MMS-VSD-EVE:133-0360
Mail Stop 3920

Memorandun
To: Tom Fry, Directo;
From: Associate Director for Royalty Management

Subject:’ Transmittal of California Valuation Study

Cur Valuation and Standards Division recently completed a study of
the possibility of Califernia crude coil undexvaluation from 1988
forward. The objective was to determine whetMer oil postings were
below market value for that pericd. Attachment 1 summarizes their
analysia and ¢onclusions, and Attachment 2 reviews their data
sources. :

The pasic conclusions for 1986 to the present were that:

1. Thers is no cleéar or convincing evidence that oil posted
prices were below market valus or that they were imvalid

for royalty valuaticn purpeses.

2. There is no clear or convincing evidence that the
California eil market is noncompetitive,

¥hile we found many instances where independent refiners and
cthers.paid prices above postings for the associated fields in
specific circumstances, none of this:information pointed to
sollusion or other anticompetitive behavior. Many of thesa cases
rmay be attributed to shor;—;erm refinery needs causing praajium
prices to be pald for individual lots of oil. We found no
tangible evidence equating price discrsepancies in individual
circumstances to undervaluation by the major integrated fizms who
post prices. - . . )

I lock forward to youy response.
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Evaluation of 0il Posted Prices uﬁd Royalty value in califernia

Bunmary

iha Royalty Management Program (RMP) has evaluated whether there
is evidence that integrated oil companies in california posted oi1
prices below market value between 1986 and 1992, thus resulting inp
underpalad royalties, oup inV¢stigqtion found: = ' -
/ No convincing evidence that postings were balow market velue

during tha period in question, or that they were thus invalig
for royalty purposes, . .

/ Ne convincing information for s to eéstablish the California
market as nencompetitive, - ' _

Background

In August 1923 MMS undertook a preliminary investigation of

poten ial~roya1ty underpayment by integrated oll companies _
operating in california. This issue 'was first addressed by MMS in
in 1288.  The latest allsgations of underpayment resurfaced after
s5ix of seven defendants nemed {n lawsuits brought b¥ the City of
Long Beach, California (City), and the state o Calig

settled oué

Initially, we constructed estimates of potsntial undervaluation
for all years between 1960 ang 1952, These estimates vere almgst
entiraly  based on documents and data provided by the lagal counsel
for the city and stata. Although wa were not able to substantiate
the data then or later, the resulting potential underpaid royalty
astimates led us to concluge that the matter naaded further
invegtigation.



Barlier Investigation by MMs

in 1986, RMP staff investigated alleiations of undervaluation of
California ¢rude by the intagrated oll producers. At that time,
RMP concluded that postings should continue to be the primazy
valuation basis. Howevar, RMP's position could have bean
influenced by the timing of the investigation. fThis position was
rgached before the Ninth Circuit Court of Appeals reversed the
District Court's decision that thera was not enough evidence to
go tg trial and before five of aslx defendants in the Long

Baach IT. ¢ .

Sugply crises for individual pucchasers can explain many of the
sales we found at prices abave iostings. Even 1f their needs are
‘not at crisis stage, independents may offer prices in excess of
postings in order to assure continuous sources of supply.

For oil scld in the PElk Hills and wilmington; investigation in
1951 after all of the f£iims but Exxon settled the stafe's and
City's sults out of court. The RMP contacted DOJ about this
investigation to see if anything could be lsarned fxom their
findings. Ms. M.J. Holten rs{, a trial attorney who worked on the
casa, informed us that DOJ falt that the "trail leading to the
evidence was not fresh snough %to pursue." She stresSES that in
welghing the possible cases to undertake, DOJT must evaluate each
of lts lnvestigations and balance its rascurces against the
chances of winning a case. The DOJ never took action against the
conpanlies invelved in the Long Beach I and IX trials,

concuusions.

/'Thé'MMS nmust reach the same conclusion it did in 1986: tha
evidence s lnsufflciant to conclude that oil poustings, at
least over the pariod 1986 forward, den't reflect market value,

/ We found no convincing ‘evidence that the integrated maiors, or
the California oil market in general, act nencompetitively.

/ We will continue our monitoring efforts in the future to
verify that companies report royalty valuss at least at postad
prices in California=-and teo lock for asvidence that postings
are below market value,
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Reviov of Rslevait Deouments

We used a mbexr of gources of information to investigate the
allegations broughﬁ forth by tha City of Long Baach (City) ana
the State of Cal{fornia (Btateé. A .reviaw of the megt -
significant geurces of information 1s ¢ivan balew, -

In addition to spot prices ang 8ell=-0ff data, ve lodked at
eévidenca that was antered ag t.ntimoni during tho trials, The
attornayd for tha Clty and 8tats (pla ntiffe) niraq economia
‘consultants to provide analysis of the documants thay nag
gubpoanasd in the Long Beach I and II trials., For the firat
trixl, tha plaintires anploysd the gervices of the National ,
Zconomic Research Associates (NERA). TInnovasion & Information
Consultants rng, éIICI), undaxr the Qirsction of Patex Ashton,
prgpared gtudies for the Stats and City for the Long meach II
trial, .

¥EMA Report

o raceived a co o NERA'a'study( which wae entared inte
evidence {n the firat trinl ang i% the appaal. The study

The N comparsed Californis pested pricsg +o inal refinery
valuez' for hiwh and loy gravity crude for esch o the maier
intayrated firme! (dafandants!) rafinerios, The study alaso
- analyzed the linesr Prograne used by. thesa refineriss +o dogida
vhat crude to purchase as marginal stock o increase profits,
Altez subtracting for zafining costs, the additional vaiue
asgociated with heavy cruda vg, light erude showed that the heavy
crude was mors valuable as zarginal refinery input banatise the
sconomlc gain agsocinted with refining the heavy crude maga it
2ore profitable to refina thanm light cruds,

Tha NERA analyszed the diffsrance in nazrginal value for each of

Only a cortain percentage of the major integrated firms rafinary nput
s not accounted for by intarnal supply, Tong-tarm contracts, or exchanges
with othar majors, Tha refiner bases 1ts dacision tp purchase 1ts additiona)
needed input based on the profit ¢ @xpects to make after running the crude
through 1ts refinery, . This additional, or marginal, input has y value known
is the marginal rafinary value,
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the years the ¢xial encompassed. Documents refarénced in tha
report reveal the Inteyrated companies acted to avoid tloaing the
ap batween prices for high and low gravity orude oils, The fact.
at 1t continued to ossur over 15~plus years suggested that
collusive behavior existed. -company documentg quoted within the
raport show that thess £irms shared orude acquisition plans with
each other. Thay also exchanged oil among ‘themgelves and
reimbursed one .ancther f£ér zelative valus giffarances at pricas
guite aiffarsnt from postings. Tha plaintifes argued that if the
defendants had actad oompat tivagi, ¢ price for the heavy crude
as

would have risen due to its doma marginal fesdetock ahd that
tha price disparity would hava diuuppeugig. ' '

The scopa of the study is impressiva., The amalysis relies
heavlily on dnfoxmation subpownaad from sach &f the. defendanta in
the txrial,’ The NERA presents a strony cass for at legst tacit -
¢ollusien Ly the dafandants. The analysis 18 the momt thorouga
¢f any of tha docunenta we revliewed. RHovever, the NERA repeor
covers 8 period much sarlier than the current study. '

Izex Htudian

The IICI parformed an econumic ‘analysis by sempiling: informasion
fron the subpeanaed documants £oX the Leng Beach II trial and

2or the remandsd txial d&fter the initial dacision had baan
overturned. = Mr, Patar Ashton of IICI s currently providing

- analysis for thw appsal of the fxxon trial dasiaian pchadulad to
ba hsard late in 1994, He clalns that the market demonstrated
videspraad undervaluation for California production. Ee supplicd
“8 with four compariscns for the periocd 1§81=1590 that ne feels
denonstrate this undervaluation, ' )

wilzlagton, D1k Bills & State Bslleoff Premis

There was a consistant‘tfend for independent refinars to
cifar auctlon promipms over and abova tha posted prices for
oll {n thess areas.® _

Line €3 Bpot va. Duana Vista Delivered Prica

Line 63, one of twe pipalipes transpééting il frem tha San

W1Teington of1 1s produced from ¥ilmington Trend. It 45 the principal
production fnvolved in the Long Beach I & II trials, Part of tha production
comes from wells located in the €4ty and .part comes from State tidewaters Just
offshore. Tha Elk Hills Naval Patroleun Reserve 1s Jocated in-the San Joaguin
Yalley. 01 from all thres araas is goid in sealed bid auctions. The bids
are based on premiums to be paid abova posted prices for associated fields.

2
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Jeaguln Valley to Log :Angslss, bacame & common carrier in
1977, The Buena Vista fiald is located in the San Joaquin
vallay. Bpot prices for comninglq Line 63 oll in Los
Angeles exceed the delivered price’ tor Buana Vista oil in.
Los Angsles. The higher spot grioasiniqht sccur bacavae
prrt of the Line 83 oll is utilined 5 meke up ralinery
feadatock deflclencies on short notica, vhersas Buena Vista
ol) ie gererally marketed in contracts whose terms arae
unaffacted by short-taxn refinery tesdstook shortagas.

- Wilmipngton Posted Prices vs. THUXS Bpot prices

The THUMS is a consortiun of companiss operating the Ftate's
offabors facilities in the Wilmington £isld, We compared
wilnington posted prices to THUME apot prices. Wa found
THUMS spobt pricds generzlly wers higher. The THUMS POt
prices rsprasentad a small fraction of the velume from the
Wilnington £iald ‘and gan be conzldarsd the market margin.

Bsizidge Light (ut.) vﬁ. Leuisiags Light Bweet (LLS)
Posted Prices. '

Belridge Lt. is & relatively high-gravity califeemia crude
that leaves the Ban Joaguin Vulle{ by pipeline, Proauction

s transported north to.Ban Francisce, south ¢o Los Angales,
sast to Bakersfleld, and wast to Morre Bay, . Ite postings
wafe comparad to LLS crude values. Though tha gravity was
the same, the price recslved 2or LILE was consis antly
ssveral dollars highwr par barrel frem 1981 to 1991, -Sulfur
contents wers sinilar. &

None of these tompariscns necsssarily loply esliusion oy othar
inpropesr behaviar b{ the major inte?'rated 2irrs. - Tha compariscns
sizply show acne price disparities In specitic clrcumstances, -
mahy of which may relate to short-term rafinery needs,

Dapupinant of Buergy Report

In 1987, Charles Shirkey and Robart Speiyr published in articls in
Petroleoun Marketing Menthly raising the poseibility of a trend in
cil price undervaluation in california frem 1580 to 1985. Tha
study focuses on the years 1934-1985. It axamines oruds quality,
Alagka North Blépw cil in the California market, transport of

“The delivered price for Buena Vista crude {5 the fleld posted piice plus
tha Line 83 pipeline tariff charge. Cerrgctions have bagn made to offset the
one dugrae gravity difference batwean Buana Vista oi1 (26 degraes API) and the
averages commingied mix (27 degrees API) transportad avar Line 63,
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tinishea products, refinary margins, and oparating coste. The
papsr concludes by amphasizing'thaﬁ-avan after agcounting fér thse
attacks of thase factors, Callfornis posted prices still are net
axplainable, ' '

Chevion rasponded to the paper in 1987, aaying that the '
conpatitive dynanice of the Callfornld market are not sccountad
for and that numerous cmissionz and inacouracies riddle the
gtudy. Spair and Shirkey responded to Chevron's claims in another
paper. This paper refutea point by'goint the ¢laims nada by
Chevron, It analyzes ths markets, effect of ANS crude, and
refinery ¢osts, : -

28 a whole the &hirkey/Speir rqports raise valid guestions -about
ths neturs of tha California oill market from 1980 to 1585,
However, thelr suggsstion that low postad prices may have
rasyulted from anticompatitive behavier by mazor integrated
conpanies 1 not based on any hard avidence tylng collusive
behavier to specific individuals--or, in fact, on any real
evidence of anticompatitive beshavior at &ll,

Genarsl Adsounting Oifice (GAC) Study

The GAC published a raport in Beplanbaxr 1588, inv;stigating
‘whether posted prices in California ware raflective of fair
maxket valus. The reporkt deas not aseert that California
postings are not representative of fair market value, It does
concade that the postad prices seen to be lower than elsswhers,
put suggests that the paturs of the market may explalin thase
differances. Tha GAC makes ne recemnendations.

Avehur Listle Btudy

The Intarnal Revenus Service commiszsioned & study ctmpleted by
Arthur D. Littla Inc. in- 1987. It examirga the parded 1960-1983
and woncedes that tha postings are low in velatien to other
narkats because the majoy Ersducers captura scenenlc xent by
sontrolling both postad prices and gipaline agoess. The study
cencludes that posted prices are valid beoause one-thirae of the
transactions are betwesn unaffiliated parties, and pdstad prices
ars uged ia these transactiens. '

Gunther Dusrk Atudy

Gunther BuerX has actad as a consultant to the aﬁtorna¥s invelived
in the ¢age for the City and State. He constructed pricing
wodals based wpon refinery netbacks. Nr. Buerk has drawn cn his
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exparience working for Unocal fxom 1969-1984, whare he served as
Corporate Manager of Project Economics, He alse dirsctad the
pperations of mavaral of thelr reflneries. we cltsd hls figuras
in our prelininary estimates. :

Ftate. Netback Kodel = -

The Stats hired consultants %o creats a copputar model to
detarmine the net-back values for grude oil by fagtoring out the
transpertation and refinlnhg costs, ¥hen comparsd to posted
prices upon which royalties ars ganerally based, thase nat=back
valuss are often considerably greater. Tha Royalt ¥Xanagemant

© Program (RMP) exanined the model in 1989, Our wnalysis
questioned several assumptions made in this model, Spavirically,
the asgumptions aboubt yelinery costs were too hroad to allow the
nodel to pe used as & basls to caloulate royaltiss,  This model
also puffers from its fallure Lo encompass Zield-specific facters
that xffact valva, .

Plx Hills Benuses

We ¢ollected bonuz data for oll sold frem ths Naval Petrolsum
Resarve at R1X Hills, The data includs prices raceived from 1586
to 4993. virtually all of this ¢il was tranaported over Line s3.
 This pipwline ie operated as & vommon ceyrier. At least part o2
-~ the premiuns above peetings for nearbi fields ¢an be explainad by
availability of the Elkx Hills production to indapendant rafiners
vho have limited sources of reiinery fassdetock, Also, the AP
gravitise are greatar for the ElX Hills Cruds than for
gurrounding flalds. Some additional valus .may be aszociated with

ts higher gravity bacause when it is miked with low gravisy
crudes, plpaline companies can avold tha need to heat thsir
lin&s., ’ ' .

State and Cisy Sell-2£2s

Tha Btata and.Clty have praducsd oll from the wWilmington tiana
aince the 1920's. HMinaral rights assoglated with the rleld ars
unitized and rest pradominantly with ths Stats, Tha City owna
less than 10%. Individual private owners. couprise 3% of the
unit. The City acta as trustes Ior ths stata and haas contracted
with an operator to produce oll Zrom Wilmington.

The State began & progran in 1#72 to market ita offshore oil
production. It bused its qontracts on posted prices and invited
petential buysrs to bid on a premium over the average of tha
stied prices in the £ield., Indspendents were the principal
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©  We have data from the City liatinthha premiuns gaia over (under)
the poated pricas for the Stata/Clty mellwoff oil ovar the periecd
1973'19391 . )

Doéun-nt- ninbribing_hha:mhéee-aut Bxchange

For tha peried 1961-1972, we have gopies of court decunents
giving testimeny on the so-culled three-cut exchanges used in
lisu of postings for. interecompany trangactions, with admigsions
by the defsndants that tha gostadtgrict: verg not the trus valua
of the coll. We have no evidence that similar dosuments exist for
the perled 198¢ foxward or that such transactions continuad
bayond the early 1#79's.



