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the claims advanced.”) (citing Head v.
Medford, 62 F.3d 351, 354 (11th Cir.1995));
Restatement (Second) of Contracts § 346,
comment b. The Court will therefore
award costs to plaintiff.

CONCLUSION

For the reasons set forth above, the
Court finds that defendant breached its
contract with FCE, but that the breach
caused no damages. Plaintiff shall be
awarded nominal damages in the amount
of $1, as well as costs, but its request for
an injunction, declaratory relief, and attor-
neys’ fees is denied.

A separate Judgment accompanies this
Opinion.

JUDGMENT

This cause having been tried by the
court, it is hereby

ORDERED, for the reasons set forth in
the accompanying Memorandum Opinion,
that judgment in the amount of $1 is en-
tered for plaintiff; and it is

FURTHER ORDERED that plaintiff
shall be awarded costs; and it is

FURTHER ORDERED that plaintiff’s
request for a permanent injunction, declar-
atory relief, and attorneys’ fees is DE-
NIED.

This is a final appealable order.

SO ORDERED.
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Lessee of natural gas production
rights from United States challenged gov-
ernment’s calculation of royalty payments.
On cross-motions for summary judgment,
the District Court, Kennedy, J., held that:
(1) lessee had implied duty to market gas
it produced, and thus marketing expenses
that it incurred or that were incurred on
its behalf were includable in value of gas
produced, and (2) difference in price at
which lessee sold gas to affiliate and price
at which affiliate resold gas was generally
attributable to marketing services which
affiliate performed on lessee’s behalf, and
thus value of gas could properly be based
on resale price.

Plaintiff’s motion denied; defendant’s
motion granted.
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&=763

Agency action will not be overturned

as arbitrary and capricious so long as

agency considered relevant factors and can

articulate rational connection between

facts found and choices made. 5 U.S.C.A.
§ 706(2)(A).

2. Administrative Law and Procedure
=413

Agency’s interpretation of its own reg-
ulations must be given controlling weight
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unless it is plainly erroneous or inconsis-
tent with regulation; court will defer to
agency’s interpretation unless alternative
reading is compelled by regulation’s plain
language or by other indications of agen-
cy’s intent at time of regulation’s promul-
gation.

3. Mines and Minerals ¢=5.1(8)

Finding that federal gas lessee had
implied duty to market gas it produced,
and thus that marketing expenses that it
incurred or that were incurred on its be-
half were includable in value of gas pro-
duced, for royalty calculation purposes,
was not arbitrary or capricious.

4. Mines and Minerals €¢=5.1(8)

Finding that federal gas lessee had to
include downstream marketing services in
its gross proceeds calculation, for royalty
purposes, was not arbitrary or capricious.

5. Mines and Minerals €5.1(8)

Finding that difference in price at
which federal gas lessee sold gas to affili-
ate and price at which affiliate resold gas
was generally attributable to marketing
services which affiliate performed on les-
see’s behalf, and thus that value of gas
could properly be based on resale price,
for royalty purposes, was not arbitrary or
capricious; other than transportation costs,
all other services and risks undertaken by
affiliate were associated with marketing.
30 C.F.R. § 206.152(h).

6. Mines and Minerals &5.1(8)

Federal gas lessee’s royalty obligation
is based on value of the gas produced at
lease, not cost of producing gas. Mineral
Lands Leasing Act, § 17, 30 U.S.C.A.
§ 226.

7. Mines and Minerals €¢=5.1(9.1)

Statute of limitations on federal gov-
ernment’s claim to recover royalty pay-
ments from natural gas lessee was not
applicable to, and thus did not bar, govern-
ment’s defense of contracting officer’s de-

cision on lessee’s administrative appeal.
28 U.S.C.A. § 2415(a).

Charles Daniel Tetrault, Vinson & El-
kins, L.L.P., Washington, DC, for plain-
tiffs.

Edward S. Geldermann, U.S. Depart-
ment of Justice, Washington, DC, for de-
fendant.

MEMORANDUM OPINION
KENNEDY, District Judge.

This case concerns a dispute over the
proper method of valuing gas resources for
the purpose of determining the amount of
royalty payments owed to the United
States government. Fina Oil and Chemi-
cal Company (“FOCC”) and Petrofina De-
laware, Inc. (“PDI”) (collectively “Fina”)
claim that a determination by the Depart-
ment of Interior (“DOI” or “Interior” or
“Agency”) regarding Fina’s required roy-
alty payments was arbitrary, capricious, an
abuse of discretion and otherwise not in
accordance with the law in violation of the
Administrative Procedure Act (“APA”), 5
U.S.C. § 551, et seq. Before the court are
the parties’ cross-motions for summary
judgment. Upon consideration of the par-
ties” motions, the opposition thereto, and
the record in this case, the court concludes
that Interior’s motion for summary judg-
ment should be granted and that Fina’s
motion for summary judgment should be
denied.

I. STATUTORY AND REGULATORY
BACKGROUND

Congress has authorized the Depart-
ment of the Interior to issue and adminis-
ter leases for the production of oil and gas
resources pursuant to the Mineral Leasing
Act, 30 U.S.C. §§ 181-287, the Mineral
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Leasing Act for Acquired Lands, 30 U.S.C.
§§ 351-359, Indian leasing statutes—25
US.C. §§ 396a-396g and 25 U.S.C.
§ 396—and the Outer Continental Shelf
Lands Act (OCSLA), 43 U.S.C. §§ 1331-
1356. These statutes require entities that
enter into leases with the United States to
pay royalties on the oil and gas produced
from the lease. A lessee’s royalty pay-
ment is a specified percentage of the
“amount or value of production removed or
sold from the lease.” 30 U.S.C. § 226.
The Federal Oil and Gas Royalty Manage-
ment Act (FOGRMA), 30 U.S.C. § 1701 et
seq., authorizes the Secretary of the Interi-
or to promulgate regulations governing the
management and collection of royalties.

Interior has delegated the job of collect-
ing royalties to the Minerals Management
Service (MMS), a subagency within the
department, which has promulgated a ser-
ies of regulations governing the value of
natural gas produced by a lessee. The
regulations provide several methods for
calculating the value of natural gas de-
pending on the nature of the sale of the
gas from the lessee to the purchaser. Un-
der the first valuation method, if a lessee
produces gas which it then sells to a pur-
chaser pursuant to an arm’s-length trans-
action, the “value of gas sold under an
arm’s-length contract is the gross proceeds
accruing to a lessee ..7 30 C.F.R.
§ 206.152(b)(1)(). The term “gross pro-
ceeds” is defined as “the total monies and
other consideration accruing to an oil and
gas lessee for the disposition of the gas
....7 30 C.F.R. § 206.151. This method is
known as the “gross proceeds rule.”

While the regulations rely primarily on
the marketplace to establish the value of
production, Interior recognized that not all
gas sales are made pursuant to arm’s-
length transactions. Many natural gas
producers have wholly-owned or partially-
owned affiliates to which they sell gas.
According to the regulations, arm’s-length
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contracts are limited to contracts between
non-affiliated parties. See 30 C.F.R.
§ 206.151 (defining “arm’s-length contract”
as a contract “between independent, non-
affiliated persons with opposing economic
interests regarding the contract”). Thus,
by definition, transactions between two af-
filiated companies, such as a parent and its
wholly-owned subsidiary, are non-arm’s-
length transactions. Because non-arm’s-
length contract prices may not represent
true market value, the regulations provide
an alternative method for calculating value
when gas is not sold at arm’s length. See
30 C.F.R. § 206.152(c). For non-arm’s-
length sales, value is determined according
to the first applicable of three prioritized
valuation methods, or benchmarks. The
benchmarks are prioritized in the sense
that if the first benchmark is found appli-
cable it is used to calculate value without
considering the other two benchmarks. If
the first benchmark is not applicable then
the second benchmark is used, unless it is
also inapplicable, in which case the third
benchmark is used.

The regulations also make clear, howev-
er, that a lessee’s gross proceeds are al-
ways relevant, even when a lessee sells
gas under a non-arm’s-length contract.
Regardless of the method of valuation
used, “under no circumstances shall the
value of production for royalty purposes
be less than the gross proceeds accruing
to the lessee for lease production, less
applicable  allowances.” 30 C.F.R.
§ 206.152(h). Thus, if a benchmark-de-
rived value is lower than a lessee’s gross
proceeds, the lessee’s gross proceeds will
be used for royalty purposes. See Fur-
ther Notice of Proposed Rulemaking, Re-
vision of Oil Product Valuation Regula-
tions and Related Topics, 52 Fed.Reg.
30,826, 30,843-44 (Aug. 17, 1987) (discuss-
ing identical language in oil royalty regu-
lations).
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In determining the lessee’s gross pro-
ceeds several costs and benefits are con-
sidered. For example, the regulations
specify that

[T]he lessee is required to place gas in
marketable condition! at no cost to the
Federal Government or Indian lessor
unless otherwise provided in the lease
agreement. Where the value estab-
lished pursuant to this section is deter-
mined by a lessee’s gross proceeds, that
value shall be increased to the extent
that the gross proceeds have been re-
duced because the purchaser, or any
other person, is providing certain ser-
vices the cost of which ordinarily is the
responsibility of the lessee to place the
gas in marketable condition.

30 C.F.R. § 206.152(i) (1988).2 Thus, if the
sale price received by the lessee is reduced
because the purchaser is performing ser-
vices to place gas in marketable condition,
the value of the services performed by the
purchaser is added to the lessee’s gross
proceeds in order to determine the value
of the gas for royalty purposes. In other
words, there are certain services the value
of which a lessee may not deduct when
calculating its gross proceeds.

For example, suppose a lessee sells non-
marketable gas to another company for
$20, and that company, among other tasks,
purifies the gas for market and then turns
around and sells it for $25, where the
purification services increased the value of
the gas by $3. The lessee’s gross proceeds

1. Gas products are in ‘“marketable condition”
when they are “sufficiently free from impuri-
ties and otherwise in a condition that they
will be accepted by a purchaser under a sales
contract typical for the field or area.” 30
C.F.R. § 206.151. Both parties in this case
acknowledge that the gas at issue was in
marketable condition.

2. Interior amended this provision in 1997 to
state that the lessee not only has the duty to
place the gas it produces in marketable condi-

are $23: $20 from the sale of the gas plus
$3 consideration for the purification ser-
vices performed by the buyer but which
were not reflected in the sale price paid by
the buyer. In the above example, by re-
ducing the contract price, the lessee in
effect pays a “purification fee” to the buy-
er in exchange for the buyer agreeing to
perform duties that otherwise would be
performed by the lessee. These services,
even if not reflected explicitly in the con-
tract price between a lessee and a purchas-
er, will be incorporated into the determina-
tion of a lessee’s royalty obligation.

The regulations also identify explicitly
the costs that lessees may deduct when
valuing gas for royalty purposes. Lessees
may deduct the costs of transporting gas
to distant markets, and also may deduct
certain costs related to processing gas.
See 30 C.F.R. §§ 206.156, 206.157 (trans-
portation); 30 C.F.R. §§ 206.158, 206.159
(processing). If a lessee produces gas in
Colorado pays $5 to move it to Indiana
where it sells the gas for $25, the value of
the gas, for royalty purposes, is $20.

II. FACTUAL BACKGROUND AND
PROCEDURAL HISTORY

Both FOCC and PDI are affiliated com-
panies that lease natural gas rights from
the United States. FNGC is an affiliate of
Fina that purchases gas produced by Fina
as well as other non-affiliated companies.
Prior to 1990, Fina produced gas and sold
it directly to purchasers. These sales typi-

tion, but must also “market the gas for the
mutual benefit of the lessee and the lessor at
no cost to the Federal Government.” 30
C.F.R. 206.152(1). See Final Rule, Amend-
ments to Transportation Allowance Regula-
tions for Federal and Indian Leases to Specify
Allowable Costs and Related Amendments to
Gas Valuation Regulations, 62 Fed.Reg. 65,-
753 (1997). Because the royalty payments at
issue here only cover a period from 1990 to
1993, the earlier regulation applies to this
action.
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cally took place at the point of production
or “wellhead.” In 1990, FNGC was
formed as an affiliate of Fina. Fina then
stopped selling some of its gas directly to
unaffiliated purchasers and began selling it
to FNGC, which acted as a middleman by
turning around and selling that gas to end-
purchasers.

In 1992, MMS conducted an audit of
Fina’s royalty payments for gas produced
at the “High Island Block 571” wellhead.
MMS determined that Fina was selling gas
to FNGC at a non-arm’s-length price and
that FNGC was reselling the gas at a
higher price. MMS also found that Fina’s
royalty payments were based on bench-
mark values derived from its non-arm’s-
length sale price to FNGC rather than on
the gross proceeds accruing from FNGC'’s
arm’s-length sale to third-party purchas-
ers. On September 29, 1992, MMS or-
dered Fina to base its royalties on FNGC’s
arm’s-length contracts because MMS con-
sidered FNGC to be a marketing affiliate
of Fina. See 30 C.F.R. § 206.152(b)(1)(i)
(valuing a lessee’s sales to marketing affili-
ates according to the marketing affiliate’s
gross proceeds). MMS later withdrew
that order after it determined that FNGC
was not a marketing affiliate under the
regulations because it did not buy gas
exclusively from Fina. See 30 C.F.R.
§ 206.151 (defining “marketing affiliate”).
However, MMS expanded the scope of its
audit to cover all transactions between
Fina and its affiliate.

On May 3, 1993, MMS issued a new
order, stating that Fina’s royalty payments
should be derived from the gross proceeds
of FNGC’s arm’s-length sales to unaffiliat-
ed purchasers because those sale prices
best reflected the value of the gas. Fina
appealed the MMS order. The Agency
denied Fina’s appeal on June 7, 1996.

Fina subsequently appealed the Agen-
cy’s 1996 ruling to the Interior Board of
Land Appeals (IBLA) on August 12, 1996.
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Fina argued that because its sales to
FNGC were non-arm’s-length transac-
tions, the value of the gas for royalty
purposes should be determined according
to the system of prioritized benchmarks
established by the regulations. MMS’s po-
sition was that the value of the gas was the
price received by FNGC pursuant to its
arm’s-length sales. According to MMS,
had Fina sold its gas directly to unaffiliat-
ed purchasers, it would have charged the
same higher price charged by FNGC rath-
er than the lower sale price contained in
the contract between Fina and FNGC.

On June 11, 1999, the IBLA rejected
Fina’s appeal. The IBLA ruled that it was
bound by the Board’s decision in Texaco
Exploration and Production, Inc., Docket
No. MMS-92-0306-O & G [hereinafter
Texaco], which considered issues identical
to those presented by Fina on appeal. In
Texaco, Texaco Producing, a lessee of fed-
eral oil and gas leases, sold its oil produc-
tion to its affiliate, Texaco Marketing,
which then resold the oil at a higher price
to arm’s-length purchasers after conduct-
ing certain marketing activities. The issue
in that case was whether the value of
Texaco’s oil should be determined accord-
ing to the prioritized benchmarks or ac-
cording to the gross proceeds resulting
from the affiliate’s arm’s-length resale. In
Texaco, the Acting Assistant Secretary for
the Department of the Interior, with a
concurrence from Secretary Babbitt, ruled
that the lessee’s royalties should be based
on the affiliate’s resale price rather than
on a benchmark-derived value, in part be-
cause the price differential between the
two values represented a marketing fee
that could not be excluded from Texaco’s
gross proceeds. The IBLA adopted the
reasoning in Texaco as its own and denied
Fina’s appeal. See Fina Oil & Chem. Co.,
149 IBLA 168, 186 (1999) (“With the Sec-
retary’s concurrence, the Texaco decision
constitutes a final decision for the Depart-
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ment. See 43 C.F.R. § 4.5(a). We there-
fore append the Texaco decision, and adopt
the analysis and rational [sic] contained
therein to affirm MMS.”). This suit fol-
lowed.

III. STANDARD OF REVIEW
[1] Final agency action is judicially re-
viewable under section 704 of the APA.
The IBLA’s June 11, 1999 decision is a
final agency action for purposes of this
suit. See 5 U.S.C. § 704. Under the
APA, a reviewing court shall set aside
agency action it finds to be “arbitrary,
capricious, an abuse of discretion, or other-
wise not in accordance with the law.” 5
U.S.C. § T06(2)(A). An agency decision is
arbitrary and capricious if
the agency has relied on factors which
Congress has not intended it to consider,
entirely failed to consider an important
aspect of the problem, offered an expla-
nation for its decision that runs counter
to the evidence before the agency, or is
so implausible that it could not be as-
cribed to a difference in view or the
product of agency expertise.

Motor Vehicle Mfrs. Ass'n v. State Farm
Mut. Auto. Ins. Co., 463 U.S. 29, 43, 103
S.Ct. 2856, 77 L.Ed.2d 443 (1983). The
court’s scope of review is narrow, as it “is
not empowered to substitute its judgment
for that of the agency.” Citizens to Pre-
serve Qverton Park v. Volpe, 401 U.S. 402,
415-16, 91 S.Ct. 814, 28 L.Ed.2d 136
(1971). Although the court must still con-
duct “a thorough, probing, in-depth re-
view” of the agency’s decision, see 1id.,
agency actions are presumed to be valid.
See Ethyl Corp. v. EPA, 541 F.2d 1, 31
(D.C.Cir.1976) (en banc). As long as an
agency considers relevant factors and can
articulate a rational connection between

3. Fina argues that Interior is not entitled to
deference because it has a financial interest in
the lease that is the subject of the dispute.
Because the court’s decision would be the

the facts found and the choices made, its
decision will be upheld. See State Farm,
463 U.S. at 43, 103 S.Ct. 2856; Marsh v.
Oregon Natural Res. Council, 490 U.S.
360, 378, 109 S.Ct. 1851, 104 L.Ed.2d 377
(1989) (holding that agency action will not
be reversed absent a clear error of judg-
ment).

[2] Even greater deference is appro-
priate when a court reviews an agency’s
interpretation of its own regulations. See
Thomas Jefferson Univ. v. Shalala, 512
U.S. 504, 512, 114 S.Ct. 2381, 129 L.Ed.2d
405 (1994). The “agency’s interpretation
must be given ‘controlling weight unless it
is plainly erroneous or inconsistent with
the regulation.” In other words, we must
defer to the Secretary’s interpretation un-
less an ‘alternative reading is compelled by
the regulation’s plain language or by other
indications of the Secretary’s intent at the
time of the regulation’s promulgation.’”
Id. (internal citations omitted).?

IV. ANALYSIS

The central issue in this case concerns
the appropriate method of valuing gas pro-
duced by a lessee for purposes of deter-
mining the lessee’s royalty obligations.
Fina argues that the relevant royalty regu-
lations state that gas sold under a non-
arm’s-length transaction to an affiliate that
is not a marketing affiliate must be valued
according to the prioritized benchmarks.
According to Fina, the regulations do not
authorize a value determination based on
the gross proceeds received by the arm’s-
length resale of gas by a lessee’s affiliate.
Fina also asserts that it does not have to
account for the marketing services per-
formed by its affiliate when determining
the value of the gas for royalty purposes.

same regardless of the amount of deference
afforded the Agency, the court need not ad-
dress Fina’'s argument.
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Interior, following the reasoning of the
Texaco decision that was subsequently
adopted by the IBLA in its adjudication of
this case, argues that it is authorized to
consider the arm’s-length resale price ob-
tained by a lessee’s affiliate when deter-
mining the lessee’s royalty obligations.

The IBLA provided two distinct, but
related, justifications for its final decision.*
The IBLA based its final decision, in part,
on the proposition that a lessee’s gross
proceeds constitute the minimum value for
royalty purposes and that Fina’s gross
proceeds include both its sale price to
FNGC and the value of FNGC’s market-
ing services. In its decision, the IBLA
concluded that Fina must account for
FNGC’s marketing services because Fina
has a duty to market the gas it produces
for the mutual benefit of the lessee and the
lessor at no cost to the lessor. In other
words, if FNGC sells gas for a higher
price than what it paid Fina because it
performed additional marketing services,
the associated increased in value must be
reflected in Fina’s royalty payment. Thus,
the IBLA concluded that by accepting a
reduced sale price from FNGC in ex-
change for FNGC’s agreement to create a
market for the gas away from the wellhead
(“downstream”), Fina paid FNGC a “mar-
keting fee” that was improperly deducted
from its royalty calculations. The IBLA
also concluded that the price differential
between Fina’s sales to FNGC and
FNGC’s sales to unaffiliated purchasers
was due to FNGC’s downstream market-
ing efforts, and that as a result, the actual
gross proceeds accruing to Fina were
Fina’s sale price to FNGC plus the value
of FNGC’s marketing efforts, which equal
FNGC’s arm’s-length resale price.

Fina claims that Interior’s position that
the difference between its sale price to

4. Because the court’s memorandum opinion
only addresses the question of whether a les-
see can deduct its affiliate’s marketing ser-
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FNGC and FNGC arm’s length resale
price represents marketing services upon
which Fina must pay royalties is arbitrary
and capricious for three reasons. First,
Fina argues that it does not have to in-
clude FNGC’s marketing costs in its royal-
ty payment because neither the regula-
tions nor the lease impose a duty on Fina
to market its production. In the alterna-
tive, Fina contends that even if it is
obliged to market gas, that obligation does
not extend to downstream marketing ser-
vices. Second, Fina asserts that the price
differential between its sale to FNGC and
FNGC’s arm’s-length resale includes ser-
vices other than marketing services.
Thus, Fina claims that FNGC’s resale
price does not represent Fina’s gross pro-
ceeds, even if marketing services are in-
cluded in the gross proceeds calculation.
Third, Fina argues that Interior is barred
from seeking to collect royalties because
the statute of limitations has run. Fina’s
arguments cannot be sustained.

A. The Duty to Market Gas

The value of the gas upon which a lessee
pays royalties can never be less than the
lessee’s gross proceeds. See 30 C.F.R.
§ 206.152(h). The question in this case is
whether Interior acted in an arbitrary and
capricious manner in concluding that the
gross proceeds accruing to Fina include
any increase in value resulting from mar-
keting services performed by the its affili-
ate is reasonable. Answering that question
requires the court to determine whether
Fina’s lease or federal regulations impose
a duty on Fina to perform downstream
marketing services. The court holds that
Interior articulated a rational basis for its
decision that they do impose such a duty
and for its ensuing determination that

vices from a royalty calculation, the merits of
the IBLA’s other rationale for its decision are
not discussed here.
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Fina’s royalty payments should be based
on the prices received by FNGC in its
arm’s-length sales.

[3]1 A lessee’s royalty obligation under
a federal lease is governed both by con-
tract and by regulation. Oil and gas leas-
es are contracts, and therefore contract
principles aid in their interpretation. See
Phillips Petrolewm Co. v. Lujan, 4 F.3d
858, 860 n. 1 (10th Cir.1993) (“Both parties
recognize and we agree, that oil and gas
leases are contracts.”) (citing Reese Explo-
ration v. Willioms Natural Gas, 983 F.2d
1514, 1518-19 (10th Cir.1993)). To inter-
pret a contract, the context and intent of
the contracting parties must be consid-
ered. See Metric Constructors, Inc. v.
NASA, 169 F.3d 747, 752 (Fed.Cir.1999).
Evidence of trade practice and custom can
provide meaning and clarity to contract
terms by shedding light on the parties’
intent. See id. at 752-53.

A lessee’s royalty responsibility is also
governed by regulation. This is especial-
ly true when interpreting federal leases,
because the standard federal lease incor-
porates and gives controlling weight to
Department of Interior regulations.’ See
Indep. Petroleum Assn of Am. v. DeWitt,
279 F.3d 1036, 1037 (D.C.Cir.2002). The
regulations state that the value of the gas
produced can never be less than the les-
see’s gross proceeds, and also detail
which costs a lessee may deduct when de-
termining the value of the gas it pro-
duces. Thus, to properly interpret Fina’s
leases, the court must harmonize princi-
ples of contract construction with federal
regulations.

It was neither arbitrary nor capricious
for the Agency to conclude that Fina has
some implied duty to market the gas it
produces. A lessor’s decision to lease gas

5. Because the parties failed to include Fina’s
leases with the federal government as part of
the administrative record, the court does not
know what terms are contained therein. Nei-

resources is based upon the expectation of
receiving a royalty from the lessee’s sale of
the gas. If the lessee does not market its
production for purchase, then there is no
royalty to be realized. Thus, by agreeing
to lease gas resources, the lessee implicitly
agrees to market the gas for sale. See
Manrtin v. Glass, 571 F.Supp. 1406, 1415-
16 (N.D.Tex.1983); 3 Kuntz, Law of Oil
and Gas, § 40.5 (1989); 2 Summers, Oil
and Gas, § 415 p. 631 (1959). Federal
courts have recognized that lessees have a
duty to place gas in marketable condition
for more than forty years. See California
Co. v. Udall, 296 F.2d 384, 387 (D.C.Cir.
1961). Thus, Fina has a duty to market
for sale the gas it produces.

Fina claims that even if it does have a
duty to market gas, that duty does not
encompass downstream marketing ser-
vices performed by its affiliate. Fina’s
claim must be rejected. The D.C. Circuit
recently addressed a similar question re-
garding whether Interior could require oil
and gas lessees to pay royalties on their
downstream marketing costs in Indepen-
dent Petrolewm Assm of America v. De-
Witt, 279 F.3d 1036 (D.C.Cir.2002). De-
Witt involved a challenge to a 1997
amendment to the federal royalty regula-
tions that, inter alia, altered the “market-
able condition” rule. See id. Prior to
1997, the marketable condition rule stated
that the services performed by lessees to
place gas in marketable condition must be
included as part of gross proceeds. Inte-
rior changed the marketable condition rule
in 1997, adding that lessees have a duty to
market gas at no cost to the lessor in
addition to their duty to place gas in mar-
ketable condition. See 62 Fed.Reg. 65,753
(Dec. 16, 1997); 30 C.F.R. § 206.152(3).

ther party, however, has indicated that Fina’s
leases are different than the standard leases
the United States signs with other oil and gas
producers.
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An association of oil producers challenged
the regulation, arguing that the Agency
had no rational basis for including down-
stream marketing services as part of gross
proceeds.

The D.C. Circuit upheld the amended
regulation, holding that it was not unrea-
sonable for Interior to require gas produc-
ers to make marketing services non-de-
ductible. In upholding the regulations, the
court, citing several past IBLA decisions,
observed that marketing services tradi-
tionally have not been deductible from
gross proceeds, and noted that the only
allowable deductions have been for the
costs of transporting and processing gas.
See DeWitt, 279 F.3d at 1037-38 (citing
Walter Oil & Gas Corp., 111 IBLA 260,
265 (1989), and Arco Oil & Gas Co., 112
IBLA 8, 10-11 (1989)). The court also
stated that Interior has repeatedly distin-
guished between transportation services
and marketing services in deciding what
lessees can deduct from gross proceeds,
and ruled that the new regulation merely
reflects that longstanding distinction. See
id. at 1041. The court further noted that
the plaintiff’s position that all value-added
activities taking place away from the well-
head should be deductible—which is virtu-
ally identical to Fina’s position in this
case—would eviscerate any distinction be-
tween marketing and transportation and
would render superfluous the regulations
that specifically allow deductions for the
cost of transporting gas away from the
wellhead. See id. Additionally, the court
emphasized that producers cannot deduct
marketing costs performed at the well-
head, and held that those same costs
should not become deductible simply by
virtue of being performed at a different
location. See id. at 1040—41 (“a change in
the dimension of a cost is hardly an argu-
ment for its reclassification”).

[4] While the Circuit’s decision in De-
Witt addressed a regulation not at issue
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here and therefore does not control the
outcome of this case, the Circuit’s reason-
ing persuades the court that Interior did
not act unreasonably in ordering Fina to
include FNGC’s downstream marketing
services when calculating gross proceeds.
As the DeWitt court pointed out, it is the
nature of the cost—i.e. whether it is a
transportation cost, processing cost, or
marketing cost—that determines whether
it is deductible, not where or by whom that
cost is incurred. Since the services per-
formed by FNGC would be included as
part of Fina’s gross proceeds if they were
performed at or near the lease, they
should also be included even though they
were performed away from the lease. The
regulations already allow deductions for
specific downstream services, such as
transportation, and thereby account for
the fact that markets for gas exist away
from the wellhead. See DeWitt, 279 F.3d
at 1041 (observing that the plaintiff’s posi-
tion that all downstream services should
be deductible “condemn[s] any distinction
between marketing and transportation.”).
Unlike transportation, however, which
need only be performed if gas is to leave
the wellhead, the marketing services a les-
see typically performs at the wellhead are
similar to those performed away from the
wellhead. See DeWitt, 279 F.3d at 1040-
41. As a result, there is no reason why a
service should be deductible just because it
is performed away from the wellhead, and
Interior acted rationally in deciding that
Fina must include downstream marketing
services in its gross proceeds calculation.

Similarly, the irrelevance of the entity
performing the services to the question of
whether the services should be included in
gross proceeds also provides a rational
basis for the Agency’s construction of the
regulations. As the Agency noted in Tex-
aco, if the lessee had performed the mar-
keting services itself, then the value of
those services would have been included as
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a part of gross proceeds. See Texaco, at
15. In contrast, Fina’s position would al-
low lessees to pay significantly fewer roy-
alties on the same revenues simply by
contracting to have an affiliate perform all
downstream activities that the lessee
would otherwise perform itself. Fina
should not be able to escape its royalty
obligations merely by transferring market-
ing duties to its wholly-owned affiliate.
Those services that are deductible, such as
transportation and processing, are deduct-
ible no matter who performs them. Thus,
Interior acted reasonably in concluding
that Fina cannot circumvent the royalty
regulations by contracting with its affiliate
to carry out marketing functions.

Furthermore, as the DeWitt decision
makes clear, it has been Interior’s trade
practice, or custom, to refuse to allow de-
ductions for marketing services. The
Agency has held since 1989, and perhaps
earlier, that a lessee’s implied duty to mar-
ket production includes all marketing ser-
vices. See, e.g., Walter Oil & Gas Corp.,
111 IBLA 260, 265 (1989); Arco Oil & Gas
Co., 112 IBLA 8, 10-11 (1989); see also

6. Fina argues that Interior does not have a
custom of denying marketing deductions be-
cause prior to the issuance of FERC Order
636 in 1992, when lessees sold gas directly to
pipelines, Interior allowed deductions for
many of the marketing services it now claims
are non-deductible. The only reason those
services were formerly deductible, however,
is that after lessees sold gas directly to pipe-
lines, the pipelines performed a number of
different ‘“‘bundled’’ services, some of which
involved transportation. Since the services
were ‘“‘bundled” together such that Interior
could not separate a pipeline’s transportation
services from its other downstream services,
Interior did not include the other down-
stream services as part of gross proceeds.
See Indep. Petroleum Ass'n of Am. v. Arm-
strong, 91 F.Supp.2d 117, 120 (D.D.C.2000),
rev’d in part, 279 F.3d 1036 (D.C.Cir.2002);
Notice of Proposed Rulemaking, Amendment
to Transportation Allowance Regulations for
Federal and Indian Leases to Specify Allow-
able Costs and Related Amendments for Gas

DeWitt, 279 F.3d at 1041 (noting Interior’s
longstanding position that marketing costs
are not deductible).® Thus, given that the
Agency had a common practice of includ-
ing marketing services as part of gross
proceeds, it was neither arbitrary nor ca-
pricious for Interior to determine that
Fina’s implied duty under its leases to
market its production includes the duty to
create and develop markets for its gas.

The legislative history surrounding the
definition of gross proceeds further sup-
ports the Agency’s position that it is rea-
sonable to include marketing services as
part of gross proceeds. When Interior
promulgated new royalty rules in 1988, it
stated that the term “gross proceeds”
should be construed broadly to include all
consideration exchanged by the contract-
ing parties. See Final Rule, Revision of
Gas Royalty Valuation Regulations and
Related Topics, 53 Fed.Reg. 1230, 1241
(Jan. 15, 1988) (“It is [the Agency’s] intent
that the definition [of gross proceeds] be
expansive to include all consideration flow-
ing from the buyer to the seller for the

Valuation Regulations, 61 Fed.Reg. 39,931,
39,932 (July 31, 1996). In 1992, FERC is-
sued Order 636 requiring pipelines to “‘un-
bundle” their services. See Pipeline Service
Obligations and Revisions to Regulations Gov-
erning Self-Implementing Transportation; and
Regulation of Natural Gas Pipelines After Par-
tial Statutes and Regulations, Order No. 636,
57 Fed.Reg. 13,267 (Apr. 16, 1992). This
enabled Interior to distinguish marketing ser-
vices from transportation services more effec-
tively. Thus, Interior did not have a past
practice of allowing marketing deductions,
but only allowed deductions when it could
not specifically identify the marketing ser-
vices performed by the pipeline. Even before
FERC ordered the unbundling of pipeline ser-
vices in 1992, however, Interior refused to
allow marketing deductions when marketing
costs were distinguishable from transporta-
tion costs. See e.g., Arco, 112 IBLA at 10-11
(disallowing deduction for services performed
by a marketing agent); Walter, 111 IBLA at
265 (same).
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gas, whether that consideration is in the
form of money or any other form of val-
ue.”); See also Arco, 112 IBLA at 11 (not-
ing that the term “gross proceeds” has
been construed broadly). The Agency not-
ed that gross proceeds includes anything
of value “from which the seller benefits”
even if it is not actually paid from the
buyer to the seller. Id. Furthermore, the
Agency stated that lessees “cannot avoid
their royalty obligations by keeping a part
of their agreement outside the four cor-
ners of the contract.” Id.

The definition of gross proceeds can rea-
sonably be read to include FNGC’s mar-
keting services. In addition to the price
received from FNGC for the sale of gas,
FNGC’s marketing services constituted
valuable consideration as part of the trans-
action. Fina relieved itself of having to
perform marketing services in exchange
for accepting a reduced sale price from
FNGC. Had Fina chosen to perform mar-
keting services itself, it would have added
value to the gas and would have been able
to command a higher price than the price
at which it sold the gas to FNGC." In
essence, Fina paid FNGC a fee to perform
marketing services. Thus, Interior rea-
sonably concluded that those services must
be included as part of gross proceeds.

B. FNGC’s Services are Marketing Ser-
vices

[6]1 Fina’s argument that the difference
between its sale price to FNGC and
FNGC’s arm’s-length resale price is not
solely attributable to marketing is also un-
persuasive. Fina lists the services per-
formed by FNGC that it claims account for
the difference. Those services comprise:

7. The parties do not address, and the court
does not reach, the question of whether Fina
would have breached its duty to market if it
had failed to carry out downstream marketing
services and instead had chosen to sell its gas
for a lower price at the wellhead. To the
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® aggregating gas from multiple pur-
chasers into larger volumes so that it is
more attractive to buyers;

® undertaking the risks of market
price fluctuations;

assuming tort exposure;

storing gas;

entering into swaps;

transporting gas; and

selling gas.

Fina provides no reason why the ser-
vices performed by FNGC, other than
transportation, do not involve marketing.
All the functions listed by Fina involve
costs and risks associated with creating,
developing and finding markets for its gas.
Aggregation services, storage, handling in-
ventory, finding purchasers, and negotiat-
ing sales contracts historically have been
considered marketing costs by both courts
and the IBLA. See, e.g. DeWitt, 279 F.3d
at 1042 (upholding amendments to the gas
royalty regulations making aggregator
fees non-deductible); Seagull Energy
Corp., 148 IBLA 300, 312 (1999) (“Finding
purchasers, negotiating sales contracts,
and monitoring sales are also the lessee’s
responsibility.”); Mobil 0Oil Corp., 112
IBLA 198, 208-09 (1989) (holding that
compression, storage and loading services
are marketing services); Amoco Prod.
Corp., 112 IBLA 77, 87 (1989) (finding that
costs of storage, stock loss, inventory, re-
ceivables and equipment are part of mar-
keting); Arco, 112 IBLA at 9 (finding that
dealing with local distribution companies
and aggregation are marketing services).
Thus, Interior’s position that the regula-
tions disallow Fina from deducting any of
the services performed by FNGC from its

extent that it chose to pay FNGC to perform
marketing services and therefore added value
to the gas, Fina received a benefit that cannot
be excluded from its gross proceeds calcula-
tion.
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gross proceeds valuation other than trans-
portation is neither arbitrary nor capri-
cious.®

Fina also argues that some of the costs
which Interior claims are non-deductible,
such as bearing the risk of market price
fluctuations, are not actually costs, and
therefore should not be included in gross
proceeds. Fina asserts that if market risk
were considered a cost, then the costs of
marketing would change as market prices
fluctuate, and notes that if market prices
fell enough during a particular month,
overall marketing costs would be negative.
According to Fina, “[r]eal costs do not
work this way.” PL’s Opp., at 16.

[6] Fina’s position is clever but ulti-
mately unpersuasive. First, market risk,
while perhaps not a fixed cost, is a cost
nonetheless.” FNGC bears a specific bur-
den by shouldering the risk of market
fluctuations. Sometimes the risk will have
an upside and sometimes it will have a
downside, but it is FNGC that must
weather the cost of confronting market
uncertainty. Second, a lessee’s royalty ob-
ligation is based on the value of the gas
produced at the lease, not the cost of
producing the gas. See 30 U.S.C. § 226
(“A lease shall be conditioned upon the

8. The parties do not point to any portion of
the record indicating that Fina sought, and
did not receive, a deduction for transportation
costs. Neither party even raises the issue of a
transportation deduction in their briefs before
the court. It is the lessee’s burden to request
a transportation allowance. See 30 C.F.R.
§ 206.157 (1988).

9. Presumably, FNGC’s market risk could be
converted to a concrete value by determining
an expected market value of gas and compar-
ing that to the sale price.

10. It is easy to see how confusion might result
over the use of the term “cost.” In many
cases, royalty disputes involve situations
where producers want their actual costs de-
ducted from royalty obligations rather than

payment of a royalty at a rate of not less
than 12.5 percent in amount or wvalue of
the production removed or sold from the
lease.”) (emphasis added). If the value of
gas increased because FNGC undertook
certain costs, it is that increase in value
that is relevant for determining royalty
payments rather than the expenditures
necessary to realize that higher value.!’
Because Interior’s interpretation that the
difference between Fina’s sale price to
FNGC and FNGC’s arm’s-length resale
price is the result of marketing activities
carried out by FNGC is reasonable,
FNGC’s arm’s-length resale price is an
appropriate value for determining Fina’s
royalty obligations.

C. Statute of Limitations

[7] Finally, Fina argues that any col-
lection claim by the United States is
barred by the statute of limitations. The
statute of limitations governing this action
is 28 U.S.C. § 2415(a), which states that
any action brought by the United States
for money damages founded on a contract
must be filed within six years of the time
the right of action accrues, or within one
year of a final administrative decision.
See 28 U.S.C. § 2415(a)."! Because this
case involves royalty payments from Octo-

situations where the Agency seeks to make a
producer pay extra royalties on value-added
services. In the context of deductions, cost
may be a more appropriate framework than
value because a producer should not be able
to deduct more than the cost of the service it
performed. If a producer can spend $3 on
transportation and increase the value of the
gas by $10, there is no reason why a producer
should be able to deduct $10 from its royalty
payments when it only made a $3 investment.

11. In 1996, Congress enacted a seven-year
statute of limitations for royalty claims
brought by the federal government. See 110
Stat. 1700, 1705 (1996) (codified at 30 U.S.C.
§ 1724(b)(1)). Because the dispute in this
case arose prior to 1996, the six-year limita-
tions period under § 2415(a) applies.
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ber 1990 to May 1993, and because the
final administrative decision was issued on
June 11, 1999, Fina argues that the statute
of limitations has run. Fina claims that if
the government wanted to collect royalties
from Fina, it should have filed a counter-
claim against Fina. Fina’s argument is
without merit.

Section 2415 only bars actions brought
by the United States. This action has
been brought by Fina, and therefore
§ 2415 does not apply. See S.E.R., Jobs
for Progress, Inc. v. United States, 759
F.2d 1, 5 (Fed.Cir.1985) (“[T]he challenged
action is not an ‘action for money damages
brought by the United States,” as express-
ly required by the statute. Instead it is an
administrative appeal by a contractor from
a contracting officer’s decision . ... There-
fore, we hold that 28 U.S.C. § 2415 is
inapplicable on its face.”).”* Thus, this suit
is not barred by the statute of limitations
because it has been brought by Fina and
not by the United States.

Additionally, Fina’s argument runs con-
trary to the design of the statute. The
purpose of Section 2415 is to prevent prej-
udice to parties because of dilatory or neg-
ligent behavior by government officers.
See id. at 8. Here, the government has
done nothing of the sort. Interior has
diligently sought to collect royalties from
Fina for the past nine years. It issued an
order for increased royalty payments im-
mediately upon discovering that Fina may
have underpaid. Since then, Fina has
fought the government every step of the

12. Even if this action does fall within § 2415,
it would still be timely, because the term
“action”” as used in the statute includes ad-
ministrative actions. See Oxy USA, Inc. v.
Babbitt, 268 F.3d 1001 (10th Cir.2001).
Since the Agency brought its initial adminis-
trative action within the six-year time-frame,
and since everything following has been an
appeal of that initial action, the statute of
limitations would not bar the present claim.
Furthermore, the administrative proceedings
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way, filing one appeal after another disput-
ing the government’s authority to collect
additional royalties. The only reason that
six years have passed since Interior’s ini-
tial order is because Fina has used both
the administrative and judicial process to
delay payment. Fina is certainly within
its rights to avail itself of these processes,
but it cannot do so and then argue that the
time theses processes require operate to
foreclose the United States from collecting
any unpaid royalties. See Mesa Operating
Ltd. P’ship v. Dep’t of Interior, 17 F.3d
1288, 1291-92 (10th Cir.1994) (“Plaintiff
having now lost its appeal at all levels, it
would seem unjust in the extreme to per-
mit the delay through litigation initiated
by plaintiff and supported by a bond suffi-
cient to cover the payments in the amounts
claimed by defendant to give plaintiff the
cover of the statute of limitations to avoid
payment of the royalties”). Furthermore,
Fina’s contention that the government
should have sought payment by filing a
counterclaim cannot be sustained. Since
the subject of any counterclaim would be
identical to that of the present suit, Fina’s
position would only serve to waste scarce
judicial resources by requiring the govern-
ment to file a duplicative lawsuit. Thus,
this action is not barred by the statute of
limitations.

V. CONCLUSION

For the foregoing reasons, Fina’s motion
for summary judgment must be denied
and Interior’s motion for summary judg-

spanning from the issuance of the Agency’s
initial order until the IBLA’s final decision,
have tolled the limitations period. See Mara-
thon Oil Co. v. Babbitt, 938 F.Supp. 575, 578-
79 (D.Alaska 1996) (‘“Despite the applicability
of 28 U.S.C. § 2415(a), the government’s col-
lection action is timely because the statute
was tolled during the administrative proceed-
ing from the time the initial audit was an-
nounced ... until the announcement of the
decision of the responsible agency ....").
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ment must be granted. An appropriate
order accompanies this memorandum.

ORDER

Pursuant to Fed.R.Civ.P. 58, and for the
reasons set forth in the accompanying
Memorandum Opinion, it is hereby

ORDERED that the JUDGMENT is
entered in favor of defendant; and it is
further

ORDERED that the complaint is DIS-
MISSED.
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UNITED STATES of America,
Plaintiff,

V.

FUNDS FROM PRUDENTIAL
SECURITIES et al.,
Defendants.

No. Civ.A. 00-3046 RMU.

United States District Court,
District of Columbia.

June 18, 2002.

Government instituted in rem forfei-
ture proceedings against funds allegedly
traceable to exchange of controlled sub-
stances. Following attempt of claimant to
obtain funds, and in response to govern-
ment’s motion, the District Court, Urbina,
J., held that: (1) untimely complaint and
answer would be stricken; (2) property
would be forfeited; and (3) entry of default
judgment against claimant was appropri-
ate.

Order accordingly.

1. Controlled Substances €182

Verified complaint and answer, un-
timely filed by pro se claimant contesting
forfeiture of funds alleged to be traceable

to exchange of controlled substances,
would be stricken, when deadline had been
extended and claimant instructed as to
filing procedure. 18 U.S.C.A.
§ 981(a)(1)(A); Supplemental Admiralty
and Maritime Claims Rule C(6), 28
U.S.C.A.

2. Controlled Substances ¢=182

Property alleged to be traceable to
exchange of controlled substances were
forfeited to government, when claimant
failed to file timely verified claim to prop-
erty. 18 U.S.C.A. § 981(a)(1)(A); Supple-
mental Admiralty and Maritime Claims
Rule C(6), 28 U.S.C.A.

3. Controlled Substances ¢=185

Default judgment would be entered
against claimant, in action brought by gov-
ernment seeking forfeiture of funds alleg-
edly traceable to exchange of controlled
substances; claimant had wilfully delayed
filing of verified complaint and answer,
allowing continuation of opposition would
be prejudicial to government, and claimant
had not shown meritorious claim to funds.
18 U.S.C.A. § 981(a)(1)(A); Supplemental
Admiralty and Maritime Claims Rule C(6),
28 U.S.C.A.

Linda Otani McKinney, U.S. Attorney’s
Office, Washington, DC, for U.S.

MEMORANDUM OPINION

URBINA, District Judge.

GRANTING THE PLAINTIFF’S MOTION TO STRIKE;
GRANTING THE PLAINTIFF’S REQUEST FOR
A DEFAULT JUDGMENT; GRANTING THE
PLAINTIFF’S REQUEST FOR A DECREE OF
FORFEITURE

I. INTRODUCTION

This in rem civil forfeiture matter comes
before the court by way of the govern-



