Overvi ew of Findings and Recommendat i ons

Fi ndi ngs:

In June 1994, the Departnent of Interior (DA) comm ssioned an
inter-agency teamto address possi bl e underpaynment of royalties
on Federal crude oil production in California. The team

concl udes that conpanies often recei ve gross proceeds hi gher than
oi | conpany posted prices for crude oil produced in California.
Since the teamwas infornmed by M neral s Managenment Service (MVB)
and California auditors that nost Federal royalty paynents were
based on postings, it follows that royalti es have been under pai d.
The team's conclusion is based on MV5 audits, two consul tant
studies, and the teanmis review of oil sales contracts.

During the period under review, the bulk of California crude oi
production was not sold. Rather, it was noved through intra-
conpany transfers, straight exchanges, and buy/sell contracts.

Wthin the context of MM regul ations:

o Based on its review of contracts, the team concl udes
that straight exchanges are not arm s-1length sales.

o Simlarly, the teamconcludes that buy/sell transfers
shoul d not be considered armis-1ength sales unless the
oi | conpany can establish that there are opposing
economc interests in each buy/sell contract and that
they really are outright sales.

For the period 1978 to 1993, the estinmated potential collections,
including interest, range from$0 to $856 m | lion, dependi ng on
whet her under paynents are pursued, the approach to oil val uation,
the inclusion of Royalty-in-Kind sales, and the inpact of prior
settl enents between MVB and oi |l conpani es.

Recommendat i ons:

MVS shoul d concentrate its collection efforts on those conpanies
(about 10) that produce at |east 90% of Federal crude oil in

Cal i forni a.

For periods begi nning March 1, 1988, the teamrecomrends
conputing royalties owed to the Federal governnent based on
premuns paid on armis-length contracts for oil produced fromthe

sane field or area

The teamrecomrends mnimzing the additional audit work required
to coll ect underpaynents by:



o The Assistant Secretary issuing a royalty "payor
|etter" ordering the targeted conpanies to submt al
arms-length contract records for periods in question,

and,
o MVB reviewi ng the oil contract docunents avail abl e
through the California Long Beach Il litigation.

Because MMVS audited Texaco for 1989 and 1993, it should

i mredi ately send Texaco a bill for 1989 and 1993. If MV chooses
to go back at |east to 1984, the recommended approach for Shell,
which it audited for 1984, is simlar to that for Texaco.

For the period before March 1, 1988:

o The Commer ce and Energy Departnent representatives
recomrend using adjusted Al aska North Sl ope oil narket
prices as the basis for valuing Federal crude oil in

California for royalty purposes. They recomend
pursui ng royal ty under paynments from 1980 forward.

o The MVB/ Solicitor's Ofice representatives recomrend
appl ying the sane procedures as used for the post-March
1, 1988 period for pursuing royalty underpaynents.
They al so recommrend that MVB nmanagenent, in
consultation with the Solicitor's Ofice and the
Justice Departnent, make the deci si on about how far
back to pursue royal ty underpaynents.

The teamrecomrends that MM oil royalty val uation regul ations

be revised to consider alternatives to reliance on posted prices
and to nodify a nunber of definitions and instructions that may

hanper royalty collection



EXECUTI VE SUMVARY

Events Leading to Team Fornmati on

The issue of whether major California oil conpani es underpaid
royalties on crude oil by basing those royalties on unreasonably

| ow posted prices ! goes back nmany years. The State of California
(State) and the Gty of Long Beach (Gty), in very |lengthy
litigation against seven nmajor integrated oil conpanies operating
in California, obtained an extensive body of conpany docunents
covering the 1970's and 1980 s. Long Beach docunents show t hat
maj or oil conpani es often bought and sold crude oil at prem uns
over posted prices.

In 1986, the Mnerals Managenment Service (M) reviewed the
California oil undervaluation matter with State officials and
concl uded that posted prices fairly represented royalty val ue.
However, by 1991, ARCO Shell, Chevron, Mbil, Texaco and Unoca
settled for approximately $345 nillion (of which $320 mllion was
in cash) to end the actions alleging underval uati on on State and
Gty leases. Dollar anmounts cannot be tied to specific findings,
and i ssues other than val uation were invol ved.

In late 1993, in light of these settlenents, M5 roughly
estinated the size of any potential Federal royalty underpaynents
and deci ded the anmounts warranted further analysis. The MVB
Drector consulted with State officials; they agreed that MBS
shoul d seek input fromother agencies and the State woul d assi st
in gaining access to the conpany docunents under court seal.

| nt eragency Team Formati on and Conposition
In June 1994, the Departnent of the Interior (Departnent) forned
an interagency team(team. It included one nenber each fromthe
Departnent of Energy, the Departnent of Commerce, the Departnent
of Justice's Antitrust Dvision, and the Departnent's Solicitor's
G fice, and two MVB enpl oyees. Various individual s have
represented the State at many of the teanmis neetings.

Traditionally, oil posted prices represented prices oil
purchasers were willing to pay for particular crude oils iIn
specific areas. Since they often provided the basis for arm"s-
length purchases and sales, they generally were considered to be
representative of market value. But iIn recent years, posted
prices have been iIncreasingly criticized In a number of States as
not being representative of the true market value of crude oil.



Revi ew of MM5S Royal ty Val uati on Regul ati ons
The teamreviewed MMS royalty valuation regul ati ons because a
determnation of the adequacy of Federal California royalty
paynents nust be nmade under these regulations. MBS revised its
royal ty valuation regulations on March 1, 1988. Prior to 1988,
MVS royalty valuation regul ations were alnost identical to
Federal |ease terns. Neither these regulations nor the | ease
terns provide separate directives for val uation under arm s-
length and non-arm s-length contracts. Both these regul ati ons
and the | ease terns set gross proceeds as mninmumroyalty val ue.

When MMVS revised its regulations in 1988, it added specific

gui dance for valuing oil not sold under arm s-length contracts.
M5 set benchmarks that direct MM to rely on armis-1length
contracts for sales and purchases of oil produced fromthe sane
field or area as the oil being valued. This is particularly
relevant in California, because nost oil produced by integrated
oil conpanies is not sold at arms-length. The revised
regul ati ons nmai ntained the principle that gross proceeds are

m ni numval ue for oil sold under both non-armis-length and arm s-
l ength contracts.

Review of Q| Conpany Records Under Court Sea

TH S SECTI ON HAS BEEN REDACTED BECAUSE
| T MAY CONTAI N SENSI Tl VE | NFCRVATI ON

Team Reconmends Test Audits
After 1ts first examnation of selected court-seal ed docunents,
t he teamrecommended that MVES exam ne records for one or nore oi
conpanies. MVB was to determne if prema over posted prices
were paid for Federal oil, and if such prema existed, to
determne if Federal royalties reflected these prema. These
audits were to review the | essee's gross proceeds based on the
first arms-length sale by the producing conpany or its
affiliate. MV audited Texaco's records for 1989 and 1993 and
Shell's for 1984. The audits confirmed the presence of prema
over postings in both Texaco and Shell transacti ons.

Consul tant Contracts

TH S SECTI ON HAS BEEN REDACTED BECAUSE
| T MAY CONTAI N SENSI TI VE | NFCRVATI ON



Options for Under paynent Val uation
At the MVMb Drector's request, the teamdevel oped a |ist of
options for collecting additional royalties that nay be due. The
t eam addressed the ten conpanies with the nost Federal California
oi | production for the period 1978 to 1993. The estimates of
potential collections of royalty and interest ranged fromno
collections to $856 nmllion , depending on the option sel ected.
The $856 mllion and all other estimates included sorme oil taken
i n-kind by MVB and subsequently sold. Therefore, the estinates
exceed the anmounts that mght be collectible fromthe ten
producers. (The teamdid not investigate recovering
under paynents from Royal ty-in-Kind purchasers.) Furthernore,
these estinates did not consider the fact that settlenents
bet ween MVB and sone of the conpani es may have forecl osed further
col | ecti ons.

Teaml s Overal |l Findings
A large proportion of California oil production is either
exchanged between the nmajor integrated firns or noves internally
between their affiliates. For the relatively small volunme of oi
that was sold or purchased outright, paynment of prem uns above
posted prices occurred frequently. Further, auditors inforned
the teamthat | essees usually paid royalties on posted prices.
To the extent that this is true, |essees' royalty paynents on
arms-length sales reflected | ess than their gross proceeds.
Al'so, oil not sold under an arm s-length contract was often
underval ued for Federal royalty purposes because, at a m ni nmum
it did not reflect the price received for oil produced fromthe
sane field or area and sold under armis-length contracts.

Few of the various types of contracts used in the California oi
mar ket appear to be arms-length. dearly, outright sales of ol
are at arms-length. However, the bulk of California production
i s disposed of under intra-conpany transfers, straight exchanges
and buy/sell contracts. ?

Based on its review of MVM5 regulations and conpany records, the
t eam does not consi der straight exchanges as armi s-1ength
contracts. The teamal so reviewed several buy/sell contracts,
and they do not appear to qualify as armis-length sales or

2Under strai ght exchanges, two oil conpani es exchange oil for |ocational advantages. The
exchange contract does not reference a price. A buy/sell contract is a contract where the first
party agrees to deliver a fixed volume of production to the second party at a certain |ocation,
and the second party agrees to deliver the sane volune to the first party at sone other |ocation.
Prices are fixed in the contract for both transactions; both prices nay be the sanme and separate
charges for location differentials may be included, or the prices may differ to reflect
transportation or other considerations. However, the prices may not represent reasonable val ue
because any price nay be used as long as the difference properly reflects the relative value of
the crude oils being traded.



purchases. That is, as required by MM definition of an arm s-
length contract, the condition of "opposing economc interest”
regarding the contract was not apparent. Rather, they appear to
be trades for the nmutual benefit of both parties, not unlike
strai ght exchanges where a price is not specified.

Al so, straight exchanges are not actual sales, nor do the
buy/sell contracts the teamrevi ewed appear to be actual sales.
Under MVB' royalty valuation regulations, this provides an
additional reason to use the benchnmarks to value oil transferred
under these transactions.

Recommended Approach for Post-3/1/88 Tine Periods
Under MVB' regulations, the mninum value for all royalty
paynents, including those for oil not sold under an arm s-Iength
contract, is gross proceeds. Furthernore, oil not sold under an
arms-length contract should be val ued based on the vol une-
wei ght ed average price for arms-length purchases and sal es of
oil fromthe sanme field or area. MW should concentrate its
collection efforts on the ten or so oil conpani es that produce
about 90 percent of California' s Federal crude oil, as follows:

o MVB shoul d use the first benchmark at 30 CFR §
206.102(c) (1) to calculate, on a conpany-by-conpany
basi s, the vol une-wei ghted average prem um over posted
prices to value that conpany's non-arnis-length
transacti ons.

o The prem um woul d be based only on arnis-length sales.

o Federal oil sold at armis | ength woul d be val ued based
on the | essee’s gross proceeds, including any prem a.

o For oil not sold at armis-length, gross proceeds al so
establ i shes m ni nrum val ue.

o MVB woul d pursue col |l ection on a conpany-by-conpany
basi s.

o If the first benchmark is not applicable, the oil would
be val ued under the first applicable follow ng
benchmar k.

The teamrecomrends mnimzing the additional audit work required
to coll ect underpaynents by:

o Havi ng the Assistant Secretary issue a royalty "payor



|etter"” ordering the targeted conpanies to submt al
arms-length contract records for the conpany and al
its affiliates for periods in question, and:

Revi ewi ng the docunents avail abl e through the
California Long Beach litigation. The purpose of this
reviewis to identify those contracts and ot her
docunents that should be nmade avail abl e by conpani es at
the outset of any additional audit work.

To initiate collection, in general, the teamrecomends:

(¢]

Once sufficient information has been obtai ned and any
necessary additional audit work performed for the

sel ected period, MVB shoul d send the conpany an issue
letter describing any problens found. This would serve
to crystallize the issues and dol | ar anmounts invol ved,
gi ve each conpany an opportunity to respond, and set
the stage for either a final MVS demand or

negoti ati ons.

MVS shoul d be prepared to issue a bill for unpaid
royalties soon after recei pt of the conpany's response
to the above issue letter. Depending on the individual
circunstances, MVM5 denand |letter nmay include a
restructured accounting order.

MV5 shoul d al | ow the reasonabl e, actual transportation
costs associated with specific crude oi
transportation.

Because MV5 audited Texaco for 1989 and 1993, the
recommended procedure varies fromthe general
recomrendati on. MVB shoul d i mredi ately send Texaco an
issue letter including proposed bill amounts for 1989
and 1993. In addition, the Departnent should send the
“payor letter” to Texaco covering all relevant years
ot her than 1989 and 1993. (nce Texaco i s given
reasonable tinme to respond, MVE shoul d then issue a
billing for 1989 and 1993. |If the other information
received fromTexaco is insufficient or untinely, M®B
shoul d i ssue a restructured accounting order for the
rest of the selected period.

If MVB chooses to go back at |east to 1984, the
recommended approach for Shell is simlar to that for
Texaco.



Recommended Approach for the Pre-3/1/88 Period
Team nenbers differ on the recommendation for assessing and
col l ecting royalty underpaynents for the period prior to March 1,
1988. The differences relate to opinions about the |atitude
al |l oned under the pre-1988 regul ations to establish royalty val ue
for Federal crude oil.

o The Energy and Commerce Departnent representatives take
the position that the pre-1988 regulations allow M5 to
establish value, at least for royalty payors that are
also refiners, in accordance with the refining
industry's own nethods of establishing relative val ue.
That is, the true value of California crude oil to nost
of the larger royalty payors (who are refiners) should
be established in a direct, quality-and-transportati on-
adj usted conparison to Al askan North Sl ope (ANS) crude
oil. This is significant because during the period
under review ANS crude oil accounted for 30%to 45% of
the crude oil refined in California. These
representati ves concluded that the teams revi ew of
refiner/producers' internal valuation procedures, their
trading practices, their use and control of proprietary
transportation systens, and the history of their narket
activities provide anple "reasons to the contrary" for
| ooking past the limted arnms-length contracts
avail able for reviewin the pre-1988 peri od.

o The Departnent representatives believe that the pre-
1988 regul ations are, in principle, the same as the
post-1988 regul ati ons. Their recomended approach is
the sane as applied to the post-1988 period. The
prinmary reasons are that both regulations rely on
prices paid or offered in the sane field or area as the
| essee's production, and they state that royalty is not
to be less than the gross proceeds accruing to the
| essee fromthe sale of its production. The Departnent
representati ves believe that their recommended approach
is consistent with | ong-established practices and
interpretation of the valuation regul ations.

Recomended Tinme Periods for Pursuing Royalty Coll ections

The teamcoul d not reach consensus on the issue of how far back
MV5 shoul d attenpt to collect additional royalties and interest:

o The Energy and Commerce representatives recomrend
initiating collection from1980 forward. O the
potentially recoverable royalties and interest



attributable to underval uation during 1978-1993, 63 to
74 percent is associated with the 1980 to 1985 peri od.
Therefore, to insure that the Federal Covernnent
obtains a reasonabl e part of the anount it shoul d have
been paid, collection attenpts should reach back to
1980.

Due to different court decisions on the matter, the
applicability of the statute of limtations is, at

best, unresolved. |In addition, the Departnent argued
incourt that the statute of limtations does not apply
to royalty underpaynents. Therefore, any policy

deci sion based solely on statute of [imtations
considerations limting collections to a snall part of
what m ght be recoverable is not consistent with the
Departnent's position, and may not be required by the
courts.

o The Departnent representatives are not nmaking a
speci fic recommendati on on how far back coll ections
shoul d be attenpted. Instead, they believe this
deci si on shoul d be nade by MM nanagenent in
consultation with the Solicitor's Ofice and the
Department of Justice. The final decision should not
be based just on potential royalties due each year, but
shoul d al so consi der year-by-year collection risks and
ot her inpacts on MV prograns.

Revisions to Current MMS Q| Royalty Val uati on Regul ati ons

The teamrecommends that MV royalty val uation regul ati ons be
revised to consider alternatives to reliance on posted prices.
QG her specific recommendations are in the nain report and

i ncl ude:

o Revi se definition of marketing affiliate
o Define the term"significant quantities”
o Address the arm s-Iength/non-arm s-1ength nature of

exchanges



