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MINUTES OF THE HOUSE COMMITTEE ON UTILITIES.

The meeting was called to order by Chairman Carl D. Holmes at 12:00 noon on April 6, 2000 in Room 231-N
of the Capitol.

All members were present except:  Rep. Billie Vining

Committee staff present: Lynne Holt, Legislative Research Department
Mary Torrence, Revisor of Statutes
Jo Cook, Committee Secretary

Conferees appearing before the committee: Robert Krehbiel, Kansas Independent Oil & Gas Assn.
Ron Hein, Hein & Weir, Chartered
Debbie Beaver, Williams Companies
Ron Gaches, McGill, Gaches & Associates
Walker Hendrix, Citizens’ Utility Ratepayer Board
Charles Freeman, AARP
Jack Glaves, Panhandle Eastern Pipe Line & Kinder/Morgan

Others attending: See Attached Guest List

HB 3050 - Natural gas producer ad valorem tax refund

Robert Krehbiel, Executive Vice President of the Kansas Independent Oil & Gas Association (KIOGA),
appeared in support of HB 3050. Mr. Krehbiel distributed written testimony of Mr. R. Gordon Gooch, special
counsel to KIOGA (Attachment 1). Mr. Krehbiel then explained KIOGA’s support of the bill (Attachment
2). He stated that the series of events that led to the retroactive reversal of FERC Opinion 699-D has been
appropriately described as the worst tax atrocity ever perpetrated by a federal agency. He stated that the
impact on small producers and royalty owners is incredible and the injustices numerous. He explained that
the purpose of this bill is to restore the tax policy intended with the passage of the severance tax in 1983. Mr.
Krehbiel also included with his testimony a copy of Congressman Jerry Moran’s statements to the
Subcommittee on Energy and Power on June 8, 1999 and numerous documents supporting KIOGA’s position.
Mr. Krehbiel also distributed copies of a Western Resources memorandum regarding coal taxes for the Jeffrey
Energy Center (Attachment 3).

Ron Hein, appearing on behalf of Pioneer Natural Resources USA, Inc., testified in support of HB 3050
(Attachment 4). Mr. Hein stated that this bill is an effort to correct a manifest injustice that resulted from a
retroactive decision made by the Federal Energy Regulatory Commission (FERC). He explained that,
although HB 3050 may need some revision, it is one method for the State of Kansas to correct that injustice.

Ms. Debbie Beaver, appearing on behalf of Williams Gas Pipelines Central, Inc., provided copies of the
testimony of Gary W Boyle, Williams Companies Senior Counsel (Attachment 5), in opposition to HB 3050.

Appearing on behalf of Colorado Interstate Gas Company and ANR Pipeline Company, Mr. Ron Gaches
testified in opposition to HB 3050 (Attachment 6). Mr. Gaches stated that the bill deals with a set of issues
that has confronted the Kansas gas industry for many years. He stated that the refunds ordered by the FERC
are for overcharges in producers’ gas prices when those producers were federally regulated. Mr. Gaches
explained that this bill would take the refund and turn it into a fourth year problem whereby the same
consumers who are supposed to get their money back would be paying the cost of new tax to pay back the
money. Mr. Gaches stated that there could be years of legal challenges and that the constitutionality of this
bill would be questioned. Mr. Gaches also distributed documentation of a state by state estimated allocation
of the Kansas ad valorem tax refunds, including interest (Attachment 7).

Unless specifically noted, the individual remarks recorded herein have not been transcribed verbatim. Individual remarks as reported herein have not been submitted
to the individuals appearing before the committee for editing or corrections. Page 1



CONTINUATION SHEET

MINUTES OF THE HOUSE COMMITTEE ON UTILITIES in Room 231-N at 12:26 p.m. on April 6, 2000.

Walker Hendrix, Consumer Counsel for the Citizens’ Utility Ratepayer Board (CURB), testified as an
opponent to HB 3050 (Attachment 8). Mr. Hendrix stated that this bill establishes an elaborate financing
arrangement that places considerable future burdens on consumers. He stated that CURB opposes this bill
because it forces Kansas consumers to fund anticipated refunds for overcharges made under the Natural Gas
Policy Act of 1978. Mr. Hendrix urged the committee to reject the bill and protect the interest of consumers
as it has no public purpose and is in conflict with federal law.

Mr. Charles “Sonny” Freeman, appearing on behalf of AARP’s Kansas State Legislative Committee, provided
testimony in opposition to HB 3050 (Attachment 9). Mr. Freeman stated that now was the time for consumers
to get the refunds they deserve and not pay twice for the same tax.

Mr. Jack Glaves, appearing on behalf of Panhandle Eastern Pipe Line Company and Kinder/Morgan, Inc.,
testified in opposition to HB 3050 (Attachment 10). Mr. Glaves stated that the bill is defective in concept,
impaired constitutionally, would constitute an impediment to an alternative resolution of the very real problem
which it is seeking to resolve and can only result in endless litigation.

Chairman Holmes distributed an amortization schedule provided by the Kansas Development Finance
Authority (Attachment 11).

The conferees then responded to questions from Rep. Klein, Rep. Holmes, Rep. Loyd and Rep. Dahl.

Chairman Holmes closed the hearing on HB 3050 by addressing the industry. He stated, “I'm talking to
everybody involved. If we don’t do anything in this legislature, if we don’t do anything in this committee,
you will be before this committee next year in January, if you don’t settle. I’'m talking to all parties. It will
be before the 2001 legislature in Kansas, if you don’t settle.”

Meeting adjourned at 2:00 p.m.

Unless specifically noted, the individual remarks recorded herein have not been transcribed verbatim. Individual remarks as reported herein have not been submitted

to the individuals appearing before the committee for editing or corrections. Page 2
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BEFORE THE
HOUSE UTILITIES COMMITTEE

House Bill 3050
(Hearing April 5, 2000)

TESTIMONY OF R. GORDON GOOCH

Chairman Holmes and Members of this Distinguished Committee. My name is
Gordon Gooch and I am a special counsel to KIOGA. I would like very much to appear
before you in person and to answer your questions, but budgetary restraints are only a
problem on the proponent's side of this legislation. Since the consumers of energy
subsidize the legal expenses of public utilities through the legal costs being included in
rates, the utilities always have an unfair advantage. I cannot hope to offset this advantage,
especially by being absent for this most important hearing, but I can hope to share some
views from one who knows something about FERC regulation, being a former General
Counsel of its predecessor, the FPC, and one who sincerely believes that there is a
terrible miscarriage of justice here that only the legislature of the State of Kansas can
correct.

Rather than repeat it here, I hope that you will accept my testimony before the
Senate Energy and Natural Resources Committee on March 13, 2000. While technical
provisions of the then bill have been modified and improved, the policy and legal issues
remain the same. Therefore, I will here concentrate on responding to the critics and
opponents of this legislation.

Those interstate pipelines and their allies who, naturally, oppose this legislation
appear to me to make the following basic arguments. I could net know this in advance of
the hearing before the Senate Committee and include a rebuttal then. I can now.

Objection number 1: the federal government imposed what amounts to a
retroactive fine against Kansas producers and royalty owners, and the State of Kansas has
no business interfering.

[ suggest that the State of Kansas will be honoring the time tested principle of
"checks and balances" so important to the rule of law under our Constitution. If the
Congress passes a law, is it interference if the Supreme Court sets 1t aside? You bet. If the
Supreme Court makes a decision regarding legislation that the Congress does not like, is
it interference if the Congress passes a new law to overturn the Supreme Court decision?
Indeed it is.

[f the State of Kansas, operating within the powers reserved under the Tenth
amendment, offsets a decision of the Federal Energy Regulatory Commission that affects
only Kansas producers and royalty owners, is that interference? I would certainly hope
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50, but the proper words to use are: the State of Kansas "checked and balanced" the
excesses of the federal government.

Objection number 2: Kansas law prohibits legislation that does not serve a public
purpose; legislation that only benefits individuals is proscribed.

Not even claiming to be an expert on Kansas law, I take the proposition at face
value. I would then deduce that the State of Kansas never issues any sort of
"development” bonds, since such bonds tend to benefit certain individuals. If Kansas does
issue any sort of "development" bonds, then I guess the principle does not apply as the
pipelines suggest.

However, can it be said that the bonds have no public purpose? I do not think so.
Draining some $360,000,000 in cash from Kansas producers and royalty owners would
further damage an essential industry in Kansas, one that is and has been exploited over
the years by public utilities selling gas to customers in other States. The overwhelming
majority of those who stand accused of being outlaws are Kansans. The pipelines try to
mask this obvious fact by saying that the majority of the volumes are attributable to
major international oil companies. [s it.in the public interest in Kansas to encourage
investment by multinational oil companies? Does Kansas have to be classified as high
political risk, such as some third world country, where retroactive action impairs
revenues? Showing that Kansas protects those who invest here is a public purpose.

Objection number 3: a tax on interstate pipelines violates the Commerce clause as
interference with interstate commerce.

As stated, the proposition is undoubtedly true. Fortunately, the proposition is
falsely stated. This tax falls on the transportation of natural gas within the jurisdiction of
the State of Kansas, whether the pipeline is classified as "interstate” or "intrastate.” One
of the interstate pipelines has estimated that 80% or so of the potential burden of the tax
falls outside the State of Kansas. That demonstrates clearly that the tax falls on both
interstate and intrastate commerce and therefore is not a tax only on interstate commerce.
(See Smead of Colorado Interstate, p2; Glaves of Panhandle and KM, p 3, 6)

Tellingly, the principal case relied upon by all of the opponents involves an
attempt by the State of Louisiana to impose a tax on gas produced in the federal domain
offshore. Maryland v. Louisiana, 451 U.S. 725 (1981). I quite agree that a severance or
similar tax imposed on gas produced and sold from wellheads in Texas or Colorado or
some other State would fall under this case. This tax does not even purport to affect the
sales price of natural gas anywhere; it deals with the transportation of natural gas through
Kansas.

Strangely, a case closer in point is neglected by all but a few of the opponents. I
would have expected the main case to be cited to be Michigan-Wisconsin P.L. Co. v.
Calvert, 347 U.S. 157 (1954). There the State of Texas tried to tax the transfer of gas
from products extraction plants but with an exclusion for local consumption. While the



tax purported to fall on both interstate and intrastate pipelines alike, the Supreme Court
held that a tax on the privilege of taking, or buying, gas from a plant for transmission in
interstate commerce would not pass muster. The Texas tax on a transfer transaction after
the production and gathering function had been completed and added to the price of gas
itself could not stand. (In effect, this was a sales tax on the sale of gas at the tailgate of
gas processing plants).

If [ were on the other side, [ would argue that case. The answer, of course, is that
no "privilege" or "sale" is being taxed here. The State provides value and services for the
pipelines traversing the state; that is the basis of a tax. No permission of the State of
Kansas is required in order to transport gas and no "sales" tax is imposed on the
commodity of gas.

You may think it weird that [ would make a better argument against the tax then
the opponents. What this illustrates -- and why I do it -- is first to expose the double
standard being applied to the producers and royalty owners of Kansas gas. States can tax
interstate pipelines, as demonstrated below. The pipelines do not deny this; it is only a
matter of how. They argue that the right label has to be placed on the tax before it can be
levied. Contrast this concern over the label to be applied to the tax to the question that the
FERC decided time and time again: the Kansas ad valorem tax is in fact a production or
severance tax. Finally the FERC changed its mind, and here we are today. I ask your
indulgence: call upon the pipeline advocates to say what kind of taxes are lawful, and see
if they have a suggestion superior to the nondiscriminatory tax on the transportation of
gas. They may well have a better idea, and it is not too late to adopt it.

There is another reason why I can safely endorse the Michigan-Wisconsin case. It
has been superceded and distinguished virtually out of existence. See, e.g., Complete
Auto Transit v. Brady, 430 U.S. 274 (1977), Goldberg v. Sweet, 488 U.S. 252 (1989),
United Airlines v. Mahin, 410 U.S. 623 (1973); Evansville Vanderburgh Airport Auth
Dist v. Delta Airlines, 405 U.S. 707 (1972), and Mobil Oil Corp v. Commissioner of
Taxes of Vermont, 445 U.S. 425 (1980).

Without inquiry from you, you are supposed to believe that any tax on interstate
pipelines imposed by the State of Kansas would be unconstitutional under the Commerce
Clause. Well, as one of the interstate pipelines here points out, the State of Kansas does
impose taxes on interstate pipelines. (See Boyle of Williams, p2) There is no objection of
any kind; indeed the FERC recognizes the legitimacy of the State taxation. This is further
verified by the pipeline threats to "pass on" the tax to consumers. (See Mary Kay Miller
of Northemn, p.3; Glaves, p 3; Boyle p 7).

Objection number 4: a tax on the transportation of gas would contradict the
jurisdiction of the FERC to set the price of gas in interstate commerce, thus violating the
Supremacy Clause. '

Now, [ fully recognize the efficacy of the Supremacy Clause: where a state law
and a federal law conflict in an area where the federal government has jurisdiction to act,



the state law must yield. I had the personal privilege, as a Law Clerk to the Chief Justice
of the United States, of watching the Supreme Court of the United States reiterate that
basic principle in Free v. Bland, 369 U.S. 663 (1962), perhaps the best example of that
principle. However, that principle does not apply at all.

First, the FERC no longer has any jurisdiction to set the price of gas in a first sale;
the Wellhead Decontrol Act took away all of the FERC's jurisdiction. Thus, there is no
jurisdiction of the FERC to contradict.

Second, this tax does not fall on the sale of natural gas anywhere. Thus there
could be no conflict with the FERC's jurisdiction to set the price of gas, if any jurisdiction
did exist -- which it does not.

Objection number 5: Kansas gas production is on the decline, so the tax cannot be
sustained over time.

Of all the spurious objections, this is my favorite.

First, the tax is not tied to Kansas production at all. The tax falls on the
transportation of gas through or within Kansas, wherever the gas originally surfaced at a
wellhead.

Second, a corollary of the first, is that Kansas is not only a producer of natural
gas, it is a conduit for gas produced elsewhere. For the objection to have any validity, it
would have to propose that gas supply in the southwest, the rockies, and in the mid-
continent 1s spiraling downward.

It is most strange to hear interstate pipelines make any such argument -- and
indeed they do not, nor can they. The federal government, including the FERC, is
anticipating a gas demand in the next few years that will call for almost a 50% increase in
current supply. The interstate pipelines, including some here involved, are clamoring at
the FERC to authorize sufficient additional capacity to accommodate this mammoth
increase.

The pipelines would have you ignore the administration's Comprehensive
National Energy Strategy, counting on increased production to meet a 40% increase in
demand for natural gas. You are also expected to ignore the findings of the National
Petroleum Council, an federal advisory council duly constituted to assess supply
potential, which find that the substantial increase in demand can be met by 2015, there
being trillions of cubic feet of gas still in the ground. You are, in addition, expected to
ignore the findings of the Energy Information Administration of the U.S. Department of
Energy.

[ asked Paul Premo, one of the outstanding experts who appears regularly before
the Federal Energy Regulatory Commission, and a person who has had personal as well
as professional experience in the natural gas and oil industry, to calculate the potential tax



revenues in the future based upon the DOE/EIA estimates using a standard pro rata
allocation assumption and with sensitivity runs. His report is attached. Based on the
government projections and the stated assumptions, each 1 cent of a Kansas tax would
raise between $18,000,000 and $21,000,000 in the year 2020. (See Premo attachment)

The interstate pipelines and their allies should not be allowed to talk out of both
sides of their mouths.

There is another implication in this objection that should be considered. Why is
the production in Kansas in a decline, if it is? Could it be that the monopolistic and
oligopolistic behavior of the interstate gas pipelines and their so called "independent”
"field services" and "marketing" affiliates are holding down the "net back" prices at the
wellheads in Kansas, thus discouraging investment in exploration and production? There
is no doubt in my mind that this is so. This is particularly true with the smaller producers,
the ones who make up the overwhelming majority of Kansas producers. What bargaining
power do they have with these multibillion dollar companies who control access to
markets -- These public utilities who profit so handsomely from the licenses granted by
the federal government?

The whole history of production in Kansas has been one of exploitation since the
Supreme Court decided in 1954 that sales for resale in interstate commerce -- that is, a
sale to an interstate pipeline or to an out of state local distribution company -- made the
producer into a public utility. Until 1978, at least the Kansas producer could rely on
contracts in dealing with the intrastate market, but with the passage of the NGPA all first
sales were federalized. "Nationalized" might even be a more accurate word. Billions of
dollars in wellhead value and in taxes to the State of Kansas were thus captured for the
benefit of those in consuming states who do not worry much about Kansas. This
continues today, as the power to set prices at the wellhead has passed from the FERC to
the interstate pipelines and their affiliates and those utilities who control the capacity on
interstate pipelines.

To illustrate from the latest government numbers I find in the EIA reports, in
1998 the average wellhead price in the State of Kansas was $1.70. The average wellhead
price nationwide was $1.94. What is it that makes Kansas gas worth less than even the
national average? Why is the national average $.24, or 14% higher than the Kansas
average? That translates into $78,746,117 loss to the Kansas producers and royalty
owners-- and an extra $78,746,117 into the pockets of the middlemen, unless, of course,
the middlemen do not mark up the cheaper price of Kansas gas at least to the average.
(See Table 63 of Natural Gas Annual and January 2000 issue of Natural Gas Monthly,
both EIA publications)

Now they want another $360,000,000 to boot.

Objection number 6: a tax on transportation of natural gas is anticonsumer.



This objection stings me personally, since [ have devoted most of my professional
life to the effort to control the unjust and unreasonable rates and the discriminatory
service of public utilities who control the essential facilities for producers of gas, oil, and
electricity to reach consumers. The more the monopolistic middlemen are able to exact
for the access to markets, the less the producer can receive and the more the consumer
has to pay.

I believe it to be important that the producer of oil and gas receive a full and fair
market price for these vital commodities, or else the supply function will be artificially
depressed. A producer of oil or gas has to risk his or her own funds, as do the royalty
owners have to risk their assets, with a return only based on success.

I believe that it is important that the consumer of oil or gas pay the lowest
reasonable transportation costs, so that the impact on personal income is lower and the
impact on industry, in providing jobs, 1s optimal.

Hopefully we learned this lesson in the 1970s, when the policies of the FERC
(then FPC) in the sixties led to such low gas prices -- set by the government -- that supply
was discouraged. Not only did that result in consumers being denied the commodity of
gas, it caused the price of transportation of gas to increase. As this committee well
knows, a public utility does not lower its prices when throughput declines, the public
utility raises its prices.

Let us consider the consumer in Kansas. Whether the transportation rates are "just
and reasonable” or "unjust and unreasonable", distance is a factor in the delivered price.
The more Kansans can consume Kansas gas, the less the transportation cost.

Take hundreds of millions of dollars out of the potential investment of Kansas
producers, and what etfect would you anticipate? A decline in supply in Kansas, over and
above that inflicted by the monopsonies of the interstate pipelines and their affiliates and
allies? For the consumer in Kansas, this means higher pipeline costs.

In contrast, what would it cost the average Kansas householder, for each 1 cent of
tax -- assuming that the tax were passed on (an assumption I am not willing to make).
The cost would be $.83 per year. A two cent tax would mean $1.63 per year, a little over
$.13 a month. Thirteen cents. [ asked Mr. Premo to make this calculation also, and it is
attached.

The reason that I will not accept the assumption that the tax will be passed
through is this: in order to pass through a tax, the permission of the FERC (in the case of
interstate pipelines) and of the KCC (intrastate) would have to be sought and obtained.

This would open the rates of the pipelines to scrutiny. I firmly believe that the
vast majority of interstate pipelines are earning an unreasonably high profit margin. A
filing for a rate increase of say, 2 cents, would risk rollback in rates of a far greater
amount of dollars.

|-



This proposition was presented in my testimony to the Senate, and do you know
what the answer was? [n essence, the answer was that it would not be necessary to file a
rate case; the FERC would be induced to allow an automatic rate increase to cover the
tax, called a "tracker." Two comments are in order.

The first is to note the arrogance of those who feel that their influence and control
over the FERC is such that the FERC would waive the basic consumer protection of a
case to justify all rates. The unfortunate inference, if true, goes far to explain how Kansas
producers and royalty owners are being pressed to turn over $360,000,000, some
$50,000,000 or so sticking to the fingers of the pipelines and no telling how much more
will evaporate at their affiliate level.

The second comment is this: if the pipelines are so confident that their clout with
the FERC would result in an automatic tracker, why are they opposing this legislation? Is
it perhaps because there is a very real risk -- [ would say a virtual certainty -- that with
the assistance of stalwart consumer advocates like Walker Hendrix and the Attorney
General and the KCC and the AARP, the FERC would not grant a tracker but would
examine the pipeline rates?

The problem does lie at the FERC, not at the KCC. Indeed, the KCC has done and
continues to do a magnificent job of representing the State of Kansas before the FERC,
just as the Attorney General has betore the Courts and the Congress, but it is
unreasonable to expect that the KCC alone can fight this fight at the FERC, particularly
with the limited budget.

Let's look at the facts in 1998. The average "city gate" price in the U.S. was
$3.07. The "city gate", as you know, is the point of delivery from a pipeline to a
distributor of gas, so it measures the costs charged at this delivery point, here principally
the interstate pipelines. A U.S. average rolls in Boston with Atlanta and Houston and
Seattle and Chicago and everywhere else in between and around. With few exceptions,
pipeline rates are set based on distance, so you would expect the city gate prices in the
producing states to be substantially less than in the distant consuming states.

Can someone please explain to me why the average city gate price in Kansas was
$2.96 while the average price in other producing states, Texas was $2.63, in Colorado
$2.40, and in Oklahoma $2.557

I respectfully submit that the primary issue is not whether the average city gate
price rises from $2.96 to $2.98 -- a 00.7% increase as a result of a Kansas tax. The
primary issue is whether the citygate price can be lowered at least 33 cents in order to
match Texas. That is $85,814,520 a year in potential savings to the consumers of Kansas.
This is where the consumer advocates should invest their time and efforts, and I am
prepared to assist in this worthwhile endeavor.



In sum, I do not find persuasive the arguments advanced against the State of
Kansas exercising its right to tax and its right to refund taxes previously collected. I
continue to believe that the State should "check and balance" the excesses of the federal
government. [ do find ironic and not amusing at all that the pipelines deny the basic right
under the Constitution for producers and related royalties: that no property be taken
without due process of law. All calls for hearings to determine whether there has been
any violation of the law and any refunds due have been resisted by the pipelines and their
allies. Yet, when the question of taxes comes up, who is the first to assert Constitutional
rights?

You might choose to ask the pipeline representatives whether their utilities will
agree to a hearing for those producers who wish a full and fair adjudication of whether
they owe any money at all. If the answer is "No", then you will have still another gauge
for their Constitutional arguments.

Not one single producer has been found guilty of an illegal overcharge. Not one
out of an estimated 7,500 working interest owners (using Colorado Interstate estimates of
10 working interest owners per claim) and at least as many royalty owners. Demands for
hearings to exonerate the producers and royalty owners are met with hoots of derision
and reams of opposition filings, the most recent being Colorado Interstate opposing the
request for a hearing of the Strohl family of Pretty Prairie. You see, interest claims are
running at the floating prime rate, compounded quarterly. Interest claims alone are
already over 160% of claimed refunds. The longer the delay, the more pressure is on the
producers and royalty owners just to capitulate. The pipelines do not care how long this
takes; they think they have a win-win case for themselves, including a little gravy
skimmed off the top for themselves.

Hopefully, this callous disregard for the most basic Constitutional right to due
process for Kansans will not be tolerated by the legislature. Pass this bill, and the risk of
interest shifts to the pipelines, in the form of taxes to amortize bonds at whatever interest
rate is necessary to make the bonds attractive to investors.

The pipelines promise to sue to overturn the legislature; let them do so, and delay
as long as they wish. The interest on the bonds effectively can be accrued by adjustment
of the interest rate. If it is fair for the producers and royalty owners to pay interest on
refunds from nearly two decades ago at the prime rate, floating at times into double
digits, and compounded quarterly, is it not fair to place the same interest rate on the
bonds? An eye for an eye, a tooth for a tooth ought still to be good law in Kansas.

The message to the interstate pipelines should be clear: oppress the Kansas
producers and royalty owners at your peril!



A. Impact of 1 and 2 cents per MCF (approx. per MMBtu) on Kansas Consumers.

Basis-—Calendar year 1998 Kansas Info from Various DOE EIA Data Sources.

1. Total Kansas Consumption of Natural Gas: 313.88 Million MCF.
Of this:

Lease, Plant and Pipeline Fuel 53.84

Residential 70.22

Commercial 41.79

Industrial 111.14

Electric Utilities 38.90
2. Therefore, statz-wide Residential burden at | cent per MCF is $702,200 per year.
3. Average Kansas residential consumption for 1998 was 83 MCF

(841,843 consumers)

4. Average cost per residential consumer is $0.83 per year.

5. Double the above results for a 2 Cents per MCF flow-through--—-Average cost per
residential consumer then becomes $1.66 per year.

B. Projection of Gas Volumes Tragsported Through Kansas

1 Per DOE’s Year 2000 Annual Energy Outlock Report PrOJectmns to the Year 2020,

Total Lower 48 onshore conventional natural gas production is shown to increase from about 6-
6.5 TCF 1n 2000, to about 11 TCF by 2020.

2. It is reasonable to assume that this ~70% increase in production will result in 2 similar
70% increase in natural gas transported through Kansas, enroute to consumer markets in the
Mid-west and other markets served by the pipelines that transit Kansas (delivering gas produced
in Oklahoma, Texas and Wyoming/Colorado).

3. Therefore, assume that the gas transported through Kansas rises by 70% over the next 20
years {approximately 3.5% per year average increase). Sensitivity cases could assume lesser
rates of increase—--perhaps down to 50% (approximately 2.5% per year average increase). Inall
cases, assume the annual build-up is fairly even, year-to-year, because the DOE projections
similarly show fairly steady annual gas production growth over that time period.

4. Thus, for the 3.5% per year average increase, start with 1998 total gas wansported
through Kansas (1.151812 Trillion Cubic Feet), increase by 7% to an estimated 1.23 TCF for
2000, and grow it annually to a total of 2.1 TCF for the year 2020.

5. Similarly, for the 2.5% per year average increase, compute a starting point for 2000 of
5% over 1998---therefore 1.21 TCF. Then grow it by about 2.5% per year to a total of 1.8 TCF
for the year 2020.

6. One cent per MCF on those quantities would be $18 - $21 Million in the year 2020.

Paul Premo
3-30-00
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0il and Gas Prices

Oil Prices Are Expected To Remain

Above Low 1998 Levels

Figure 84. Lower 48 crude oil wellhead prices in
three cases, 1970-2020 (1998 dollars per barrel)
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Because domestic prices for crude oil are determined
largely by the international market, the recovery
from the 1998 decline in world oil prices causes a
steep increase in wellhead prices for crude oil in the
lower 48 States from 1998 through 2000 in all cases.
After 2000, prices initially decline in the reference
and low world oil price cases, then prices in all cases
generally increase through the rest of the forecast.
Prices remain above 1998 levels throughout the fore-
cast in all cases, with wellhead prices projected to
increase by 0.9, 2.8, and 4.0 percent a year from 1998
to 2020 in the low world oil price, reference, and high

world oil price cases, respectively (Figure 84).

U.S. petroleum consumption continues to rise in all
the AEO2000 cases (Figure 85). Total petroleum
product supplied ranges from 23.0 million barrels
per day in the low economic growth case to 27.3 mil-
lion in the high growth case, as compared with 18.9

million barrels per day in 1998,

Figure §5. U.8. petroleum consumption

in five cases, 1970-2020 (million barrels per day)

a9 ~

His bary

55 Eh it pikice

Rising Demand Increases Natural Gas
Prices in All Economic Growth Cases

Figure 86. Lower 48 natural gas wellhead prices
in three caaes, 1970-2020
(1998 dollars per thousand cubic feet)

Wellhead prices for natural gas in the lower 48
States increase on average by 0.9, 1.7, and 2.4 per-
cent a year in the low economic growth, reference,
end high economic growth cases, respectively
(Figure 86). The reference case price increases from
$1.96 per thousand cubic feet in 1998 to $2.81 in
2020. The increases reflect rising demand for natu.
ral gas and its impact on the natural progression of
the discovery process from larger and more profit-
able fields to emaller, less economical ones. Price
increases also reflect more production from higher
cost sources, such as unconventional gas recovery.
Growth in lower 48 unconventional gas production
ranges from 1.3 to 2.7 percent a year across cases.
compared with a 2.1- to 2.2-percent range in annual
growth for conventional sources across the cases.
Despite the changes in sources of production,
technically recoverable resources (Table 10) remain
more than adequate overall to meet the production
increases.

Although consumption, and thus production and
price levels, for natural gasrise in all three cases, the
price increases attributable to the rising demand are
tempered by the beneficial impacts of technological
progress on both the discovery process and produc-
tion operations.

at Table 10. Technically recoverable U.S. oil end gas
‘ resources as of January I, 1898
Total U.S. Crude oil Naturcl gas
16~ resources (billion barrels) (trillion cubic feet)
: “Proved 24 167
¢ 2 - Unproved 116 1,092
1870 Total 140 1,259
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Oil and Gas Reserve Additions
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Rising Gas Prices and Lower Drilling
Costs Increase Well Completions

Figure 87, Succeasful new lower 48 natural gas
and oil wells in three cases, 1970-2020
(thousand successful wells)
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Both exploratory drilling and developmental drilling
increase in the forecast. With rising prices and
declining drilling costs, crude oil and natural gas
well completions increase on average by 1.4 and 2.7
percent & year in the low and high oil price cases,
respectively, compared with 2.1 percent in the refor-
ence case (Figure 87). Projected oil drilling varies
more than gas drilling in the warld oil price cases
(Table 11), reflecting the relative sizes of the changes
in prices for the two fuels,

The productivity of natural gas drilling does not
decline as much as that of oil drilling, in part because
total recoverable gas resources are more abundant
than oil resources. At the projected production
levels, however, undiscovered recoverable rescurces
of conventional natural gas decline rapidly in some
areag, particularly in the onshore Gulf Coast and off-
shore Gulf of Mexico regions. In the final analysis,
the future overall productivity of both oil and gas
drilling is necessarily uncertain, given the uncer-
tainty associated with such factors as the extent of
the Nation's oil and gas resources [66].

Table 11. Natural gas and crude oil drilling in

High Levels of Gas Reserve Additions
Are Projected Through 2020

Figure 83. Lower 48 natural gas reserve additions
in three cases, 1970-2020 (trillion cubic feet)
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Although for most of the past two decades lower 48
production of both il and natural gas has exceeded
reserve additions, the pattern for natural gas
reversed from 1994 through 1997. In 1998, falling
prices caused production to exceed reserve additions
again. After 2003, rising prices in the forecast cause
natural gas reserve additions generally to exceed
production until close to the end of the projection
period (Figure 88), even with expected increases in
demand. Relatively high levels of annual gas reserve
additions through 2020 reflect increased exploratory
and developmental drilling as a result of higher
prices, as well as productivity gains from technology
improvements comparable to those of recent years.
In contrast, despite varying patterns of lower 48 oil
reserve additions (Figure 89), total lower 48 crude oil
production exceeds total reserve additions over the
forecast period in all cases.

Flgure 89. Lower 48 crude oil reserve additions
in three cases, 1970-2020 (billion barrels)
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three cases, 1998-2020 (thousand successful wells) = )
e 199§ _B00Q 2010 2039 ™ Referanse
Notural gaa Low ol price
Low ail price case 10.7 14.5 16.5 1-
Reference cose 121 11.0 15.9 16.9
High oil price case 110 17.3 16.7 .
CLrude f;if _ s iy . 2 . Hissarg ! . Projectiona
ow oll price case ; E iy - - EAES: _ ;
Reference cage 7.0 4.4 7.9 10.2 e 1890 rapR i 2007 w0
High oil price case 4.4 10.7 14.4
T4 Energy Information Administration / Annual Energy Outlook 2000
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Natural Gas Production and Imports

Significant New Finds Are Likely To
Continue Increases in Gas Production
Figure 90. Natural gas production by source,
1970-2020 (trillion cubic feet)
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The continuing increase in domestic natural gas pro-
duction in the forecast comes primarily from lower
48 onshore nonassociated (NA) sources (Figure 90).
Conventional onshore production, which accounted
for 35.4 percent of total U.S. domestic production in
1998, increases in share to 40.7 percent of the total in
2020. Unconventional sources also increase in share,
and gas from offshore wells in the Gulf of Mexico con-
tributes significantly to production. The innovative
use of cost-saving technology and the expected
mid-term continuation of recent huge finds, particu-
larly in the deep waters of the Gulf of Mexico, sup-
port this projection.

Production from conventional sources is projected to
grow rapidly through 2010 in response to increasing
demand. After 2010, slower growth of consumption
and higher production from increasingly economical
offshore and unconventional sources cause produc-
tion from conventional sources to level off.

Natural gas production from Alaska grows by 0.9
percent a year in the forecast. Alaskan gas is not
expected to be transported to the lower 48 Statas,
however, because the projected lower 48 prices are
not high enough in the forecast period to support the
required transport system [67].

Production of associated-dissolved (AD) natural gas
from lower 48 crude oil reservoirs generally declines
in the projections, following the expected pattern of
domestic crude oil production. AD gas accounts for
8.4 percent of total lower 48 production in 2020, com-
pared with 14.1 percent in 1998,

Net Imports of Natural Gas Grow

in the Projections

Figure 91. Natural gas broduction, conaumption,
and imports, 1970-2020 (trillion cubic feet)
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Net natural gas imports are expected to grow in the
forecast (Figure 91) from 14.6 percent of total gas
consumption in 1998 to 16.3 percent in 2020, Most of
the increase is attributable to imports from Canada,
which are projected to grow substantially. Although
most of the additional imports come from westorn
Canada, new pipeline capacity is also expected to
provide access to eastern supplies. Natural gas from
Sable Island, in the offshore Atlantic, is expected to
begin flowing in late 1999,

Mexico has a considerable natural gas resource base,
but its indigenous production is unlikely to increase
sufficiently to satiefy rising demand. Since 1984,
U.S. natural gas trade with Mexico has conaisted pri-
marily of exports. That trend is expected to continue
throughout the forecast, especially in light of the
recent elimination of the 4-percent import tariff and
an increase in cross-border pipeline capacity. U.S,
exports to Mexico are projected to grow from 50 bil-
lion cubic feet in 1998 to 240 billion cubic feet in
2020.

Imports of liquefied natural gas (LNG) are projected
to grow at a rate of 7.2 percent a year, resulting in
part from a 50-percent expansion of capacity at the
Everett, Massachusetts, terminal and the projected
reactivation of the Elba Island terminal in 2002. In
spite of this activity, given the projected low natural
gas prices in the lower 48 markets, LNG is not
expected to grow beyond a regionally significant
source of U.S. supply. LNG imports are projected to
reach a level of 0.39 trillion cubic feet in 2020, com-
pared with 0.07 trillion cubic feet in 1998 [£8].

Energy Informatlon Administration / Annual Energy Outlook 2000 75
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Natural Gas Consumption
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Significant Increases in Natural Gas
Use Are Seen in All Cases

Figure 82. Natural gas consumption in five cases,
1870-2020 (trillion cubic feet)
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Natural gas consumption increases from 1998 to
2020 in all the AEOC2000 cages (Figure 92). Domestic
consumption ranges from 29.5 trillion cubic feet per
year in the low economic growth case to 32.7 trillion
cubic feet in the high growth case in 2020, as com-
pared with 21.4 trillion cubic feet in 1998. Growth is
seen in all end-use sectors, and more than half the
increase results from rising demand for electricity
generation. Natural gas consumption in the clectric-
ity generation sector growa steadily throughout the
forecast, as demand for electricity increases and
retiring nuclear and older oil and gas steam plants
are replaced by turbines and combined-cycle
facilities.

In the reference case, natural gas consumption for
electricity generation more than doubles, from 3.7
trillion cubic feet in 1998 to 9.3 trillion cubic feet in
2020. Although projected coal prices to the electricity
generation sector fall throughout the forecast, the
natural gas share of new capacity far outpaces the
coal share. Lower capital costs, shorter construction
lead times, higher efficiencies, and lower emissions
give gas an advantage over coal for new generation
in most regions of the United States. Natural-
gas-fired facilities are less capital-intensive than
coal, nuclear, or renewable electricity generation
plants. Growth in natural gas use for electricity gen-
eration ig also expected ta be spurred by the environ-
mental advantages of natural gas.

Gas Pipeline Capacity Expansion Is
Needed To Serve New Markets

m ) I s
| Groth Aty
Bust outh Censral Reeariy
Wmi-ﬁa&.;ﬁ: Qﬁ.‘m&mlM 8

Meuarain fy

T

] v
Lot T T - T

R A e S T

Projected growth in natural gas consumption will
require additional pipeline capacity. Expansion of
interstate capacity (Figure 93) will be needed to
provide access to new supplies and to serve expand.
ing markets. Expansion is projected to proceed at an
average rate of 0.8 percent a year in the forecast.

The greatest increases in capacity are expected along
the corridors that provide access to Canadian, Gulf
Coast, and Mountain region supplies and deliver
them to the South Atlantic, Pacific, and Northeast
regions. In all regions, growth in new pipeline con-
struction 1s tempered by higher utilization of exist-
ing pipeline capacity (Figure 94).

Figure 94. Pipeline capacity utilization by Census
divigion, 1998 and 2020 (percent)
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KANSAS INDEPENDENT OIL & GAS ASSOCIATION

105S. BROADWAY e SUITE 500 » WICHITA, KANSAS 67202-4262
(316) 263-7297 o FAX (316) 263-3021

TESTIMONY OF ROBERT E. KREHBIEL
EXECUTIVE VICE PRESIDENT, KANSAS INDEPENDENT OIL & GAS ASSOCIATION
IN SUPPORT OF H.B. 3050
BEFORE THE HOUSE COMMITTEE ON UTILITIES
APRIL 5, 2000

Chairman Holmes and members of the Committee:

Thank you very much for the opportunity to appear in support of House Bill 3050.
My name is Robert E. Krehbiel and | am appearing on behalf of the Kansas Independent
Oil & Gas Association.

The chronology of events which led to the introduction of House Bill 3050 reflects
the long and tortuous history of the conflict between producing and consuming states
and the federal regulation of natural gas prices. The series of events, which resulted in
the retroactive reversal of Opinion 699-D, has been accurately and appropriately
described as “the worst tax atrocity ever perpetrated by a federal agency”.

Today, because the Federal Energy Regulatory Commission reversed Opinion
699-D 19 years after it issued that opinion, Kansas tax policy, established by the Kansas
Legislature in 1983 in reliance on Opinion 699-D, has been emaciated.

This is the most significant issue facing the members of the Kansas Independent
Qil & Gas Association. Over 400 operators and uncounted thousands of working
interest owners are facing refunds of Kansas Ad Valorem Taxes recovered in
accordance with federal law during the period 1983 through 1988, with interest accrued.

The total amount is estimated to be in excess of $339 million, of which $127 million is
HOUSE UTILITIES
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principal, and $212 million is interest. The refund amounts by operator range in size
from $20 to $62 million.

Typical examples of refunds of Kansas ad valorem taxes facing the small
independent producers are:
Kansas Natural Gas at Hays, Kansas $4 million,
Beren Corporation in Wichita, $1.95 million,
Molz Oil of Kiowa, Kansas, $388,000.00,
F.G. Holl of Wichita, $1.25 million,
Pickrell Drilling of Wichita, $325,000,
Hasada Industries of Overland Park, $122,000.00,
Petroleum Production of Lawrence, Kansas, $116,000.00,
R.J. Patrick of Liberal, $436,000.00,
Lester Smith of Syracuse, Kansas, $56,000.00,
Edgar White of Elkhart, Kansas, $138,000,
Lee Banks, Wichita, Kansas $397,000,
Suerte Oil Company of Howard, Kansas, $68,000, and
Aurora, Inc. of Wichita, Kansas, $19,000.

The impact on small producers is incredible and the injustices are mlany. Edgar
White of Elkhart, Kansas, wrote: “I have been terribly concerned about this matter as it
would nearly bankrupt me. | filed a hardship application about two years ago and that
hearing has been continued now until August 8, 2000. This matter is the most
outrageous matter to come out of Washington and FERC that | am aware of.”
Consider the case of one petroleum engineer from Wichita, Kansas, who formed a new
corporation, raised money with a group of friends and drilled one gas well in Edwards
County, Kansas. Northern Natural Gas Company agreed to purchase the gas and pay

the new company the maximum lawful price provided by the Natural Gas Policy Act of
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1978 and to re-imburse them for ad valorem taxes paid to Edwards County. Northern
complied with this contract until 1985 at which time the contract was amended to provide
for much lower prices. The net effect of this amendment was that for the period from
1983 through 1988 the group was actually paid $125,000 less than the maximum lawful
price for natural gas pursuant to the Natural Gas Policy Act of 1978. In spite of this
gross underpayment Northern Natural Gas Company is trying to force the refund of
$19,000, the amount of ad valorem taxes refunded for 1983, 1984 and 1985 with
interest. The owner is deceased and the corporation was dissolved so Northern Natural
is trying to recover the money from his widow. The contract was terminated years ago
with the Company held harmless from any further claims.

Joel T. Strohl and his two sons, Scott and Sid Strohl, friends of mine from Pretty
Prairie, Kansas, were working interest owners in this well and they have asked the
FERC for a hearing. Their request for a hearing is vigorously opposed by Northern
Natural Gas Company and a hearing has not been granted.

For some producers this refund will result in bankruptcy. Others will have their
operations significantly curtailed and future drilling canceled. On a state wide basis the
issue has the potential to consume the entire drilling budget for the State of Kansas for
the next three to five years. It will seriously impair producers’ ability to supply the
growing consumer demand for natural gas. It will significantly impact the entire state,
including state and local tax revenues. The ripple effect of lost dollars will permeate the
Kansas economy.

The impact of the ad valorem refund issue has been extended to royalty owners
as well. Royalty owners include farmers and ranchers, their children, heirs and
devisees, churches and charitable organizations, and Kansas' universities and colleges.
The Federal Energy Regulatory Commission has attempted to exert control over these

Kansas landowners by forcing producers to collect the royalty owner’s share of the ad
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valorem tax refund with interest. Because of this action by the FERC an estimated
20,000 Kansas royalty owners have been sued in four separate court actions for sums
estimated to total in the range of $60 to $90 million.

The pipeline map attached to my testimony will show the location of major gas
fields in the U.S. The Chronology will outline the history of federal regulation of Kansas
natural gas production and describe significant events including the historical conflict
between producing states and the major northeastern consuming states. A series of
attachments will review prior legislative activity and other information which | hope you
find helpful. (See Attachment List beginning withAP Articles by Lew Ferguson and the
Hutch News)

In 1998, the Kansas Legislature unanimously passed a Senate Concurrent
Resolution 1616 urging Congress to provide relief by passing legislation which had been
introduced by the Kansas Congressional Delegation. A copy of SCR 1616 is attached.
Congress did not act.

In 1998, the Kansas Legislature also passed H.B 2419, now found at KSA 55-
1624, to clarify the statute of limitations to protect royalty owners and determine that
their interests were not collectible by federal standards. A copy of KSA 55-1624. The
Federal Energy Regulatory Commission chose to ignore the statute. |

In 1999, the Interstate Oil and Gas Compact Commission, a thirty member
organization of oil and gas producing states also recognized the injustice of the FERC
actions and passed a resolution urging Congress to provide relief. A copy of IOGCC
Resolution 99.121 is attached. Congress did not respond.

Our industry owes a debt of gratitude to the Kansas legislature for their complete
support, to the Governor for writing to President Clinton urging action(copy attached),
and to our entire Congressional Delegation led by the efforts of Senator Pat Roberts and

Representative Jerry Moran with complete support from Senator Brownback,
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Representative Todd Tiahrt, Representative Dennis Moore and Representative Jim
Ryun.

And, we are particularly indebted to Attorney General Stovall who personally
faced the power of the legal forces of the giant interstate pipelines in the unfriendly
Courts of the eastern establishment.

Senator Roberts and Senator Brownback did succeed in getting a bill passed the
Senate only to face a massive lobbying effort from the interstate pipelines in conference.
Their press release dated May 14, 1999, vowing to continue to fight is attached for your
information.

But after spending considerable time in Washington, D.C. and testifying before
the Energy and Power Committee, and after witnessing the inability of Kansas producers
to even get a hearing before the FERC, | have come to realize that the power politics
that play in that arena will prevent this issue from being resolved at the federal level.
This is a peculiarly Kansas issue with an estimated $350 million flowing from Kansas
producers to the major interstate pipe lines and consuming states such as Wisconsin,
Michigan, Ohio and Missouri. They are hungry to take our gas and our money and
despite the best efforts of everyone involved they have succeeded in defeating
corrective federal legislation to date. This issue will have to be resolved in.Kansas for
Kansas.

A background paper included with the attachments will discuss the private
ownership of Land and minerals and the historical conflicts between producing and
consuming states.

PURPOSE OF H.B. 3050

The purpose of H.B. 3050 is to restore the tax policy which the Kansas

Legislature intended with the passage of the severance tax in 1983, a tax which was

passed” in addition to” the existing ad valorem tax on the advice that ppth the severance
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and the ad valorem tax could be recovered by Kansas producers and royalty owners as
a cost of production, as any other public utility could, and as the General Counsel of the
Kansas Corporation Commission was informed by the Federal Power Commission in
Opinion 699-D. This was a tax policy which was passed by the Kansas Legislature in
clear reliance on FPC Opinion 699-D.

H.B. 3050 will refund all of the Kansas ad valorem taxes to the interstate
pipelines and, what the pipelines do not keep for themselves and their subsidiaries, will
be returned to reduce current utility rates for the benefit of todays consumers.

The bill is quite simple. First, raise refund money through the sale of bonds to
cover the pipeline’s claims for principal and interest. Second, pay the bonds off through
a tax on transportation of natural gas by all pipelines operating within the protection of
the State of Kansas, whether interstate or intrastate. The tax policy of the State of

Kansas is realized.
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CHRONOLOGY

Congress passed the Natural Gas Act to provide for the orderly
development of interstate pipelines and to regulate their rates and charges
as a public utility. The Natural Gas Act stated that “the Act shall not apply
to the production or gathering of natural gas”.

In Phillips Petroleum Co. v. Wisconsin, 347 U.S.672 (1954), the United
States Supreme Court ruled that the Natural Gas Act allows the federal
government to control the price paid for natural gas at the wellhead if such
gas is sold to an interstate pipeline. As a result, the Federal Power
Commission (FPC) was forced to regulated thousands of individual
producers as if they were public utilities. They could not handle the load
on an individual producer basis and instead began to establish area rates
by location and date of drilling and costs of production that could be
recovered by producers.

In FPC Opinion No. 699, the FPC allowed pipelines to be paid area ceiling
rates pursuant to the Natural Gas Act and to recover the cost to producers
of “production, severance, or other similar taxes.”

In Opinion No. 699-D, the FPC clarified its prior ruling at the request of the
State of Kansas and stated that it was proper under Opinion 699 to
increase the area ceiling rate to allow producers to recover their costs of
the Kansas ad valorem tax.

The Natural Gas Policy Act (NGPA) was passed codifying the FPC's
treatment of the Kansas ad valorem tax continuing to allow producers to
recover this cost. Section 110 of the NGPA allowed the recovery of
production, severance and other similar taxes above the maximum lawful
price charged for natural gas at the wellhead. The Joint Explanatory
Statement to the Conference Committee Report accompanying the NGPA
noted that this cost included any tax imposed upon mineral or natural
resource production including an ad valorem tax or gross receipts tax.

The Federal Energy Regulatory Commission (FERC) (successor to the
FPC) affirmed the Opinion 699 and 699-D in Independent Oil and Gas
Association of West Virginia, 7 FERC § 61,094 (1979). This decision was
based upon the policy and law prior to the NGPA.

FERC again affirmed its Opinion 699 and 699-D in Trio Petroleum, 18
FERC {61,203 (1982). This decision was based upon the policy and law
prior to the NGPA.

The Kansas Legislature, relying upon Opinion 699-D, as reflected in the
legislative history, passed the severance tax. The Kansas Legislature
believed at the time that Kansas producers could recover the cost of the
severance tax and the ad valorem tax.
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Nine Years after the Opinion 699-D authorized the recovery of the Kansas
ad valorem tax, Northern Natural Gas Co. filed an application to FERC to
“reopen, reconsider and rescind” Opinion 699-D.

Three years later, FERC rejected Northern’s request stating it was clear

beyond question, that the Kansas ad valorem tax is based, in large part,
on gas production,” and reaffirmed its policy contained in Opinion 699 and

699-D. This decision was based upon NGPA.

FERC reaffirmed its decision under the NGPA in Sun Exploration and
Production Co., 36 FERC 61,093 (1986).

FERC reaffirmed its decision in Northern Natural Gas Co. and denied
Northern Natural Gas Company’s request for rehearing. 38 FERC

61,062 (1987).

Colorado Interstate Gas Co. appealed the Northern decision to the
Federal D.C. Circuit which, on June 28, held that FERC had not
adequately explained its order and remanded the case to the Commission.

Colorado Interstate Gas Co. v. FERC, 850 F.2d 769 (D.C. Cir. 1988)

Five years pass before FERC issued an Order on Remand. FERC
reversed Opinion 699-D, thereby overturning 19 years of reliance on
an opinion, which FERC previously described as “clear beyond
question.” FERC also held the refund obligation resulting from this
reversal should be retroactive to June 28, 1988, the date on which the
D.C. Circuit remanded the case to the FERC.

Section 110 of the Natural Gas Policy Act, 15 U.S.C. § 3320 repealed.
The recovery of the ad valorem tax is not regulated. The recovery of the
tax will be controlled by the contract terms between the purchaser and the

producer.

Colorado Interstate Gas Co. appealed the date the refund obligation
started to the D.C. Circuit. The D.C. Circuit affirmed FERC’s decision not
to allow the recovery of the ad valorem tax but directed FERC to
determine the refund obligation retroactive to October 4, 1983, the date
which Northern’s petition to re-open Opinion 699-D was published in the
Federal Register. Public Service Company of Colorado v. FERC, 91 F.3d
1478 (D.C. 1996) (Judge Doug Ginsburg said that the Kansas Ad
Valorem Tax which was levied primarily upon the value of recoverable
natural gas reserves was not recoverable, but that the Wyoming ad
valorem tax which was assessed upon the volume of natural gas removed
from a well, and the Colorado ad valorem fax, which was assessed upon
volume of natural gas removed from a well, was recoverable. Judge
Ginsburg went on to say that “the apparent lack of detrimental reliance on
the part of the producers is the crucial point”....and that “reliance (on
Opinion 699-D) “would have been foolhardy”.
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Kansas producers filed a petition for an adjustment under the NGPA
requesting an adjustment to their potential liability to pay refunds back to
October 4, 1983 and requested a generic waiver of interest on equitable
grounds. Kansas producers sought relief under Section 502(c) of the
Natural Gas Policy Act.

FERC issued an order on September 10, 1997 denying the request for
generic relief and established a procedure for the payment of the refunds.
80 FERC 1 61,264 (September 10, 1997). The State of Kansas and the
Kansas Corporation Commission filed a petition for reconsideration
requesting the opportunity to present evidence to support a generic
equitable relief to all producers.

FERC issued an order on January 28, 1998 denying reconsideration on
the September 10 Order. 82 FERC { 61,058 January 28, 1998). FERC
gave no weight to the interest of the State of Kansas in the economic
health of the gas producers in Kansas or the Kansas economy as a whole.
FERC refused to consider any equitable claims existing to waive the
assessment of interest.

The State of Kansas and the Kansas Corporation Commission filed a
petition for review with the 10" Circuit Court of Appeals on March 25,
1998. Other appeals were filed in the 10" Circuit and the Fifth Circuit of
Appeals. All appeals of the September 10 and January 28 Orders were
transferred to the D.C. Circuit of Appeals. Oral arguments were held
before the D.C. Circuit on September 7, 1999.

The Kansas Legislature unanimously passed SCR No. 1616 urging
Congress to provide relief to Kansas natural gas producers by enacting
legislation initiated by Senator Pat Roberts to eliminate interest on
refunds. A massive lobbying effort by interstate pipelines and consuming
states killed this legislation after it had passed the U.S. Senate.

The Kansas Legislature unanimously passed H.B. 2419 in an attempt to
utilize the statute of limitations to protect Kansas royalty owners from
liability resulting from the 17 year retroactive reversal of FERC policy.

Kansas producers petition FERC to waive the ad valorem tax refund
liability based upon House Bill 2419 (now codified at K.S.A. 1998 Supp.
55-1624). FERC held that the statute of limitations enacted in House Bill
2419 did not render the royalty owner’'s share uncollectible and therefore
did not justify a waiver of the refund liability. 85 FERC {61,176 (1998)

The State of Kansas and the Kansas Corporation Commission seek
rehearing of FERC's ruling on House Bill 2419. The State of Kansas and
the Kansas Corporation Commission argued that FERC misunderstood
the effect of the recently enacted Kansas law and that FERC unlawfully
attempted to preempt a pre-existing Kansas statute of limitations. FERC



1999

1999

2000

denied rehearing and referred to House Bill 2419 as an “ad hoc" piece of
legislation. 86 FERC {61,163 (1999)

FERC determines that gas purchasers, ANR and El Paso Natural Gas
Company, not be required to refund the Kansas ad valorem tax to its

consumers but can keep any refunds for their own benefit.

On February 26, 1999, the State of Kansas and the Kansas Corporation
Commission filed its second appeal in the Kansas ad valorem tax matters
to the 10™ Circuit. The 10t Circuit transferred the case to the D.C. Circuit.
This appeal resulted in a remand to the FERC and included language that

was unintelligible.

The EERC could not understand the language of the D.C. Circuit Court
remand and sought clarification from the Court. They did not receive any

further intelligible clarification.
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Statement of Congressman Jerry Moran
Subcommittee on Energy and Power

Kansas Ad Valorem Tax
June 8, 1999

Imagine receiving a notice from the IRS saying that, while you had paid your taxes in full
fifteen years ago, the IRS has changed its mind about how you figured your taxes and could you
please pay an additional $5000 and another $10,000 in penalty and interest. We would not
tolerate this type of retroactive taxpayer abuse by the IRS. However, this is essentially what
another government agency has done to Kansas natural gas producers and royalty owners.

I appreciate having the opportunity to be here to discuss an injustice that is being
perpetrated on many of my constituents. At issue here is whether Kansas natural gas producers
could pass through to their customers the Kansas ad valorem tax. In the regulated energy
marketplace in the 1980's these decisions and the resulting prices charged for natural gas, were
made by the Federal Power Commission (FPC), the predecessor to the Federal Energy
Regulatory Commission (FERC).

In several rulings on this issue, FPC and later FERC, consistently ruled that the Kansas
ad valorem tax could be included in the price of gas paid to these companies by their pipeline
customers. It wasn’t until 1993 that FERC reversed its previous rulings. FERC’s reversal and
subsequent court case provide that charges for ad valorem taxes should not have been passed
through from 1983 to 1988 and must now be refunded. In addition, interest penalties were
assessed and now more that double the actual amount of tax in question.

I would like to make several points as we review the issue today:

First, my constituents, and all royalty owners and producers, followed all applicable
laws, rules and regulations. The federal agency responsible for regulating these matters
explicitly gave its blessing to the pass through of taxes. Many gas contracts were written with
specific reference to FERC’s rulings on the matter. This was not a gray area, was not subject to
interpretation and none of these individuals could, should or would have been expected to have
handled it any differently.

There are those who would claim that producers and royalty owners somehow should
have known that FERC would change its ruling. That is simply not the case. FERC ruled on the
issue three separate times in 1983, 1986, and 1987. Each time, FERC ruled that the taxes where
correctly applied. I don’t know how many times we need to hear from a Federal agency to
believe it, but I suspect that after three rulings since the issue was questioned and the two rulings
prior to 1983 that producers rightly believed they were following the law. After five separate
successful rulings on my taxes from 15 years ago, I might even throw away my returns and sleep
well at night.
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Second, a fifteen year reach-back is outrageous. We have all heard of cases of unfair,
arbitrary, abusive, irrational or convoluted actions by federal government agencies, but this one
takes the cake. To reverse a decision and then go back over 15 years and force the payment of
refunds, with interest, isn’t just unfair, it’s unconscionable. Why is there no statute of
limitations? What about ex post facto? This country was born out of protest against this type of
improper governmental conduct. We should not stand for it in this case.

Third, the tax is devastating for producers and offers little for customers. For
royalty owners and small businesses this tax could not have come at a more difficult time. We
read of the consolidation of the major oil and gas companies due to the difficult times, but we do
not so easily see the hundreds of small businesses that have gone bankrupt, gone through layoffs,
or otherwise been forced to close their doors. In Kansas alone, the oil and gas industry lost
some 5,000 jobs in the last year.

The burden on small businesses as a result of this situation is enormous. For example,
Mid Continent Energy, a small Kansas company with two employees owes $244,000. Several
elderly constituents describe bills well over the value of their annual payments they now receive
from Social Security. A typical example is Mrs. Betty Shingler, of Wichita, Kansas. She, along
with her husband, were the owners of a company called Aurora, Inc. In the early 1980's, Mr.
and Mrs. Shingler, with outside investors, had 6 gas wells. Today, Mrs. Shingler who lost her
husband three years ago, now faces a $19,000 bill.

FERC’s decision not only effects the companies that explore for and produce natural gas,
their far reaching decision has a terrible impact on royalty owners. Royalty owners are those who
own the land under which the natural gas is located - often the farmers and ranchers of Southwest
Kansas. Today you will hear examples from property owners who have been unknowingly
attacked by this situation.

You will also hear about consumers and how they are owed this refund. This issue
deserves your review. Of the eight pipeline companies involved in obtaining the refund and
interest, two have already filed to keep the refund and not pass it on to consumers. My
counterparts in the Senate, Senators Roberts and Brownback, have called for a General
Accounting Office investigation on the distribution of the refunds and I fully support that request.
One would like to think that each dollar collected would be returned to the original customer;
however, after fifteen years, many people have moved, retired or passed away. What happens to
the money when the customer can’t be located? Could this be why the pipelines are fighting so
aggressively?

Although the damage is huge, the benefits are small. For the average household
consumer, this refund is minimal and will likely be prorated. For example, in Kansas a typical
house receiving gas from the Greeley Gas Company using 100 mcf per year will get an estimated
$6 refund. Among the estimates I have seen, a typical household will receive around $15, or just
over a dollar a month for one year.
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Keep in mind, that Kansans, as well as producing the gas, are also the largest recipients of
the refunds. Representing the largest positions on both sides in this issue, I introduced the
compromise legislation that has been referred to this subcommittee, H.R. 1117.

This legislation attempts to strike at the basic requirement of fairness. Under the bill, the
amount of disputed tax would be collected, but an interest penalty would not be assessed and the
refunds required only to the extent they will be received by the ultimate consumer.

While I contend that the pass through of the tax, after being approved by FERC five times,
should be allowed to stand and no refund ordered, I introduced this bill as a compromise to try

and protect the hundreds of individuals who had always acted in accordance with the law.

Again, [ thank the committee for their time and attention and would be happy to answer
any questions.

Attached is just one example for the committee’s review. In this situation, the accused
company was not even involved in the gas business during the time in question.
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STATEMENT
OF
THE HONORABLE JOHN D. DINGELL
REGARDING
SUBCOMMITTEE ON ENERGY AND POWER
HEARING ON "THE KANSAS AD VALOREM GAS TAX"

June 8, 1999

Mr. Chairman, today's hearing explores issues relating to the treatment of the Kansas ad
valorem tax on natural gas and its disposition under federal law: specifically the Natural Gas
Act and the Natural Gas Policy Act.

There is a long and complex history behind this issue, which | am sure we will have
recounted today by our esteemed witnesses. | will only point out that Federal Energy
Regulatory Commission (FERC) has ordered that the costs of the Kansas tax be refunded to
gas consumers and that in 1997, the D.C. Circuit held that since refund claims had been
pending from 1983 forward, that FERC should order refunds with interest from1983 forward.

Now, on March 18th of this year, Senator Roberts of Kansas succeeded in attaching
language to the Supplemental Appropriations bill to exempt producers from having to pay
interest on the refunds of the Kansas ad valorem tax. This is a very nice deal if you can get
it, and it's certainly one that the IRS would never give you or me if we failed to pay our taxes
for five years or more. However, Senator Roberts convinced his colleagues that this was a
good idea and it passed the Senate along with the rest of the Supplemental bill. Noting that
the House-passed bill contained no such provision, Chairman Bliley and | both conveyed our
opposition to the Roberts language to the Appropriations Committee on the grounds that the
provision was amending the Natural Gas Policy Act, a statute primarily within the jurisdiction
of this Committee. Fortunately, the House position carried the day and the Roberts language
was dropped in conference.

But jurisdiction was not the only reason | objected to the Roberts amendment. | also
opposed this language because it clearly represented a transfer of wealth from my state to
gas producers in the State of Kansas. | know my esteemed colleague from Kansas is
concerned about whether the refunded money would uitimately find its way into the pockets
of ratepayers, and let me assure him | share his concern. | also share his concern for the
small producers of natural gas, who may indeed require some assistance.

Nonetheless, both issues are irrelevant to this debate. It is for state public utility
commissions to decide how much money goes to companies and how much to ratepayers.
And with regard to assisting natural gas producers, | would point out that there are other
ways to help Kansas producers than by taking it directly from the pockets of my constituents
or those residing in Missouri, lllinois, lowa, Ohio, California or any of the other states owed
refunds.

| would also posit that my good friend from Kansas may be pursuing an avenue that may
ultimately prove unconstitutional since his legislation appears to have the effect of altering a
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final judgement by the courts and, if enacted, could be considered a taking.

Frankly, | find it difficult to understand why we are having this hearing today. The final
disposition of refunds of the Kansas ad valorem tax is an issue that is still pending before
the courts. Why should Congress legislate at this time? The producers are spending lots of
their hard earned money to appeal the 1997 court ruling and | think it would be wrong for this
Committee to deny them their day in court. Furthermore, if the issue is small, hardship
cases, then | fail to understand these attempts to circumvent the FERC hardship process,
because so far the Commission has granted exemptions in 6 out of the 11 cases it has
reviewed to date. It certainly makes me wonder whether this process is truly driven by small
producers, rather than large producers who already know they have the ability to pay the
refunds with interest.

It's also unclear to me what action, if any, this Committee intends to take on the Kansas ad
valorem issue. | note that this is being billed as an oversight hearing, yet the invitation letter
to at least one of our witnesses asks them to comment on Mr. Moran’s bill.

What is also unclear to me is the position and the procedures of the Federal Energy
Regulatory Commission. | have a memorandum from FERC, with Mr. Smith’s name on it,
that went to our friends on the Appropriations Committee stating that Chairman Hoecker
would not oppose the language that was included in the Supplemental Appropriations bill.
Now the Roberts language amended the Natural Gas Policy Act which is within our
jurisdiction, yet no one from FERC saw fit to consult with Chairman Bliley or me about our
views on legislation affecting a law within this Committee’s jurisdiction. | am curious how this
position was arrived at and how FERC came to the decision to involve itself in this matter.
Was an open public meeting held to consider this issue? Did the Commission vote on this
matter, or was this memorandum only the position of one commissioner? If it was only
Chairman Hoecker’s position, what were the positions of the other Commissioners and are
they aware that he intervened in this matter both here and at the White House? | would also
like to understand why FERC took a position on an issue that is still pending in the courts
and why Mr. Smith’s testimony states that FERC has no position, when it's clear that the
Chairman has taken a position in favor of one side’s view in this matter. These questions
must be answered because they raise serious concerns for me at a time when we are being
asked to grant them more power in the area of electricity transmission.

Mr. Chairman, while | am certainly interested in hearing from our witnesses, it seems clear to
me that this is a topic that, at the very least, is not yet ripe for legislative action. What may
be ripe, however, is an oversight hearing on FERC and its procedures and | hope the
Chairman will consider holding such a hearing before we take any action that would have
the effect of increasing FERC's power.

Prepared by the Democratic staff of the Commerce Committee
2322 Rayburn House Office Building, Washington, DC 20515
Select Feedback to let us know what you think.

Back to the Commerce Committee Democrats Home Page
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1. Associated Press Article by Lew Ferguson dated September 11, 1997 entitled “Kansas’
natural gas producers receive order to refund millions.

2. Associated Press Article published March 6, 1999 in the Hutchinson News entitled “Tax
battle rages over royalties.

3. Senate Concurrent Resolution No. 1616, Session of 1998.
4. A copy of K.S.A. 55-1624.
5. Resolution of the Interstate Oil and Gas Compact Commission

6. Letter dated April 6, 1999, from Governor Bill Graves to President William Clinton
expressing concern about FERC ruling.

7. Senator Roberts and Brownback issue press release dated May 14, 1999, after their efforts at
the federal level were overcome by greed, unfairness and a high priced lobbying firm.

8. August 26, 1974, request by the General Counsel of the Kansas Corporation Commission for
Clarification of Opinion 699 and a Declaratory Order on Petition for Clarification issued
October 4, 1974.

9. Extension of Remarks of Representative Dennis Moore dated July 27, 1999, with Letter dated
June 18, 1999, from Senator Anthony Hensley to the Honorable John Dingell of Michigan
attached. Attached to Senator Hensley’s letter is a copy of Opinion 699-D and a copy of the
Legislative Research Department’s background paper on “Severance and Property Taxes on Oil
and Gas” dated February 17, 1981.

10. Southwest Kansas Royalty Owner’s Association Newsletter dated February 19, 1999,
providing background on H. B. 2419, now found at K.S.A. 55-1624.

11. Southwest Kansas Royalty Owner’s Association Newsletter dated August, 1999, discussing
four major lawsuits in Kansas and estimating the impact on over 20,000 royalty owners to be in

the range of $60-90 million.

12. Background paper on the basics of mineral ownership and the historical conflicts between
producing states and the northeastern consuming states.

13. Energy Information Administration/Annual Energy Outlook 2000 and Paul Premo, Energy
Economics Consultant, 310 Hazel Ave. Mill Valley, Ca., on natural gas production projections

through 2020 and funds available to pay off bonds.

14. Federal Energy Regulatory Commission Letter to Joel T. Strohl and Sons and response.
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Thursday, September 11, 1997

Kansas' natural gas producers receive order to
refund millions

last madified at 7:53 a.m. on Thursday, September 11, 1997

_——

By LEW FERGUSON
The Associaied Press

Kansas natural gas producers got the bad news on Wednesday: The [ederal government is ordering
them to refund hurreds of millions ol dollars (o consuniers.

The refunds are [or property taxes paid on natural gas produced in Kansas during part of the 1980s.
The tax costs were added o gas bills and thus passed on to consumers.

The Federal Linergy Regulatory Commission said ils long-awaited order amounted Lo a $500 million
relund, but Kansas olficials and industry spokesmen said the refund could be double that amount,

when interest is added.
State ofTicials, who opposed the refurkds, also said it will be virtually impossible (o identily

consumers who should get the relunds. Some predicled the money would go largely to pipeline
companics as idenlity of consumers [tom a decade ago can't be established.

"I's awlully, awlully disappointing," said former Lt Gov. Shelby Smith of Wichita, who now
represents a gas operator who works for multiple small producers.

"I'he industry has changed. There is no way they will identily the consumers. [ think the pipelines
arc likely to get a windlall out of this thing. Il they can't identily the consumers, they'll just keep it.”

David [einemann, chicl attorney for the Kansas Corporation Commission, acknowledged the
disappointment in the ruling, bul he said he would need to read the FERC order belore commenting.

"We will have a role o see that refunds are passed through to customers," Heinemann said.

Ie agreed with Smith that pipelines "may claim they didn't pass the tax through (to consumers), so
the relund is owed o them."

Gov. Bill Graves and the slate's entire congressional delegation had urged FERC 1o waive the
relunds, contending it was unfair to order them made when the federal government more than 20
years ago approved the pass-through to consumers of property taxes paid on gas propertics.

IHowever, FERC Chairman James Tloccker said the commission's hands were ticd by federal court
rulings.

T'he relund was ordered Tor natural gas produced in Kansas and sold in other stales at rates that
included state and local properly laxes.

Q)
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The order afleets Amoco Production Co., Anadarko Petroleum Corp., Mobil Ol Corp., OXY USA
Inc.. Union Pacilic Resources Co. and hundreds ol small producers in Kansas.

ITRC ruled property taxes weren't cligible for inclusion in the lawful price for gas under the Natural
Gas Policy Act ol 1979.
I'he Federal Power Commission, the predecessor agency Lo FERC, held in 1973 that Kansas'
properly taxes were e same as severianee [axces, which were cligible for the pass-through to
consumers.

1
hich becomes linal alter a period Tor aceepting motions (o reconsider or

Wednesday's dralt order, w
to begin making the refunds within 180 days.

rehear the case, requires the producers
are (wo conditions: They can make them over a five-ycar period, and FERC will consider

There
waiving the refund requirement in hardship cases, on a case-by-case basis.

[ardships include producers now out of business. or operaling on such a small margin thal making
the refund would put them out of business.

‘T'he refunds must be made to pipelines on gas produced between Oct. 4, 1983, and Junc 28, 1988 --
a d1/2-year period,

"I'hpse relunds, in turn, will be [lowed through to their their customers who paid the unlawlul
rates." said a FIRC statement announcing the ruling.

"[ Towever. the commission recognized the potential burden on producers, and to assist in allevialing
that burden has allowed for limited waiver o principal upon the property showing ol hardship.
"I addition, under the same provisions, the commission will enterain requests Lo spread the

payments over a period of up Lo live yecars."
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UILTLITIES

KANSAS AD VAL(PREM

REFUND REPORTS

12,2497
UNE NO INTERSTATE PIPELINES
1 WILLIAMS NATURAL GAS
2 KN INTERSTATE TRANSMISSION CO
3 NORTHERN NATURAL GAS
4 PAN HANDLE EASTERN
5 COLORADQ INTERSTATE GAS CO (1)
6 EL PASO NATURAL GAS
7 NATURAL GAS PIPELINE CO OF AMERICA
8 ANR PIPELINE COMPANY (1)
9 ANADARKO (2)
10 TOTAL

(1) Colorado Intarstate and ANR arg subsidlanes of

the Coastal Carporgtion

(2) Anadarka Is succeassor inintarest to Cimarren
River S5ystam. which is successor Inintergst
to Centana Energy Cap.

PRINCIPAL
REFUND
IN MILLIONS
§45.7
§12.1
5301
$20.0
$133
51.6
50.08

S0 4

$5.4

$§128.7

INTEREST
REFUND
IN MILLIONS
§724
518.8
$50.7
§336
S216
520
SO 14

S04

597

§209.3

TOTAL
REFUND
IN MILLIONS
1AL
5309
S80 3
$53.6
S34 9
3.6
S02
51.2

5151

$337.9



The llubtchinson News
llutchinson, KS

M Salurday, March 6, 1999

ax battle
rages over
royalties

" Feds enrage Southwest producers
* of natural gas with policy reversal

P Ehe ASGERERITEOIE. e
77 TOPEKA - Stale Sen. Steve Morrls calls It
S 1lie worst Laxation "ntroclty” ever perpetrated
“by a federal agency.

worked up enough aboutl It
that he Is writlng to Presi-
dent Clinton, secking hls
intervention.

Kansns Sen. Pat RRobertls
calls It “unjust, retronctive
and punltive.”

The object of Lhls dlsmay:
rullngs by the Federal Ener-
gy Regulatory Commnlsslon

BiiL Graves and a federnl court that
’ Kansas nalural gns produc-
ers nnd toyally owners cannot pass properly
taxes on Lo consumers as they did for two
70s to the 1990s.
They declded producers
and royalty owners owe
refunds - plus Interest - to
gas conswmners for a flve-
year perfod In the 1980s.

“I'nls Is the worst thing
I've ever heard of any feder-
al agency dolng" Morrls
sald. "It equates Lo the
Internal Revenue Service
suddenly saylng you can't
deduct home mortygage
Interest from your tax
return, making It retroactive and telling you
you've got to pay back taxes you owe because
you deducted It when It was
legal.”

A December 1093 niling
by FERC reversed a 1074
declslon by Its predecessor
agency, the Federnl Power
Commlsslon, allowing the
pass-through, and It made
the reversal retroactlve to
1988.

In 1996, Lhe federnl clreult
court for the DiIstrlet of
Sam BROWNBACK 1 ibin set the retroacliv-
iy dnte haek Lo 1983

Par RoBERTS

Gov. Bl Graves Is

written  questlons
. auswer,” Marrls sald.

The old Federnl Power Connlsslon ruled a

“quailer-cenlury ngo Lthot property taxes pald

on gas properly In Knnsns were Lhe equlvalent

"ol severance Lnxes, which could be passed on
“to customers ns they are In Oklahotn, Texas

nnd other stntes wilth oll and
ENS reseives.

Reversal of thal 1974 decl-
slon mnde Knansns produc-
ers and royalty owners liable
for refunds Lo consumers,
plus Interest, of an esthmat-
ed $500 milllon. Belween $80
milllon and $100 millllon of
that Is belleved owed by
some 50,000 roynlty owners.
JerryY MoORAN Morrls, a Republican

state senator om Hugoton,
in the heart of Kansas' Inrgest gns fleld, snld
there nre storles of royalty owners getting
demands from plpeline companles to repay as
mueh ns $200,000.

In ndditlon to allowing the plpellne compa-
nles to collect the pass-through taxes from
royally owners, FRRC added solt to the

“wound by refusing to listen to Kansans' com-

plaints ond by fjgnoring a stale law passed In

1998.
Thal law sought to forglve the property

' Laxes collecled Letween 1983 and 1988 on the

prounds that, the stntute of Ihnltatlons had
run oul nndd the money wns uncollectable.
Mortls and a delegntlon from the South-
west Kansas [toynlly Owners Assoclation mel
Inte Inst month In Washington with Graves,
LRoberls, Sen. Sun Brownback and U.S. Rep.
Jerry Moran, whose western Kansas district
includes the Hugoton Gns Field, once the
Jargest known reserve of natural gas In the

wot ld.
‘T'he purpose of the meeling wns tocome up

Swlth strategles lor getling some rellef for small
‘praducers and royalty owners upon whomn the

Lurden of Lhe refinds will fall most heavlly.

Not anly did none of the FERRC commils-
sloners attend, bul Lthe ageney would not send
a stal member to the meellng, Mortis snld.

CPIRRC would only agree to respond to
that they choose to

The court did provide for royalty owners Lo
scek hardship walvers If they cannot pay the
refunds nnd Interest, bul so far, FERC hasn't
snld how many have been granted, Il any, Mor-
rls sald.

If the refund and Interest rullngs stlck, he
snld, many royally owners wlll see no royalty
payiments for a decade or more because Lhe
pipeline companles have FERC pennlsslon to
deduct what Lhey owe from Lhe payments
they make to the royally owners.

“Many of these are small royally owners
who depend on it for thelr llvellhood, as a sup-
plement Lo Saoclnl Security,” Morrls sald.

Doug Smith of the royalty owners assocla-
Ulon sald Lhree-quarters of its 2,500 menibers
are 60 or older.

Mortls snld Roberts and Brownback are
contemplating federal leglslation that would
ellinlnate Lhe abllgntlon of small producers
nnd royalty owners to pay back the pnass-

{hrough tnxes.
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Senate Concurrent Resolution No. 1616

By Committee on Utilities
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taxes in their rates; and

of property taxes in rates was filed with FERC and F
prior rulings allowing recovery of those costs; and

resentatives concurring therein:
Congress to enact 5. 1388 and H.R. 2903, providing reliefl from penalties

and interest that FERC has ordered Kansas natural gas producers to pay
on refunds for property tax costs included in natural gas rates, retroactive

to 1983; and

A CONCURRENT RESOLUTION urging the Congress to enact legis-

lation providing relief from the order of the Federal Energy Regulatory
Commission requiring Kansas natural gas producers to pay penalties
and interest on certain refunds to customers.

WIHEREAS, Since 1974, the Federal Energy Regulatory Commission

(FERC) and its predecessor, the Federal Power Commission, had al-
lowed natural gas producers in Kansas to include the cost of state property

usion of the costs

WHEREAS, In 1983 a petition challenging the incl
ERC affirmed its

WHEREAS, In 1993, after the D.C. Circuit Court ordered FERC to

review its rulings, FERC reversed itsell and ordered the payment of re-
funds retroactive to the year 1988; and

WHEREAS, Kansas producers paid the refunds ordered, including

interest, but in 1996 the D.C. Circuit Court reversed the FERC decision

and requirecl instead payment of refl
the time of filing of the initial petition in the case; and

unds, including interest, back to 1983,

WHEREAS, The retroactive reversal of a practice that had been legal

for 19 years places an unjust and punitive financial burden, possibly ex-
ceeding $500 million, on the Kansas natural gas industry; and

WHEREAS, The ordered refunds threaten serious financial harm not

only to the Kansas natural gas industry but to the state and local econo-
mies and governmenta] budgets that rely on the industry’s economic base:

Now, therefore,

Be it resolved by the Senate of the State of Kansas, the House of Rep-'
That the Kansas Legislature urges the

Be it further resolved: That the Secretary of State be directed to send

enrolled copies of this resolution to each member of the Kansas Con-

ressional Delegation, to the chairperson of the United States Senate

SCR 1616
2

Committee on Energy and Natural Resources and to the chm’rperson of
the United States House of Representatives Committee on Commerce.
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55-1624. FERC-ordered refunds of tax

reimbursements; recovery. (a) As uscd in this

act, royalty interest owners include overriding roy-

alty interest owners and royalty interests include
overriding royalty interests.

(b)  Onand after the cllective date of this act,
no first seller of natural gas shall maintain any ac-
tion against ro)'nlty interest owners to obtain re-
funds of reimbursements for ad valorem taxes at-
tributable to royalty interests, ordercd by the
[ederal energy rcgulntur}/ conmimission.

(c) It is hereby declared that under Kaunsas
law:

(1) The period of limitation ol time for com-
meneing civil actions to recover such relunds at-
tributable to reimbursements ol ad valorem tises
on royalty interests during the years 1953 through
1988 has expired and such refunds claimed to be
owed by royalty interest owners are uncollectible;

(2) first scllers of natural gas are 1)1'0|1ibitccl
from utilizing billing adjustments or other set-ofls
as a means ol recovering from royalty owners any
such claimed refunds; and

(3) first sellers of natural gas took every op-
portunity to protect their rights involving Kansas
ad valorem tax reimbursements attributable to
roya!ty intercst owners.

(d)  Upon entry of a final order by a court hav-
ing jurisdiction, or a final order of a govcrmncntnl
authority having jurisdiction, that requires first
sellers to make refunds of reimbursements for acd
valorem taxes on royalty interests during the years
1983 through 1988 notwithstanding this section or
if this section is determined to be unconstitu-
tional, in whole or in part, nothing in this section
shall be construed to have affected the rights and
remedies available to any party under the laws of
the state of Kansas, including those npplicuh]c in
any action that a first seller of natural gas may
bring against a 1‘0)'ulty interest owner to obtain
such a refund.

History: L. 1998, ch. 122, § 7, Apr. 30.

Article 17.—TASK FORCE ON GAS
GATHERING

55-1701.

Ilevisor’s Nole:
The text of this section has been omitled since it expired on
July 1, 1897. For text hereof, see L. 1996, ch. 147, § 2.
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RESOLUTION 99.121
Urging Congress To Provide Relief From FERC Ordered Interest Penalties

Whereas, in 1974, the Federal Energy Regulatory Commission (FERC) and its
predecessor, the Federal Power Commission (FPC), allowed natural gas producers
operating in the State of Kansas to include the cost of state property taxes on production

in their rates; and

Whereas, in'1978, the enactment of the Natural Gas Policy Act (NGPA) codified
FERC's treatment of Kansas property taxes and continued to allow producers to recover

this cost in their rates; and

Whereas, in 1979 and again in 1982, FERC reaffirmed the treatment of Kansas
property taxes prior to the enactment of the NGPA to allow producers to recover this

cost in their rates; and

Whereas, in 1986 and 1987 in response to petitions filed at FERC challenging the
inclusion of the costs of property taxes in rates, FERC in each instance reaffirmed its
prior rulings under the NGPA to allow the recovery of those costs in the producers’

rates; and

Whereas, in 1993, five years after the United States Court of Appeals, Washington DC
Circuit, ordered FERC to explain its prior rulings, FERC unexpectedly reversed its 19
year precedent of allowing the recovery of tax costs and ordered refunds retroactive to

1988; and

Whereas, the natural gas producers operating in Kansas paid the ordered refunds,
including interest, but then in 1996 the United States Court of Appeals, Washington DC
Circuit, added five years of retroactivity to the FERC order by ruling that refunds

should begin to run from 1983, rather than 1988; and

Whereas, as a result of this order, the producers were ordered to refund an additional
$125 million representing the principal amount of property taxes collected from 1983
through 1988 plus an interest penalty for this extended period which is estimated to be

$210 million through 1997; and

Whereas, the imposition of the $210 million interest penalty for the extended period,
particularly in light of administrative delays exceeding 10 years, further exacerbates the
serious financial harm done not only to the gas producers operating in Kansas, but also
to the state and local economies and governmental budgets that rely on the industry’s

economic base;

Now, Therefore, be it Resolved,; that the IOGCC urges the Congress to enact
legislation to provide relief from the FERC ordered interest penalty that the natural gas
producers operating in Kansas are to-pay on refunds for property tax costs included in

natural gas rates from 1983 through 1988,

S:\RES\99.121.doc
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RPEELE STATE OF KANSAS

BILL GRAVES, Governor SN (785) 296-3232
State Capitol, 2nd Floor FFooL LA 1-800-748-4408
Topcha, Kansas 66612-1590 hang won g FAX: (785) 296-7973

OFFICE OF TIIE GOVERNOR

April 20, 1999

President William Clinton
The White [House

1600 Pennsylvania Avenuc
Washington, D.C. 20500

Dear President Clinton:

I am writing to express my concern about the ramifications of a 1997 Federal Energy
Regulatory Commission (FERC) ruling against Kansas natural gas producers that can only be
described as patently unfair. In short, FERC allowed Kansas natural gas producers to pass
through the Kansas ad valorem tax to consumers for nearly 20 years. Then in 1993, FERC
decided that the Kansas ad valorem tax was not eligible for recovery under the Natural Gas Act
afler all. Natural gas producers exhausted their appeals when the United States Supreme Court

refused to hear the case in mid-1997,

FERC has ordered Kansas natural gas producers to repay ad valorem taxes that were
passed through to consumers between 1983-1988, as well as penalties and inlerest. We estimate
this will cost Kansas producers and royally owners nearly $400 million, two-thirds of which are
penalties and interest. I believe regulated entities are entitled to rely on final Commissions
decisions. Turther, as Governor of Kansas, I find it very difficult to accept the proposition that
those who invested in the exploration for and development of the natural resources-of our state,
for the benefit of citizens of Kansas and other states, would find themselves penalized because
the form of taxation was different in Kansas. 1 have urged the FERC {o waive interest on the

refund, but to no avail.

The largest natural gas field in North America and the second largest in the world is
located in southwest Kansas. Economically, this gas field is Kansas' most important natural
resource. In 1997, it generated approximately 692 million Mcf of natural gas valued al more
than $1.5 billion. In the face of soft natural gas prices over the past year, we estimate that the
Kansas economy has lost $46 million in earnings and 3,380 jobs. The FERC ruling adds to this
already declining situation and will have devastating impacts on Kansas producers, royally

owners and the stale as a whole.

Royalty owners are also impacted by this unfair FERC ruling. Clderly Kansans, widows
and out-of-state decedents are receiving letters from FERC and pipeline companies demanding
payment. In fact, some pipeline companies have stated they will withhold amounts due from
current royalty payments. In most cases, these are people on fixed incomes, their royalty
payment is decreasing because of falling prices and they have no idea what has transpired at the

FERC.
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President William Clinton
April 26, 1999
page 2
As a former Governor I am confident you appreciate the unfairness of this situation in
which Kansas producers relied on federal agency rulings only to be told nearly two decades later

that the agency was wrong and they must pay penalties and interest for the agency’s mistake.
Any assistance you could provide to remedy this extremely unfair situation is appreciated.

Sincerely,
N

Governor

BG:jca



S LIsBY LU 2 FAL SENAIUR PAT RUOBERTS [Aoot

WAnited Dtates Denate

WASHINGTON, DC 20510 =

CONTACT: Betsy Holahan (Roberts) 202-224-4774 ‘ ijf
Erik Hotmire (Brownback) 202-224-6521

FOR IMMEDIATE RELEASE
May 14, 1999 ‘

Senators Roberts and Brownback
to Request GAO Study on Energy Agency

Senators Vow to Continue to Fight for Kansas Gas Producers

WASHINGTON, DC — U.S. Senators Pat Roberts and Sam Brownback today pledged to
continue fighting for Kansas natural gas producers and royalty owpers hit with a $340 r;mllmn
bill when a poverrment agency went back on its word.

The two scnators said they will seek a General Accounting Office (GAO) study of how
any refund money is collected and distributed.

“This is a matter of faimess aud justice for the Kansas gas industry,” Senator Roberts
said. “We will explore all alternatives to correct this injustice.”

Conferees on major budget legislation Wednesday dropped from the bill an amcnd:;n:':nt
by Senators Raberts and Sam Brownback that would have granted partial relief to the Kansas

producers and royalty owners.

Senator Roberts said this action “is the result of misinformation spread by a high-priced
Washington lobby firm paid by those who hope lo line their own pockets at the expense of

Kansas. Simply put, greed overcame fairmess.”

During the era of price controls two decades ago, Kansas producers were told by the
Federal Regulatory Energy Commission (FERC) that they could pass through the cost of a state
tax. The Kansas producers relicd on this and subsequent FERC rulings for more than 18 years,
only to be told in 1993 that the government had changed its mind.

Page [ of 2
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Worse, the federal government told Kansas producers they would have to pay back the
value of the tax, plus interest accrued over nearly two decades. The bill for interest alone was
about $200 million. The Roberts-Brownback bill would have forgiven the interest. :

“The bottom line here is faimess. Americans should be able to count on the word of a
government agency. Thoy should not be penalized for following the rules,” Brownback said.
“There have been a small number of cases like this in recent years and each time Congress has

granted relief.”

The FERC flip-flop has created chaos in oil and gas circles and threatens to bankrupt
many independent producers. In addition, royalty owners and their heirs are being harassed by
FERC for payment of the interest and penalties.

Senator Roberts said there are numerous examples of elderly individuals on Social

Security being harassed by FERC collectors. “Some Kansas hospitals are being solicited by firms
who will — for higl fees — try to get a share of the $340 mullion,” he added.

The senators said there are serious questions about who stands to benefit from amy
collection of the mo1ey. “It will be extremely difficult to send these payments back to onginal
consumers after all 11ese years,” Scnator Roberts said. “There is the real possibility that some
private and public ir dividuals and organizations intend to line their own pockets at the expense
of those who were literally duped by their goverrement. That explains the expensive lobby effort

against our amendme:nt.”
The senators warned that some producers and royalty owners are in no financial shape to
pay thousands of dollars the government says they owe.

“Individuals, private firms and states like Missoun and Colorado may think they have
just won the lottery, but they shouldn’t count their chickens yet. Remember, the money has not

been collected.”

-39- ;
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UNITED STATES OF AMERICA

FEDERAL POWER COMMISSION

Just and Reasonable National
Rates for Future Sales of Natural
Gas From Wells Commenced On
Or After January 1, 1973,

— e

Docket No, R-389-B

REQUEST FOR LETTER OF CLARIFICATION

IN REGARD TO OPINION NO. 0699

Dated: August 26, 1974,

_ Attorneys for .

JAMES E. WELLS
GENERAL COUNSEL

Richard W. Niederhaliser
Assistant General Counsel

LaT s T

State Corporation Commission

. of the State of Kansas.. .

Fourth Floor

"State Office Building

Topeka, Kansas 66612
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UNITED STATES OF AMERICA
FEDERAL POWER COMMISSION

RATES-INDEPENDENT PRODUCER

John N. Nassikas, Chairman;
Albert B. Brooke, Jr.,
William L. Springer, 2

Before Commissioners:

Just And Reasonable National)
Rates For Sales Of Natural)
Gas From Wells Commenced )
Oon Or After January 1, ) Docket No. R-389-B
1973, And New Dedications )
0f Natural Gas To )
Interstate Commerce On OrT %

After January 1, 1973

Opinion No. 699~D

DECLARATORY ORDER ON PETITION
* FOR CLARIFICATION

(Issued October 9, 1974)

ommission of the State of
1974, filed a request

The State Corﬁoration C

Kansas (Kansas) on August 29,
for clarification of Opinion No. 699 concerning the
right of producers making jurisdictional sales 1n
Kansas covered by that opinion to adjust upward the
national rate prescribed therein by the amount of the

Kansas ad valorem tax.

Opinion No. 699 provides in Ordering Paragraph A(3)
gmimeo p. 141) that the national rate established there
Nghall be adjusted upward for all State or Federal
production, severance, Or cimilar taxes * * *'. The

question presented 1is whether the Kansas ad valorem
tax is a similar tax within the meaning 0 the above

provision. A number of other states also have an _
ad valorem tax, and our determination here will not be

Timited to the Kansas ad valorem tax, but will apply

to ad valorem taxes in generadl.

CONTINUED ON BACK

Rush Moody, Jr.,
nd Don S. Smith.
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Docket No. R-389-B - 2 -

As Kansas points out, the bulk of the Kansas

ad valorem tax is based upon production factors, and,
as such, 1s in fact, a severance oOT production tax
merely bearing the title ''ad valorem tax'". The ad

*  yalorem tax in some other states is also similar to a
production or severance tax inasmuch as it is based on
the amount of production and the revenues therefrom.
Consequently, we conclude that it is proper under
Opinion No. 699 for producers to adjust the national
rate upward for a state ad valorem tak where such tax
is based on production factors. '

The Commission orders:

Under Ordering Paragraph (A) (3) of Opinion No.
699, mimeo p. 141, if a state ad valorem tax is based.
on production factors it shall be deemed to be includec
as a "similar tax' as that phrase is used therein, and
the producer may adjust the national rate upward for
such tax.

By the Commission.

(SEAL)

Kenneth F. Plumb,
Secretary.

FEDERAL POWER COMMISSION

WASHINGTON, D. C. 20426

EQUAL OPFORTUNITY EMPLOYER POSTAGE AND FEES PAID

" FEDERAL POWER COMMISSION
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EXTENSION OF REMARKS
REPRESENTATIVE DENNIS MOORE [KS - 03] PR AT
JULY 27, 1999

RELIEF FROM INTEREST AND PENALTIES ON FERC REFUNDS

Mr. Speaker, on July 29, the House Commerce Subcommittee on Energy and Power has
scheduled a hearing on H.R. 1117, legislation introduced by my colleague from Kansas,
Jerry Moran, and cosponsored by the entire Kansas House delegation.

This legislation would provide relief from unfair interest and penalties on refunds
retroactively ordered by the Federal Energy Regulatory Commission. Tor two decades,
FERC allowed gas producers to oblain reimbursement for payment of the Kansas ad
atural gas. In a series ol orders, FERC repeatedly realfirmed the rights
of gas producers to collect the ad valorem tax, rebuking various challenges to this
practice. In 1993, however, FERC reversed 19 years of precedent and ruled that the ad
valorem tax had not been eligible for reimbursement. FERC has since ordered all
producers operating during a five-year period in the 1980s to refund both principal and
associated with the reimbursement of the ad valorem tax.

valorem tax on n

interest

With this legislation hopefully headed toward consideration by the full House of

am taking this opportunity to place in the Record a letter recently sent
wler Anthony [Hensley to House Commerce Commiltee
ative history of ad valorem and

Representatives,
by Kansas Senate Democratic Lei
Ranking Democrat John Dingell, concerning the legisl

severance taxes in Kansas. This background will be very helpful to our colleagues as

they review this issue in the weeks ahead.
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Honorable John D. Dingell
June 18, 1999
Page 2

In 1981, the State of Kansas needed additional funding for education, roads and infrastructure, and Governor
Carlin began studying the potential for a severance tax. One of our state’s most valuable natural resources
was being depleted and consumed out of state, pipelines were strewn across Kansas, drilling equipment was
taking its toll on Kansas roads and infrastructure, and little benefit was being derived by Kansas government.
The price of gas at the wellhead, sold in interstate commerce, was being controlled by the federal government
at prices far below fair market value, resulting in the transfer of enormous wealth from Kansas to out of state
consumers. Texas, Oklahoma, Colorado, Wyoming and other states were collecting taxes on oil and gas at

over twice the Kansas tax rate.
1, when added to the existing ad valorem tax, would be
llected in other producing states. The legislature studied

various severance tax proposals for three years. Oil and gas severance and property tax inneighboring states
were studied carefully. A comparative chart used by the Senate Tax Committee in passing the severance
tax is enclosed with the attached Memo of Severance and Property Taxes prepared by the Kansas

Legislative Research Department during the 1981 severance tax debate.

Governor Carlin proposed a severance tax whicl
comparable to the taxes on oil and gas production co

One of the issues raised during legislative debate was whether both a severance tax and an ad valorem tax

on gas could be added to the maximum lawful price of gas as established by
Commission (FERC). We were advised that this was allowed in Wyoming, Colorado and other producing
states, and that FPC Opinion 699-D allowed the pass through of the Kansas ad valorem tax. This Opinion
had been specifically requested by the Kansas Attorney General and the Kansas Legislature relied on Opinion

699-D without further question.

Finally, in 1983, the KansasLegislature passed a severance tax “inaddition to” the existing ad valorem tax.
A credit against the severance tax for ad valorem taxes paid was added to the bill resulting ina 7% severance
tax on gas and a 4.33% tax on oil. Clearly, tax policy for our state was based on the Legislature’s reliance
on FPC Opinion 699-D. Were it not for our reliance on Opinion 699-D, the severance tax would not have
passed without amending our state's ad valorem tax to conform to federal requirements for pass through of

both the severance and ad valorem taxes as was done in Wyoming and Colorado.

When Kansas passed the severance tax in 1983, Northern Natural Gas Company asked the FERC to
Loth a severance tax and

reconsider its Opinion 699-D to prohibit Kansas producers from passing through both a s¢
a property tax. They were denied twice by the FERC. In 1988, Colorado Interstate Gas Company appealed

the FERC decision to the Washington, D.C., Circuit Court of Appeals. [ am sure you are familiar with the
whole scenario that has followed. Nincteenyears aflter Opinion 699-D was issued, the FERC, with incentive
from the Washington, D.C., Court in the Colorado Interstate Case, reversed itself. Later the court would
require retroactive refunds to 1983 based on notice of hearings published in the federal register. Now,
because the Kansas Legislature relied on Opinion 699-D to pass a severance tax without adjusting the
methodology by which the Kansas ad valorem wax was calculated, many Kansas independent oil and gas

producers are devastated.

the Federal Energy Regulatory
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June 18, 1999

Honorable John D. Dingell

U.S. House of Representatives

Committee on Commerce

Room 2125-Raybum House Office Building

-Washington, DC 20516-6115

Re: Kansas Ad Valorem Tax refund detrimental reliance on federal law

Dear Congressman Dingell:

OnJune 8, 1999, the House Energy and Power Subcommitte

refund issue. This issue is extremely important to the St

industries, the production ofoil and gas. Asa 23-year veteran of the Kans

Leader of the Kansas Sen
(0 alleviate what I believe is a serious miscarriage of justice.

[ was a member of the Kansas Legislature in 1983 when Go

passage of a severance tax on oil and gas. Prior to 1983,

valorem tax. At thattime, the ad valorem t
revenue used by counties and local school districts.
taxes in place for many years equalto 7.085%1t07.5
a 4% severance tax on oil and gas “in additionto” a 6.5
of 10.5%. Likewise, Colorado had a severance tax on gas ranging from

property tax, for a total tax burden of 7.4% to 10.4%.

As you know, federal law allowed purchasers toadd all of thes

(FPC) maximum lawful price when purchasing gas. In Wyon

a properly tax were permitted to be added to the maximum law

a property tax, however, because 0

the 7.5% severance tax (o the FPC maximum |

clarification from the FPC to determine whether Kansas’ ad valoremt

maxinmum lawtul price. In 1974, Opinion699-Dc

as a law ful addition to the price.

ate, lam writing to request your supportof Congressman

ax took approximately 3.1% of the value of pr
Oklahoma and Texas, on the other hand, had severance

o4 of the value of gas production. Wyoming hadinplace

% property tax on oil and gas for a total tax burden
prop
2%-5% “in addition to” a 5.4%

f the way its property tax was structured, it was
awful price. The Kansas Altomey General requested

ax could lawfully be added to the FPC

larified this issue and did allo

COMMITTEE ASSIGNMENTS
VICE CHAIRMAN CONFIRMATIONS OVERSIGHT
MEMBER EDUCATION
INTERSTATE COOPERATION
KANSAS INC
LABOR EDUCATION CENTER
ADVISORY COUNCIL
LEGIS. COORDINATING COUNCIL
LEGIS. POST AUDIT
STATE FINANCE COUNCIL
UTIUTIES
WORKERS COMPENSATION
FUND OVERSIGHT

e held a hearing on the Kansas Ad Valorem Tax
ate of Kansas and one of our most important
as Legislature and as the Minority

Jerry Moran’s legislation

vernor John Carlin promoted and obtained
Kansas did not have a severance tax, only an ad

oduction and was

e taxes on to the Federal Power Commission’s
ring and Colorado, both a severance tax and
ful price. Texas had both a severance tax and

allowed to add on only

w the Kansas ad valorem tax



Honorable John D. Dingell

June 18, 1999

Page 3

.ot to determine the reliability of Opinion 699-D? Should

What could the Kansas Legislature have d.
same issue? Would that have allowed Kansas to rely on the

we have asked for a second ruling on the
Opinion? Would three, fouror five opinions have allowed Kansasto rely onthe ruling? Was there someone

the State could have sued to get final determination that we could rely on before we passed the severance

tax? How can a state ever rely on a federal regulatory ruling ifa courtcan in the future retroactively change

the law and require innocent victims who complied with the law to refund large sums of money with interest?

Cerlainly Kansas producers have done their part to pr-  consumers with an abundant supply of clean,

But why are consumers up in arms? In 1998, the price of natural gas paid to producers at the

cheap fuel.
at the residential burner tip,

wellhead in Kansas averaged less than $1.96 per mcf. The price of natural has
however, averaged $6.82 in the U.S.A., with prices ranging from less than $5 to over $12 per mcf from time
{o time. Since FERC Order 636 passed, the price of natural gas paid to producers at the well head has gone
down while the priéf: ofnatural gas paid by residential consumers has gone up. The middlemen’s share of
the residential consumer's dollar has increased from 59% to 73% while the producer’s share has decreased
from 41% to 27%. Both producers and consumers are losers in this environment while the giant interstate

pipelines and local distribution companies have seen profits rise dramatically.

Now, I understand, the primary beneficiaries of deregulation - the interstate pipelines and local distribution
and Power Subcommittec: . the name of consumer protection. How
much of the refund will ultimal ach the consumer is unde: ned at this time, butam advised thatany
residential consumer likely wi: ive no more than $15 over a period of time. However, the total of these
de minimis refunds, and what 1s not passed through to the consumer, equals the estimated drilling and

exploration budget for all of Kansas for the next three and one-half years.

companies - are before the En

As Democrats, we need to stand up for what is right and fair in America. Consumer protection is an
enormously powerful political force but honest, hardworking producers deserve no less. Kansas producers
were perhaps the only innocent parties in this entire scenario, caught between consuming states whose people
believe they have a right to cheap fuel, and the governments ofproducing states who believe they have a right

to tax oil and gas producers into oblivion.

[ do not believe that consumers in Kansas, Missouri, Colorado,

This is not a consumer protection issue.
Simi this restorative reversal of law by the Federal Energy

Michigan or any other state wili benefitinany way fromnit
Regulatory Commission. A minuscule refund to a long lost consumer cannot offset the losses which will

result from the destruction of honest, hardworking, productive citizens. Exploration in Kansas is almost totally
dependent on small independent operators who provide an invaluable resource to consumers across this
country. The destruction of this vital Kansas industry is not inanyone’s best interest. I strongly urge you to
support Congressman Moran’s legislation to eliminalte this serious injustice.

oty

Anthony Hensley
Kansas Senate Minority Leader

Sincerely,

cc: Congressman Jerry Moran
Congressman Dennis Moore

o
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February 17, 1981

Kansas Legislative Research Department
Revised March 18, 1981

SEVE

RANCE AND PROPERTY TAXES
ON OIL AND GAS

Background

This memorandum
taxes levied on oil and gas prope
surrounding Kansas. A summary O
states is contained in Table 1.

an overview of the severance taxes and property

presents
cties in the major producing states and the states

f the severance tax rates and property taxes in such

Severance Taxes. A severance tax is a tax imposed on the production, or
tha "severing," of a mineral from the earth. The production of the mineral may be
easured either by the value or the volume of the mineral produced. Among states

uction, some tax the gross value of

basing a severance tax on the value of prod
productiod, while others tax a net value figure, allowing deductions for expenses such as

transportation costs, federal or state royalties, losses from evaporation or uneconomie
production, and disposal of useless byproducts such as salt water. The rate of severance
taxes based on value may pe a fixed percentage of value or may be graduated to apply
lower rates to low-income oF Jow-production wells.

presented for imposing a severance tax Is that the
the irretrievable loss of a nonrenewable resource and
for the cost to the state's residents resulting from the development of that resource.
States which have imposed severance taxes have used those tax receipts for various
purposes, including school finance, property tax relief, highway fInance, creation of
trust funds, and distribution to local governmental units.

or "in addition to" property taxes
pts oil and gas properties

The rationale usually
state should be compensated for

"in lieu of

A severance tax may be either
severence tax exem

on ail or gas properties. An vin leu of"
from the general property tax.

property Taxes. Taxes on real and personal property have traditionally been

a major source of funding for the activities carried on by state and local governments.

Applying & property tax to oil and gas properties typically involves determining the

States

value of minerals in the ground and the value of the production equipment.
imposing property taxes have usually chosen - one of three methods to value the
minerals: value of production; formula valuation; or token assessment.

coduction assessment applies the property tax levy to the value of

either gross ar net value.

reserves by estimating the average life
roduction.

Annual
production, which might be

tempts to value

Formula valuation at
he estimated value of future p

Faormua ¥
of a well, rate of discount, and t

Token assessment would apply the property tax to & minimal amount of

value, either per acre of lease or per well.



National Summary
ve been enacted in 27 states, including

Severance taxes ofl oil and gas ha
rance taxes based on the

K ansas which have enacted relatively minor seve
ec than revenue, purposes. Seventeen of those

duction foc regulatory, rath
ance taxes — a tax at the rate of 2 percent or

97 states have enacted "significant” sever
more of value. Six of the 17 states with significant severance taxes Impose thelr tax in

lleu of the property tax.

states such as
yolume of pro

Kansas

Qil and gas leaseholds, including royalty interests and equipment used in
roduction, are assessed as tangible personal property in Kansas. Guides for assessing
oil and gas properties have been pre5cribed by the Director of Property Valuation,
Department of Revenue, for use Dy county appraisers. After appraised values are
determined, the properties are assessed at 30 percent of such values and are subject to

the total general property tax cate according to the situs of the property.

According to Table 3, prepared b
Property Valuation, oil and gas properties pa
1980, up from $60.5 milllon in 1979.

y the Department of Revenue, Division of
id almost $95 million in property taxes in

According to the Kansas Qeological Survey, oil and gas production in Kansas

for the last.two years was as fallows:

1979 1980
Value VYalue
Unit Quantity $(1,000) uantit $(1,000)

1,000 barrels 56,995 $1,245,015 60,140 $2,049,581

oil
Gas million cubic '
feet (m.m.c.f.) 804,535 548,693 772,998 643,134
Natural Gas
Liquids 1,000 barrels 33,888 292,791 34,000 352,512
. $2,086,499 53,045,22‘?
o [J"i 2

'_ .'. i of

e oil and gas property tax figures,
{ value and 2.9 percent of value in 1
perty taxes to value varies from lease to leas

property taxes statewide
980 and 1979, respectively.

Thus, using the abov
e and county to

averaged 3.1 percent o
Of course, the ratio of pro
caunty.

; The biggest factor in the increase in property taxes between 1979 and 1980
was the Increase In the price of oil. ‘The calculation of the value of the gross reserves
of oil is the most important step in valuing the oil lease. This value is calculated by
multiplying the total annualized production for the previous year times a net price
figure times a present worth factor. In the 13979 Oil and Gas Appraisal Guide, the

d for approximately

highest price of stripper oil was $16.10; in 1980, this same oil sol
$38, and the net price figure used in the 1980 Guide was $31,56, These price figures

reflect actual selling prices of oil and the world-wide increases in prices. The 1981 net

price figures are not yet available.
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Guide were also higher than those in the
hat the equipment values had not been

updated for several years and reflected the increase in the value of equipment that has
accompanied the increase [n the price of oil. The number of years of income considered

was raised from five to eight years; this also raised the valuation of the property.

Equipment values shown in the 1980

1979 Gulde. This Increase was due to the fact t

Guide would have had the effect of
iscount factor and changing the low
of money to be
is a reduction for

flected in the 1980

s were ralsing the d
r reflects the present value

The low production credit

Several changes re
lowering values. These change
production aredit. The discount facto
received at a specified time in the future.
wells with very low production levels.
nclude accounting for differences in production
Kansas wells. One such difference Is
for the shallow eastern Kansas wells,
Hansas wells.

es in the 1981 Guide i
n eastern and western
a 5 year income
d for the deeper western

Chang

quality and expenses betwee
“Guide will consider

that the 1981
while an 8 year income will be use

In addition to the property l&X, oil and gas producers, like other businesses,

also pay sales and income taxes. 0il and gas producers also pay taxes oc fees for anti-
pollution and conservation activities of the state. The oil and gas production tax, for
pollution control, is levied at the rate of $.001 per barrel for each barrel of oil and
§.00005 fcr each one thousand cubic feet of gas produced. The conservation assessment
is $.003 per barrel of oil and $.0008 for each one thousand cuble feet of gas.

The Federal Energy Regulatory Commission bas ruled that the Kansas
has allowed this tax to be "passed-

property tax is essentially based on production and
on" to consumers, More than one production tax on natural gas (the only type of energy

production whose price is still controlled) may be passed on. Both the property tax and

the two regulatory taxes in Kansas are currently being passed on.

F.E.R.C. have also reported that natural gas producers are able to pass-on more than
trastate and interstate sales of natural gas ere taxed

one production tax, BS long as in

equally.
A saverance tax, if enacted in Kansas, would have an fmpact on oil and gas

property tax appraisals by lowering net prices figures used in the Guide. The Gulde uses
the price actually paid to the producer on January 1 of the assessment year less state
and federal wellhead taxes levied on value or volumes produced, and less applicable
wransportation charges. Thus, the federal Crude Oil Windfall Profit Tax (WPT) was
his memorandum is a summary of

deducted from the sales price of oil. (appended to t
the Windfall Profit Tax.) An 8 percent severance tax could lower the net price figure

per barrel for oil from $31.70 to $29.16, as follows:
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$38.00 current sales price - 1 barrel of oil

-17.00 base price for W PT
21.00 windfall profit for WPT
x 30% WPTrate for independents on stripper oil

—5.30  WPT liability

current sales price - 1 barrel of oil

-6.30 WPT liability
net price with WPT

$21.00 windfall profit for WET
WPT severance tax adjustment (3%)

~19.32 net windfall profit
x__30% WPT rate for independents o
5. 80 WPT liability

n stripper oil

$38.00 current sales price - 1 barrel of oil

X g% severence tax
$ 3.04 severance tax liability

$ 5.80 WPT liability

_+3.04 severance tax liability
S §.84 WPT and severance tax liability

1 barrel of oil
tax liability
and 8% severance tax

$38.00 current sales price -
-3.84 WPT and severance
$29.16  net price with WPT
The Legislative Research Department is not yet able to estimate tha effect of a
eduction in the net price figures does not

severance tax on property tax appraisals. AT
necessarily mean that assessed valuations of oil and gas properties will fall — but it

does at least mean that such valuations would not be as high as they otherwise might be
if no severance tax were enacted. Decontrol of all oil prices, and rising prices for oil
and gas are some [actors that could lead lo [ncreases on oil and gas valuations, even if a

severance tax were enacted.
ansas Attorneys General have stated that

either an "in addition to” or win lieu of" severance tax could be constitutionally enacted
in Kansas. Article 11, Section 1, of the Kansas Constitution specifically authorizes the
legislature to classify "mineral products" for purposes of taxation. In an opinion dated

September 13, 1954, the Attorney General concluded:

At least two opinions of former K

tion or severance tax would

w . . it is our opinion that a gross produc
probably be constitutional if levied to the exclusion of property taxes or if
mineral products, e do not believe

levied in addition to property taxes on
that a provision exempting the equipment and other property used in
production would be constitutional.”

s confirmed In another opinion, dated June 5, 1969:

The above opinion wa



g2 R ™
Ol L OE BB OB W .« B OB e i e
w B

nwe have studied the (1954) opinion and sgree with his conclusion stated
' to find any recent case which would alter that
conclusion. ¢ Howaver, we would agaln emphasize that a severance tax act
could not exempt the 'equipment and other property used in the production
of oil and gas from ad valorem taxes."

f

i

therein.

on oil and gas production was enacted on the last

day of the 1957 Sé_;@_sion. This tax was an 'f[n addition to" severance tax. During the
first six months after enactment, over 2 million was collected. This tax was held to be

invalid by the Kensag Supreme Court, however,{n the case State, ex. rel. v. Kirchoer,
182 Kan. 437 (1958). iThe Court held that the bill"enacting the tax was unconstitutional
because the subject ofithe act was not clearly expressed in its title.

4
A 1 petcent severance (ax

v

N



T T E LR SN Nl ERE =)

OIL AND GAS SEVERANCE AND PROPENRTY TAXES IN MAJOR PRODUCING AND NEIGHDORING STATES
Severance Taxes (not Including regulatory taxes)

Severance Tax Excemptions \ 1980 Property Tax as
Qil Severance In Lieu of or Other Estimated Percentage of
State Tax Rate Property Tax  Lower Nates Minerals Taxed Value of Production
Alaska 12.25% No No Gas-10% NA
California — No No - 3.8% (Includes equipment)
Colorada 2%-5% No ‘i’es(1 Gas-2%- 5‘)6 Coal-60 cents -~ 5.4% (percentage does not
- par ton, indexed to price; \n‘rcrude tax on equipment)
oil shulc—4‘)6; metallic
minerals
KANSAS - - - - ¢ 3.1% (iRcludes equipment)
Louisiana 12.5% Yes Yes(2 Gas-T cents per m.c.[.; -
coal-10 cents per ton;
_gravel; marble; ores; salt;
sand; shells; stone; sulphurj
timber
Mississippi 6.0% Yes No Gas-6%; salt 2
Necbraska 2% No Mo Gns—?.% ) NA
New Mexico 1.75% plus privilege No Yes(3 Gus—ll 1 cents per m. c.f (/1.6%/(?ncludes equipment)
tax of 2.55% (includes surtax tied to g
C.P.1) plus privilege tax
of 2.55% of value; Coal-
$.57 per ton plus surtax
tied to C.B.1.; Uranium;
other minerals
Morth Dakota 5% plus 6.5% Yes Yes(d‘ Gas-5%; coal-85 cents per —
oil extraction tax Lon; lndexed for Inflation
Qklahoma 7.085% Yes Ho(‘5 :‘Gas—? 085% asphalt; lead; —
zinc; jack; gold, silver; or
other ores
South Dakota  4.3% Ho(6 Mo Gas-d. S%' coal-4.5% NA——x
Texas 4.6% Na No _ Gaa—-T 5% sulphur; cement___ 2.0% {percentage does not
T inclucde tax on equipment)
Wyaming 4.0% Mo YCS{T

(Gas-1%; Coal-10.5%;
Uranium; Trona; Oil

shale-2%

AT AT Ciata Tav Cuide Cammeree Cloarine 1Touse, and conversations wilh stale offliclals

wgcmtage does nol
holude tax on equipment)

=
N
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1)

TABLE 1 FOOTNOTES

2)

3)

4)

5)

6)

7)

" defined as market value at wellhead

gas Is based on "gross income,
ted for Colorado and federal income

{ the severer's income ag compu
hichever is higher.

Tax on oil and
or the value 0
tax cepletion purposes, w

. Rate

Gross Income of Tax

Under $25,000 2%
$25,000 and under $100,000 3%
$100,000 and under $300,000 1%
5%

$300,000 and over

Stripper oil wells (less than 10 barrels per day) are exempt. A creditis allowed for
87.5 percent of all property taxes paid during the tax year, excluding property
taxes upon equipment and facilities.

Oil: Wells Incapable of producing more than 25 barrels of oil per day which also
produce at least 50 percent salt water per day, 6% percent; wells incapable of
producing more than 10 barrels of oil per day, 3 1/8 percent; natural gas liquids, 10
percent; gas at 15.025 pounds per square [nch pressure, 7 cents per m.c.f.; gas from
oil well at 50 pounds per square Inch pressure; 3 cents; gas [rom well [ncapable of

producing average of 250,000 cubic feet per day, 1.3 cents. Working interest
ell that discover a new field are exempt from 50 percent

owners in an oil or gas w
of all severance taxes for the first 24-months, up to a certain amount.

allowed if a contract entered into by producer prior to 1-
n does not allow the producer to obtain reimbursement
from the purchaser for all or part of the inecreased severance tax (rates were

revised July 1, 1980). When computing the value of oil for the severance tax or the
value of oil and gas for the privilege tax, a deduction is allowed for royalties paid

to the United States, the state of New Mexico or any Indian or Indian tribe, as well
as (o the reasonable expense of trucking any product to market.

ed amount of royalty interest oil {s exempt from the oil

A severance tax credit is
1-77 oc a federal regulatio

Oil: stripper oil and a limit
extraction tax.

Former lower rates on low-producing oil or gas wells were repealed in 1980,

No personal property is taxed in

rves are not subject to property tax.
of realty is subject to

Mineral rese
and gas equipment forming a part

South Dakota, so only oil
the property tax.

0il: stripper oil taxed at 2 percent rate.

2
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TABLE 2

SUMMARY OF PROPERTY TAXES IN STATES LISTED IN TABLE 1

valuing oil and gas properties in California has been reported to be the
"higgest problem under Proposition 13." State uses a {ormula valuation procedure, using
1975 values, plus 2 percent increase per year. Property tax treatment of oil and gas [s

currently under legislative study.

california.

87.5 percent of the value of production; stripper at

en applied to assessed value, averaging 62 mills in

Colorado. Oil and gas assessed at
d at 30 percent of 1973 market

75 percent of yalue. Mill levy is th
the highest producing counties. Equipment is assesse
value, with the use of a state appraisal guide.

KANSAS. Uses formula valuation for appraisal, assessed at 30 percent, then mill levy
applied to assessed value.

Nebraska. Uses same basic appraisal technique as Kansas.

co. Has an ad velorem production and an ad valorem equipment tax.

New Mexi
d. No personal property is taxed.

South Dakota. Oil and gas reserves are not taxe
nly to eguipment forming a part of

Therefore, the property tax on oil and gas applies o
the realty.

ed by each taxing unit. In 1982 appraisal will be done
a standard appraisal guide. Reserves valued on

Texas. Property currently apprais
t valued separately as personal property.

by one countywide appraisal using
formula valuation method. Equipmen
ying mill levy to full market
d at 25 percent of Its 1967
be 1981 replacement

is calculated by appl
e ground is value

Wyoming. Property tax on reserves
for equipment values may

valua of production. Equipment abov
replacement cost; in 1982 the base yeer

cost.
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SOUTHWEST KANSAS ROYALTY OWNERS ASSOCIATION
Pa Os BOX 250
Hugoton, Kansas 67951
(316) 544-4333

February 19, 1999

SWKROA EXECUTIVE SUMMARY
ON AD VALOREM TAX REFUND ISSUE
FROM A ROYALTY OWNER’S PERSPECTIVE

Background - House Bill 2419

The controversial ad valorem tax refund issue continues to be a
high priority concern for our members. As reported in earlier
issues of the. SWKROA newsletter, the 1998 Kansas legislature passed
important legislation, House Bill 2419, which was an acknowledgment
by the Kansas lawmakers that the statute of limitations governing
the recovery of ad valorem taxes on royalty interests during the
years from 1983 through 1988 had expired, and that any claim for
refunds to be owed by royalty interest owners were uncollectible.
Governor Graves signed this bill into law at a ceremonial signing
on April 20, 1998 at the 50"" Annual meeting of the Association, and

became effective April 30, 1998.

Such legislation was gpecifically targeted at the September 10,
1997 Federal Energy Regulatory Commission which ordered first
gellers of natural gas to make refunds of reimbursement for Kansas
ad valorem taxes paid from 1983 to 1988, including reimbursements
attributable to royalty interest owners. The legislation declared
that “.... no first seller of natural gas shall maintain any action
against royalty interest owners to obtain refunds of reimbursements
for ad valorem taxes attributable to royalty interest (including
overriding royalty interests), or by the Federal Energy Regulatory

Commigsion{on September 10, 1997)."

Further, the legislation declared that under Kansas law that: “The
period of 1limitation of rtime for commencing civil actions to
recover such refunds attributable to reimbursements of ad valorem
taxes on royalty interests during the years 1983 through 1988 has
expired and such refunds claimed to be owed by royalty interest
owners are uncollectible;” and that "“first gellers of natural gas
are prohibited from utilizing billing adjustments or other get-offs
as a means of recovering from royalty owners any such claimed

refunds...”
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FERC action on House Bill 2419

Wichita attorney, Ralph R. Brock, who represents geveral
independent gas producers and who has been active on this igsue,
recently opined the position of the gas producers in an article
declared that, "FERC has no jurisdiction over the royalty owners to
order them to refund tax reimbursements because they did not sell
the gas. They are not first sellers who violated MLPs (the maximum
lawful prices under federal pricing schemes) The only exception
would be if they took their gas 1in kind and then sold it. Since
the sales are made by the working interest owner, he ie liable for
the refund of the working interest gas sold by him, including the
royalty attributable to his working interest. However, by
receiving tax reimbursements which have to be refunded, the royalty
interest owner has been overpaid on his royalty and the working
interest owner has a claim against him to recover the overpayment

when the working interest owner makes the refund.”

1998, in order to determine whether FERC would honor
this legislation by finding that it renders recovery of royalty
refunds uncollectible from the royalty owners and thereby grant a
waiver of those refunds, a number of producers filed a Motion in
all of the pipeline dockets for a waiver of their royalty interest
refunds or alternatively for a generic waiver as Lo all refunds
attributable to royalty interests. »ublic Service Company of
colorado, et al., Dockets Nos. RP97-3639, et al. This Motion
attracted numerous interventions, answers, and comments, both in
support and opposition. The Motion was vigorously opposed by the

pipeline and gas distribution companies.

on May 19,

Oon November 2, 1998 FERC denied the Motion. On the question of
whether the Commission should waive the royalty owner amount of the
refund obligation on a generic basis, on the basis of the statute
of limitations provision of the newly enacted Kansas legiglation,
the Commission found that, “the recent Kansas legislation does not
justify waiver of the producer’s obligation to refund the royalty
owner’s share of the refund.” The Commiesion stated that the
purpose of Kansas House Bill 2419 appears to have been to trigger
the Commission’s Wylee (Wylee Petroleum Corp.. 33 F.E.R.C. (CCH)
61,014 (1985)) standard for finding the refunds attributable to the
to be uncollectible, thereby leading the Commission
bligation to refund thoge amounts to their

royalty owner
to waive the producer’'s o

customers.

wThis order only addresses the

The Order of Denial concluded that
2419 justifies waiver of ad

ijggue of whether Kansas House Bill No.

fa
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valorem tax refunds. The Commigsion recognizes that there may be
other Kansas statutes of limitation, such as the general contract
statute of limitation in K.S.A. § 6§0-511, which might gatisfy the
Wylee uncollectibility gtatutes of limitation in this order, since

they have not been raised by the parties.”

A request for rehearing was filed. Kansas State Senator Stephen R.
Morrisg, Hugoton, who introduced the original bill (Senate Bill 685)
which eventually became House Bill 2419, was very concerned Dby
FERC's decision. In a sworn declaration before FERC on the

rehearing, he stated that,

“Based on my discussions with my genate colleagues on the
Ways and Means Committee, our intent in introducing SB
6§85 was to simplify, clarify and codify existing Kansas
law, so that the public would have full knowledge that
the five-year statute of limitations on bringing actions
on contractual matters set 'forth in K.S.A. 60-511 applies
to oil and gas refund matters. Thus, it would
gpecifically apply to first sellers’ attempts to collect
ad valorem tax reimbursements from royalty owners,
regarding ad valorem taxes paid from 1983 to 1988. SB
685 was not intended to create a new and different
statute of limitations, and SB 685 does not do so. I
also explained this need for SB 685 at a hearing held on
the bill before the Senate Energy and Natural Resources
Committee on March 23, 1998. Based upon my discussions
with my senate colleagues on the Energy and Natural
Resources Committee after receiving testimony, both
written and oral, the committee also believed that the
existing five-year statute of limitations in K.S.A. 60-
511 prohibits first sellers from bringing an action
against royalty owners for all claims that are greater
than five years old. I and my colleagues were concerned
that royalty owners may not be aware of the relevant
atatute of limitations...A conference committee report on
HB 2419 was adopted by the Senate on April 2, 1998 by a
vote of 38. yeas and 0 nays, and by the Houge of
Representatives on April 8, 1998 by a vote of 120 yeas
and 0 nays. The governor sgigned the bill on April 20,

1998.

“The purpose of simplifying, clarifying and codifying the
existing five-year sgtatute of limitations on actionsg in
contractual matters, so that it specifically applies to
first sellers’ attempts to collect ad valorem tax

%\
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reimbursements from royalty owners, was to prevent
‘unnecessary litigation on such matters. Litigation by
each royalty owner over claims which are barred by the
statute of limitations would needlessly expend

substantial resources of Kansas citizens and courts.”

However, in spite of the clear indication of the intent of the

legislation, on February 16, 1999, FERC denied rehearing on its
November 2, 1998 opinion regarding the Kansas statute. FERC stated
that, ‘“nowhere in the motion (for rehearing) was there any
reference to K.S.A. 60-511." Further, in discussing the statute of
limitations arguments FERC opined that, "“for example, there is the
question of when the producers’ cause of action arose against the
royalty owner which commenced the running of the statute of
limitations! five year period. Since the refunds cover payments in
the 1983-1988 period, payments to the royalty owners undoubtedly
took place more than five years ago, and royalty interest owners
could assert that K.S.A. 60-511 bars any recovery from them.
However, if the causc of action for recovery from the royalty owner
were deemed to have arisen only when the Court issued the 1996
ruling that the add-on was illegal back to 1983, K.S.A. 60-511
would not bar recovery. These jissues are for a court to

determine.” (Emphasis ours)

e spirit and intent of House
Commission adopted the Wylee
template a specifically
h as Kansas House Bill

FERC seems to have clearly ignored th
Bill 2419 by declaring that when the
standard for uncollectibility it did not con
created, ad hoc statute of limitacions suc
2419, crafted to apply to a gpecific situation.

Aftermath of FERC decisions

at the FERC level. Association

The “breakdown *“ of the process
General Counsel, Gregory J. Stucky, summarizes the impact of the
FERC decision. On or about March 9, 1998, producers had to pay
over money attributable ¢to unlawful ad valorem tax payments,
including sums attributable to their royalty owners, to the
pipeline companies or place the money into escrow if there was a
dispute about the amount of money due pipeline companies from
producers. Although the escrow procedures were intended only to
be used when amounts actually were in controversy, many, if not
most, producers, both large and small, used the escrow "“loophole”
to pay virtually all the money which the pipeline companies claimed
they owed into escrow, because the producers wanted to preserve
every possible defense. The FERC now has before it a multitude of
issues from a multitude of producers that it must deal with in

=



T219-1999 Y, 23AMH

FROH KRAMER., NORDLIMG 316 544 2230

Page 5

With only a couple of staff

connection with the escrowed money.
if not years,

members working on the project, it could take months,
to resolve all the disputes.

The only deadline which the producers are working against at the
moment is March 9, 1999, the date that producers have to notify the
FERC of any amounts that are not collectible from royalty owners.
Brock believes that date may not be a “drop dead"” date, if the
producer can show some justifiable excuse for missing that date.

had numerous calls and letters from
received from their
Several members

The Secretary's office has
members regarding demands which they have

producers for payment of the ad valorem refund.
have even received demands for payment directly from FERC.

Some companies are threatening to deduct the ad valorem tax from a
royalty owner’s current production payments, while some other
companies have already set off against royalty payments to recoup
the tax refurnd. These actions are of great concern to our members

and your Board of Directors.

SWKROA Position

FERC itself created the problem by first determining that the
Kansas ad valorem taxes could be passed through to pipeline
companies, and then later changing its mind, thus creating the
problem that royalty owners pregently face.

This appears not to be a struggle between royalty owners and the
ultimate consumers of the gas, becauge in many instances pipelines,
not their consumers, have been determined by FERC to be entitled to
the proceeds by virtue of settlements previously approved by FERC
in connection with take-or-pay disputes, which releagse language now
has the unintended result of letting pipelines keep the money.

There is also concern that if a producer sets off from current
royalty that it will ‘impact the income tax for the royalty owner.
The company would likely include the recouped amount within the
gross royalty, which means that you would be paying income tax on

amounts you did not receive.

Most of the money at lissue'is interest, which has been accruing at
rates that royalty owners could not make from their own
investments. Although waiting will only mean that interest will
continue to accrue, and with each day, the amount that producers
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may claim against royalty owners may grow, our members should not

voluntarily pay amountsgs attributable to those refunds.

Ag gtated in previous SWKROA newsletters, it is and has always been
the Association’s position that FERC does not have jurisdiction
over the royalty owner under federal law. Further, Kansas law
would govern the statute of limitations applicable to the FERC ad
valorem tax refund issue. As gtated above, Kansas lawmakers
specifically addressed and declared, in House Bill 2419, the issue
that the statute of limitation had already expired and the ad
valorem tax refund is uncollectible due to the expiraticon of the

statute of limitations.

Members should not volunteer to pay the refund, or allow the refund
to be taken from current royalty payments without a decision by a
Kansas Court which addresses whether such refund 1s due by a Kanseasg
royalty owner, including determination of the applicable statute of
and the right of' the producer to set off such tax
refund from royalty. Such royalty owner should also advise his or
her gas producer if they would fall within one of the other
defenses available under Wylee mentioned above. The Association
continues to advise members to consult with their attorneys on this

limitation,

important issue.

Litigation likely to be necessary to reseglve i16BuUEEs.

SWKROA officials have been actively pursuing all means to
forestall, reduce or eliminate the potential impact on Kansas
royalty owners on the ad valorem tax refund issue. The concerns
raised in previous editions of the SWKROA newsletters have caused
the industry to be cautious about taking self help actions against
royalty owners. SWKROA actively worked with gas producers, in a
cooperative gpirit, and with the Kansas Legislature on the passage

of House Bill 2419.

Many of the gas producers have been sympathetic to the plight of
the royalty owners, and have been active in geeking generic relief
from FERC to relieve them from the burden of collecting the ad
valorem tax refund from royalty owners. Obviously, these efforts if
successful would also directly benefit royalty owners by relieving

royalty owners from paying the ad valorem tax refund,

Nevertheless, because of the FERC decisions, both the producers and
the royalty ownerxs are forced to looking to the Courts to resolve
the issues, including the gtatute of limitations and the rights of
the producers to use self help by setting off the ad valorem tax
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refund against current royalties. These options are seriously
being considered by Association officials.

SWKROA goes to Washington, D.C.

on Monday, February 22", Senator Pat Roberts, Kansas, has
graciously agreed to host a meeting with SWKROA officials at his
office to discuss the ad valorem tax refund issues. Also attending
the meeting will be Represeptative Jerry Moran, Kansas, Kansas
Governor Bill Graves, and State Senator Stephen R. Morris, Hugoton.
Representatives from the Kansas Corporation Commission (KCC) also
plan to attend the meeting. Those planning to attend on behalf of
SWKROA are: Phil Dick, President; John Crump, Vice-President; Erick
Nordling, Executive Secretary; and our lobbyist Doug Smith, of
Pinegar-Smith, Topeka. FERC officials have been invited to attend,
but at press time have not committed to attend.

Oon Thursday, February 25, Senator Pat Roberts will host another
meeting requested by Anadarko Petroleum Corporation to discusa a
legislative initiative designed to implement waiver of interest and
uncollectibility of amounte of Kangsas ad valorem taxes paid on
behalf of royalty owners. Repregentatives from SWKROA and KIOGA

have been invited to attend. Executive Secretary Nordling will
attend on behalf of SWKROA.

One of the problems for a Congressional solution is the pexception
that the issue only effects Kansans, even though there are probably
more nonresident Kansas royalty owners than there are resident

royalty owners.

Erick E. Nordling
Executive Secretary

FAWPDATA\CONNIEAS WKROA\Bullctin\wdval exce summary. wpd
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SWKROA IS A PUBLIC
We apologize for the delay in getting this newsletter to you but
have waited to report the latest developments on the Kansas ad

valorem tax refund issue.

LAWSUITS FILED BY PRODUCERS AGAINST ROYALTY
OWNERS _SEEKING KANSAS AD VALOREM TAX
REFUND

Within the past few days, lawsuits have been fifed by three major
gainst their royalty owners claiming refund for

by the

Kansas producers a
Kansas ad valorem taxes paid on behalfof the royalty owners

producers from 1983 to 1988. Tliese lawsuits bring to a lhead the
controversial ad valorem tax refund issue which has been pending

s and which has been the subject mateer of numerous
A brief

for month
SWKROA newsletters during that period of time.

summary of cach of the three suits follows:

Plains vs. First National Bank in Lamar

On July 28, 1999, Plains Petroleum Company filed a class
action in the District Courtof Kearny County, Kansas, in Case No.
99C13, entitled, PLAINS PETROLEUM COMPANY  and
PLAINS PETROLEUM OPERATING COMDPANY, Plaintiffs
vs, FIRST NATIONAL BANK IN LAMAR, Successor Trustee of
the Carl B. Campbell Living Trust; BRADNER A. TATE;
ALBERT A. THORNBROUGLEL; KANSAS MASONICIIOME,
a2 Kansas corporation; H. E. L. TOOMBS; THOMAS JANLES;
MORGAN EXUM PRICE; BANK ONE TEXAS, N.A., Trustce
of the Hugh Exum Price Trust; THE LANDOWNERS OIL
ASSOCIATION, a_Delaware corporation; and OLIVIA FE.
RAMSAY & COMPANY, a Colorado _peneral partncrshig;
Against Themselves and All Others Similarly Situated, Individually
and As Class Representatives, Defendants.

Plains brings this class action to recover from named
Defendants and members of the class overpayments of royaities and
overriding royalties based on Kansas ad valorcm tax payments
reimbursed by Plains’ gas purchasers fromn October 1, 1984,
through December 31, 1986. The proposed class includes all
persons who received, directly or indircctly, royalty overpayments
from Plains during the relevant period pursuant to natural gas
leases and third party agreements entered into with Plains, There
arc approximately 800 members in the class.

In its petition, Plains allepes it has refunded in excess of 4.25
million dollars to its gas purchasers, plus interest on the principal
amaount of reimbursement as ordered by FERC, and has placed in
an interest-bearing escrow account the sum of approximately 1.2

million dollats, all refunds, plus interest, attributable to the royalty
interest of defendants and members of the class, as permitted by

FERC orders.

*

iz

The amount of recoupment sought by Plains against each of th
named defendants ranges from $2,219.20 1o $20,901.20, exclusive
of interest. (Secretary’s Comment: The amount of interest assessed
could double the principal amount claimed to be due and owing.
For example, the interest on the principal amount ol $20,901.20
be owing by one of the named defendants could be

|

claimed to
$40,000.00 or more, for a total refund obligation of over

$6G0,000.001)

Amoco vs. Youngren, et al.

A second petition sceking reimbursement of Kansas ad valorem
taxes paid on behalf of royalty owners was filed by Amoco
Production Company in the District Court of Stevens County,
Kansas on August 2, 1999, in Case No. 99C41, cntitled, AMOCO
PRODUCTION  COMPANY, Plaindff, vs. VINCENT
YOUNGREN, Jr., and ROBERT LARRABEE, individually and

as representatives ol persons or concerns similacly situated,

Defendants.

Amoco brings this action against defendants, Vincent

Youngren, Jr., and Robert Larcabee, individually and  as
representative parties on behalfof members of the class described as
follows: “Dersons or concerns situated similarly to defendants, as
owners of mineral interests in lands burdened by oil and gas leases
owned in whole or in part by Amoco Production Company, gas
production from which was sold by Amoco to Williams Natural

Gas Company under the terms of the 1950 contract.

The petition does not state the number of class members but it
is estimated that royalty owners affected by the suit could total well

over 5,000.

OXY vs. Littell, et al.

The third class action was filed by OXY USA, Inc. on August 2,
1999, in the District Court of Stevens County, Kansas, in Case No.
99C42, entitled, OXY USA, Inc., Plaintiff, vs. OPAL LITTELL,
individually, BONNIE BEELMAN, individually, GILBERT H.
COULTER, _individually, ELIZABETH S. LEIGHNOR,
individually, and OPAL LITTELL and CHERRY RIDER, Co-
Trustees of the Opal Littell Family Trust, and as representative
defendants on behalf of persons or concerns similarly situated,
Defendants.

The defendant class consists of “all persons or entities who own,
or during the relevant time period, owned royalty interests under
oil and gas leases to OXY and who received royalty payments,
directly or indirectly, from OXY onorin connection with natural
gas produced from wells located in the Kansas Hugoton Ficld in the
State of Kansas which payments were made in the form of either (a)
royaltics paidon procccds from ad valorem tax reimbursements, or

P.O. Box 250, Hugoton, Kansas 67951
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y OXY, on the

(b) payments, to the proper taxing authoritics b
xes levied by the

behalfof the royalty owners, with the ad valorem ta
State of Kansas against the royalty owners during the relevant
period.”

OXY brings this class action to recover from class members
overpayments of royalties in connection with natural gas produced
and sold by OXY from wells located in the Kansas Hugoton Field.
OXY claims it made the overpayments based on Kansas ad yalorem
tax payments that were reimbursed by OXY's gas purchasers from
October 4, 1983, through December 31, 1987 (the “relevant

period”).

The petition alleges that class members number between 14,000
and 15,000, and that during the relevant period OXY owned an
interest in approximately 1,500 natural gas wells in the Kansas
Hugoton Field.

The petition further alleges that as required by FERC's orders,
OXY has refunded in cxcess of $12,000,000 to its gas purchasers,
plus jnterest on the principal amount of reimbutsement as ordered
by EERC. In addition, OXY claims it has placed in an interest
bearing escrow account, as permitted by FERC orders all refunds
and FERC prescribed interest therein attributable to the royalty
interest, including roximately six million dollars attributable to

class members. OXY alleges this amount will be held in escrow
while it attempts to recover a like amount from its royalty owners

as required by FERC.
Additional Allegations by Plaintiff Producers

The petitions of both Plains and OXY arc very similarand recite
that during the relevant period referred to in each petition, the price
paid for natural gas by their customers consisted of two
components: (a) the maximum lawful price for the gas as
established by federal law; and (b) an add-on to the maximum
lawful price to reimburse the producer for Kansas ad valorem taxcs
evied against the producer and its royalty owners. Royaltics were

then paid on the same basis.

Each scparate petition of Plains, Amoco and OXY alleges in
substance that as a result of federal court decisions and orders issucd
by the Federal Encrgy Regulatory Commission (FERC), producers
were ordered to refund that portion of natural gas prices paid in
excess of the maximum lawful price attributable to the Kansas ad
valorem tax reimbursements, plus interest, during the relevant
period as defined in each petition, including that portion of the
reimbursement attributable to the royalty interest owners.

Each of the producer plaintiffs in their respective petitions
makes reference to K.S.A. 1998 Supp. 55-1624 (HD 2419 passed
by the 1998 Kansas legislature). HB 2419 provided that the statute
of limitations governing the recovery of the ad valorem taxes on
royalty interests from 1983 through 1988 had expired, and thatany
claim for refunds to be owed by royalty owners was uncollectible.

Both Plains and OXY allege that K.S.A. 1998 Supp. 55-1624
does not bar the plaintiff from setting off or recouping the
overpayments, plus jnterest, against current and future royalty

avments that would otherwise be owed to class members. Itis also
alleged that if the court determines that this statute bars the
plaintiff from taking such action, there should be a determination
whether such Kansas law is constitutional. On the other hand,
Amoco alleges that K.S.A. 1998 Supp. 55-1624 is invalid, illegal

and unconstitutional.

Three Counts Included in Each Pctition

Each petition contains three counts. [n Plains’ petition, Count
One is an action for unjust enrichment; Count Two seeks a
declaration that the action and Plains’ right of set-ofl is not barred
statute of limitations; and Count Three sccks a

any gcncrnl
he action and Plains right of set-offare not barred

declaration thatt
by K.S.A. 1998 Supp. 55-1624, butifthe court determines that the

statute bars Plains from such right to sct-ofl” or recoup its
ovcrpayments, Plains secks a declaration that K.S.A. 1998 Supp.
55-1624 violates the Kansas and United States constitutions. The
counts in OXY's petition arc almost identical.

The counts in Amoco’s petition are the same except it seeks a

declaratory judgment that K.S.A. 1998 Supp. 55-1624 is invalid.

illegal, unconstitutional and ineffective to prevent Amoco from

exercising its right to colleet either t
ad valorem tax reimburscments paid to the

hrough judicial action or non-
judicial action
defendants for the years of 1983 through 1988, together with
interest, as ordered by FERC.

Coulter vs. Anadarko

The Kansas ad valorem tax refund issue is also pending in a
fourth case originn”y filed on October 7, 1998, in the District
Court of Stevens County, Kansas, in Case No. 98-CV-40, entitled,
GILBERT H. COULTER and ELIZABETIIL S. LEIGHNOR,

individually and as represeintative plaintifls on lichalf of persons or

companics similatly _situated, Plaintiffs, vs. ANADARKO
PETROLEUM CORPORATION, Defendant.

“This class action was brought by royalty ownets who claim.
gs, that Anadarko has failed to properly and fully
due to members of plaintiff class in
d implicd covenants of the leases by

among other thin
account for royalty payments
accordance with the express an
wrongfully allocating production costs and the cost of placing gas

in a marketable condition (“marketing costs”) so as to reduce such
royalty payments to which member of plaintiff class are entitled or
by unilaterally scleeting an improper lower price on which royalty
payments arc calculated.

After the suit was filed, Anadarko gave notice of removal and the
case was removed to the United States District Court in \Wichita,
and is now pending there in Case No. 98-1413-\WEB. Anadarko
has filed an Answer and Counterclaims. In its Answer and
Counterclaims, Anadarko has raised the Kansas ad valorem rtax
refund issue and alleges that itis entitled to recoup from its royalty

owners from future royaltics on the basis of unjust enrichment.

Anadatko claims that the defendant class has been unjustly
enriched in an amount exceeding 3.6 million dollars. Dlaintiffs
have replied to the counterclaim, stating as a defense that
Anadarko’s counterclaim is barred by the applicable statute of
limications, including K.S.A. 1998 Supp. 55-1 624 and K.S.A. 60-
5011, 512,and 513, under the doctrine of latches or under other
such principles of law or equity.

State of Kansas Allowed to Intervene in Anadarko Case

On July 9, 1999, the State of Kansas, by and through Attorncy
General Carla J. Stovall, filed an Unopposcd Motion te Intervene
in Coulter vs. Anadarko, and the Federal District Court allowed
such intervention on July 26, 1999.

The requested intervention of the State of Kansas is for the
specific and limited purpose of moving for certification of
questions of law to the Kansas Supreme Court concerning the

o>
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applicaoility and effect of the Kansas statutes of limitation in

question.

[n its motion to intervene, the State recites that FERC's order
requiring refund of the Kansas ad valorem tax brings into issuc the
tecovery of refunds ofan estimated 395 million dollars from Kansas
producers and royalty owners. The State further recites that the
PlaintifF royalty owners are relying on the Kansas statutes, and the
Kansas Attorncy General has the constitutional and statutory
responsibility for enforcement of its laws. Theissuc of the validity
of K.S.A. 1998 Supp. 55-1624 (LB 2419), has been raised and no
judicial determination has been made by any Kansas court to
determine theapplicability and effect of the statutes of limitation in

question.

Plaintiff royalty owners have filed a motion to remand the case
to the District Court of Stevens County, Kansas, and the Court has
granted Anadarko's motion for additional time within which to

respond to the motion.

Many SWKROA Members Affected by Litigation

Obviously, with the filings by Amoco, Anadarko, OXY, and
Plains raising the Kansas ad valorem tax refund issue, many of our
members are affected by the litigation and have a stake in its
outcome. Mobil is the single largest major Hugoton producer not
presently involved, Itis estimated that substantially more than half
of the affected Kansas Hugoton production is covered by these
lawsuits. The estimated impact to royalty owners on the Kansas ad
valorem tax issue, if collectible, is between 60-90 million dollars.
T'aken on an individual basis, any potential refund obligation could
possibly represent several months or even a year or longer of current

royalty payments.

A special SWKROA Board of Directors meeting has been called
for this Thursday, August 19, 1999, to determine the steps needed
lor the Association to take to assist its members affected by this
litigation. It is anticipated your SWKROA Board will take
appropriate action to protect its members and will need your
financial support morc than ever. A solicitation letter will follow.

LEGISLATION PENDING BEFORE CONGRESS FOR AD
VALOREM TAX RI?.LIEF

Eaclier this year, Senators PAT ROBERTS and SAM
BROWNDBACK introduced Senate Bill No. 626 providing relicf
from unfair interest and penalties on refunds retroactively ordered
by the Federal Energy Regulatory Commission. A similar bill,
House Bill 1117, was introduced on the Housc side of Congress by
Representative JERRY MORAN, R-Kansas supported by Kansas
Representatives DENNIS MOORE, JIM RYUN and TODD

TIHART.

Senators PAT ROBERTS and SAM BROWNBACK were
successful inamending the appropriations bill to include a repeal of
some 200 million dollars in interest and penalties levied against
Kansas gas producers by FERC. However, the interstate gas
pipcline companies, through their lobbyists, were equally
successful in having the amendment removed. In order to gain
public support necessary to defeat the amendment, the pipelines
argucd that the refunds were to go to the consumers even though
several of the pipeline companies involved have petitioned FERC

to keep the money.

House Bill 1117

Hopefully, HB 1117 will not have a similar demise.
Representative JERRY MORAN sccured a hearing on this issue
before the House Commerce Sub-committee on Energy and
Power. The first hearing was held on June 8, 1999, in Washington
D.C. JOHN MAJERONI of Ithaca, New York, Dircctor of
Cornell University's Real Estate Departiment graciously agreed to
testify on behalf of the Southwest Kansas Royalty  Owners
Association and on behalf of Cornell University.  Cornell is a

member of SWKROA.

Majeroni, a West Point graduate who has been managing
Cornell’s oil and gas properties for 18 years, did an outstanding job
and was well reccived by the Sub-committce.  He eloquently
addressed the concerns of royalty owners about the unfair and
unjust impact of the FERC decision to recroactively rule that
producers of natural gas should not have been allowed to pass the

Kansas ad valorem taxes through the pipeline companices to the

consumers.
[n his summary page, Majeroni urged that royalty owners
should be granted relicf from paying refunds and interest on taxes
dating back to 1983-1988 lor the following reasons:
1. Icis unfair to punish them for flip-feps in decision making
at FERC.
2. Royalty owners had no control over any decisions relating
to the issue and continue to have no control.

3. Royalty owners were already in a less-than-cquitable
position financially.
4. The interest charged on the amount due is punitive,

5. Those who beneflitted will not be the same as those who are
being punishcd, and collection will be uneven and
equitable.

6. The ruling creates a situation where theie are no real

winners, but plenty of real losers.

7. FERC's jurisdiction does not include rayalty owners and
the ruling improperly impacts them.

8. EERC has ignored statute of limitations considerations.

Majeroni's testimony was very effective.  He and Corncll
represented royalty owners from the East. This pointed out to the
Sub-committee members that not only Kansas royalty owners but
royalty owners throughout the nation were adversely affected by

o . .
FERC's retroactive order for the Kansas ad valorem tax refund.

Also testifying in support of the bill were Rep. JERRY
MORAN, Kansas Attorney General CARLA STOVALL who
testified on behalf of the State of Kansas, and ROBERT
KREHBIEL who restified on behalf of Kansas Independent Oil
and Gas Association (KIOGA). SWKROA Executive Secretary
Erick E. Nordling was present at the hearing and later filed a
written statement on behalf of the Association at a subsequent

hearing held on July 29, 1999.
SWEKROA Members Urged to Contact Representative on Sub-

Committee

The following Representatives are members of the House Sub-
committee on Encrgy and Power: Hon. JOE BARTON, R-Texas,
Chairman; Republicans: Hon. MICHAEL BILLRAKIS, Florida;
Hon. CLIFE STEARNS, Florida; Hon. STEVE LARGENT,
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Oklahoma; Hon. RICHARD BURR, North Carolina; Hon. ED
WHITFIELD, Kentucky; Hon. CHARLIE NORWOOD,
Georgia; Hon. TOM COBURN, Oklahoma; Hon. JAMES E.
ROGAN, California; Hon. JOHN SHIMKUS, lllinois; Hon.
HEATHER WILSON, New Mexico; Hon. JOHN B.
SHADEGG, Arizona; Hon. CHARLES W. “Chip” PICKERING,
Mississippi; Hon. VITO FOSSELLA, New York; Hon. ED
BRYANT, Tennessee; Hon. ROBERT L. ENRICH, JR,,
Maryland; Hon. TOM BLILEY, Virginia; and

Democrats:  Hon. RALPH M. HALL, Texas, Ranking
Democrat;  Hon. KAREN McCARTHY, Missouri;  Hon.
THOMAS C. SAWYER, Ohio; Hon. RICK BOUCHER,
Virginia; Hon. FRANK PALLONE, JR., New Jersey; Hon.
EDWARD J. MARKEY, Massachusetts; Hon. SHERROD
BROWN, Ohio; Hon. BART GORDON, Tennessce; Hon.
BOBBY L. RUSH, Illinois; Hon. ALBERT R. WYNN, Maryiand;
Hon. TED STRICKLAND, Ohio; Hon. PETER DEUTSCH,
Florida; Hon. RON KLINK, Pennsylvania; and Hon. JOHN D.
DINGELL, Michigan.

If you arc a SWKROA member from any of the states listed
above, we respectfully request you write or call your Representative

tourge supportof HB 1117 granting relicf from unfair intcrest and

penalties on refunds retroactively ordered by FERC. Addresses will
be furnished upon request. [t would be
report to us any contact made.
Congress has adjourncd for the summer but will reconvene
following Labor Day weekend next month. We suggest you make
your contact before that date. We arc certain that the pipeline
companies will again do everything they can to defecat this
legislation by using the ruse of consumer protection. Any help you
could give us in support of the bill will be greatly apprcciatcd.

7ERQ PRESSURE APPLICATIONS FILED wWITH KCC BY
PIONEER NATURAL RESOURCES

In March, Pioneer Natural Resources USA, Inc. (Pioncer) filed
h the Kansas Corporation Commission (KCC) in
rate dockets requesting the Comimission to grantto
e and produce the allowable from 21
| Grove Field and 40 wells in the

sure of less than 14.4 psia.

applications wit
each of two sepa
Pioneer the approval to operat
wells in the Panoma Counci
Hugoton Field at a flowing casing pres

Pioneer in its applications indicated there are no provisions
contained in the Basic Proration Orders (BPOs) relating to the
Hugoton and Panoma Council Grove Ficlds that would prohibit
Pioneer [rom operating and producing the allowable for wellsin the
ficlds at a flowing casing pressurc ofless than 14.4 psia. However,
there remains a question as to whether Pioncer needs to obtain
¢ Kansas Corporation Commission (KCC)

permission from th
g casing pressure of less

before it can operate the wells at a flowin
than 14.4 psia under KA.R. §22-3-131 which deals with vacuum

pumps. Pioncer asserts that its applications do not seck to change

or modify any of the provisions of the basic proration orders.
(Secretary’'s Comment: 82-3-131 reads in part as follows: “(a)
Upen application, the installation and use of vacuum pumps in
fields which are nearly depleted and the installation and use of high
volume pumps may be permitted by the Commission.....")
Pioneer asserts that because of the
uncertainty regarding the application of KCC's vacuum rule to the
wells in question, Pioneer has had to signiﬁcantly curtail the wells.
[t is currently “pinching” the wells, cither at the wellhead or at the

In ecach application,

most helpful if you could

COMpICssor, in order to maintain the Nowing casing pressure in the

wells above 0 psig. Pinching vf the wells is substantially curtailing

production from the wells and is having a detrimental financial

impact on Pionecer and its royalty owners.

SWKROA has filed a petition to intervene in the procecdings.
Petitions for leave to intervenc were also filed by Amoco
Production Company {Amoco), Anadarko P'etralcum Corporation
(Anadarko), Kansas Natural Gas, [nc. (KNG), Mobil Explaration
and Producing US, Inc. (Mobil), and T'lains Petrolewm Operating
Company (Plains).

Mobil filed a protest to the procedural schedule proposed by
Pioneer, contending that the schedule does not pro\'idc erther the
ors or the Commission sufficient time to campletely and
{ Pioncer’s application and for
d other evidence relating to the

interven
propetly evaluate the merits o
intervenors to prepare testimony an
G1 wells in issue.

Inits Motion for Prehearing Conlerence, Mobil states that the
issues presented by its application are extremely important to both
the Commission and all operators in the Panoma Field. If Pioneer’s
npplica[ions' are gr:\ntcd. the Commission may teceive similar
app]icatious from other operators in the ficlds trying to "kecp up
with” Pioncer's vacuum-aided production.  Amoco and OXY
suppor[cd Mobil's position with reference o the prehearing

schedule while Anadarko supportcd PPioncer.

In late June, the KCC stalf filed a Mation to Intervenc, a
Motion to Consolidate Dockets for Hearing, and a Maotion for

Prehearing Conference.

1osition of KCC Stafl

Position of KCG otall
The Commission Stalf basically supported Mobil's position,
AR, 82-3-131 is the relevant regulation in

stating that K.
pumps in fields

determining the installation and use of vacuum
which are nearly depleted. The Basic Proration Orders for bath the
Flugaton and Manoma Council Grove Fields did not contemplate

the use of vacuum pumps and are therelore silent as to their use and

how such operation such as testi
would be rcgnlnlcd under the current proration orders for thesc

ficlds.

It was the
outcome of the hearing would impact all produ
and could potentially create problems that conflict with the
charged duties of prevention of waste and

ng and assignment ol allowable

belicf of the Commission Staff that the potential
cers of the two ficlds

Commission’s
protection of correlative rights.

After the Commission’s Staff filed its motion in cach of the two
pending dockets, Pionecer informally served notice to the
Commission to withdraw the applications and offered 1o file a
formal motion to withdraw the applications if the Commission felt
such application appropriate. On July 28, 1999, the KCC pranted
Pioncer's request to withdraw its applications but retained
jurisdiction of the subject matter and the partics.

SWKROA ANNUAL MEETING REPORT

The program for this year's annual mecting attracted more than
250 SWKROA members and guests who attended the 5 1st annual
meeting of the Association in Hugoton on Saturday, April 17,
1999. Many of thosein attendance were vitally concerned with the
Kansas ad valorem tax issue which was extensively covered in the

afternoon session. PHILLIP R. DICK, of Garden City, SWKROA g

President prcsidcd.
N\




SHERRY GOERING, FHugoton FHermes editor, covered the

annual mecting on behalf of the Association. Excerpts from her

news story are included in this report.

Workings of KCC Explained

The morning session was highlighted with informative talks
given by BRIAN J. MOLINE, of Topeka, Commissioner of the
Kansas Corporation Commission (KCC), and by M. L.
KORPHAGE, of Wichita, KCC Qil and Gas Conservation
Director. Moline explained the role the Kansas Corporation
Commission plays in regulating the oil and gas industry and public
utilities. In addition to other powers and duties provided by law,
the state corporation commission is charged with the duty to
develop a comprchensive state energy conservation plan to
t correlative rights and prevent waste of

conserve energy, protec
¢ Commission has adopted rules and

cnergy resources. Th
regulations toward meeting this end.

MOLINE advised that economic regulation of what basically is
y has been based on two assumptions. The first
assumption is that where there is no competition or no effective
competition, regulation has to be p'|:tccd in position for a price
determination.  However, sccondly, when true competition
emerges in these industrics, then the need for regulation recedes
and ultimately disappears. He said that when you actually do have
the role of the regulator, at lcast in the short term, is
ensure a level playing field

a private industr

competition,
to monitor and encourage competition,
with controlled pricing, and try to make certain that the traditional

monopoly provider does not exercise its marketing power to

throttle competition.

Moline announced that he has been told we can expect zero

pressure in the Hugoton Ficld in 2010. The website address for the

KCCis: htpifwww. Lec.state. ks. ws/conservationfconservation. bim.

KORPHAGE discussed oil and gas production in Kansas. He
said oil and gas production has been established in 91 of the 1095
Kansas counties. Southwest Kansas remains the major area ol
production with 78% of the state's oil and gas production. The
Hugaton Field produces 65% of the total gas outpu, with the
Panoma Field at 15% and the Greenwood Ficld at 1.8%. The
discouraging news is that during 1998, the state cxpcricnced an
overall decline in oil and gas production resulting in a reduction of
exploratory drilling and well plugging. Natural gas production
declined gpuroximatcly 8.3%, and the avecrage wellhead price

declined 12.89%. Thedeclinein oil production is more dramatic at

19.1% and the average price for crude oil has declined 37%!

“These figures are not very cncoumging," he concluded.

Salt Water Disposal and Injection Controls

Korphage also spoke about the disposal of salt water and
underground injection controls. The Commission tests about
20% of the state’s wells every year, making ita 100% coverapcevery
five year. Each year 2,800 wells are tested. The Environmental
Protection Agency pays the KCC $340,000 annually to test wells.
There are 15,800 injection wellsin Kansas, which is the filth largest
number in the nation. The lowest percentage of injection wells are

in Southwest Kansas.

Korphage explained there isa development of a new kind of well
drilled with coiled tubing technology called “WDG40". All the
casing is cemented top to béttom with 2 3/8" fiberglass tubing
inside. There have been 17 completions of this type of well so far.
This technology may extend the life of mnrginnl gas wells, he said.

It is also cost elTective.

Value of Mincral and Royalty Interests
RONALD L. COOK, of Prairic Village, Kansas, a pclmlcum

Petroleum Consultants, Incorporated, made an

engineer with
informative |1rcscnlntinn on mincral npprnisnls. e pave the

definition of a mineral appraisal and the purpose of appraisals.

COOK declared, “Generally, 1 would recommend you not scll
your minerals, especially natural gas."  The Hugoton Field is
declining, he said, but demand for natural gas is still there. “If gas
isn't there, prices go up.” According to Cook, there arc areas in the
I_I_U_MM Panoma Fields that still have approximately 30 years
of life. There are other arcas, however that may have only 10 years

or less.

The decision to sell will depend on the offer. Ifthe offerisabove
market value and exceeds the value from appraisal methods a
person might consider selling. Cook warned, “Getan independent
opinion of the value of your wells before selling. You need to
consider the amount ol the purchase up front versus the amount of
future income to be received over the remaining life of the
property.” Cook then explained the various methods of appraising
minerals and the information needed to for a mineral appraisal. He
puinlcd out there are four methads of appraising minerals: (2)
multiple annual income (number of times net income); (b) value
(¢) in place value (sale price divided net to the RI

per mineral acre;

remaining reserves): and (d) income approach or discounted cash

flow (dch). Coolk's cost per well valuation is $165.00 per well.

A general technique for computing mineral value is to takea 12
to 36 month average, then multiply that figuce by 5 to 9 times for
gas values and by theee times for oil values. (Secretary’s Comment:

This is the multiple annual income method and a good rule of

thumb.)

Outlook for Natural Gas

As for the national picrure for natural gas, Cook stated it looks
better for gas than for oil. “W¥e have better control of gas prices
because we are self-suflicient. We have no foreign competition.
Demand isstill there. Tn fact, there is nore demand for gas than the
reserves we have. ] think we'll see an increase in gas prices.”

Alternate fucls will be needed in the future.

Cook was asked to comment about the elfect vacuum pumps
being installed in the Hugoton Field will have on the Field. He
indicated the impact will be good. “They’re going to recover more
gas.” That means more income for the royalty owner. If the
vacuum units which are now installed are to drain the decper zones,
these zones do not require KCC permits to have them installed. He
mentioned the current applications pending before the KCC of
Pioncer Natural Gas Company for installation of 61 vacuum units
in the Hugoton and Panoma Fields.

The final question dealt with the liability of closed estates forthe
ad valorem taxes. The responsc was that if the parents owned the
well at the time the claimed obligation refund was incurred and arc
since deceased, FERC cannot collect the refund.

Kansas Ad Valorem Tax Refund Issue Discussed

The Kansas ad valorem tax refund issue was thoroughly
discussed in the afternoon session. Appearing on the pancl were
State SENATOR STEVE MORRIS (R), of Hugoton; DONALD
PITTS, of Topcka, Assistant Kansas Attorney General; DAVID
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HEINEMANN, of Topcka, Exccutive Dircctor, KCC; DOUG
SMITH, of Topeka, Pincgar-Smith Company, L.L.C., Association
lobbyist; GREGORY J. STUCKY, of Wichita, Association
General Counsel; and Association Exceutive Sceretary, ERICK IZ,
NORDLING. SWKROA P sidene PHILLIP R, DICK acted as
Modecrator.

DAVID HEINEMANN, former KCC Exccutive Director and
med as Special Assistant in the Department of Revenue,
explained the history of the Federal Encrgy Regulatory
Commission reversing its own orders after 19 years of enflorcement
which had allowed the Kansasad valorem tax to pass through to the
consumer. The producers and royalty owners were ordered to
refund 337.9 million dollars. Two-thirds of thatamountis accrued
interest on the original principal over the 19 years FERC was
enforcing its original order back to what Heinemann referred to as

“The Day of Infamy - October 4, 1983."

STUCKY bricfly reviewed the legal backg
He explained that in 1988 to 1989, pas prices began to be
decontrolled and the “pass through” opportunity was no longer
available to producers and they could no longer recover ad valorem
tax payments. Consequently, royalty owners began to pay the ad
valorem taxes assessed against the royalty interest. However, the
taxes in issue now are those paid from 1983 to 1988. Stucky
explained, “You never saw any of those taxes. They were all paid by,
the producer. Now FERC is saying, “Royalty owner, pay up those
taxes.....that's where we are. [U's a no win situation for producers.

¢ o recover those payments

The FERC is trying to force producers t
FERC doesn't have any

from the royalty owners even though
jurisdiction over the royalty owners.”
SENATOR MORRIS explained the efforts made last year to
correct the injustice created by FERC's order for the refund. A
team consisting of Executive Stccretary NORDLING, Association
General Counsel STUCKY, SWKROA lobbyist DOUG SMITH,
HEINEMANN, MORRIS and other legislators did some "fancy
footwork” to try to divert the “travesty”. HDB 2419 was crafted in
a mere three daystime. After considerable effort, the bill passed and
Governor BILLGRAVES signed itinto law last year. The measure
was a statutory confirmation that the Kansas statute of limitations
had expired and would ncgate FERC's order for the royalty owners

to pay the refund.

Mortis complained, “This (FERC order) is like the IRS telling
owners' deduction for interest for
take

recently na

round of the problcm.

you after you've had a home
twenty, thirty ycars all of a sudden saying you can no longer

that deduction - you've got to repay all that with interest”.

Since the passage of HB 2419, FERC has ruled it will not
recognize what the Kansas legislature had passed.

The panel then reviewed the efforts made by Governor BILL

GRAVES and his staff, the Kansas Corporation Cominission,
Senators PAT ROBERTS and SAM BROWNBACK, Rep.

JERRY MORAN by secking relief from FERC's order through

slation (These efTorts are referred to above and in
| 1999 SWKROA newsletters). SWKROA
members coming from states other than Kansas were encouraged
by Secretary Nordling to write their Congressman supporting such
legislation. This should counteract the perception that the issue is
a “Kansas problem.” He added, “the producers arc working quite
hard to knock out the royalty owners’ payments too because it also

helps them.”

Congrcssiona[ legi

the February and Apri

6.

Panelist DONALD PITTS, who is Assistant to Kansas Attorney
General CARLA STOVALL. and whe handles oil and gas. water,
and natural resources liigation, pledged the support of the
Atorney General's offive. Pitis added, "The main issue we have to
accamplish is to et some kind ol a Kansas state adjudication which
makes it clear that the statute of limitation bars the ad valoreny tax
repayment oblipations from rayalty owners.” e pointed out that
the Kansas Department of Wildlife and DParks is a royalty owner,
and that the state, through some of its apencics, is in the same
position as the royalty owners. [t is facing a $27,000 refund

obligation.
Ditts advised that a speedy solution to the problem is being
d out that if a federal court case has an issuc

sought. He pointe
he question can be certified to the Kansas

invaolving state law, t
Supreme Court which is
docket. 1fthat cascis heard in a Kansasc
in the royalty owner's [avor is more likely.

Stucky advised members to challenge letters from some small

producers requiring them (o pay the contested refund ameunt. He
pointed out that to date (the annual mecting) the majority of big

producers have not tried o demand payment.

The mecting adjourned following the report of the nominating
committee on the election of SWKROA dircctors at large and

:1!1prova| of county dircctors.

required to move it to the top of the
ourt, the chance ol a ruling

The clection results for county ditectors of SWKROA were
announced with two changes. KAY MURRAY moved from
county dircctor to director at large for Stevens County while JIM

KRAMER replaces Floyd Gillespic as county director in Stevens
County. Other directors include Haskell - ROGER KELMAN,

Finney - ROBERT L.JONES, Kearny - WALTERWAECHTER,
Grant -JOHN STEPHEN ALFORD, Stanton - TED JULIAN,
Seward - JOE LARRABEE, Morton - HADEAN FINK, Hamilton
- TERRY BOY and Greeley - JOHN LAWSON.

The Dircctors at Large registered one change with GLEN
TEETER replacing Joscph Byers for Stanton County. Other
directors are: Morton - RON DEGARMO, Haskell - PATRICK
ROONEY, Finncy - PHILLIP R. DICK, Kearny - JOHN
CRUMP, Grant - DALE STEVENSON, Stevens - KAY
MURRAY, Scward - PAUL BOLES, Hamilton - DAN
BRADDOCK and Greeley - ARLISS WINEINGER.

Lulogy for Ted Julian

We are saddened to report the death of SWKROA director
TED JULIAN on August 2, 1999. Ted was a longtime member
and Association director since 1986 representing Stanton County.
Ted was a fourth generation Julian to farm in Stanton County and
was involved in farming and ranching. Ted's father, STANLEY

JULIAN, now deceased, was one of the incorporators of the
Association in 1948 and was a valuable Board member undil his

retirement in 1986 when his son, Ted, took over the duties of
Stanton County director. We will miss Ted and his valuable

support and faithful service.

If you have any questions or comments, please call or write.

Sincerely,
M/%ﬂg

Erick E. Nordling

Fxecutive Sccretary

A
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BACKGROUND
I. Mineral Owners, Royalty Owners and Working Interest Owners:

In 1895, the U.S. Supreme Court wrote in Brown v. Spilman, 155 U.S. 665, that “petroleum gas
and oil are substances of a peculiar character...they belong to the owner of the land, and are part
of it, so long as they are on it or in it, or subject to his control”. Thus thousands of Kansas
farmers and other land owners across America had their mineral ownership confirmed by our
nation’s highest court. The right to explore, produce and develop oil and gas belonged to the
owner of the land and was theirs and theirs alone. If you are a landowner, unless the minerals
have been severed and sold apart from the surface, you are a mineral owner.

Normally farmers and other landowners do not actually explore, produce and develop the
minerals in or under their land. Instead they will enter into an oil and gas lease to confer,
pursuant to the terms of their agreement, the right to explore, produce and develop upon a lessee.
The lessee is typically a geologist or oil and gas company with the knowledge, skills and the
access to risk capital necessary to explore for oil and gas.

Typically the oil and gas lease will provide that the lessor, ie., the farmer, landowner or whoever
the mineral owner happens to be, will be paid a “bonus” or fixed sum of money by the lessee,
ie., geologist or oil and gas company, to induce the mineral owner to enter into an oil and gas
lease. The lease will further provide that if production is obtained the lessor will receive a 1/8th
cost-free share of production or lessor will be paid 1/8th of the proceeds from the sale of oil and
gas, or, 1/8th of its fair market value at the wellhead as a “royalty”. By entering into an oil and
gas lease, the mineral owner becomes the “royalty owner”. The Lessee geologist or oil and gas
company becomes the “working interest owner” who pays 8/8ths of the costs (except for certain
costs such as the Kansas Ad Valorem Tax and Severance Tax) to receive 7/8ths of the

production.

There are thousands of “royalty owners” in Kansas and across the United States. They are
typically farmers and other landowners, their children, heirs and devises. Many institutions are

sremivrmentbion

royalty owners, inciuding charitabie organizations, hospitais, churches and universities. The
University of Kansas is a significant royalty owner as are many other of Kansas’ institutions of
higher education.

Likewise, there are thousands of “working interest owners” in Kansas. There are about 2500
licensed oil and gas operators and uncounted thousands of non operators who are Kansas
working interest owners. Some of the working interest owners are very large producers such as
Amoco, Mobil, OXY and Anadarko. But many others are very small independents. Iama
working interest owner. My Dad is a working interest owner. Joel T. Strohl and other
individuals from my home town of Pretty Prairie, Kansas, are working interest owners. It is very

common for individuals who have grown up and live in the oil patch to be working interest
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owners. We are producers of oil and gas. We are peologists, engineers, landmen, lawyers,
farmers looking for other sources of income, and many others. We are hardworking, productive

Kansas citizens.

Today, because the Federal Energy Regulatory Commission, at the request of two major
interstate gas pipeline companies ( Northern Natural Gas Company, now Enron, and Colorado
Interstate Gas Company, a subsidiary of Coastal Corporation), retroactively reversed an Opinion
it issued to the State of Kansas in 1974, many of these royalty owners are being sued. The
Southwest Kansas Royalty Owners Association estimates that well over 20,000 royalty owners
are being sued in three separate class action law suits with some royalty owners facing potential
refunds of over $60,000 dating back to royalties paid as long as 17 years ago, from October 3,
1983, through June 8, 1988. The total impact on Kansas royalty owners, if collectible, was
estimated to be between 60-90 million dollars by the Southwest Kansas Royalty Owners

Association.

Also as a result of the FERC retroactive reversal, over 400 Kansas operators and uncounted
thousands of Kansas working interest owners are being threatened with potential liabilities
estimated to be in excess of $340 million with interest running since October 3, 1983.

II. How can this be? A brief history of Federal Regulation of Gas sold in Interstate

Commerce:

Much of our nation’s natural gas resources were first discovered to exist in Kansas, Oklahoma,
Texas, New Mexico, and Louisiana. The Hugoton Gas Field was the largest in North America
and the second largest in the world. Wyoming, North Dakota, and other mid western and western
states also have significant resources. These remain the most important producing states with
significant production coming from the Gulf of Mexico and Canada.

The large gas reserves of the western producing states were coveted by the eastern consuming
states. (Producing states tried unsuccessfully to prevent the export of this resource’ An

Oklahoma law prohibited the transportation of natural gas to any point outside the State of
Oklahoma in order to conserve the gas for its exclusive use within the state. The U. S. Supreme
Court, however, ruled the Oklahoma law violated the commerce clause. West v. Kansas Natural

Gas Co., 221 U.S. 229 (1911)).

Because of the need for orderly development and because of the clear potential for a monopoly
that an interstate pipeline might possess the U.S. Congress passed the Natural Gas Act of 1938.
The purpose of the Act was to regulate (as a utility) rates and charges by any natural gas
company for or in connection with the transportation or sale of natural gas subject to the
jurisdiction of the commission. The Act clearly stated that “the Act shall not apply to the

production or gathering of natural gas”.

Because of this clear exception to federal jurisdiction for production and gathering, producers in

Kansas and in other producing states believed that they could sell the gas which they produced at

the well head to a gatherer or pipeline at free market price. Producers believed that the federal
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jurisdiction did not extend to production and gathering, Thus much of the gas in the giant
Hugoton gas field was sold at the well head in Kansas to Inter state pipelines.

In 1954, however, one Oklahoma producer, Phillips Petroleum Company, decided to try to
renegotiate its contract with an inter state pipe line to raise the price it was paid at the well head
from 3 cents per mcf to 4 cents per mcf. This increase in the price of natural gas angered
consumers in Wisconsin. The State of Wisconsin sued Phillips Petroleum Company contending
that the Natural Gas Act of 1938 did extend jurisdiction of the Federal Government to
production and gathering allowing the Federal Power Commission to control even the sale of
natural gas at the well head if such gas was sold to an interstate pipeline. The U.S. Supreme
Court in Phillips Petroleum Company v. Wisconsin, 347 U.S. 672, held for the State of
Wisconsin, stating that the “primary aim of the Natural Gas Act was the protection of consumers
against exploitation at the hands of natural gas companies”. The above described exception to
federal jurisdiction of production and gathering was rendered meaningless by this decision. (It 1s
interesting to note that the consuming states of Wisconsin, Michigan, Minnesota, lowa and
Nebraska, along with the consuming cities of Detroit, Milwaukee and Kansas City, Missourl
lined up on the briefs against the producing states of Kansas, Oklahoma, Texas, New Mexico,
Louisiana, Mississippi, North Dakota and Wyoming.)

As-a result of the Phillips decision, the Federal Power Commission was forced to regulate
thousands of gas producers as public utilities. Because the Phillips decision did not extend
federal jurisdiction to gas sold within the state, ie. in intra state commerce, producers reacted to
this decision by attempting to quit selling their gas to inter state pipelines. The court reacted by
saying that once their production had been sold in interstate commerce and acreage was
committed to an interstate contract, it could not be withdrawn from interstate commerce

without commission approval.

Kansas producers could not get their acreage released from interstate contracts and now any
Kansas gas dedicated to inter state pipe lines could be withdrawn from Kansas at whatever price
the Federal Power Commission determined appropriate. The net effect of this decision was that
natural gas was now being drained from producing states at virtually billions of dollars below
fair market value, all for the benefit of Eastern consuming states. (As an aside, this triggered a
series of lawsuits in Kansas filed by royalty owners against producers. The royalty owners
argued that the producer working interest owners had agreed to pay them 1/8th of the fair market
value of gas sold at the well head and that since the Phillips decision they were not getting paid
fair market value. The producers argued that the federal government had taken control of their
production and fixed the price and they could not be held to pay fair market value when the
federal government controlled the price).

To implement the Phillips Decision, the FPC attempted to use the traditional cost of service rate
making approach applied to interstate pipelines as public utilities. They soon found this to be
impossible to manage. They shifted instead to an area-wide rate making. In a nutshell, a
maximum lawful price was established based upon the area in which a well is located and the

date the well was drilled.
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In 1974 the FPC issued Opinion 699 which stated that the area ceiling rate for natural gas could
be increased to allow producers to recover the cost of “production, severance or other similar
taxes”. This language was a bit unclear as some states, such as Kansas, did not have severance
taxes, but had ad valorem property taxes. Some states such as Oklahoma did not have ad
valorem taxes but had severance taxes. Other states like Texas, Colorado and Wyoming had
both severance and property taxes. Did ad valorem taxes constitute an “other similar tax” as

described in Opinion 6997

To answer this question, on August 14, 1974, counsel for the Kansas Corporation Commission
filed a request for clarification of Opinion 699 with the Federal Power Commission. On October
9, 1974, the FPC issued Opinion 699-D stating that it is proper under Opinion 699 to increase the
area ceiling rate to allow producers to T€COVET their costs of the Kansas ad valorem tax.

Because federal regulation was extended to include Kansas producers in the Wisconsin v.
Phillips decision in 1954, Kansas producers simply quit selling natural gas in interstate
commerce. Instead production from any new wells which were drilled were sold to the intra
state markets wherever possible. The result of this practice was that the interstate pipelines
began running short of gas and the eastern consuming states were growing concerned. This led
Congress to pass the Natural Gas Policy Act of 1978 which provided for significantly higher

prices more in line with free market prices at the time.

Opinion 699-D was perpetuated by the passage of the Natural Gas Policy Act of 1978. Section
110 of the NGPA allowed the recovery of production, severance and other similar taxes above
the maximum lawful price paid for natural gas at the wellhead.

In 1981 Governor John Carlin proposed, and in 1983 the Kansas Legislature passed, a new
severance tax in addition to the existing ad valorem tax. The Kansas Legislative Research
Department correctly advised the Senate Tax Committee during hearings on the Severance Tax
that the FPC had allowed the pass through of the Kansas Ad Valorem Tax pursuant to Opinion
699-D and that other states were allowed to pass through both a severance tax in addition to an
ad valorem tax. Thus it was believed that both the severance tax and the Kansas ad valorem tax
could be added to the maximum lawful price and would not burden Kansas producers and
royalty owners. Clearly, the Kansas legislature relied on Opinion 699-D in passing the severance

tax.

No sooner had the ink dried on the Governor’s signature on the severance tax than Northern
Natural Gas Company scurried to the Federal Energy Regulatory Commission to request that
Opinion 699-D be rescinded. A notice of a hearing on this request was published in the Federal

Register on October 3, 1983.

Nearly three years later, in 1986, the FERC rejected Northern’s request stating it was “clear
beyond question” that the Kansas ad valorem tax could be added to the maximum area rate,
reaffirming its policy contained in Opinion 699 and 699-D. Northern requested a rehearing

which, in 1987 was denied.



The issue appeared to be finally resolved until in 1988 Colorado Interstate Gas Company
appealed the Northern denial to the Federal Circuit Court in Washington, D.C. The Court held
that the FERC had not adequately explained its Opinions and remanded the case back to the
FERC for further consideration. '

The case rests at the FERC for five years with nothing happening. Then, shortly after a new
commission majority is appointed the FERC reverses Opinion 699-D thereby overturning 19
years of reliance on an opinion which FERC previously described as “clear beyond question™.
FERC stated that the Kansas ad valorem tax which exceeded the maximum lawful price should
be refunded back to June 28, 1988, the date the D.C. Circuit Court issued its decision. That date
had very little or no financial impact on most Kansas producers and so the reversal was not
challenged by producers. Refunds were made and it was believed the case was over. Not so.

Colorado Interstate Gas Company appealed the date the refund obligation started. The D.C.
Circuit accommodated Colorado Interstate Gas Company by directing the FERC to determine
the refund obligation retroactive to October 4, 1983, the date which Northern’s petition to re-
open Opinion 699-D was first published in the Federal Register. In this case, Public Service
Company of Colorado v. FERC. 91 F 3d 1478 (D.C. 1996) Judge Doug Ginsburg said that the
Kansas Ad Valorem Tax which was levied primarily upon the value of recoverable natural gas
reserves was not recoverable, but that the Wyoming ad valorem tax which was assessed upon the
volume of natural gas removed from a well, and the Colorado ad valorem tax, which was
assessed upon the volume of natural gas removed from a well was recoverable. Judge Doug
Ginsburg went on to say that “the apparent lack of detrimental reliance on the part of producers
is the crucial point”...and that reliance on Opinion 699-D would have been “foolhardy”.

The State of Kansas was not present in the D.C. Court on that day to tell Judge Doug Ginsburg
that the entire Kansas Legislature had relied on Opinion 699-D when they passed the severance
tax in Kansas in 1983 and that it was the understanding and intention of the State of Kansas that
the new severance tax could be passed on as a cost of production by producers being regulated
as public utilities, in addition to the existing ad valorem property tax. The intention of Kansas
tax policy was effectively subverted by the retroactive reversal of Opinion 699-D.
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Oil and Gas Prices

Oil Prices Are Expected To Remain
Above Low 1998 Levels

Figure 84. Lower 48 crude oil] wellhead prices in
three cases, 1970-2020 (1998 dollars per barrel)
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Because domestic prices for crude oil are determined
largely by the international market, the recovery
from the 1998 decline in world oil prices causes a
steep increase in wellhead prices for crude oil in the
lower 48 States from 1998 through 2000 in all cases.
After 2000, prices initially decline in the raference
and low world oil price cases, then prices in all cases
generally increase through the rest of the forecast.
Prices remain above 1998 levels throughout the fore-
cast in all cases, with wellhead prices projected .to
increase by 0.9, 2.8, and 4.0 percent a year from 1998
to 2020 in the low world oil price, reference, and high
world oil price cases, respectively (Figure 84).

U.S. petroleum consumption continues to rise in all
the AEO2000 cases (Figure B5). Total petroleum
product supplied ranges from 23.0 million barrels
per day in the low economic growth case to 27.3 mil-
lion in the high growth case, as compared with 18.9
million barrels per day in 1998.

Figure §5. U.S. petroleumn consumption
in five cases, 1970-2020 (million barrels per day)
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Rising Demand Increases Natural Gas
Prices in All Economic Growth Cases

Flgure 86. Lower 48 natural gas wellhead prices
in three caaes, 1970-2020

(1998 dollars per thousand cubic feet)
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Wellhead prices for natural gas in the lower 48
States increase on average by 0.9, 1.7, and 2.4 per-
cent a year in the low economic growth, reference,
end high economic growth cases, respectively
(Figure 86). The reference case price increases from
$1.96 per thousand cubic feet in 1998 to $2.8] in
2020. The increases reflect rising demand for natu-
ral gas and ite impact on the natural progreszion of
the discovery process from larger and more profit-
able fields to amaller, less economical ones. Price
increases also reflect more production from higher
cost sources, such as unconventional gas recovery.
Growth in lower 48 unconventional gas production
ranges from 1.3 to 2.7 percent a year across cases,
compared with a 2.1- to 2.2-percent range in annual
growth for conventional sources across the casges.
Despite the changes in sources of production,
technically recoverable resources (Table 10) remain
more than adequate overall to meet the production
increases.

Although consumption, and thus production and
price levels, for natural gas rise in all three cases, the
price increases attributable to the rising demand are
tempered by the beneficial impacts of technological
progress on both the discovery process and produc-
tion operations.

Table 10. Technically recoverable U.S. oil and gas
resources as of January I, 1994

Total U.S. Crude oil Natural gas
___resuurces (billion barrels) (trillion cubic feet)
Proved 24 167
Unproved 116 1,092

Total 140 1,259
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Oil and Gas Reserve Additions

Rising Gas Prices and Lower Drilling
Costs Increase Well Completions

Figure 87. Successful new lower 48 natural gas
and oil wells in three cases, 1970-2020
(thousand successful wells)
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Both exploratory drilling and developmental drilling
increase in the forecast. With rising prices and
declining drilling costs, crude oil and natural gas
well completions increase on average by 1.4 and 2.7
percent & year in the low and high oil price cases,
respectively, compared with 2.1 percent in the refar-
ence case (Figure 87). Projected oil drilling varies
more than gas drilling in the world oil price cases
(Table 11), reflecting the relative gsizes of the changes
in prices for the two fuels. \

The productivity of natural gas drlling does not
decline &8 much as that of oil drilling, in part because
tatal recoverable gas resources are more abundant
than oil resources. At the projected production
levels, however. undiscovered recoverable resources
of conventional natural gas decline rapidly in some
areag, particularly in the onshore Gulf Coast and off-
ghore Gulf of Mexico regions. In the final analysis,
the future overall productivity of both oil and gas
drilling is necessarily uncertain, given the uncer-
tainty associated with such factors as the extent of
the Nation's o1l and gas resources [66].

Table 11. Natural gas and crude oil drilling in
three cases, 1938-2020 (thousand successful wells)

High Levels of Gas Reserve Additions
Are Projected Through 2020

Figure 83. Lower 48 natural gas reserve additions
In three cases, 1970-2020 (trillion cublc feet)
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Although for most of the past two decades lower 48
production of both oil and natural gas has exceeded
reserve additions, the pattern for natural gas
roversed from 1994 through 1997. In 1998, falling
prices caused production to exceed reserve additions
again. After 2003, rising prices in the forecast cause
natural gas reserve additions generally to exceed
production unti] close to the end of the projection
period (Figure 88), even with expected increases in
demand. Relatively high levels of annual gas reserve
additions through 2020 reflect increased exploratory
and developmental drilling as a result of higher
prices, as well as productivity gains from technology
improvements comparable to those of recent years.
In contrast, despite varying patterns of lower 48 oil
reserve additions (Figure 89), total lower 48 crude oi)
production exceeds total reserve additions over the
forecast period in all cases.

Filgure 839. Lower 48 crude oil reserve addirions
in three cases, 1970-2020 (billion barrels)

High aif price

e 1998 2004 2010 2030 Referomse
Naotural gas Low oil peice
Lou: ol price case 10.7 145 16.5
Raference case 121 11.0 15.9 16.9
High otl price case 11.0 17.3 16.7
Crude oil . p—y —
Low oil price case 1.3 58 7.2 0 - ‘ -
Reference cage 7.0 4.4 7l 10.2 Torg; " 1580 AR LS #0190 2020
High oil price case 4.4 10.7 14.4
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Natural Gas Production and Imports

Significant New Finds Are Likely To
Continue Increases in Gas Production
Figure 90. Natural gas production by source,
1370-2020 (trillion cublc feet)
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The continuing increase in domestic natural gas pro-
duction in the forecast comes primarily from lower
48 onshore nonassociated (NA) sources (Figure 90).
Conventional onshore production, which accounted
for 35.4 percent of total U.S. domestic production in
1998, increases in share to 40.7 percent of the total in
2020. Unconventional sources also increase in share,
and gas from offshore wells in the Gulf of Mexico con-
tributes significantly to production. The innovative
use of cost-saving technology and the expected
mid-term continuation of recent huge finds, particu-
larly in the deep waters of the Gulf of Mexico, sup-
port this projection.

Production from conventional sources is projected to
grow rapidly through 2010 in response to increasing
demand. After 2010, slower growth of consumption
and higher production from increasingly economical
offshore and unconventional sources cause produc-
tion from conventional sources to level off.

Natural gas production from Alaska grows by 0.9
percent a year in the forecast. Alaskan gas is not
expected to be transported to the lower 48 States,
however, because the projected lower 48 prices are
not high enough in the forecast period to support the
required transport system [67).

Production of assaciated-dissolved (AD) natural gas
from lower 48 crude oil reservoirs generally declines
in the projections, following the expected pattern of
domestic crude oil production. AD gas accounts for
8.4 percent of tatal lower 48 production in 2020, com-
pared with 14.1 percent in 1998.

Net Imports of Natural Gas Grow
in the Projections

Flgure 91. Natural gas production, consumption,
and imports, 1970-2020 (trillion cubic feet)
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Net natural gas imports are expected to grow in the
forecast (Figure 91) from 14.6 percent of total gas
consumption in 1998 to 16.3 percent in 2020. Most of
the increase is attributable to imports from Canada,
which are projected to grow substantially. Although
most of the additional imports come from weatern
Canada, new pipeline capacity is also expected to
provide access to eastern supplies. Natural gas from
Sable Island, in the offshore Atlantic, is expected to
begin flowing in late 1999.

Mexico has a considerable natural gagresource base,
but its indigenous production is unlikely to increase
sufficiently to satisfy rising demand. Since 1984,
U.S. natural gas trade with Mexico has consisted pri-
marily of exports. That trend is expected to continue
throughout the forecast, especially in light of the
recent elimination of the 4-percent import tariff and
an increase in cross-border pipeline capacity. U.S.
exports ta Mexico are projected to grow from 50 bil-
lion cubic feet in 1998 to 240 billion cubic feet in
2020.

Imports of liquefied natural gas (LNG) are projected
to grow at a rate of 7.2 percent a year, resulting in
part from a 60-percent expansion of capacity at the
Everett, Massachusetts, terminal and the projected
reactivation of the Elba Island terminal in 2002. In
gpite of this activity, given the projected low natural
gas prices in the lower 48 markets, LNG is not
expected to grow beyond & regionally significant
source of U.S. supply. LNG imports are projected to
reach a level of 0.39 trillion cubic feet in 2020, com-
pared with 0.07 trillion cubic feet in 1998 [68).
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Natural Gas Consumption

Significant Increases in Natural Gas
Use Are Seen in All Cases

Figure 92. Natural gas consumption in five cases,
19870-2020 (trillion cublic feet)
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Natura]l gas consumption increases from 1998 to
2020 in all the AEO2000 cases (Figure 92). Domestic
consumption ranges from 28.5 trillion cubic feet per
year in the low economic growth case to 32.7 trillion
cubic feet in the high growth case in 2020, as com-
pared with 21.4 trillion cubic feet in 1998. Growth is
seen in all end-use sectors, and more than half the
increase results from rising demand for electricity
generation. Natural gas consumption in the clectric-
ity generation sector grows steadily throughout,the
forecast. as demand for eclectricity increases and
retiring nuclear and older oil and gas steam plants
are replaced by turbines and combined-cycle
facilities.

In the reference case, natural gas consumption for
electricity generation more than doubles, from 3.7
trillion cubic feet in 1998 to 9.3 trillion cubic feet in
2020. Although projected coal prices to the eloctricity
generation sector fall throughout the forecast, the
natural gas share of new capacity far outpaces the
conl share. Lower capital costs, shorter construction
lead times, higher efficiencies. and lower amissions
give gas an advantage over coal for new generation
in most regions of the United States. Natural-
gas-fired facilities are less capital-intensive than
coal, nuclear, or renewable electricity generation
plants. Growth in natural gas use for electricity gen-
eration is also expected to be spurred by the environ-
mental advantages of natural gas.

Gas Pipeline Capacity Expansion Is
Needed To Serve New Markets

Figure 93. Pipeline capacity expansion by Census
division, 19%8-2020 (billlon cubic feet per day)
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Projected growth in natural gas consumption will
require additional pipeline capacity. Expansion of
Interstate capacity (Figure 93) will be needed to
provide access to new supplies and to serve expand-
ing markets. Expansion is projected to proceed at an
average rate of 0.8 percent a year in the forecast.

The greatest increases in capacity are expected along
the corridors that provide access to Canadian, Gulf
Coast, and Mountain region supplies and deliver
them to the South Atlantic, Pacific, and Northeast
regions. In all regions, growth in new pipeline con-
struction is tempered by higher utilization of exist-
ing pipeline capacity (Figure 94).

Figure 94. Pipeline capacity utilization by Census
divigion, 1998 and 2020 (percent)
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Production: 603,586 3.07 L Vehicle Fuel: 0 0.00
Delivenes to Consumers:
% Electric
Residential: 70,217 1.55 Utilities: 36,896 1.13
Commercial; 41,788 1.39 Total: 260,044 1.34
Table 63. Summary Statistics for Natural Gas — Kansas, 1994-1998
T 1994 1 L 1985 1996 1997 1998
Reserves (billion cubic feet)
Eslimaled Proved Reserves (dry)
as of December 31 .. ISR 9,156 8,571 7,694 6,989 NA
Number of Gas and Gas Condensate Wells
Producing al End of Year .. —— 19,365 22,020 21,388 21,500 21,000
Production (million cubic feet)
Gross Withdrawals
From Gas Wells........... FE P - 628,900 636,582 620,755 618,016 532,594
From Ol WellS . wemasmnmmms s v 85,759 86,807 85,876 71,037 72,626
TolAL covccisiasumcimmersmmeminsssssmanninisias ssssianmnrspaviss 714,659 723,388 715,831 689,053 605,220
Repressuning ..............c.o... . 1,215 1,230 2,120 1,157 1,029
Nonhydrocarbon Gases Removed .. . ... NA NA NA NA - NA
Wel Afler Lease Separation .. Mmoo = 713,444 722159 713,511 687.896 604,191
Venled and Flared ....... I 715 723 716 680 605
Markeled Production SHeE 712,730 721,436 712,796 B687.215 603,586
Extraction Loss... 46,936 47,442 47,996 38,224 45,801
Total Dry Production ..., 665,794 673,984 664,800 648,991 557,785
Supply (million cubic feet)
Dry Produclion..................... - s 665,794 673,994 664,800 648,991 557,785
Receipls al Slate Borders
imporis ... 0 [0} 0 0 0
Intransit Reoeu:lls 0 0 0 0 0
Inlerstale Receipts ... 1,127,799 1,140,230 1,219,027 1,201,629 1,070,930
Withdrawals from Slorage
Underground Storage.. - 99,851 110,567 116,989 103.475 98,402
LNG Slorage ... A 0 0 0 0 0
Supplemental Gas SuppIIES i3 it 0 Q 0 0 0
Balancing Hem.............ccooovi . 20,703 8,173 -3,039 R.50,157 -144,189
Total Supply s icamminaiiniieinidmsimind ;; 1,914,147 1,932,964 1,997,776 71,903,939 1,582,927
See foolnotes at end of table. X.o2 ¥ .oz X .OoZ N oo (.02
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Table 63. Summary Statistics for Natural Gas — Kansas, 1994-1998 (Continued)

1004 1985 [ 1996 I 1997 1998
Disposition (million cublc feat)
CONSUMPUON ..ovoeee oo 418,027 368,342 362,965 R339.197 313,880
Deliveries at Stale Borders
Exports 0 0 0 0 0
Intransit Deliveries. 0 0 0 0 0
Intersiale Oeliveries ........... 1,390,051 1.458,930 1,529,940 1,449 B4 1,151,812
Addilions to Storage
Underground Slorage........... 106,068 105,693 104,871 114,848 117,235
LNG Storage .....occooevvieiviiines 0 0 0 0 0
Total DisposHion ... 1,914,147 1,932,964 1,997,776 R1,903,939 1,582,927
Consumption (millien cublc feet)
Lease Fuel .. 15,623 18,772 18,752 20.641 13
Pipeline Fuel 31,739 34,631 38,262 39.109 32902
Planl Fuel................. 28,988 28,510 30,444 26.205 20,921
Delivered lo Consumers
Residential 74,156 75,846 85,376 69,415 70,217
Commercial . 52,253 53,122 57.229 R41,482 41,788
187,979 129,515 110,294 R116.522 111,143
10 2 2 i 0
27,279 27,945 22,607 25,822 36,896
Total Delivered to Consumers .........ccce..e. 341,677 286,430 275,508 R253,242 260,044
Total Consumptlon.... 418,027 368,342 362,965 R339,197 313,880
Dellvered for the Account of Others
{milllon cubic feat)
Residenlial 0 0 0 0 0
Commercial 11,295 14,029 16,200 R1230 12,757
Industrial ... 175,691 112,942 101,877 ®105.838 100,205
Electrc Utililies .. 14,617 16,872 12,545 16,887 27,329
Firm Delivarles ’
{million cublc feet)
Residenlial 74,156 75,846 85,376 69,415 70217
Commercial 43171 43,843 46,897 R31.529 30,606
Industrial..... 97,804 59,985 66,922 R54.081 60,550
Eleclric Utililies .. 11,213 11,341 8.128 10,001 14,303
Vehicle Fuel 10 i 1 1 0
interruptible Deliveries
{million cubic feet)
Residenllal...... 0 0 0 0 0
Commeraal 9,082 4 9,279 10,333 9,953 11,182
Induslrial..... 90,075 69,530 43,372 62,441 50,593
Electric Ulilities .. 9,243 10,906 5,422 7.074 14,128
Vehicle Fuel....... 0 1 1 1 0
Number of Consumers
Residenlial........ 773,357 797,524 804,213 811,975 841,843
Commercial 86,457 88,163 89,168 Rgs5,018 B89.654
Industrial 3,560 3.079 2,988 R7.015 10,707
Average Annual Consumption per Consumer
(thousand cublc feet)
Residenlial 96 95 106 85 83
Commercial 604 603 642 R488 466
Industrial 52,803 42,064 36,912 R16.610 10,380
Average Prices for Natural Gas
(dollars per thousand cublc feet)
Wellhead (Markeled Produclicn) 1.60 1.36 192 2.05 1.70
Imports ... -— — = = =
Exports ... — — — — —-—
Pipeline Fuel . 1.20 1.15 1.83 1.81 1.39
Cily Gate ... 2.86 2.36 3.05 347 2.96
Delivered lo
Residential 511 491 5.58 6.42 6.00
Commercial 412 3.93 461 538 4.98
Industrial..... 2.75 2.23 3.09 3.32 317
Vehicle Fuel 3.18 2.76 3.06 370 5.59
Electric Ulililies. 1.89 1.58 225 253 2.14

R = Revised data.

NA = Not available.

— = Not applicabla.

Notes: Dallverles to electric utilties (consumption) are reported on the Form EIA-176.
Annual Report of Natural and Supplemental Gas Suppty and Disposition.” See the dis-
cussion on electric utility data and Table A1 In Appendix A for a comparison of reporting
1o these two forms. Totals may nol add dua to indapendent rounding. Beginning In
1996, consumption of natural gas for agricultural use was classified as industrial use. In
1995 and earlier years, agricultural use was classified as commerclal use.

Sources: Energy Information Administration (EIA), Form EIA-176, "Annual Report of
Natural and Supplemental Gas Supply and Dispoesition™; Form EIA-627, “Annual Quan-

Energy Information Administration / Natural Gas Annual 1998

ity and Value of Natural Gas Report” (1994 and 1995); Form EIA-895, "Monthly Quantity
and Value of Natural Gas Report” (19968 through 1938); Form EIA-857, “"Monthly Report
of Natural Gas Purchases and Deliverles to Consumers™; Form EIA-816, "Monthly Natu-
ral Gas Liquids Report™; Form EJA-64A, “Annual Report of the Origin of Natural Gas Lig-
ulds Production™; Form EIA-759, "Monthly Power Plant Report; Form FERC-423,
“Monthly Repart of Cost and Quality of Fuels for Electric Plants™; Form ElA-191, "Under-
ground Gas Storage Report”; Form FPC-14, "Annual Report for Importers and Exportars
of Natural Gas™ (1994): Office of Fosst Energy. U.S. Department of Energy. Natural Gas
Imports and Exports (1995 through 1998); U.S. Crude O, Natural Gas, and Natural Gas
Liquids Resarves, Annual Reports, DOE/EIA-0216: and the U.S. Minerals Management
Sarvice.
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A. Impact of 1 and 2 cents per MCF (approx. per MMBtu) on Kansas Consumers.

Basis-—Calendar year 1998 Kansas Info from Various DOE ElA Data Sources.

1. Tatal Kansas Consumption of Natural Gas: 313.88 Million MCF.
Of this:

Lease, Plant and Pipeline Fuel 53.84

Residential 70.22

Commercial 41.79

Industnal 111.14

Electric Utilities 38.90
2. Therefore, state-wide Residential burden at | cent per MCF is $702,200 per year.
3. Average Kansas residential consumption for 1998 was 83 MCF

(841,843 consumers)

4. Average cost per residential consumer is $0.¥3 per year.

5. Double the above results for a 2 Cents per MCF flow-through-—Average cost per
residential consumer then becomes $1.66 per year.

B. Projection of Gas Volumes Transported Through Kansas

1. Per DOE’s Year 2000 Annual Energy Outlook Report Projections to the Year 2020,

Total Lower 48 onshore conventional natural gas production is shown to increase from about 6-
6.5 TCF in 2000, to about 11 TCF by 2020.

2. It is reasonable to assume that this ~70% increase in production will result in a similar
70% increase in natural gas ransported through Kansas, enroute to consumer markets in the
Mid-west and other markets served by the pipelines that transit Kansas (delivering gas produced
in Oklahoma, Texas and Wyoming/Colorado).

= Therefore, assume that the gas transported through Kansas rises by 70% over the next 20

years (approximately 3.5% per year average increase). Sensitivity cases could assume lesser
rates of increase—perhaps down to 50% (approximately 2.5% per year average increase). In all
cases, assume the annual build-up is fairly even, year-to-year, because the DOE projections
similarly show fairly steady annual gas production growth over that time period.

4. Thus, for the 3.5% per year average increase, start with 1998 total gas wansported
through Kansas (1.151812 Trillion Cubic Feet), increase by 7% to an estimated 1.23 TCF for
2000, and grow it annually to a total of 2.1 TCF for the year 2020.

5 Similarly, for the 2.5% per year average increase, compute & starting point for 2000 of
5% over 1998---therefore 1.21 TCF. Then grow it by about 2.5% per year to a total of 1.8 TCF
for the year 2020.

6. One cent per MCF on those quantities would be $18 - $21 Million in the year 2020.

Paul Premo
3-30-00



FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, D C 20428

OFFICE OF PIPELINE REGULATION

In Reply Refer To:

PR14
Joel T. Strohl & Sons
Box 323
Pretty Prairie, KS &7570-0323
d DEC 2 1998

Ladies and Gentlemen:

Among other things, the Comnmission's September 10, 1997
order in Public Service Company of Colorado in Docket No.
RP97-369-000, et al., required Kansas producers who collected a
price in excess of the maximum lawful price between October 4,
1983 and June 28, 1988, due to the reimbursement of ad valorenm
taxes, to make refunds by March 9, 1998.

Triplett, Woolf & Garrison, LLC, 2959 North Rock Road, Suite
300, Wichita, KS 67226, the law firm representing Aurora, Inc.,
former operator of the Shannon Estate No. 1 well, has reported
that you held a 6.25 percent working interest in that well during
the above-referenced period, which indicates that you have a
$1,395.60 refund obligation to Northern Natural Gas Company for
sales from this well. Therefore, within 30 days from the date of
this letter, you should make refunds to the pipeline, with
additional interest to date of payment, and send a copy of your
check to the Commission.

In the alternative, you may file: (1) a letter with the
Commission explaining why you do not owe refunds or (2) a
petition pursuant to Section 502(c) of the Natural Gas Policy Act
of 1978, for relief from this refund obligation. The petition
should include documentation showing that payment of the refund
‘attributable to your working interest will cause a special
hardship, inequity or an unfair distribution of burdens.

Thank you for your prompt attention to this matter.

Sincerely,
74 éiiﬁ

Kevin #. Madden, Director
Office of Pipeline Regulation

cc: Mary Kay Miller, Vice President
Rates and Certificates o
Northern Natural Gas Company

P.O. Box 3330 Post-it* Fax Note 7671 [P 3 2600 [ages®
Omaha, NE 68103-0330 Yo s
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TO: Ed Schaub

FROM: Jack Rei

DATE: March 21,2000 INTERNAL
CORRESPONDENCE

SUBJECT: Coal Taxes - for Jeffrey Energy Center

CC: Les Morgan, Dave Phelps, Ron Teeter

Coal Supply Taxes

In the Jeffrey Coal Supply Agreement we indirectly pay taxes and relates fees to the
various governmental agencies through the price of our coal. The following taxes are subject to
the Royalties and Tax Related Component ( RTRC).

1) Federal Black Lung Excise Tax

2) Federal Statutory Depletion

3) Federal Royalties

4) Wyoming Severance Tax

5) Campbell County ad valorem tax

6) Federal Corporate Income Tax Rate

Contract Base Tonnage ( Western 84% & Utilicorp 20% ) 7,000,000 tons
RTRC for Base effective January 1, 2000 $ 2.25 /ton
Base Taxes $15,750,000
Incremental Tonnage ( 100% estimated for 2000 ) 1,400,000 tons
RTRC for Incremental - January 1, 2000 $ 0.90 /ton
Incremental Taxes $ 1,260,000

Total Taxes in the Coal Supply Agreement $ 17,100,000

Railcar ad valorem Taxes

We pay railcar ad valorem taxes to any state that our railcars travel during a calendar
year. The taxes are based on the number of miles traveled in each state, at a prescribed
statutory tax rates. The following figures were paid by Western during 1999.

Wyoming and Nebraska $ 46,354
Kansas $ 83,046
Total Railcar ad valorem Taxes $ 129,400

Coal Inventory ad valorem Tax

For Jeffrey, the cost of coal in inventory is included in the overall asset value of the
facility for computation of the ad valorem taxes.

1099 inventory ad valorem Taxes - Western Resources only $ 228,200

HOUSE UTILITIES
DATE: l_L-(, 00

ATTACHMENT 3
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that cutoff mark excessively rigid and more
restrictive than that employed by many other
circuits. If it is saying this is an area where
individualized facts are paramount, 1 fail to
see why the trial court’s discretion should not
prevail—at least in a case of three children
under the age of 5 and a first-time, low-level
drug offender (“mule”) parent. If it is say-
ing that the district court must run through
anyv potential source of alternative care imag-
inable before concluding that incarceration
would jeopardize the welfare of a defendant's
children, I find that rule overly intrusive. 1If
it is saving something else definitive, I can-
not find it. In any event, I believe we are
obliged to explain in more detail what crite-
ria the district courts should henceforth rely
upon in assessing requests for family respon-
sibility departures, and in this particular
case, we certainly should evaluate appellant’s
request on the basis of an accurate reading
of the record below. Accordingly, I would
hear the case in banc.

O ¢ KEY NUMBER SYSTEM

—SmE

PUBLIC SERVICE COMPANY
OF COLORADO, et al.,
Petitioners,

v,
FEDERAL ENERGY REGULATORY
COMMISSION, Respondent,
OXY USA Inc, et al, Intervenors.

Nos. 94-1418, 94-1481, 94—
1489 and 95-1138.

United States Cowrt of Appeals,
District of Columbia Circuit.

Argued Jan. 12, 1996.
Decided Aug. 2, 1996.

Interstate natural gas pipeljnes_sough,t

review of order of Federal Energy Regulato-
ry Commission (FERC) classifying Kansas
ad valorem tax as severance tax under Natu-
ral Gas Policy Act (NGPA). The Court of

91 FEDERAL REPORTER, 3d SERIES

Appeals, Stephen F. Williams, Circuit Judge,
850 F.2d 769, remanded. After the Comm,_
sion held that ad valorem taxes levieg by
Wyoming and Colorado were, but ad valorem
tax levied by Kansas was not, severance
producers, purchaser, and Missouri Pubhc
Service Commission (PSC) sough View
The Court of Appeals, Gmsbur é
Judge, held that: (1) nsas’fll)\ was n01
recoverable severance tax within meaning of
NGPA; (2) Wyoming and Colorado taxeg
were recoverable under NGPA; (3) producerg
must refund all Kansas taxes collected singe
date when all interested parties were firg
put on notice that taxes might not be recoy.
erable; and (4) pipeline was not required 1,
guarantee refunds of improperly collected a
valorem taxes.

So_ordered.

Sentelle, Oircuit Judge, concurred with
separate opinion.

1. Statutes &219(6.1)

On review of Federal Energy Regulaw-
rv Commission’s (FERC) interpretation of
NGPA, Court of Appeals must give effect w
unambiguously expressed intent of Congress
if Congress has directly spoken to precise
question at issue; otherwise, Court will defer
to administering ageney’s interpretation if it
is reasonable in light of structure and pur-
pose of statute. Natural Gas Policy Act of
1978, § 2 et seq., 15 U.S.C.A. § 3301 et seq.

2. Mines and Minerals =87

To qualify as “severance tax” under
NGPA, physical unit must be taxed only
once, at time of production. Natural Gas
Policy Act of 1978, § 110, 15 U.S.CA
§ 3320.

See publication Words and Phrases
for other judicial constructions and def-
initions.

3. Mines and Minerals €&=87

easonably determined by Federal
gllatory Commission (FERC).
ad“valorem tax which was levied pni-
magily upon value of recoverable natural gas
Teserves and secondarily upon value of gas

well equipment and materials was not “sever-

ance tax” within the meaning of NGPA even

7
9
3

3
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‘ Wyoming ad valorem ta
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grom well and payable one tis
of production, was based -
and thus recoverable as “se

| der NGPA even though Wy

rate severance tax also re
NGPA; severance tax was
current and continuing priv
ing minerals while ad valore
erty tax which taxed value
duced. Natural Gas Poli
§ 110, 15 U.S.C.A. § 3320.

5. Mines and Minerals &=¢
Colorado ad valorem
computed as set percentage
of natural gas removed froz
year, was based upon pro
recoverable as “severance t
even though Colorado hac
ance tax also recoverable
valorem tax varied directl
of gas and was assessed onl
was severed from ground.
cy Act of 1978, § 110, 15

6. Administrative
=419

When there is substi
ministrative rule for old r
sonably clear, new rule r
given prospectively only efl
tled expectations of those
preexisting rule; however,
is appropriate for new ap)
ing law, clarifications, and :
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refund Kansas ad valorem
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as geverance tax price adju

Law
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Citems 91 F3d 1478 (D.C.Clr. 1996)

/- though tax was partly dependent upon pro-
I ~tion. Natural Gas Policy Act of 1978,
, 110,15 U.S.C.A. § 3320.

i inerals €87
Wyoming ag-valorem tax, which was as-
ed olume of natural gas removed

#% ¢ om well and payable one time only as result
of production, was based upon production
and thus recoverable as “severance tax” un-
der NGPA even though Wyoming had sepa-
rate severance tax also recoverable under
B2 NGPA; severance tax was excise tax upon
8 . rrent and continuing privileges of extract-
B¢ ing minerals while ad valorem tax was prop-
erty tax which taxed value of minerals pro-
duced. Natural Gas Policy Act of 1978,
§ 110, 15 U.S.C.A. § 3320.

percentage of market value
B of natural gas removed from well during tax
B year, was based upon production and thus
recoverable as “severance tax” under NGPA
# even though Colorado had separate sever-
B .nce tax also recoverable under NGPA; ad
i valorem tax varied directly with production
f gas and was assessed only against gas that
B was severed from ground. Natural Gas Poli-
k' cy Act of 1978, § 110, 156 US.C.A- § 3320.
B8 6. Administrative
f =419
i When there is substitution of new ad-
& ministrative rule for old rule that was rea-
B sonably clear, new rule may justifiably be
B given prospectively only effect to protect set-
B tled expectations of those who had relied on
B preexisting rule; however, retroactive effect
¥ is appropriate for new applications of exist-
B ing law, clarifications, and additions.

Law and Procedure

B 7. Mines and Minerals &=87

Natural gas producers were required to
¥ refund Kansas ad valorem taxes which were
P improperly collected from pipeline customers
severance tax price adjustments since date
en all interested parties were given notice
‘Federal Register that taxes might not be
¥ Tecoverable under NGPA, in absence of evi-
dfmce that producers had detrimentally or
easonably relied upon continuing validity of
ncy interpretation of NGA. Natural Gas

Policy Act of 1978, § 110, 15 US.CA.
§ 3320; Natural Gas Act, § 1 et seq, 15
U.S.C.A. § T17 et seq.

8. Mines and Minerals ¢=87

Missouri Public Service Commission's
(PSC) petition challenging Federal Energy
Regulatory Commission’s (FERC) decision
which required interstate natural gas pipe-
line to channel producer refunds of improper-
ly collected ad valorem taxes to customers,
but which precluded pipeline liability as
guarantor in event that producer did not
meet its refund obligation was moot insofar
as it sought prospective relief; wellhead
prices had been totally deregulated since
1993, there was no longer any maximum
lawful prices for producer sales, and whether
producer recovered severance taxes was mat-
ter of negotiation between buyer and seller.
Natural Gas Policy Act of 1978, § 110, 15
U.S.C.A § 3320.

9, Mines and Minerals 87

Interstate natural gas pipeline was not
required to guarantee refunds of improperly
collected ad valorem taxes due from its pro-
ducers to its customers; pipeline was mere
conduit which had no financial interest in
NGPA dispute, and pipeline was not obliged
either by contract or by regulation to take
any precaution against possibility that pro-
ducer would fail to refund monies due to
consumers. Natural Gas Policy Act of 1978,
§ 110, 15 U.S.C.A. § 3320.

On Petitions for Review of an Order of the
Federal Energy Regulatory Commission.

Mark L. Evans argued the cause for peti-
tioner Anadarke Petroleum Corporation, et
al. (Producer Petitioners), with whom John 5.
Martin was on the briefs. Thomas R.
Schwarz Jr., Jefferson City, MO, argued the
cause for petitioner Missouri Public Service
Commission, with whom David W. D'Alessan-
dro and Kelly A. Daly, Washington, DC,
were on the briefs. Karol L. Newman,
Washington, DC, argued the cause for peti-
tioners Public Service Company of Colorado
and Cheyenne Light, Fuel and Power Com-
pany, with whom James D. Albright, Denver,
CO, was on the briefs.
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Eric L. Christensen, Attorney, Federal
Energy Regulatory Commission, argued the
cause for respondent, with whom Jerome M.
Feit, Solicitor, was on the brief.

Thomas R. Schwarz, Jr., Jefferson City,
MO, and David W. D’'Alessandro, Washing-
ton, DC, were on the brief for intervenor
Missouri Public Service Commission. Penny
G. Baker, Jefferson City, MO, entered an
appearance. Emery J. Biro, III, Houston,
TX, Jay G. Martin, Douglas F. John, Wash-
ington, DC, Kevin M. Sweeney, Kerry R.
Brittain and Norma J. Rosner were on the
brief for intervenors in support of respon-
dent. Mark L. Evans, Jay G. Martin,
Washington, DC, Marge O'Connor, J. Ste-
phen Martin, Houston, TX, and Kerry R.
Brittain were on the brief for the Producer
Intervenors. Gary W. Boyle, Tulsa, OK,
was on the brief for intervenor Williams
Natural Gas Company. Martin J. Bregman,
Topeka, KS, entered an appearance for in-
tervenor Western Resources, Inc. Donald
C. Shepler, Jr., Washington, DC, and James
Howard entered appearances for intervenor
Colorado Interstate Gas Company. Bruce
A_ Connell, Houston, TX, entered an appear-
ance for intervenor Conoco, Inc. Michael L.
Pate entered an appearance for intervenor
OXY USA, Inc. Frank X. Kelly, George J.
Meiburger, Mark C. Schroeder and Steve
Stojic, Washington, DC, entered appear-
ances for intervenor Northern Natural Gas
Company. Kathy L. Cox, Fort Worth, TX,
entered an appearance for intervenor Union
Pacific Resources Company. Andra B.
Greene, Newport Beach, CA, and Buddy J.
Becker, Lakewood, COQ, entered appearances
for intervenor K N Energy, Inc. Thomas
R. O'Donnell, Denver, CO, entered an ap-
pearance for intervenor Publie Service Com-
pany of Colorado and Cheyenne Light, Fuel
and Power Company. Andrew N. Greene,
Washington, DC, and Elisabeth Y. Pendley,
Arglington, VA, entered appearances for in-
tervenor K N Interstate Gas Transmission
Co. James F. Moriarty, Washington, DC,
entered an appearance for intervenor Mis-
souri Gas Energy.

Before: WILLIAMS, GINSBURG and
SENTELLE, Circuit Judges.
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Opinion for the Court filed by Circuit
Judge GINSBURG.

Concurring Opinion filed by Circuit Judge
SENTELLE.

GINSBURG, Circuit Judge:

Until 1993 the Natural Gas Policy Act
(NGPA) established the maximum lawfy)
price that a producer could charge its Pipe-
line customers for natural gas; under § 17
of the Act, the producer could adjust tha
price upward in order to recover its payment
of a state severance tax. The Federal Ener.
gy Regulatory Commission, on remand from
our decision in Colorado Interstaie Gas Co, +
FERC, 850 F.2d 769 (1988), held that og
valorem taxes levied by Wyoming and Cole-
rado are, but the ad valorem tax levied by
Kansas is not, a severance tax within the
meaning of § 110. The Commission then
ordered producers to refund pavments re.
ceived from pipelines in recovery of the Kan-
sas tax with respect to production occurring
after the Colorado Intersiale decision. The
Commission directed the pipelines in turn o
channel those refunds to their customers, but
decided not to make the pipelines liable for
any amounts not received from producers.

Petitioner Public Service Company of Col-
orado and a subsidiary (jointly PSCC), sup-
ported by the Missouri Public Service Com-
mission (MPSC) as an intervenor, challenge
the Commission’s authority to limit the retro-
activity of the producers’ liability for refunds
of the Kansas tax. As a petitioner the
MPSC also objects to the Commission’s or-
der relieving Williams Natural Gas Company
of any obligation to guarantee the refund of
the Kansas taxes that Williams collected
from its customers, as to which Williams
intervenes in support of the FERC, and to
the Commission’s decision that the Wyoming
and Colorado taxes are severance taxes.

Four producers petition for review of the
Commission's decision that the Kansas tax is
not a severance tax. These Producer Peti-
tioners also maintain that the FERC's deci-
sion worked a change in the law that should
be applied prospectively only. As Producer
Intervenors the same group argues in the
alternative that the Commission properly
limited their liability for the refunds of the
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: tax to the date of the Colorado Inter-

ate decision. Joined by another producer,
o the five so-called Indicated Producers inter-
"'v';zne in support of the Commission regarding
¥ the Wyoming and Colorado taxes.

“We conclude that the Commission could
= p}ope.rly determine that the Kansas ad valo-
® rem tax was not, and that the Colorado and
¥ Wyoming ad valorem taxes were, sufficiently
B imilar to a severance Or production tax to

o for recovery under § 110 of the
§ NGPA. Contrary to the Commission, howev-
B or, we hold that the producers must refund
£ .1l the Kansas taxes they collected since Qc-
& tober 1983 when all interested parties were
% <t put on notice that the taxes might not
§ be recoverable under § 110. On the ques-
B¢ tion whether Williams should be required to
1 guarantee the refunds due from its producers
8 {0 its customers, we find no ground upon
¥ which to require that the FERC hold the

pipeline liable.

1. Background

& From 1978 until 1993 producer prices for
. natural gas were subject to maximum lawful
levels specified in the NGPA. 15 US.C
§§ 3311-19. Section 110 of the NGPA per-
® mitted a producer to charge an amount in
¥ excess of those ceilings to the extent neces-
B cary to recover its payment of “State sever-
f§; ance taxes attributable to the production of
B such natural gas” 15 US.C. § 3320(a)1).
. For this purpose, a severance tax was de-
fined as “any severance, production, or simi-
lar tax, fee, or other levy imposed on the
production of natural gas” by a state or
Indian tribe, 15 U.S.C. § 3320(c).

& In Sun Exploration and Production Co.,
k. 36 FERC 161,093 (1986), the Commission
determined that the Kansas ad valorem tax
qualified as a severance tax under § 110
because it was based upon production fac-
rs. In Colorado Inmterstate we concluded
that the Commission’s analysis in Sun Explo-
 ration “fell short of reasoned decision-mak-
® ing,” and we remanded the matter for a more
‘cogent theory of what makes a tax ‘similar’
to a production or severance tax under
110 850 F.2d at 770, T73. Reflecting our
dulgent standard of review for a question
bound up in administrative policy-maling,

b
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we noted that while the court “cannot defer
to a vacuum,” we would defer to “any Com-
mission interpretation of § 110 that is not
precluded by the statutory language and tra-
ditional methods of statutory construction,
and that is reasonable.” Id at 774.

We also offered the Commission some
guidance. A severance tax is a cost imposed
upon producing, while a property tax is a
cost imposed upon holding, a resource; the
non-recoverability of a severance tax is a
disincentive to produce, while the non-recov-
ery of a property tax is not a disincentive
and, to the extent that extraction reduces the
value of the reserves to which the property
tax is applied, might even be an incentive to
produce. Jd. at T7L. On the other hand, if
in computing the value of a property for the
purpose of levying a property tax “a state
sought to capitalize the annual production (or
revenue) enjoyed by each producer by multi-
plying it by a single fixed figure, the [proper-
ty) tax would plainly be similar enough to a
production tax to qualify under § 110." Id
at 772.

Upon remand, the Commission identified
two essen@ial differences between a sever-
ance tax and a property tax:

First, a ... severance tax is on the volume
or value of the commodity removed, as
assessed at the time of removal. A prop-
erty tax ... is on the value of the gas
remaining in the ground as well as on the
value of wells and other production assets
on the lease, at the time of the tax assess-
ment.

Second, ... once the unit of gas is pro-
duced and the severance tax is applied to
it, that unit of gas is never again subject to
the severance tax. On the other hand, a
property tax ... is applied to a unit of gas
reserves each year—year after year—until
that unit of gas finally is produced and
removed from the property being valued.

Colorado Interstate Gas Co., 65 FERC 161,-
9292 at 62,370-71 (1993) (emphases in original)
(hereinafter Colorado Inierstate Remand Or-
der), rek’g denied, 67 FERC 161,209 (1994)
(hereinafter Colorado Imlerstate Rehearing
Order). Applying these distinctions, the
Commission concluded that the Kansas tax
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did not qualify as a severance tax for three
principal reasons: (1) it was based upon the
value of the gas property rather than upen
its current production; (2) the volume of
production was relevant principally for deter-
mining the present value of the gas reserves;
and (3) the reserves were taxed year after
year until removed from the ground and sold.
Id at 62,371-72.

The Commission ordered producers to re-
fund the Kansas taxes they had collected
since June 1988, the date of our Colorado
Interstate decision which, in the FERC's
view, first put producers on notice that the
tax might not be recoverable under § 110.
Id. at 62,373. The Commission also ordered
pipelines to flow-through the refunds to cus-
tomers as lump sum payments, but the pipe-
lines were not held responsible for guaran-
teeing payment if a producer failed to meet
its refund obligation. Id. at 62,374.

Williams, one of the pipelines ordered to
refund the Kansas tax, had also collected
Wyoming and Colorado ad wvalorem taxes
from its customers. In Willioms Natural
Gas Co, 69 FERC 761,373 (hereinafter
Williams Ovrder), reh’y denied, 70 FERC
161202 (1994) (hereinafter Williams Re-
hearing Order), the Commission held that
the Wyoming and Colorado taxes qualified as
severance taxes under § 110. The Wyoming
tax “is assessed on the volume or value of the
gas which is produced” and “varies directly,
and exclusively, with actual production.” Id.
at 62,408. The Colorado tax is “assessed
only against gas that is severed from the
ground.” [d. at 62,410. Therefore, Williams
was not required to refund these taxes to its
customers.

I Analysis

We turn first to the question whether the
Commission was reasonable in holding that
the Kansas tax was not recoverable under
§ 110. Next we undertake a similar inquiry
with respect to the Colorade and Wyoming
taxes. Then we examine the date to which
refund lability for the Kansas tax extends;
and finally we review the FERC's decision
not to hold Williams responsible as a guaran-
tor in the event that a producer does not
meet its refund obligation.
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A, The Kansas Tax

[1] Our review of the Commission’s inter.
pretation of § 110 of the NGPA is governed
by the familiar analysis of Chevron, U.S.4,
Inc. v. Natural Resources Defense Council,
Inc., 467 U.S. 837, 104 S.Ct. 2778, 81 L.Ed.2q
694 (1984). if the Congress has “directly
spoken to the precise question at issue,” th.e
court “must give effect to the unambiguously
expressed intent of Congress”; otherwise the
court will defer to the administering agency's
interpretation if it is reasonable in light of
the structure and purpose of the statute. Jd
at 842-43, 104 S.Ct. at 2781-82. In this
instance, recall that § 110 of the NGPA per-
mits a producer to “recover ... State sever-
ance taxes attributable to the production of

. natural gas and borne by the seller,” 15
U.S.C. § 3320(a)(1), and that a severance tax
is defined as “any severance, production, or
similar tax, fee, or other levy imposed on the
production of natural gas” 15 U.S.C.
§ 3320(c). In their application to a particu-
lar state tax, any or all of the terms “attrib-
utable to the production,” “similar,” “other
levy,” and “imposed on the production” may
be ambiguous. Plainly, as the Producer Pe-
titioners acknowledge, our standard of re-
view is that of Chevron step two.

The Kansas tax is levied primarily upon
the value of recoverable reserves and second-
arily upon the value of gas well equipment
and materials. In estimating the volume of
reserves, the volume of current production is
an important factor; therefore, because the
tax is partly dependent upon production, the
Producer Petitioners allege that it is similar
to a production tax.

In remanding Colorado Interstate we in-
structed the Commission to come up with a
“cogent theory of what makes a tax ‘similar’
to a production or severance tax under
§ 110." 850 F.2d at 773. The agency’s de-
termination was to hinge upon “how the spe-
cific rules of the tax actually function.” Id
at 774. According to the Producer Petition-
ers, however, the Commission responded
largely by ignoring the practical application
of the Kansas tax and its actual effect upon
production incentives, and focused instead
upon mere labels.
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;o :The principle advanced by the Producer

pgﬁﬁoners is that “a tax whose assessment is
aeasurably affected by a change in the level
_of production is at least in part attributable

;;;to, and effectively imposed on, the production

B J}tgelf.” The Petitioners remind us that the
{Federal Power Commission held that the
' Kansas tax was recoverable under the Natu-

t

e

I ral Gas Act, Opinion No. 699-D, 52 FPC 915,

915-16 (1974), and that the Congress incor-

porated into § 110 of the NGPA terms virtu-
% ally identical to those it had used in the prior
B statute, see Opinion No. 699, 51 FPC 2212,

2301, 4 P.U.RAth 401, reh'g denied in rele-
‘yant part, 52 FPC 1604 (1974), affd sub

8 nom. Shell Oil Co. v. FPC, 520 T.2d 1061

(5th Cir.1975—which suggests that the Con-
gress intended no significant contraction in
the range of severance taxes that could be
recovered. Indeed, the Conference Commit-
tee Report on § 110 states that the term
“severance tax” should be “construed broad-
ly” and may extend to “any tax imposed upon

. mineral or natural resource production in-

cluding an ad valorem tax or a gross receipts
tax.” H.R. Conr. REp. No. 95-1752, 95th
Cong., 2d Sess. 91 (1978), U.8.Code Cong. &
Admin.News 1978, pp. 8800, 8861.

The two characteristics of a tax recovera-
ble under § 110, in the view of the Producer
Petitioners, are that its calculation is directly
related to the rate of current production and
that its non-recovery would operate as a
disincentive to produce. It is not necessary
that the tax be attributable exclusively to
production, nor that it be computed in the
same manner as a severance or production
tax; it is enough that the assessed liability be
to some extent “attributable to the produc-
tion of ... natural gas.” The Producer Peti-
tioners claim that the FERC’s interpreta-

© tion—under which the tax must be (1) laid
B upon “the act of severing,” (2) “each Mecf or

, MMBtu of gas production,” and (3) assessed
B “at the time of removal,” Colorado Interstate
Remand Order, 65 FERC at 62,370, 62,371—

‘ﬁ'; feﬁ"ectively reads the term “similar tax” out of
fy the statute.
g . Applying their more liberal construction of

110, the Producer Petitioners contend that
the Kansas tax fully satisfies the criteria for
recoverability. First, while the tax is also
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affected by variables other than production,
the amount of the tax increases or decreases
as production increases or decreases. For
example, as between two wells with the same
reserves, the one expected to produce more
gas will be taxed at a higher level. This
argument, however, does little to dispel our
understanding that the Kansas tax is by its
terms a tax upon property. The value of a
depletable asset is a function of its physical
and its temporal dimensions; in the case of a
gas well, these are respectively the volume of
recoverable reserves and the timing of their
recovery, which progressively depletes the
reserve. The greater the volume of gas pro-
duced in a given tax year, the shorter the
time over which all the proceeds will be
realized and, consequently, the higher the
present value of the asset.

The relevant question, therefore, is the
obverse of the one suggested by the Produc-
er Petitioners. We do not ask whether two
wells with the same reserves would be taxed
differently based upon their different antici-
pated rates of production; obviously they
would be, whether the tax is imposed ad
valorem upon property or upon production.
The value of the reserves would be higher for
the well with more rapid production because
faster production reduces the time over
which the flow of gas is turned into a stream
of cash. Instead, we must inquire whether
the same tax would be levied upon two wells
with different reserves but the same level of
production. If the tax is based upon produc-
tion, then the amount of the tax would be the
same; if the tax is based upon property, then
the amounts would be different. By this
criterion, as we shall see, the Kansas tax is
laid upon property, not upon production.

In Colorado Interstate we posited that the
high initial level of production caused by the
pressure in a new well could, when annual-
ized in accordance with Kansas's method of
appraisal, yield a higher tax upon a property
that started operation late in the year than
upon an equally productive property that was
in operation for the full year. 850 F.2d at
773. Prompted by that observation, the Pro-
ducer Petitioners now attempt to explain that
the State's use of an annualized figure for
production when a new well operates for only
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part of its first tax year does not relax the
relationship between the amount of the Kan-
sas tax and the volume of production. To the
contrary, they point out that a 1980 amend-
ment to the Kansas tax law was designed to
offset the disproportionately high levy on a
well in operation less than six months during
the tax year by reducing its appraised value
by 40 percent.

Again, the Producer Petitioners' argument
supports not their position but the Commis-
sion's. As the agency properly observes, an
adjustment for the exaggerated level of ini-
tial production caused by the high pressure
in a new well would be unnecessary if the
Kansas tax were indeed based upon produc-
tion. Any gas produced would be taxed; any
gas left in the ground would not be taxed.
Kansas authorized an adjustment precisely
because its tax is based not upon production
but upon gas in the ground; ie., the State
needed a reliable estimate of “annual” pro-
duction to use in calculating the present val-
ue of recoverable reserves. Otherwise there
would have been no need to annualize the
partial vear's output from a new well.

The Commission gave three reasons for
rejecting the “measurably attributable to
production” standard suggested by the Peti-
tioners. First, it is just the type of murky
standard that this court had criticized in
Colorado Interstate.  Colorado Inierstate
Rehearing Order, 67 FERC at 61,654. Sec-
ond, the standard is cumbersome to adminis-
ter; it requires “virtually well-by-well analy-
sis to ascertain exactly how much weight the
state property appraiser gave to current pro-
duction.” Id. at 61,654-55. Third, simply
providing that a tax be measurably related to
production does not distinguish between a
severance tax and an array of other taxes—
income, personal property, real estate—that
could vary “in a more-or-less direct manner
with production.” Id

What is required, contends the Commis-
sion, is that the tax vary “directly” with
production on “essentially” a one-to-one ba-
sis. Colorado Interstate Rehearing Order,
67 FERC at 61,665. Indeed there is some
support for that proposition in the history of
§ 110. In 1974 the Federal Power Commis-
sion interpreted the Natural Gas Act to allow
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recovery of the Kansas tax. Opiniop Na,
699-D, 52 FPC at 915-16. As we Obseryey
in Colorado Inlterstaie, however, when the
Congress enacted § 110 it supplementeq the
FPC's formula for recovery (“all ... progy,.
tion, severance, or similar taxes” Opinigy
No. 699, 51 FPC at 2301) with the addeq
requirement that the tax be “imposed on th,e
production of natural gas.” 850 F".2d at 1p.
That new qualification is the basis upey,
which the Commission argues for a one.,
one relationship between the volume of pry.
duction and the amount of the tax.

The Kansas tax, according to the FERC, i«
a property tax levied upon the value of recoy.
erable reserves, gas well equipment, and my.
terials, id. at 62,374; current production iy
only a “yardstick by which the value of the
leasehold is measured,” id at 62371-72
The appraised value of the reserves depends
upon the estimated future production of the
well (as determined in part by actual produc-
tion over the most recent three- or five-year
period) and market prices, reduced by oper-
ating costs, all forecasted over the probable
period of production and discounted to pres-
ent value. See Colorado Interstate, 850 I'2d
at 771. Because of differences in the antici-
pated rate of production and in the estimated
quantity of reserves, the tax upon two wells
producing the same volume of gas may “vary
nearly by a factor of ten.” Id.

At oral argument, we asked counsel for the
Producer Petitioners whether in practice the
tax on a well varies over time in direct
relation to the well's production. If not, the
tax could not properly be characterized as
being based upon production. Because the
answer to this question has important impli-
cations, we take a moment to examine the
mechanics of the tax calculation in somewhat
greater detail.

The value of recoverable reserves, for the
purpose of the Kansas tax, is based predomi-
nantly upon the value of the well's average
production multiplied by a “present worth
factor.” The present worth factor, in turn,
depends upon the estimated quantity of the
reserves, the time value of money, the ex-
pected rate of change in the price of gas, and
the expected rate of change in production-
The Kansas Department of Revenue promul-
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a present worth factor for use in valu-
¢ir- -1l properties in a major proven gas field.
l} ling that the Department determines
; nt worth factors ex ante and does not
re-nse them periodically, then the only varia-
ble-aﬁ‘ect.mg the annual appraisal of a well is
‘the value of the well's production. Under
"these circumstances, the Kansas tax would,
‘in our view, be sufficiently like a tax “im-
posed on the production of natural gas" to be
recoverab]e under § 110. Although the tax

is called an ad valorem tax and calculation of
the tax is based upon the present value of
recoverable reserves, any change in the
‘amount of the tax due would depend in prac-
tice entirely upon a change in the value of
production from year-to-year.

The question, therefore, becomes whether
there is a change over time in the present
worth factor for a particular well or field. If
so, then the tax will depend upon the magni-
tude of that change (and upon any variation
in production, of course). In fact, because
increased production diminishes the remain-
ing recoverable reserves, and thus typically
reduces the anticipated life of a well, periodi-
cally updating the present worth factor could
v" " atax that is completely unrelated to, or
¢  negatively correlated with, production.
Counsel for the Producer Petitioners was not
able to refer us to any evidence in the record
indicating that the present worth factor for a
gingle field remains constant over time.
Therefore, the Petitioners could not show
that the Kansas tax necessarily varied in
direet relation to production.

Because the Producer Petitioners bear the
burden of showing that the Commission’s
analysis of the Kansas tax is unreasonable,
their inability to demonstrate that the pres-
ent worth factors are invariant over time
could have been an end to the matter.
‘Nonetheless, we searched the record inde-
‘pendently—but the result was only to in-
/crease our confidence that variables other
than production can have a material impact
leon the tax assessed. Tables captioned
“Major Proven Gas Areas and Fields” show a
_substantial change in the present worth fac-

.ltor for certain fields over the three years
tggtfgom 1986 to 1989. Indeed, the prevailing
gibattern is for the present worth factor to
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decline with the passage of time, which is
what we would expect. - As the anticipated
life of a well declines, the present value of
the recoverable reserves decreases corre-
spondingly; that is consistent with our hy-
pothesis that higher production foreshadows
a diminished remaining life, which in turn
can result in not a higher but a lower tax.

[2] There is more. One appraiser for the
Kansas Department of Revenue has identi-
fied seven factors other than current produc-
tion that he considers in determining the
present value of reserves: age of the well;
quality of the oil and gas; nearness to mar-
ket; operating costs; character, extent, and
permanency of the market; probable life of
the well; and the number of other wells
being operated. Furthermore, Kansas as-
sesses the tax upon each physical unit of
reserves, year after year until the unit is
produced. In order to qualify as a severance
or production tax under § 110, however, a
physical unit must be taxed only once—at the
time of production. Colorado Interstate Re-
mand Order, 65 FERC at 62,371. The Com-
mission also observes that a typical well in
the Permian Basin, roughly 2800 feet deep,
will be appraised at a value that includes
$56,000 for equipment alone, ie., exclusive of
the value of any gas reserves. Even after a
well has been shut-in for two years the
equipment on a “normal” well is valued at
$4,200. If the Kansas tax were based upon
production, then there would be no tax on a
non-producing well.

Singly and cumulatively, the Commission’s
arguments are convincing and neither of the
Producer Petitioners’ two principal conten-
tions persuade us otherwise. First, the Pro-
ducer Petitioners contend, mistakenly, that
non-recovery of a property tax based in part
upon production operates as a disincentive to
produce and thus defeats a primary objective
of the NGPA. If the present value of re-
serves is computed by the Kansas formula,
then (other things being equal) the higher
the tax rate the greater the incentive to
produce. Although higher production is a
factor tending to increase the Kansas tax this
year, it reduces the expected future produc-
tion from the well, a factor tending to de-
crease the Kansas tax in all future years.
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The tax-reducing effect of decreased life ex-
pectancy will almost always exceed the tax-
increasing effect of higher production.! In
short, if demand is inelastic (as it would be
when the ceiling is well below market price),
a recoverable tax would have little effect
upon production at the margin; but a non-
recoverable tax would be an incentive to
extract gas more rapidly in order to minimize
the impact of the tax.

Second, the Petitioners advance the theory
(in their Reply Brief) that “a tax qualifies for
reimbursement under § 110 ... if production
is a factor in the calculation.” By that stan-
dard, an ordinary property tax would qualify
as a tax on production; the value of any asset
is, after all, the present worth of the benefits
that the asset is expected to produce—
whether impounded in an established market
price or estimated by an appraiser. The
Commission reasonably declined to adopt a
standard—overbroad, administratively cum-
bersome, and almost infinitely elastic—with
so little to recommend it.

[3] Weighing the various arguments—
and mindful that as we said in Colorado
Interstate, “any Commission interpretation of
§ 110 that is not precluded by the statutory
language and traditional methods of statuto-
ry construction, and that is reasonable, will
control,” 850 F2d at T74—we conclude that
the FERC’s interpretation of § 110 of the
NGPA is reasonable. Furthermore, applying
that interpretation, the Commission reason-
ably determined that the Kansas ad valorem

1. Suppose, for example, a well with 1,000 Mcf of
reserves at year end 1995 is taxed at the rate of
$1 per Mcf remaining on December 31 of each
year. The producer would have an incentive to
deplete the well as quickly as possible. Produc-
tion of 500 Mcf on January 1 of both 1996 and
1997 would mean tax assessments of $1,000 and
$500 on December 31 of 1995 and 1996 respec-
tively. By comparison, production of 250 Mcf
on January 1 of each year from 1996 through
1999 would mean tax assessments of $1,000,
$750, $500, and $250 on December 31 of each
year from 1995 through 1998—and a much high-
er total tax. (This assumes of course that the
estimated volume of reserves does not change
from year to year except to account for the
previous year's production.)

2. The Indicated Producers claim that the MPSC
is barred from contesting the Colorado and Wyo-
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tax is not a severance tax within the Meaning
of that section.

B. The Colorado and Wyoming Tazes 2

The MPSC, while agreeing with the Cop,.
mission’s interpretation of § 110, urges that
the FERC incorrectly applied its own criteriy
when it allowed recovery of the Colorado ang
Wyoming taxes. In the Williams Order, the
Commission stated that “the Wyoming qg
valorem tax qualifies for recovery ... in thy
it is assessed on the volume or the value of
the gas which is produced rather than upgy
the value of gas reserves or lease-hold prop.
erty. Hence, the tax varies directly, angd
exclusively, with actual production.” gy
FERC at 62,408. The Commission adopted
the same rationale in deciding that the Colo-
rado tax could be recovered under § 110.
Id. at 62,410. The MPSC asserts that this
rationale conflates a production-based tax
with a property tax.

According to the MPSC, the Wyoming and
Colorado taxes are based upon proceeds, not
upon production. Taxing authorities admin-
ister a proceeds tax as they do a property
tax: the underlying property is placed on
both state and local tax rolls and aggregated
with other property to determine the appro-
priate state and local ad valorem tax rates.
A production tax, by contrast, is a state-wide
levy subject to a single state-wide rate, ad-
ministered by and for the benefit of the state
and not of the locality. The MPSC contends
that the Wyoming and Colorado taxes differ
from a typical property tax only in that they

ming taxes because the MPSC was some hours
late in filing its request for rehearing the
Williams Order. The FERC, however, waived the
30-day Llimit in the NGPA, 15 US.C.
§ 3416(a)(2), and accepted the MPSC request as
timely filed, Williams Rehearing Order, 70 FERC
at 61,633. The Indicated Producers argue that
the FERC had untl then consistently treated the
30-day limit as a jurisdicdonal requirement that
it could not waive. The MPSC replies that the
Indicated Producers failed to request rehearing
of the Commission's decision to waive the time
limit, and thereby failed to preserve the issue for
judicial review. We agree. See 15 US.C.
§ 3416(a){4) (no judicial review unless issue
raised before agency in application for rehear-
ing). We proceed therefore to address the ques-
tion whether the Colorado and Wyoming taxes
were recoverable under § 110.
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:.. a preference to natural gas property
v er other types of property. In Wyoming,
“ve preference arises by taxing gas property
ly once, which is to say when the gas is
atmcted In Colorado, gas reserves are
taxed annually but their value is assumed to
equal a specified percentage of the value of
the prior year’s production. Otherwise, ac-
£ mrdmg to the MPSC, the Wyoming, Colora-
; do. and Kansas taxes are similar and ought
m be treated similarly under § 110; the
Wyommg and Colorado legislatures may be
free to favor gas producers over other prop-
8" erty owners, but the Congress did not intend
‘. to favor gas producers in states with a tax
¥ ‘hased upon proceeds over gas producers in
2 'states that impose upon them a traditional
 'property tax.
: The Commission responds, first, that the
® Wyoming ad valorem tax meets the criteria
k' get forth in the Colorado Interstate Remand
B Order and applied in the Williams Order, 69
FERC at 62,408. The tax is assessed upon
B i1c volume of gas removed from the well,
1 Wyo. Stats. § 39-2-208; payable “one time
only . as a result of production,” Union
Pcm Res:mnces Co. v. State, 839 P.2d 356, 372
(Wyo 1992); and based upon the “full value”
# "¢ the gas when produced, id at 372 n. 7.
scond, that the tax may benefit local taxing
B units is not pertinent; a tax imposed “by any
g’ political subdivision of a State” is recoverable
under § 110. 15 U.S.C. § 3320(c)(2). Third,
ff ‘a5 this court has recognized, “a tax nominally
on property may be functionally identical to a
Bt production tax,” Colorado Interstate, 850
& F2d at 772. Fourth, a tax need not be
§ labeled a “severance tax” in order to be
& “recoverable” within the meaning of § 110;
# the term “severance tax” is to be “construed
.broadly," and may include an ad valorem. tax,
¥H R. Conr. Rep. No. 95-1752 at 91, U.S.Code
LCong. & Admin News 1978 at 8861, as well as
y “similar tax, fee, or other levy imposed
the production of natural gas,” 15 U.S.C.
-H&!Q

[4] Finally, the Commission argues that
.t= inistrative differences between a tax
fhased upon production and an ad wvalorem
are irrelevant to the question whether
tax may be recovered under § 110. In-

d, Wyoming has a separate severance tax,

PUBLIC SERVICE CO. OF COLORADO v. F.E.R.C.
Cite a3 91 F.3d 1478 (D.C.Clr. 1996)
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which no one here doubts is recoverable
within the meaning of § 110. In distinguish-
ing that tax from the state's ad valorem tax
based upon proceeds, the Wyoming Supreme
Court observed: “[T]he severance tax is an
excise tax upon the current and continuing
privilege of extracting minerals.... An ad
valorem tax is a property tax which taxes the
value of the minerals produced.” Wyoming
State Taxz Comm'n v. BHP Petroleum Co.,
Inc., 856 P.2d 428, 434 (1993). This charac-
terization of the Wyoming ad valorem tax
supports the Commission's conclusion that it
is based upon production.

Colorado, too, imposes a severance tax in
addition to an ad valorem tax. The Indicat-
ed Producers point out, however, that 87.6%
of the ad valorem tax may be taken as a
credit against the severance tax. This, say
the Indicated Producers, proves that the two
taxes are “directed at the same activity and
intended to accomplish the same purpose,
ie, to tax produection as it occurs.” More-
over, as the Tenth Circuit noted—albeit in
the course of determining whether the Colo-
rado tax is a real estate or a personal proper-
ty tax, not whether it is sufficiently similar to
either a severance or other production-relat-
ed tax to be recovered under § 110—"[plast
production is used in the Colorado ad valo-
rem tax system only as a gauge for the
valuation of the mineral interest. Use of this
admittedly imperfect gauge does not rule out
the conclusion that the mineral interest itself
is being taxed.” Federal Land Bank of
Wichita v. Board of County Comm'rs, 188
F.2d 1440, 1442 (1986).

[51 The Commission nonetheless argues
persuasively that the Colorado ad valorem
tax “varies directly with production” and is
“assessed only against gas that is severed
from the ground.” Williams Order, 69
FERC at 62,410. The irreducible fact is that
the tax is computed as a set percentage of
the market value of the gas removed from a
well during the tax year. Colo.Rev.Stat.
§§ 39-7-101 and 39%-7-102. As we stated in
Colorado Interstate: When computing the
value of property, “[i]f a state sought to
capitalize the annual production (or revenue)
enjoyed by each producer by multiplying it
by a single fixed figure, the [property] tax
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would plainly be similar enough to a produc-
tion tax to qualify under § 110.” 850 F.2d at
772. That is precisely how the Colorado tax
is computed.

In sum, the clear weight of the arguments
supports the Commission’s determination.
Both the Colorado and Wyoming ad valorem
taxes are based upon production and as such
may be recovered under § 110 of the NGPA.

C. Retroactivity

[6] Next we take up the question wheth-
er the Commission properly ordered produc-
ers to refund Kansas taxes recovered since,
and only since, our Colorado Interstate deci-
sion in June 1988. The governing principle
is that when there is a “substitution of new
law for old law that was reasonably clear,”
the new rule may justifiably be given pro-
spectively-only effect in order to “protect the
settled expectations of those who had relied
on the preexisting rule.” Williams Natural
Gas Co. v. FERC, 3 F.3d 1544, 1554 (D.C.Cir.
1993). By contrast, retroactive effect is ap-
propriate for “new applications of [existing]
law, clarifications, and additions.” Id. The
Commission concluded that “[t]he ‘settled ex-
pectations of those who had relied on the
preexisting rule’ ... were changed by the
[court's June 1988] Colorado Interstate deci-
sion, not really [by the FERC’s] own deci-
sion” in the 1993 Colorado Interstate Re-
mand Order, 65 FERC at 62,373.

The Producer Petitioners maintain that the
Comumission did indeed substitute a new rule
for a reasonably clear old rule when, in the
Remand Order, it first refused to let them
recover the Kansas tax. Qur decision in
Colorado Imterstate, the Petitioners point
out, was a remand, not a reversal, of the
Commission’s decision in Sun Ezploration
allowing producers to recover the tax. The
court directed the Commission only “to exer-
cise its interpretive authority, to identify the
features of the Kansas tax that point toward
one classification or another, and to offer
sensible distinctions between taxes that it

3. The MPSC argues for full retroactivity back to
1978, but we agree with the Producer Interve-
nors that it is precluded from raising that argu-
ment before us. The MPSC did not make a
retroactivity argument in its request for rehear-
ing before the FERC, and it does so here only as

chooses to treat differently.” 850 F2q &
775. We did not indicate that we expecteqg :
particular result, and consequently we g4
not disturb the settled expectations of pyy,
ducers who were relying upon the old ry)
Upon this view of the matter, it was precisely
the Commission’s ruling in the Remand @
der that did change the governing law; prig,
to that decision, the Petitioners contend, they
did not have reason to anticipate that th'e
Commission would change the rule. As they
point out, that the agency had not previous]y
engaged in reasoned decisionmaking did not
mean that it could not reasonably reach the
same result upon remand. Accordingly, the
Producer Petitioners argue that their refund
liability should extend back not to June 198§
but only to December 1993.

PSCC, on the other hand, argues that re-
gardless of when the Commission first deter-
mined that recovery of the Kansas tax was
unlawful, it necessarily had been unlawful
since the NGPA was enacted in 1978. After
first arguing before the Commission for full
retroactivity back to 1978, however,\PSCC
conceded that “fundamental fairness ... [die-
tates] that the date on which interested par-
ties were put on notice of the dispute should
control the date of retroactivity.” > Request-
for Rehearing, Colorado Interstate Gas Co.,
Dkt. Nos. GP83-11-003 and RI83-9-004, at 6
(FERC Jan. 8, 1994). Therefore, suggested
PSCC, liability for refunds should extend
back at most to August 1983, when Northern
Natural petitioned the Commission for a de-
t_{armin_g‘_tzgn that the Kansas tax was not
ber 1983, when all interested parties received
notice of the petition by publication in the

TFederal Register. Id. at4? As between the

two. the Tater date is obviously the correct
one. See Associated Gas Distribs. v. FERC.
899 F2d 1250, 1256 (D.C.Cir.1990) (FERC
gives notice of petition by publication in Fed-
eral Register).

an intervenor, not as a petitioner. See [llinois
Bell Tel. Co. v. FCC, 911 F.2d 776, 786 (D.C.Cir.
1990) (“An intervening party may join issue only
on a matter that has been brought before the
court by another party").
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o recapitulate, the various parties now
oe that when the Commission issued its
lorado Interstate Remand Order in De-
mber 1993, it should have made liability for
unds (per the Producer Petitioners) pro-
active-only; (per the Commission) retroac-
hve to June 1988, when we issued our deci-
Jmon in Colorado Interstate; or (per PSCC)
retroactive to October 1983, when notice of
Northern Natural's petition to disallow re-
covery of the Kansas tax was published in
the Federal Register.

PSCC, the MPSC, and the Commission all
argue against prospective-only application.
Y. By December 1993 gas at the wellhead was

- , 0O Jonger subject to a maximum lawful price;

" deregulation had rendered § 110 moot al-

'_;"'f ‘most a year before. See Natural Gas Well-

f head Decontrol Act of 1989, Pub.L. No. 101~
A 0, 103 Stat. 157. Accordingly, producers
: j.';; would have no liability under a rule that

£ limited refunds to taxes paid on post- Decem-
% ber 1993 production. Their point seems to
be that customers should not lose their enti-
i tlement to refunds merely because the Com-
& mission took five years after our decision in
B8 Colorado Interstate to issue the Remand Or-
i dor.

The FERC makes a more convincing argu-
| ment against prospective-only application of
' its 1993 decision based upon this court’s eriti-

cism in Colorado Interstate of both the logi-

' € cal and the factual bases for the agency’s

£ prior policy; that sent a “clear signal” to
.‘ producers that their recovery of the Kansas
E tax under § 110 might not be lawful. After
# that “the parties no longer would have been
® justified in relying on the Commission’s earli-
¥ or rulings with any assurance that they
" would not later be required to make re-
B funds.” Colorado Interstate Remand Order,

¥ 65 FERC at 62,373.

K- The Commission marshals the events lead-
E mg up to the Colorado Interstate remand in
{ further support of this compromise view. As
Wwe have seen, under the Natural Gas Act, the
[{Federal Power Commission had held in 1974
g that the Kansas tax could be added to the
maximum lawful rate. Opinion No. 699-D,
62 FPC at 915-16. Four years later the
ongress carried forward into the new

GPA a provision nearly identical to the

PUBLIC SERVICE CO. OF COLORADO v. F.ER.C. "1489

Chte as 91 F.3d 1478 (D.C. Cir. 1996)

provision of the NGA that the FPC had
earlier applied to the Kansas tax. See Opin-
ion No. 699, 51 FPC at 2301. Furthermore,
in the legislative history of the NGPA the
Congress specifically anticipated that produc-
ers might recover an ad valorem tax under
§ 110. H.R. Conr. Rep. No. 95-1752 at 91,
U.S.Code Cong. & Admin.News 1978, at p.
8861. In 1986 the Commission reaffirmed
that the Kansas tax was recoverable under
that section. See Sun Exrploration, 36
FERC 961,093. Not until our 1988 decision
in Colorado Imterstate, remanding Sun Ex-
ploration, was there any official suggestion
that the law might be otherwise. Finally, in
1993 the Commission effectuated a change in
the law by developing new standards for
determining whether a tax may be recovered
under § 110. Thus, according to the Com-
mission, the producers had no indication that
the rule might be any different until our
Colorado Interstate decision in 1988, and re-
quiring them to refund taxes recovered with
respect to gas produced prior to that date is
not justified.

The agency also concludes that requiring
refunds back to the date of our decision in
June 1988 properly balances the producers’
eqmtable clm?h to notice against the consum-

rers’ legal right to receive a refund of all

unlawfully collected charges. On the one
hand, prospective-only application of the law
would permit producers to retain sums col-
lected from June 1988 to December 1993 in
excess of the maximum lawful prices pre-
scribed in the NGPA—without any support-
ing rationale. On the other hand, a fully
retroactive remedy would penalize producers,
by requiring disgorgement of sums they in-
nocently collected prior to June 1988—even
though our 1988 Colorado Interstate decision
was the first authoritative indication that the
Kansas tax might not be recoverable after
all.

In support of making the Commission’s
decision retroactive to 1983, PSCC offers a
different account, or at least one with a dif-
ferent emphasis, of the transition from the
NGA to the NGPA. In this version the key
point is that the Commission does not have
the expansive remedial powers under the
NGPA that it wielded under the NGA, 15
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U.S.C. § T17c(e). Specifically, whereas the
NGA gave the Commission discretion to or-
der refunds if it determined that a rate was
not just and reasonable, the NGPA estab-
lished maximum lawful prices and gave the
customer a right to a refund if it was over-
charged.

PSCC also points out that when it issued
the Remand Order the Commission was not
engaged in rulemaking but in adjudicating
the rights of the parties before it; therefore
the agency was necessarily articulating and
giving retroactive effect to existing law.
When it is clarifying existing law, rather than
substituting new law for old, the agency need
not be as attentive “to protecting] the set-
tled expectations of those who had relied on
the preexisting rule.” Williams, 3 F.3d at
1554. Indeed, as PSCC points out, the pro-
ducers never explain how their “settled ex-
pectations” led them into detrimental reli-
ance upon being able to recover the Kansas
tax.

As we see the issue, the apparent lack of
detrimental reliance on the part of the pro-
ducers is the crucial point. What would they
have done differently if they had known in
1983 that they were not entitled to recover
the Kansas tax? They could not have raised
their prices above the maximum lawful level

: 1[;m.fCregardles.s whether the traffic would have
1Y

borne such an inerease. Nor do they con-
tend that existing prices were below the law-
ful limit; and if they were, price increases
might still have been foreclosed by competi-
tive constraints. The producers may have
shut in some wells or refrained from explor-
ing for new wells if their inability to recover
the tax would have rendered the wells un-
profitable, but neither the producers nor the
Commission has even suggested these possi-
bilities. All the producers do suggest is that
“la] prudent producer would have cut back
on production to the extent that non-recovery
of the tax increased [the] current marginal

il ¢ beost of production,” Petition of Producer Pe-

lﬁ( 2} :‘(‘JC‘
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titioners for Rehearing of Order on GCourt
Remand, Colorado Interstate Gas Co., Dkt.
Nos. GP83-11-003 and RI83-9-004, at 23
(FERC Jan. 3, 1994), but in this they are

istaken; as noted above, the more slowly a

{) o [{!{ well is deple%atd, the greater the remaining
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reserves and the higher the tax thereon
Moreover, neither party has even roughly
quantified the harm (e.g., the expendityreg
made and lost in detrimental reliance upon
being able to recover the Kansas tax) that
the producers might suffer should they haye
to refund the full amount that they unlawgy).
ly collected. In these circumstances, we are

. hard pressed to see how the producers would

be harmed in any cognizable way even if they
were required to disgorge every dollar they
received in recovery of the tax (assuming an,,
party were seeking such extensive relief)

Not only is the producers’ “detrimenty)
reliance” purely notional; if it were rey) it
would not have been reasonable. The enact-
ment of a substantially new regulatory re.
gime in 1978 undermined any assurance that
the FPC's treatment of the Kansas tax under
the NGA would withstand scrutiny under-the
NGPA; reliance would haye  been foolhardy.
If that were not enough, the Status of the
Kansas tax was expressly drawn into ques-
tion in 1983 when Northern Natural firg
petitioned the Commission for a ruling tha
producers could not lawfully recover the tax
under § 110. Once the recoverability of the
tax was in dispute, we do not see how the
Commission could possibly find that produc-
ers reasonably relied upon continuing to re-
cover it.

-~

/

7] Because no seller of natural gas could
justifiably be confident that it was entitled to
recover the tax until the legal question was
settled anew under the new statute, we hold
that the producers’ liability for refunds ex-
tends back to October 1983, the date wheh all
interested parties were given notice in_the

o e}

the Kansas tax under § 110 of the NGPA

was at issue, and Eé earliest date advocated
by any party before this court. Absent det-

‘Timefital and reasonable reliance, anything

short of full retroactivity (ie, to 1978) allows
the producers to keep some unlawful over-
charges without any justification at all. The
court strongly resists the Commission's im-
plication that the Congress intended to grant
the agency the discretion to allow so capri-
cious a thing. Still, we do not require re-
funds of taxes recovered with respect to pro-

~
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4
D. ¢ Pipeline as Guarantor

. In the Colorado Interstate Remand Order
the Commission required interstate pipelines
to “pass through any ad valorem tax refunds
they receive from first sellers,” 65 FERC at
62,374, but made it clear that “pipelines will
not be required to be guarantors of refunds.”
1d. The MPSC, on behalf of the customers
of the Williams pipeline, was the only party
to challenge that decision. The FERC ad-
hered to its position, however, adding that
Williams should not be treated differently
than other similarly situated pipelines.
Williams Naotural Gas Co., Dkt. Nos. TA89-
1-43-004 and RP83-39-005, slip op. at 5
(FERC order June 2, 1994), clarification
denied, Williams Order, 69 FERC 161,373,
The MPSC properly dispatches the FERC's
afterthought with the observation that it is
routine for one pipeline to be required to
make refunds while others are not—because
the one is challenged and the others are not.

In its petition for review, the MPSC raises
three objections to this aspect of the Com-
mission’s decision. First, it observes that

§ 4 of the NGA the Commission is
auw.._.ized to order refunds of any amounts
collected from consumers in excess of what is
just and reasonable. 15 U.S.C. § 717. Sec-
ond, the MPSC contends that until the Colo-
rado Interstate Remand Order was issued in
December 1993, Williams should have under-
stood that when it was allowed to continue
collecting from its customers the amount of
the Kansas tax “subject to refund,” it became
conditionally obligated to refund any amount
later determined to be unlawful. Indeed,
Williams received explicit notice in 1989 that
the Commission was considering whether
monies collected in recovery of the Kansas
tax would have to be refunded. Williams
Natural Gas Co, 47 FERC 161,114 at 61,-
341. According to the MPSC, this notice
Ehould have prompted Williams to take rea-
\Bonable steps to assure that it could in turn
fobtain refunds from its suppliers. Third, the

C asserts that the Commission should
required Williams to put the monies it
ed for the Kansas tax into escrow (or

PUBLIC SERVICE CO. OF COLORADO v. F.ER.C.
Cite ns 91 F3d 1478 (D.C.Cir. 1996)

before us no controversy over those monjes>
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post a bond or obtain a letter of credit) in
order to assure their return if need be. Es-
crow arrangements are commonly used when
a rate increase is conditionally allowed to
take effect until the agency determines
whether it is lawful. See, e.g, Transconti-
nental Gas Pipe Line Corp. v. FERC, 866
F2d 477, 479 (D.C.Cir.1989). '

The Commission responds, first, that there
is well-established precedent for treating
pipelines as mere conduits for the flow of
refunds from producers to consumers. See,
e.g., Public Utils. Comm'n of Cal v. FERC,
24 F.3d 275, 278 (D.C.Cir.1994). Second, the
FERC explains that accepting Williams'
rates “subject to refund” means simply that
the agency would order refunds if appropri-
ate after the remand proceedings in Colorado
Interstate, not that Williams was expected to
pay the tax monies into escrow (or take
equivalent steps) in order to assure that they
would be available if refunds were ordered.
Third, the Commission maintains that it
could not have directed Williams to set up an
escrow arrangement because the pipeline
was obligated by contract to pay producers
the amount of the Kansas tax. The Commis-
sion points to § 601(c) of the NGPA, 15
U.S.C. § 3431(c), which guarantees a pipeline
full recovery of its gas purchase costs.

The Commission’s arguments are not con-
vincing. Surely Williams’ contractual obli-
gation does not extend to paying to produc-
ers sums unlawfully recovered. While
§ 601(c) requires that a pipeline be allowed
fully to recover its gas purchase costs, that
provision also authorizes the Commission to
deny recovery of costs that are unjust or
unreasonable. Moreover, the Commission
would not have violated § 601(c) by requiring
that the taxes be placed in escrow while the
agency determined whether they could in-
deed be recovered under § 110. An escrow
arrangement would have preserved the
rights of all parties. If the Commission ulti-
mately decided that the taxes were recovera-
ble under § 110, then the producers would be
entitled to the amount in escrow, including
any accrued interest. If, as happened, the
Commission decided that the taxes were not
recoverable, then the amount in escrow could
have been refunded to the ratepayers (again,
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with interest). In either event, the pipelines
would have recovered their full gas purchase
costs.

[8] Regardless whether the Commission
abused its discretion by failing to require an
escrow or its equivalent—a matter we need
not decide today—the MPSC’s petition for
review must be denied. Insofar as it seeks
prospective relief, the issue is moot: Well-
head prices have been totally deregulated
since 1993, there are no longer any maximum
lawful prices for producer sales, and whether
a producer recovers severance taxes is a
matter of negotiation between buyer and sell-
er. As for monetary relief, it is too late now
for the Commission to require that Williams
pay the severance taxes into escrow; the
pipeline has long since paid the monies to the
producers.

[9] Nor does the MPSC make out any
legal or equitable principle that would sug-
gest holding Williams accountable for the
Commission’s faflure to protect consumers.
The pipelines were, as the Commission has
reminded us, mere conduits; they had no
financial interest in this dispute. The Com-
mission’s failure to impose an escrow or oth-
er arrangement did not benefit the pipelines,
and it is not clear why they should be at'risk
because the FERC may have been remiss.
Nor was Williams obliged either by contract
or by regulation to take any precaution
against the possibility that a producer would
fail to refund monies due to consumers.
Therefore, there is no ground upon which the
court can say that the Commission was re-
quired to hold the pipeline—which was
charged first with the task of collecting tax
payments and then of distributing tax re-
funds—liable if the responsible producer de-
faults on its refund obligation.

III. Conclusion

The Commission's interpretation of § 110
of the NGPA is in all respects reasonable.
The Commission properly rejected the Pro-
ducer Petitioners’ proposal that it allow re-
covery of any tax that was “measurably at-
tributable” to production. That standard is
overbroad and unwieldy, and we criticized it
as ambiguous in Colorado Inmterstate. The
agency reasonably determined that the Kan-

9] FEDERAL REPORTER, 3d SERIES *

sas ad valorem tax is not a Beverance tyz*
within the meaning of § 110. The

tax is a function of numerous factorg

than production, with the result that Produe.
ers of equal volumes of gas may be

very different amounts; and the tay fally
upon each unit of reserves each year, rathe,
than once at the time of extraction. Furthe,
the Producer Petitioners are mistakep i.[;
their assertion that non-recovery of a proper.
ty tax based in part upon production is 4
disincentive to produce.

The Commission reasonably determined
that both the Wyoming and the Colorada gg
valorem taxes were recoverable as severance
taxes under § 110 of the NGPA. The Wye
ming tax is assessed upon the volume of é’;{s
removed from the well; it is a “one time
only” tax, based upon the value of the gug
when produced. That the state treats the
tax as a property tax is of no moment if, in
the terms of § 110, it is “imposed on the
production of natural gas” 15 U.S.C.
3320(c). The Colorado tax, also administered
as a property tax under state law, is comput-
ed as a set percentage of the market value of
the gas removed from a well during the tax
year. That is “plainly ... similar enough to
a production tax to qualify under § 1107
Colorado Interstate, 850 F.2d at T72.

Producers are liable to refund all Kansas
ad valorem taxes collected with respect to
production since October 1983. An agency
adjudication should be applied retroactively
unless new law is replacing clearly defined
old law and reasonable reliance interests
must therefore be protected. Here the agen-
ey did not change the law—rather, the Con-
gress did when it enacted the NGPA in
1978—nor was there any showing that the
producers had relied, let alone detrimentally
or reasonably relied, upon the continuing va-
lidity of the agency’s interpretation of the
NGA. There is no substantive reason, there-
fore, to deny customers all the relief to which
they are entitled. The customers are limit-
ed, however, to recovery of taxes paid with
respect to production since October 1983 be-
cause that is the earliest date for which any
argument has been preserved in this pro-
ceeding for review.
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I Finally, the court will not require the Com-
ion to make the Williams pipeline a
“.qrantor of the producers’ obligation to re-

d the Kansas tax. Although an escrow
w grrangement would likely have preserved the
E [ights of all parties, the Commission did not
himpose one, and no party has pointed to any
1égal or equitable principle by which the
¥ igency can be required to hold a pipeline
j, accountable for the agency’s own oversight.

Br, For these reasons, we deny the petitions
8 for review filed by the Missouri Public Ser-
B Jice Commission and the Producer Petition-
'_ ers, and we grant the petition for review filed
B by the Public Service Company of Colorado.
k- So ordered. _
@ENTELLE, Circuit Judge, concurring:
8+ T join without reservation in the holding of
B the court. 1 write separately only to place a
¥ little distance between myself and what I
B Geemn to be an overstated dictum. After
! describing a hypothetical tax, the majority
B states that with the majority’s proposed vari-
¢ ations “the Kansas tax would, in our view, be
g sufficiently like a tax ‘imposed on the produe-
f tion of natural gas' to be recoverable under
k. § 110.” Maj. op. at 1485. As no such tax is
ofgre us, for us to authoritatively render an
opinion on what it would be constitutes noth-
8 ing less than the advisory opinion that Arti-
cle IIT courts have held ourselves unable to
. render since the earliest days of constitution-
f-al jurisprudence. See, e.g., Flast v. Cohen,
B2 U.S. 83, 96, 88 S.Ct. 1942, 1950, 20
Wi Ed2d 947 (1968) (“[Tlhe oldest and most
k- consistent thread in the federal law of justici-
B ability is that the federal courts will not give
B advisory opinions.” (Internal quotations and
B | Gitations omitted)); WricHT, MILLER & Coo-
BE.rER, 13 FEDERAL PRACTICE AND PROCEDURE
§ 3529.1 (1984) (detailing the long history of
the rule forbidding advisory opinions). We
ave already, in my view, crossed the line of
ppropriate Article 111 jurisprudence in deal-
¢ with § 110 tax treatment when the prior
anel stated “[i]f a state sought to capitalize
e annual preduction (or revenue) enjoyed
each producer by multiplying it by a
le fixed figure, the [property] tax would
nly be similar enough to a production tax
0lqualify under § 110.” Colorado Interstate

Gas Co. v. FERC, 850 F2d 769, T12 (D.C.Cir.
1988). I think it time we quit advising state
legislatures on how to draft their tax statutes
and confined ourselves to construing the stat-
utes actually before us.
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Donna E. SHALALA, Secretary of Health
and Human Services, and David A.
Kessler, M.D., Appellees.
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Drug manufacturer brought action chal-
lenging Food and Drug Administration
(FDA) regulations governing approval of new
generic drug based on research paid for by
manufacturer of “pioneer” drug with which
generic product was therapeutically inter-
changeable. The United States District
Court for the District of Columbia, Thomas
F. Hogan, J., dismissed. Manufacturer ap-
pealed. The Court of Appeals, Ginsburg,
Circuit Judge, held that FDA may approve
abbreviated new drug application (ANDA)
for new generic drug even though label of
generic product will not include one or more
indications that appear on label of pioneer
drug upon which ANDA is based.

So ordered.
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Mr. Chairman, Members of the Committee:

My name is Ron Hein, and I am legislative counsel for Pioneer Natural Resources USA, Inc.
Pioneer is one of the largest independent exploration and production oil and gas companies in
North America, with major operations in the United States, Canada, Argentina and South Africa.
Pioneer’s headquarters are in Irving, Texas.

Pioneer supports the passage of HB 3050. This bill is an effort to correct a manifest injustice
that resulted from a retroactive decision that was made by the Federal Energy Regulatory
Commission (FERC) which reversed an earlier opinion of the Federal Power Commission (FPC)
which was the predecessor to FERC. In the 1970s, FPC had ruled that the property tax in
Kansas was, in essence, a severance tax. As you have heard from other conferees, FERC
reversed this position in the 1990s, and made their decision retroactive. Therefore, those natural
gas producers that had relied upon the earlier FPC ruling (which passed the cost of the property
tax paid in Kansas to the consumer) were required to repay retroactively the amount of the tax
that was passed on, plus interest and penalties. Ultimately, this injustice has been, to date,
upheld by the courts.

I was in the legislature about the time the FPC made its earlier ruling, and was very actively
involved in the legislative process when the state enacted a severance tax as an add on to, what
everybody thought at that time, was the existing “severance tax” on gas and oil. (This was 1981-
83.) Since the ad valorem or property tax was assessed pursuant to a formula that looked at the
production from the well, it was always perceived to be a production based tax rather than a
“classic” type of property tax.

HB 3050 may need some further revision, but it certainly is one method for the State of Kansas
to correct the manifest injustice that occurred pursuant to the FERC and court rulings.

Pioneer would respectfully request that the committee approve HB 3050 for passage or request it
be referred for interim study as the Senate Energy and Natural Resources Committee has done
with Substitute for SB 571 which is the same subject matter as HB 3050.

HOUSE UTILITIES
Thank you very much for permitting me to testify, and [ will be happy to yield to f%lgﬁ’
D

: L\"'(D'Do

ATTACHMENT L‘-



TESTIMONY OF WILLIAMS GAS PIPELINES CENTRAL, INC.
BEFORE THE ENERGY AND NATURAL RESOURCES COMMITTEE
IN OPPOSITION TO HOUSE BILL 3050
Presented by Gary W. Boyle
Senior Counsel
The Williams Companies, Inc.

March 13, 2000

Williams appreciates the opportunity to provide the Senate Energy and Natural
Resources Committee with information concerning House Bill 3050. Williams opposes
the Bill for several reasons.

The proposed legislation, if enacted, would be an unconstitutional violation of
both the Commerce and Supremacy clauses of the United States Constitution. Those
parties that are negatively impacted by the law, including the federal government, the
interstate and intrastate pipelines that will pay the tax, and state agencies that represent
consumers in states other than Kansas, will challenge it in the courts. Those challenges
will eventually and certainly result in the law being struck down at significant and
unnecessary cost to all parties, including the State of Kansas.

Even if the inevitable court challenges do not overturn the law, the proposed
legislation should not be enacted because it is bad for Kansas. If enacted, House Bill
3050 would remove from Kansas consumers $48 million in tax refunds from Williams
alone. While those legislators who represent gas producing constituents may view this
legislation as beneficial, those legislators who represent gas consumers must take into
account the undeniable fact that their constituents will suffer financial loss if this tax bill
is enacted. The Legislature cannot, consistent with its duty to the citizens of Kansas, and

should not, in the performance of its constitutional duties, grant perceived relief to
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Kansas producers at the expense of Kansas consumers. A realistic understanding of the
proposed legislation compels the conclusion that Kansas producers will also be harmed
over the long-term. Kansas should not enact a tax that will benefit primarily large,
wealthy, out-of-state corporations at the expense of Kansas consumers and producers.

1. Background

Williams is a diversified energy and telecommunications company with a
significant presence in Kansas and a significant interest in this state. As a result of its
investment in Kansas and its presence on a continuing 1t?as.is, Williams has an important
interest in House Bill 3050 separate and distinct from its interest as a pipeline company.

In 1998, Williams paid Kansas property taxes of more than $12.7 million on
assets valued at nearly $900 million. Williams® significant energy and

telecommunications assets in Kansas are summarized in the following table.

Miles of Transportation Pipe 3119
Miles of Existing Fiber 528
Miles of Planned Fiber 453
Miles of Gathering Pipe 1905
Miles of Ammonia Pipe . 375
Miles of Liquid Pipe 3101

In addition to these pipe and fiber assets, Williams owns and operates numerous
terminals, offices, facilities, and compressor stations. At year-end 1999, Williams
employed nearly 400 Kansans with a combined annual payroll of almost $19 million.

Williams® activities in Kansas are significant and impact nearly every part of the state.



2. House Bill 3050 is Unconstitutional.

The proposed bill would violate both the Commerce and Supremacy clauses of
the United State Constitution. The legislature should avoid enacting this law because it is
clear that it will be struck down by the courts following a long and expensive legal battle
that will enrich only the lawyers at the cost of various parties including, most
prominently, the citizens of the State of Kansas. Under these circumstances, it would be
irresponsible and fiscally unwise to enact this bill.

The United States Supreme Court has considered a tax law very similar to that

under consideration here and has found it unconstitutional. In Maryland v. Louisiana,

451 U.S. 725 (1981), the Court struck down a Louisiana law that attempted to impose a
tax on Quter Continental Shelf gas that moved through Louisiana. The Court found th.at
the proposed tax violated both the Commerce and Supremacy clauses of the United States
Constitution. A complete review of the Court’s decision in that case clearly demonstrates
the constitutional infirmity of House Bill 3050.

The Court began its substantive inquiry into the constitutional viability of the tax
by considering the Supremacy clause afguments. The Court noted that the Supremacy
clause provides that the “Constitution and the Laws of the United States which shall be
made in Pursuance thereof . . . shall be the supreme Law of the Land . . . any Thing in the
Constitution or Laws of any State to the Contrary notwithstanding.” U.S. Constitution
Art VI, cl. 2. The Court applied the Supremacy clause to the regulation of natural gas
transmission by the Federal Energy Regulatory Commission pursuant to the Natural Gas

Act and the Natural Gas Policy Act. Based on a thorough analysis, the Court determined



that FERC was invested with the supreme power to regulate natural gas that has flowed
in interstate commerce and the pricing of that gas. Maryland at 747-48.

Having determined that the Supremacy clause applies to the regulation of the
movement and pricing of natural gas in interstate commerce, the Court found it easy to
conclude that a tax imposed by Louisiana on that gas violated the constitution. The Court
found that the Louisiana tax, like the one proposed here, interfered “with the FERC’s
authority to regulate the determination of the proper allocation of costs associated with
the sale of natural gas to consumers.” Id. at 749. The real impact of House Bill 3050

vividly demonstrates that it is an attempt to interfere with FERC’s exclusive authority.

The ad valorem tax refunds to which the bill is addressed were ordered by FERC in an
effort to return to consumers money that they paid in violation of the Natural Gas Policy
Act. The pipeline tax imposed by the bill to fund the tax refunds would be passed
through to consumers through pipeline rates approved by FERC.! The pass through of
the proposed tax would reverse FERC’s decision that producers rather than consumers
should bear these costs. This is much more than an interference. It is an attempt to
directly reverse FERC’s decision.

The United States Supreme Court summarized its decision in very clear language.
“[D]etermining . . . producer costs is the task of the FERC in the first instance, subject to
judicial review. . . . To the contrary, the State may not trespass on the authority of the

federal agency.” 1d. At 751 (emphasis added). The Court invalidated the Louisiana use

: FERC allowed pipelines to recover the Louisiana use tax from their customers

pending resolution of the constitutional questions raised by the legislation. Louisiana
First-Use Tax in Pipeline Rate Cases, 4 FERC § 61,233 (1978). It is likely that FERC
will follow its precedent and allow pipelines to pass through to consumers the tax

proposed in House Bill 3050 at least until the legislation is struck down by the courts.
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tax and would most certainly do the same with House Bill 3050 because it trespasses on
FERC’s authority to establish the maximum lawful price of natural gas.

The Supreme Court relied in part on its earlier review of actions of the Kansas
Corporation Commission in Northern Natural Gas Co. v. KCC, 372 U.S. 84 (1963). The
KCC had enacted a rule requiring interstate natural gas pipelines to purchase gas ratably
from all the wells in a field. The Court struck down the rule finding that it violated the
superiority of the federal government’s regulation of the intricate relationship between
the pipeline purchasers’ cost structure and the eventual costs to be charged to pipeline
customers. There the Court determined that the cost structure relationship and the
relative interests of the producers and consumers are matters that Congress has granted
exclusively to FERC. House Bill 3050 offends the Supremacy clause in the same manner
that the KCC’s ratable take rule is contrary to the Constitution. It is clear that the
proposed legislation would meet the same fate in the courts,

The bill’s inconsistency with the Constitution will most certainly be raised in the
courts if the bill becomes law. Among the parties with an interest in striking down the
legislation are state commissions and consumer groups who represent consumers in states
other than Kansas. Those consumers will be saddled with a portion of the cost of this tax
as a result of the pipelines’ inevitable ability to pass through these increased costs to all
of their customers. Local distribution companies will be interested in overturning the
legislation as will pipeline companies. Any party whose competitive interests in the
natural gas transportation industry would be impacted by additional costs would fight
especially hard to reverse this unconstitutional tax and, if litigation would not reverse it

they would be prepared to avoid the tax. Finally, the federal government and especially



FERC would be very interested in defending their right to comprehensively regulate
interstate natural gas transportation. The combination of the federal and various state
governments and some of the largest commercial enterprises in the country obviously
have more than sufficient resources to vigorously challenge this new tax in the courts.
Passage of the tax will require that the state of Kansas defend the statute in the courts at
great expense even though it is painfully obvious that the tax cannot withstand a
constitutional challenge. It would be irresponsible in the extreme for the legislature to
pass a tax that it knows will be invalidated after an illusory battle that must be financed
by the taxpayers of Kansas.

House Bill 3050 is clearly unconstitutional. The legislature should decline to pass
legislation that clearly offends the constitution and that will surely be overturned by the
courts after a legal struggle that will cost various parties including the Kansas taxpayers.

3. House Bill 3050 Would Significantly Harm Kansas.

Even if a responsible member of the Kansas Legislature could reasonably reach
the conclusion that House Bill 3050 is consistent with the constitution, it would be an
unwise tax because it would deny to Kansas consumers signiﬁcént monetary refunds and
would have a detrimental impact on Kansas gas production.

Williams is not in a position to quantify the potential benefits to Kansas

consumers of the overall ad valorem tax refund process but Williams is quite familiar

with the potential benefits to consumers of tax refunds generated from its producers. As
the pipeline with the largest ad valorem tax refund claim and the largest refund for
Kansas consumers, Williams is in a position to quantify the majority of the benefits of the

refund procedure for Kansas consumers. Through May 31, 1999, Williams billed



producers for $126 million in Kansas ad valorem tax refunds including interest in
accordance with FERC’s decisions.” If that amount can be collected, fully $48 million
will be refunded to Kansas gas consumers through refunds paid by Williams to local

distribution companies that operate in Kansas.®

If Kansas enacts House Bill 3050,
however, those refunds will never reach Kansas consumers. The proposed legislation
would establish a tax, which the pipelines (including Williams) would pass through to
their customers. That tax, which would be paid by consumers in Kansas and other states,

would completely eliminate the monetary benefits to consumers of the FERC-ordered

Kansas ad valorem tax refund.

Williams understands that the Kansas ad valorem tax refunds will impose a cost

on large and small producers. Large producers like Amoco, Mobil, and others are
obviously well-equipped to pay these refunds even though such a payment will adversely
impact their profits over the short-term. Small producers and royalty owners may be
more profoundly impacted by the refund obligation and it is obviously this group that the
legislature is attempting to assist with House Bill 3050. As a result, Williams
understands that those legislators whose constituents are mostly small producers and
royalty owners may favor the tax legislation since it will disproportionately benefit their
constituents.  Legislators who represent constituencies made up primarily of gas
consumers rather than gas producers, however, should squarely oppose the legislation

since it would significantly and negatively impact their constituents. Williams is

& The total amount currently due from Williams’ producers is greater than $126

million by virtue of the fact that interest has continued to accrue on the amount due from
some producers.

. Williams believes that Kansas consumers will enjoy more than $60 million in
refunds from all pipelines if collection efforts are successful.
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confident that the majority of responsible Kansas legislators, regardless of the nature of
their respective constituencies, will do what is best for the state as a whole and vote no on
this ill-conceived, and constitutionally infirm tax.

Legislators who represent primarily producing and royalty interests ought to
carefully consider the impact that House Bill 3050 will have on the Kansas gas business.
It is clear that the imposition of a tax on gas that passes through Kansas or is produced in
Kansas will put that gas at a competitive disadvantage in the marketplace. Pipelines,
marketers, producers, and others who control the movement of gas will find a way to
avoid paying it by assuring that the gas they buy, sell, or transport is not produced in
Kansas and does not touch Kansas along its transportation route. This will have a
devastating impact on the Kansas gas industry and on the state’s collection of severance
taxes from production. While it may seem on its face that the proposed legislation is
good for producers and bad for consumers, the immediate short-term benefit for
producers will surely be eaten up by the competitive disadvantage that Kansas gas will
suffer in the marketplace. These detriments are especially unwise when one realizes that
the primary beneficiaries of the proposed tax and reimbursement scheme will be several
very wealthy multi-national companies with billions of dollars in assets and annual
profits.*

Williams opposes House Bill 3050 because it is unconstitutional and unwise.,

Williams urges the legislature to decline to enact this improvident legislation.

4 Amoco, Cabot, Chevron, Mesa, Mobil, OXY, Texaco, and Union Pacific
Resources account for almost $120 million of the $126 million in principal and interest
due from Williams’ producers as of May 31, 1999,
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Good Morning, Mr. Chairman and members of the Committee. I am Ron Gaches of McGill,
Gaches and Associates appearing today on behalf of Colorado Interstate Gas Company, or CIG, and
for ANR Pipeline Company. Both companies are subsidiaries of Coastal Corporation and are
strongly opposed to HB 3050, as I will explain further.

HB 3050 deals with a set of issues that have confronted the gas industry in Kansas for
several years. Very simply, the Federal Energy Regulatory Commission and the U.S. Court of
Appeals have ordered gas producers operating in Kansas to pay back overcharges. CIG has been a
central participant in these cases, as has our largest customer, Public Service Company of Colorado.
ANR Pipeline has been only a minor participant, but-as I'll explain later—stands to be the “poster
child” of the accidental victim of HB 3050.

The refunds ordered by FERC and the court are for overcharges in producers’ gas prices
from the 1983-1988 period when those producers were Federally regulated. The refunds are
substantial, something approaching $400 million. Producers who owe refunds to CIG represent
about ten percent of the total dollars, or $40 million.

The role of CIG is as a conduit, a collector of those refunds who must then get the money
back to our customers, such as Public Service Company of Colorado, who will in turn pass the
money on to consumers who were overcharged in the first place. The FERC already has the
procedures in place for CIG to flow the money back to its customers when CIG gets it. In other
words, CIG is in the middle. In the specific case of CIG, it is utility consumers in Colorado and

Wyoming who will receive the money to make them whole for the overcharges.

HB 3050 seeks to take this refund and turn it into a 40-year future problem for CIG and ANR

2



Pipelines, their customers, and the retail consumers they serve. HB 3050 would use the credit of the
State of Kansas to issue bonds, for the sole purpose of restoring the refunds to the producers’ bottom
line. HB 3050 would then levy a new tax on all the pipelines in Kansas to pay off those bonds, over
their 40-year life.

In other words, the same consumers who are supposed to get their money back for these
overcharges would be paying the cost of a new tax for the next four decades. You should not forget
that a large share of that four-decade burden on consumers, as much as twenty percent or more of
it, would fall on consumers in Kansas itself.

Not only would the burden of the tax be long and heavy for consumers, but the impact
among pipelines and regions would be very arbitrary. ANR Pipeline is probably the most extreme
example of this arbitrary impact. ANR, which serves the upper Midwest, would receive only a little
over one million dollars in refunds from producers, but would pay one hundred million dollars of
the proposed tax. That is simply not fair, and it can be expected to cause the consumers of Michigan,
Wisconsin, and ANR’s other states to weigh in heavily in any court review of the tax.

Are the proposed bonds a good idea? No. Bonds that get wrapped up in years of legal
challenges don’t really sell very well. |

Will they get wrapped up in years of legal challenges? Absolutely.

Will the tax that funds the bonds be overturned? Absolutely. Louisiana tried a similar tax
back in the 1970s, the “first use tax”. The United States Supreme Court found that tax to be
unconstitutional, as a burden on interstate commerce.

Can the consumers who are supposed to be made whole for the producers’ overcharges be

expected to point this out? Absolutely.



But I am not really here to talk about the legality of HB 3050-that’s for the lawyers to do at
a later time in a courtroom if this new tax ever becomes law. I’m here to explain the reason the bill
was proposed in the first place—to defray the impact of a large refund obligation on the small
producers and the royalty owners of Kansas.

I know the bill is not intended to be simply a bailout for huge, multinational oil companies--
at the expense of the consumers of Kansas and other states. It is meant to benefit the thousands of
businesses and property owners in Kansas who are affected by these Federal orders.

CIG shares this concern for small producers and royalty owners. This was really never their
fight. The big producers helped push through the Natural Gas Policy Act, the NGPA, that raised gas
prices dramatically in 1978. The big producers participated in all the Federal deliberations over what
kind of “add-ons” they might have to their prices once the NGPA was the law. And it’s the big
producers who have slugged it out every step of the way trying to keep from having to pay the
overcharges back.

The small producers and the royalty owners have not participated in any of these things to
that same degree, so we absolutely understand the surprise and the burden that this refund obligation
represents for them.

So CIG believes that the refund process should be changed, to relieve small producers and
royalty owners of their burden. We believe that if this were done right, and done across enough of
the pipelines in Kansas to make a difference, we could put this problem behind us and avoid years
of legal fights over initiatives like HB 3050.

Because CIG believes it makes sense to relieve small producers and royalty owners of the
burden of this refund, we began a process last summier, talking and negotiating with our customers
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and with the representatives of the consumers in Colorado and Wyoming—our primary markets. We
reached agreement on a proposal that we then exchanged with representatives of the producers who
owe the refunds.

This went back and forth for several months. I cannot say we reached agreement with the
producers. However, we do have agreement with the consumer side of the equation, the recipients
of the refunds. So we have gone ahead and filed a proposal at the FERC, an offer of settlement in
CIG’s refund case significantly different from the proposals that have been filed earlier on other
pipelines.

On March 8 we filed this proposal, in concert with Public Service Company of Colorado, our
largest customer, and supported by the state commissions of Colorado and Wyoming, the Colorado
Office of Consumer Counsel, the Colorado Energy Assistance Fund, and the major utility customers
of CIG.

The proposal is pretty simple: It would forgive one eighth of each producer’s refund bill to
represent royalties, and it would provide a credit against the remaining bill sufficient to relieve the
vast bulk of producers of any refund liability at all.

To give you an idea, there are 572 individual producers involved in CIG’s refund process.
Our proposal would wipe out the refund liability for 431 of them—75 percent. All the producers,
inciuding the remaimng 25 percent, would be relieved of the one-eighth-royalty portion of the refund
and would receive a credit against the remaining bill.

In total, CIG’s proposal would forgive approximately 22 percent of the refunds ordered by
the FERC and the court. The remaining payors should be nothing but large producers, paying only

their non-royalty share of the refunds.



I say “should be nothing but large producers” because we have had a lot of trouble getting
the data from well operators necessary for us to be sure of any producer’s refund liability. It’s the
operators that we paid,. and it’s the operators who sent the money along to the individual producers.

So it’s the operators who have the information we need to know with certainty who.owes what.
And they have not been very good about following FERC orders to share it with us.

This 1s all by way of preamble to saying that CIG filed a second document on March 8. Tt
was a FERC complaint against the operators. It goes into a lot of detail as to the trials and
tribulations CIG has faced getting information from operators.

I want 1t to be very clear that the CIG complaint against operators only has one primary goal,
to get the data CIG needs to be able to implement a settlement as quickly as possible—to let as many
producers as possible know with certainty whether they owe refunds to CIG consumers.

Other settlement proposals were filed on behalf of other pipelines last Fall. Producers

pointed out several problems with those proposals. Specifically, any credits would happen at the

operator level, so no one knew how the proposals would actually affect the individual working-
interest owners, the producers who actually owe the refunds. The proposals did not directly address
royalty owners in any way—so, again, this key group of stakeholders did not know how they would
be affected. |

The CIG/PSCo offer addresses both of these concems. Its credit is to each of the 572
working-interest owners, rather than the 60 operators through whom the gas was aggregated. It
directly forgives a one-eighth-royalty share for every working-interest owner, regardless of size. In
short, the CIG proposal is a much closer fit to the concerns being addressed here.

I am sure there will be further negotiations at the FERC following the filing of the CIG
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settlement offer. I am hopeful that those negotiatiéns with the various producer representatives will
be able to come up with a final deal that’s acceptable to everyone. However, if FERC would simply
approve what CIG has filed as-is, the CIG piece of the problem you’re trying to address will have
pretty much gone away.

The willingness of the Colorado and Wyoming consumer representatives to support this offer
shows that they are sensitive to the impact on small producers and royalty owners. But they are also
very serious about getting back, from the large producers, the overcharges that have now been held
for over twelve years. They are equally serious about preventing a forty-year-long tax burden into
the future, the result of which is to bail out some big investor-owned companies.

As I said at the outset, CIG is in the middle. CIG wants to get this resolved and behind us.
We believe that a fundamental choice is being made here in Kansas right now: (1) Pass legislation
that will gum up the legal works and lead to years more of court cases, without changing where
things ultimately come out; or (2) Work out an industry supported resolution of the issue that targets
small producers and royalty owners for relief from the refund obligation. If the industry and Kansas
do not pursue the second option, we have all made a very bad mistake.

Along those lines, we commend Senator Morris and the Kansas Corporation Commission
for the industry-wide conferences that have been held in recent weeks. These meeting have been a
chance for many of the parties to speak directly to each other, rather than through our Washington
lawyers. We strongly believe the CIG/PSCo proposal can provide a template for how this problem
can be worked out. Regardless of the progress there, however, the filing of the CIG offer at the
FERC shows that CIG and PSCo are very serious in their commitment to get it worked out as to their

ten percent of the total refund.



In considering HB 3050, CIG and ANR urge the Committee to embrace efforts such as the
industry-wide conference and such as the CIG)PSCO settlement offer as a legitimate means to put
these problems behind us. We urge the Committee to recognize that any initiative such as HB 3050
1s destined to muddy the water for several more years, make it that much harder to reach a fair
resolution of the refunds, and further polarize consumer interests and gas producers.

HB 3050 will not succeed legally, but even if it did, it would impose an unwarranted burden
on consumers for the next forty years. This should not happen. Thus, we strongly recommend that
you vote “No” on HB 3050 and that you encourage the efforts underway in the industry to work out

the refund issues once and for all. Thank you.
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Exhibit G

B ESTIMATED ALLOCATION OF ;
KANSAS AD VALOREM TAX REFUNDS

(INCLUDING INTEREST) |

BY STATE |

AS OF MARCH 31, 1999 |

7 STATE ESTIMATED % | TOTAL REFUNDS DUE |

1 |Kansas 22.556 $60,466,040 |

2 | Missouri 16.856 $45,186,007 |

3 | Minnesota 13.276 $35,589,074 |

4 | Nebraska | 10.262 $27,509,421 |

5 | Colorado | 6.567 | $17,604,207

6 | Ilinos 6.335 | $16,982,283 |
7 |lowa 5.460 | $14,636,663
8 |Indiana 4.764 | $12,770,891
9 | Michigan 3.534 | $9,473,621
10 | Wisconsin | 2.227 | $5,969,936
11 | Ohio | 1.754 $4,701,961
12 | California 1.581 $4,238,199

13 | Oklahoma 1.431 $3,836,093 |
14 | Texas 1.129 | $3,026,519
15 | South Dakota 0.981 $2,629,774

16 | Wyoming 0.871 $2,334,896 |
17 | Arizona 0.242 $648,731
18 | New Mexico 0.061 $163,523
19 | Nevada 0.048 $128,674
20 | Loulsiana 0.039 $104,548
21 | Arkansas 0.022 $58,976
22 | Utah 0.003 $8,042
23 | Tennessee 0.001 $2,681
Total 100.00 $362,968,627
7 HOUSE UTILITIES
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Exhibit u

Summary of 1983-88 Kansas Ad Valorem Tax Reimbursements Due from First Sellers
Principal plus Interest through 11/30/97 or 12/31/97
Based upon Statement of Refunds Due filed by all Pipelines

Docket No
Docket No
Docket No
Docket No
Docket No
Docket No
Docket No
Docket No
Docket No

. RP98-43
. RP98-42
. RP98-54
. RP98-44
. RP98-53
. RP98-38
. RP98-39
. RP98-40
. RP98-52

Anadarko Gathering Company
ANR
Colorada Interstate Gas Company
El Paso Natural Gas Company
KN Interstate GasTransmission Company
Natural Gas Pipelines Company of America
Northern Natural Gas Company
Panhandle Eastern Pipe Line Company
Williams Natural Gas Company

TOTAL

$5,432,295
$409,903
$13,343,681
$18.589
$12,104,346
384,412
$30,162,203
$20,000,859
$45,774,748

$9,770.838
$777.829
$21,658,966
$35,248
$18,831,617
$155,254
$50,216.236
$33.594.414

$15,203,134
$1,187,732
$35,003,647
$53.836
$30,935,962
$239,666
$80,378,439
§53,585,273

$72,472,287 $118.247.034

$127,331,034 $207,513,689 $334,844,723

The Missouri PSC staff estimates that approximately 45-50% of the Williams Natural Gas refunds and
5-10% of the Panhandie Eastern refunds are due to Missouri natural gas consumer.
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Summary of 1583-88 Kansas Ad Valoram Tax Reimbursements Due from First Sellers
Princlpal plus Interest through 11/30/97 or 12/31/97
Based upon Statement of Refunds Due filed by all Pipelines

1 Amoco Production Company
2 Mobil Oil Corp
3 Oxy USA Inc.
4 Mesa Operating Limited Parnnershit
5 Anadarko Petroleum Corp
6 Helmerich & Payne
7 Pan Eastern Exploration Cc
8 Barretl
¢ Duke Energy Field Services
10 Mobil Natural Gas
11 Cities Service Oil & Gas Cory
12 Mesa Petroleum Co.
13 Osborne Heirs
14 Kansas Natural Gas Inc
15 Texaco Inc.
16 Energy Devel. Corp
17 Union Pacific Resources dfb/a Champlin Petroleum Co
18 UPRC
19 Northern Pump Co
20 Union Pacific Resaurces
21 Petro-Lewis Corp
22 Beren Corp.
23 George A. Angle, O/8 Frontier Qil Co.
24 Kuhn Dnilling Co
25 Continental Energy
26 Champiin Petroleum Company
27 Holl, FG
28 Chevron USA, Inc.
29 Kaiser-Francis Oi
3o Stevens County Oil & Gas Cc
31 APX Corp
32 McKelvy Operating Corp
33 Benson Mineral Group
34 |ebosquet, John R.
35 Southland Royalty Co
36 White, Robt. F.
37 lrex Corp
a8 Graham Michaelis Corp.
39 Kansas Petro Inc.
49 Cabao! Petroleum Corp.
41 Mapco Qil & Gas Company
4z Santa Fe Minerals Inc
43 Coastal Cil & Gas Corp.
44 Halliburton Qit Co.
45 Energy Exploration & Prod Inc
46 Arco Qil & Gas Co.
47 Lowry's Lease Management Inc.
48 Wilson, Robt. P.
&5 Graham Michaelis Drilling Co
50 Marden Producing Co
51 Trees Qil Co
52 RJ Patrick Operating Co
53 Gould Qi
54 Upstream Energy. Service.CMY
55 Raymond Oil
56 Molz il
57 Petroleum Inc.
58 Dorchester Hugoton Lid.
59 Mull Drilling Cc
60 Mid-Continent Energy Corp
61 Pickrell Drilling Cc
62 Green Wolf Qil Co.

6/7/99

$24.207.052.89 |

$38,100,733.73

$65.307. 70662

$19.703.648.88

$32,512.675.28

$52.216.324.16

$11.758,538.02

$18,572,234.61

$30.330.772.63

£9.237.894.11

$14.341.879.60

$23.578.773.71

$7.4€9.406.74

$11,826.352.60

$19.295.753.34

$4.803,827 33

$7.743.954.73 | _

$12,547,782.06

$3.938.636.32

$£6.772.496.97

$10.711,193.29

$4.445.455.79

$5,963.694.58

$10,413,154.37

§2.461.276.71 $5.343.228.39 $7.804,505.10
$2.995.€94.20 $5,282,814.60 $8.278,508.80
$2,€50.251.11 $4.620.195.21 $7.270.446.32
$2,209.502.05 $3.772.487 83 $5.981,989 .88
$1.895,174.57 $3.533,602 54 §5.428.777.11

$1.521,183.50

$2,710,357.69

$4,231,541.19

$1,449,950.82

§2,472,565.94

$3.522.516.76

$1,555,736.48

$2,400,622.07

$3.956.358.55

$1.410,173.36

$2,398.6€7.03

$3.808.840.39

$1.359.526.80 $2.347.098 .64 $3,706.625 .44
$£931,990.67 $1,727.051.49 $2.659.042.16
$1,317.926.70 $1.648,841.56 £2,966,768.26
§796.341.28 $1.389.471.13 $2,185812.41
$€096.420.77 $1.260,279.79 $1.956,700.56
$§500.863.36 £541.€53.07 $1.442.516.43
§476,947.92 $937,186.59 $1.414,134.51
£481,004.24 $876,394.05 $1,357.398.29
$518,163.84 $837.701.47 $1.356,865.31
$475.414 98 $774,015.31 $1,249,430.29
$5€5,227.13 $758.325.25 $1,323,552.38
$447.110.28 $734 663.83 $1,181,774.11
$380.640.26 §729,343.05 $1.109.983.31
$604,751.57 $711,759.41 $1.316,510.98
$458,726.64 $£700.658.34 $1,159,384.98
$354,759.27 $676.761.77 $1.031.521.04
$364,359.52 $625,536.52 $989.896.04
$370.156.43 $£624,557.70 $994,744.13
$346.374.92 £613,182.29 $953,557.21
$300,375.03 $608.932.31 $909,307.34
$383,708.92 $569.907.35 $953.616.27
$343.662.84 £562.506.35 $906,169.19
$365.451.23 $528,777.73 $834 228.96
$207.510.69 £442,789.97 $650,300.66
$308.,134.36 $425,699.33 $733,833.69
$234 052.27 $£391,903.59 $625,955.86
$200,029.17 £385,051.19 $585,080.36
$207.395.09 $381,394.11 $588,789.20
£303,107.18 $362,243.52 $665,350.70
£240,082.66 $358,049.16 $598,131.82
€196.013.39 $328,326 50 $524.339.89
$211.980.51 $322,823.78 $534.804.29
$180,316.01 $311,547.21 $491,863.22
$192.815.47 $€301,471.37 $494 286.84
$139,143.93 £297 . 462.32 $436.606.25
$173,470.45 $279,152.12 $452,622.57
$171,400.21 $278,439.99 $449 849.20
$130.246.58 $245,888.20 $376,134.78
$145.265.22 $243,219.97 $388,485.19
$149 383 44 $238,462.09 $387,845,53
£1E53 840 28 £234,331.77 £387,972.05
$159 178.16 $229.005.86 £388,184 .02
$112,843.96 $216,630.02 $329.473.98
$108,786.61 $215.976.21 $324,762.82
$120.119.66 $210,634 47 $330.754.13




BEFORE THE HOUSE UTILITIES COMMITTEE

Testimony of the Citizens’ Utility Ratepayer Board
By Walker Hendrix, Consumer Counsel
April 5, 2000

H.B. 3050

House Bill No. 3050 establishes an elaborate financing arrangement which
would authorize the issuance of bonds to pay back natural gas producer refund
obligations through the establishment of a pipeline privilege tax. As such, the bill
attempts to nullify the effects of decisions by the D.C. Circuit Court of Appeals
and the Federal Energy Regulatory Commission to refund to consumers unlawful
charges for natural gas that were collected by natural gas producers between 1983
and 1988 as well as interest. The bill also places considerable future burdens on
natural gas consumers, who will ultimately bear the financial consequences of the
privilege tax when the pipelines pass through the tax in their rates for wholesale

transportation service.

The Citizens’ Utility Ratepayer Board opposes H.B. 3050 because it forces
Kansas consumers to fund anticipated refunds for overcharges that producers
made under the Natural Gas Policy Act of 1978. These refunds were the result of
prolonged litigation before the United States Circuit Court for the District of
Columbia and FERC. See, Public Service Company of Colorado, v. FERC, 91
R.3d 1478 (D.C. 1996), cert. denied, 117 S. Ct. 1723 (May 12, 1997) and
Colorado Interstate Gas Company, 65 FERC 961,292 (1993), order denying reh’g

and granting clarification, 67 FERC 61,209 (1994). Total refunds are
approximately $362,968,627, including interest, out of which Kansas consumers
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are entitled to $60,466,040.

The Kansas Legislature has traditionally avoided entering into areas which
involve the effects of litigation. Yet, H. B. 3050 proposes the issuance of bonds to
fund the liability of Kansas producers. The bonds would be paid off with a
privilege tax against the pipeline companies which ultimately would be borne by
consumers. In essence, this arrangement would require Kansas consumers to

repay producers for money which was wrongly collected at the outset.

Kansas producers no doubt think that this arrangement is fair because their
liability was based on a change in the treatment of the ad valorem tax by the FERC
as an expense which could be charged to pipeline companies. The producers spent
many years trying to convince the Circuit Court and FERC that the change in
policy was not appropriate. However, once Kansas adopted a severance tax and
essentially imposed two taxes on natural gas, the prior treatment by FERC was no
longer applicable. With the passage of the severance tax, Kansas producers were
placed in the same position as Texas producers, who were no entitled to charge for
ad valorem assessments when a severance tax was in place. Both the Circuit Court
and FERC determined that it was inappropriate to include the ad valorem tax as a
charge under Section 110 of the Natural Gas Policy Act of 1978, when Kansas had
a severance tax on production. Consequently, there is a binding decision against

the producers requiring them to make refunds to consumers.

H.B. 3050 would prolong litigation and would effectively increase the

liability of the producers as the interest component of the FERC orders
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continues to grow. H.B. 3050 raises a number of legal issues. First, H.B.
3050 would seem to violate the Commerce Clause of the United States
Constitution, which states: “The Congress shall have Power ... [t]o regulate
Commerce ... among the several States ....” Art. I, &, cl. 3. H.B. 3050 is not
enacted for a public purpose, but it merely is designed to shift liability for
overcharges under federal law back to consumers. As such, the privilege
tax violates the commerce clause, because it is a tax on interstate commerce
which is not fairly related to the services provided by the State. See,
Washington Revenue Dept. v. Washington Stevedoring Assn., 435 U.S. 734,
750 (1978). Secondly, H.B. 3050 would seem to violate the Supremacy
Clause of the United States Constitution, which provides: “This
Constitution and the Laws of the United States which shall be made in
Pursuance thereof ... shall be the supreme Law of the Land ... any Thing in
the Constitution or Laws of any State to the Contrary notwithstanding.”
Art. VI, cl. 2. H.B. 3050 attempts to circumvent the liability determined
under federal law by both the Circuit Court and the FERC for unlawful
overcharges and redirects that liability back to the consumers who were
overcharged in the first instance. As such, H.B. 3050 attempts to reassign
the liability back to consumers and to avoid the pronouncements of the

FERC on the refund obligation under federal law.

Assuming that H.B. 3050 could withstand legal attack, it raises serious
policy questions for public officials who have to balance the interest of producers
against the rights of consumers. I am sure it is not lost on anyone that the top ten

producers owe 60% of the refunding obligation. Included within this category are
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multinational oil and gas companies who are currently benefitting at the expense
of consumers at the gasoline pumps. Should the Legislature pass a privilege tax
on pipelines which will be borne by consumers in pipeline rates to compensate

large multinational oil and gas companies?

There is no question that producers have been significantly affected by the
reversal in policy by the FERC as directed by the D.C. Circuit Court. However,
the FERC has attempted to deal with hardships by permitting individual producers
to request relief by way of an adjustment to their refund obligation. FERC has
stated that it would entertain individual requests for adjustment relief for both
principal and interest to alleviate hardship that is demonstrated by producers. It
has also permitted the refund payments to be made over a period of five years.
These measures are set forth under section 502 (c) of the NGPA, which provides
for adjustments where “necessary to prevent special hardship, inequity, or an
unfair distribution of burdens.” We believe that it would be better for individual
producers to pursue the remedies afforded under federal law rather than to
construct a new set of remedies under state law. To do otherwise, would cause

state and federal law to be in conflict.

H.B. 3050 also suffers because the payment to the State to retire the bonds
is predicated on gas moving through the pipelines. Kansas production is moving
in downward direction. Peak production occurred in 1995. The volumes moving
through the State are expected to continue to decline in the future as Hugoton
Production pressures continue to drop. If the bonds are to be paid back on the

basis of gas production moving through the pipelines in Kansas, it will mean that



over time the funding and taxing mechanisms will have to increase the assessment
in order to pay off the bonds. This would cause significant increases in the
expenses of pipelines and the rates that consumers will ultimately have to bear in
the future. Because of the problems associated with attaching the funding
mechanism for the bonds to an unpredictable situation such as the volumes of gas
flowing through Kansas, it is also difficult to see how the bonds will be
marketable. Moreover, since H.B. 3050 does not establish the extent of the
funding or the term for the repayment of the bonds, it is hard to see how the bonds

can be successfully issued.

Given the debate that H.B. 3050 has raised, the Citizens’ Utility Ratepayer
Board would recommend that the parties continue to negotiate in order to bring
these matters to conclusion. It is obvious that the royalty owners are so numerous
and are so difficult to identity that collection efforts would be very difficult and
expensive. As a practical matter, the royalty owner liability should be excused and
the pipelines should reimburse consumers for the refunds which are related to
royalty interests. Because of the impact on small producers, CURB would
recommend that similar treatment be afforded small producers. It would be a very
expensive effort to track down all small producers (many who have disappeared
from the scene), and the pipelines should reimburse consumers for the liability of
small producers. With the relief afforded under Section 502 (c) of the NGPA,
CURB maintains that larger producers should be required to refund for the
overcollection of maximum lawful prices and should expeditiously make refunds

to the pipelines so that consumers can receive compensation for the over charges.



In conclusion, CURB encourages the Committee to reject H.B. 3050 and to
protect the interest of consumers. H.B. 3050 has no public purpose and is in
serious conflict with federal law. Relief is afforded under federal law, and the

State should avoid setting up an expensive financial arrangement which will

penalize consumers.
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Testimony of Charles “Sonny” Freeman
AARP Kansas State Legislative Committee
On House Bill 3050

April 5, 2000

My name is Charles “Sonny” Freeman and I am a volunteer member of AARP’s Kansas State
Legislative Committee (SLC). In Kansas, AARP represents more than 350,000 residents age 50
and over. We have a strong interest in utility rates and services, including natural gas, electricity

and telephone and therefore greatly appreciate the opportunity to present this testimony.

The AARP Kansas State Legislative Committee has taken interest in this legislation because
affordable basic natural gas service is an essential component of life. Older Americans are
particularly vulnerable to rapid increases in energy prices. Although they consume
approximately the same amount of energy as non-elderly, they devote a higher percentage of total
spending to residential energy than do younger consumers. Too often, low-income older persons
are faced with the choice of risking their health by cutting back on energy expenditures or

reducing spending for other basic necessities.

The natural gas consumers in many states and especially the consumers of Kansas paid the
Kansas ad valorem tax from 1983 to 1989. The Federal Energy Regulatory Commission (FERC)
and the United States Court of Appeals for the DC Circuit have since found this tax to be illegal.

We understand the FERC has ordered the companies to refund this money to consumers.

Now is the time for consumers to get the refunds we deserve, with interest. Millions of
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consumers of natural gas in 23 states are entitled to refunds of this tax. Nationwide, the refund

totals approximately $335 million with about $207 million in accrued interest.

This bill makes the ratepayers and taxpayers of Kansas pay twice for this ad valorem tax. We
paid for it when it was imposed, and now HB 3050 will make us pay for it again so that the state
can issue bonds to pay us back. So, under this bill it seems that natural gas ratepayers will pay to

get the money back that we are owed anyway. This makes no sense.

The refunds of this tax are long overdue. We encourage you to work to ensure that the refunds
are paid in full, with interest, now. Please ensure that any legislation that you consider and pass
on this issue only hastens and does not add to the delay that has already held up these refunds for

so long. Thank you for your consideration.



COMMENTS OF JACK GLAVES
IN BEHALF OF
PANHANDLE EASTERN PIPE LINE COMPANY
AND
KINDER/MORGAN, INC.
ON H.B. 3050 BEFORE
HOUSE UTILITIES COMMITTEE

It's hard to keep the villains and the victims straight in
the hapless events giving rise to this legislation. The question
arises as to whether the producer and royalty owners that are
faced with repaying ad valorem taxes levied between 1983 and
1988, which were paid by gas consumers, are the real victims of
the unfortunate time lapse in the judicial process that makes the
payback obligation so burdensome, or is it the consumers that
paid the taxes that should be the subject of our concern. Many
would say both. We earnestly believe that this Bill is not the
‘answer to the problem. The cure ié worse than the malady. Its
concept is harmful to consumers, pipelines and ultimately to the
people it purports to help, producers and royalty owners by
rendering Kansas gas less competitive.

This Bill mistakenly assumes that it is the pipelines rather
than the consumers that are the real parties in interest.

Section 1 (f) postures the pipelines as “claimants” of the
refunds ordered by FERC and Section 2 (2) requires the pipelines
to file with the KCC “...a claim for payment of refunds..” and
requires pipelines to release producers and royalty owners from

liability “for any claims for such refunds and interest”. The
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State's taxing power is imposed in Section 5 (a), “for the
privilege of transporting natural gas from, within and through
this state by pipeline” to raise revenue to pay the bonds issued
“for the purpose of paying refunds on behalf of producers,”
(Section 4 (a)). In fact, the “claim” is by gas consumers for
the FERC ordered refund of the ad valorem taxes that were paid by
gas consumers. Pipelines are merely the conduits designated by
FERC to make demand on the producers to remit the amount owing
for transmittal within 30 days to the pipeline customers who are
entitled to the money. How that qualifies the pipelines to be
inflicted with a “privilege tax” is difficult to understand.

The interstate pipes “privilege” of flowing gas through
Kansas exists as a result of certificates of public necessity and
convenience issued under the Federal Natural Gas Act. Our rates
are regulated by FERC. Pipeline property in Kansas is assessed
at the 33% public utility rate, resulting in 1999 Kansas ad
valorem taxes of nearly $60 million dollars. The proposed
“privilege tax” is wholly unrelated to the existence or activity
of the pipeline operations. It is solely for the purpose of
paying the $360 million dollars worth of bonds that would be
issued for reimbursing producers for their reimbursement
obligation to gas consumers who paid the producers' tax
obligation in the 1983 to 1988 era. Ironically, it would
ultimately be gas consumers, who would pay for their own refund
by virtue of the allowance by reqgulators of taxes as a part of

the pipelines cost of service. Thus, the tax imposed by this



Bill can result in taxes of millions of dollars on Kansas gas
consumers. The attached schedule reflects Kansas based consumers
as being entitled to reimbursement of over $60 million dollars,
or about 22 1/2% of the total obligation. Likewise, the bond
payment obligation would presumably be shared on a comparable
basis by Kansas consumers. A vote for this Bill could
unfortunately be construed as a vote for a $360 million dollar
(plus interest) tax increase.

This Bill is defective in concept, impaired constitutionally
and would constitute an impediment to alternative resolution of
the very real problem which it seeks to resolve. It can only
result in endless litigation.

THE BILL IS UNWORKABLE.

The revenue bonds (up to $360 million dollars, plus all
amounts required for issuance and interest) would be paid by a
tax imposed on the pipelines at $.02 per mcf for gas transported
“from, within and through this State.” (Sec. 5 (a)) No fiscal
note has been issued for this Bill. That is understandable given
the fact that we do not know the term of the bonds, the projected
interest rate, nor the volumes to which the tax would be
applicable. Without such information the viability of the $.02
tax is unknown. The only fiscal note issued to date is on S.B.
571, which proposed a tax of $.01 per million cubic feet, which
was estimated by DOR to raise $8,400.00 per year. This Bill has
restructured the pipelines subject to the tax by making it

applicable to either the last transporting line prior to leaving



the State, or as to volumes being delivered to LDCs or direct
sale customers of the pipeline (Sec. 5 (a)) It is made
applicable to interstate pipes regulated by FERC and intrastate
pipes regulated by KCC (Section 1 (e)). Apparently, intrastate
1ines not subject to KCC jurisdiction would be exempt. The most
critical problem is the fact that gas volumes traversing Kansas
are declining dramatically. The fiscal note for S.B. 571 recites
that Kansas interstate volumes in 1998 declined 20% from 1997.
This decline is also reflected by Kansas production statistics
and national data, which are attached, reflecting a decline of
25% in Kansas production from 1995 through 1999. This decline is
irreversible, given the maturity of the Kansas gas fields as well
as the Texas and Oklahoma Panhandle fields that are the primary
source of the gas coming into Kansas. Thus, the Legislature
would have the responsibility of increasing the rate of tax on an
annual basis, if the bond paYment obligation were to be
maintained. It does not appear that the amount of tax required
by this Bill has been determined with any degree of certainty.
Future levels of required taxation are mere speculation at this
point. It is doubtful that bond investors would feel comfortable
with that prospect. Additionally, a bond purchaser would insist
on assurance that the validity of the bonds would remain
unchallenged legally. Obviously, given the constitutional issues
discussed below, such assurance could not be given. The bonds

would simply never be marketed.
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CONSTITUTIONAL OBSTACLES

1. The tax proposed to be levied is not for a public
purpose. The attempt in the preamble, to clothe the Bill with a
public purpose of effectuating a State tax policy (that producers
should be allowed to recover both the ad valorem tax and
severance tax as a cost of production) cannot obscure the fact
that the tax is, in fact, levied for the purpose of benefiting
producers and royalty owners by the payment of their tax
obligation debt that has been mandated by administrative and
judicial decisions. It would benefit one segment of our
population, the.gas producers and royalty owners in the event the
Kansas Courts determine that royalty owners are required to
reimburse the producers for their part of the obligation.

The law that taxes can only be imposed for a public purpose
is deeply embedded in Kansas. An 1874 case, Savings and Loan

Association vs. Topeka, 87 U.S. 655, 22 L.Ed. 455, said it well,

“Lay, with one hand, the power of government on the
property of the citizen, and with the other to bestow
it upon favored individuals to aid private enterprises
and build up private fortunes, is none the less a
robbery because it is done under the forms of law and
is called taxation. This is not legislation. It is a
decree under legislative forms.

Taxes are burdens or charges imposed by the legislature
upon persons or property to raise money for public
purposes..We have established, we think, beyond cavil,
that there can be no lawful tax which is not laid for a
public purpose..”
Bottom line, public purpose is synonymous with
governmental purpose.

“Public purpose” may have been expanded in more recent
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times, but clearly, the issuance of bonds for payment of private
debt is not a public purpose.

2. Secondly, the Commerce Clause of the Federal Constitution
Creates an area of free trade among the states. The power of
states to tax interstate commerce is very limited. The tax in
H.B. 3050 is clearly laid upon the privilege of engaging in
interstate commerce. The 1954 U.S. Supreme Court decision,

Michigan-Wisconsin P.L. Co. v. Calvert, 347 U.S. 157, 98 L.Ed.

583, 74 S.Ct. 396, which happened to involve my client, Panhandle
Eastern, over a Texas tax on the occupation of gathering gas,
based on the volume of gas taken, summarizes the problem
involved:

‘The tax is on the privilege of carrying on interstate
commerce itself. When gas has been lawfully produced,
it, like any other commodity, is a lawful article of
commerce; and the right to transport the gas to other
states, which necessarily includes the right to take
possession of it for such transportation, is not
derived from the State. The right arises under and is
protected by the Commerce clause. It may not be taxed
by the State, 'no matter how specious may be the
pretext’ for imposing the tax.” 98 L.Ed. 583, 586

In any event, a state tax on interstate commerce must fairly

relate to the services provided by the State. Washington Rev.

Dept. v. Washington Stevedoring Assn., 435 U.S. 734, 750. (1978)

A compensatory tax first requires identification of the burden
for which the state is attempting to compensate. The “privilege’
tax proposed in H.B. 3050 does not purport to the related to
services provided by the State in any manner. It is apparently
imposed simply for the privilege of doing business in Kansas. If
every state were free to impose a tax for the privilege of

6
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flowing gas across its borders, the cost to the ultimate consumer
would be prohibitive. The founding fathers opted for free
traverse of commerce and the wisdom of that decision is obvious.
Additionally, H.B. 3050 discriminates against interstate commerce
in that the proposed tax is levied only on intrastate pipeline
volumes that are regulated by the KCC. Accordingly, the proposed
tax would be applied to interstate volumes of gas moving in
Kansas, but would be inapplicable to some intrastate gas.

Clearly a proscribed burden on interstate commerce, and violative
of the Commerce Clause of the federal constitution.

3. H.B. 3050 also violates the Supremacy Clause of the U.S.
Constitution. Maryland vs. Louisiana, 452 U.S. 456, (1981) is in
point on both the Commerce and Supremacy Clause issues. The U.S.
Supreme Court concluded that a Louisiana proposed tax on natural
gas produced from the outer continental shelf was
unconstitutional under both clauses. That tax was equal to the
state’'s severance tax and imposed for the stated purpose of
reimbursing Louisiana for damages to the state's wet lands and
coastal areas, and was further designed to equalize competition
between the gas producers of Louisiana that were subject to the
state severance tax and the offshore gas that was not. Even with
this attempt to vest the tax with a public purpose, the Court
struck it down on both counts, noting that the Natural Gas Act
and the Natural Gas Policy Act were intended to provide FERC with
authority to regulate the wholesale pricing of natural gas in

interstate commerce from wellhead to delivery to consumers.
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Interestingly, the Court relied on the Kansas case of Northern

Natural Gas Company vs. The State Corporation Commission, 372
U.S. 84, 92 (1963), which overturned a KCC regulation requiring
ratable takes by pipelines from the Hugoton field, holding that
the KCC rule violated the superior interests of the Federal
Government in the matter.

H.B. 3050 puts the KCC on a collision course with the FERC
by vesting the KCC with the power to “determine eligibility” for
payment of pipeline claims and for the approval of the payment
thereof. (Sec. 2 (b)) Additionally, the “discretion” vested in
the KCC, for the approval of claims for refunds, “without
interest” (Sec. 2 (c¢)) is clearly violative of the FERC Order and
federal judicial decisions. The attempt to vest the KCC with
jurisdiction in these areas and given the apparent purpose of
H.B. 3050 of subverting the FERC decision by requiring
reimbursement of producers for their FERC ordered repayment
obligation to consumers, through a “privilege tax” that
ultimately would be borne by interstate gas consumers, it is
clear that this Bill would be violative of the Supremacy Clause.

We submit that the absence of a public purpose for H.B.
3050, and its impermissible burden on interstate commerce and the
federal preemption issue renders it not only bad public policy,
but violative of the Federal and Kansas Constitutions.

H.B. 3050 WOULD FRUSTRATE ALTERNATIVE
RESOLUTION OF THE PROBLEM.

A. LIABILITY OF ROYALTY OWNERS. FERC does not have
jurisdiction over royalty owners, to order them to refund taxes

8



because they were not the sellers of the gas. The producers are
responsible for the royalty owners portion of the tax
reimbursement obligation and have a claim against the royalty
owner to recover the overpayment when the producer makes the
refund. The FERC Order issued September 10, 1997, outlining
procedures for refund of the tax reimbursement, provides that
FERC will grant waivers to producers who can demonstrate that the
refund from the royalty owner is "uncollectible”. The standards

of uncollectability are set out in Wylee Petroleum Corp., 33

FERC. (CCH) 61,014 (1985) to-wit:

“If the royalty owner (1) is deceased and the estate

is closed, or (2) if bankrupt, and the bankruptcy

proceedings are closed, or (3) cannot be located, or

(4) the statute of limitation has run.”
As a respcnse to the royalty owner problem, the legislature
enacted what is now K.S.A. 55-1624 in the 1998 session, declaring
that recovery from the royalty owners is barred byrthe statute of
limitations. (See attachment) Suits have been filed by Amoco,
Plains Petroleum, OXY USA, and Anadarko, which have been
consolidated for trial in Stevens County, Kansas, in which the
issue of "“collectability” from the royalty owners will be
decided. The Attorney General has been permitted to intervene in
behalf of the State of Kansas in defense of the challenges to the
constitutionality, validity and legality of K.S.A. 55-1624.
Judge Tom Smith of Liberal has set alternative hearing dates of
April 6th and July 26th for determination of “dispositive
motions” on the statute of limitations issue. The liability of

the royalty owners will thus be determined by Kansas Courts, and
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apparently within a reasonable time frame. The FERC is simply
not involved in that issue. If the royalty owners prevail, under
the Wylee standard, producers should also be “off the hook” for
that part of the reimbursement obligation. Hopefully the
legislature will not try to anticipate the judicial outcome by
enacting this Bill.

B. PRODUCER LIABILITY: Offers of settlement have been
filed with FERC by the Missouri Public Service Commission,
Panhandle Eastern Pipe Line Company, Williams, Colorado
Interstate Gas Company, the Colorado Public Service Commission
and others, proposing reductions designed to alleviate the burden
of the refund obligation on small producers and royalty owners.
Discussions are ongoing to this end and meetings will be
forthcoming with the producers, pipelines and most importantly,
the affected customers and regulatory commissions. Although some
may contend that legislative action will spur the settlement
process, in fact, the threat of this legislation frustrates the
ability to negotiate on a pipeline by pipeline basis, which all
parties have concluded is the only practical way to proceed.
Obviously, no single pipeline, nor most particularly, its
customers, are going to agree to a settlement that still leaves
them exposed to the possibility of having a tax burden imposed on
them by passage of this legislation. Rather than a club to
achieve settlement, the legislation is a barrier to it. The
proponents of this legislation fail to appreciate the great

divergence of views held by the pipeline customers and regulators
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that would be foregoing the tax refund by entering into
settlement agreements. They fail to recognize the inability of
the pipelines to achieve a settlement satisfactory to the
producers, without the consent of their affected customers and
the regulatory agencies involved. Passage of this legislation
would bring an instant halt to the settlement process. The
threat of its pendency totally frustrates achievement of
individual settlements. A legislative "“solution” can only result
in continued interminable litigation.

The understandable concern of the legislature fér the pay;
back obligation of the small producers and royalty owners tends
to overlook the fact that Kansas gas production in the 1983/1988
era that is at issue, was dominated by a few large producers.
Ten companies currently produce over three-fourths of all Kansas
gas. Just two multi-national companies would receive over 1/3rd
of the entire refund derived from the bond issue.

However desirous you may be for legal or political relief
for this whole unhappy scenario, H.B. 3050 does not constitute a
viable remedy. It is not the answer. It is legally
impermissible and an economic nightmare.

We urge your rejection of this measure.

Respectfully submitted,

Jack Glaves

Legislative Counsel in behalf of
Panhandle Eastern Pipe Line Company
and Kinder/Morgan, Inc.
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“Exhibit G

- ESTIMATED ALLOCATION OF
KANSAS AD VALOREM TAX REFUNDS
(INCLUDING INTEREST)
BY STATE
AS OF MARCH 31, 1999
# STATE ESTIMATED % | TOTAL REFUNDS DUE 7]
1 |Kansas 22.556 $60,466,040 |
2 Missouri 16.856 $45,186.007 ;
3 |Minnesota 13.276 $35,589,074 |
4 | Nebraska 10.262 $27,509,421 |
5 | Colorado 6.567 $17,604,207
6 | llinois - 6.335 $16,982,283
7 |lowa 5.460 $14,636,663
8 |Indiana 4,764 | '$12,770,891
9 | Michigan 3.534 | §9,473,621
10 | Wisconsin 2.227 | $5,969,936
11 |Ohio 1.754 | © $4,701,961
12 | California 1.581 | $4,238,199
13 | Oklahoma 1.431 $3,836,093 |
14 | Texas 1.129 | $3,026,519
15 | South Dakota 0.981 $2,629,774
16 | Wyoming 0.871 $2,334,896
17 | Arizona 0.242 $648,731
| 18 | New Mexico 0.061 $163,523
19 | Nevada 0.048 $128,674
20 | Louisiana 0.039 $104,548
21 | Arkansas 0.022 $58,976
22 | Utah 0.003 $8,042
23 | Tennessee 0.001 82,681
Total 100.00 $362,968,627
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Kansas - Table 6:

[ el
Y
|
| Kansas — Natural Gas 1998
| |
\ |
SR |
Million Percent of Million Percent of
Cu. Feet National Total Cu. Feet National Total
Net Interstate
Movements: -80,882 Industrial: 111,143 1.28
Marketed
Production: 603,586 3.07 @ Vehicle Fuel: 0 0.00
Deliveries to Consumers:
% Electric
Residential: 70,217 1.55 Utilities: 36,896 1.13
Commercial: 41,788 1.39 Total: 260,044 134
Table 63. Summary Statistics for Natural Gas — Kansas, 1994-1998
\ 1994 1995 1996 ] 1997 1998
Reserves (billion cubic feet)
Estimated Proved Reserves (dry)
as of Dacember 31 ... 9,156 8,571 7,694 6,289 NA
Number of Gas and Gas Condensate Wells
Producing at End of Year...........cccocvevennee. 19,365 22,020 21,388 21,500 21,000
Production (million cubic feet)
Gross Withdrawals
From Gas Wells..........cooeeiieeiiiniiniiciieien 628,900 636,582 629,755 618,016 532,594
From Qil Wells...cooooveeeieeieeereecice s 85,759 86,807 85,876 71,037 72,626
Total 714,659 723,389 715,631 689,053 605,220
Repressuring ... 1,215 1,230 2,120 1,157 1,029
Nonhydrocarbon ‘Gases Removed. .. NA NA NA NA NA
Wet After Lease Separation...... 713,444 722,159 713,511 687,896 604,191
Vented and Flared.......... 715 723 716 680 605
Marketed Production i 712,730 721,436 712,796 687,215 603,586
Extraction LOSS......ccccciiviiiiiimeninnr e, 46,936 47.442 47 996 38,224 45,801
Total Dry Production.......c.umimmsmaminmn. 665,794 673,994 664,800 648,991 557,785
Supply (million cubic feet)
Dry Production... 665,794 673,994 664,800 648,991 557,785
Receipts at State Borders
Imports 0 0 0 ) 0
Intransit Receipts .. 0 0 0 0 0
Interstate Receipts 1,127,799 1,140,230 1,219,027 1,201,629 1,070,930
Withdrawals from Storage
Underground Storage........cooceveeeeniesiennenne. 99,851 110,567 116,989 103,475 98,402
LNG Storage ............... 0 0 0 0
Supplemental Gas Supplles.. 0 0 o] 0 0
Balancing ltem... Ry 20,703 8,173 -3,039 R.50,157 -144,189
Total Supply........ 1,914,147 1,932,964 1,997,776 R1,903,939 1,582,927

See fooinotes at end of table.

124 Energy Information Administration / Natural Gas Annual 1998
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355-1624. FERC-ordered refunds of tax
reimbursements; recovery. (a) As used in this
-act, royalty interest owners include overriding roy-
alty interest owners and royalty interests include
overriding royalty interests.

(b) On and after the effective date of this act,
no first seller of natural gas shall maintain any ac-
Hon against royalty interest owners to obtain re-
funds of reimbursements for ad valorem taxes at-
tributable to royalty interests, ordered by the
federal energy regulatory commission.

(c) It is hereby declared that under Kansas
law:

(1) The period of limitation of time for com-
mencing civil actions to recover such refunds at-
tributable to reimbursements of ad valorem taxes
on royalty interests during the years 1983 through
1988 has expired and such refunds claimed to be
owed by royalty interest owners are uncollectible;

(2) first sellers of natural gas are prohibited
from utilizing billing adjustments or other set-offs
as a means of recovering from royalty owners any
such claimed refunds; and .

(3) first sellers of natural gas took every op-
portunity to protect their rights involving Kansas
ad valorem tax reimbursements attributable to
royalty interest owners.

{(d) Upon entry of a final order by a court hav-
ing jurisdiction, or a final order of a governmental
authority having jurisdiction, that requires first
sellers to make refunds of reimbursements for ad
valorem taxes on royalty interests during the years
1983 through 1988 notwithstanding this section or
if this section is determined to be unconstitu-
tional, in whole or in part, nothing in this section
shall be construed to have affected the rights and
remedies available to any party under the laws of
the state of Kansas, including those applicable in
any action that a first seller of natural gas may
bring against a royalty interest owner to obtain
such a refund. ,

" History: L. 1998, ch. 122, § 7; Apr. 30.

Y
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TOP TEN LIST OF OIL & GAS PRODUCERS IN KANSAS*

FOR CALENDAR YEAR - 1997

EXHIBIT 4

ANNUAL

ANNUAL

CO. NAME-OIL PRODUCTION (BbL)& (% k5.70TAL) -CO. NAME-GAS PRODUCT (MCF) &%

1. BEREXCO INC,

2. OXY USA INC.

3. ANADARKO

4. HUGOTbN ENERGY
5. N. AMERICAN RES.
6. VESS OIL CORP.

7. McCOY PET. CORP.
8. RITCHIE EXPL.

9. EQUINOX OIL

10. MURFIN DRILLING

KCC/DPW 8/20/98 *DATA Source : From K.D.O.R. & Compiled by K.G.S. on 8/19/98.

2,538,672 (6.2)%
2,393,009 (5.9)%
1,415,803 (3.5)%
1,054,297 (2.6)%
621,354 (1.5)%
612,497 (1.5)%
608,006 (1.5)%
564,363 (1.4)%
503,265 (1.2)%

492,315 (1.2)%

1. MOBIL OIL CORP.

2. ANADARKO PET.

3. AMOCO PROD.

4. OXY USA INC.

5. PIONEER (MESA)

6. HELMERICH & PAYNE
7. PLAINS (BARRETT)

8. VASTAR (ARCOQ)

9. HUGOTON ENERGY

10. KS. NATURAL GAS

107,305,936 (16) %
95,603,488 (14.3)%
94,760,235 (14.1)%
80,954,512 (12.1)%
71,577,699(10.7) %
19,990,057 (3)%
‘15,747,195 (2.3)%
11,713,793 (1.7)%
11,375,881 (1.7) %

8,962,288 (1.3)%

KS. TOTAL)



Length of Amortization

10 Years 15 Years 20 Years 25 Years 30 Years 40 Years
Required Annual Revenue:
$ 66,725,000 | $ 50,860,000 [ $ 42,532,000 | $ 38,110,000 | $ 35,535,000 | $ 33,680,000
Annual Natural Gas
Transportion (cubic feet in
000s for year 2001):
Level 4562,72% 690 —p
Transportation: 15;829:240 +5;828;270 15,829,270 +5;829;2707  15:820,270 15,829,270
2% Annual | /942823 247
Decline: -898; 896382 14898382 44.898382 4896382 +4;808.382
10% Annual |4/57%,9523,7|g3 >
Decline: +4+539;538, ; +4-530,538 117539;538 +1539;:538{ 44539838
Implied Tax Rate:
Level
Transportation: | $ 0.0422 | $ 0.0321 | § 0.0269 | $ 0.0241 | & 0.0224 | $ 0.0213
2% Annual
Decline: $ 0.0470 | $ 0.0375| % 0.0327 | § 0.0305| % 0.0290 | § 0.0285
10% Annual
Decline: $ 0.0810 [ $ 0.0725 | § 0.0700 | $ 0.0682 | § 0.0670 | § 0.0660

This analysis should be used for estimation purposes only. Assumptions made for this analysis are based on the best
available information at the time of this analysis. No representation is made as to the accuracy of these assumptions.
Changes to these assumptions may have a material impact on these projections.

Prepared by Kansas Development Finance Authority 4/6/00
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