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IDENTITY AND INTEREST OF IPAA

IPAA is the leading national upstream trade association representing
approximately eight thousand independent oil and natural gas producers and service
companies across the United States. (Decl. of Dan Naatz in Support of Mot. for
Leave to File Amicus Br. (“Naatz Decl.,” attached as Exhibit 2 to Mot.) 4] 3.)
Independent producers generally include non-integrated oil and gas companies that
receive nearly all revenue from production at the wellhead. (Id.) IPAA’s members
operate in 33 states and offshore and employ an average of just 12 people. (ld.)

One of [IPAA’s primary purposes is to advocate for its members’ interests in
continued and responsible oil and gas development before Congress and federal
agencies and in the judicial system. (ld.) This purpose includes advocating for
rational and fair policies on the valuation of royalties on oil and gas from Federal
and Indian leases.

On federal, Indian, state, and private land, IPAA’s members develop over 91
percent of domestic oil and gas wells, produce 83 percent of domestic oil, and
produce 90 percent of domestic natural gas. (1d. q5.)

In the next few weeks, IPAA’s members will be required to begin complying
with a final rule that the Department of the Interior (“Department”) issued entitled

Consolidated Federal Oil & Gas and Federal Indian & Coal Valuation Reform, 81
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Fed. Reg. 43,338 (July 1, 2016) (“Rule”). Compliance will impose massive
unrecoverable costs on [IPAA members who lease, produce, transport, pay royalties
on, or are otherwise involved with Federal oil and gas. (Naatz Decl. § 5.) IPAA
estimates its members are likely to suffer unrecoverable injuries of at least $100
million in compliance costs if the Rule is not preliminarily enjoined. (Id. 9 23.)

With regard to the Rule itself, IPAA joined with the American Petroleum
Institute (“API”) and the National Ocean Industries Association in comments on
the proposed rule preceding the adoption of the final Rule. (Id. 4 9.) These
comments are dated May 8, 2015, and will be included in the administrative record
for these consolidated cases. (l1d.; see also Decl. of Rosario C. Doriott Dominguez
(“Doriott Decl.”) q 3, Attach. A (May 8, 2015 Comments).)

IPAA has brought, intervened in, or filed amicus briefs in litigation affecting
the interests of its members, including cases like this one involving the federal oil
and gas royalty program. (Naatz Decl. § 11.) IPAA and its members have an
interest in ensuring fair and legal regulation of oil and gas royalties, for which IPAA
has advocated through the administrative processes leading to this litigation. To
that end, IPAA files this amicus curiae brief in favor of a preliminary injunction as

requested by Petitioners’ Joint Motion.

ARGUMENT

Petitioner API is likely to prevail on the merits of its claim that the oil and gas
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sections of the Rule are arbitrary, and the economic injury to oil and gas producers,
including IPAA’s numerous members, will be significant, likely, and non-
recoverable.

L. API Is Likely to Succeed on the Merits

The central theme of API’s challenge is that the Rule claims to honor two
longstanding precepts of royalty valuation: (1) that the “best indication of value is
the gross proceeds received under an arm’s-length contract,” 81 Fed. Reg.
43,339L,' and (2) that, “for purposes of determining royalty, the value . . . is
determined at or near the lease.” Id. at 43,341L. But in all the ways API’s petition
has illustrated, the Department fails to explain how (1) its invocation of oil and gas
values set far from federal leases and (2) its limitations on historically allowed
deductions are consistent with its own precepts. An agency’s decision will be
reversed when it fails to consider “an important aspect of the problem” or fails to
base its decision “on a consideration of the relevant factors.” Dine Citizens Against
Ruining Our Env’t v. Bernhardt, 923 F.3d 831, 858 (10th Cir. 2019) (internal
quotations and citations omitted) (vacating decision for failure to consider
significant comments). There is an unexplained gulf between the Rule’s precepts

and its actual requirements. IPAA here supplements API’s central theme with the

! The Rule will be cited by its pagination in the Federal Register. Because pages in
the Register are printed in three columns, IPAA will, where helpful, designate the
referenced column(s) as left (“L”’), middle (“M™), or right (“R”).

3
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following points that further demonstrate the procedural and substantive infirmities
of the Rule.

a. The disallowance of sub-sea transportation costs is arbitrary.

The Department has arbitrarily eliminated transportation allowances to move
oil and gas from deepwater wells, whose wellheads are on the sea floor, through
seabed flowlines starting from the lease boundary all the way to the first production
platform. This movement had been recognized as deductible “transportation” since
the Clinton Administration, and stated in a policy pronouncement in 1999 called
the “Deep Water Policy.” (Doriott Decl. § 5, Attach. C (Deep Water Policy).) The
only reason given for the Rule’s change was that the Department previously
“intended for the Deep Water Policy to incentivize deep water leasing by allowing
lessees to deduct broader transportation costs than the regulations allowed.” 81
Fed. Reg. 43,340L.

This sudden change in legal interpretation is incoherent. ~When the
Department proposed the change, it offered as its only reason that the movement of
oil and gas to a point of interconnection of wells on an adjacent lease was
“gathering,” not transportation. 80 Fed. Reg. 614M, 624. IPAA objected, noting
that deepwater lessees can move production subsea off lease to platforms up to 50
miles away after the production has already been placed in a single flow line.

(Doriott Decl. 43, Attach. A at 5, 9.) The import was that “a blanket rule
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disallowing subsea transportation costs” would be irrational. (ld. at 10.) Movement
of production off lease has been considered “transportation” for decades. See 30
C.F.R. §§ 1206.102, 1206.156(a) (2016) (former rule defining transportation as
movement outside of the lease or unit). The Deep Water Policy was fully consistent
with that longstanding regulation. (Doriott Decl. § 5, Attach. C (Deep Water
Policy).) Incongruously, even the Rule itself still defines transportation to mean
movement of oil or gas outside the lease or unit. 30 C.F.R. § 1206.20; 81 Fed. Reg.
43,372R (“transportation allowance” means costs of moving oil or gas “to a point
of sale off of the lease” or unit).

Agencies may change positions, but they must “provide a reasoned
explanation for the change.” Encino Motorcars, LLC v. Navarro, 136 S. Ct. 2117,
2125 (2016). “It follows that an ‘unexplained inconsistency’ in agency policy is ‘a
reason for holding an interpretation to be an arbitrary and capricious change from
agency practice.”” Id. at 2126 (quoting Nat’| Cable & Telecomms. Ass’n v. Brand
X Internet Servs., 545 U.S. 967, 981 (2005)). It is irrational to continue to define
transportation to mean movement of production off lease, then disallow costs for
movement off lease on the unexplained ground that the former treatment of that
movement as transportation was unlawful. This sudden, unexplained, and
detrimental change receives no judicial deference. Kisor v. Willkie, 139 S.Ct. 2400,

2417-18 (2019) (“[A] court may not defer to a new interpretation . . . that creates
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“unfair surprise’ to regulated parties.”).

The Department’s about face in its interpretation stems from a fatal
misunderstanding of subsea production systems. The proposed Rule argued that
gathering lines “move lease production to a central accumulation point” and “bring
gas by separate and individual lines to a central point where it is delivered into a
single line.” 80 Fed. Reg. 624L. But the Deep Water Policy accepted that view.
“Movement prior to a central accumulation point is considered gathering. A central
accumulation point may be a single well, a subsea manifold, . . . or a platform][.]”
(Doriott Decl. § 5, Attach. C at 1.) A subsea manifold is a piece of equipment on
the seabed receiving oil or gas from multiple wells, commingling it, and sending it
to a platform through a single flowline. (Id. 4 6, Attach. D. (illustration of typical
subsea production system showing components).) The Rule fails to explain its new

view that subsea manifolds are never central accumulation points. This reversal of

interpretation is arbitrary.

b. Valuing unprocessed gas as processed gas is arbitrary.

Equally arbitrary is the Rule’s treatment of arm’s-length sales of gas before it
is processed into liquid products such as ethane, propane, and butane. It has been
common in the industry to sell natural gas at the wellhead to third parties. The
pricing clause in those contracts commonly provides that the lessee is paid on a

percentage either of (1) an index price for gas sold downstream from the lease or
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(2) the proceeds the buyer receives from selling the liquids and “residue gas” that
result from processing the gas. These are called “percentage-of-index” (“POI”’) and
“percentage-of-proceeds” (“POP”) contracts, respectively.

Under the prior rule, arm’s-length sales under these contracts were valued as
sales of “unprocessed gas.” 30 C.F.R. § 1206.152 (2016). The royalty value for
the gas was the gross proceeds the lessee actually received. Id. § 1206.152(a)(1),
(b)(1)(1) (2016). For example, if the buyer resold liquids and residue gas for
$100,000, and the POP clause called for the lessee to receive 80 percent, then the
total value on which royalty would be based would be $80,000. If the royalty were
one-eighth, then the federal royalty share would be $10,000. To report and pay
royalties accurately, the lessee did not need to know what it actually cost its buyer
to transport the gas away from the lease or the cost to process it. That was the
buyer’s business.?

The Rule now treats arm’s-length sales under POI and POP contracts as sales
of “processed gas.” Id. § 1206.142(a)(2); 81 Fed. Reg. 43,381M. Treating gas sold
before processing as processed gas is arbitrary. In Continental Resources, Inc. v.
Gould, 374 F. Supp. 3d 28 (D.D.C. 2019), the Department attempted to value an

allegedly non-arm’s-length sale of gas sold before processing under a POI contract

2 To the extent the Department will claim post hoc that its “marketable condition”
rule is relevant to its decision, see page 11, infra, footnote 5.

7
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as if it were processed gas. Among other flaws, the Court found the Department’s
decision not only “textually and logically inapposite” but also “nonsensical . . .
because Continental sold unprocessed gas and, thus, the proceeds of sales of
processed gas would never be comparable.” 1d. at 35. The Department has valued
unprocessed gas separately from processed gas. Compare 30 C.F.R. § 1206.152
(2016) (unprocessed) with 30 C.F.R. § 1206.153 (2016) (processed). Treating
similar things differently is the very soul of arbitrariness. Indep. Petroleum Ass’n
of Am. v. Babbitt, 92 F.3d 1248, 1260 (D.C. Cir. 1996). The converse is equally
true: without explanation, treating similarly things that the Department has
historically treated as dissimilar—processed and unprocessed gas—is just as
arbitrary.

Under the new Rule, a lessee must report on the buyer’s full proceeds (not just
the lessee’s percentage share) and must separately file for allowances to reflect the
buyer’s costs of transportation and processing.> 30 C.F.R. § 1206.142(b); 81 Fed.
Reg. 43,381M. IPAA members objected, pointing out that the Department was
imputing to the lessee the revenues and costs of the buyers of the gas. (Doriott Decl.
4 4, Attach. B at 3 (“This is not a minor course correction; it is a sea change.”).)

Not the least of the problems was that the lessee lacks access to its buyer’s actual

3 Lessees must now retroactively file for the allowances going back to January 1,
2017. As will be explained below, this retroactive filing will be impossible
because lessees lack the required information.

8
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costs of processing and transportation. (Id. (“[1]t would be next to impossible for a
lessee to determine the amount of any transportation or processing allowance to
which it is theoretically entitled.”).)

In response, the Department was evasive and vague. Defending its new
position, the Department said, “[I]f a company is in compliance under the previous
rules . . . this change should not be overly burdensome. This change increases data
transparency . .. and allows us to better monitor allowances and account for royalty
interest more quickly and accurately.” 81 Fed. Reg. 43,348R. This statement is
senseless. Under the prior rule, the lessee did not have to report its buyer’s costs,
so “compliance under the previous rules” has little bearing on the burden of the new
Rule.

And it is incomprehensible to assert that requiring access to data the lessee
lacks “increases data transparency.” It rather increases “data impossibility.” It is
the true essence of arbitrariness to expect a regulated entity to do what the agency
knows is impossible. Messina v. U.S. Citizenship & Immigration Servs., Case
No. Civ.A. 05-CV-73409-DT, 2006 WL 374564, at *6 (E.D. Mich. Feb. 16, 2006)
(“It 1s arbitrary and capricious to require compliance with a regulation when
compliance is impossible™); see also RXUSA Wholesale, Inc. v. Dep’t of Health &
Human Servs., 467 F. Supp. 2d 285, 305 (E.D.N.Y. 2006) (granting preliminary

injunction of regulation requiring re-sellers of prescription drugs to certify the
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pedigree of drugs the distributors sold because the manufacturers and authorized
distributors from whom the re-sellers obtained the drugs were not required to
maintain pedigree records).

The Department thinks it has a solution. It has the power to compel buyers to
disclose their cost data to the Department. 81 Fed. Reg. 43,348-49; see 30 U.S.C.
§§ 1711(c), 1713(a), 1717. It has decided that if the lessee cannot do it, then the
Department will determine the lessee’s allowable costs of processing and
transportation—using inter alia any “[iJnformation available . . . to ONRR.” 30
C.F.R. §1206.144; 81 Fed. Reg. 43,383; see 30 C.F.R. §1206.152(g)(3)
(transportation costs), 1206.159(e)(3) (processing costs); 81 Fed. Reg. 43,385L
(transportation costs), 43,38 7R (processing costs).

The problem with this “solution” is the Due Process Clause. The Department
must give lessees the information on which it relies to support its valuation, as any
attempted “deprivation of a protected property interest” must comport with Due
Process. Amoco v. Fry, 118 F.3d 812, 819 (D.C. Cir. 1997) (Department must
disclose data underlying its royalty demands to lessees). But the buyer’s cost
information cannot be disclosed to the lessees. It is protected by 18 U.S.C. § 1905
and by 5 U.S.C. § 552(b). Food Marketing Inst. v. Argus Leader Media, 139 S. Ct.
2356, 2364-65 (2019) (buyer can bar disclosure under FOIA); Chrysler Corp. v.

Brown, 441 U.S. 281, 317-19 (1979) (buyer can bar disclosure under 18 U.S.C.

10
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§ 1905). Denying lessees access to the very information they require in order to
challenge or comply with ONRR’s determined valuation amounts to a denial of due
process of law. Amoco, 118 F.3d at 819 (“Notice and meaningful opportunity to
challenge the agency’s decision are the essential elements of due process.”).

The Department has thus “failed to consider an important aspect of the
problem” that necessary data is unavailable.* Dine Citizens Against Ruining Our
Env’t, 923 F.3d at 858. And it has failed to respond to a significant comment.
Action on Smoking & Health v. Civil Aeronautics Bd., 699 F. 2d 1209, 1216-17
(D.C. Cir. 1983) (reversing agency action where the agency failed to respond to
significant comments). Either failing renders the Department’s action arbitrary.’

c. The Department failed to consider alternatives.

The Rule is a wholesale repeal, restatement, and renumbering of the valuation

* The Rule does allow lessees to avoid calculation of transportation and processing
costs by using an “index based” valuation. 30 C.F.R. § 1206.142(d); 81 Fed. Reg.
43,381R-43,382L. That option is not available, however, to lessees who sell at arm’s
length. Id.

> Of course, sales of unprocessed gas under POI and POP contracts were still subject
to the requirement that the lessee was responsible for putting production into
marketable condition without cost to the lessor, see 30 C.F.R. § 1206.152(1) (2016),
although what “marketable condition” required in any given market was sometimes
disputed between the Department and its lessees. That issue remains unaltered under
the Rule. Note, however, that while the Rule mentions the “marketable condition”
issue, 81 Fed. Reg. 43,348R, it does not claim that the burdens of determining
marketable condition are different under the old rule and the new Rule, or that the
marketable condition rule is the reason behind the change. Under Olenhouse v.
Commodity Credit Corp., 42 F.3d 1560, 1575 (10" Cir. 1994), “an agency’s action
must be upheld, if at all, on the basis articulated by the agency itself.”

11
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regulations for oil and gas. See 81 Fed. Reg. 43,369-89. As API has explained, the
Department repealed the Rule. 82 Fed. Reg. 36,934 (Aug. 7, 2017) (“Repeal
Rule”). On judicial review, the United States District Court for the Northern
District of California vacated the Repeal Rule. Cal. by and through Becerra v. Dept.
of the Interior, 381 F. Supp. 3d 1153 (N.D. Cal. 2019). Among the flaws the court
found, it faulted the Department for not considering lesser alternatives to full repeal.
Id. at 1168-69.

That fault may be laid equally at the feet of the Rule itself. No analysis of
alternatives was done for the Rule. No consideration, for example, was given to
something less than a blanket denial of subsea transportation costs, or to valuation
of gas sold before processing by some method that does not compel a lessee to lose
all transportation and processing allowances because it cannot obtain information
from its buyer on actual costs. Furthermore, in its recent Dear Reporter Letter,
ONRR conducted no analysis of alternative compliance methods rather than
requiring imminent compliance for three years of retrospective royalty reporting.
The Rule suffers the same shortcoming for all issues API and IPAA have raised.
The entire Rule should be stayed under 5 U.S.C. § 705 and preliminarily enjoined.

II.  Due to Sovereign Immunity and No Authority to Pay Interest to Lessees

on Overpayments, Economic Damages Resulting from the Rule Are Non-
Recoverable.

The “irreparable harm requirement is met if a plaintiff demonstrates a

12
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significant risk that he or she will experience harm that cannot be compensated after
the fact by monetary damages.” Greater Yellowstone Coalition v. Flowers, 321
F.3d 1250, 1258 (10th Cir. 2003) (emphasis omitted). “Monetary damages that
cannot later be recovered for reasons such as sovereign immunity constitutes
irreparable injury.” Chamber of Commerce of U.S. v. Edmondson, 594 F.3d 742,
771 (10th Cir. 2010) (internal quotations and citation omitted). A finding of
irreparable injury has been based on the cost of compliance when coupled with the
inability to recoup those costs should the challenge to the agency action ultimately
be successful. See Cent. Valley Chrysler-Plymouth v. Cal. Air Res. Bd., Case
No. CV-F-02-5017, 2002 WL 34499459, at *7 (E.D. Cal. June 11, 2002).

Here, IPAA’s members cannot seek monetary damages because under the
Administrative Procedure Act, Congress opted not to waive its sovereign immunity
for monetary damages. 5 U.S.C. § 702; see Lane v. Pena, 518 U.S. 187, 196 (1996).
ONRR additionally lacks a source of authority and a source of funds for paying or
crediting the payment of interest to lessees on any royalty payments ultimately
determined to constitute an overpayment. See 30 U.S.C. § 1721; FAST Act, Pub.
L. No. 114-94.

The Department admits the Rule will subject lessees to increased costs
through additional royalty collections. See 81 Fed. Reg. 43,359 (“The net impact

of these amendments is an estimated annual increase in royalty collections of

13
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between $71.9 million and $84.9 million.”). On the low end of ONRR’s estimates,
the Rule will increase annual royalty burden by an average of $37,447.92 per
company. See id. at 43,367 (stating 1,920 companies submit royalties).

It 1s true if the Rule is later overturned, lessees can seek refunds of their
overpayments. See 30 U.S.C. § 1721a. But the Department is without authority to
give interest on those refunds. See id. § 1721; FAST Act, Pub. L. No. 114-94.6
IPAA estimates its 1,050 royalty paying members would lose approximately
$26,314,106 in unrecoverable interest that members will have to pay before the end
of 2019. (Naatz Decl. q 28.) That is approximately $25,000 per member. Where
“there is no authority for payment of interest to the lessee on any royalty payments
ultimately determined to constitute an overpayment,” such “lost interest constitutes
irreparable harm.” Tennessee Gas Pipeline Co., L.L.C., 189 IBLA 108, 114 (2016);
see Marathon Qil Co., 90 IBLA 236, 246-47 (1986).

But lost interest costs tell the lesser portion of the irreparable harm confronting
IPAA members. The Rule creates costs through an immense burden on human

capital, requiring substantial commitments of in-house staff time or the engagement

6 On December 4, 2015, then-President Barack Obama signed the FAST Act, Pub.
L. No. 114-94. Section 32301 of the FAST Act struck 30 U.S.C. §§ 1721(h) and (i)
as well as the fourth sentence of (j). Pub. L. No. 114-94, Sec. 32301. Former
Sections 1721(h) and (j) empowered and obligated ONRR to pay or credit interest
on royalty overpayments. The FAST Act eliminated ONRR’s source of authority
and source of funds for paying or crediting overpayment interest.
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of third-party consultants, and forcing the procurement of new software and
procedures. The steps needed to comply will vary by IPAA member, but companies
likely will be required to: (i) identify their complete portfolio of individual leases
impacted by each Rule change; (i1) determine accounting and reporting system
changes needed to satisfy the new Rule; (ii1) dedicate personnel and financial
resources to implement those changes, including potentially hiring additional staff
or contractors; and (iv) internally validate all changes to ensure compliance in
royalty valuation, reporting, and payment. (Naatz Decl. § 17.) Converting
sophisticated systems, purchasing software, and training personnel for ongoing
production, as well as amending prior reports, requires months of continuous
diversion of full-time staff resources from other tasks, as well as expenditure of
significant financial resources in fees for external contractor services. (ld. 9 20.)
IPAA estimates that the average per company compliance cost is in the range from
$100,000 to $330,000—with most estimates over $250,000. (Id 922.) These losses
will be incurred before this year is over.

These additional compliance burdens are not merely theoretical. The
Department of the Interior estimates ONRR receives 5.6 million lines of royalty
reports a year. (1d. 9§ 19.) For the retrospective portion of the Rule—I.e., reversing
and re-reporting three-years of data prior to 2020— IPAA members will have to

reverse 11 million lines and rebook 11 million lines of data. (Id. §21.) While some
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larger companies may employ software to automate the compliance process,
smaller operators—the primary members of [IPAA—will need to make changes
manually. (Id. 9 20.) Each line requires approximately one minute to enter. (Id. q
21.) Assuming all 22 million lines are reversed and rebooked manually, IPAA
members will lose 366,667 hours or 15,278 days of employee time. (Id.) Although
not all [IPAA members will manually reverse and rebook, that time is forever lost
for the tasks those employees are supposed to accomplish in the ordinary course of
business. (Id.) These are precious employee hours that IPAA’s members—which
employ on average just 12 people—cannot needlessly spare. The Rule will
irreparably harm IPAA’s members by forcing the reversal and rebooking of three
years of prior royalty data and requiring the preparation for future compliance.
Having polled its members and estimated these compliance costs, IPAA estimates
that the cost of reversing and rebooking 22 million lines of data before 2020 is likely
to exceed $100,000,000. (Id. 9 23.) The costs will double if the Rule is vacated
and lessees have to re-reverse and re-rebook 22 million lines again.

The Tenth Circuit and district courts within it have granted preliminary
injunctions for compliance costs far less than those imposed by the Rule.
Edmondson, 594 F.3d at 756, 770-71 (affirming a preliminary injunction based on
the finding that a trade association’s members would suffer irreparable harm from

compliance costs that might total $1,000 per company per year related to a new
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Oklahoma law because such costs were unrecoverable due to sovereign immunity);
Direct Mktg. Ass’n v. Huber, Case No. 10-CV001546, 2011 WL 250556, at *6-7
(D. Colo. Jan 26, 2011) (granting a preliminary injunction based on the finding that
a trade association’s members would suffer irreparable harm from compliance costs
of $3,100 to $7,000 per company related to new state of Colorado statutory and
regulatory requirements because such costs were unrecoverable due to sovereign
immunity).

The Rule poses a significant and probable risk of economic harm for the
independent oil and gas producers represented by IPAA. “A plaintiff who can show
a significant risk of irreparable harm has demonstrated that the harm is not
speculative and will be held to have satisfied this burden.” Crowe & Dunlevy, P.C.
v. Stidham, 640 F.3d 1140, 1157 (10th Cir. 2011).

CONCLUSION

Petitioners are likely to succeed on the merits of their claim that the Rule is
arbitrary. If the Rule is not stayed soon, the massive harm to independent oil and
gas producers represented by IPAA will be non-recoverable. The risk of that harm
1s significant and probable. The Court should stay the Rule under 5 U.S.C. § 705

and then grant Petitioners’ Joint Motion for a Preliminary Injunction.
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IN THE UNITED STATES DISTRICT COURT
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Petitioners,
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)
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)
)
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)
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Assigned: Hon. Scott W. Skavdahl
Respondents.
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PETROLEUM ASSOCIATION OF AMERICA IN SUPPORT OF
PETITIONERS’ JOINT MOTION FOR PRELIMINARY INJUNCTION

I, Rosario C. Doriott Dominguez, am over the age of 21 and state the

following based on facts and information personally known to me:

4825-0216-8734.2
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1. I am an associate at the law firm of Baker & Hostetler LLP, located at
1801 California Street, Suite 4400, Denver, Colorado, 80202. I can be contacted at

303-764-4014 or rdoriottdominguez@bakerlaw.com.

2. The Independent Petroleum Association of America (“IPAA”) has
retained Baker & Hostetler LLP to prepare an amicus curiae brief on IPAA’s
behalf in these proceedings.

3. As part of that representation, on August 2, 2019, I retrieved a copy of
the May 8, 2015 “American Petroleum Institute, Independent Petroleum
Association of America, and National Ocean Industries Association Comments on
Office of Natural Resources Revenue (ONRR) Proposed Rule to Amend Federal
Oil & Gas Valuation Regulations, 80 Fed. Reg. 608 (Jan. 6, 2015)” available at

https://www.regulations.gov/document?D=0ONRR-2012-0004-0257. Attached

hereto as Attachment A is a true and correct copy of this document.

4, As part of that representation, on August 2, 2019, I also retrieved a
copy of the May 5, 2015 “Comment on Proposed Rule — Consolidated Federal Oil
& Gas and Federal & Indian Coal Valuation Reform[,] Regulation Identification
Number 1012-AA13,” submitted by Seneca Resources Corporation, available at

https://www.regulations.gov/document?D=0ONRR-2012-0004-0208. Attached

hereto as Attachment B is a true and correct copy of this document.

3. As part of that representation, on August 2, 2019, I also retrieved a
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copy of the May 20, 1999 “Guidance For Determining Transportation Allowances
for Production from Leases in Water Depths Greater Than 200 Meters,” available

at https://www.onrr.gov/Laws R D/pubcomm/PDFDocs/990520.pdf.  Attached

hereto as Attachment C is a true and correct copy of this document.

6. As part of that representation, on August 2, 2019, I also retrieved an
image illustrating a subsea production system by searching on Google.com for
“subsea production system.” Attached hereto as Attachment D is a true and
correct copy of this image.

Pursuant to 28 U.S.C. § 1746, I declare under penalty of perjury under the

law of the United States of America that the foregoing is true and correct.

Executed on August 2, 2019, in Denver, Colorado.

Rosario C. Doriott Dominguez
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WSENECA
RESOURCES

May 5, 2015

Office of Natural Resources Revenue
P.O. Box 25265

MS 61030A

Denver, CO 80225

Attn: Armand Southall

RE: Comment on Proposed Rule - Consolidated Federal Oil & Gas and Federal &
Indian Coal Valuation Reform
Regulation Identification Number 1012-AA13

Seneca Resources Corporation appreciates this opportunity to comment on the Office of
Natural Resources Revenue’s proposed amendments to its royalty valuation regulations (Docket
No. ONRR-2012-0004, RIN 1012-AA13, 80 Fed. Reg. 608 et seq.).

Our comments primarily concern the valuation of gas sold under an arm’s-length
percentage-of-proceeds (POP) contract! that would be a sale of unprocessed gas under the
current regulations. 30 C.F.R. § 1206.152(a)(1).” The preamble to the proposed regulations states
that the new valuation rules would not alter the underlying principles of the current regulations
or make major changes in the value of arm’s-length gas sales. 80 Fed. Reg. 609, col. 1 & 3. This
is incorrect with respect to POP contracts, as we explain in greater detail below, where we make
the following points:

* The ONRR’s intended changes would ignore the percentages agreed upon by parties to
an arm’s-length POP contract.

*  The preamble understates the cost to industry of applying an inflexible 66-2/3 percent
limit on processing allowances to POP contracts. The ONRR incorrectly assumes that a
“typical” POP contract provides for a 70:30 split between producer and processor.

! Our comments apply for the most part not only to true POP contracts (under which the lessee’s gross proceeds are
a percentage of the purchaser’s proceeds derived from selling the residue gas and gas plant products), but also to
percentage-of-index and other contracts that would come within the ambit of proposed section 1206.142(a)(2). See
80 Fed. Reg. 619, col. 1 & 2.

% Unless otherwise noted, all citations are to sections of the current or proposed regulations in Title 30 of the Code
of Federal Regulations.

1201 LOUISIANA STREET / SUITE 400 / HOUSTON, TEXAS 77002-5613
Attachment B - Page 1 of 6
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» Although the preamble states that the substantive requirements of the marketable
condition rule would remain unchanged (80 Fed. Reg. 622, col. 2), that is not accurate.

» The ONRR improperly requires lessees under POP contracts to place residue gas and
plant products in marketable condition.

The end result of ONRR’s intended changes to the treatment of arm’s-length POP contracts
would burden the lessee with paying royalty on 100% of the gross proceeds received by the POP

buyer (as opposed to the lessee’s percentage in the POP), while likely denying the lessee an

offsetting allowance for the POP buyer’s full cost of transforming the lessee’s wet gas into
residue gas and gas plant products.

The ONRR’s Interpretation of the Proposed Regulations Disregards the Existence of POP
Contracts and Treats the POP Buyer’s Resale as if It Were the Initial Arm’s-length
Contract.

Under section 17 of the Mineral Leasing Act, royalties are due on the value of the
production removed or sold from a lease. 30 U.S.C. § 226. If gas produced on a lease is
processed for extraction of natural gas liquids or other valuable commodities, the increase in
value is attributable to processing, and not to the production itself. If the value of the production
is based on the gross proceeds derived from selling the residue gas and gas plant products, the
expense of manufacturing them should be deducted. United States v. General Petroleum Corp.,
73 F. Supp. 225, 255 (S.D. Cal. 1946), aff’d sub nom., Continental Oil Co. v. United States, 184
F.2d 802 (9th Cir. 1950).

A lessee who sells wet gas under an arm’s-length POP contract does not perform the
processing itself (as it is typically not equipped to do so), but receives a percentage of proceeds
(far less than 100%) from the POP buyer’s subsequent sale of the resulting residue gas and gas
plant products after processing. Under this arrangement, the lessee realizes less than it would
have received if it had done the processing.

Under the current regulations, gas that is sold at the lease under a POP contract is
considered to be unprocessed gas for valuation purposes. § 1206.152(a)(1). The value of POP gas
is ordinarily equal to the greater of the lessee’s gross proceeds under its arm’s-length POP
contract (i.e., the lessee’s portion of the POP) or the value of 100 percent of the residue gas
created by processing. § 1206.152(a)( & (b)(1)(1). The processing costs which a POP buyer
incurs under an arm’s-length POP contract after title passes from the lessee are neither added to
nor deducted from the lessee’s gross receipts.

The proposed regulations would reclassify POP gas as processed gas. Prop. §
1206.142(a)(2). According to the preamble, the ONRR intends the following result:

[R]oyalty would be based on 100 percent of the value of residue gas, 100 percent
of the value of gas plant products, plus the value of any condensate recovered

Attachment B - Page 2 of 6
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downstream of the point of royalty settlement prior to processing, less applicable
transportation and processing allowances.

80 Fed Reg. 619, col. 3.

The ONRR’s intended treatment of POP contracts would essentially ignore them in favor
of the POP buyer’s arm’s-length resale contracts. The lessee is neither privy to nor a party to the
POP buyer’s resale contracts. This is not a minor course correction; it is a sea change. Not only
is the ONRR ignoring an arm’s length negotiated contract, but it is ignoring the fact that the
lessee does not realize 100% of the value of residue gas and plant products under a POP contract,
but only a percentage thereof. The ONRR’s proposed rule would therefore increase the financial
burden on the lessee by requiring it pay royalty on the percentage of proceeds it receives and the
percentage the POP buyer receives. In addition, if the lessee must report 100% of the gross
proceeds from resale as the lessee’s gross proceeds, presumably it would also report its buyer’s
processing costs as its own. But how does the lessee determine the amount of any applicable
allowances? A typical POP contract does not set forth applicable transportation or processing
charges allocated to the lessee, and therefore, it would be next to impossible for a lessee to
determine the amount of any transportation or processing allowance to which it is theoretically
entitled.

In the preamble, the ONRR assumes that the percentage of gross proceeds accruing to the
POP buyer represents the lessee’s deductible cost of processing the gas, subject to a 66-2/3
percent limit. 80 Fed. Reg. 636, col. 2-3. The ONRR estimates that the rigid 66-2/3 percent
limitation on processing allowances (prop. §1206.160(c)(2)) will be revenue-neutral. 80 Fed.
Reg. 636. The estimate is likely incorrect, because it is based on two flawed assumptions: (1)
that the POP buyer’s share of proceeds is entirely composed of reasonable, actual processing
costs; and (2) that a 70:30 lessee-to-buyer split “is typical for POP contracts.” 80 Fed. Reg. 636,
col. 3. :

To be accurate, the first assumption would require that arm’s-length POP contracts be re-
characterized as arm’s-length processing contracts. Yet, POP contracts are inherently different
from processing contracts, and the proposed regulations make no provision for such a re-
characterization.

The second assumption is unrealistic. We do not know if “typical” in this context means
average, median, more common than any other split, or something else. Regardless, Seneca
believes that there are numerous arm’s-length POP contracts in existence on federal leases that
do not award the lessee 70 percent or more of the gross resale proceeds. 50:50 splits are not
unusual, depending on the particular circumstances of the field in which the gas is produced
(e.g., the POP buyer may be the only available buyer in a field, and therefore, has more leverage
to negotiate a greater share of the proceeds for itself). As a result, there will be a significant
wealth transfer from lessees to the United States that the estimate ignores. Such an important
change is likely to disrupt the economics of existing POP contracts that have less advantageous
splits than the ONRR assumes.

Attachment B - Page 3 of 6
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In addition, the ONRR’s intended treatment of POP contracts conflicts with the language
of proposed section 1206.142(c). Under that provision, the value of processed gas would
ordinarily be equal to the gross proceeds for residue gas and gas plant products accruing to the
lessee or its affiliate under the first arm’s-length sales contract, less applicable allowances. Prop.
§ 1206.142(b) & (). A lessee that did its own processing before sale would report 100% of the
gross proceeds derived from its arm’s-length sales, but would deduct its reasonable actual costs
of processing from the gross proceeds it derived from sales of gas plant products by a separate
line entry on Form ONRR-2014. Prop. §§ 1206.159(a)(1)—(c)(1), 1206.162(a), 1206.163(a).
However, a lessee that sold wet gas under an arm’s-length POP contract would report the gross
proceeds accruing to it under that contract—the first arm’s-length contract—without further
adjustment. The limiting language in proposed section 1206.142(c)—"“accruing to you or your
affiliate”—narrows the application of the broad definition of “gross proceeds” in proposed
section 1206.20 (80 Fed. Reg. 644, 2d col.) to reach only those proceeds that actually accrue to
the lessee (or its affiliate). The percentage of proceeds realized by the unaffiliated POP buyer do
not accrue to the lessee under the POP contract. However, the ONRR’s intended result would
write “accruing to you or your affiliate” out of section 1206.142(c) for POP contracts by
requiring the lessee pay royalty on 100% of the value of residue gas and 100% of the value of
plant products. This violates longstanding principles governing interpretation of administrative
regulations. A “[c]onstruction which gives effect to all of the words of a statute or regulation is
preferred over an interpretation which renders some of the statute or regulation ineffective.”
First Charter Financial Corp. v. United States, 669 F.2d 1342, 1350 (9th Cir. 1981). It would
take a strained definition of “accrue” to square the language of the proposed regulation with the
ONRR’s intended treatment of POP contracts.

The Marketable Condition Rule Appears to be Changing. The ONRR Should Explain
How.

The definition of marketable condition—and specifically of “a sales contract typical for
the field or area”—has evolved in decisions by the Department of the Interior and by federal
courts in reviewing those decisions. Seneca respectfully submits that the ONRR should clarify
the effect of the marketable condition rule on POP contracts under the proposed regulations.
There is no better time or place to provide certainty to Federal lessees than in the regulations
themselves or in the preamble to the final regulations.

The proposed regulations would continue to define marketable condition as “lease
products which are sufficiently free from impurities and otherwise in a condition that they will
be accepted by a purchaser under a sales contract typical for the field or area ....” Prop. §
1206.20, 80 Fed. Reg. 645, col. 1.

The proposed regulations would revise the definition of “area” in a manner that overtly
changes the breadth of the marketable condition rule. Under current section 1206.151, “drea
means a geographic region at least as large as the defined limits of an oil and/or gas field, in

* As stated in the quotation from the preamble, value would also include the value of any condensate recovered
downstream of the point of royalty settlement, but that is not germane to this discussion. Prop. § 1206.142(b)(2).
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which oil and/or gas lease products have similar quality, economic, and legal characteristics.”*
The proposed regulation would delete the underscored words and add the following sentence:
“Area boundaries are not officially designated and the areas are not necessarily named.” Prop. §
1206.20, 80 Fed. Reg. 643, col. 2.

The preamble to the proposed regulations does not explain the ONRR’s intent in revising
the definition. This is particularly pertinent because the ONRR’s conception of what is “typical
for the field or area” is evolving. Seneca believes that “field or area” refers to the geographic
origin of the lessee’s gas, the limits of which are readily defined. The inclusion of “area”
broadens the geographic scope of what is “typical” to permit consideration of sales of
comparable gas from other nearby fields. Increasingly, however, ONRR has determined what is
typical based on specifications for the most common or dominant use of gas from the relevant
field or area.” But in what we believe is the most expansive case on this topic (Encana Oil & Gas
(USA), Inc., 185 IBLA 133 (2014)), the ONRR decided, and the Interior Board of Land Appeals
concurred, that “ficld or area” refers to the field or area info which the gas is actually sold,
“which may or may not be the field or area where the gas is produced.” Id. at 140-142.

We do not know the significance of the Encana case’s formulation. The Board’s
subsequent gloss on the case suggests that it may not intend to go quite as far as its words
indicate. XTO Energy, Inc., 185 IBLA 219, 2015 IBLA LEXIS 4, 25 (2015). Certainly we
question whether Encana’s take on what is “typical for the field or area” is compatible with its
language. “Field” under both the existing (§ 1206.101) and proposed (§ 1206.20, 80 Fed. Reg.
644, col. 1) regulations generally refers to a geographic region over one or more subsurface oil
and gas reservoirs. Gas can be sold from a field but in ordinary parlance is not sold info a field.
One would not naturally identify the geographic region in which gas is sold as a “field.” In
short, the ONRR’s proposed revision of the definition of “area” will result in inconsistent and
uncertain marketable condition determinations.

If the ONRR plans to maintain its revised definition of “area,” it would help Federal
lessees if the ONRR explained how it currently interprets the phrase “typical for the field or
area” and what changes it intends by its revision.

A Lessee Under a POP Contract Should Not be Burdened With Placing Residue and Plant
Products in Marketable Condition

Under the current regulation, “processing” is “any process designed to remove elements
or compounds (hydrocarbon and non-hydrocarbon) from gas, including absorption, adsorption,
or refrigeration. Field processes which normally take place on or near the lease, such as natural

* An identical definition appears in section 1206.51, regarding oil produced on Indian leases, and a nearly identical
definition appears in section 1206.101, regarding oil produced on federal leases.

® See Amoco Production Co. v. Watson, 410 F.3d 722, 730 (D.C. Cir. 2005); J-W Operating Co., 159 IBLA 1, at 6
& 12 (2003); Burlington Resources Oil and Gas Co., 183 IBLA 333, 2013 IBLA LEXIS 15, at 45, 50, 52-33
(2012), aff’d sub nom Burlington Resources Oil & Gas Co. v. United States, 2014 U.S. Dist. LEXIS 100900, at 12,
n.9 (N.D. Okla. 2014).
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pressure reduction, mechanical separation, heating, cooling, dehydration, and compression, are
not considered processing.” § 1206.151. Insofar as germane to this discussion, the proposed
regulation would leave this definition intact. Prop. § 1206.20.

Under the current version of the marketable condition rule, a lessee who sells
unprocessed gas, including a sale under a POP contract, “must place [the] gas in marketable
condition and market the gas for the mutual benefit of the lessee and the lessor at no cost to the
Federal Government.” § 1206.152(i). The value of unprocessed gas established by its gross
proceeds “will be increased to the extent that the gross proceeds have been reduced because the
purchaser, or any other person, is providing certain services the cost of which ordinarily is the
responsibility of the lessee to place the gas in marketable condition or to market the gas.” §
1206.152(i). Similarly, a lessee who sells processed gas “must place residue gas and gas plant
products in marketable condition and market the residue gas and gas plant products for the
mutual benefit of the lessee and the lessor at no cost to the Federal Government. Where the value
established under this section is determined by a lessee's gross proceeds, that value will be
increased to the extent that the gross proceeds have been reduced because the purchaser, or any
other person, is providing certain services the cost of which ordinarily is the responsibility of the
lessee to place the residue gas or gas plant products in marketable condition or to market the
residue gas and gas plant products.” § 1206.153(3).

By treating gas sold through POP contracts as a sale of “unprocessed gas”, the current
regulations recognize that the lessee no longer has title to or control over production after its
POP buyer takes possession at the wellhead or plant inlet, such that the lessee is not obligated to
place residue gas and plant products in marketable condition. Under the proposed rules,
however, by treating arm’s-length POP. contracts as sales of “processed gas”, the ONRR
improperly places the burden on the lessees to suffer the costs to place residue gas and plant
products in marketable condition despite the fact the lessees do not have title to or control over
same. See Prop. § 1206.146(a) & (b).

Conclusion

Parties enter into contracts with an understanding of the rules that will govern their
relationships, and their reasonable expectations should be respected. Far from being just a little
tweak to the existing rules, the changes that the ONRR intends to make to the treatment of POP
contracts are likely to be disruptive. Fortunately, the ONRR has not revised the text of the
regulations to match its full intent, and that is how it should leave matters. If the ONRR revises
the regulations to conform with its plan, the plan should apply only to POP contracts that are
entered into after the proposed regulations take effect.

Sincerely,

SENECA RESOURCES CORPORATION

Ben Elmore
Deputy General Counsel
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United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washington, D.C. 20240

MAY 20 199

Memorandum

To: RMP Audit Managers
Chief, Royalty Valuation Division

W
From: Associate Director for Royalty ManagementM 63 2 ;

Subject:  Guidance For Determining Transportation Allowances for Production from
Leases in Water Depths Greater Than 200 Meters

The following guidance is provided to assist you in determining the proper transportation
allowances for movement of production from leases in water depths greater than 200
meters. This guidance was agreed to by the Minerals Management Service's Quality
Council at its monthly meeting on March 26, 1999. Please disseminate this information
as appropriate.

Guidance

Production from a lease, any part of which, liesin water deeper than 200 meters may
qualify for a transportation allowance. The following guidelines also apply:

® The transportation allowance must be determined in accordance with the
current regulations.

® The costs of movement must be allocated between the royalty bearing and non-
royalty bearing substances.

e Movement prior to a central accumulation point is considered gathering. A
central accumulation point may be a single well, a subsea manifold, the last
well in a group of wells connected in series, or a platform extending above the
surface of the water. Movement beyond this point is considered transportation.
Leases and units are treated similarly.

e To quaify for atransportation allowance, the movement must be to a facility
that is not located on a lease adjacent to the lease on which the production
originates. An adjacent lease is defined as any lease with at least one point of
contact with the producing lease/unit. Typically, for a single |lease, there would
be eight leases adjacent to the qualifing deep-water lease.

« Allowances for subsea completions not located in water deeper than 200 meters
may still be considered on a case-by-case basis.
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Application

Apply this guidance prospectively. Any previously received requests for guidance should
be reviewed. If the above criteria are met, and the previously issued decision conflicts
with this guidance the company must be notified.

Questions concerning the applicability of this guidance to specific situations should be
referred to the Royalty Valuation Division (RVD). Additionally, requests for
determinations on a case-by-case basis should be referred to RVD.
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