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MARCH 12, 2020 OIRA MEETING

OUTLINE OF TOPICS AND ISSUES

Valuation Topics (mostly Obama Rule: Natural Gas Valuation, Allowances, Default)

1. Significant Regulation and Valuation Changes

2. POP/POI and 153(c) Rulings

3. Index Valuation (Highest Bidweek Pricing)

4. Transportation vs. Gathering

5. Hard (Max) Allowance Caps

6. Default Rule
Marketable Condition Rule (“Revolution through Interpretation™)

7. “No Market before Plant Tailgate”

8. No Limit on “Area”

9. Making Gas Marketable More Than Once
Non-Arm’s-Length Sales

10.  Affiliation Rule is Unworkable
Process Problems

11.  Careless Audits and Orders

12.  Unresolved Audits

13.  Fix Confusion over 33-Month Clock
Civil Penalties Rule

14.  Potential Heavy Penalties for Harmless Conduct
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BRIEF SUMMARY OF TOPICS AND ISSUES
Valuation Topics (mostly Obama Rule: Natural Gas Valuation, Allowances, Default)

1. Significant Regulation and Valuation Changes: Obama’s 2016 Valuation Rule imposed
drastic, unnecessary regulation and royalty valuation changes that burden and disincentivize
production on federal lands. [Slides provide charts of oil and natural gas regulation changes.]

2. POP/POI and 153(c) Rulings: Federal courts have blocked prior attempts at valuing
unprocessed gas as processed gas. See, e.g., Fina Oil and Chem. Co. v. Norton, 332 F.3d 672, 678
(D.C. Cir. 2003); Continental Resources, Inc. v. Gould, No. 14-65, 2019 WL 1440111 (D.D.C.
March 30, 2019). Under the Obama Rule, ONRR again seeks higher royalty value from producers
who sell unprocessed gas under POP or POI contracts by determining value for residue gas and
plant products. [Slides illustrate Obama Rule and Continental decision.] These regulations
impose a heavy burden on energy development on federal lands and especially harm small
independent producers. [Exhibit: HL Brown Letter.] Recommendation: Calculate royalty value
for unprocessed gas sold under POP/POI contract based on (i) volume of product removed or sold
(unprocessed gas) and (i1) fair-market price received (unprocessed gas pricing).

3. Index Valuation (Highest Bidweek Pricing): ONRR’s index valuation for natural gas
under the Obama Rule, 30 C.F.R. §§ 1206.141(c), 1206.142(d), is inconsistent with how producers
sell their gas. ONRR’s index valuation procedure requires producers determine the highest
bidweek index price they could theoretically receive from any accessible system, without
consideration for capacity constraints. We are unaware of any software package available that
allows a payor to say with certainty they have followed all potential paths and determined the
appropriate bidweek price. We are also unaware of any situation where a producer receives the
highest reported bidweek price. [Slide illustrates Obama Rule and negative Waha index.]
Recommendation: We recommend ONRR use a published index for the point a producer’s oil or
gas did reach or an average (if there are multiple indices).

4. Transportation vs. Gathering: Despite overwhelming precedent to the contrary, ONRR
1s attempting to disallow all costs of transportation upstream of the tailgate of a processing plant.
[Slide will illustrate.] Recommendation: Create clear definitions. Gathering is the movement of
production to the first meter measuring production from the well. If oil or gas is moved off-lease,
transportation begins at the outlet flange of that first meter.

5. Hard (Max) Allowance Caps: The Obama Rule placed fixed caps on Transportation
(50%) and Processing (66 2/3%) Allowances, whereas the prior rule allowed a payor to request an
exception to exceed the allowance limits. ONRR noted it had not received very many requests to
exceed the allowance limits and concluded the limitations should be a hard cap. This view is blind
to the fact that prices fluctuate based on supply and demand, while transportation and processing
fees typically do not. /[Slide will illustrate.] Recommendation: Re-instate the former procedure.

6. Default Rule: The Obama Rule has expanded the scenarios under which ONRR can,
during audit, second-guess a payor’s arm’s-length prices used to calculate royalty. The Obama
Rule is free of any limiting principles on ONRR’s power to second-guess. [Slide will illustrate.]
Recommendation: Repeal the default rule.
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Marketable Condition Rule (“Revolution through Interpretation”)

7. “No Market before Plant Tailgate”: The definition of “marketable condition” has not
changed since 1988, but ONRR’s interpretation has evolved significantly. Where certain
production has always been “marketable” and sold near the wellsite, under the Obama Rule that
production is no longer “marketable” when sold. ONRR treats the tailgate of a processing plant
as the earliest point of marketability — for all oil and gas, no matter the sales contract. [Slide
illustrates unchanged definition of “marketable condition,” coupled with recognition of
unprocessed gas producers’ lack of control over production beyond sales point, as contrasted with
ONRR'’s newfound interpretation under Obama Rule.] These regulations impose a heavy burden
on energy development on federal lands and especially harm small independent producers. [Prior
Exhibit:  HL Brown Letter.] Recommendation: Treat typical, fair-market sales contracts,
including POP and POI contracts, as true indicators of marketability.

8. No Limit on “Area”: According to ONRR, first market for Rockies gas can be the “end-
usc” market on either coast. [Slide will illustrate. ] Recommendation: Define “area” to mean other
fields in the same county,

9. Making Gas Marketable More Than Once: Under the Obama Rule, ONRR treats a
“boosting” compressor at the outlet of a processing plant uniquely different from any other plant
or field compressor, without explanation. ONRR seeks not only to disallow any deduction of
“boosting” compression costs, but also shield “boosting” compressors from the marketable
condition rule. This procedure contradicts a still-binding 2003 Assistant Secretary Valuation
Determination. [Slide illustrates Obama Rule and Valuation Determination.] Recommendation:
Issue statement to ONRR that clarifies the marketable condition rule, as applied to compression,
that reaffirms (i) a lessee is required to place gas into a marketable pressure at no cost to the
government only one time before selling the gas; and (ii) a lessee may choose “where—and in how
many phases or steps” to place the gas in marketable condition. [Exhibit: Sample Memorandum.]

Non-Arm’s-Length Sales

10.  Affiliation Rule is Unworkable: ONRR has been unable to administer its complicated
rule on how to tell whether a transaction is not at arm's-length. The rule looks to see whether the
parties are "affiliated," attempting to analyze degrees of common ownership or control. ONRR
lacks the experience and often the data to apply the multi-part test.  [Slide will
illustrate.] Recommendation: Replace with a simpler test as to whether lessee has financial
incentive to low-ball price to the government’s detriment.

Process Problems

11. Careless Audits and Orders. ONRR auditors frequently fail to follow government
auditing standards for documenting claims. They wait until the statute of limitations has almost
run, issue an undocumented claim, and force the lessee to disprove the claim. [Slides illustrate
published court decision involving Devon Energy and more recent examples.] Recommendation:
Auditors need better training and Departmental oversight, and ONRR Director should enforce
proper auditing standards by withdrawing vague, incomplete, and other improperly issued Orders.
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12. Unresolved Audits. ONRR carelessly spends taxpayer dollars on unresolved audits going
back to (at least) 2002 production. ONRR has statutory authority to settle stale cases. It prefers
to wear companies down by not settling. When it loses money because the claims are time-barred,
the agency feels no consequences. [Slides illustrate published court decisions involving Devon
Energy and Continental Resources.] Recommendation: Require ONRR provide a list of all
pending claims for production prior to 2015 and explain reasoning for delay in resolution and/or
why ONRR has not utilized Department’s authority to “expedite collections relating to disputed
obligations” under 30 U.S.C. § 1724(i). [Exhibit: Sample Memorandum.]

13. Fix Confusion over 33-Month Clock. In Murphy Exploration & Prod. Co. v. U.S. Dep’t
of Interior, 252 F.3d 473 (D.C. Cir. 2001), the D.C. Circuit ruled the 33-month clock runs from
when the agency issues a demand for royalties. The agency still follows a regulation that doesn't
start the clock for several weeks until a notice of appeal is received. [Slide will illustrate.]
Recommendation: Amend the regulation to follow Murphy.

Civil Penalties Rule

14.  Potential Heavy Penalties for Harmless Conduct: We see problems with ONRR’s
definition of "maintaining” inaccurate information, especially given the large penalties that can
accrue. Under the Obama Rule, ONRR made a clerical error equivalent to a criminal act. It seems
the rule was designed to allow ONRR unlimited authority to determine a reporting violation that
has no royalty impact as a knowing and willful attempt to defraud the government. While ONRR
may not be using the authority in this way and claims it won’t, there doesn’t appear to be a
preclusion on it doing so. Recommendation: Repeal provision on maintenance.
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H. L. BROWN OPERATING, LLC
P. O. BOX 2237
MIDLAND, TEXAS 79702-2237
432-683-5216

March 11, 2020

Mr. Scott Cameron
Principal Deputy Assistant Secretary for Policy, Management, and Budget
United States Department of the Interior

Dear Mr. Cameron:

Our counsel has invited us to comment on Federal regulations relating to oil and
gas royalties paid under Federal leases. We operate a small field in New Mexico,
the gas from which is purchased under a “percent of index” contract. We are a
small operator with no leverage and no other alternative source. For years we paid
the standard 12-1/2% Federal royalty on proceeds we received from our
purchasers. Our purchasers buy our gas unprocessed and pay us 80% of an index
price for processed gas. New regulations under the Obama administration require
us to pay royalty on 100% of this index price, but we do not receive that value for
our gas. We no longer have title control over the gas once we sell it. We do not
process the gas or receive value for processed gas or processed products. We
receive money for our gas as unprocessed. We incur considerable costs to produce
and transport this gas and we go out of business when we lose money.

Given the age of these wells, costs are increasing, production is declining, and the
value of gas is low in the current marketplace, such that the only wells we produce
that are making a profit are the few wells in the field that make a substantial
amount of oil. We essentially have three categories of wells today we’re paying
royalties on. 1.) Wells that make only gas for which there is very little value in
the market. 2.) Wells that make some gas and a little oil that are barely breaking
even because of the oil. 3.) A few wells that make enough oil to cover expenses
and overcome the royalty on 100% of the gas value, even though we only receive
80%. We are already needing to plug the wells in category 1, either plug or flare
the gas in category 2, and then attempt to maintain the gas production on the wells
in category 3. When this happens, we think our purchasers will likely want to
renegotiate our price to a percentage lower than 80%, since we’ll have even less
leverage when we plug and/or flare the gas from the wells in the first two
categories. In that instance, we could be faced with flaring gas even on the



profitable oil wells. In all three scenarios, the point is reached where producing
gas and paying royalties on monies we don’t receive becomes impossible for a
profit-making business.

It would seem to us that if the government wanted to act prudently to enhance the
production of this resource, it would collect a fair royalty from us based on the gas
we produce and sell and not ask us to pay royalties on pricing we do not receive. If
ONRR wishes to receive royalty on the processors hold back, they should require
the processors to pay on that volume, not the operators. Expecting us to pay
royalty on processed gas also puts us in an impossible position of having to claim
as deductions the costs our purchasers incur. Our buyers won'’t share their cost
information with us. It is unfair to expect us to do what is, in fact, impossible.

And we’ve been told there is no comparable system or processing plant for our
area, so we can’t use any of ONRR’s published deductions. So, what little relief
we might receive under the regulations is unavailable in reality. As such, we’re
paying what effectively amounts to a 20% royalty on the sales proceeds we
actually receive out of sales prices that are inadequate to begin with. I would
suggest if you’re interested in keeping gas producers in business for the purpose of
America maintaining energy independence, receiving a royalty of 12-1/2% on the
80% we actually receive is better than receiving a royalty of 12-1/2% on 100% of
0, which is where we’ll be when we start plugging wells and/or flaring gas,
because we can’t afford to produce it and have it processed.

As I say, we’re small producers, but small producers have taken the risks required
to have discovered many of the oil and gas fields in the United States, a situation
that exists to this day. I think the reality that 12-1/2% on 100% of0isOisa
concept worth remembering as you consider policy affecting oil and gas producers’
royalties on natural gas wells.

We will be anxiously hoping for relief from these provisions that we assume were
unintended consequences of the current regulations.

Respectfully yours,

LHE

Kenneth L. Zoller, CPA
Financial Manager
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Memorandum

TO: Assistant Secretary, Policy, Management, and Budget

Principal Deputy Assistant Secretary, Policy, Management, and Budget
FROM: Acting Deputy Secretary
DATE: March __, 2020

SUBJECT: Interpretation and Clarification of the Marketable Condition Rule
Concerning Compression of Federal Natural Gas

It is well-established that a federal gas lessee has the obligation to place production in marketable
condition at no cost to the lessor. 30 C.F.R. §§ 1206.152(i) (unprocessed gas), 1206.153(i)
(processed gas). Compression of natural gas has long been considered a component of placing the
gas in marketable condition.

In a 2003 royalty valuation determination (“the Devon decision”),’ the Assistant Secretary, Land
and Minerals Management, determined that when a lessee must compress natural gas to reach
marketable condition, there are two key limitations on the lessee’s obligation. First, a lessee is
required to place gas into a marketable pressure at no cost to the government only one time before
selling the gas.? Second, a lessee may choose “where—and in how many phases or steps” to place
the gas in marketable condition.? This memorandum reaffirms these two principles and clarifies
how they apply to two questions.

L The first question concerns so-called “boosting™ costs. When natural gas is processed to
remove liquefiable components such as ethane and propane, the pressure of the gas stream may
drop as part of the processing. The drop may place the gas leaving the processing plant at a
pressure below what is needed to enter a nearby pipeline. Frequently, there will be a compression
unit at the tailgate of the processing plant, i.e., upstream of the pipeline inlet, to “boost™ the
pressure back up to what is needed for the gas to enter the pipeline. In many cases, the pressure
of the gas entering the pipeline can be the pressure needed to place the gas into marketable
condition. Questions have arisen as to whether a federal lessee may ever deduct the cost of
boosting the gas to pipeline pressure under the Devorn decision.

Under the regulations, a “reasonable amount of residue gas shall be allowed royalty free for
operation of the processing plant, but no allowance shall be made for boosting residue gas or other
expenses incidental to marketing, except as provided in 30 C.F.R. part 1206.” 30 C.F.R.
§ 1202.151(b). This regulation disallows deduction of boosting costs, unless the deduction is
permitted as provided in 30 C.F.R. Part 1206.

! Devon Energy Corp., Assistant Secretary’s Valuation Determination for Coalbed Methane Production from the Kitty,
Spotted Horse, and Rough Draw Fields, Power River Basin, Wyoming (Oct. 9, 2003), aff’d by Devon Energy Corp.
v. Kempthorne, 551 F.3d 1030 (D.C. Cir. 2008).

2 Devon decision at 30.

3 Devon decision at29.



Part 1206 includes not only the marketable condition rule, but also sections 1206.157(f)(9) and
1206.158(a). Section 1206.157(f)(9) allows a lessee to deduct “supplemental costs of
compression” that “exceed the services necessary to place production into marketable
condition.” Section 1206.158(a) allows a lessee to deduct “the reasonable actual costs of
processing.” If the lessee has already placed the gas into a marketable pressure once at no cost to
the government, then it may deduct boosting costs permitted by Part 1206. The lessee may also
elect to do the opposite. It may deduct certain costs of initially placing the production into a
marketable pressure, then not deduct the costs of boosting for an equivalent amount of pressure
needed to achieve marketable condition. This is what the Devor decision means when it says the
lessee may choose “where—an in how many phases or steps” it meets its duty to add pressure
required by the marketable condition rule.’

2 The second question concerns the treatment of compression costs when a lessee uses
multiple compression stages to place the gas into a marketable pressure. If one of those
compression stages adds more pressure than needed to reach marketable condition, then allowable
costs of the extra pressure should be measured using the pressure added by that particular stage
(the discharge pressure minus the inlet pressure). For example, if gas entered a compressor at 700
psig and exited at 900 psig, which was 50 psig higher than the 850 psig needed to reach marketable
condition, then the lessee should be able to deduct 25% ((900-850)/(900-700)) of the costs of that
particular stage.

The correct approach to determine what may be deducted has been explained by the Office of
Natural Resource Revenues (“ONRR”).® This memorandum approves this method as consistent
with the principle of the Devon decision that gas need only to be placed into marketable condition
once. Before adopting this position, however, ONRR had previously followed a different
methodology. It treats the former methodology as a still-acceptable option for enforcement’ and
has issued orders based upon it. That methodology requires lessees to divide the allowable
pressure added by a particular stage by the total discharge pressure from the compression system
as a whole, allowing only a 5.5% ((900-850)/900) deduction in the example above. This approach
requires the lessee to apply more compression than is needed to place natural gas into a marketable
pressure once. It is inconsistent with the Devon decision and is disapproved.

ONRR is directed to review pending orders and cases and act, where necessary, to make its actions
consistent with this memorandum.

4 “Compression” is “the process of raising the pressure of gas.” 30 C.F.R. § 1206.151. Boosting is a form of
compression.

3 A footnote in Devon stating, “It may be argued [that] in some circumstances” the section 1202.151(b) boosting
provision creates an exception to the general rule that lessees are not required to condition production at their own
expense more than once would not apply to circumstances where “part 1206” allows a deduction. Such an argument
would contradict the “except as provided in 30 C.F.R. part 1206 language in section 1202.151(b).

$  hitps://www.onrt.gov/unbundling/pdf/How-to-calculate-a-Transportation-UCA.pdf at 4 (“Option  #1%);
https://www.onrr.gov/unbundling/pdf/How-to-calculate-a-Processing-UCA.pdf at 4 (Option #1)

7 See https://www.onrr.cov/unbundling/pdf/How-to-calculate-a-Transportation-UCA.pdf at 4 (“Option #2”);
https://www.onrr.gov/unbundling/pdf/How-to-calculate-a-Processing-UCA. pdf at 4 (Option #2).
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Memo

TO: Director,

Office of Natural Resources Revenue
FROM: Principal Deputy Assistant Secretary, Policy, Management, and Budget
DATE: March , 2020

SUBJECT: Resolution of Aging ONRR Claims

There are pending before the Department and in the courts claims by the Office of Natural
Resource Revenues against federal lessees for underpaid royalties. Some claims appear to be for
production months going back many years. On September 11, 2019, a federal judge held that
ONRR’s claims for certain royalties for the period 2002-2004 were time-barred. Devon Energy
Production Co., LLP v. Gould, No. 16-CV-000161-ABJ (D. Wyo.).

The Department is tasked by law to “ensure the prompt and proper collection” of royalties. 30
U.S.C. §1701(b)(3). It is inconsistent with that mandate to have unresolved claims dating back 17
years or more. By [date], please provide a list of all pending claims for production prior to 2015,
explaining the reason for the delay in resolution and why ONRR has not used the Department’s
authority to “expedite collections relating to disputed obligations” under 30 U.S.C. §1724(i).
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