisfactory result
on this issue but rather think the Congress should allow the rulemaking process to proceed.
Again, we commit that we will carefully consider all of the comments we have received on the
rule before publishing a final rule and will seek the best result for the Nation, considering our
statutory mandates and the goal of receiving a fair return for the public. This concludes my
written testimony. However. [ will be pleased to answer any questions you or Members may
have regarding MMS’s proposed Federal oil valuation rule or any other issues that [ raised during
my testimony.

11
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Date

Mid 1980's

Early 1990's

June 1994

December 1995

May 1996

June 1996

July 1996

August 1996

Fall 1996

January 24, 1997
Aprit 1997

July 3, 1997

September 1997

October 1997

Federal Qil Valuation Chronology

Event

City of Long Beach/California sue six major oil companies for underpaying
royalties.

City and State settle with five of the companies for about $350 million total.

MMS formed interagency task force to investigate allegations of Federal oil
undervaluation in California.

Task force presents interim report to the Department.
MMS issues Advance Notice of Proposed Rulemaking for Federal oil

Task force presents final report to the Department.

MMS forms team to develop new proposed oil valuation regulations and
issues new valuation guidance to auditors.

MMS issues engagement letters to the 20 major companies producing
Federal oil in California.

MMS begins National Crude Oil Strategy audits.

MMS begins issuing bills to the companies in California. Total billing
assessments by February 1998 amount to $257 million.

MMS proposes new Federal oil valuation rule (NYMEX and ANS).
MMS holds two public meetings on proposed rule.

In response to public comments, MMS publishes supplementary proposed
Federal oil valuation rule (expanded use of arm’s-length contracts).

Again in response to public comments, MMS reopens comment period and
lists additional alternatives for consideration.

MMS holds 7 public workshops on alternatives valuation methods.
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February 6. 1998

February -
March 1998

March 24, 1998

May 1, 1998

June 3, 1998

June 11, 1998

Late June

July 8, 1998

July 9 & 22, 1998

July 16, 1998

July 21, 1998

July 28, 1998

August 11, 1998

August 31, 1998

September 1, 1998

After receiving 2,600 pages of comments and input at the workshops, MMS
publishes second supplemental proposed rute (ANS for CA. benchmarks for
Rockies. and spot elsewhere).

Five public hearings held to get comments on latest proposal.

MMS extended the comment period to April 7, 1998.

President signed the FY 1998 Supplemental Appropriations Act (P.L. 105-
174) that inciudes language bill to delaying publication of the final oil
valuation rule until October 1, 1998.

MMS sends report to Congress on status of the rutemaking.

Senate Subcommittee on Energy and Natural Resources held a hearing with
the Department, the public, and representatives of the industry to hear

concerns about publishing the oil rule.

Senate Committee on Appropriations approved language that would extend
the delay of publishing a final rule until October 1, 1999.

MMS reopened the comment period from July 9, 1998, to July 31, 1998.

Senate Energy Subcommittee holds meetings with industry and DOI to
discuss further industry concerns.

MMS publishes another supplemental proposed rule to address industry
concerns.

Maloney and Miller hold meeting to involve other interest groups.

Senate staffers meet with DOI to discuss rule changes that would address
industry concerns.

Assistant Secretary sends first letter to key Senators regarding direction of
final rule.

Assistant Secretary sends second letter to key Senators containing outline of
final rule direction.

MMS sends second report to Congress on status of rulemaking.
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October 8, 1998

March 12, 1999

March 23, 1999

March 24 -
April 7. 1999

April 12. 1999

May 19.1999

President signs FY 1999 Omnibus Appropriations Act (P.L. 105-277)
extending moratorium on rule until June 1, 1999.

Secretary Babbitt announces another reopening of comment period for 30
days, until April 12. In addition, three workshops scheduled during this
time.

Senate approved FY 1999 Emergency Supplemental Appropriations bill
with a rider attached that would prohibit MMS from publishing a final rule
October 1. 1999.

Workshops held in Houston, Texas, Albuquerque, New Mexico and
Washington, D.C.

MMS extends comment period until April 27, 1999.

Subcommittee on Government Management, Information and Technology
holds hearing on oil rule with Department.
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Mr. HorN. Robert Williams is Acting Inspector General, U.S. De-
partment of the Interior. Mr. Williams.

Mr. WiLLiAms. Thank you, Mr. Chairman, members of the sub-
committee. | am pleased to be here today to provide testimony on
our reviews of the Department of the Interior's royalty manage-
ment system.

Over the past 5 years my office has issued 24 royalty related re-
ports, which identified monetary impacts of about $309 million,
and made 63 recommendations, of which 43 have been imple-
mented, 18 are to be implemented, and 2 are unresolved.

Our Office of Investigations has initiated 30 cases that have re-
sulted in civil settlements of about $47 million to date. The results
of these reviews generally found that the Department was making
progress in improving the royalty management system. However,
improvements were needed to ensure that all royalties due the
Government were collected and accounted for.

I will briefly discuss some of the more significant audits and in-
vestigations by issue area.

In regard to royalty determination collection, and distribution,
we noted that the royalty in-kind pilots in the Gulf of Mexico to
test gas and in Wyoming to test oil will provide the Minerals Man-
agement Service with the knowledge and experience to implement
a permanent royalty in-kind system for those particular regions
and products. However, we concluded that the pilot program will
not provide a conclusive assessment for all Federal oil and gas pro-
duction.

The negotiated royalty settlements were not always conducted in
accordance with the Service’s settlement negotiation procedures.
For 9 of the 10 settlements that we reviewed, the Service did not
adequately document the reduction of values from $312 million to
$94 million for negotiated issues.

Royalty payors had deducted transportation and gas processing
allowances that exceeded either the actual cost, the maximum per-
centages allowed without the approval of the Service, or 100 per-
cent of the value of the product. We estimated about $27 million
in additional payments was owed the Federal Government because
of excess allowance deductions.

In the area of the Service’s operations, we found that cost-shar-
ing deductions were computed efficiently and deducted from the
States’ mineral leasing receipts in a timely manner. However, in-
consistencies in the methods used to compute the deductions re-
sulted in excess distributions from some States’ receipts. The Serv-
ice is in the process of returning, in part, the excess cost deductions
to the respective States. The Service did not accurately identify the
additional royalties that were allegedly owed the Federal Govern-
ment for undervalued California crude oil. As a result, 19 bills for
collection were misstated by at least $185.6 million. Although the
Service took prompt actions to correct the errors and issued revised
bills, we concluded that the revised bills were still overstated.

Regarding onshore oil and gas operations, we found that the Bu-
reau of Land Management's Inspection and Enforcement Program
did not adequately ensure production accountability for oil and gas
or regulatory compliance for well drilling and well plugging oper-
ations on Federal and Indian leases. As a result, the Government
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has plugged 131 orphan wells, at a cost of about $1.6 million, since
1991 and is presently liable for plugging more than 300 additional
orphan wells, at a cost estimated by the Bureau to exceed $3 mil-
lion.

In regard to automated systems, we found that the Minerals
Management Service had established general controls over its auto-
mated information systems but that these controls were inadequate
in certain areas, such as risk assessment, security, logical access
controls, and disaster recovery plans. These weaknesses increased
the risk of unauthorized access to, modification to, and disclosure
of program data; theft or destruction of software and sensitive in-
formation; and potential loss of system capability in the event of
a disaster or system failure.

The Service was using outdated and inefficient data structures
that were difficult to change and improve, it did not sufficiently
test its application software programs to ensure their operational
effectiveness, and it did not adequately document the program’s
automated systems. As a result of these deficiencies, the program
unnecessarily incurred $3.2 million annually for contractor support
and for additional work to detect and correct errors and deficiencies
in the application process.

For offshore operations, we found that the Service had imple-
mented our recommendation to evaluate the adequacy of minimum
bonus bids and annual rental fees before lease resale. As a result,
we estimated that leases issued between September 1993 and Au-
gust 1997 had increased revenues by $141 million and will gen-
erate another $194 million in added revenues through 2001.

This concludes my oral statement. | will be pleased to answer
any questions the subcommittee may have at this time.

[The prepared statement of Mr. Williams follows:]
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Testimony of
Robert J. Williams
Acting Inspector General
U.S. Department of the Interior
on A
The Royalty Management System

Mr. Chairman and members of the House of Representatives Subcommittee on Government
Management, Information and Technology, I am pleased to be here today to provide
testimony on our reviews of the Department of the Interior’s Royalty Management System.
In this testimony, I will provide brief background information on the Royalty Management
System and a summary of the significant audits and investigations relating to royalty issues
accomplished over the past 5 fiscal years, through March 1999.

The Royalty Management System was established by the Secretary of the Interior under the
Federal Oil and Gas Royalty Management Act of 1982 to ensure that oil, gas, and other
mineral royalties; interest; fines; penalties; fees; deposits; and other payments owed are
accurately determined and that these revenues are collected and distributed in a timely
manner. The System is a comprehensive one, with components for inspection, fiscal and
production accounting, collection and distribution, and auditing. The Secretary assigned the
responsibility for accomplishing the objectives of the System to the Minerals Management
Service, the Bureau of Land Management, and the Bureau of Indian Affairs.

The Minerals Management Service operates two specialized programs: the Royalty
Management Program and the Offshore Minerals Management Program. The Service
has centralized all its mineral revenue functions under the Royalty Management
Program to ensure that the bonuses, rents, and royalties from Federal and Indian lands
are determined, collected, and distributed in a manner that maximizes the efficient
management, production, and use of oil, gas, coal, and other mineral resources,
consistent with public health and safety, environmental, and public land use
requirements. Under its Offshore Minerals Management Program, the Service
conducts leasing activities for and provides oversight of mineral operations on the
Nation’s Outer Continental Shelf.

The Bureau of Land Management is responsible for monitoring oil and gas
production from onshore Federal and Indian leases.

The Bureau of Indian Affairs distributes mineral revenues to individual Indians and
tribes.

The policies and procedures for the Department’s Royalty Management System are
delineated in public laws and Departmental regulations, including the Allotted Indian Land

1 ENCLOSURE 1
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Leasing Act of 1909, as amended; the Mineral Leasing Act of 1920, as amended; the Indian
Mineral Leasing Act of 1938; the Minerals Leasing Act for Acquired Lands of 1947, as
amended; the Outer Continental Shelf Lands Act of 1953, as amended; the Geothermal
Steam Act of 1970; the Combined Hydrocarbon Leasing Act of 1981; the Indian Mineral
Development Act of 1982; the Federal Oil and Gas Royalty Management Act of 1982; the
Federal Oil and Gas Leasing Reform Act of 1987; and the Federal Oil and Gas Royalty
Simplification and Fairness Act of 1996.

The Inspector General Act of 1978, as amended, requires my office to conduct independent
and objective audits and investigations relating to programs and operations of the
Department of the Interior. In addition, the Federal Oil and Gas Royalty Management Act
0f 1982, Section 302(b), requires my office to perform a biennial audit of the Federal Royalty
Management System and submit the results to the Congress and the Secretary. To
accomplish the biennial audit. we performed individual audits of key components of the
Royalty Management System and reported on the results. At the end of the biennial period,
we provided a report summarizing the results of audits performed for that 2-year period.
Since 1982, we have issued seven biennial reports. This reporting requirement was
eliminated by the Federal Reports Elimination Act of 1998, enacted November 10, 1998, but
we will continue to perform audits of these activities.

For the past 5 years (fiscal years 1994 through March 1999), my office has issued 24 reports,
which identified potential monetary impact to the Government of about $309 million and
made 63 recommendations of which 43 have been implemented, 18 have not been
implemented, and 2 are unresolved. Also, during this period, the Office initiated 30
investigations, that have resulted in civil settlements of about $47 million. The results of the
reviews generally found that the Department was making progress in improving its Royalty
Management System, but that additional improvements were needed to ensure all royalties
due the Government were collected and accounted for.

Audits and Investigations Relating to Royalty Determination,
Collection, and Distribution

"Royalty-in-Kind Demonstration Pilots, Minerals Management Service" (No. 99-1-371),
dated March 1999. The report stated that the pilot program in the Gulf of Mexico to test
gas and in Wyoming to test oil would provide the Service with the knowledge and practical
experience to implement a permanent royalty-in-kind system for those particular regions and
products. However, because the United States’ oil and gas industry operates in distinct
regions, we concluded that the limited geographic coverage and products included under the
pilot program would not provide a conclusive royalty-in-kind feasibility assessment for all
Federal oil and gas production. The report did not contain any recommendations.

"Royalty Gas Marketing Pilot, Minerals Management Service" (No. 96-1-786), dated
May 1996. The report stated that the Service had demonstrated the feasibility of taking
natural gas royalties in kind as an alternative to the royalty-in-value system. However, we
found weaknesses in pilot design, revenue collection, marketing strategies, and
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administrative controls that the Service should consider in studying the royalty-in-kind
concept. At the time of our review, the Service was conducting its own evaluation of the
pilot, including determining whether savings could be realized in reducing administrative
costs and audit efforts and in avoiding royalty appeals and litigation. Although the final
results of these analyses were not available at the time of our review, Service officials said
that they did not expect to realize significant benefits unless they implemented the gas
royalty-in-kind program on a large scale, such as for all of the leases in the Gulf of Mexico.
The report did not contain any recommendations.

"Negotiated Royalty Settlements, Minerals Management Service' (No. 96-1-1264),
dated September 1996. The report stated that negotiated royalty settlements were not
always conducted in accordance with the Service’s settlement negotiation procedures.
Specifically, 9 of the 10 settlements reviewed did not have documentation for the estimated
values of the underpayment of royalties issues to be negotiated, the arguments for reducing
the values of issues, and/or the reasons why the values of issues were reduced as a resuit of
the negotiations. For these sctilements. the Service did not adequately explain the reduction
of its values from $312 million to $94 million. Further, in one settlement, Indian tribes were
not given the opportunity to exclude Indian issues and were not included in negotiations
applicable to their leases. The Service agreed with the report’s three recommendations,
which we considered resolved and implemented.

Mobil Qil (DOI/OIG Case File No. 96V1-453). An investigation conducted by the Office
of Inspector General, in conjunction with the U.S. Department of Justice, Civil Division, and
the U.S. Attorney’s Office. Lastern District of Texas, resulted in a settlement agreement
whereby Mobil agreed to pay $45 million to resolve claims that it underpaid royalties owed
to the Government for oil produced on Federal and Indian lands in California, the Rocky
Mountains area, and the Gulf of Mexico. Specifically, Mobil was alleged to have
systematically underreported the value of oil it produced from Federal and Indian lands
during January 1980 through December 1997.

Oryx Energy Company (DOI/OIG Case File No. 96VI-501). Aninvestigation conducted
by the Office of Inspector General. with the assistance of Bureau of Land Management and
Minerals Management Service personnel, resulted ina civil settlement in which Oryx agreed
to pay $200,000 for allegedly defrauding the Service with respect to royalty payments. The
investigation was initiated based on information alleging that Oryx falsely reported its
production of condensate to the Service on land leased from the Bureau in southeastern New
Mexico, thereby avoiding payment of royalties to the Service, which are based on production
figures. As part of the settlement, Oryx also agreed to file amended production reports with
the Service.

"Transportation and Processing Allowance Deductions, Minerals Management
Service" (No. 94-1-1110), dated August 1994. The report stated that royalty payors had
deducted excess oil and gas transportation and gas processing allowances. Specifically,
payors deducted allowances that exceeded actual costs, the maximum allowed percentages
without the approval of the Service, and 100 percent of the value of the product. In our
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report, we estimated that about $27.2 million in additional payments may be owed the
Government because of excess allowance deductions. This amount included $783,000 of
additional royalty payments made to the Service as a result of excess allowance deductions
identified during our audit. The Service agreed with the report’s three recommendations,
which we considered resolved and implemented.

"Status of Recommendations From the Task Force on Royalty Compliance' (No. 95-1-
545), dated February 1995. This report stated that the Minerals Management Service had
made significant progress in implementing the 26 Task Force recommendations. The
recommendations were designed to encourage voluntary payor/producer compliance by
clarifying existing laws and regulations, fully integrating Royalty Management Program
compliance activities, increasing the use of automated systems to determine royalty
compliance, and developing measures for overall royalty compliance. The Service developed
an action plan that included six areas of emphasis: management and policy, a pilot program
to identify and resolve royalty reporting irregularities, enforcement, audit, regulations, and
automated systems. The Service also identified 112 steps to implement the
recommendations. We believe that the steps completed and planned to be completed by the
Service will satisfactorily address all 26 Task Force recommendations. As such, the report
did not contain any recommendations.

Genwal Coal (DOY/OIG Case File No. 93VI-434). An investigation by our office, into
allegations that Genwal Coal corporate officers conspired to create a scheme to diminish
royalties received by the Government for coal production on a Federal lease, resulted in a
$205,000 civil settlement. Specifically, coal mined by an affiliate company was sold to
another affiliate company and was therefore not an arms-length transaction. This fact was not
disclosed to the Minerals Management Service, which allowed the affiliate to reduce the
amount of royalties owed the Government. The settlement was reached after the Civil
Division of the U.S. Department of Justice filed a complaint alleging violations of the Civil
False Claims Act, breach of contract, unjust enrichment, and negligent misrepresentation.

Audits Relating to Audit Operations

"Costs Recovered Through Net Receipts Sharing Deductions, Minerals Management
Service and Bureau of Land Management' (No. 98-1-79), dated October 1997. The
report stated that the cost-sharing deductions were computed efficiently and deducted from
the states’ mineral leasing receipts on a timely basis. However, we noted inconsistencies in
the methods used to compute cost-sharing deductions, which resulted in the inequitable
distribution of mineral leasing program costs. We recommended that the Service and the
Bureau establish consistent policies and procedures to guide the net receipts process and to
improve communication with the states. We further recommended that the Bureau obtain
aSolicitor’s opinion on whether preleasing costs were allocable deductions to the states. The
Service and the Bureau agreed with the report’s recommendations, which we considered
resolved and implemented. Subsequently, the Service has also been in the process of
returning the excessive cost deductions to the respective states.
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""Minerals Management Service Work Regarding Underpricing of California Crude
Oil" (No. 98-1-484), dated June 1998. The report stated that the Service did not accurately
identify additional rovalties that were allegedly owed the Federal Government for
undervalued California crude oil, which has adversely affected the Service’s ability to collect
the royalties. Specifically, for integrated company transactions from January 1980 through
February 1988, the Service did not always adequately plan its work, accurately prepare
supporting evidence, exercise due professional care in performing analyses, or have adequate
quality control procedures to ensure the accuracy of its conclusions. As aresult, 19 bills for
collection were misstated by at least $185.6 million. Although the Service took prompt
action to correct the errors and issued revised bills, we concluded that the bills were still
overstated, which will impede collection. The Service disagreed with the report’s two
recommendations.

"External Quality Control Review of the Audit Divisions, Minerals Management
Service" (98-1-398), dated April 1998. The report concluded that Service audits generally
complied with the Service’s Audit Procedures Manual and with the "Government Auditing
Standards," issued by the Comptroller General of the United States. Further, we found that
the audits were conducted professionally, audit conclusions were adequately supported, and
auditors were usually current in their continuing education requirements. Although we found
minor deficiencies in the areas of audit management, we did not find that these weaknesses
adversely affected the Service’s audit findings. The report did not contain any
recommendations.

Audits Relating to Financial Statements and Automated Systems

"General Controls Over the Automated Information System, Royalty Management
Program, Minerals Management Service" (No. 98-1-336), dated March 1998. This
report stated that the Service had established general controls over its automated information
systems, but that these controls were inadequate in the areas of risk assessment; security
policies, procedures, and awareness; logical access controls; software change control
practices; separation of duties; use of available mainframe security software; and inclusion
of appropriate hardware and software systems in the Royalty Management Program’s disaster
recovery plans. These weaknesses increased the tisk of unauthorized access, modification,
and disclosure of Program data; theft and destruction of software and sensitive information;
and potential loss of Program system and function capability in the event of a disaster or
system failure. The Service agreed with the report’s 23 recommendations to improve the
controls over the Program’s automated information systems, which we considered resolved
and implemented. )

"Royalty Management Program’s Automated Information Systems, Minerals
Management Service” (No. 97-1-1042), dated July 1997. Thereport stated that the Service
was using outdated and inefficient data structures, which were difficult to change and
improve. Additionally, the Service did not test its application software programs sufficiently
to ensure the operational effectiveness of the software programs. We also found that the
Royalty Management Program’s automated systems were not adequately documented in
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accordance with established standards. As a result of these deficiencies, the Program
unnecessarily incurred about $3.2 million annually for contractor support of the automated
systems and for additional work to detect and correct errors and deficiencies in application
processing. The Service agreed with the report’s seven recommendations, which we
considered resolved and implemented.

"Minerals Management Service Financial Statements for Fiscal Years 1995 and 1996"
(No. 97-1-445), dated February 1997, and '""Minerals Management Service Financial
Statements for Fiscal Years 1996 and 1997"" (No. 98-1-382), dated March 1998. The
reports presented an unqualified opinion regarding the financial operations of the Service.
The audits found that the internal control structure in effect at year-end, except for certain
matters involving general controls over the Service’s Royalty Management Program’s
automated information system, was sufficient to safeguard assets against loss from
unauthorized use or disposition: ensure that transactions were executed in compliance with
laws and regulations; ensure that transactions were properly recorded, processed, and
summarized; and provide reasonable assurance that any losses, noncompliance, or
misstatements that were material to the financial statements would be detected. The reports
did not contain any recommendations.

Audits Relating to Onshore Operations

"Drainage Protection Program, Bureau of Land Management" (No. 99-1-358), dated
March 1999. The report stated that the Bureau generally managed its Drainage Protection
Program effectively. However, the Bureau did not apply sufficient resources to handle the
increased work load resulting from an increase in coal bed methane drilling activity.
Consequently, the Bureau had to use negotiated settlements to accelerate the royalty
collection process and prevent the complete loss of royalties attributable to the 6-year record
retention limitation. While these settlements did result in the collection of royalties and
interest, royalty revenues of $24,530 were not collected because of the 6-year statute of
limitations on record retention. Furthermore, interest of $83,000 was not collected. The
Bureau agreed with the report’s four recommendations, which we considered resolved.

"Inspection and Enforcement Program and Related Activities, Bureau of Land
Management" (No. 96-1-1267), dated September 1996. The report stated that
improvements were needed in the Bureau’s Inspection and Enforcement Program to improve
production, drilling, and plugging inspections and to ensure that wells were not left
unplugged after production activities had ceased. Specifically, we found that the Bureau
inspected leases that had minimal or no production, that over one-half of the production
inspections reviewed were deficient in depth of coverage and quality of documentation, and
that many of the high priority well-drilling and well-plugging inspections were not
conducted. As aresult, the Program did not adequately ensure production accountability for
oil and gas or regulatory compliance for well-drilling and well-plugging operations on
Federal and Indian leases. The report also noted that none of the seven field offices reviewed
had properly classified wells as shut-in or temporarily abandoned in their Automated
Inspection Records Systems. Accordingly, some operators had gone out of business, and the
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Government was responsible for plugging the wells. Since 1991, the Government has
plugged 131 orphan wells, at a cost of over $1.6 million, and is presently liable for plugging
more than 300 additional orphan wells, at a cost estimated by the Bureau to exceed
$3 million. In addition, the Government may be responsible for the cost of cleaning up
contaminated groundwater and other damage to the natural resources caused by these
unplugged wells. The Bureau agreed with the report’s 11 recommendations, which we
considered resolved and implemented. .

"Followup Review of Enforcement of Common Carrier Statutes for Pipelines Crossing
Federal Lands in California" (No. 95-1-728), dated March 1995. Our February 1991
audit report on the enforcement of common carrier statutes for pipelines crossing Federal
lands in California (Report No. 91-1-503) stated that six intrastate pipelines crossing Federal
lands functioned as private carriers, which was in violation of their right-of-way easements.
The report recommended that the Bureau of Land Management ensure that regulations and
requirements pertaining to common carrier pipelines were communicated to all oil companies
with operations in California. Our followup review of the enforcement of common carrier
statutes for pipelines crossing Federal lands in California found that the Bureau had notified
all oil companies with operations in California of the common carrier requirements of the
Mineral Leasing Act, but that at least three of the major pipelines were not operated as
common carriers, even though they crossed Federal lands. The Bureau said that it would
conduct inquiries into any complaints alleging that a right-of-way holder was not complying
with the common carrier requirements. Since no independent oil producer had formally
complained to the Bureau concerning the lack of pipeline access, the Bureau said that it had
no authority to enforce common carrier requirements. We recommended that the Bureau
obtain a Solicitor’s opinion regarding the Bureau’s authority and responsibility concerning
the regulation of pipelines that cross Federal lands. The Bureau agreed with our
recommendation. The April 3, 1995, opinion from the Associate Solicitor for Energy and
Resources stated that common carrier provisions apply to activities outside the boundary of
the rights-of-way unless otherwise exempted and that the Department can "condition" the
approval of a right-of-way grant on a pipeline company’s submission of rate or tariff
schedules to the appropriate agency, initiate proceedings to suspend or terminate right-of-way
grants, or request the U.S. Attorney to prosecute violations of the Mineral Leasing Act. We
considered the report’s one recommendation resolved and implemented.

"Onshore Oil and Gas Leasing Activities, Bureau of Land Management"
(No. 95-1-638), dated in March 1995. The report stated that changes in the Federal Oil and
Gas Leasing Reform Act of 1987 could increase competition and revenues to the Bureau’s
oil and gas leasing program. Accordingly, the Bureau could have generated additional
revenues of $4.2 million annually if it had the authority to charge noncompetitive leases a
fee equivalent to the minimum benus bid of $2 an acre, the fee applicable to competitive
leases. The Bureau agreed with the report’s two recommendations, which we considered
resolved and implemented.

"Onshore Oil and Gas Rental Reduction, Bureau of Land Management (No. 94-1-
595), dated May 1994. The report recommended that the Bureau reevaluate the 1992 Oil
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and Gas Reduction Review for determining whether the rental rate reduction for leases issued
before 1987 should be continued. The Bureau concurred with our recommendation; the
reevaluation was completed; and the rental rate reduction was allowed to expire on
February 29, 1996. We estimated the potential additional revenues for fiscal years 1994
through 1997 to be about $26 million.

Audits Relating to Offshore Operations

"Followup of Offshore Minerals Leasing Activity” (No. 98-1-385), dated April 1998.
The report presented the results of a followup review of recommendations contained in our
audit report "Offshore Minerals Leasing Activities, Minerals Management Service" (No. 94-
1-179), issued in December 1993. In our followup review, we found that the Service had
acted expeditiously to implement the prior report’s recommendation to evaluate the adequacy
of minimum bonus bids and annual rental fees before each lease sale to ensure that the
Federal Government received optimum value for offshore oil and gas leases. As aresult, we
estimated that the rate increase generated additional revenues of $141 million for leases
issued between September 1993 and August 1997 and will generate an estimated
$194 million in increased lease revenues during 1998 through 2001. The followup report did
not contain any new recommendations.

"Opportunity To Increase Offshore Oil and Gas Rental Revenues, Minerals
Management Service' (No. 99-1-387), dated March 1999. The report stated that the
Service has an opportunity to increase rental fee revenues. Specifically, the Deep Water
Royalty Actallows for royaity payments to be suspended for up to 87.5 million barrels of oil
equivalent produced under offshore leases in deep water (considered by the Royalty Relief
Act to be water depths of 200 meters or more), primarily in the central and western portions
of the Gulf of Mexico. During the period when royalty payments are suspended, the
Service’s offshore oil and gas leases terminate rental fees. Accordingly, the Department of
the Interior does not receive any revenues during this period. In contrast, the terms of
onshore leases require payments to be equal to rental fees or royalties (whichever is higher)
throughout the time period of the lease. The Service has an opportunity to increase rental
revenues by an estimated $2.4 million to $26 million for leases that will be issued between
April 1999 and December 2000 by changing the terms of the offshore leases before they are
sold to require rental payments during periods of royalty relief. The Service has been asked
to provide additional information on the report’s two recommendations.
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Mr. HorN. Thank you very much. The gentleman from Virginia,
Mr. Davis.

Mr. Davis. Thank you very much. Ms. Baca, let me ask, you are
not implying that because someone settled, that it's an admission
of guilt on the part of any company, are you?

Ms. BACA. I'm sorry?

Mr. Davis. Because someone may have reached a settlement
with you and paid a sum of money is not an admission that they
necessarily owed money or were guilty in any way of paying addi-
tional money, is it?

Ms. BAcCA. We are not implying that.

Mr. Davis. | just wanted to get that on the record. Let me ask
if 1 can, Mr. Williams, when did you first hear about the $700,000
in payments at the Project on Government Oversight made to Bob
Berman of DOl and Mr. Speer of DOE from the Mobil settlement
proceeds?

Mr. WiLLiams. If | can, | have with me John Sinclair, my Assist-
ant Inspector General for Investigations.

Mr. Davis. That would be great. Is he sworn?

Mr. SINCLAIR. Yes, | am. | will try to answer that question for
you. The issue regarding the sharing of the relator's payment that
came in, we were first notified of that in the first week of April by
the Department of Justice Public Integrity Section.

Mr. KLEIN. And we have been actively looking into that issue
with the Department since that time. | can't give you any specifics.
It's an ongoing criminal investigation.

Mr. Davis. But your office is currently investigating the propri-
ety of the payments?

Mr. SINCLAIR. Yes, yes, we are.

Mr. Davis. Do you know who's handling the investigation?

Mr. SINCLAIR. The particular attorney? Yes, | do.

Mr. Davis. OK. Is that a secret?

Mr. SiNcLAIR. Well, | contacted Public Integrity today, and they
asked me to refer everything through their public affairs office.

Mr. Davis. How long have they known about it?

Mr. SINCLAIR. They referred it to us the first week of April.

Mr. Davis. How long have they known about it?

Mr. SINCLAIR. How long has the Justice Department?

Mr. Davis. Right.

Mr. SINCLAIR. | can't answer that question.

Mr. Davis. Any idea at all; 2 weeks, 4 months?

Mr. SINCLAIR. | believe that the allegation and the information
came out of the ongoing qui tam cases, so | would assume that the
information which came from another source than Public Integrity
probably was available and the Justice Department——

Mr. Davis. But who was handling that decision? You feel this
committee shouldn’'t know that? Is that your position?

Mr. SINCLAIR. No. Do you want the name of the attorney?

Mr. Davis. Yeah.

Mr. SINCLAIR. OK. It's Brenda Morris.

Mr. Davis. OK. Thank you. And normally would you expect gov-
ernment employees who are offered $350,000 payments from pri-
vate plaintiffs in litigation related to their job, wouldn't you expect
them to seek guidance from their ethics offices?
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Mr. SiNcLAIR. Well, | would, yes.

Mr. Davis. OK. Have you ever heard of a situation like this
where large cash payments to government officials were proper?

Mr. SINcLAIR. | think that's the reason the Justice Department
and we are looking into this right now.

Mr. DAvis. And you don't know how long the Department of Jus-
tice sat on these payments? My understanding, it was 7 months,
but you don’t have any——

Mr. SINCLAIR. | have not heard that number. | couldn't even
speculate as to whether it would have been known that long.

Mr. Davis. OK. Are you investigating the Department of Jus-
tice’s nondisclosure of the payments as well?

Mr. SINCLAIR. No, that's not something that's within our jurisdic-
tion to look at.

Mr. Davis. And whose jurisdiction would that be in?

Mr. SINCLAIR. | don't know. It's internal to the Justice Depart-
ment. If they have some——

Mr. DAvis. To overlook the Department of Public Integrity.

Mr. SINCLAIR. It would probably go to the Office of Special, or Of-
fice of Professional Responsibility, one of the internal mechanisms
within Justice.

Mr. Davis. In your June 1998—going back to Mr. Williams, in
your June 1998 report that was entitled Mineral Management
Service's Work Regarding Unpricing of California Crude Oil, you
know what I'm talking about?

Mr. WiLLIAMS. Yes.

Mr. Davis. OK. Your office reported that the Minerals Manage-
ment Service failed to accurately identify additional royalties owed
to the Federal Government for undervalued California crude oil.

You report that the Service did not adequately plan its work, ac-
curately prepare supporting evidence, exercise due professional
care in performing analyses or have adequate quality control proce-
dures to ensure the accuracy of its conclusions. As a result, 19 bills
sent to oil companies were overstated by at least $185.6 million;
that correct?

Mr. WiLLiams. Correct.

Mr. Davis. In responding to your report in a letter to this sub-
committee, Service officials stated that due to the nature of this
project, generally accepted government auditing standards did not
apply. Do you agree with the Service’s position, that professional
auditing standards would not have applied in this situation?

Mr. WiLLiaMs. We responded in the report, and they are re-
sponding back to us as a result of the final report and final posi-
tion. But what we stated in the report was that given the sensitiv-
ity and the interest in that particular activity, we felt that some
of the professional standards should have applied.

Mr. Davis. Let me ask Ms. Baca, what are you—what is the De-
partment’s position on this? Why professional standards shouldn’t
have applied?

Ms. BAcA. Congressman Davis, | believe that we were up against
a statute of limitations on this particular issue, and we did not con-
duct a full-blown audit. We felt that a special process was war-
ranted.
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I think it has been found both by the IG and GAO and has been
affirmed by the Oklahoma decisions that if we had not acted within
the time that we did the statute of limitations would have run out
and the government would not have been able to make their case.

Mr. Davis. So you just throw it in—I mean, 19 bills sent to oil
companies were overstated. You overstate the case and move some-
thing forward so you didn't lose the statute and then argue about
it later?

Ms. Baca. The bills were sent out based on the best data that
we had, and | believe that what we said is that the companies
could come in at anytime and provide us with information and we
would make adjustments. And we did make those adjustments.

Mr. Davis. Mr. Williams, | understand the large percentage of
the errors that were found in the billings were due to computa-
tional errors in spreadsheets prepared by the Minerals Manage-
ment Service's staff. The IG’s report stated that one reason for this
was that the working papers did not show evidence of any super-
visory review. Is there a review of an auditor's work required by
auditing standards?

Mr. WILLIAMS. Supervisory reviews? Yes, there is.

Mr. Davis. And | guess it's—my red light's on, so it's my last
question, and Ms. Baca, your position is because you were up
against a time crunch. You just didn't have time to move super-
visory review of these?

Ms. BAaca. Well, that was clearly a violation of our own internal
procedures.

Mr. Davis. OK. My time is up, Mr. Chairman.

Mr. HornN. If you would like your own time, I'll yield to Mrs.
Maloney. I, in essence, gave you my time.

Mr. DAvis. Oh, all right. Let me just take a couple of more min-
utes. | take my time back.

Mr. TURNER. Mr. Davis, do you want——

Mr. Davis. Just for a couple more questions. Then you would
agree, Ms. Baca, that it's—we understand what happened in this
situation, but the good business is to adequately plan, review your
work and complete it with professional care, and we won't see this
kind of thing again.

Ms. BAcA. No, sir, you will not.

Mr. Davis. OK. I'll stop there. Thank you.

Mr. HorN. OK. Gentleman from Texas, Mr. Turner, the ranking
member.

Mr. TURNER. Thank you, Mr. Chairman.

Ms. Baca, | think | heard you correctly. You have several royalty-
in-kind programs that you said were very successful; is that cor-
rect?

Ms. BAcA. Under certain circumstances, yes.

Mr. TURNER. | guess | noted a little bit of criticism from the Gen-
eral Accounting Office about the royalty-in-kind programs in the
report that | read. Does it really come down to the fact that in
some cases royalty-in-kind is real good for the government, and
other cases it just doesn't work?

Ms. KLADIVA. That's correct, sir.

Mr. TURNER. And that's what this really——
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Ms. KLADIVA. That's correct, sir. In certain circumstances, they
can be very successful.

Mr. TURNER. Ms. Baca, in terms of what the government should
get in royalty for its, for its appropriate or portion of the royalty,
is it fair to evaluate the issue based on what the government would
get if it actually took all of its royalty-in-kind?

Ms. Baca. Well, | think that the pilots that we have looked at
again certainly have found that there are certain circumstances
where it works and it is beneficial, but I'll cite you an example. In
Wyoming—we went in and we did a pilot with the State of Wyo-
ming, and we found that under circumstances it worked, but in an
area where it involved small stripper wells where they were trans-
porting the oil by truck, that was not beneficial to the government.
And we maintained that we will look at royalty-in-kind where it
makes sense and where it's going to benefit the government, but
we would like, and we very much promote, that this is done on a
basis that benefits the government.

Mr. TURNER. So, under law, you currently have the authority to
take your royalty-in-kind?

Ms. BAcA. Yes, right now, it is voluntary, and that is certainly
the position that we are promoting.

Mr. TURNER. In these other instances, where it's really not in the
government’s interest, it seems to me that there are some factors
involved there that clearly affect the market value of that royalty.
Are those factors taken into account under your proposed regula-
tions?

Ms. BAcA. | will have to ask Lucy Querques to answer that ques-
tion, if that would be all right.

Mr. HorN. Would you identify yourself and your title.

Ms. QUERQUES DENETT. Yes. My name is Lucy Querques Denett.
I'm the associate director for the Royalty Management Program. In
the last version of the proposed rule, in fact, normally a lot of these
wells—Ms. Baca referred to a stripperwell and the production that
would come from them.

A lot of those are owned by small, independent companies. They
normally sell arm’s length, and we would accept the price that they
would receive if it's a third party arm’s-length contract. So, yes, |
think we have taken that into consideration.

Mr. TUrRNER. There seems to be a lot of progress that has been
made in arriving at some new regulations, and | think it's impor-
tant for us to separate the disputes that are in the past and the
litigation that's pending from where we are currently and where we
need to go. But it does seem to be possible, based on what I'm hear-
ing—I think there was some testimony that maybe you offered be-
fore the Senate yesterday that indicated maybe the, the agency was
going to open up the matter once again and allow some additional
comments before you come to a final proposal on these rules. Is
that where we are right now?

Ms. BacA. | don't know if that was included in any testimony
yesterday, but we just recently opened up the comment period.

We opened it up March 17th, and we went out and we held three
additional workshops. Where we are in the process right now is in
the process of reviewing those comments, and based on what those
comments reveal, we will make a determination of whether or not
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we'll have a final rule or whether or not the comments change the
rule, and therefore, we would have to go out for a new rule.

So we're in this review stage right now.

Mr. TUrRNER. | guess what I'm looking for here is some sense of
whether, what you're now going through is going to result in some
changes in the current proposal or are you just not able to commit
one way or the other?

Ms. BAcA. I'm not able to tell you. The APA doesn't allow us to
go into that right now because we're reviewing the comments. The
comments period just closed and staff is going through them, and
I believe by mid-June we’ll have a better sense of, you know, what
sort of changes, if there are any changes that would be made.

Mr. TURNER. Thank you.

Mr. HorN. Has the gentleman completed his questioning?

Mr. TurRNER. The light went on so I'll wait my next turn.

Mr. HorN. Forget the night, I mean light. No, you want to finish
a few questions?

Mr. TURNER. Well, I might ask if you expect to be able to evalu-
ate all the comments by June, then what's the timetable for actu-
ally coming up with a revised proposal, if, in fact, it is revised?

Ms. Baca. Well, | think soon after the middle of June we'll have
a good sense of where we're going with this rule. You know, if we
were going to change the rule drastically we would have to go out
for a new rule, a new proposed rule, but if the comments are not—
if they don't warrant us changing the rules substantially, we would
be able to have a final rule which would be, you know, sometime
this summer.

If we go to a new proposed rule, I'm told that we could probably
have a final rule somewhere at the end of the year or the very be-
ginning of 2000.

Mr. TURNER. What's the Department’s position on this suggestion
that there be some procedure for some advance ruling where a set
of facts could be presented and the agency would then acknowledge
that that's the appropriate valuation method, and therefore, the
royalty could be paid based on that advanced ruling?

Ms. BAcA. Are you talking about a negotiated rule?

Mr. TURNER. No. The earlier testimony—in earlier testimony we
had some reference to the possibility of having some advance ruling
that could be issued by the agency so that the royalty could then
be paid based on those facts, if in fact, it turned out the factual
basis for the Department’s ruling was not what really happened,
then, of course, the Department would always have the right to go
back and collect the additional royalty.

Ms. BAcA. The issue of binding determination has come up at the
workshops, and the position that we have held, and we held in our
last rule which is out there and circulating, is that we don't feel
that binding determination should be just sort of blanket-given to
the industry out there.

We feel that there may be an opportunity to look at this on a
case-by-case level, but we certainly did not support in our July
1998 rule that we would be open to just blanket binding determina-
tion. If, in fact, we find there are a set of circumstances out there
where we need to consider those factors, we would do that on a
case by case.
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The other thing that was proposed was that if we did not act on
those in 180 days that it would be in favor of the industry. We cer-
tainly can’t support anything like that.

Mr. TURNER. What's your reluctance to provide some advance
binding determination on what the valuation method should be
under this particular set of facts?

Ms. Baca. Well, we feel that if we got to index prices, you aren't
going to have very many circumstances where binding determina-
tion is going to be needed. If you get to index or spot pricing here,
that is a pretty certain set of circumstances out there for determin-
ing the value of the crude oil. So having the binding determination
isn't, 1 don't believe, something that, you know, is going to be war-
ranted.

It may be warranted on a case-by-case basis, and we have always
said that we would be open to case by case.

Mr. TurRNER. Do you feel that the agency should have the author-
ity to make the final determination rather than other third parties
who may also be beneficiaries of the valuation that's set?

Ms. Baca. Well, | think that we have listened to all of the third
parties through these 17 workshops that we've held throughout the
country, and it's up to the Secretary to set—the law certainly gives
the Secretary the authority to set the royalty values and the regu-
lations for getting there.

Mr. TURNER. Do you agree with me that the situation that we
find ourselves in with all the litigation that has occurred that we'd
like to get to a point where these matters are not continually dis-
puted and in court constantly?

Ms. BAcA. Well, litigation certainly is not in the best interest of
anybody here. We would rather that we could all come to agree-
ment on what a fair value is for the taxpayer and that we could
all get there and not have to be caught up in litigation.

Mr. TURNER. But it also seems to me true that when you're talk-
ing about valuation, you know, experts can always differ with re-
gard to what that value is, and therefore, the issue is always going
to be unless you put some strict restrictions in place that will allow
you to make a clear determination, it's always going to be subject
to litigation.

And it would seem to me to be preferable to have a set of regula-
tions that had some certainty to them and that had some period
there within which everybody involved would know if you want to
dispute it, you dispute it now but not later. Because it seems like
if you don’'t do that, you're going to have continued lawsuits be-
cause the plaintiffs are too high profile, the number of parties who
benefit from the royalties are too numerous, and it's too politically
charged not to expect there wouldn't be litigation if there’'s an op-
portunity to have it.

And | just want to be sure that the Department is sensitive to
those kinds of concerns, and that you try to draw regulations that
will avoid that because it's an area that just seems to me too easy
to have lawsuits.

Ms. BAaca. Well, you know, we agree. We prefer not to go down
the litigation course ourselves.

That's why we've had 17 workshops and why we have opened the
rule numerous times trying to accommodate a lot of the concerns
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that are out there and to come to a rule that, you know, hopefully
will be fair to all parties interested.

Mr. TURNER. Thank you.

Mr. HorN. Thank you. And now we have a problem here. I'm
conscious the Secretary has to be somewhere else, | believe. Mrs.
Maloney has to be somewhere else so we'll start with her with 5
minutes, and then | want to get in one question, then I'll be glad
to give Mrs. Maloney more time, but right now, it's 5 minutes.

Mrs. MaLoNEY. I'd like to ask Ms. Baca, industry has argued
and—actually Mr. Davis was asking the same types of questions,
that these lawsuits are caused by the fact that MMS’ rules are sim-
ply unclear and that there is no deception involved. Is this accu-
rate?

Ms. BAcCA. I'm sorry, could you repeat the question?

Mrs. MALONEY. Well, along Mr. Davis' question and industry ar-
gues that all these settlements and lawsuits are because MMS’
rules are simply unclear and that there is no deception involved.
Now, is that accurate?

Ms. BAcA. The lawsuits have not been on this regulation. There
is no litigation regarding our regulation right now.

That is not—the lawsuits are based on the States going out there
through the qui tam cases, looking at the royalties that were paid,
and these were settlements that were made out there. It has noth-
ing to do with rule. Our rule has not been litigated yet.

Mrs. MALONEY. It's based on the theory or the fact that the oil
companies were undervaluing their oil, their payments, their royal-
ties to the government, which then is the rule that you're putting
forward.

They're saying that the rules are unclear and that's why they
were, “making this huge mistake.” But | guess basically what I'm
asking is, are companies paying millions in settlements, and in one
case billions, simply because the rules are unclear?

Why do you think they're paying millions and billions in settle-
ments if they weren't, in fact, doing what the cases from the States
are saying, undervaluing their law—their payments, stealing from
the school children of this Nation?

Ms. Baca. Well, there have been settlements, and it has been—
the States and the other interested parties went after them for
undervaluation, and that is a reasonable conclusion.

Mrs. MALONEY. But you just testified to Mr. Davis that there was
no deception involved. Undervaluation is deception; is it not?

Ms. BACA. It is a deception.

Mrs. MaLoNEY. OK. Now, | have a series of questions. I'm going
to put them in writing, but | just want to say one thing.

I opened with this letter that talked about a meeting between
the big oil companies and they were going to get the independents
to front for them, and it goes through it. And everything they said
in this letter has come to pass, that they would attach riders, that
they would go to court, that they would do everything to stall, and
you've bent over backward. You've opened it up for six times for
comments. You have been detained, delay, delay, delay, delay.

This memo, this letter, I'm going to give it to you and send a
copy to all of you.
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It just says delay, delay, delay, and then it ends by saying, if
they finally do get a rule, then we will tie them up in court so that
the rule will never be implemented.

So no matter what you do, and | compliment you and your prede-
cessor and everybody over there who is trying to get a just pay-
ment for the children, according to their own internal game plan
that was put forward 2 years ago, they've done everything in it, the
rider, the this, the that. We won't pay what we have to, we're going
to stop it, and then it says, if by some chance there is a rule, we
will just sue, sue, sue, it will never be implemented.

So my point is—and | really am pleading with my colleague, Mr.
Horn, in a bipartisan way, | truly and honestly believe that no rule
will ever be implemented, that we will have to legislate it. That is
the only way it will happen, and again, | want to ask each and
every one of you, we have the internal documents, that they pay
spot prices, market prices when they sell it to each other.

Why don’'t we just go back to that? Legislate it? Would that not
take care of the problem? Because | honestly believe that they will
implement their plan. They've been successful for 2 years. They've
certainly got more money than anybody else, and you know, they've
already paid $2.9 billion so far in settlements. It's never going to
be implemented.

The only way it will ever happen is through legislation, | really
believe that, and | just wanted to comment. And again, I'm going
to be asking GAO to do a report on how much it's going to cost the
Federal Government to go to an in-kind payment.

I mean, | find this almost humorous. The Soviet Union, the
former Soviet Union, used in-kind settlements. Government con-
trols everything, no dollar exchange, no free market, no market
price, in kind, and now what we—you know, we conquer with this
free enterprise system the Soviet Union with our strong economy
and then | hear union—I mean private sector officials arguing to
go to the in-kind payment system.

I mean, | find it almost unbelievable to a system that has been,
in the history of other countries, burdensome, creates more Federal
bureaucracy, more paperwork, more internal problems, and | just,
I just find the whole thing very frustrating, and | feel that—I just
feel that there’s been a lot of manipulation and deception, not only
to the school children but to this Congress, to the MMS, to the rule,
to anyone who'’s trying to get a fair payment on this system.

So | just want to ask you—I want to ask the—well, 1 don’'t know.
I’'m going to just put it in writing, but | just don’t think you'll ever
see a rule. If you see a rule, they're just going to sue, they're going
to tie you up in knots. If it ever comes they got to pay free market,
they're then going to go to in-kind, manipulate that ruling more
and you'll just never see the dollars that are owed to the school
children.

So | just think that we have a real challenge, Mr. Horn, to at-
tempt to legislate it so you get the fair market value to the tax-
payers that the industry is getting for themselves, and that's what
these settlements are about, and that's what all the lawsuits have
been about, and that's really what's going on here, and anyway——

Mr. HorN. Let me ask you, Madam Secretary, as | remember,
the March 9, 1999, New York Times had an article entitled Poor
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Indians on Rich Land Fight a U.S. Maze, the Federal Government
is failing in its responsibility as trust manager for mineral leases
on tribal lands.

As you know, the trust requires the Department of the Interior
as trust manager to value, collect and disburse royalties from
leases on tribal lands, which is what this hearing is about in part.
The article suggests that fees are collected, but many checks are
not sent out because the government cannot find the beneficiaries.

The article goes on to say that currently there is no system to
track how much money is coming in and how much is going out.
Hundreds of thousands of records are lost, missing or unaccounted
for. According to the article, records, some covered with rat excre-
ment, have crumbled in riverside warehouses, been lost to fire,
washed away by floods or buried in salt mines. By some estimates
tribes are owed as much as $10 billion.

What are we doing to address that problem?

Ms. BAacA. Chairman Horn, the article that you're alluding to is
a problem that the Office of Special Trust within the Interior De-
partment is addressing. It's a separate entity from us.

The only involvement that we have in the Indian Federal leases
is that we are responsible at MMS and BLM for making sure that
we provide the Office of Special Trust and the BIA with accurate
information on the amount of oil that is taken from those leases.
We provide that to them. They then take that information and they
post it to the accounts, and they are responsible for making sure
that it reaches the individual tribesmen.

Mr. HorN. So you deal with the tribes, too, though, don't you?

Ms. BAcA. Yes, we do, and what we do is we make sure that
whatever oil or gas that is coming from their properties is reported
to the BIA and to the Office of Special Trust. They are the ones
who are responsible for posting it to the accounts and making sure
that it goes to the proper allottees and beneficiaries.

Mr. HorN. Now, in other words, you don’t check, and let's get the
Inspector General in GAO in on this one, you don't check whether
the tribe has the check because you're sending it to what, the Bu-
reau of Indian Affairs?

Ms. BAcA. Yeah. We just send the information on how much oil,
how much gas, how much mineral production was taken off of
those leases. They then are responsible for posting it and making
sure that it is disbursed.

Mr. HornN. Well, let's hold a hearing then on the other group.
What's the name of that group within Interior?

Ms. BAcA. We collect the royalties is what I'm told and we pass
it on, and it is the office of special trust.

Mr. HornN. Office of special trust or trusts?

Ms. BAcA. Indian trusts.

Mr. HorN. There's not an S on there or is there?

Mr. WiLLiams. Office of the Special Trustee.

Mr. HornN. Special Trustee?

Mr. WiLLIAMS. Right.

Mr. HorN. OK. Has the Inspector General ever reviewed what
they're doing? Did they see this article in the New York Times?
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Mr. WiLLiAmMS. To the best of my knowledge, the Department has
a massive effort—the High Level Implementation Plan—I believe is
addressing——

Mr. HornN. Could you get that microphone a little closer.

Mr. WiLLiaMs. Sure. | think the GAO is providing oversight of
this as well, and we are like a technical advisor in terms of the
High Level Implementation Plan that is addressing what is consid-
ered the major problems with royalties going to the individual Indi-
ans and the tribes.

Mr. HorN. So you're looking at that now or do you have a study
already?

Mr. WiLLiams. No, we are in the process of participation in sort
of roundtable discussions. We are looking at aspects of it, but more
so, GAO has been there from the beginning, so we've coordinated
our efforts. Where GAO may be looking at the implementation of
an automated system or a particular program, we would back off
and allow GAO to review it, and if there was something that we
would do jointly, we would go in and do that.

Mr. HorN. Well, is the General Accounting Office going to move
in on that situation?

Ms. KrLAabivAa. I'm specifically aware of the work that we may be
doing on an automated system, probably from our accounting and
information management division, but | will be pleased to provide,
for the record, information on what GAO has underway.

[The information referred to follows:]

Since the beginning of 1994, GAQO’s Accounting and Information Management Di-
vision has issued 15 reports and testified 7 times on the Department of Interior’s
management of the Indian Trust Funds, reporting most recently in April 1999. That
report, INDIAN TRUST FUNDS: Interior Lacks Assurance That the Trust Improve-
ment Plan Will Be Effective (GAO/AIMD-99-53, April 28, 1999) examined whether
the Interior’'s High-Level Plan for improving Indian trust operations provides an ef-
fective solution for addressing its long-standing management weakness and whether
its acquisition of a new asset and land records management service will cost effec-

tively satisfy trust management needs. This report is available on GAO’s homepage
at www.gao.gov.

Ms. KLADIVA. Within our group, the energy resources and
sciences group, we have looked at management of the Indian trust
and have found it to be problematic. I could also provide informa-
tion on that.

[The information referred to follows:]

In our report entitled MAJOR MANAGEMENT CHALLENGES AND PROGRAM
RISKS: Department of Interior (GAO/OGC-99-9, pp. 23-29, January, 1999) we
noted that management of the $3 billion Indian trust fund has long been character-
ized by inadequate accounting and information systems, untrained and inexperi-
enced staff, poor recordkeeping and internal controls, and inadequate written poli-
cies and procedures.

Mr. HorN. What does the word “problematic” mean, mean not
stealing or disposing it or what?

Ms. KrLabivA. Their interests are not being well served by the in-
dividuals within the government who are responsible for seeing
that they are well served.

Mr. HorN. OK. Now, are you the right division of GAO to go in-
vestigate that?

Ms. KLADIVA. Yes, sir, we are the right division.

Mr. HorN. OK. You are going to investigate it?
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Ms. KrLabiva. | will pass this back to the correct person within
our division.

Mr. HorN. Our staff director, Mr. George, will be in touch with
you, and | would assume you'd both work together on that because
we ought to really look at that one.

I don't know if it's the Indian tribes doing it or Interior doing it.
But if this article is correct and tribes are owed, now whether
they're just generalizing from all tribes across the country or
they're dealing with the one or two that they discussed, but it just
seems to me we ought to get to that very rapidly.

And I guess | would ask is, what accounting system is being used
to track the royalties collected from Indian leases to ensure that
they collect it and disburse it in a timely and efficient manner? Is
that your shop when the accounting system——

Ms. KLADIVA. It's within our office, sir. I'll pass the information
on.

Mr. HorN. No, I'm thinking of Interior. In whose shop is the ac-
counting system problem on tracking royalties? Who knows?

Mr. WiLLIAMS. It would be in the Bureau of Indian Affairs.

Mr. HorN. OK. So—and yet | thought you found out what the
royalties should be, you sent the check to the Indian Affairs to send
to the tribe. Maybe we ought to knock the middleman out of that,
just send it to the tribe and audit them.

Ms. QUERQUES DENETT. Did you want an answer on that?

Mr. HoRrN. Yes, right.

Ms. QUERQUES DENETT. The MMS, the royalty management pro-
gram does collect the royalties from the production on Indian land.

Mr. HorN. Right.

Ms. QUERQUES DENETT. And we account for it, and then we dis-
burse it out to the BIA and the Office of Special Trustee, who then
in turn provides it to the special accounts, the allottees or the
tribes, but we collect it and account for it and audit the leases to
make sure the proper payment has been received.

Mr. HorN. And you don't send it to the tribe directly?

Ms. QUERQUES DENETT. Correct.

Mr. HorN. You send it to, what, let’s go over it again, the Bureau
of Indian Affairs and they send it to the special trustee, is that——

Ms. QUERQUES DENETT. The accounting, it's the Office of the
Special Trustee that receives the—I believe the money. They have
what are called 1IM accounts, individual—all the money goes to
them, they account for it, and they in turn cut the checks to the
Indian allottees.

Mr. HorN. OK. Now, that would be the Indian individual bene-
ficiaries, or are you saying those are the tribes?

Ms. QUERQUES DENETT. | believe both.

Mr. HorN. Both. Well, what | would like is for you all to get to-
gether in Interior and send us a nice chart and an explanation, and
it will go without objection into the record at this point of the hear-
ing.

[The information referred to follows:]
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U.S. Department of the Interior
Minerals Management Service
Royalty Management Program

Flow of Royalty Data and Payments
Through the Minerals Management Service
to the Bureau of Indian Affairs

Backgreund
MMS receives, accounts for, and disburses Indian mineral revenues to the Bureau of Indian

Affairs (BIA). These revenues include rents and royalties from producing leases, and rents from
non-producing leases tied to production. The accuracy of the amounts paid through MMS is
verified through validation software and audit after the monies are disbursed to BIA’s Office of
Trust Funds Management (OTFM). Payors send directly to BIA, tribes, or the Cook Inlet
Region, Inc (CIRI) royalties and rents due on solid mineral leases, rents due on non-producing
leases not tied to production. and all amounts due CIRI.

Royalty payors send the MMS two documents each month, a Report of Sales and Royalty
Remittance (Form MMS-2014) and a payment. Indian royalties are required to be reported
separately from Federal royalties. A discussion of the processing of Indian payments and reports
follows.

Payments
Payors remit Indian royalty payments in various forms: checks and Electronic Funds Transfers
(EFT) to MMS, checks to tribal lockboxes, and Payments to Others.

Checks and EFT: When checks are received by MMS they are grouped into Deposit
Ticket "batches." A data input document, Payment Processing Worksheet (PPW), is prepared
representing each payment and assigned a Document Control Number (DCN). A special Fund
Code is transcribed onto each PPW which identifies the appropriate tribe or group of allottees by
BIA office to which the payment should go based on information from the payor. The PPWs are
sent to data entry for keypunching and processing into the Auditing and Financial System (AFS).
EFTs and Lockbox Payments are similarly processed.

One business day following receipt, MMS sends a telefax notification to OTFM
summarizing daily receipts by total tribal amount and total allotted amount by deposit ticket
number. OTFM uses this information to invest the revenues into appropriate interest-bearing
accounts.
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Usually within 2 business days following receipt, the AFS generates two reports which
detail the aggregate receipts by fund codes previously transcribed onto the PPWs. MMS uses the
Check Register to reconcile system cash to Treasury cash deposited via the previously prepared
Deposit Ticket. MMS sends journal vouchers, Schedules of Withdrawais and Credits (SF 1081) ,
to OTFM who uses them to further control the investment of deposits between specific interest-
bearing accounts. All transfers are summarized in MMS’s month-end Statement of Transactions
(SF 224).

Tribal Lockboxes: The Navajo Nation, Southern Ute, Blackfeet, and Jicarilla-Apache
Tribes currently have lockbox arrangements which they have negotiated with commercial banks
for receiving their payments. Under these arrangements, payors remit payments to a post office
box which the bank administers. A tribe’s bank collects payments and other documents from the
box at least daily and deposits the payments directly into the tribe’s account. Each bank is
required to send MMS a remittance advice for each payment. These remittance advices are then
processed into the AFS in the same manner as checks and EFTs. In Fiscal Year 1998, MMS
collected and accounted for $108 million through actual receipts and lockbox payments.

Payment to Others: These payments go directly from payors to individual allottees and
tribes and are not recorded as " actual payments” in the AFS. Tribes receive these payments for
solid minerals royalties. The primary group of allottees receiving direct payments are from the
Muskogee Area Office, Oklahoma. In the late 1970's, the volume of payments to allottees from
this BIA Area Office was so great that BIA could not maintain the workload. They instituted the
Direct Pay option whereby selected allottees received their payments directly from payors.
bypassing receipting by the Federal Government. Today, although MMS does not actually
receive the funds, payors are still required to submit 2 2014. The 2014s are processed into the
AFS and direct payment detail reports are generated and forwarded to appropriate tribes and BIA
offices for comparison to other information as necessary. In Fiscal Year 1998, $86.9 million was
reported to MMS as having been paid directly to Indians from payors. It is important to note that
MMS has no way of knowing whether amounts reported as direct pay are actually received by
the appropriate tribes and allottees.

2014s

Each payment received by MMS requires a 2014 to direct the flow of money to the proper
lessors. Information on the 2014, not information on the payment document, establishes the only
proper credit to a lease. A 2014 report can contain only one line item of data for one lease, or it
may contain several thousand line items of data for a like number of leases. 2014s are sent to
MMS in several formats: magnetic tape, floppy diskettes, hand-printed paper forms, and
computer-generated paper forms. When entered into the AFS, either directly from magnetic
medium or after keypunching, each 2014 line item is subjected to many edits which cause some
lines to reject. Rejected line items are reported back to an MMS branch for correction after
consultation with the payor as necessary.
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Accepted line items appear on special internal reports and are used for review prior to running a
"Distribution Cycle." This cycle causes royalty lines matched with payments to "distribute" to
BIA. This information is electronically transmitted to the BIA Office of Data Services (ODS) in
Albuquerque, New Mexico. ODS then splits the data by BIA field office and electronically
transmits it to these offices for final disbursement to allottees. Tribes may receive their money
from BIA upon deposit to their Tribal Trust Fund Account.

Once received by BIA, the distribution data confirms that the monies representing the reported
amounts were received by MMS and transferred to BIA and are then ready for further
disbursement to allottees. BIA places all oil and gas revenues into allottees’ accounts. However,
by far, the biggest majority of such revenues are disbursed immediately out of allottees’
Individual Indian Moneys accounts to allottees via checks. The accounting transactions are
essentially simultaneous and BIA, therefore, makes the "final disbursement” immediately.

When making payment to allottees. BIA field offices generate an Explanation of Payments report
for each allottee. Tribes, on the other hand, receive such an explanation directly from MMS by a
copy of the distribution report sent to the BIA.



196

Mr. HorN. One last question, Ms. Secretary, and you can then
leave. | guess what bothers me a little bit is when | hear about the
accusations of individuals who, in essence, were blowing the whis-
tle, and | guess I'd be bothered by that. I know Mr. Davis went
over some of this on the $45 million settlement and so forth and
so on. And, then the Project on Government Oversight received
$1.2 million, and according to April 30, POGO released—Project On
Government Oversight—two Federal Government employees were
each paid $350,000. How did those payments to those two people,
who | believe were on the Interagency Task Force Report, weren't
they?

Ms. BAcA. Sir, no.

The individual from the Department of Energy was on the task
force, but the individual who works for the Department of Interior
was not on the task force.

Mr. HorN. OK. So it wouldn't affect the reliability of the Inter-
agency Task Force report then, right?

Ms. BAcA. No, we don't believe that at all. This person was not
in any way involved in the writing of this regulation. He——

Mr. HorN. OK. Well, that's what I'm saying, the individual is
clear of any conflict of interest with the regulation.

Ms. BAcA. The individual did not work with the MMS to put this
regulation together, and he did not serve on the interagency task
force.

Mr. HorN. OK. So you would agree then that he has had no im-
pact on the reliability of the Interagency Task Force?

Ms. BAca. We don't believe he's an impact in the Department,
no.

Mr. HornN. Right, OK.

That's what | wanted to hear. It's either one way or the other.
So it isn't because of the alleged conflict of interest. It's—the fact
was he had no interest in it.

Ms. BAcA. The IG and the Department of Justice are looking into
it, but we feel that because he did not serve on the Interagency
Task Force and he was not involved in the writing of the regulation
that there’s not a conflict of interest.

Mr. HorN. Thank you. | wanted to get that in the record because
I don't think people should be implying things about other people
unless we know what the facts are.

So, | don't have any other questions, but I'll say this to the three
participants here. If you have any question you want to raise or a
point you want to raise about each other’s testimony, I'd be glad
to put it in the record at this point. Do you have any thoughts, In-
spector General?

Mr. WiLLiams. No.

Mr. HorN. You're happy, OK. Madam Secretary, you got any
thoughts?

Ms. BAacA. Mr. Chairman, we are just very anxious to get our
rule out. We have, you know, labored on this for many years.

We have opened the comment period several times to accommo-
date numerous requests. We have come a long way. We've been
criticized by all sides on this issue, and all we're trying to do is get
a regulation out there that's going to protect the taxpayers and get
a fair value. The congressional moratorium has really hurt us, and
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we would really hope that the congressional riders would not be ex-
tended and that we would be able to move forward and have our
rule out on the street.

Mr. HorN. General Accounting Office have any thoughts on this?

Ms. KrLAabIvA. Well, just to say, sir, that, you know, that the Gen-
eral Accounting Office is not too prone to be complimentary of
agencies when we do work, but | do want to say that in—specifi-
cally in looking at the process that MMS has followed in working
toward the regs to this point that we believe that they've been de-
liberate and that they have taken all due care to include the posi-
tions and to respond to the positions that have been put forth by
the State, as well as the industry.

It's taken a long time because they have been that thoughtful in
approaching it, a year to do the studies about how the oil market-
ing process works so that they could understand the industry they
were regulating; a year and a half to solicit and to deal with public
comments; and then the last year has been specifically at the be-
hest of a Congress to continue to work with the industry and try
to negotiate the regs.

So it appears to be a long time, but we believe that it has been
thoughtfully approached.

Mr. HorN. Well, that's a good recommendation. | just want to
tell you where I'm coming from.

I'm coming from the fact that if you have to auction it or what-
ever, get the highest competitive price and base your royalties on
that in some way—because | agree, the taxpayers have something
and all of the local units of government also have something de-
pending on the law and the relationship. So, we would welcome
any comments any panel member has of the first panel or second
panel. We'll put them in the record at this point so we get it spread
out completely and with that we adjourn this hearing.

I would like to thank the following people: J. Russell George,
staff director and chief counsel; Randy Kaplan, counsel; Bonnie
Heald, director of communications; Mason Alinger, clerk; Faith
Weiss, minority counsel; Early Green, minority staff assistant; and
Melinda Walker and Randy Sandefer, court reporters.

[Whereupon, at 6 p.m., the subcommittee was adjourned.]
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